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Answers 

The economics of natural 
disasters 
Jon Guest 

This resource provides answers to the questions posed in the article on natural disasters, 
featured in the February 2020 issue of ECONOMIC REVIEW. 

Question 1 
Outline some of the potential long-run economic effects of a natural disaster. 

• The loss of firms' revenue because of the disruption to normal business. This may result in 
lower investment that reduces the potential output of the economy. 

• Lower wages and household incomes caused by disruption to employment and welfare 
payments by the government. 

• Higher prices caused by a shortage of goods 

• The impact on education. Studies have found that unborn children and those under 2 years 
old at the time of the natural disaster have fewer years of education than the children of those 
parents who were unaffected by the disaster. 

Question 2 
Explain how the Flood Re programme works. 

The increase in chances of flooding in the UK has put upward pressure on the cost of building and 
content insurance for homeowners who live in higher-risk areas. In an attempt to address this issue, 
the government and insurance industry agreed on the Flood Re programme. It came into operation in 
April 2016. Flood Re is a not-for-profit reinsurance company. It enables insurance companies to take 
out insurance against having to make large payouts in the event of flooding in high-risk areas. The 
customer’s insurer still makes the payments for a valid claim. However, the insurer can then claim a 
payment from Flood Re to reimburse their costs. Flood Re raises money to finance the schemes in 
three ways. 

1 Insurers have to pay a £10.50 levy on every building and contents policy they sell in the UK. 
The levy raises around £180 million every year for the Flood Re fund. 

2 Flood Re charges insurers a fixed premium for each home covered by the reinsurance policy. 
The size of the premium depends on the home’s council tax band as opposed to the actual 
risk of flooding. 

3 There is an excess of £250 for each policy covered by Flood Re. 
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Only properties in high-risk flood areas are eligible for the Flood Re scheme. By spreading the cost of 
financing the scheme over hundreds of thousands of customers, including those in low-risk flood 
areas, it makes insurance policies more affordable for people living in properties with a high chance of 
flooding. 

Question 3 
Why are houses built after 2009 not covered by the Flood Re programme? Why will the scheme 
cease after 25 years. 

One potential drawback with Flood Re is that by reducing the costs of flood insurance, the scheme 
also reduces the incentives for both businesses and homeowners to invest in measures that reduce 
the chances of their properties flooding in the future (i.e. moral hazard). This impact on incentives 
would be stronger if the scheme was permanent. However, by ending the scheme after 25 years it 
encourages people to invest in flood prevention. 

Another potential issue with the scheme is that it might not discourage firms from building new homes 
in flood-risk areas. This is why houses built after 2009 are not eligible for the FloodRE programme. 
This cut-off date was originally included in a previous agreement on flood insurance that came into 
effect in 2008. 
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