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Recent Renewals
Recent renewal experience indicates that
large, well-distributed national or
multinational risks can still expect to get
$100 million in California Earthquake
coverage embedded in their Property
programs fairly consistently. Above that
level, the market is much more limited
and the cost of cover, when available, is
more unpredictable.

For accounts with significant percentages
(25 percent or more) of their portfolios in
California, the picture is not necessarily so
bright. And for smaller accounts
accustomed to buying Earthquake from the
specialized difference-in-condition (DIC)
market, it is even dimmer, as underwriters
price their limited capacity “to market.” In
both categories, we have seen fairly
consistent rate increases of over 50 percent
and capacity cuts of the same size.

A Marketplace Eruption
The consistency in capacity and price that was the hallmark of the California
Earthquake market for the past decade has come to a sudden and jarring halt.
Because no market-shaking earthquake event has occurred since the
Northridge quake of 1994, this development has many market participants and
observers scratching their heads.

Why now? While perhaps not obvious to those who have operations far from
the coastal areas so severely afflicted by 2004/2005 Atlantic hurricane activity,
the same factors causing dislocation in the Wind market in Gulf and Southeast
coastal areas are at play in the California Earthquake market. These include:

• Inadequate reinsurance capacity for primary insurers (and retrocessional
capacity for reinsurers)

• Increased retentions when reinsurance is available
• Changing catastrophe models
• Rating agency scrutiny of catastrophe portfolios 
• Tightening of capital requirements to support catastrophe portfolios in

order to maintain satisfactory ratings

Another significant factor is that earthquakes are potential clash events, i.e., they
can simultaneously affect multiple lines of coverage, such as General and Auto
Liability/Physical Damage, Workers’ Compensation, Accident & Health, and Life.
Indeed, accumulation with Workers’ Compensation was the reason given by Great
American when, earlier this year, it exited the market for Earthquake Property lines.
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Effects of New Catastrophe Models
We have long been a proponent of modeling our clients’
Earthquake exposures for two main reasons:
• You need to quantify your risks to understand how best to

finance them. What does the traditional five percent
deductible amount to, how likely are you to retain this full
amount and how do you finance what you retain? Above the
deductible, what risks do you need to transfer and if you
can’t entirely, how do you fund for the residual risk?

• You should know how underwriters, with their modeling, are
likely to interpret your risk.

Toward the end of the second quarter of 2006, several cat
modeling organizations released Earthquake updates
incorporating some lessons learned from the recent hurricanes.
Chief among these lessons was the impact of what one of the
modeling organizations, RMS, calls “loss amplification.” This
term refers to several factors, including:
• Demand surge (the increase in building material and labor

costs following a catastrophic event)
• The diaspora of workers from the affected area and the

extensive loss of infrastructure (both of which will delay
reconstruction, increasing time element/business
interruption losses)

• The possible political pressure to treat claims more favorably
for policyholders

Using RMS’ RiskLink v6.0, California Earthquake loss expectancies
could increase by at least 10 percent and perhaps as much as 20
percent over levels predicted by v5.0 at the 250-year return
period, solely as a result of loss amplification. The highest
increases are likely to be seen in locales subject to what RMS
refers to as a “super CAT,” namely Los Angeles and San Francisco.1

For underwriters who were not previously incorporating
demand-surge factors in their modeling, the increase in risk to
their portfolios will be significant, and there will be little chance
of shedding that risk until renewal. Rating agencies, also using

the updated models, are watching this closely. (One underwriter
told us that a rating agency was in his office at least once a
month to monitor his company’s announced plans to reduce its
cat portfolios.)  This inhibits underwriters in renewing their
expiring lines and writing new ones.

Successful Modeling
Whether models deliver good news or bad, they are our best
predictive tool, and the more accurate they are the better. Clearly,
modeled results are most accurate when the supplied information is
complete. At a minimum, information must include the following:
• Construction class
• Occupancy
• Year built
• Number of stories
• Protection (sprinklered/non-sprinklered)

In fact, there are several underwriters who have said they will not
quote without the above information. In the words of one
underwriter: “No COPE, no hope.” (COPE stands for construction,
occupancy, protection and exposure, meaning properties or
conditions in proximity to your facility that would expose it to loss.)

Secondary characteristics can also affect Earthquake modeling
results. Among these are:
• Soft stories 
• Setbacks and overhangs
• Cladding type
• Structural upgrades since original construction
• Evidence of fatigue or lack of maintenance
• Engineered foundations

Because some of this information is arduous to collect and may
not be readily available from internal sources, it may be prudent
to ask for some outside help. If you are seeking risk control
service proposals from underwriters or others, consider making
this data collection part of your service requirement.
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1 “Willis Analytics,” Willis Re Catastrophe Management Services, April 11, 2006. Many of the comments presented here on catastrophe models are based on this piece.



If you have business continuity plans that would reduce your
time element loss, these should be clearly outlined as part of the
underwriting submission. Models are less reliable at estimating
the time element aspect of a claim than the property damage;
any information that might justify a reduction in the modeled
loss expectancy should be sent to your underwriter.

Is Earthquake Just Earthquake Shock?
Even clients not purchasing Earthquake coverage can expect to
see some constriction in All Risk capacity, since Fire Following

Earthquake must be provided under California statute if fire is
otherwise a covered peril. And while a firestorm of the
magnitude that accompanied the 1906 San Francisco
earthquake may be unlikely, clearly fire, explosion, sprinkler
leakage and even dam destruction resulting in flood can be
foreseen as possibly accompanying a major event. Consider this
if you consider excluding Earthquake coverage.

Policy forms differ in how they deal with these accompanying losses.
As mentioned above, fire cover must be provided in California, but
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FM Global XL Global Zurich Global Corporate

Included in
the
definition  of
Earth
Movement

Any natural or man-made earth
movement including, but not
limited to earthquake or landslide,
regardless of any other cause or
event contributing concurrently or
in any other sequence of loss.

Earthquake, landslide, subsidence,
volcanic eruption or any other Earth
Movement (all whether or not
naturally occurring). . . For purposes
of all limits and deductibles in this
Contract, Earth Movement includes
all release or escape of water from
sprinklers or other systems arising
from or relating to the Occurrence.

a. Any earth movement, including:
(1) Earthquake;
(2) Landslide;
(3) Mine subsidence;
(4) Earth sinking, rising, shifting; or
(5) Tsunami.
(6) Sinkhole collapse

b. Volcanic action, explosion or
effusion; Volcanic action means
volcanic activity resulting from
the following: Airborne volcanic
blast or airborne shock waves;
Ash, dust or particulate matter; or
Lava flow

Not included
in the
definition
of Earth
Movement 

However, physical damage by fire,
explosion or sprinkler leakage
resulting from Earth Movement will
not be considered to be loss by
Earth Movement within the terms
and conditions of this Policy.

[Earth Movement] does not apply
to loss or damage caused by or
resulting from flood; surface
waters; rising waters; waves; tide or
tidal water; the release of water;
the rising, overflowing or breaking
of boundaries of natural or man-
made bodies of water; or the spray
therefrom; or sewer backup
resulting from any of the foregoing;
all regardless of any other cause or
event contributing concurrently or
in any other sequence to the loss.

…but not including mudslide,
mudflow or sinkhole.

…But if earth movement results in
fire, explosion, theft or leakage from
fire protective equipment, this
exclusion does not apply to the loss
or damage caused by the fire,
explosion, theft or leakage from fire
protective equipment.



this is not the case for other perils. You need to read the definitions
of Earthquake (and oftentimes more of the policy) to know what is
and is not covered, excluded or sub-limited. Above we offer a
comparison of excerpts from selected policy forms.

There is no apparent consistency here so caveat emptor.
Consider as well that buying an All Risk policy excluding
Earthquake and supplementing that with separate Earthquake
(DIC) cover will not always provide coverage as broad as buying
an All Risk policy including Earthquake. There are likely to be
gaps between what is excluded as Earthquake in the All Risk and
what is picked up as that peril under the DIC, and extensions of
coverage are not always the same under both policies, e.g.,
Miscellaneous Unnamed Locations, Miscellaneous Personal
Property, Service Interruption, Civil Authority and Ingress/Egress.

Contingent Exposures Need to Be Considered
Even those without operations in California may be exposed to
loss from an Earthquake there. Consider suppliers and
customers, including logistics providers. Consider how much of
your raw materials, merchandise or finished product passes
through a port – whether sea or air – in California.

Even when you do have California operations and buy Earthquake,
you should consider how your policy responds to some of the
extensions of coverage mentioned above. For example, if you have
Earthquake coverage for your facility but not Service Interruption
coverage, i.e., protection for loss resulting from damage by
Earthquake to suppliers of heat, light, power and
telecommunications, your policy will exclude the physical damage or
time element loss you incur due to the cessation of those services.
This exclusion may also create an Idle Period2 when your direct time
element coverage does not apply, even if your facility sustains
physical loss itself sufficient to cause an interruption in operations.

Deductibles = Your Money
Underwriters look to distance themselves from losses; one way they
do that is imposing higher deductibles. While we have not seen a
change in the traditional five percent used for California Earthquake,
it is important to understand how differently that five percent can be
applied. Clearly, it applies to whatever damage is included in the
Earthquake definition. But does it apply separately to each location
involved in the loss (no matter how insignificant the damage)? Does
it apply only to each location for which a claim is being made? Does
it apply separately for Property Damage and Time Element at each
location and only when a claim is being made for both of these
coverages? How do minimum – and maximum when available –
deductibles apply? Are they applied per location or per occurrence,
all locations combined? As with the Earthquake definitions above,
there is no single industry standard on deductibles and these
differences can have material consequences. When in doubt, ask
underwriters or your broker to help resolve any questions.
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2 For further information on Idle Periods, see “WARNING: Idle Periods Clauses May be Hazardous to the Health of Your Business Interruption Insurance,” James H. Costner,
Willis, September 4, 1996. A reprint of this article follows.








