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Introduction

With the 2014 Hurricane Season having drawn
to an unremarkable close, Florida has now gone nine
years without a hurricane making landfall. This rep-
resents the longest such “drought” on record for the
state.’

However, little has changed to explain Flori-
da’s unprecedented streak of good luck. For example,
the state’s position as a low-lying tropical peninsula
jutting 500 miles into the most hurricane-active wa-
ters in the world is the prry
same as 1t was 10 years
ago, and 100 years ago.
Indeed, many scientists
believe climate change
could magnify the per-
ils facing that peninsula,
with increases in the se-
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verity and incidence of
storms.

That's bad news
tor Florida, given that it’s
been struck by the most
hurricanes of any U.S.
state. That includes the

most powerful hurricane Hurricane Wilma hit Florida as a category 8 storm, but was
expected to be a category 1. Damages totaled more than $20
billion. (Photo courtesy of Robert Giordano)

on record,? and seven of

the 10 costliest hurricanes to have affected the United
States (six of these within an 18-month stretch from
2004 to 2005).> Therefore, a nearly decade-long re-
spite should not be considered the norm, but rather a
fortuitous anomaly. In short, it only means the state
is long overdue for another strike.

Moreover, Florida’s population, its built en-
vironment and, therefore, the lives and property ex-
posed to hurricanes also have grown dramatically. Al-
though the state’s population
shrank slightly during the
recession, 1t has almost tri-
pled since 1970, growing to
more than 19.9 million resi-
dents. Florida recently sur-
passed New York to become
the third most-populous state
in the country*

This growth has in-
creased Florida’s total coast-
al exposure to more than $2.9
trillion.® Indeed, it has more
property at risk than all other
“hurricane alley” states (Lou-
isiana, Virginia, Texas, North

(Continued on Page 3)
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Lasting Reforms for Florida’s Property
Insurance Market

(Continued from Front Cover)
Carolina, South Carolina, Georgia and
Mississippi) combined.’

Nevertheless, instead of taking
steps to reinforce its shaky insurance
system, Florida’s state government has
used this period of" population and eco-
nomic growth, coupled with tropical
calm, to continue to artificially suppress
insurance rates by underpricing the in-
surance products it sells to consumers as
well as primary property insurers.

It's true that the current hurri-
cane-free stretch has allowed Florida’s
state-sponsored insurance entities to
slowly shore up their claims-paying ca-
pacity. For instance, Citizens Property
Insurance Corp. boasted a healthy $7.6
billion in combined policyholder surplus
in 2014.” The state-run insurer simul-
taneously lowered its overall exposure
due both to organic migration of pol-
icies to the private market, as well as
depopulation initiatives to transfer pol-
icies to private companies directly. The
Florida Hurricane Catastrophe Fund
(the Cat Fund) has likewise shored up its
reserves to a projected $10.95 billion at
year-end 2014.°

Despite these encouraging fig-
ures, the misplaced public policy goal
of insurance rate suppression pursued
by the Legislature and past governors

has led to a dysfunctional property in-
surance system. The current system
works only in the absence of hurricanes.
Only after nine years of fair-weather
hoarding can the instrumentalities of
Florida’s government-run
system—Citizens’ and the Cat Fund'
—finally declare themselves sufficiently
sound to cover a large storm.

But what happens when that
storm finally arrives? What happens
once a major storm or series of smaller
storms wipes out the surplus built over
this unprecedented period of calm?

This report looks to ofter back-
ground on how Florida has chosen to
finance its enormous hurricane risk
largely through post-event assessment
mechanisms that would be levied on al-
most every Floridian. It also will estab-
lish how Citizens and the Cat Fund are
essentially “one-hit wonders,” designed
to cover just one adverse hurricane sea-
son with no practical means to cover a
second or third season without econom-
ically devastating consequences.

Finally, the report explores solu-
tions that could reasonably be imple-
mented during the 2015 legislative ses-
sion, while Citizens, the Cat Fund and
the state’s private insurance sector are
all in ideal financial positions to absorb
reforms without undue adverse impacts

Insurance

“..Florida’s
state government
has used this
pertod of
population

and economic
growth, coupled
with tropical
calm, to
continue to
artificially
suppress
Insurance
rates...”
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“Ultimately,
Florida’s
msurance system
must be
structured to
cover multzple
hurricane strikes
without posing a
risk to

laxpayers or

the state’s
economy.”

on taxpayers, ratepayers or the state’s
economy.

Ultimately, Florida’s insurance
system must be structured to cover mul-
tiple hurricane strikes without posing a
risk to taxpayers or the state’s economy.

Citizens Property Insurance

Citizens Property Insurance Corp. (Cit-
izens), Florida’s state-run property in-
surer, originally was designed to offer
coverage to Floridians who legitimately
could not obtain it from the private mar-
ket. In 2007, Citizens’ role was greatly
expanded to offer policies to any home-
owner who receives a quote for cover-
age from a private insurer more than 15
percent greater than Citizens’ rates."’
Additionally, the 2007 legislation re-
quired Citizens to roll back all rate in-
creases approved in the year prior to the

bill's passage and to freeze them at that
2006 level, thus imposing a de facto price
control on Florida’s property insurance
market.'”

These changes transformed Cit-
izens from an insurer of last resort into
an active competitor with an unfair ad-
vantage. Within a few years, Citizens
became the state’s largest property in-
surer, and among the nation’s 25 largest,
with almost 1.5 million policies in force
and a total exposure of more than $510
billion."?

Subsequent legislation eased the
rate freeze, replacing it with a “glide-
path” that allows yearly rate increases
of up to 10 percent until Citizens” pre-
miums reach an actuarially sound lev-
el.'"* After a few years of modest rate
Increases, some areas of the state now
pay actuarially adequate rates, which

Top 25 Policies in Force
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has contributed to the organic flow of
a significant number of policies from
Citizens to private carriers.
Citizens coverage remains significant-
ly underpriced in much of the state’s
coastal and other high-risk regions,
and it 1s estimated that it will take the
“glidepath” several years to bring rates
in these areas in line with those in the
private market.'” At the current pace of
increase, Citizens’ rates in Miami-Dade
County would continue to be under-
priced through at least 2020.'°

If a major hurricane or tropical
storm had made landfall in Florida in re-
cent years, Citizens would have theoreti-
cally been able to remain in business, de-

However,

spite underpricing its coverage, because
it has the unilateral authority to impose
a form of taxation on nearly every in-
surance policy issued in the state.

For example, it disaster strikes
and Citizens were to run a deficit, it
must first impose surcharges on its own
policyholders, but may subsequently im-
pose so-called “emergency assessments”
on policies issued in Florida in every
property and casualty line of business
except medical malpractice liability in-
surance and workers’ compensation in-
surance.'” These assessments amount
to a “hurricane tax” that could add up
to 30 percent to the cost of each insur-
ance policy paid by the roughly 78 per-

Top 25 -- Policies in Force
Personal & Commercial Residential

Data as of June 30, 2014

Rank Insurer Name Policies in Force
1 CITIZENS PROPERTY INSURANCE CORPORATION 912,73
2 UMIVERSAL PROPERTY & CASUALTY INSURANCE COMPANY 493,810
3 AMERICAN INTEGRITY INSURANCE COMPANY OF FLORIDA 189,995
4 SECURITY FIRST INSURANCE COMPANY 178,697
5 ST. JOHNS INSURANCE COMPANY, INC. 171,885
6 HERITAGE PROPERTY & CASUALTY INSURANCE COMPANY 171,483
7 UNITED PROPERTY & CASUALTY INSURANCE COMPANY 159,189
8 FEDERATED NATIONAL INSURANCE COMPANY 152 604
8 HOMEOWMERS CHOICE PROPERTY & CASUALTY INSURANCE COMPANY, INC. 152,337
10 TOWER HILL PRIME INSURANCE COMPANY 137,771
n AMERICAN BANKERS INSURANCE COMPANY OF FLORIDA 135,716
12 FLORIDA PENINSULA INSURANCE COMPANY 135,095
13 PEOPLE'S TRUST INSURANCE COMPANY 128,295
14 UNITED SERVICES AUTOMOBILE ASSOCIATION 125,524
15 CASTLE KEY INDEMMITY COMPANY 107,040
16 FLORIDA FAMILY INSURANCE COMPANY 106,005
17 AS| PREFERRED INSURANCE CORP. 105,312
18 TOWER HILL SIGNATURE INSURANCE COMPANY 98,276
13 ARK ROYAL INSURANCE COMPANY 93,885
20 CASTLE KEY INSURANCE COMPANY 93,432
21 AS| ASSURANCE CORP. 81,186
22 OLYMPUS INSURANCE COMPANY 74,034
23 SOUTHERN FIDELITY PROPERTY & CASUALTY, INC. 71,016
24 CYPRESS PROPERTY & CASUALTY INSURANCE COMPANY 70,821
25 SOUTHERN FIDELITY INSURANCE COMPANY 70,148

Total for top 25 companies 4,217,385

Data submitted to the QUASRNg database is not audited by the Florida Office of Insurance Regulation before publication. Baginning with the
first quarier of 2014, State Farm Florida Insurance Company is filing QUASR reports as Trade Secrat; their current data is therefore not

included in this databasa.

At the current
pace of increase,
Citizens’ rates
in Miami-Dade
County would
continue to be
underpriced
through at least
2020.”
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cent'® of homeowners, renters, drivers,
boaters, businesses, charities and civic
organizations statewide who derive no
benefit from Citizens’ subsidized, under-
priced rates.

The assessments could stretch
over multiple years, during which time
the state’s woes could be compounded
were it to be hit by one or more addi-
tional storms. Private insurers, who can-
not levy assessments to cover their loss-
es, are legally required to charge rates
sufficient to make good on the coverage
they sell. They use reinsurance and oth-
er capital management strategies to pre-
pare for the inevitability of unusually
high catastrophe losses in some years.

Fortunately, Citizens poses less
of a threat to taxpayers and the econ-
omy today than it did in previous years.
Modest steps taken by lawmakers, as
well as responsible decisions by Citi-
zens management, undoubtedly deserve
credit. Citizens has shed more than a
half-million policies since 2011, reduc-
ing its overall exposure by 43 percent
from more than $510 billion to just $295
billion." Much of" this is owed to depop-
ulation initiatives pursued by Citizens
(185,405 policies were transferred to the
private market in 2014 *°), as well as the
organic migration of policies from Cit-
izens to the private market as Citizens
rates became more competitive.

The rest is owed to sheer luck.
The $7.6 billion®' in surplus Citizens
has amassed is almost entirely due to
Florida’s nine-year stretch without a
hurricane landfall. As Florida’s luck
would also have it, the private reinsur-
ance market currently is awash in capital
due to various factors, including cheaper
risk transfer alternatives, all of which
has resulted in an unprecedented “buy-

ers’ market” with rates for private re-
insurance and other such coverage that
are very low by historical standards.*”

These promising statistics, cou-
pled with additional risk transfer pur-
chased from the private reinsurance
market will, for the first time, allow Cit-
izens to cover a 1-in-100 year hurricane
without having to issue assessments.*”

Despite this promising news, the
economic consequences of a 1-in-100
year hurricane strike would be daunting
and unprecedented. According to a 2009
economic study by the Florida Depart-
ment of Financial Services:

“A 1-in-100 year hurricane in
Florida in 2009 would far surpass the
costliest single hurricane in the Unit-
ed States (Hurricane Katrina at $81
billion in 2005) and more than triple
the entire loss associated with the four
2004 storms in Florida ($45 billion).
Businesses would be closed, Floridians
would be displaced, and the rebuilding
process would take years. Additionally,
industries like tourism would be signifi-
cantly impacted, as thousands of leisure
visitors would vacation elsewhere fol-
lowing a 1-in-100 year hurricane.

The 1-in-100 year hurricane is
estimated to result in $60.86 billion of
insured residential property losses, of
which $7.91 billion will be covered by
deductibles. In addition, there will be ap-
proximately $30 billion in insured losses
tor commercial buildings and contents.
Based on this information, the Economic
and Demographic Research (EDR) mod-
el prediction indicates that there will be
between $183.22 billion and $198.99 bil-
lion in total damages.”**

In the years since those projec-
tions were offered in 2009, Florida has
seen growth in population, and the cost



of labor and building materials, as well
as increases in real estate values. As
such, loss estimates almost certainly
would be higher today. This economic
hit also likely would impact the state’s
bonding capacity.

Therefore, it is imperative that,
as Florida’s largest writer of homeown-
ers insurance, Citizens be in a position
to weather not just one severe hurricane
season, but the very real possibility of
a similarly undesirable subsequent sea-
son. Such a scenario is precisely what
occurred in 2004-2005 and brought us
to this point.

Unfortunately, despite the gains
Citizens has made over the past nine
years, it would be woetully ill-equipped
to handle even a nominally active hur-
ricane season should its resources be
depleted by one large event or a series
of events. In order to protect taxpay-
ers, Citizens must be subject to further
reforms that return it to an “insurer of
last resort” and transfer more of its risk
to the private market so that state tax-
payers are not left responsible and the
state’s budget does not take the hit.

The “Cat Fund”

With its imposing size and its power to
levy assessments, Citizens has the po-
tential to place Floridians on the hook
for billions of dollars if a sufficiently
bad hurricane season wipes out the sur-
plus it has slowly accumulated over the
last nine years. This serious threat to
Florida taxpayers is exacerbated by the
extent to which Citizens relies on anoth-
er taxpayer-backed entity—the Florida
Hurricane Catastrophe Fund — to pro-
vide roughly $4.63 billion in reinsur-
ance,”” which accounts for the majority
of Citizens’ reinsurance support follow-

ing a catastrophe.

Like private reinsurers, the Cat
Fund provides insurance to insurance
companies operating in Florida. When
insurers’ total losses resulting from a
hurricane exceed certain levels, the Cat
Fund promises to cover a portion of the
risk. In return, the Cat Fund collects
premiums ceded from insurers. How-
ever, unlike private reinsurers, the Cat
Fund does not actually keep on-hand the
tunds necessary to pay the claims it can
reasonably expect to receive. Instead,
if’ it runs short on money, it has the au-
thority to issue bonds, which it repays
by imposing assessments on policies in
a way similar to Citizens. To pay off the
Cat Fund’'s bond debts, dating back to
the 2004 and 2005 hurricane seasons,
Floridians were forced pay a 1.3 percent
assessment on their homeowners, auto,
renters and other insurance policies un-
til Jan. 1, 2015.%6

The Cat Fund turns the princi-
ple of diversification on its head by con-
centrating Florida’s peak hurricane risk
within the state, rather than spreading it
around the world, as private reinsurers
do. This means that, even assuming the
Cat Fund has management talent and in-
vestment opportunities equal to those in
the private sector, it must charge higher
rates than private reinsurers if it hopes
to break even in the long run. Instead,
it charges substantially lower rates than
the private sector for comparable cov-
erage, because it can rely on post-event
financing.

As a condition to transact busi-
ness in Florida, property insurance com-
panies are required to purchase a por-
tion of their reinsurance coverage from
the Cat Fund. Florida law prescribes the
aggregate amount of coverage the Cat

“The Cat Fund
turns the
principle of
diversification
on its head by
concentrating
Florida’s peak
hurricane risk
within the
state, rather
than spreading
it around the
world, as private
reinsurers do.”
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“Depending on
the severity of
the storm and
the size of the
bond tssuance,
these assessments
could increase
the overall cost
of insurance

on Floridians
substantially for
years.”

Hurricane Dennis caused at least 89 deaths in the U.S. and Caribbean and caused more than $2 bil-

—_— e — |

lion in damages to the United States. (Photo courtesy of The Miami Herald)

Fund is required to sell, which is cur-
rently $17 billion.?” Regardless of the
Cat Fund’s ability to actually deliver on
the coverage it sells, only the governor
and Legislature can change the manda-
tory coverage the fund must sell, as it
would require an amendment to state
law.

Like Citizens, the Cat Fund has
also benefitted from Florida's lucky
streak. The current hurricane dry spell
has permitted the Cat Fund to amass a
record $10.95 billion in surplus.®® This,
coupled with $2 billion of “pre-event li-
quidity” secured from a recent bond of-
fering® would allow the Cat Fund to
cover $12.95 billion®® in claims without
having to issue additional bonds.

However, once these resources
are depleted, the Cat Fund must secure
the necessary funds to pay remaining
claims by borrowing money in the bond
market. Those bonds are paid back in-
crementally using assessments the fund

has the authority to levy on virtually
every insurance policy in the state. De-
pending on the severity of the storm
and the size of the bond issuance, these
assessments could increase the overall
cost of insurance on Floridians substan-
tially for years.

But potentially large assess-
ments aren’t the greatest risk posed by
the Cat Fund. From 2008 through 2012,
the Cat Fund’s own financial advisers
projected several times that the fund
likely wouldn’t have been able to borrow
enough money in the capital markets to
cover its obligations had Florida been
affected by a sufficiently bad hurricane
season.’’ In short, Florida law required
the Cat Fund to take on obligations it
couldn’t meet. And it continues to do so.

Despite projections that the Cat
Fund can fully fund its $17 billion of
obligations during an initial season, it
is estimated that there would remain
a more than $5 billion shortfall in the



subsequent year should the Cat Fund be
forced to again pay to its full statutory
capacity.”

Such a scenario would have di-
sastrous consequences. In 2012, the
Florida Office of Insurance Regulation
(OIR) estimated that a 25 percent short-
fall by the Cat FFund would lead 24 of
the state’s top 50 insurers to “have less
than the statutory minimum of $5 mil-
lion, which would result in some type of
action being taken to increase surplus.”
These 24 insurers, the OIR said, repre-
sent approximately 85 percent of the
market and service more than 2.2 mil-
lion policies.”

The insurance rating service
A.M. Best Co. has likewise stated that it
“remains concerned regarding the abil-
ity of the [Cat Fund] to fund all obli-
gations in the event of a severe hurri-
cane.”®  This has been reflected in its
ratings—and in some cases, reluctance
to offer ratings—of Florida’s thinly
capitalized homegrown property insur-
ers.

According to data provided by
SNL Financial, insurers with less than
$50 million in policyholder surplus (as
of Sept. 80, 2014) represent more than
26 percent of Florida’s homeowners’
multi-peril insurance market. Insurers
with less than $25 million of surplus ac-
count for about 10 percent of the mar-
ket. Under Florida law, private carrier
surplus could be as little as $5 million
for insurers authorized before July 2011,
or $15 million for those subsequently li-
censed before being subject to regulato-
ry intervention to avoid insolvency.

Should the Cat Fund face a sig-
nificant shortfall, it would cause insol-
vencies that could affect nearly half of
the state’s property insurers, all at a time

when thousands of" storm-ravaged Flo-
ridians would be depending on getting
their claims paid and their lives rebuilt.
Given these realities, the Cat Fund must
be reformed and right-sized so that its
resources can be relied upon year after
year.

Solutions

The quickest and most effective solution
to avoid assessments would be to reform
both Citizens” and the Cat Fund’s pricing
structures to allow market-based, actu-
arially sound rates, thereby pre-funding
all potential losses. This would signifi-
cantly reduce or eliminate the future
need of a taxpayer bailout to pay for
bond issuances and other post-hurricane
debt financing.

Of course, that path would re-
quire dramatic increases in Citizens’
premiums, as well as those of private
insurance companies who would pass
on the higher cost of their Cat Fund re-
insurance coverage to their customers.
However, it would eftectively level the
playing field and allow private insur-
ers to better compete. Eventually, that
would spread the risk among more com-
panies and, all other things being equal,
lower premiums over time.

Another potential solution—al-
beit one that would cause very signif-
icant short-term disruptions-—-would
simply be to abolish both Citizens and
the Cat Fund. This would allow their
private market competitors to fill their
voids at market rates.

Notwithstanding the political re-
alities that would make any one of these
solutions impossible to enact, executing
them would almost certainly spark an
unprecedented shock in the market that
could very possibly plunge the state into

“In short,
Florida law
required the Cat
Fund to take

on obligations

1t couldn’t meet.
And 1t continues
to do so.”
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an economic crisis. As such, R Street and
The James Madison Institute, and oth-
er proponents of reform, have recom-
mended more moderate proposals in re-
cent years that have generally called for
gradual, long-term implementation of
market-based rates (among other solu-
tions) to allow the market time to adapt.

Some of these proposals, includ-
ing the 2009 Citizens rate glidepath®
and the 2013 coastal preservation
plan,®® already have been adopted. Al-
though these and other reforms appear
to be making Florida’s insurance system
stronger and more stable, more needs to
be done to ensure that taxpayers and the
state’s economy are protected beyond
one bad hurricane season. Recommen-
dations include:

Citizens Reduction and Reform:

* Continue incremental reduction of
Citizens coverage limits for two ad-
ditional years, to $500,000;

* Remove non-primary residences
trom Citizens, with exceptions;

* Implement incremental Citizens eli-
gibility reform with a “circuit-break-
er:”

* Allow excess and surplus lines carri-
ers to take out policies from Citizens,
with conditions; and

* [Establish stricter notification re-
quirements for future depopulation
initiatives.

Cat Fund Reduction and Reform:

¢ Gradually decrease the Cat Fund’s
statutory capacity from $17 billion
to $14 billion, with an emergency
“override”;

* Gradually increase the Cat Fund’s
statutory “deductible” from $7 bil-
lion to $8 billion;

e Surplus protection mechanism to
cover second-year claims;

* Explicitly authorize (but not require)
Cat Fund managers to negotiate the
purchase of private risk transfer;

e Allow flexibility to primary insurers
in years when the Cat Fund is pro-
Jected to experience a shortfall;

e Taxpayer protection in the Cat
Fund’s mission statement;

* Require reports from financial ad-
visors to explicitly discuss second
event and second season claims-pay-
ing capacity;

* Redefine “funds” or “cash balance” as
any money that does not have to be
repaid; and

¢ Include taxpayer protection efforts
in bi-annual reports.

Claims-Paying Estimate and

Conflict-of-Interest Reform:

* Require an annual report on the
combined post-storm bonding ca-
pacity of” Citizens, the Cat Fund and
the Florida Insurance Guaranty As-
soclation, assuming all three may at-
tempt to issue bonds simultaneously
after a significant hurricane event or
season.

* Enact conflict-of-interest rules to
preclude financial advisers from de-
riving financial gain from bond issu-
ances.

Solution 1: Citizens

Reduction and Reform
Despite the ill-conceived insurance re-
forms of 2007 that dramatically ex-
panded the size and role of Citizens, the
Legislature and Gov. Rick Scott have
made headway in recent years to gradu-
ally shrink Citizens and try to restore it



to its original role as an insurer of last
resort. But more needs to be done, and
there are sensible ways to accomplish
this goal without causing a spike in rates
or disrupting the market.

Coverage Limits

In 2013, the Legislature decreased Citi-
zens’ coverage limits for residential pol-
icies from $2 million to $1 million, with
additional yearly reductions of $100,000
tor three additional years. Therefore, be-
ginning in 2017, Citizens will only cov-
er structures with replacement costs not
exceeding $700,000.”  Despite these
changes, there have not been reports of
wealthy homeowners having difficulty
replacing their Citizens coverage with
private coverage, except in the limited
cases of Miami-Dade and Monroe coun-
ties.

As such, to continue necessary
reductions in Citizens’ risk exposure,
the Legislature should consider con-
tinuing this gradual reduction in cov-
erage limits for an additional two years,
to $500,000. Ultimately, residents who
can afford to live in a half-million dollar
structure should not be subsidized by an
inland senior living on a fixed income or
by other struggling Floridians.

Removal of Non-Primary Residences
Reducing coverage limits will undoubt-
edly shrink Citizens and transfer an
enormous amount of risk away from
taxpayers. However, the Legislature
should also examine an effective way to
remove non-primary residences from
Citizens.

As of August 2013, almost
164,000 policies had mailing addresses
outside of Florida; almost 26,000 ad-
ditional policies had mailing address-

es outside the country. Combined, this
amounts to 16 percent of all Citizens
personal lines policies that presumably
cover homes owned by non-Floridians.

According to a 2013 American
Consumer Institute study, the median
Florida home price paid by people with
a primary residency outside of Florida
was $194,700, which 1s well below the
$700,000 residential policy coverage
limit that will take eftect in 2017. The
study further reports that 82 percent of
these homes were purchased without a
mortgage. Canadians, the report states,
are the biggest buyers with 90 percent
of them paying cash for the properties.”

Therefore, if most foreign and
out-of-state buyers have the financial
means to purchase property in Florida,
in many cases paying cash, it stands to
reason they can afford the cost of insur-
ing those properties. Ultimately, those
who neither live, work, nor vote in Flor-
ida should not benefit from taxpayer
subsidization.

Lawmakers should work with
Citizens to craft legislation that specif-
ically excludes seasonal rental and vaca-
tion homes, or at least requires that pol-
icies covering such homes be charged a
full, unsubsidized and actuarially sound
rate to ensure that Floridians are not
saddled with assessments to cover prop-
erties owned by out-of-state investors.

Citizens Eligibility Reform
During the 2013 legislative session, law-
makers approved a series of reforms to
slow the influx of policies into Citizens,
including the creation of a “clearing-
house.”*

The clearinghouse essentially
enforces the existing 15 percent eligibil-
ity standard by making a property inel-

“But more needs
to be done, and
there are senstble
ways Lo
accomplish this
goal without
causing a spike
In rates or
disrupting the

market.”

11



»JAMES
MADISON

INSTITUTE

Trusted Solutions for a Better Florida

12

igible for Citizens coverage if there is a
private company that offers a new poli-
cy within 15 percent of Citizens™ rates
for similar coverage. Renewal policies
offering coverage at the same rate from
a private insurer are also ineligible for
Citizens.

Though a step in the right di-
rection, the current system continues to
impose the de facto price control on the
market that former Gov. Charlie Crist’s
ill-conceived 2007 reforms established.
This continues to encourage the steady
flow of new policies entering Citizens.

However, abolishing the 15 per-
cent eligibility standard altogether and
replacing it with the pre-2007 require-
ment that a property owner be unable to
secure coverage from a private company
as a condition for Citizens coverage like-
ly would result in politically unaccept-
able rate increases for many current Cit-
izens policyholders.

Instead, the Legislature should
explore an incremental approach to Cit-
izens eligibility, whereby the current 15
percent threshold could be gradually
increased by 2.5 percent per year until
it reaches 100 percent (in 34 years). To
avoid rate increases beyond the current
10 percent Citizens glidepath, a yearly
“circuit breaker” would assure that the
2.5 percent increase only happens if
overall prices decline, as they have re-
cently*' This approach would ensure
that Citizens shrinks slowly but steadily
over time, without sudden unacceptable
impacts on incumbent customers.

Include Surplus & Excess Lines in
Depopulation Program

Florida law authorizes Citizens to de-
velop a program to reduce its exposure
and policy count by transferring poli-

cies to the private market.* The result
is the Citizens Depopulation Program,
through which willing private insurers
may offer coverage to Citizens policy-
holders. Currently, only admitted carri-
ers are permitted to enter into “take-out”
agreements with Citizens to accomplish
this goal.

Surplus lines is a category of in-
surance focused on risks for which cov-
erage is not available in the regulated,
admitted market. Some risks may sim-
ply be too large, unusual or complex for
standard insurance companies to cover.
In these cases, surplus lines carriers can
procure a policy specially designed for
such risks.

Surplus lines carriers receive
less strict regulation from OIR than ad-
mitted carriers do, including in regards
to rates, but they are generally required
to maintain a surplus of $15 million or
more in order to be eligible to transact
business in Florida. Those formed out-
side the United States must maintain a
trust fund containing at least $5.4 mil-
lion.*?

Although the OIR may revoke
the eligibility of a surplus lines carrier
if it finds it to be in an unsound financial
condition or if it fails to reasonably pay
claims promptly, surplus lines policies
are not covered by the Florida Insur-
ance Guarantee Association (FIGA).**
Theretore, policyholders receive no pro-
tection from the state should they suffer
financial losses or delays in claims pay-
ments due to the insolvency of a surplus
lines carrier.

Legislation has been proposed in
recent years to allow surplus lines carri-
ers to participate in the Citizens Depop-
ulation Program,™ but opponents have
cited concerns over consumer protec-



tions, due to the lack of rate regulation
and FIGA protection.

The Legislature should never-
theless explore ways to open the Citi-
zens Depopulation Program to surplus
lines carriers. This would increase com-
petition, spread risk and protect tax-
payers by further reducing the size and
potential liability of Citizens. Although
surplus lines carriers are not heavily
regulated by the state, the Legislature
should not needlessly abandon a poten-
tially effective initiative. Surplus lines
writers that choose to participate in any
Citizens’ depopulation effort can and
should be subject to additional criteria
to protect consumers. This can be ac-
complished by requiring education and
financial protection.

For example, any surplus lines
carrier that chooses to assume policies
trom Citizens could be required to pro-
vide an OIR-approved notice to the Cit-
izens’ policyholder before assuming the
policy. The notice must include the com-
pany’s A.M. Best rating and explana-
tions that the policy will not be covered
by FIGA; regulated by the state for rate;
or subject to assessments. The notice
must also include an explanation of cov-
erage differences, if any, and a telephone
number and website for the policyholder
to reach for any questions.

To ensure consumer protection,
only surplus lines insurers meeting strict
financial criteria should be allowed to
take policies out of Citizens. To partic-
ipate, they should: maintain at least $50
million in surplus (surplus lines insur-
ers are currently required to maintain
only $15 million in surplus to transact
business in Florida); receive or maintain
an A.M. Best Financial Strength Rating
of A- or better (Surplus lines insurers

are not currently required to be rated
by A.M. Best); maintain resources to
cover a 100-year probable maximum
loss at least twice in a hurricane season
(through surplus and/or reinsurance
coverage); and agree to provide substan-
tially similar coverage as the Citizens
policy does.

For additional consumer protec-
tion, the default could hold that incum-
bent Citizens policyholders must opt-in
to an agreement with a surplus lines
carrier, rather than the current opt-out
default for take-out agreements involv-
ing an admitted insurance carrier.

Allowing surplus lines carriers
to assume Citizens policies accomplish-
es the goals of increased choice for con-
sumers and shifting liability away from
the state’s taxpayers.

Depopulation Notification
Requirement Reform

Citizens recently has come under fire
for its depopulation program, especially
as it relates to notifying policyholders
during “takeout” agreements with pri-
vate companies. Because policyholders
have to proactively sign an opt-out form
to remain insured with Citizens and re-
ject coverage with the private company,
there have been complaints about such
forms not being sent through appropri-
ate channels or being confused with junk
mail. Consequently, many have claimed
they were transferred from Citizens
to a “take-out” company without their
knowledge.

The Citizens depopulation pro-
gram has successfully transterred more
than 800,000 policies and roughly $245
billion in risk to the private market since
2010.*°  These are policies for which
taxpayers are no longer on the hook. As

Allowing
surplus lines
carriers to
assume Cilizens
policies
accomplishes the
goals of
increased choice
Jfor consumers
and shifting
[1ability away
from the state’s
taxpayers.”
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such, a successful initiative such as the
depopulation program should not be
Jeopardized over an issue that is easy to
correct.

Citizens appears to be address-
ing the concerns,” but lawmakers
should ensure that any new notification
requirements Citizens adopts are indeed
clear to those for whom they are intend-
ed and that the importance of these no-
tifications be properly conveyed. This
may include sending them by certified
mail or some other manner that ensures
proper attention. Ultimately, consumer
protection should remain a top priority.

Solution 2: Cat Fund

Reduction and Reform

By design, the Cat Fund is structured to
provide Florida’s primary insurers with
underpriced reinsurance coverage. As
such, the Cat Fund does not collect suf-
ficient premiums to break even over the
long run and must therefore depend on
its ability to sell bonds to make up the
difference between the cash it has col-
lected and the claims it must pay.

Coverage Limits

As previously discussed, the amount of
coverage the Cat Fund sells—current-
ly $17 billion—is set by lawmakers. To
avoid a repeat of the multi-year short-
talls it faced until recently, the Cat Fund
must be right-sized.

Florida State Rep. Bill Hager,
R-Boca Raton, filed legislation during
the 2012 and 2013 regular legislative
sessions that would have modestly re-
duced the amount of coverage the Cat
Fund is required to offer.*® His pro-
posals received wide support from the
insurance industry, environmentalists,

center-right groups and consumer ad-
vocates,” who seldom agree on many
other issues.

The Legislature should again
consider gradually right-sizing the Cat
Fund. This can be accomplished by re-
ducing the amount of coverage Flori-
da law requires it to sell by $3 billion
over three years, from the current $17
billion to $14 billion. This is an amount
many analysts believe is sustainable. To
prevent a rate impact on consumers and
provide predictability in the reinsurance
market, the Legislature may consider an
accelerated reduction: $500 million In
the first year; $1 billion the second year;
and $1.5 billion in the third year.

To mitigate against sudden rate
increases on consumers, the Legisla-
ture should also consider an emergen-
cy “override” that would allow the Cat
Fund to return to its $17 billion capacity
in an emergency situation or if private
reinsurance rates spike. This can be ac-
complished by enabling the State Board
of Administration trustees (governor,
attorney general and chief financial of-
ficer) to authorize a temporary, one-year
increase in the fund’s capacity up to $17
billion in case there is an interruption
in private reinsurance capacity or other
such emergency.

The goal would be for the Leg-
islature to set a reasonable default ca-
pacity for the Cat Fund while allowing
greater flexibility as the need arises.

Retention Layer
Another way to reduce the Cat Fund’s
exposure—and by extension, liabilities
on taxpayers—is by increasing its re-
tention layer.

The Cat Fund’s retention layer
acts in a way similar to an insurance de-



ductible. In this case, when primary in-
surers’ total hurricane losses exceed the
retention layer (or deductible amount),
the Cat Fund’s coverage kicks in and
begins to cover the remaining claims
up to coverage limits. By increasing
the retention layer, the Cat Fund would
be “tapped” less frequently and for less
money. This translates into fewer as-
sessments levied on taxpayers.

The retention layer is currently
set at approximately $7 billion™ (ag-
gregate), with slight adjustments made
annually based on the amount of expo-
sure.”’ Amending the law to increase the
retention to $8 billion, phased in over
two years, would significantly decrease
the Cat Fund’s potential liabilities. To
best fulfill its role as a market stabilizer,
the Cat Fund should not be called upon
every time the state is struck by a minor
storm.

Decreasing the retention, as
some have proposed, should be reject-
ed, as this would only increase the Cat
Fund’s liabilities and frequency of
claims, and by extension, further desta-
bilize the market.

Surplus Protection

In order to further protect the Cat Fund
from a subsequent season shortfall,
it must establish a surplus protection
mechanism to carry some of its existing
resources over to the next season. Law-
makers should explore ways to set aside
some of the Cat Fund’s $10.95 billion
surplus. For example, it can require the
tund to hold a percentage of its current
balance or a flat $2 billion for the sub-
sequent season, even if it requires the
Cat Fund to finance that amount should
a storm strike the first season. As unde-
sirable as issuing debt may be, a shortfall

the following year would be far worse
for the state’s economy.

Private Risk Transfer
The Legislature should explicitly autho-
rize, but not require, the Cat Fund to ne-
gotiate the purchase of private reinsur-
ance and other risk-transfer mechanisms
to supplement the amount set aside for
surplus protection the following year.
As previously discussed, the
current state of the global reinsurance
market®® presents Florida with a unique
opportunity to export substantial
amounts of its enormous hurricane risk
at bargain prices. Citizens, for example,
increased its 2014 private reinsurance
protection by 68 percent over 2013, for
less than it had paid the prior year.?
The Cat Fund can and should
explore ways to do the same. Reinsur-
ance coverage represents money that
does not have to be borrowed or repaid
by taxpayers when the wind blows. It al-
lows Florida to be flooded with outside
capital in the immediate aftermath of a
storm rather than be saddled with debt.

Cat Fund Gap Coverage

[f it is not properly reformed, it has
been estimated®* the Cat Fund will once
again face the prospect of a shortfall the
following season. Requiring primary
insurance companies to purchase cov-
erage that they and the State of Flor-
ida both know does not exist amounts
to a Ponzi scheme. It places the state at
risk of mass insurer insolvencies. En-
tire storm-battered regions of the state
could go without claims paid in full.
The resulting crisis likely would bring
the state’s economic recovery to a halt.
This should not be tolerated, much less
required by law.

“‘Requiring
primary
Insurance
companies to
purchase
coverage that
they and the
State of
Florida both
know does not
extst amounts
to a Ponzi
scheme.”
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In order to guard against short-
talls, some insurers purchase private
reinsurance that actually duplicates the
Cat Fund’s coverage. However, current
law prohibits such reinsurance costs
from being recovered in rates. This
serves as a disincentive for insurers and
their consumers to be properly covered.
The Legislature should repeal this pro-
vision and allow insurers to recoup their
costs for guarding against any estimated
Cat Fund shortfall.

Administrative Reforms

Florida law requires the Cat Fund to
publish a statement of the fund’s es-
timated borrowing and claims-paying
capacity;” these reports should include
data concerning second-event and sec-
capacities. They should
clearly define terms as “funds” and “cash
balance” as actual money on-hand that
does not have to be repaid.

Reports to the governor and
Legislature should also include an over-
view of taxpayer protection efforts
undertaken by Cat Fund managers, in-
cluding examinations of discretionary
expenditures and organizational actions
taken to reduce the likelihood or severi-
ty of post-hurricane assessments. These

ond-season

may include cost-saving initiatives, the
purchase of risk transfer and surplus
protection.

The Legislature should also re-
define the Cat Fund’s core mission to
include protecting taxpayers as a focus
of the organization, including taxpayer
protection clauses as part of the job de-
scriptions of all senior management.

Solution 3: Claims-Paying Estimate
and Conflict-of-Interest Reform

As previously discussed, Citizens and
the Cat Fund both have the unilateral
authority to issue bonds should their
cash reserves fall below levels needed to
cover potential or imminent claims.

The Florida Insurance Guaranty
Association (FIGA) is another state-run
entity that has similar authority. When
insurers are on the verge of insolven-
cy, they must either be rehabilitated or
liquidated by state government. When
they are liquidated, FIGA assumes and
pays any outstanding claims, so that
consumers who bought insurance poli-
cies in good faith are not left with their
claims unpaid.

To do so, FIGA can levy assess-
ments onto almost every property and
casualty insurer in the state. Specifical-
ly, FIGA can levy assessments of up to
two percent premiums for each of the
two accounts it has, a maximum of four
percent that must be paid for by policy-
holders.®

All three entities—FIGA, Citi-
zens and the Cat Fund—would likely go
to the same municipal bond market to
issue their bonds following a sufficiently
bad hurricane season. As previously dis-
cussed, its own managers have estimated
the Cat Fund likely would have faced a
shortfall, in the wake of a significantly
large event, due to limits on its ability
to find sufficient post-event financing
in the capital markets. But it stands to
reason that any event that would force
the Cat Fund to face a shortfall would
simultaneously be a source of financial
distress for FIGA and Citizens.

As such, the Legislature should
direct the Investment Advisory Council



of the State Board of Administration to
provide an annual report estimating the
bonding capacity of Citizens, the Cat
Fund and FIGA, taking into account the
potential that all three would seek to ex-
ecute bond issues in close proximity to
one another following a hurricane sea-
son that adversely impacts Florida.

Additionally, to ensure these en-
tities receive sound, unbiased financial
advice, the Legislature should explore
conflicts-of-interest and internal con-
trol standards similar to those embod-
ied in the federal Sarbanes-Oxley Act.
This law requires auditor independence
for publicly traded firms. Companies
responsible for auditing a public firm’s
books are prohibited from subsequent-
ly doing business with the firm in other
fields—for example, by participating in
stock and bond offerings.””

Currently, Florida law allows
financial firms advising these public
agencies and analyzing their bonding
capacity to subsequently participate in,
and earn fees from, bond issuances that
tfollow such studies. This situation pres-
ents an obvious conflict and deprives the
Cat Fund, Citizens and FIGA of truly
unbiased advice. This change also might
discourage reliance on taxpayer-funded
post-event bonding, instead of upfront
capital and risk transfer mechanisms
like reinsurance.

Conclusion
The 2015 legislative session offers Flor-
ida’s lawmakers an enormous opportu-
nity. Although nine hurricane-free years
coupled with modest reforms have al-
lowed the state to largely stabilize its
property insurance market, it continues
to pose a risk to taxpayers and the econ-
omy. This is especially magnified if a se-

vere storm or hurricane season were to
tollow another.

Although no set of reforms can
make Florida entirely immune to all of
the problems that it could face if disas-
ter were to strike, some can significantly
reduce many of them.

A sensible approach that recog-
nizes the state’s role in Florida’s prop-
erty insurance system, but trusts the
market to solve many problems, will
work best and bring the greatest stabil-
ity. In particular, the Legislature should
continue to further shrink the Florida
Citizens Property Insurance Corpora-
tion, reduce the size of the Hurricane
Catastrophe Fund, and promote reforms
that would result in a surge of capital to
the state after a storm to help it quickly
recover both physically and economical-
ly, rather than saddle it with debt.

Recent history has shown that
multiple hurricanes can strike within a
short period of time. Florida must take
steps to be prepared for this very real
possibility. We must use this time wisely
and not squander our good fortune.

“Florida must
take steps to be
prepared for this
very real possi-
bulity. We must
use this time
wisely and not
squander our

good fortune.”
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