

REBUILDING FLORIDA’S PROPERTY INSURANCE MARKET
By Representative Dennis A. Ross
Since the Florida Legislature passed the “Insurance Company Accountability and Regulatory Reform Act”Endnotes

 Florida Legislature. CS/HB 1A passed 22 January 2007.  http://www.myfloridahouse.gov/Sections/Bills/
	Billsdetails.aspx?BillId=34571&SectionId=56 (The Act) in the January 2007 Special Session, much has been written about its inadequacies “Florida’s Folly.” The Wall Street Journal 20 April 2007: A14
     Pleven, Liam.  “As Insurers Flee Coast, States Face New Threat.” The Wall Street Journal 7 June 2007
    Vogel, Mike.  “Storm Front.” Florida Trend June 2007: 82-87. .  The Act, with its enhancement by Senate Bill 2498, (which was passed in the 2007 Regular Session of the Florida Legislature), has abrogated fundamental principles of free enterprise, less government, lower taxes and personal responsibility.

The most recent insurance legislation significantly expanded the role the State of Florida in the business of insurance, an area which traditionally has not been an essential government function.  Now, Citizens Property and Casualty Insurance Corporation (Citizens), the state-owned insurance company, is empowered to have an effectively competitive advantage over private insurance companies.  Citizens may now sell the whole property insurance policy, including fire and theft coverage, instead of just windstorm coverage in coastal areas.  Citizens may ignore rate making requirements such as the cost of reinsurance and the cost of a 1 in 100 year storm in formulating its rate.  In addition, Citizens’ rates have been frozen until January 1, 2009, an idea which makes as much sense as freezing prices on groceries, rent, fuel and wages.  When, in the history of the United States, have price controls ever worked to bring back a free market?

Private carriers must have a certain amount of capital or surplus set aside to pay claims; Citizens does not.   Citizens may tax, or assess, all property insurance policies, automobile polices and liability policies, in order to pay its deficits that will be created by this lack of capital.  The likelihood of assessment is overwhelming considering that Citizens’ exposure is over $434 billion, and there is only $2 billion available in reserves to pay claims.

In addition, The Act broadened the exposure of the Florida Hurricane Catastrophe Fund (CAT Fund).  This fund, which was originally created to sell re-insurance to insurance companies at affordable levels after Hurricane Andrew in 1992, now has the exposure of paying $28 billion annually in reinsurance.  From 1993 until 2005, the CAT Fund generated $6 billion in surplus.  In spite of this surplus, the CAT Fund was a billion dollars in debt within the18 months following the 2004 storm season.  The State of Florida now requires that insurance companies either buy re-insurance from the CAT Fund at reduced rates, or, if they buy re-insurance from private markets, they must use the CAT Fund cost of re-insurance in their rate making.  However, financial rating companies such as A.M. Best have cautioned insurers about buying re-insurance from the State of Florida.  Buying this re-insurance could reduce the insurance companies’ financial rating and increase their capital costs due to the State’s lack of capital backing.  Simply put, between Citizens and the CAT Fund, Florida is selling a product that it does not possess.

A study of The Act, as passed in January 2007, was recently performed by independent actuarial firm Milliman, Inc.  This study provides insight into the legislation’s impact on homeowners and business owners.  Among the report’s key findings were the following:

1	Small business owners will receive no direct benefit from the legislation, but could see an increase in assessments ranging from $171 to $402 per year if an average to large storm hits Watkins, Nancy, David Chernick, David Appeal, and Paul D. Anderson. Analysis of Florida Legislative
	Reform: Special Session, January 2007. San Francisco: Milliman Consultants and Actuaries, 
	2007:11. 
2	Under the new law, Citizens will suffer a deficit of $3.7 billion and the CAT Fund will suffer a deficit of $22.3 billion if a 1 in 25 year hurricane hits Florida Watkins, 5
3	To pay off losses from a large storm, consumers would be required to pay approximately 10% assessments and surcharges for up to 7 years in the case of the CAT Fund deficits, and another 10% for 8 years in the case of a Citizens deficit Watkins, 6 
Even if no storms occur in 2007, or for the next several years, and no assessments are needed, The Act has stifled any opportunity to bring private insurers into the Florida market.  The failure of a private market, and the preemption of the market by the State, is one of the worst scenarios the taxpayers and consumers of the State of Florida could possibly face.

Competition for goods and service is beneficial to the consumer.  If Florida is to bring its private insurance market back, and thus reduce the likelihood of assessments, certain principles State Representative Don Brown. “Hurricane Crisis” Reform Guiding Principles. 12 October 2006. must be followed.  These principles, like a good compass, are necessary in order to navigate a successful solution to the crisis.

THE PRINCIPLES
1) Insurance is a necessary product in the mix of our economy.  
It is vital for a growing economy and is critical to economic vitality.  Without insurance, transactions such as the buying and selling of homes and automobiles would be significantly limited.  Insurance is the oil with which our system of commerce continues to be lubricated.  Insurance is a commodity, not unlike groceries, fuel and other products. There is only so much insurance, and it too is susceptible to the laws of supply and demand.  When demand is high, supply is low, and prices are then high.  With Citizens and the CAT Fund, the State of Florida is not selling insurance, because it has none.  Rather, it is selling debt, backed by assessments to Florida’s taxpayers.

2) Insurance must be backed by private capital, not taxpayer debt financing.
As a result of the 2004-2005 storm seasons, private insurance companies paid out $39 billion to rebuild Florida.  Now, if we encounter another storm cycle reminiscent of 2004 and 2005, it is our consumers and taxpayers who are left to pay these claims.  The thought of a repeat of those two years, with the State of Florida paying the bill for that risk, is frightening.  The total debt of the State is $22 billion.  This debt accumulated during the course of Florida’s more than 100 year history as a state and could, literally, double overnight with one storm.   With this increase in debt, the State’s overall bond rating could suffer, thereby increasing its borrowing costs and exacerbating an already tenuous financial situation.

3) The risk of living in high risk areas should be borne by people who choose to live in those areas.  To allow the State to continue to subsidize insurance for those who choose to live in high risk areas does nothing to change the undesirable  behavior of building in these areas, and those who choose to live in lower risk areas continue to subsidize the cost of their coverage.

4) The State of Florida must strictly enforce building codes, and should promote and invest in an aggressive retrofitting of existing structures.  We know that Florida will most likely be in the path of at least one hurricane each year.  We also know how to build new structures and retrofit existing structures to withstand these storms.

These principles should be the four-point compass we use to navigate to a viable, competitive, and stable insurance market.  Only with competition can the consumer ultimately benefit.

STEPPING TOWARD A SOLUTION

Insuring Florida properties with state dollars will lead to huge State debts, and all taxpayers will bear responsibility for that debt.  Fostering a competitive private insurance market will provide citizens with the coverage they need without putting the State at financial risk.  This process will require a belief in a free enterprise system, and the application of the above principles.  Ultimately, Citizens should bear only a fraction of the high risk market, and consumers should expect private insurance companies to bid for their business.   Due to the risk associated with living in Florida, especially in coastal areas, insurance will not be cheap, but it can be affordable.    Even though sweeping reforms to bring back a competitive market were passed in Senate Bill 1980 during the 2006 legislative session, those reforms were abandoned by enactment of The Act passed during the Special Session in January 2007.  Now, the State of Florida is committed to funding, through taxes and assessments, billions of dollars of storm relief.   

According to the National Oceanic and Atmospheric Administration (NOAA) and the National Hurricane Center we are now in a multi decadal cycle of increased storm activity which means that this year and the years to come are to be very active for storms National Oceanic and Atmospheric Administration. “NOAA: 2007 Atlantic Hurricane Season Outlook.”
Retrieved June 12, 2007 from the World Wide Web: http://www.cpc.ncep.noaa.gov/products/outlooks/hurricanes2007/May/Hurricane.shtml..   Florida, however, is taking the high risk gamble that nature is going to be on its side and these storms won’t hit.  Should not the consumers who will ultimately pay for this gamble require that it be done with the most minimal of exposure and with the goal of bringing back a stable, competitive insurance market?

The Florida Legislature, now that it has placed this exposure on Florida’s consumers and taxpayers, should realize it must start moving in the direction of minimizing the assessments, and facilitating the return of a private, competitive market.  With market conditions today being so bleak, this process will be gradual.  A plan which follows the four guiding principles should be put in place to transition this exposure from taxpayer based risk to market based risk capital.  This transition would begin by transferring the risk borne by Citizens and the CAT Fund into a short-term Windstorm Fund.

Windstorm Fund

Already, under the combination of the CAT Fund, The Florida Insurance Guaranty Association (FIGA) and Citizens, Florida is heavily leveraged in the insurance business with over $50 billion in exposure each year.  In order to minimize this exposure and begin the process of enticing competition, the Legislature should consider the creation of a temporary windstorm fund designed similar to that of the CAT Fund.  This Windstorm Fund would be created for a five-year period and would be the exclusive insurer of all commercial and residential windstorm insurance in the State.  Although the second principle of using capital rather than debt is not met with the creation of this fund, it should be noted that this fund would begin the transition from debt based insurance to capital based insurance.  Because of the exposure that the State has already assumed, expecting a private market to return overnight or in the short term is unrealistic.  It will be a gradual transition back.

The Windstorm Fund would set the windstorm rate based on the risk in a particular geographic location, and the rates would be actuarially adequate.  Premiums accumulated in the fund could only be used to pay windstorm claims and could not be used for any other purpose.  Private insurance carriers would then compete for all other homeowner coverage such as theft and fire.  This remainder coverage is known as wrap around coverage, and the opportunity to provide this coverage would encourage insurance companies to return to, and remain in Florida.  Hence, private capital will come into the State.  

The private carriers who provide the wrap around coverage will offer the windstorm coverage from the Windstorm Fund and the windstorm premium will be collected by the companies and passed though to the Fund.  The windstorm rate for a particular geographic location would be the same regardless of the private carrier providing the wrap around coverage.  Consumers would have the choice of various deductible options, thereby reducing the price of the insurance premium.  

The private carriers would be responsible for adjusting all claims, including the windstorm coverage.   These carriers should use this opportunity to take a more pro consumer role in communicating the needs and benefits of their products.  Better public relations and consumer service is key in bringing back a competitive market   The insurance industry must be unitied in this message.  A 2007 Fitch report from Fitch Ratings points out, “In spite of its vital importance to the U.S. economy, the insurance industry is neither well understood nor well liked by the public” Thorpe, Donald, Gregory Dickerson, and Christopher Grimes.  Hurricane Season 2007: A Desk
	Reference for Insurance Investors. New York: Fitch, Inc., 2007: 9.  .

The Windstorm Fund would set the windstorm rates; however, there would be open rating for the remainder of the policy.  After five years, or the achievement of a certain amount of surplus, the private market would then be invited to sell their own windstorm coverage at actuarially adequate rates.  That coverage would not be subject to an assessment; therefore, the policy holder would not be liable for any shortfall sustained by the Windstorm Fund, as that policy holder would have private market windstorm coverage.  Ultimately, there would be financially strong insurance companies competing for every bit of property insurance risk in Florida.

Under this proposal, Citizens would not be competing in the insurance market since the only coverage it would provide would be that which the private market would not bear for the wrap around coverage.  Citizens would need a fraction of the claims department it now has, and should rapidly decrease in size, as more and more private carriers competitively priced and sold their own wrap around policy.  Finally, Citizens would become the true residual market it was intended to be.

The actuarially adequate rate charged by the Windstorm Fund could be discounted depending on the strength of the structure.  Those structures built in accordance to new building codes or retrofitted to be brought up to the new codes would be eligible for premium discounts.  By encouraging homeowners to take responsibility for minimizing their risk with such discounts, everyone wins.  With 45% of the average real property premium estimated to reflect the risk of windstorm exposure, the Windstorm Fund could gradually provide affordable coverage.  Initially, the fund may be eligible to assessments depending on whether it incurred a deficit.  However, if the rates are adequate, the likelihood of assessments would be minimal, unless significant storms hit during the first several years of the Windstorm Fund’s creation.  The financing of a worst case scenario with the Windstorm Fund is no different from the current scenario under The Act.  At least with the Windstorm Fund, private carriers enter the market to openly compete for the consumer’s business and to adjust claims.  This puts us on course for resolving the issues that create so much exposure for our citizens.

There would also be no need for the CAT Fund as it exists today.  It would be combined with the Windstorm Fund.  The Windstorm Fund would then be required to buy reinsurance at a certain level of exposure such as $50 billion.  Further, private carriers could receive a certain percentage of the premium, provided they bore the same percentage of risk statewide in paying the windstorm claim.  Because the carriers would be required to adjust the whole policy, they would be subject to periodic audits to confirm that the windstorm claim was appropriately adjusted and assessed.

Finally, a regulatory environment that focuses more on solvency than on rate regulation would be required.  Had the Office of Insurance Regulation (OIR) been more focused on the financial stability of insurance companies from 2004 – 2006, then the insurance companies that were a part of the Poe Financial Group and Vanguard Fire and Casualty Company may not have gone bankrupt.  In other words, had these two companies been allowed to charge adequate rates, instead of suppressed rates, they would still be around.  Instead, the insolvency of these two carriers caused more than 300,000 policies to go from the private market into taxpayer backed Citizens without the necessary capital to cover future claims.  The Fitch Ratings report opines that “the insurance industry is now in the midst of a regulatory storm that is every bit as threatening to its financial strength as its meteorological counterpart.” Thorpe, 5.
 

CONCLUSION
The State of Florida cannot bear the responsibility of the risk created by The Act passed in the January 2007 Special Session.  If consumers are ever to receive the relief they deserve, then the only true solution is the creation of a strong, solvent private market of insurance companies competing for the business of the consumer.  That solution must be driven by four guiding principles:
	Insurance is vital to a growing economy

Insurance must be backed by private capitol not taxpayer debt
The risk of living in high risk areas should be borne by those who choose to live there.
To withstand future storms, building codes must be strictly enforced, and investment made in the aggressive retrofitting of existing structures.

However, because of the strong political will that currently exists to move private carriers out of the market, transitioning from the debt based insurance policies of the “Insurance Company Accountability and Regulatory Reform Act” to a risk based capital system will take a while.  This transition, however, can be accomplished by combining the Windstorm Fund with open rating, a solvency-focused regulatory scheme, and a more pro consumer industry image.   If the Legislature fails to move in this direction on its own, then a catastrophic storm will force it to do so at a greater expense to the taxpayer and the consumer.




