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Introduction

The ways that Floridians pur-
chase coverage to protect their
property and insure their vehicles
has, increasingly, placed a signifi-
cant drag on the state’s economy.
Both the state’s automobile insur-
ance system — particularly the
“no-fault” personal injury protec-
tion (PIP) portions of it —and the
state’s homeowners insurance
system have very serious flaws
that threaten the state’s business
climate and, indeed, the financial
well-being of all its citizens. Some
of Florida’s problems, particularly
those that relate to property in-
surance, stem from its location.
But nearly as many result from
deliberate, interconnected policies
pursued by the Legislature, previ-
ous governors, or the Office of In-
surance Regulation. As it convenes

for its 2012 session, the Florida Legislature should consider

Adjunct Scholar, The James Madison Institute

major reforms in its homeowners and vehicle insurance

systems. Florida, quite simply,
faces a dual crisis in its insurance
markets and needs to make serious
changes to overcome it.

All of this matters to state gov-
ernment because property and
casualty (P&C) insurance is, by
a large margin, the largest area
of economic activity regulated
almost entirely at the state level.!
Consumers typically interact with
the P&C market when they buy
two products, vehicle insurance
and homeowners insurance. Most
consumers, furthermore, must
buy these products. Florida law
requires that all drivers secure
vehicle insurance, and mortgage
lenders almost always require
individuals to secure property
insurance. Although the two prod-
ucts are quite distinct, about 60
percent of consumers nationally

buy both from the same companies.

(Continued on Page 3)
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The costs and features of these products
are a problem. The prices that Florida
consumers pay for homeowners insurance
are the highest or second highest in the
country; the prices they pay for vehicle
insurance are now among the highest in
the Southeast. (See Table 1 for automobile
insurance comparisons; see Table 2 for
homeowners insurance comparisons.)
High insurance costs are not necessar-
ily bad per se when they reflect actual

risks, but they certainly can strain family
finances. Florida’s median household in-
come is $44,755, which means that nearly
10 percent of a typical family’s income
goes simply to pay for these insurance
policies. If Florida legislators want to make
an economic difference for the people they
represent, they should start by looking at
insurance.

Although activities relating to these two
forms of insurance pass through the same
legislative committees and are overseen
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Table 2: Florida Homeowners' Insurance Rates in National Perspective
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in the same offices, the ongoing crisis Part |

in property insurance and the emerging
crisis in vehicle insurance have very dif-
ferent underlying causes, so they are best
discussed separately.

Therefore, the following paper describes
why and how the Legislature could go
about its tasks of insurance reform in
each of these categories. Following this
introduction, this paper consists of two
sections that outline the cases for reform-
ing the vehicle and homeowners insur-
ance systems, respectively. A conclusion
sums up the paper’s findings. The paper,
throughout, focuses on reforms that could
reasonably be implemented in the 2012
legislative session and thus could begin to
make a meaningful difference in Floridians’
lives very shortly thereafter.

Vehicle Insurance

The Problems:

Florida vehicle insurance policies, like
those in 11 other states, are sold on a partly
no-fault basis. This means that, rather than
filing a tort claim or trying to bill the at-
fault driver’s insurance company, Florida
motorists who get into crashes file claims
with their own insurers. Every policy sold
in the state must include at least $10,000
in “personal injury protection” (PIP), to
cover injuries to drivers and to others,
and an equal amount of “property damage
liability” to cover repairs. The policies are
sold under these terms.? This keeps minor
accidents out of court, but motorists who



want to buy more coverage may do so.
Likewise, those who sustain serious or very
expensive injuries may typically sue. With
one brief lapse in 2007, this system has
existed since 1971.° Bills to make significant
reforms failed in 2011 when data about the
severity of certain problems were not as
clear, but Florida’s new Governor and Chief
Financial Officer have pledged their support
for further reform in 2011.*

In some respects, the current PIP system
serves the state well. Nearly all nationally
known automobile insurance carriers write
insurance in the state, consumers who get
into minor crashes always get paid with a
minimum of paperwork, all but the very
worst drivers can find multiple carriers
to bid for their business, and innovations
like pay-per-mile automobile insurance are
generally available to Florida consumers.®
Despite all these apparent advantages,
however, Florida’s automobile insurance
environment faces three closely inter-
related and very grave challenges: quickly
rising insurance rates that are disconnected
from obvious risk factors, rising rates of
fraud, increased numbers of lawsuits in a
“no-fault system,” and a financial environ-
ment for automobile insurers that could
eventually result in significant reductions
in consumer choices.

Even as incomes have stagnated and
even fallen in Florida, auto insurance
rates have risen enormously in the state.
Although premiums, which average $1,457
according to insure.com, are not par-
ticularly high by national standards, they
have been rising very quickly — about 20
percent since 2008 alone on a statewide
basis.® The PIP portion of the premium,
the main topic of discussion in this paper
— has risen nearly 66 percent during the
same period and, according to the state’s

insurance consumer advocate, is on pace
to double every three years.”

Moreover, this aggregate increase masks
even steeper increases in certain parts of the
state. For example, Florida’s Office of the
Insurance Consumer Advocate finds that
the average premium for a retired couple in
Tampa (postal zip code 33610) has increased
from $249 in 2008 to $627 last year while
a family with teen drivers in the same zip
code has seen its premium rise from $1,267
to $1,997.8 Other areas and other classes of
drivers have seen similarly steep increases in
insurance rates. If this could be attributed to
some external factor — say a large increase
in traffic crashes or a shift in demograph-
ics that resulted in a much larger number
of younger or male drivers — then these
steep rate increases could be characterized
as a sensible response to increased risks.
However, by most measures, the obvious
external risk factors in Florida have actually
declined. The number of vehicle crashes
per 100 drivers has fallen from nearly 2 per
100 drivers in 1996 (the recent highpoint)
to 1.52 per 100 last year, a decline of just
about 25 percent. Demographic factors also
have changed very little. Florida’s popula-
tion has, indeed, grown more slowly than
during previous decades, and it has become
only slightly younger since 2000. (Younger
people, particularly males, are significantly
worse drivers than older ones). So these
trends cannot explain more than a tiny part
of the increase in rates.

Instead, it appears that rampant in-
creases in fraud and in the related overuse
of medical services explain a large part of
the increase in rates. Statistics compiled by
the Insurance Information Institute show
that, between 2009 and 2010 alone (final
2011 numbers aren’t yet available), activities
strongly correlated with fraud — excessive

“In some
respects, the
current PIP
system serves
the state
well.”
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treatments by medical providers and faked
injuries — all rose by more than 70 percent
in a single year.” Between 2008 and 2010,
likewise, the number of staged crashes
(the most complex and expensive source of
fraudulent claims) increased from 1,268 to
2,779.9 In early 2011, likewise, the state’s
insurance consumer advocate says that
Miami-Dade County alone had more than 16
potentially staged vehicle crashes per week
and 427 through the first two quarters of
the year.! And medical providers may also
be encouraging overuse of their services.
Since 2007, the state’s consumer advocate
reports that the number of medical proce-
dures performed in the course of a typical
no-fault claim has increased from about 60
to roughly 100, a change that has not been
echoed anywhere else in the country.!'? This

increase in procedures provides indirect evi-
dence that medical providers have made up
for the imposition of a fee schedule in 2007
by doing more procedures, even when some
underlying medical complaint is completely
illegitimate. Most importantly, according
to the State’s Consumer Advocate Florida,
indeed, has the most potentially suspicion
claims of any state with a PIP system (See
table 3).13

The bottom line is that insurance has
become very expensive in Florida: Among
no-fault states, indeed, Florida now has the
third highest PIP-related claims rate, even
though it has one of the lowest mandatory
benefits.!*

To make matters worse, Florida also
faces challenges with regard to the legal
system that interacts with the insurance
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Table 3: Suspicious Claims by State (2009) Larger States with Personal Injury Protection Laws
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system. Despite the system’s ostensibly
“no-fault” nature, the number of lawsuits
filed as a result of vehicle crashes has risen
sharply in recent years. Insurers attribute
part of the rise to large fees that attorneys
can earn from lawsuits related to vehicle
insurance claims against them. In particular,
Florida allows lawyers who take fees on a
contingency basis to request “fee multipli-
ers” of up to 250 percent of their ordinary
fees.’> Whatever the factor, something is
providing an incentive for more lawsuits -
something the no fault system was meant
to minimize. In 2011, the state’s insurance
consumer advocate estimates that motorists
will sue following nearly one out of 25
crashes, about four times more frequently
than they sued as recently as 2006.'¢ There
is no single “correct” number of lawsuits
that should be filed, but a steep increase in
the number of tort claims filed, absent any
obvious external evidence, still shows the
system is breaking down. A no-fault system
is supposed to keep cases out of court, and,
whatever it is doing, the current Florida
system has not done so.

The result is that there’s a real risk that
vehicle insurance companies could eventu-
ally start to leave the state. While vehicle
insurance overall remained a profitable busi-
ness in Florida during 2011, the PIP portion
of the policies became a significant money
loser for insurers. By the most accurate
and broad measure of insurance company
corporate performance, so-called “direct
variable cost ratios,” vehicle insurers overall
lost money in Florida during the most recent
year for which data are available.

In particular, they spent $1.15 on claims
payouts, investigative, and sales costs for
every dollar they collected in premiums."”
This is a problem because — to remain in
the state — insurers as a whole need to

break even. They receive revenues only
from policyholders and will not continue
writing policies if they can’t make money.
This means they will either hike premiums
further or withdraw from the Florida market.

Table 4: Auto Insurers Are Losing
Money on PIP in Florida

Dollars Spent on Payments
and Costs Per Dollar Received
in Premiums
(Direct Variable Cost Ratio
presented in dollars, rounded)

2001: $1.18
2002: $0.99
2003: $0.89
2004: $0.86
2005: $0.80
2006: $0.77
2007: $0.84
2008: $0.75
2009: $0.97
2010: $1.15

Source: NAIC Database-1 via Office of the
Florida Insurance Consumer Advocate

Despite all of these problems, a statewide
crisis has not yet erupted. Because insurers
also receive investment income that isn’t
included in the “Direct Variable Cost Ratio”
and can do well on parts of the policy other
than PIP, an insurer can still make money
overall while losing money on PIP. Further-
more, variable loss ratios have not remained
stable historically. Insurers did not leave the
state in droves when they had a similar loss
experience in 2001.!®* However, continued
losses will not allow vehicle insurers to stay.
That said, certain areas where rates have
risen very quickly — largely inner city areas
where rates were already the highest — are

“The result is
that there’s

a real risk
that vehicle
insurance
comparnies
could
eventually
start to leave
the state.”



»JAMES
MADISON

INSTITUTE

“The
Legislature
should reject
the abolition
of no-fault
insurance
for the time
being.”

seeing signs of a crisis. And this crisis may
well spread. Large, nationally recognized
homeowners insurers have fled the state
because they simply have not been able to
make money. Vehicle insurers could add
to the exodus if significant changes to the
state’s PIP system do not take place in the
near future.

Vehicle Insurance

Recommendations:

Reforms should attempt to retain the
fundamental no-fault nature of the sys-
tem, minimize disruption, and increase
consumer choice for all Floridians. At the
same time, the fundamental nature of the
system and its reliance on settling cases out
of court should be strengthened. Therefore,
the Florida Legislature should pursue three
goals to restore, retain, and revive the
Florida Insurance vehicle insurance market:

e (Goal 1: Retain and enhance the
no-fault nature of Florida’s vehicle
insurance system.

¢ (Goal 2: Make commonsense reforms
to limit legal and medical costs.

e Goal 3: Crack down on fraud in all
contexts.

Recommendation 1:

Retain and enhance the no-fault nature

of Florida’s vehicle insurance system.

No-fault vehicle insurance is a fundamen-
tally just and effective way to deal with less
serious vehicle-related claims. By settling
claims with a minimum of paperwork
and without the need for complex legal
proceedings (or even determination of
fault), it is certainly a pro-consumer system.
Although it’s far from perfect and may make
vehicle insurance slightly more expensive

at the bottom end, it’s still better than any
alternative. Florida’s brief experience with
eliminating the no-fault system for a few
months in 2007 proved unpopular with the
drivers impacted. Colorado, the one state to
have had a no-fault system and done away
with it, likewise, has seen vehicle insurance
premiums rise more quickly than those in
the nation as a whole in the wake of the
system’s elimination.'” Even so, Florida’s
insurance commissioner and many in the
industry have flirted with the idea that
no-fault should be abolished.?®

Recommendation 1A:

Reject outright abolition of no-fault.

The Legislature should reject the aboli-
tion of no-fault insurance for the time
being. Although the current system has
serious problems, getting rid of it — and
the benefits it brings to consumers — is
akin to throwing the baby out with the
bathwater. The underwriting losses that
vehicle insurers as a whole have sustained
during the last two years are not greater
than those that they sustained in the early
part of the decade. Reforms then stabilized
the system, restored profitability, and kept
rates essentially stable for most of a decade.
Legislatures exist, in part, to tweak laws in
accordance with changing realities. Even if
the system might need to be reformed again
sometime in the early 2020s, that would not
make current changes unnecessary or futile.

Recommendation 1B:

Consider expanding no-fault benefits.

In fact, the Legislature may want to
consider working to enhance the system
by increasing the minimum no-fault benefit
provided, if it also makes efforts to crack
down on fraud at the same time. Because
the current no-fault limit went took effect



in 1979, inflation alone has eroded nearly
two-thirds of its value.? Given that medical
costs have increased faster than inflation,
Florida’s largest health insurer estimates
that returning the no-fault benefit to its
full 1978 purchasing power would require
increasing it to over $61,637.% A higher PIP
limit, however, is not a cure all. The one
state with uncapped PIP (Michigan) also
has the highest overall insurance rates.*
Nonetheless, the obvious way to keep cases
out of court is to allow fewer cases to go
to court by raising the PIP limit. However,
absent a crackdown on medical fraud — and
shady practices short of fraud — an increase
in the limit might well just increase fraud. A
“naked” increase in benefit limits is a bad
idea, but, in the context of other reforms
that provided rate relief to vehicle insurance
consumers, an increase in benefits could
essentially be “free” in that the extra money
it cost could be offset by declines in cost for
the rest of the vehicle insurance benefits.
Constructed in a manner that truly kept
almost all claims within the no-fault limit
out of court, such a practice could end up
reducing overall costs.

Recommendation 2:

Make commonsense reforms to limit

legal and medical costs.

The laws governing Florida’s insurance
system — no fault and a medical fee
schedule — should, in theory, limit legal
and medical costs. The no-fault system
means that motorists cannot typically sue
each other directly or through insurance
companies following non-serious crashes.
A medical fee schedule, likewise, caps the
amount that medical providers can charge
for procedures handled under the PIP cover-
age. It doesn’t work this way in practice as
both legal and medical costs have increased

significantly in recent years. To save the
vehicle insurance market from collapse,
Florida should reform the rules that both
medical and legal providers follow in order
to contain costs and provide rate relief to
consumers.

Recommendation 2A:
End contingency fee multipliers
for legal cases.

Whatever purpose they may once have
served, the large contingency fee multipli-
ers available to Florida lawyers who take
cases against vehicle insurers have clearly
outlived their usefulness. Today, numer-
ous lawyers throughout Florida are eager
to take on cases against insurers, even
on a contingency fee basis; in fact, they
advertise frequently on television, and a
search for such lawyers in the state on
Google reveals at least 172,000 web pages
devoted to them, about the same number as
exist in vastly larger Texas.?* This indicates
that payment rates to lawyers are at least
sufficient. Likewise, insurers allege that
lawyers often encourage people — including
uninjured bystanders — to claim injuries.?
That said, people who sustain particularly
serious injuries or have evidence that their
insurers have violated the terms of insur-
ance contracts must have a right to sue
under a system that ensures lawyers can
get adequate compensation. Rather than
the strict caps that some insurers want,
attorneys’ fees should be limited to those
customary for the type of work that attor-
neys do. An attorney who writes a demand
letter to an insurer should be able to bill at
a rate similar to that typically charged for
simple transactional work; one who files
and prevails in a complex lawsuit should
be paid at a higher rate appropriate for
complex civil litigation. But they shouldn’t

“Io save

the vehicle
insurance
market from
collapse,
Florida should
reform the
rules that both
medical and
legal providers
follow in order
to contain costs
and provide
rate relief to
consumers.”



»JAMES
MADISON

INSTITUTE

“The fee
schedule itself
is justifiable,
even from a
free market
perspective.”
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be subject to large multipliers. Likewise,
as a simple matter of fairness, attorneys
should never be able to collect fees greater
than the aggregate amount they win for the
individual or group they represent. In other
cases, simply clarifying standards might
work best. Insurers claim, largely based on
anecdote, that lawyers send demand letters
that go undelivered in order to allow them
to sue insurers for more money for failing
to respond in a timely fashion. (An insurer
that doesn’t answer a letter can be forced
to pay treble damages if a case goes to trial
but, quite often, will simply settle.) So long
as the standards are fair, there’s little harm
in enforcing them to end this practice.

Recommendation 2B:

Revisit and rationalize the current

medical fee schedule.

Since 2007, a relatively comprehensive
medical fee schedule has set the rates
at which providers may bill insurers for
patients being treated under PIP. (A few
diagnostic tests were previously covered
under a much more limited fee schedule).?¢
The fee schedule itself is justifiable, even
from a free market perspective. That said, it
appears to be broken and, if the executive
branch cannot revise it of its own volition,
the Legislature should consider ordering
such a revision.

As a preliminary matter, it’s important to
note that a fee schedule — a form of govern-
ment price control for medical services — is
not an ideal way to solve the problem of
high medical costs associated with vehicle
crashes. However, absent broader health
reform that moves in the opposite direction
from the current thrust of federal policy, it’s
probably a least-bad solution. Right now,
besides vehicle insurance, nearly all medical
care in the United States, saving that paid

for out-of-pocket, gets provided based on
some sort of fee schedule negotiated by
someone (either a health insurer or the gov-
ernment) with significant monopoly power
with regard to the doctor or hospital selling
care. Private insurers’ fee schedules, to a
greater or lesser extent, are almost always
connected to those paid to the Medicare
and Medicaid programs. Vehicle insurers,
who pay a small percentage of all medical
bills, have reasonably little negotiating
power with regard to medical providers. As
such, in the context of the existing medical
system, they often end up being vastly over-
charged in many cases.?” This makes vehicle
insurance more expensive and results in its
subsidizing hospitals and health insurance.
And because vehicle insurance is mandated
(like Workers Compensation Insurance), the
state government has some responsibility to
control its costs just as it controls costs for
workers’ comp insurance.

Because the number of medical proce-
dures has increased markedly even as the
fee schedule has tried to bring them under
control, the current system clearly is not
working. Unless treatment has recently
become much more complex, some aspect
of the current fee schedule clearly is out of
whack and is causing providers to perform
many more procedures than they did
previously. This needs investigation. It’s
possible that raising some per procedure
costs on the fee schedule, for example, might
reduce overall costs by reducing incentives
to perform procedures of dubious value.
Whatever the case, the fee schedule needs
a serious revision that, at minimum, lets it
accomplish the cost containment goals for
which it was created.

Recommendation 3:
Crack down on fraud in all contexts.



Fraud is rife in Florida’s vehicle insurance
industry. The overall number of suspicious
claims in Florida alone — the most of any
PIP state — means that something needs
to be done. Our recommendations follow.

Recommendation 3A:
Equip investigators with all
the tools needed to fight fraud.

At minimum, insurers and criminal
investigators in Florida should have the
same tools their counterparts in other
states have to seek out fraud. Two recent
court cases that sharply limited the ability
of investigators to perform examinations
under oath about medical treatments should
be reversed through legislation that clearly
restores the ability to use this investigative
tool.? For much the same reason, Florida
should extend the amount of time that
insurers have to investigate possible fraud
from the current 30 day mandatory payment
period. These and other investigative tools
make more sense than trying to pass new
criminal laws: Florida already has most of
the laws it needs to fight fraud. There’s little
reason for even stronger laws against people
who work to defraud insurers; the solution
is better enforcement of the laws already on
the statute books.

Recommendation 3B:
Investigate all types of medical
facilities to eliminate fraud.

Medical and insurance industry sources
blame unscrupulous storefront clinics,
including “pain clinics,” for a large part of
the increase in vehicle insurance rates in
Florida. Certainly, the very rapid growth in
these clinics, which correlates so directly
with increases in fraud, rates, and billings,
does suggest (although not prove) a causal
relationship. While it may be worth engag-

ing in administrative reviews of some of
these clinics, many of the legitimate clinics
do have lower operating costs than hospi-
tals. It would be unfair to shut down all
walk-in clinics simply because some of them
do commit fraud. Certain improvements in
licensing ought to be considered — such
as making sure that all clinics are truly
controlled by medical professionals rather
than attorneys.

Although clinics per se should not be
singled out as targets for investigators,
some clinic-related activities do warrant
further investigation. For example, the large
increase in the number of clinics run by
massage therapists and Florida’s unusually
high number of clinics that largely deal with
PIP alone should raise eyebrows. But, rather
than focusing their crackdown on small
clinics, the Legislature should increase the
number of tools available to detect fraud
everywhere that it happens. Finally, the
Attorney General, Chief Financial Officer,
and Florida Bar should look deeply into
referral networks that allow lawyers to
refer business to clinics in which they have
a financial interest. Although dual owner-
ship of businesses is not, in and of itself,
something the state should outlaw, it should
be carefully policed for conflicts of interest.

Conclusion: Vehicle Insurance
The Case for PIP Reform

The rapidly deteriorating financial condi-
tion of Florida’s vehicle insurers should be
a topic of concern for the state. While the
current system appears to be unsustainable
unless changes are made, Florida should not
abandon the no-fault nature of the current
system. Instead, the Legislature should
pursue a modest package of changes that
can and will make the state’s vehicle insur-
ance system sustainable in the long term.

“There’s little
reason for even
stronger laws
against people
who work

to defraud
insurers;

the solution

is better
enforcement
of the laws
already on the
statute books.”
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risk of
hurricanes and
other severe
weather events
is quite simply
the most
daunting in
the nation.”
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These changes should involve better efforts
to control legal and medical costs, plus a
firm and sweeping crackdown on fraudulent
activities. Florida needs to act soon if it
wants to retain no-fault auto insurance and
the benefits its existence brings to the state.

Part Il
Property Insurance

The Problem:

Florida may be called the Sunshine
State, but the state’s occasional less-than-
sunny weather during the hurricane season
stands at the core of the problems facing
its property insurance market. The state’s
risk of hurricanes and other severe weather
events is quite simply the most daunting in
the nation.

There is little that the state can do to
alleviate Florida’s position as a peninsula
uniquely prone to experience hurricanes
and tropical storms. But the problems of
its insurance regulatory system are strictly
manmade. In particular, bedeviled by voters’
concerns about high property insurance
rates, lawmakers have moved to enable
the creation of a government-run property
insurer (Citizens Property Insurance Corp.)
and a government-run reinsurer (the Florida
Hurricane Catastrophe Fund) that simply
cannot handle the risks they face. Indeed,
they are expressly designed not to.

The Situation:

By all accounts, Florida has the most
hurricanes of any state. While Florida cov-
ers only about 1.5 percent of the lower 48
states’ land area (55,000 square miles out of
3 million square miles), it has been struck
by seven of the ten costliest hurricanes in
U.S. history.? Florida is also the site of the

single most intense hurricane on record
(1935’s Keys hurricane) and the second
deadliest hurricane (the Lake Okeechobee
hurricane, also in 1935).%°

Many of Florida’s residents live in coastal
areas where the risk is greatest, and the
number has increased in recent years.
Florida has $2.46 trillion in total coastal
exposure, the most of any state.* By com-
parison, the combined coastal exposure of
the other “hurricane alley” states (Virginia,
North Carolina, South Carolina, Georgia,
Alabama, Mississippi, Louisiana, and
Texas) is only about $1.83 trillion.*? Florida
has also grown and spread out. Although
its population shrank slightly during the
recession, the state’s population has almost
tripled since 1970, growing to more than
18 million from 6.7 million,** and new data
just released show Florida about to overtake
New York as the nation’s third-largest state.
Even during the new century’s first decade,
when many perceived a slump in Florida,
the state still added more than three million
residents (more than live in Chicago) and
grew 17.6 percent. That’s more than twice
the rate of population growth in the country
as a whole.** Moreover, during this period
of growth, Floridians tended to move into
homes that were larger and more spread out.
Indeed, the Miami and Tampa-St. Petersburg
metropolitan areas both saw their stock of
single-family homes grow faster than the
population.3®

Finally, nearly all climate scientists
agree that the North Atlantic is currently
in the midst of one of its cyclical periods
of heavier than average hurricane activity.
The National Oceanic and Atmospheric
Administration reports that such a period
began in 1995 and is likely to continue into
the 2020s.%° Forecasters believe that two
major factors — both of them entirely be-



yond human influence or control — largely
determine the prevalence of storms: a
tropical multi-decadal oscillation and the
El Nifio/La Nifa southern oscillations.
The tropical multi-decadal signal involves
warmer than average waters and lower
than average wind shear across the tropical
Atlantic, a stronger monsoon season in West
Africa, and a weaker monsoon season in
the Amazon Basin region.*” The El Nino/
La Nifa shift involves the warming and
cooling of waters in the South Pacific. In
general, hurricane intensity increases as the
world’s waters warm. Other factors, includ-
ing sunspot activity and climate shifts that
some scientists attribute to human activity,
may also impact the hurricane cycle in ways
that are not yet fully understood.

Because the State of Florida fundamen-
tally cannot decrease the likelihood, fre-
quency, or intensity of the tropical cyclones
its residents will face, it must cope with its
vulnerability in other ways. These ways
should include physically fortifying its build-
ings and infrastructure to better withstand
windstorms and tidal surge, implementing
policies that do not encourage development
in high-risk areas, and improving the state’s
property insurance system to ensure that
risks are spread broadly to entities with the
financial strength to respond to disaster. On
that score, the state-run mechanisms that
were created to underwrite hurricane risk
are in severe trouble.

Citizens Property Insurance Corp. (Citi-
zens) is the state’s largest writer of property
insurance and the third largest underwriter
of property insurance in the country.*®
Although it maintains the facade of a private
sector insurer, including corporate structure
with a chief executive officer at the helm,
Citizens is actually an unusually powerful
government agency, exempt from most state

purchasing and hiring rules:

Because it is essential for this gov-
ernment entity to have the maximum
financial resources to pay claims following
a catastrophic hurricane, it is the intent
of the Legislature that Citizens Property
Insurance Corporation continue to be an
integral part of the state, that the income
of the corporation be exempt from federal
income taxation, and that interest on the
debt obligations issued by the corporation
be exempt from federal income taxation.*

Not only is Citizens sponsored by
Florida’s government, but it also has the
authority to impose a form of taxation on
nearly every insurance policy issued in the
state, potentially impacting citizens, busi-
nesses, and civic organizations statewide.
When Citizens runs a deficit of greater than
10 percent, it has the unilateral power to im-
pose assessments sufficient that “the entire
deficit shall be recovered through regular as-
sessments of . . . insurers [and] insureds.”*°
Citizens must first impose surcharges on its
own policyholders, but may subsequently
impose assessments on every property and
casualty insurance policy issued in the state
except for medical malpractice and workers’
compensation policies.

Citizens was chartered as an “insurer of
last resort,” open only to those property
owners who were legitimately unable to find
coverage in the private market. However,
former Gov. Charlie Crist’s 2007 insurance
reforms allowed Citizens to offer policies
to any Floridian who gets even a single
insurance quote more than 15 percent
greater than Citizens’ rates.* Additionally,
the 2007 legislation required Citizens to roll
back its premiums to 2006 levels and freeze
them there.

These changes transformed Citizens
from a residual market mechanism into an

“Citizens was
chartered as
an ‘insurer
of last resort,
open only to
those property
owners

who were
legitimately
unable to find
coverage in
the private
market.”
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active competitor in the property insurance
marketplace. It is a state-owned behemoth
with a number of unfair advantages. In fact,
a commission appointed to review Citizens
found the agency charged rates that would
be illegal for a private company to charge
because they were not actuarially sound.*

The result is that, as of mid-year 2011,
Citizens controls 22.2 percent of Florida’s
personal and commercial residential policies
in-force, with 27.6 percent of annualized
premiums written and 22.2 percent of the
state’s total structure exposure.* Through
mid-year, the agency was also adding new
policies at a faster clip than any private
insurer in the state.

With its imposing size and its power to
impose assessments to cover its own short-
falls, Citizens ultimately places Floridians
themselves on the hook for its hundreds
of billions of potential losses. This serious
threat to Florida taxpayers is heightened
by the extent to which Citizens relies on
another taxpayer-backed entity — the
Florida Hurricane Catastrophe Fund — to
provide most of its reinsurance support
following a catastrophe.

The Florida Hurricane Catastrophe Fund
(the Cat Fund) is a state-run reinsurance
corporation that is the largest provider of
reinsurance in Florida and one of the largest
in the world. Like private reinsurers, the Cat
Fund provides insurance to insurance com-
panies. When insurers’ total losses exceed
certain levels, the Cat Fund, like private
reinsurers, promises to cover a portion of
the risk. In return for these promises, the
Cat Fund collects premiums from insurers.

Unlike private reinsurers, the Cat Fund
does not actually keep on-hand the funds
necessary to pay most of its claims. Instead,
if it runs short on money, it has the authority
to issue bonds, which it repays by imposing

assessments on policies. All Floridians cur-
rently pay taxes that add about 1 percent
to their insurance policies to pay off the
Cat Fund’s debts from the 2004 and 2005
hurricane seasons. Roughly a third of the
Cat Fund’s total coverage goes to support
Florida Citizens.

Furthermore, while virtually all private
reinsurers of any size have an international
scope, the Cat Fund writes business only in
Florida. Where a private company would
balance the risk of hurricanes in Florida by
taking on, for example, medical malpractice
or workers’ comp risks, or the risk of
earthquakes in California or Japan, the Cat
Fund cannot. In sum, 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. This means that, even
assuming the Cat Fund has management
talent and investing opportunities equal to
those in the private sector, it must charge
higher rates than the private sector would if it
hopes to break even in the long run. Instead,
it charges substantially lower rates than the
private sector for comparable coverage.*

The result is that the Cat Fund, unless
reformed, will ultimately cost the state of
Florida a massive amount of money. As of
the end of 2011, the Cat Fund estimated it
would have about $7.17 billion on hand to
pay claims that could potentially top $18.39
billion.* Moreover, the Cat Fund’s advisors
estimate it would only be able to raise
about $8 billion in post-event bonds in the
12 months following a major storm, which
would leave the fund $3.22 billion short of
its funding obligations. As a result, business
and political interests throughout the state
have begun to raise significant concerns
about the “hurricane taxes” that could be
imposed following a major storm.*



To address those concerns, the 2009 Leg-
islature approved laws that slowly reduced
the size of the hurricane catastrophe fund
(HB 1495). The following year, the 2010 Leg-
islature passed another package of reforms
with overwhelming bipartisan majorities and
with the support of the state’s Office of Insur-
ance Regulation and Office of the Insurance
Consumer Advocate. This legislation would
have reduced the size of Citizens, improved
the stability of Florida’s struggling primary
insurance market, and brought more private
insurance capacity into the state.*” However,
Governor Crist vetoed the 2010 legislation. In
2011, legislation that would have reduced the
size of the Cat Fund, shrunk Citizens, and
introduced new “consumer choice” provi-
sions failed to advance to Governor Scott’s
desk for his signature.

As the Florida Legislature was head-
ing into its 2012 session, polling by the
American Consumer Institute finds that 70
percent of Floridians surveyed said they
feared potential assessments of hundreds or
even thousands of dollars should the fund
be unable to make good on its obligations
in the wake of a major storm.*® Moreover,
55 percent of the 805 consumers surveyed
said they would be willing to pay $15 more
per month for coverage if it made the Cat
Fund financially sound.

Legislation to gradually scale down the
Cat Fund (H.B. 833) has been introduced
in the Florida House of Representatives,
based closely on recommendations from
the Cat Fund’s chief operating officer.*
Meanwhile, the Citizens Property Insurance
Board of Governors has voted to adopt a
set of 2012 legislative goals that include
supporting legislation to further depopulate
Citizens, although the board simultaneously
expressed opposition to the proposed Cat
Fund reforms.*

Property Insurance

Recommendations:

Although the following recommendations
do draw on ideas that have been proposed
before, none of them is identical to those
proposed in recent years. The proposals
consist of three major recommendations:

e Goal 1: Retain the Cat Fund as a
self-financing “last resort” buffer
for Katrina-sized events, but shrink
it to remove the dangers it poses to
state taxpayers.

¢ Goal 2: Pursue a much more aggres-
sive depopulation of Citizens by
granting it greater freedom to raise
rates and to deny or non-renew
policyholders

¢ Goal 3: Make Florida the most
hurricane-safe state in the nation
through vigorous private and pub-
lic mitigation efforts.
An explanation of each of these goals
follows, and a series of conclusions sums
up the paper.

Goal 1: Retain the Cat Fund as a buffer
for Katrina-style events, but shrink it to
remove the dangers it poses to the state.

The Florida Hurricane Catastrophe Fund
is Florida’s largest reinsurer. All insurers
selling residential property insurance in
Florida are required to buy some coverage
from the Cat Fund.” Currently, the Cat Fund
has roughly $7.17 billion of cash on hand to
pay claims that could potentially top $18.39
billion. The Cat Fund consists of a “manda-
tory” coverage layer of $17 billion, which
attaches following a $7 billion retention of
loss by the industry and is mandatory for
all insurers doing business in Florida, and
a Temporary Increase in Coverage Limits

(43
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(TICL) layer that offers optional coverage
to companies that want it for losses above
this amount.

A massive payout from the Cat Fund could
require the state to issue more bonds than
any other state has ever issued all at one time.
If this were necessary, Florida would likely
have to either default on its obligations or
seek a bailout from the federal government.
Furthermore, significant doubts exist con-
cerning the independence and accuracy of
the estimates of the Cat Fund’s ability to pay
claims. The Cat Fund’s authorizing statute
does not require it to meet claim obligations
in excess of its resources, and even the fund’s
own financial advisors project that it could
fall billions short of those obligations. In that
case, the Cat Fund’s annual report’s attesta-
tions of the fund’s solvency would prove
cold comfort to the primary insurers and
underlying policyholders who are required
to rely on its promises.

While some in the insurance and rein-
surance industry might desire complete
abolition of the fund, this would be unwise
in the short term. Rather than acting hastily,
the Legislature should retain the Cat Fund
as a buffer against the worst events while
simultaneously working to eliminate its risk
to Florida taxpayers.

Recommendation 1A:
Eliminate the Temporary Increase in
Coverage Limits (TICL) in 2012.

As explained above, the Cat Fund cur-
rently includes a Temporary Increase in
Coverage Limits (TICL), an optional layer
of coverage for losses above and beyond
those covered by the mandatory layer of
coverage. Only a tiny fraction of insurers
eligible to purchase TICL coverage did so
in 2011, and its costs have increasingly
converged with coverage offered in the

private reinsurance sector. The Cat Fund’s
projected funding shortfall suggests it would
not pay TICL claims, and positioning itself to
do so would require imposing massive new
taxes on Florida residents. Most insurers do
not want the TICL layer, and its continued
existence does not appear to serve any
public interest. Eliminating the TICL layer
immediately would have little or no impact
on private market reinsurance rates and,
if anything, might actually lower them by
increasing competition in the reinsurance
market and encouraging market participants
to allocate capital to Florida. Getting rid of
TICL will give legislators an opportunity to
save taxpayers from its potential liabilities
and, unlike other changes, would not do
anything to increase the price of insurance.

Recommendation 1B:
Gradually reduce the size of mandatory
Cat Fund layers starting in 2012.

An all-out abolition of the Cat Fund,
which many in the insurance and reinsur-
ance industries desire, could cause short-
term price shocks for many consumers. To
insulate consumers from rapidly rising rates
and give private markets time to develop
new capital structures, while better protect-
ing Florida’s taxpayers, the state should
steer a middle course of gradual reduction
that will leave the Cat Fund as a safety net
against the worst hurricanes. There’s no
single magic formula for reducing the size of
the Cat Fund, and no single number should
be considered an ideal size.

A reasonable plan to shrink the Cat
Fund, however, should include a specific
schedule to shrink the fund’s size, increase
private insurers’ retention, and strengthen
the fund’s claims-paying capacity so that
it can meet its obligations, especially if the
state experiences more than one storm in a



one- or two-year period - as it did in 2004-
05. The ultimate goal should be a stronger,
more resilient Cat Fund roughly equivalent
in size to the Cat Fund’s current cash-on-
hand of $7.17 billion. This amount reflects
the cash build up over the last six years,
which were unusually storm-free and during
which the Cat Fund also collected surplus
premiums from the TICL coverage layer.

To secure the Cat Fund for the future,
therefore, the Legislature should develop a
plan that raises the statutory ceiling of its
mandatory coverage layer. The proposal
put forth in H.B. 833 would see the statu-
tory ceiling gradually lowered from the
current $17 billion to $12 billion in the
contract year that would start in June
2015. While that would mark a significant
improvement, it would still leave the fund
heavily reliant on post-event bonding
to fund potential claims. Since Florida’s
lucky streak of six consecutive storm-free
hurricane seasons is unlikely to continue
indefinitely, there can be no assurance
that the $7.17 billion of cash-on-hand the
fund currently enjoys will not be depleted
in the interim

Ideally, reforms to the Cat Fund would
shrink the statutory ceiling of the fund’s
mandatory coverage layer to $7 billion, $170
million less than the fund’s current cash
on-hand. This could be accomplished by
lowering the ceiling by $2.5 billion in each

of the next four contract years, beginning in
June 2012. Table 5 compares this schedule
with the one suggested in H.B. 833, which
was based on a plan put forward by Jack
Nicholson, chief operating officer of the
Cat Fund:

By acting during the 2012 legislative
session, the state would provide affected
parties ample time to plan for the first leg
of reforms, which would be expected to
have the greatest impact. This plan would,
over time, increase the size of the total
catastrophe that Florida could sustain while
simultaneously reducing the risk the fund
poses to taxpayers.

Recommendation 1C:
Gradually increase the insurance
industry’s retention and copayments
starting in 2012.

As the Cat Fund is currently structured,
payments only trigger following an event that
causes at least $7.639 billion in total insured
property loss. This is known as the industry’s
retention. Under H.B. 833, the industry
retention would be raised to $8 billion (where
it would have been if the retention had not
been reset following the storms seasons of
2004 and 2005) and would automatically
adjust upward based on the growth of total
insured property values.

Property insurers with reinsurance
coverage from the Cat Fund also participate

Table 5: Proposals for Cat Fund Reduction

H.B. 833 Proposals

Heartland/JMI Proposed Reforms

2012 $17 Dbillion $14.5 billion
2013 $15.5 billion $12 Dbillion
2014 $14 Dbillion $ 9.5 billion
2015 $12 billion $ 7 billion

“This plan
would, over
time, increase
the size of
the total
catastrophe
that Florida
could

sustain while
simultaneously
reducing

the risk the
fund poses to
taxpayers.”
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in losses above that threshold through co-
payments. The level of co-payment depends
on the coverage level purchased by the
insurer. For each of the coverage types offered
by the Cat Fund (commercial, residential,
mobile home, tenants, and condominium
unit owners) there are three levels of cover-
age: 45 percent, 75 percent, and 90 percent.>
Altogether, participating insurer co-payments
are estimated to be $1.815 billion for the
2011-2012 contract year.

The plan put forward by Cat Fund chief
Jack Nicholson would increase participating
insurer copayments in the maximum cover-
age level from 10 percent to 25 percent over
three years, after which point the 75 percent
coverage level would become the new maxi-
mum coverage.>® While this is, likewise, a
good start, it does not go far enough or
quickly enough, and it only addresses the
maximum coverage level while leaving the
other two coverage levels untouched.

Where the Nicholson and H.B. 833 plans
would increase participating insurer copay-
ments at the maximum coverage level by
five percentage points each year from 2013
through 2015, a better approach would
increase the copayments at each of the three
coverage levels by ten percentage points
annually over that three-year period. As a
result, the cat fund’s coverage levels would
be 90 percent, 75 percent and 45 percent in
2012; 80 percent, 65 percent and 35 percent
in 2013; 70 percent, 55 percent and 25
percent in 2014; and, finally, 60 percent, 45
percent and 15 percent in 2015.

Thus, the industry retention should
be increased more rapidly, to $9 billion
in 2012 and by $1 billion annually from
2013 through 2015, when it will reach $12
billion. Together, the gradual increases in
private insurance industry retention and
copayments should aid in the goal of reduc-

ing the size of the Cat Fund’s mandatory
coverage layer by $10 billion over the next
four years.

Recommendation 1D:
Require the Cat Fund to have cash or risk-
transfer instruments recognized in the
private sector as sufficient to repay debt.

After Florida’s unexpected interlude of
six storm-free years, the Cat Fund currently
has a relatively large amount of cash on
hand. However, even this amount falls well
short of the Cat Fund’s potential obligations,
and even one medium-sized storm could
wipe this out entirely and leave the state
with nothing to deal with a subsequent
event, as it did in 2004 and 2005. The Cat
Fund, like a private reinsurer, should be a
self-sustaining entity that does not pose any
risk to taxpayers and over time, might even
be sold to a private insurer or reinsurer to
reap a benefit for Florida taxpayers. The Cat
Fund should be required by 2016 to have a
combination of cash and true risk-transfer
instruments such as reinsurance catastrophe
bonds or swaps that protect against its
payouts for, at minimum, a 50-year probable
maximum loss (PML).>*

Goal 2: Pursue much more aggressive
depopulation of Citizens by granting it
greater freedom to raise rates and to deny
or non-renew policyholders.

The size and scope of the Citizens
Property Insurance Corp. poses a risk to
taxpayers, decreases the market for private
property insurance, and results in many
Floridians paying more than necessary for
property insurance. Because Citizens is the
largest property insurer in Florida, if it were
eliminated immediately, some property
owners would find it difficult or impossible
to acquire affordable coverage. It should be



expected to take some time before private
insurers will be willing to write coverage
everywhere that Citizens currently does.
Rather than an abrupt end for Citizens,
Florida should adopt efforts similar to those
pursued in Louisiana — the only state to
suffer even more hurricane damage than
Florida thus far in the 21st Century — and
should work to “depopulate” Citizens.5

Louisiana Citizens Property Insurance
Corp., which has a similar corporate struc-
ture to Florida’s Citizens, has shrunk by
roughly 40 percent from its post-Hurricane
Katrina high of 174,000 policies by allow-
ing private insurers to take out groups of
policies, sometimes with small government
subsidies, and to charge market rates.*
While Florida has had a superficially similar
depopulation program in place over the past
six years, it has not worked, with a large
number of “depopulated” policies ending
up back in Citizens. Louisiana law grants
the state’s insurance commissioner much
broader authority to direct depopulation ef-
forts than would be possible in Florida, but
the basic structure of Louisiana’s depopula-
tion efforts can and should be replicated.
That structure would equip regulators and
Citizens management with a “toolbox” of
options to achieve that goal.

Recommendation 2A:

Give regulators and Citizens
management a “toolbox” of options
to depopulate Citizens, without
destabilizing Florida’s overall property
insurance market.

Simply mandating a reduction in Citi-
zens’ size will not, by itself, remedy the
situation that led to its growth, and prior
efforts to implement abrupt changes in
the size and scope of Citizens and other
residual market mechanisms have either

proven unsuccessful or have produced
politically unpalatable price increases. The
Legislature and Governor must exercise
leadership and oversight over the process
of depopulating Citizens but should not
actually micromanage the specifics of the
depopulation process.

Instead, the Legislature should equip
Citizens’ management and the Office of
Insurance Regulation with a “toolbox” that
allows them to adjust policies to achieve
the broad goals that the Legislature sets
out. This “toolbox” would include granting
Citizens’ management greater flexibility to
shrink its own market position and relaxing
state control of property insurance rates to
entice more private insurers to compete for
business in Florida.

Citizens’ Board of Governors already
has put forward a set of 31 non-legislative
proposals to reduce its book of 1.5 million
policyholders and $500 billion in exposure.
Those include capping coverage at $1
million, raising its sinkhole deductible to
10 percent, and lowering personal liability
coverage by two-thirds to $100,000. But
in order to move even more aggressively,
legislation will be needed.

Current state law allows Citizens to serve
as a de facto price control mechanism for the
entire market by allowing Florida consumers
to buy Citizens policies if they receive even
one price quote that is more than 15 percent
above Citizens’ rates. But Citizens’ manage-
ment should be given greater authority to
limit who can participate in Citizens. This
could include requiring that insurance
agents and brokers wanting to place policies
in Citizens to obtain multiple quotes from
other companies before doing business
with Citizens, excluding policyholders who
receive competitive quotes from surplus
lines carriers, or non-renewing policyhold-

“Simply
mandating a
reduction in
Citizens’ size
will not, by
itself, remedy
the situation
that led to its
growth...”
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ers who receive competitive quotes after
they already are enrolled in Citizens.

Current state law places most property
insurance rates under a prior approval sys-
tem that requires insurers to get specific
approval from regulators before instituting
arate change. Without ditching this system
altogether, which may still make sense for
very large proposed increases or decreases,
greater flexibility should be granted to allow
insurance rates to be decided by market
forces rather than government regulation.
To prevent severe price shocks and focus
Citizens on its depopulation goals, the
Legislature should relax prior approval
rules where rate increases would aid de-
population goals. This will allow for orderly,
predictable changes to insurance rates that
do not cause undue hardship for Floridians.

Citizens itself also should be granted
greater flexibility to raise rates. Current law
caps Citizens’ residential policy increases at
10 percent a year. The agency’s board has
requested the cap be increased and also that
it be able to enact even larger rate increases
to reflect increased reinsurance costs. Both
requests are very reasonable, and the latter
will be absolutely essential as coverage
from the Cat Fund shrinks and becomes
more expensive. Currently, $6.6 billion of
Citizens’ $16.7 billion in total claims-paying
capacity is from reinsurance it holds with
the Cat Fund.

A “toolbox” approach, as opposed to
legislative tinkering with the specifics of
Citizens operations, would allow for more
fine-tuning of depopulation strategy, open-
ing the process to more public input through
the existing rulemaking process. Fine-tuning
is important because it is difficult to know
in advance the full consequences of any
given regulatory change. Freeing itself
from the minutiae of the program’s specific

administrative details also would give the
Legislature and its committees more time to
perform “big picture” oversight of the state’s
insurance markets.

Recommendation 2B:

Apply stringent standards of
ethics and transparency to
Citizens and the Cat Fund.

Many of the private companies that might
otherwise write insurance in Florida are
concerned about the stability and claims-
paying resources of Citizens and the Cat
Fund. Further complicating matters, the Cat
Fund currently does not have an obligation
to pay out claims if it does not have the
funds to do so, and the State of Florida is
specifically insulated from lawsuits should
the fund run out of money.

While an outside, non-governmental
firm provides financial and other advice
to the Cat Fund and Citizens, the firm that
conducts them operates under conditions
that could give rise to questions or conflicts
of interest. For example, in addition to the
Cat Fund, the firm represents Citizens, the
Cat Fund’s largest client, in effect, offering
advice to both sides of one of the state’s
largest financial transactions. Moreover, it is
not clear that this firm would be precluded
from profiting from the mammoth bond
issues that the Cat Fund and Citizens
could make. While there is no evidence of
misconduct — or even public accusations
of it — the current situation, nonetheless,
makes many private market firms nervous
about trusting the Cat Fund’s estimates.

To eliminate the appearance of a conflict
of interest, the State Board of Administration
should require Citizens and the Cat Fund
to have separate advisors and auditors.
It should conduct a transparent selection
process that includes public Requests for



Proposals (RFPs) and bidding processes.
The advisors selected should be excluded
from remuneration from any financing the
entities might engage and should be subject
to a “blackout” requirement precluding
them from doing related business for at
least three years after the completion of its
current year assignment.

Goal 3: Harden Florida’s built environ-
ment against hurricanes; end subsidies for
development in hurricane-prone areas.

Florida’s rapid growth and the funda-
mental factors of its geography have left
the state exceedingly vulnerable to dam-
age from major storms. To mitigate these
risks, the state must do more to harden its
built environment — houses, businesses,
and public infrastructure — against such
damage. No single policy or group of
policies can ever make Florida entirely
safe. Florida’s existing laws, including its
building standards for new construction,
already set very high standards, although
their enforcement has been questioned.
When and if the state is flush with cash
at some point in the future, it may wish to
consider significant efforts to retrofit public
infrastructure and even the private property
of low-income residents to be more resis-
tant to storm damage. However, given the
state government’s current fiscal situation,
an ambitious and costly mitigation agenda
is likely not practical in 2012 just as it was
not practical in the past.

Even so, the state can and should take
meaningful steps in the direction of making
itself safer. Little or no additional revenues
would be required to pursue such goals as
withdrawing subsidies for future develop-
ment in the most hurricane-prone areas of
the state, restoring the state’s hurricane
mitigation sales tax holiday, seeking greater

flexibility to use existing federal grants for
mitigation, and exploring whether human
activity is to blame for the recent upsurge
in Florida’s sinkhole claims.

Recommendation 3A:
Prohibit Citizens from covering
structures in coastal area.

As long as they are not violating the
rights of others, private landowners should
not face any restrictions on the use of their
own land. However, Florida’s government
has no obligation to assist in the unwise
development of new areas that are very
likely to face severe hurricane damage.

As Florida is the most low-lying state in
the country, most areas of the state face
some risk of hurricane damage.*® But in the
most vulnerable wetlands areas, the state
should restrict using public funds to develop
or subsidize development. Such a policy
would prohibit the state and localities from
providing any real-estate related service to
people who developed the area unless the
service was provided to everyone else in
the state. The state would bar itself from
building roads over wetlands at below aver-
age elevations, building public buildings or
leasing space in such vulnerable areas.

Those changes might seem extreme, but
there is one simple change that could be
made in the 2012 legislative session that
would go a long way toward ending these
harmful subsidies: Prohibit Citizens from
covering any structures built after June
2012 in areas that lie seaward of the state-
designated Coastal Construction Control
Line, as well as those designated under the
federal Coastal Barriers Resources Act.

The current practice of allowing Citizens
to provide both builders’ risk and property
insurance serves to encourage development
in these environmentally-sensitive areas,

“Florida’s
government has
no obligation
to assist in

the unwise
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new areas that
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to face severe
hurricane
damage.”
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which not only face great hurricane risk,
but also serve to form natural buffers that
mitigate the damage tropical storms do
farther inland.

Language that would have barred Citi-
zens from offering coverage in sensitive
wetlands areas was attached by the bill’s
sponsor, Sen. Alan Hays, to Citizens reform
legislation (S.B. 1714) that cleared the state
Senate Banking and Insurance in March
2011. The entire measure, however, died in
the Senate Budget Committee without ever
reaching a floor vote.

The 2012 session is an appropriate
time to revive Hays’ proposal, which had
significant support from taxpayer, insur-
ance, and environmental groups. It could
even be expanded to cover the Cat Fund as
well, requiring private insurers to purchase
entirely private reinsurance should they
wish to write coverage in these areas.

Recommendation 3B:
Create a one-week hurricane mitigation
sales tax holiday and use it as an
opportunity to promote mitigation.
Most of Florida’s insufficiently secured
structures are privately owned and, as
such, their owners must take primary
responsibility for securing them against hur-
ricanes. Between 2005 and 2007, Florida had
“mitigation sales-tax holidays” — periods
during which the state briefly suspended
its sales and use taxes on items ranging
from flashlight batteries to roof tie downs.
In 2008, however, the Legislature eliminated
the practice, citing budget problems.*
Since then, Virginia and Louisiana have
adopted similar holidays, and the American
Legislative Exchange Council has proposed
a national model law setting up a hurricane
mitigation preparedness week right before
the June 1 official beginning of hurricane

season.®® ALEC’s model legislation also
suggests convening a mitigation advisory
committee similar to Florida’s My Safe
Florida Home Advisory Committee and,
to the extent practical, scheduling public
activities to promote hurricane mitigation
during the same week the sales tax holiday
takes place.

A mitigation sales tax holiday would
have minimal cost, and some evidence from
Virginia’s holiday, the basis for the ALEC
model law, indicates that it may actually in-
crease sales tax revenue, although Florida’s
previous holiday was estimated to result in
a $3 million reduction in revenues. It would
nonetheless encourage individuals to take
more responsibility for their own property
and, by creating a degree of public attention
to the issue, would encourage retailers to
offer additional specials and discounts.

Florida should adopt its own version of
the ALEC sales tax holiday model legislation
and encourage its residents to do more to
secure their own homes, businesses, and
communities against nature’s worst.

Recommendation 3C:

Seek additional flexibility in using
federal funds to provide for mitigation.

Between 2006 and 2008, Florida ran
a state-supported mitigation program
called My Safe Florida Home. Despite
overwhelming support from players in the
insurance debate, Gov. Charlie Crist ended
the program in 2008 by leaving it out of
his budget. The program provided limited
help to Floridians to retrofit their houses
against serious hurricanes by installing
roof tie-downs, storm shutters, and other
devices that made their homes safer and
more resilient. Over the long term, such
mitigation is the key to allowing people to
continue living in high-risk, storm-prone



areas, and to restoring a free market for
insurance in Florida. The state could restart
this process by asking for more flexibility
to use federal funds it already receives and
prioritizing their use for mitigation.

Florida’s executive branch could begin by
seeking permission to use the Community
Development Block Grant (CDBG) Program
— a “catch all” federal program that already
is used to pay for property renovations in
certain cases — to do mitigation retrofits.
In smaller jurisdictions where the state
administers CDBG funds, this permission
alone could be used to establish some sort
of mitigation program. In jurisdictions of
greater than 100,000, which control their
own CDBG money, the Legislature should
similarly encourage them to start mitigation
programs of their own and, where possible,
work to consolidate expertise and purchas-
ing to stretch dollars further.

Provided it actually receives a budget
allocation in 2012 — and it may not —
Florida should also seek permission to use
funds from the Department of Energy’s
Weatherization Assistance Program, whose
funding formulas have traditionally favored
cold weather states, to pay for items such
as roof tie-downs that save energy and also
have the dual use of making a home more
hurricane resistant. Because both hurricane
resistance and energy efficiency measures
have the consequence of “sealing the
envelope” of a home against the elements,
many mitigation measures will save energy,
and vice versa.

Such tweaks of federal programs are
hardly likely to make a significant dent in
Florida’s mitigation needs. But mitigation
remains an urgent need for Florida, and as
long as federal money flows toward Florida,
the state should spend it in the ways that
most benefit its citizens and communities.

Recommendation 3D:
Create a special commission to study
the extent to which Florida’s sinkhole
problem results from human activity.

Sinkholes occur in Florida when an area
in the Earth’s surface subsides as a result of
the dissolution of calcium carbonate rock -
the “limestone” layer that underlies much
of Florida. Sinkholes emerged as a major
issue for many Floridians in 2010. During the
2011 legislative session, the problems were
addressed in significant legislation that was
signed by Gov. Rick Scott.® What remains
unclear is the extent to which the legislation
will tamp down on sinkhole-related insur-
ance claims, which have increased 1,200
percent in Florida since 1999.%

The most significant questions center
around anecdotal evidence suggesting
certain land-use practices — particularly
heavy withdrawals of well water to irrigate
certain crops — may exacerbate sinkhole
problems.® Thus far, little attention has
been devoted to how, where, and/or if
human activity actually impacts the preva-
lence of sinkholes in Florida. If research
determines that there is a causal relationship
between particular human activities and the
occurrence of sinkholes, then people who
undertake those activities should be liable
for damages that result.

To weigh the scientific evidence with
regard to this issue, the Legislature should
convene a commission of geological and
hydrological experts, with members selected
by majority and minority parties as well as
by the state’s leading universities. The com-
mission should be tasked with determining
if, when, and/or how human activity might
be a factor in the occurrence of sinkholes.
If the commission determines that human
activity is indeed a factor, it should also
recommend what measures might be

“Because both
hurricane
resistance
and energy
efficiency
measures
have the
consequerice
of ‘sealing the
envelope’ of a
home against
the elements,
many
mitigation
measures will
save energy,
and vice
versa.”
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undertaken to minimize sinkholes and
possibly to hold responsible those whose
land-use practices are found to be a factor
in causing sinkholes. This commission
should be asked to report no later than the
fall of 2012 in order to give the Legislature
time to consider its recommendations and,
if feasible, undertake steps to discourage
human activity that results in the creation
of sinkholes.

Conclusion: Property Insurance

The 2012 legislative session offers Florida’s
lawmakers an enormous opportunity. While
they cannot solve all of the insurance-related
problems that face Florida, they can make
a very real dent in some of them. Property
insurance reforms should be near the top of
the list of priorities. A sensible, evenhanded
approach that recognizes a role for govern-
ment but trusts the market to solve many
problems would work best and bring the
greatest benefits to Florida’s residents. In par-
ticular, the Legislature should act to shrink
the Florida Citizens Property Insurance
Corporation, reduce the size of the Hurricane
Catastrophe Fund, and promote property
mitigation throughout the state. Doing these
things can save money and secure Florida
against the risk that a natural catastrophe
could also become a fiscal catastrophe for
the state and its residents.

General Conclusion: Florida's
Insurance Marketplace

Florida’s markets for vehicle insurance
and property insurance both face very
significant challenges. If the Legislature
does not reform vehicle insurance, it will
run the risk of seeing vehicle insurers leave
the state. If it does not reform property

insurance, it will run the risk of an all-out
fiscal catastrophe.

Even with limited time and the need
to approve a redistricting plan, Florida
cannot afford a repeat of the 2011 legisla-
tive session, which saw failure of nearly
all insurance reform bills. Nothing has
improved in the past year; indeed, many
aspects of the insurance environment have
gotten worse. The time for new laws and
new policies is now. Florida cannot afford
to wait any longer. The risks to the state and
its population are simply too great.
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