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Federal Flood Insurance: The Repetitive Loss Problem

Summary

Historically, flooding has been the most common natural disaster in the United
States, costing morein property damagesthan any other natural disaster. Inresponse
to thetrend of building homesand businessesin flood-prone areasand theincreasing
cost of damages caused by floods, Congress created the National Flood Insurance
Program (NFIP) in 1968. The object wasto reduce future flood losses through flood
hazard identification, floodplain management (i.e., land use controls and building
codes), and insurance protection. NFIP coverage is available to all owners and
occupants of insurable property in a participating community.

Two flood insurance-related policy issues stand out in the 109" Congress. The
first issue is the high and continuing cost of paying for repetitively flooded
properties, and clarifying congressional intent with respect to restoring flood victims
to pre-flood conditions. The problem with repetitive loss properties (RLPs) is that
the vast mgjority of these older, generally less-safe properties were “ grandfathered”
into the NFIPwhen the program was created, and these properties have been repaired
multiple times with subsidized flood insurance claim payments. Owners of RLPs
pay less than the full actuaria risk rates. Congress started looking at the RLP
problem (and other matters) several years before the National Flood Insurance
Reform Act of 1994. The Flood Mitigation Assistance (FMA) Program was
authorized as Section 1266 in 1994, and haslargely been used to mitigate RLPs. The
Bunning-Bereuter-Blumenauer Flood Insurance Reform Act of 2004 (P.L. 108-264),
signed into law on June 30, 2004, doubled the authorization for that program but did
not changeitsfocus, despite some adjustment of priorities. The 2004 Act also added
two new programsthat are focused on RLPs— the Pilot Program and the Individual
Property program. Although the statute authorized $40 million a year for the Pilot
program, subject to annual appropriations, the Administration’ s budget request for
FY 2006 did not include funding. Legidlation to appropriate the funds (H.R. 2360)
is pending.

The second issue, which involves the adequacy of payments and the clarity of
policies and procedures for filing and adjusting flood insurance claims after
Hurricane Isabel in September 2003, was initially addressed by provisions in the
2004 act that made some programmatic changes to the NFIP and required several
studies and reports.

This report traces the evolution of the NFIP and provides background
information on the program. Thisisfollowed by a brief discussion of the problem
of repetitively flooded propertiesand the mitigation program administered by FEMA.
A summary of the maor provisions in the Bunning-Bereuter-Blumenauer Flood
Insurance Reform Act of 2004 is included. The report does not examine other
important NFIP-related issues involving coastal erosion, the Coastal Barriers
Resources System, market penetration, lender compliance, and NFIP financial
conditions and managing systems.

This report will be updated to reflect significant |legislative action.
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Federal Flood Insurance:
The Repetitive Loss Problem

Introduction

Flooding in the United States is a recurring event, and the severity of flooding
varies from year to year and from location to location. Historically, floods have
caused more economic | ossto the nation than any other natural hazard.* Almost 90%
of al declared disastersinclude aflooding component.? Flood-rel ated property losses
have risen to $6 billion a year, from approximately $3.3 billion in the mid-1980s.’
Combating the devastating effects of flooding has become a national priority
involving flood hazard identification, the purchase of federally-subsidized flood
insurance by homeowners, renters, and business owners, and state and local land-use
controls designed to minimize flood loss and guide development away from flood-
prone areas. In 1968, through enactment of the National Flood Insurance Act,*
Congress established a comprehensive risk management program to: (1) reduce
suffering and economic losses dueto floods through the purchase of flood insurance;
(2) promote state and local land-use control sto guide devel opment away from flood-
prone areas; and (3) reduce federal expenditures for disaster assistance and flood
control.

This report provides an overview of the National Flood Insurance Program.
Also examined arethe problems surrounding the settlement of claimsstemming from
Hurricanelsabel in 2003 and recently enacted flood insurance reform |l egidlation that
addressed the repetitive loss issue.

Congressional Interest in Flood Insurance

Congressional interest in U.S. flood control policy (flood hazard mitigation and
insurance) began in the late 19" century when extreme floods along the Mississi ppi
River basin during the 1850s, 60s, and 70s caused calamitous socio-economic and
human losses. This situation led Congress in 1879 to create the Mississippi River

1 U.S. Genera Accounting Office, Challenges Facing the National Flood Insurance
Program, GAO Report GAO-03-606T (Washington: April 1, 2003), p. 16.

2 Jeff D. Opdyke, “Underwater, With No Insurance; U.S. Pushes Homeowners to Expand
Flood Coverage in Wake of Recent Storms,” Wall Street Journal, November 16, 2004, p.
D2.

% Alex Frangos, “U.S. Launching a Massive Effort to Redraw Nation’s Flood Maps.” Wall
Street Journal, September 19, 2003, P. Al

*P.L. 90-448, 82 Stat 573.
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Commission (1879-1928)° to oversee the devel opment of alevee system that would
confine the river’s natural flow. For ailmost 50 years, this seven-member advisory
board pursued a strategy for regulating the Mississippi River. Asthelevee system
neared completion in 1927, amassive flood overwhelmed the flood control project,
damaging the reputation of the commission. While the levee system failed, the
commitment to solve the flood problem solidified. The Flood Control Act of 1936°
launched a national program of structural flood control works. Together, the
establishment of the commissionin 1879 and the 1936 act highlighted a60-plusyear
period when the federal government dealt with the threat of flooding in two basic
ways: structural flood controls on rivers and shorelines (e.g., dams and levees), and
post-disaster assistance for flood victims.

By the 1950s, however, it had become clear to Congress that these approaches
left much to be desired. Public works were not always effective in the long run,
whileprivate construction continued in vulnerable areas. Legidativerelief payments
were problematic because they were unpredi ctable and necessitated bargaining after
each major natural disaster. Pre-funding via insurance began to look like an
attractive alternative to flood control or federal disaster assistance. Flood insurance
coverage was Virtually unavailable from the private insurance markets, however,
because insurers could not profitably sell coverage at an affordable price due to the
catastrophic nature of flooding and insurers’ inability to develop actuarial rates that
reflected the flood hazard risk.’

The earliest effort to formulate a viable federal flood insurance program dates
back to 1951 when President Truman requested congressional appropriations for a
national system of flood disaster insurance.? Congress did not approve that request.
Subsequently, however, in 1955 and 1956 the Senate Committee on Banking and
Currency undertook an extensive study of the feasibility of creating afederal disaster
insurance program.® On the basis of that study, Congress passed the Federal Flood
Insurance Act of 1956 to establish afive-year, $3 billion federal floodinsuranceand
reinsurance program to be administered by the Housing and Home Finance Agency.
The Federal Flood Indemnity Administration was created within the agency to
perform the tasks authorized in the 1956 act. The 1956 act called for subsidized
insurance rates and policies marketed by private insurance companies. This first
flood insurance program, however, was short-lived. Not asingle policy waswritten

® Mississippi River Commission Act of 1879, 46" Cong., 1% sess., June 28, 1879, Chapter
43 (37-38).

® 49 Stat. 1570.

" During the late 1920s several dozen fireinsurers sold flood insurance, but due to extreme
riverine flood disasters during 1927 and 1928 in nearly all parts of the United States, al of
these insurers withdrew from the market. From the late 1920s until today, flood insurance
has not been considered profitable.

& Howard Kunreuther and Douglas C. Dacy, The Economics of Natural Disasters (New
York: The Free Press, 1969), p. 259.

°U.S. Senate Committee on Banking and Currency, “ Federal Disaster Insurance Report of
the Senate Committee on Banking and Currency,” U.S Senate Staff Sudy, January 1956.

0P| . 84-1016; 70 Stat. 1078.
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because— perhapspartially in responseto asignificant downturn in the economy —
Congress did not appropriate any funds.** Consequently, the agency ceased to exist.
Congressional concerns focused on the lack of atechnical study to determine the
costs of starting afederal program for flood insurance.*?

A series of natural disasters in the early to mid-1960s triggered a renewed
interest in Congressto create a comprehensive system of federal disaster insurance.
That interest began to moveforward when Congress enacted the Southeast Hurricane
Disaster Relief Act of 1965.° Primarily because of Hurricane Betsy and other
hurricanes that devastated the South in 1963 and 1964, and heavy flooding on the
upper Mississippi River in 1965, Section 5 of that act directed the Secretary of
Housing and Urban Development (HUD) to undertake a nine-month study of the
feasibility of alternative methodsfor providing assi stanceto those suffering property
losses in floods, and other natural disasters.

A 1966 HUD feasibility study of aflood insurance program, entitled “ Insurance
and Other Programs for Financial Assistance to Flood Victims,” was submitted by
President Lyndon Johnson to the Senate Committee on Banking and Currency.* The
study concluded that flood insurance was both feasible and could promote the public
interest, although the rates in certain flood-prone areas could be extremely high.™
After an analysis of alternative ways of helping flood victims, the HUD study
recommended providing a federal subsidy to existing occupants in high-risk flood
areas. Asaway to discourage further devel opment in hazard-prone areas, the HUD
study also suggested that the subsidy not be given to persons who proposed to
construct new homes in areas subjected to flood hazard risks. In essence, once
actuarial rateshad been determined for agiven area, no new flood insurance coverage
could be provided unless the community adopted and enforced permanent land-use
control ordinances, according to the study. In addition, the study asserted that
subsidies to some existing occupants of flood-prone areas should be viewed as part

1 Kunreuther and Dacy, 260.
2 1phid.
13pL.89-339; 79 Stat. 1310.

14 U.S. Senate, Committee on Banking and Currency, Insurance and Other Programs for
Financial Assistance to Flood Victims: A Report from the Secretary of the Department of
Housing and Urban Devel opment to the President, as Required by they Southeast Hurricane
Disaster Relief Act of 1965 (Public Law 89-339, 89" Congress, H.R. 11539, November 8,
1965), 89" Congress, 2™ Sess., Sep.1966 (Washington: GPO, 1966).

> On August 10, 1966, President L yndon Johnson al so submitted apresidential special task
force report to the Speaker of the House of Representativesthat examined waysthe federal
government could decrease flood losses without spending heavily on flood controls. Like
the HUD study published that same month, the task force report concluded that a national
program of flood insurance should beimplemented and anintegrated program beestablished
tomitigatelosses. Thereport warned, however, that an insurance program could aggravate
rather than reduce devel opment of the nation’ sfloodplains, and estimated that subsidiesfor
existing high-risk properties would be required for approximately 25 years. See,
Communication fromthe President of the United Sates, Transmittal of A Report by the Task
Force on Federal Flood Control Policy: A Unified National Programfor Managing Flood
Losses, 89" Congress, 2d Session, House Document No. 465, August 10, 1966.



CRSA4

of an overall program of land-use management designed to reduce the exposure to
flood hazard risks.*®

The recommendations from the HUD feasibility study led Congressto passthe
National Flood Insurance Act of 1968," which authorized the creation of the
National Flood Insurance Program (NFIP). The NFIP incorporated most of the
recommendations of the 1966 HUD feasibility study. It was expected that managing
flood hazard risk through insurance would greatly reduce the reliance on federal
disaster relief assistance. Property and business owners would in effect pre-fund
their own flood-related property losses. Existing buildingsinflood risk areaswould
receive subsidies on premiums because these structures were built before the flood
risk were known and identified on flood insurance rate maps. Owners of structures
built in flood-prone areas on or after the effective date of theinitial Flood Insurance
Rate Maps (FIRM) or after December 31, 1974, whichever was later, would haveto
pay full actuarial rates. The program also called for the development of flood hazard
maps to identify flood risk areas and the requirement that local communities
voluntarily adopt and enforce floodplain management ordinances that met or
exceeded minimum NFIP standards.

Since its creation in 1968, the laws and regulations governing the NFIP's
implementation have undergone many changes. Major revisions were enacted in
1973, 1977, 1994, and 2004. Today, the NFIP is the largest, single-line property
insurer inthe United States. Insurance claims payments, low-interest |oans provided
by the Small Business Administration (SBA), casualty |oss deductionsfor uninsured
losses on income tax, and Individual and Family Grants provided by the Federa
Emergency Management Agency (FEMA) are the major elements of the federal
government’s efforts to deal with the financial effects of flooding.’®* FEMA asserts
that insurance claims payments minimize public expenditures for recovery while
providing an efficient way to compensate victims of flood damage.*

The major flood insurance-rel ated policy issues before the 109" Congress are:

o the cost of repetitive loss properties (RLP) and the effectiveness of
FEMA'’s efforts at implementing its strategy for reducing losses
associated with RLPs;

e making the program more fiscally sound; and

% 1bid.
" P.L. 90-448; 82 Stat. 573.

8 OnMarch 1, 2003, President George W. Bush signed into |aw the Homeland Security Act
of 2002 (P.L. 107-296) that transferred the Federal Emergency Management Agency
(FEMA) to the Emergency Preparedness and Response Directorate (EP& R), a component
of the U.S. Department of Homeland Security (DHS). Only the acronym FEMA was
retained.

1¥U.S. General Accounting Office, National Flood Insurance Program: Actionsto Address
Repetitive Loss Properties, GAO Report GAO-04-401T (Washington: March 25, 2004), p.2.
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e resolving alegations against FEMA and the NFIP stemming from
the adjustment, processing and settlement of Hurricane Isabel
clams.

The cost of paying RLP claims has placed a financia strain on the program.
From acommunity standpoint, residents’ lives are disrupted and may be threatened
by repeated flooding. On the other hand, owners of RLPs view NFIP payments as
abenefit they have purchased that enables them to remain in their homes. For over
a decade, FEMA has actively pursued a variety of mitigation strategies to reduce
flood-related losses. The NFIP had a program, known as “Section 1362”, under
which funds were made available to buy repetitively flood insured properties and
transfer the land to communities. Critics, however, claimed it was cumbersome
having the federal government buy the land. Congress eventually repealed the
Section 1362 program and replaced it in 1994 with the Flood Mitigation Assistance
(FMA) program that was originally authorized at $20 million per year transferred
from the National Flood Insurance Fund (NFIF). The funds are taken from the
income associated with theflood policy servicefees. Also, over theyearsFEMA has
encouraged states and communities to use its other mitigation programs for RLPS,
including the post-disaster Hazard Mitigation Grant Program (HMGP) and Pre-
Disaster Mitigation (PDM) funds. On June 30, 2004, President Bush signedinto law
the Flood Insurance Reform Act of 2004%° to reauthorize the NFIP through
September 30, 2008, augment the FM A program, establish afive-year pilot program
(through FY 2009) for reducing severe RL Ps, and make some programmatic changes
to the NFIP intended to address administrative problems which came to light
following Hurricane Isabel in September 2003.

Floods and Insurance Coverage

Of the two types of floods — riverine or inland stream flooding and coastal
flooding— riverinefloodstypically causethe highest economiclosses. Ontheother
hand, coastal floods often cause greater loss of life. The Great Flood of 1993 that
occurred along the Missouri and Upper Mississippi River basins is considered the
most costly and devastating flood to ravage the United States. Its size and impact
surpassed the 1927 flood disaster, noted earlier, in most categories: number of record
river levels; the number of persons displaced, amount of crop and property damage;
and, duration. A tragic combination of unique extreme weather and hydrologic
conditions led to the flood of 1993.

Flooding is not confined to just afew geographic areas; almost every region of
the country is subject to flooding. Some of the principal economic consequences of
flooding are: (1) the cost of emergency services borne by state and local
governments; (2) reductions in government revenue due to business interruption or
business destruction (sales taxes) foregone and lower property tax revenues; (3)
dollar value of flood-related deaths, bodily injury and mental anguish suffered by
victims; and (4) post-disaster outlays by the federal government, such asloans and
direct financial assistance to individualsfor emergency housing, food, and clothing.

2 pL.108-264; 118 Stat. 712.
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Property damage caused by a general condition of flooding is explicitly
excluded under most homeowner insurance policies sold in the private sector.?
Property insurance companies insist that flood insurance is not commercially
feasible. As a general rule, property insurance markets will provide coverage
(capacity) wheninsurersare confident that they canidentify therisk and set insurance
rates that cover expected losses. Insurers generally lack the ability to spread flood
hazard risk sufficiently to safeguard their assets against catastrophic flood losses.
Moreover, only people living in flood hazard areas would be expected to purchase
flood insurance (so-called adverse selection) and these people would have frequent
claims, making the coverage prohibitively expensive and, hence, not marketable.
Privateinsurance companieshave been unableor unwilling to pre-fund and diversify
flood risks through insurance, reinsurance agreements or securitization.

National Flood Insurance Program

In 1968, Congress created the NFIPin responseto the trend of devel opment and
redevelopment in flood-prone areas, the increasing damages caused by floods, and
rising cost of taxpayer funded disaster relief for flood victims. Today, the NFIP is
among thenation’ slargest domesticliabilities, alongwiththe Social Security System
and federal health programs such as medicare and medicaid. The NFIP involves a
partnership among FEM A specialistsand contractors, thousands of insurance agents
and claims adjusters, private insurance companies, floodplain managers, and other
public officials, lenders, and real estate agents. Federal flood insuranceis currently
offered to homeowner, renters, and business owners in over 20,000 participating
communities that adopt and enforce floodplain management regulations which
conform to NFIP standards.

Appendix A shows that by the end of the FY2004, amost five million
(4,498,324) flood insurance policies were in effect for homeowners, renters, and
business owners, representing $723 hillion of insurance in force.? Federal flood
insurance coverage is available on ailmost al types of buildings up to $350,000 for
residential types ($250,000 for residential building coverage and $100,000 for
residential contents coverage), and $1,000,000 for non-residential structures
($500,000 building and $500,000 contents.)

TheNFIP servestwo major functions: underwriting floodinsuranceand leading
floodplain management. Variousentities have specific rolesto play under the NFIP.
The federal government assumes all liability for the insurance coverage, sets the
rates, coverage limitations, and eligibility requirements, designates special flood
hazard areas (SFHA) with the issuance of flood insurance rate maps (FIRMs) and
provides grant funding for mitigation planning activities. The private insurance
sector sells insurance, adjusts and pays claims, and performs engineering and

2L It is because flooding is so predictable along many bodies of water that made private
insurers avoid coverage.

22 For more information on flood insurance policy and claim statistics see data provided by
FEMA, available at [http://www.fema.gov/nfip/pcstat.shtm], visited on April 20, 2005.
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planning studies. The states coordinatethe program and providetechnical assistance
tolocal participating communities. Finally local communitieswith jurisdiction over
land use adopt, administer, and enforce floodplain devel opment regulations.

The NFIP does not operate on the traditional insurance definition of fiscal
solvency; rather, it operates under a statutory mandate that premiums on pre-FIRM
structures — i.e., structures built before the issuance of a FIRM or before 1975,
whichever is later — must be reasonable and, if necessary, be subsidized. The
subsidy is provided by charging premium rates discounted from full actuarial rates.
In order to make up the subsidized premium shortfall, NFIP has established arating
methodology consisting of atarget level of premium income for the program as a
wholethat is at |east sufficient to cover expenses and losses rel ative to what FEMA
calls the “average historical lossyear.” The premium level generated to cover the
average historical lossyear must accommodate the combined effect of the portion of
NFIP business paying less than full risk premiums and the portion of the business
paying full risk premiums. In the event that premium and investment income are
inadequatein agiven year, the NFIP can exerciseits statutory authority to borrow up
to $1.5 billion from the U.S. Treasury to cover losses. Borrowed funds must be
repaid with interest.

Identification and Mapping of Special Hazard Areas

The first step in assessing a community’s flood hazards is identifying and
mapping the special flood hazard areas.® Flood maps provide the basis for
establishing floodplain management ordinances (i.e., building standards), setting
insurance rates, and identifying properties whose owners are required to purchase
flood insurance.

FEMA issuesFIRMsthat delineate areaswithin the* 100-year flood” boundary,
called Special Flood Hazard Areas (SFHA), and flood insurancerisk ratezones. The
SFHA isbased on NFIP' s*“1%-annual chanceflood” standard commonly called the
“100 year flood.” A “100-year flood” is a calculation of the maximum stream
discharge or coastal storm surge and resultant level of flood water that has a “one
chance in 100" of occurring in any given year. The occurrence of a flood of this
magnitude is independent of all other floods; indeed, a“ 100-year flood” may occur
morethan oncein agiven year, and even anumber of timesin a 10 or 20 year period.
FEMA uses statistical methods or hydrol ogic cal cul ations to determine the 100-year
stream flow or coastal storm height based upon stream gauge records of river flows,
storm tides, and rainfall. That information is related to topographic maps and field
surveys using hydraulic analysis to then determine the predicted elevation of
floodwaters.

Based on the expected flood elevation for a 100-year flood, the NFIP then
delineates the area of inundation (i.e., SFHA) relative to elevation above sea level.
These SFHAS receive a particular insurance risk zone designation.

* See 44 CFR §65.1.
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FIRMs aso serve as guiding documents for communities as they regulate
development in floodplains and for lenders that enforce mandatory flood insurance
purchase requirements. Insurance companiesand agentsusethe FIRM sasthe source
of risk information for underwriting and rating applicationsfor flood insurance under
the NFIP.

Accuracy of Flood Maps. An important policy issue for state and local
officials, insurers, mortgage lenders, and property owners is that many flood maps
have not been updated with detailed topography or more accurate methodol ogies or
reflect real estate growth. Growth tendsto increaserunoff and alter drainage patterns
on floodplains and, thus, increase flood hazard risk. Aninaccurate flood map could
resultinflood damagesto uninsured propertiesand larger than expected expenditures
of federal disaster assistance.

Not al structures that lie within the same flood zone on a FIRM are subject to
the same risk. The flood risk depends on factors such as how the home is built,
elevation, and drainage. There are also instances where individual properties are
inadvertently shown on a SFHA. The NFIP has made it possible through a flood
zone correction process for homeowners to remove their homes from the SFHA,
removing the mandatory flood insurance purchase requirement.

Flood Map Modernization. In May 1997, FEMA announced aflood map
modernizationinitiativeto update, revise and convert over 100,000 paper flood maps
to new mapsin digital electronic format that are more accurate, more accessible, and
easier to keep current.* Somefloodpl ain management expertsagreethat the updated
flood hazard maps may have financial implications for homeowners and property
developersin terms of insurance and construction costs. It is not certain, however,
whether the map modernization process will increase or decrease the number of
propertiesin the flood zones, or whether insurance premiums will rise or fall when
the maps are updated.

InJanuary 1999, FEMA requested that Congress authorize the agency to charge
atransaction fee of $15 for each federally insured mortgage to fund the NFIP' s map
moderni zation program. Congressdid not approvetherequest. Instead, it authorized
$5millionto begin updating flood maps. Congressalsoinstructed FEMA to evaluate
alternative waysto fund the cost of modernizing flood maps. The optionsdevel oped
by FEMA included a map-user fee; an increase in the fee charged for each flood
insurance policy; supplemental appropriations; and use of the NFIP's borrowing
authority. In Fiscal Year 2003, Congress authorized $150 million in general funds
for map modernization and an additional $200 million each in FY 2004 and FY 2005.
For FY 2006, the Bush Administration has requested an additional $200 million.

Building on itsflood map modernization effortsfrom the late 1990s, in August
2004 FEMA publisheditsFY 2004-FY 2008 Multi-Y ear Flood Hazard Identification

24 For moreinformation on FEMA M ap Moderni zation Program, see CRS Report RL 32691,
FEMA'’s Flood Map Modernization Initiative, by Wayne A. Morrissey.
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Plan (MHIP). The Plan outlinesfive years of flood mapping activities.> The MHIP
was envisioned by FEMA as a planning tool for identifying along-term strategy for
addressing the scope and sequence of the map modernization effort, but state
floodplain managers say the MHIP has become something else. Rather, they see it
as an implementation document dictating costs based on outdated estimates, rather
than a planning tool. More important, they insist that the MHIP' s implication that
FEMA can map all communities in the nation with the current funding levels is
erroneous. Instead, they argue that policymakers and stakehol ders need to consider
thetotal scope of thelong-term effort to map the nation’ sfloodplains, what priorities
will be addressed in theinitial effort, and thelong-term plan to update the remaining
flood maps, as well as a plan to maintain and update the maps in the future. The
President’s Map Modernization budget totals $1.475 billion for the six-year period
beginning in FY 2003 and ending in FY 2008.%

Finally, FEMA hasdevel oped mapping partnershipswith many statesand some
communities. While many partnerships are expected to be active during map
modernization, some states and communities have expressed an interest in
maintaining an ongoing role in maintaining the maps, including reviewing
engineering reports that support map revisions and issuing letters of map change.

Community Participation

The NFIP has two phases in a community’s participation in the program: the
“emergency program” phase and the “regular program” phase. The emergency
program was established in 1969 astheinitial phase of acommunity’ s participation,
duringwhichinsurablestructuresareeligiblefor limited amountsof cross-subsidized
insurance before the effective date of the issuance of the community’s FIRM.?
Communities in the emergency program phase are not required to meet the NFIP's
minimum floodplain requirements.

A community is eligible for the “regular program” when a FIRM has been
completed and the community adopts the NFIP’ s minimum floodplain management
standards in itslocal ordinances. FIRMs become the official zone designation that
serves as the guiding document for communities devel oping land-use plans and for
lendersin enforcing mandatory flood insurance purchaserequirements. Intheregular
program, the NFIP authorizesthe sal e of additional flood insurancethat isactuarially
determined to reflect the probability of flood damages. Insurance on newly
constructed buildingsor substantially improved structuresmust be based on actuarial
rates if construction work begins after the areais identified as having special flood
hazards.

% For more information on FEMA’s Multi-Year Flood Hazard Identification Plan, see
FEMA's Flood Hazard Mapping Web Ste, available at [http://www.fema.gov/fhm/
mh_mhip.shtm], visited on April 12, 2005.

% |bid.

21 PL. 91-152; 82 Stat. 397. Section 408 authorizes the “ emergency implementation of a
flood insurance program.”
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Policy Issuance and Claims Adjusting

Unlikethe practicein privateinsurance markets, the NFIP acceptsall insurance
applicantsand isnot selectivein evaluating individual applicantsfor floodinsurance
coverage. Thereisnoindividual risk analysisto determinethelikelihood of afuture
loss, and individual property loss experienceis not used asarating criterion.®® The
sole criterion for accepting an applicant is that the insured property is located in a
community that participates in the NFIP. The Standard Flood Insurance Policy
(SFIP) isissued for all insured properties.

Federal flood insurance coverage is sold to eligible homeowners, renters, and
business owners, either directly from the NFIP or through the “Write Y our Own”
(WY O) program. Under the WY O program, private insurers enter into a“Financial
Assistant/Subsidy Arrangement” whereby they agree to issue flood policiesin their
own name and take responsibility for policy administration, claims processing,
marketing and sales. Private insurers handle al claims issued in their name, and
adjust and settle flood loss claims consistent with their general claims practices. In
adjusting flood insurance claims, which are binding upon the federal government, a
WY O insurer isauthorized to use staff adjusters or independent contractors sel ected
and supervised by the company. The WY O insurer also determines when and how
adjusters will be compensated for their work on flood claims.

WYO insurers are compensated by the federal government for providing
services, but assume no financial risk in settling claims. First, the WY O insurers
collect the flood premiums and retain approximately 30% asan administrativefeeto
pay general administrative expenses associated with issuing the policy (e.g., agent
commissions, marketing, operations). Second, they are reimbursed for loss
adjustment expenses (i.e., direct and indirect expenses associated with settling
clams). Third, WY O insurersare reimbursed by the NFIP for the services provided
by claims adjusters according to afee schedule. The balance of the premium that
remains, if any, issent to the NFIP. Inthe event retained premiumsare not sufficient
to pay claims and cover expenses, the WY O insurers may draw against Letters of
Credit made available by FEMA with a bank.

WY O insurers are subject to certain standards and oversight as detailed in the
NFIP's “Write Your Own Program Financial Control Plan Requirements and
Procedures’ (FCPRP) manual. WYO companies must comply with monthly
financial and statistical transaction reporting requirements. They are aso subject to
areview of operations — claims, underwriting, customer service, marketing, and
litigation activities — every three years to assure that each company is meeting its

% |ndividual properties can be precluded from purchase of flood insurance under what is
called“ Section 1316”". Itisaprocessby which communities and states can report to FEMA
that anindividual property isinviolation of state/local floodplain management requirements
and that effortsto get the property owner to bring the property into compliance have failed.
FEMA then puts the property on a master list. If the property owner or afuture property
owner buysapolicy, at some point it getsidentified and the NFIP policy isrescinded. The
idea is that a recalcitrant owner may refuse to comply with floodplain ordinances, but
eventually the owner will find it hard to sell if flood insurance is not available.
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performance objectivesand adhering to program standardsand policies. Inaddition,
WY O insurers are subject to a “Biennial Claims Audit” every three years, and a
“Claims Reinspection Program” that randomly reviews a percentage of WY O
insurers' claims settlement practices. State insurance regulators have some limited,
indirect supervisory role over thefinancial aspects of the flood insurance operations
of WY O insurers.

FEMA has outsourced most management and operation functions of the NFIP
to Computer Sciences Corporation (CSC). CSC serves as the liaison between the
federal government and WYO insurers. CSC provides FEMA with actuarial,
financial and statistical analyses, and delivers flood-related training, consultation,
support material and information clearinghouse services. Employees of CSC serve
as claims managersfor the WY O program and they handle requests for information
and complaintsby homeowners. Most of CSC’ soperationsassociated withthe NFIP
are handled out of its Lanham, Maryland facility and involve systems engineers,
software developers, flood insurance underwriters and claims adjusters, actuaries,
accountants and other specialists. The company also processes flood insurance
transactions for the NFIP from the Lanham facility.

Hurricane Isabel Flood Insurance Claims. On September 18 and 19,
2003, Hurricane Isabel struck several states along the East Coast, including
Maryland, North Carolina, Virginia, West Virginia, New Jersey, Delaware and the
Digtrict of Columbia. Historically high storm surges caused widespread flood
damage to residential properties. Approximately 25,000 flood insurance claims
related to Hurricane Isabel were filed during the weeks after the storm.

Inthe aftermath of Hurricane Isabel, concernswere expressed by policyholders,
local and state officials, and Members of Congress about deficiencies in claims
adjustment, processing, and settlement of flood insurance claimsrelated to Hurricane
Isabel. Someflood victimsfrom Hurricanelsabel contended that receiptsfrom flood
insurance policies often failed to cover repair costs.

In response to complaints from flood victims and criticism from Members of
Congress, theofficialsat theNFIPin April 2004 began offering independent reviews,
if requested, of Hurricane Isabel claims. Claims were readjusted if review revea ed
that flood victims had not receive fair payments pursuant to the coverage. FEMA
created atask force that undertook areview of 2,267 Hurricane Isabel claims and
awarded $8.6 million in 1,101 cases.®® Critics, however, quickly charged that the
NFIP claims review process was inadequate, and some flood victims had still not
recovered the amount to which they are entitled.

According to FEMA, the reason that flood victims received claims settlements
below the cost of repairing their homes was that the NFIP (and the 90" Congress)
never intended to give victimsfull compensation for their flood-damaged homes or

2 “Congress members Demand Probe of FEMA Claims,” Washington Times, Dec. 5, 2004,
p. B5.
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restore policyholders to “pre-flood conditions.”* Agency officias, under their
reading of the NFIP, contend that the NFIPwas designed only to help victimsrecover
by imposing low-cost premiums, not to make them whole.

This position, however, differs from those held by previous presidential
appointeesresponsiblefor the NFIP. J. Robert Hunter, former director of the Federal
Insurance Administration (FIA) in the Ford and Carter Administrations, stated that
the government “always restored victims to their pre-flood condition, less their
deductible.”®*  Similarly, Jo Ann Howard, who served as FIA director under
President Clinton from 1998 until 2001, stated that her staff paid claimsin amanner
that restored damaged homesto their pre-flood condition. Further, accordingto Ms.
Howard, the NFIP's regulations provide no incentive for WY O companies to
undercut a claim as they pass through the premiums and losses to the federal
program, less their commissions for placing the coverage.

Resolving the policy issuance and adequacy of payment issuescould requirethe
courtsto interpret the intent of Congress. In May 2004, several policyholdersfiled
a class-action lawsuit in the U.S. District Court in Baltimore against eight WY O
insurers.® Thelawsuit allegesthat these eight WY O* insurers used inaccurate and
unrealistic pricing data to calculate repair and replacement costs on covered flood
losses” and that this method of calculating claimants’ losses “systematically and
uniformly underval ued therepair and replacement costs’ which generated artificially
low damage estimates and settlement offers.®* In addition, the plaintiffs in the

% Testimony of David |. Maurstad, Acing Director and Federal Insurance Administrator,
Mitigation Division, Federal Emergency Management Agency, Emergency Preparedness
and Response Directorate, Department of Homeland Security before the House Financial
Services Committee, Subcommittee on Housing and Community Opportunity, Review and
Oversight of the National Flood Insurance Program, hearings, 109" Cong., 1% sess., April
14, 2005 (Washington: GPO, 2005), p.5.

81 Letter from J. Robert Hunter, Director of Insurance, Consumer Federation of America, to
Steven J. Kanstoroom, Pattern Recognition and Fraud Detection Expert, November 18,
2004.

32 Letter from Jo Ann Howard, Jo Ann Howard & Associates, P.C. and former Federal
Insurance Administrator, to Steve Kanstoroom, Pattern Recognition and Fraud Detection
Expert, March 7, 2005.

¥ Catherine Howell, et al v. Sate Farm Insurance Companies, et al, Civil Action No. 1:04-
CV-01494-BEL.

% These eight WY O insurers are State Farm Fire and Casualty Company, Omaha Property
and Casualty, Standard Fire Insurance Company, USAA Genera Indemnity Company,
Selective Insurance Company of The Southeast, Indemnity Insurance Company of North
America, Harleysville Mutual Insurance Company, and Allstate Insurance Company

% Insurance adjusters typically use price data and construction estimating software that
incorporate information and data published by The Craftsman Book Company. The
Craftsman Book data, however, reflect the costs of new construction, not the cost of repair
and renovation work following anatural disaster. The Company recommendsthat itslabor
and material cost estimates should be increased by 25% to 50% for work done following a
major disaster. In addition, the company warns that their estimates are those of the

(continued...)
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lawsuit argued that insurersfailed to advise claimants that FEMA had extended the
60-day limit for filling an insurance claim to 120 days. Claimants were reportedly
pressured to sign adjusters’ proof of loss within 60 days of the flood even though
they believed the adjusters had underestimated both the scope of damage and the
associated costs of repair of their properties. Moreover, the WY O insurers are
alleged to have compensated adjustersin amanner that created a conflict of interest
between policyholders and adjusters, and this situation deprived policyholders of
contract benefits. Thelawsuit seeksinjunctiverelief requiringinsurerstoreview and
recalculate all claims using price data and construction estimates that reflect the
actual cost of repairing and renovating flood-damaged housing, rather than the cost
of new construction.

The 109" Congress faces seven issues that were revealed by Hurricane 1sabel.
Theseissues, which, onthewhole, haveled to artificially low damage estimates and
settlement offers, include (1) controversy over FEMA'’s current interpretation of
legislative intent with respect to the restoration of claimants to their pre-flood
conditions; (2) lack of trained agents and adjusters; (3) training disparities between
NFIP sales agents and adjusters; (4) compensating adjustersin amanner that creates
a conflict of interest between policyholders and adjusters, thereby depriving
policyholders of contract benefits; (5) lack of uniformity in claims estimates— e.g.,
adjusters taking depreciation on Replacement Cost Vaue (RCV) losses — and
appeals; (6) calculating repair and replacement costs by using unreali stic construction
pricing guidelines that do not reflect the actual costs of repair and renovation; (7)
FEMA'’s failure to advise policyholders about the extended limit for filing an
insurance claim and pressuring flood victims to accept the WY O company’s claim
estimate with an implicit threat of not receiving insurance benefits under the policy.

Meanwhile, Congress has taken some steps to address this issue with the
enactment of theBunning-Bereuter-Blumenauer Flood Insurance Reform Act of 2004
(FIRA).* FIRA made some programmatic changes to NFIP to help address
administrative problems related to Hurricane I sabel-related flood insurance claims.
The new law, for example, requires the Director of FEMA to develop minimum
educational requirementsfor insurance agentsand brokerswhowritefloodinsurance
policies, aswell asto develop new forms, handbooks, and regulations governing the
information given to policyholders regarding flood insurance and the processing of
clams.

The 109" Congress might choose to clarify whether WY O insurers are subject
to state insurance laws and thejurisdiction of state insuranceregulators. Among the
policy optionspotentially avail ableto Congress are establishing standardsfor settling

% (...continued)
installing contractor, and do not reflect the contractor’ soverhead and profit, whichincreases
the consumer’ s cost by another 25% to 50%.

¥ PpL.108-264, 118 Stat. 712.



CRS-14

NFIP insurance claims compared to state law, or creating an institution to provide
some independent oversight for compliance with those standards.®

Flood Insurance Rates and Subsidies

The NFIP has two general classes of properties and a corresponding system of
pricing: those insured at full actuarial rates and those insured at “subsidized” rates.
Congress authorized subsidized rates on buildings constructed before the effective
date of a community’s FIRM or before the application of the NFIP construction
standards on December 31, 1974 (the so-called “ pre-FIRM” structures). Owners of
“pre-FIRM” structures pay rates that are less than full actuaria rates and are
exempted from the NFIP's floodplain management requirements unless they are
substantially damaged or substantially improved, which triggers a requirement to
rebuild to current construction and building code standards.

Premium Subsidy and Borrowing. Subsidiesof premiumsfor pre-FIRM
structures were envisioned to be important aspects of the NFIP's start-up process.
The subsidy was necessary because it wasfelt that (1) occupants did not understand
the flood risk when they built in these areas (flood maps were not available); (2)
occupants were not aware of flood hazard risk and there were no public safeguards
prohibiting the occupancy of thisland; (3) funds were already invested in the single
largest family investment — the home; (4) subsidized premiums could have proved
to beless costly to the federal government than disaster assistance; and (5) subsidies
of pre-FIRM structurescould provideanincentivetolocal communitiesto participate
in the program and discourage unwise future floodplains construction.®

By authorizing subsidized rates for pre-FIRM structures without providing
annual appropriations to fund the subsidy, Congress did not set up the NFIP on an
actuarially sound basis.* In 1981, FEMA shifted policy by increasing premiumrates
for pre-FIRM structures and establishing agoal of collecting sufficient revenue each
year to at least meet the expected losses of an average historical 10ss year based on
experience under the program since 1978. The goal, accomplished in 1988, has
allowed for some accumulation of reserves during years when the NFIP experienced
losses lower than average historical lossyear. At present, the pre-FIRM subsidy is,
on average, covered by the post-FIRM revenues.

3 Steven B. Larsen, Report to the County Executive of Baltimore County, Maryland on the
Response to Flood Victims of Hurricane Isabel by Insurance Companies and Agencies of
the State and Federal Government, Baltimore, Maryland, Feb. 2, 2004.

% PriceWaterhouseCoopers, Sudy of the Economic Effects of Charging Actuarially Based
Premium Rates for Pre-FIRM Structures, Washington, May 14, 1999, p. 1-2.

¥ U.S. General Accounting Office, Flood Insurance: Information on Financial Aspects of
the National Flood Insurance Program, Statement of Stanley J. Czerwinski, Associate
Director, Housing and Community Development Issues, Resources, Community, and
Economic Development Division, GAO/T-RCED-00-23, October 27, 1999, p. 7.
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NFIP' s premium subsidies were intended to be phased out over time.”> When
the National Flood Insurance Act of 1968 was passed, it was expected that the
number of pre-FIRM properties (and accompanying subsidies) would gradually
diminish as they were damaged and rebuilt/relocated and subject to stronger
floodpl ain management and building codes. Accordingto FEMA, thesubsidized rate
for existing structures has dropped from 75% in 1978 to about 28%in 2004. Further,
the premium paid by pre-FIRM structuresis estimated to beless than 30% of thefull
actuarial rate.

Although the NFIP has been ableto cover lossesthrough the premiums charged
to al policyholders, total income generated from insurance premiums and
investments has at times been insufficient to pay claimsin heavier lossyears. The
program hashadto borrow fromthe U.S. Treasury to cover |ossesand other expenses
inthe short term. Table 1 showsthe history of Treasury borrowing and repayments
under the NFIP from 1981 to 2005. When flood losses exceed the program’s
revenue, the NFIP is authorized to borrow up to $1.5 billion from the U.S. Treasury,
but must repay with interest what isborrowed.** 1n 2004, the program had to borrow
$200 millionfromthe U.S. Treasury, due primarily to an historic hurricane season.*

Subsidized (Chargeable) Rates. Chargeable rates are set through the
federal rule-making process, which includes provisions for advance publication of
proposed rates and a period for comment by interested parties. In developing
chargeable rates, FEMA first determines the revenue needed to meet an historical
average loss year based on its current number of policies in-force and its expected
lossand underwriting/administrativeexpenses. FEMA determinestherevenueit will
receive from policies with actuarially based rates. The expected revenue from
actuarially based policiesis then subtracted from the historical average loss year to
determinethe minimum premium incomeneeded from policieswith subsidized rates.
Thesubsidized rateisthen computed based on the minimum revenue needed and the
number of subsidized policies. The proposed subsidized rate is published in the
Federal Register for public comment and subsequently submitted for congressional
approval as part of NFIP' s budget and authorization proceedings.

“0 See “Study of the Economic Effects of Charging Actuarially Based Premium Rates for
Pre-FIRM Structures,” PriceWaterhouse Coopers, May 1999.

4 pPL. 104-208; 110 Stat. 3009. The Omnibus Consolidated Appropriations Act of 1997
included aprovision to increase the NFIP' s borrowing authority for FY 1997 to $1.5 billion
from $1 billion.

“2 Testimony of Anthony S. Lowe, Federal Insurance Administrator, Director Mitigation
Division, Federal Emergency Management Agency, Department of Homeland Security,
before the Committee on Housing and Urban Affairs, Subcommittee on Economic Policy,
108" Congress, 2™ sess., March 25, 2004, p. 2.
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Table 1. History of Treasury Borrowing and Repayments
Under the National Flood Insurance Program
(Asof April 15, 2005)

Fiscal Year Amount Borrowed| Amount Repaid| Cumulative Debt
Prior to FY1981 * $ 917,406,008 $0 $ 917,406,088
1981 164,614,526 624,970,099 457,050,435
1982 13,915,000 470,965,435 0
1983 50,000,000 0 50,000,000
1984 20,000,000 36,879,123 213,120,877
1985 0 213,120,877 0
1994 ** 100,000,000 100,000,000 0
1995 265,000,000 0 265,000,000
1996 423,600,000 62,000,000 626,600,000
1997 530,000,000 239,600,000 917,000,000
1998 0 395,000,000 522,000,000
1999 400,000,000 381,000,000 541,000,000
2000 345,000,000 541,000,000 345,000,000
2001 600,000,000 345,000,000 600,000,000
2002 50,000,000 640,000,000 10,000,000
October 2002 0 10,000,000 0
February 2005 200,000,000 0 200,000,000

Total $4,259,535,534 $4,059,535,534 $200,000,000

Source: Federal Emergency Management Agency’s Office of Legidative Affairs.
Notes: Borrowings through 1985 were repaid from congressional appropriations.
Borrowings since 1994 have been repaid from premium and other income.

* Balance forward from U.S. Department of Housing and Urban Devel opment.
** Of the $100 million borrowed, only $11 million was needed to cover obligations.

Actuarial Rates. The NFIP method of establishing actuarial ratesisbased on
the hydrol ogic method of estimating flooding damagerisk outlined inthe 1966 HUD
report.* The hydrologic method was adopted for the NFIP asaway to overcomethe
difficulty of applying the traditional rate-making techniques to the risk of flooding.
The problem was that actual flood loss history was not necessarily an accurate
predictor of future flood damages. Engineering studies were needed to assess the
probablerisks of flooding for different locations— i.e., risk zones. The hydrologic
method uses the techniques of analysis developed and used by hydrologists and
hydraulic engineers to determine the economic feasibility of flood protection and
flood-abatement projects. The approach is essentially a traditional benefit-cost
analysis of the damages to property that would be prevented by the proposed flood-
abatement project.

By combining information on the probability that floods of different severities
will occur in agiven year, and on the structural damage that will be suffered when
aflood occurs, the NFIP is able to determine the actuarial ratesfor different types of
property for different flood risk zones. Given that floods of different heights recur
at different timeintervals or frequencies in different geographic areas, hydrologists

3 U.S. Senate, Committee on Banking and Currency, Insurance and Other Programs for
Financial Assistance to Flood Victims, pp. 49-63
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were able to derive probable damages for flood-prone areas which are divided into
zones; each zone is defined by the frequency with which the zone will be flooded.
Once the average percentage of the property’ s value that will be damaged dueto a
flood of a particular elevation is known, the NFIP is then able to determine an
expected loss per $100 property value covered by insurance. This per annum
expected loss provides the “manual rates’ for flood insurance premium.

In calculating the actuaria rates, the NFIP uses several factors. (1) the
probability of the full range of possible floods and flood damages, including
catastrophic levels; (2) hydrologic (water distribution) data; (3) mathematical and
computer simulation of flood insurance claims; and (4) actual risk exposures that
vary according to several risk-related features, such asthe location of the property in
relation to the flood hazard, the value of such property, and the average annua
amount of damage that such property would suffer from flooding.** Based on this
information, FEMA devel ops the pure premium portion of the actuarial rates (i.e.,
average annual damage) for different types of properties in different risk zones.
FEMA continually reviews its NFIP loss history and adjusts NFIP rates to reflect
risk.

From the owner’ s perspective, the factors used to determine the premium rate
for flood insurance coverage are: the amount of coverage purchased; |ocation, age of
the building, occupancy, the design of the building, and the building’ s elevation.

Mandatory Flood Purchase Requirements

Thepurchase of federal flood insurance wasvoluntary from theinception of the
NFIP in 1968 through 1973. During this period, communities faced no economic
consequences for not participating in the NFIP, and property ownersin flood-prone
areas were not required to purchase coverage. Congress had assumed that
communitiesin flood-prone areas would immediately avail themselves of federally
subsidized floodinsurance. By 1973, however, only 5,500 communities participated
inthe NFIP.* Thislow participation rate, and the fact that so few flood victims had
flood insurance following major flooding in the early 1970s, led to the enactment of
the Flood Disaster Protection Act of 1973%. The 1973 Act revised the earlier law to
make the purchase of flood insurance mandatory for certain property owners to
remain eligible for loans from federally regulated lending institutions.

“U.S. General Accounting Office, Flood Insurance: Information on Various Aspects of the
National Flood Insurance Program, Statement of Judy A. England-Joseph, Director,
Housing and Community Development Issues, Resources, Community, and Economic
Development Division, GAO/T-RCED-93-70, pp. 6-7.

> Congressional Quarterly Weekly Report, “ Disaster Response: Does the Country Need a
New National Strategy?’ October 15, 1993, vol. 3. p. 895.

“® P.L.93-234; 87 Stat. 975.



CRS-18

Between 1973 and 1994, many policyholders continued to find it easy to drop
policies, evenif required by lenders. Federal agency lenders and regulators® did not
appear to strongly enforce the mandatory flood insurance purchase requirements.
The Midwest Flood of 1993 highlighted this problem and reinforced the idea that
reforms were needed in order to compel lender compliance with the flood insurance
purchase and retention requirements of the 1973 Act. In response, Congress passed
the National Flood Insurance Reform Act 0f 1994 (NFIRA)* to make adjustmentsto
the mandatory purchase requirements. Under the 1994 law, if the owner failed to get
the coverage, lenders were required to purchase flood insurance on behalf of the
property owners, and then bill the property owner. Lenders became subject to civil
monetary penalties for not enforcing the mandatory purchase requirement.

In August 2000, the U.S. Senate Committee on Banking, Housing, and Urban
Affarsreleased a GAO study of rate of compliance with federally regulated lending
ingtitutionsonthe NFIP smandatory purchaserequirement. That study wasfollowed
by aFEMA Inspector General report on compliance with the purchase requirement.
Both reports concluded that the lenders were not meeting their obligation under the
1994 NFIRA to purchase flood insurance coverage.

Floodplain Management and Hazard Mitigation

In addition to mapping flood hazard areas and underwriting flood insurance,
FEMA'’sother major rolein the NFIP isto provide leadership in anationwide effort
to reduce futureflood damagesand protect the natural and beneficial functionsof the
floodplains. Thereisadivision of responsibility in floodplain management. FEMA
establishesthe floodplain management requirementsto be applied within the special
flood hazard areas (SFHA) to prevent or reduce future flood damage. States and
participating communities adopt these NFIP standards in their local ordinances.
Compliance is achieved through the building permit process. State governments
serve as an intermediary between participating communities and the federal
government by providing technical assistance and training to local governments,
floodplain managers, insurance agents and engineers. Participating communities
regulatethelocation and design of floodplain constructionin order to minimizeflood
loss and guide development away from flood-prone areas. The “100-year flood” is
used as the standard for floodplain construction which requires elevation of the
lowest floor of a structure above the level of the base flood as determined by the
Flood Insurance Rate Study and shown on the FIRM.

Communities can be placed on probation for not adequately enforcing their
ordinancesor can be suspended fromthe programfor failureto take correctiveaction.
During probation a surcharge is added to insurance premiumsin all policiesin the
community. Suspension from the program means insurance coverage is denied to
property owners in the community.

*" The federal entities for lending regulation are the Board of Governors of the Federal
Reserve System, the Office of Comptroller of the Currency, the Office of Thrift Supervision,
the Federal Deposit Insurance Corporation, the National Credit Union Administration, and
the Farm Credit Administration.

“ P.L. 103-325; 108 Stat. 2255.
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Over the years, concerns have been expressed about the effects of subsidized
flood insurance on the occupancy and use of the nation’s floodplains.*® The broad
policy question in the occupancy and use of floodplains debate is whether flood
probability assessment techni ques, |and-use planning methods, and damage-reducing
land management policies have had the intended results. In other words, has the
NFIP resulted in appropriate land use adjustments to slow (or reduce) the
development of land that is exposed to flood damage, and thus minimize damages
caused by floods nationwide?

Land-use planning techniques are used to influence and manage the type and
density/intensity of uses and development on the land. The NFIP has implemented
anumber of tools and oversight systemsto monitor, support and eval uate the quality
of floodplain enforcement at the local community level. The NFIP, by statute, can
only encourage states and local communities to adopt and enforce certain minimum
floodplain management regulations. FEMA has consistently taken the position that
federal l1and-use regulation should not be forced on local communities because this
practice would be unworkable.*

Repetitive Loss Problem

A major public policy issue beforethe 109" Congressis the cost to the NFIP of
paying for repetitively flooded properties.® Accordingto FEMA, arelatively small
number of RLPs account for a disproportionate share of paid flood claims.>
Insurance market analystsinsist that by reducing the number of RLPs, actual flood
insurance claimswill be reduced, and thiswill both diminish the upward pressureto
raiseflood insuranceratesand stabilize, inthelong run, thefinancial condition of the
NFIP.

Appendix B showsthat atotal of 112,540 properties nationwide have sustained
repetitive losses, but only 50,644 of these properties had insurance, as of September
30, 2004. Appendix C shows that of these 50,644 RLPs, 11,706 are considered

“ Joseph J. Cordes and Anthony M. J. Y ezer, “In Harm’s Way: Does Federal Spending on
Beach Enhancement and Protection Induce Excessive Development in Coastal Areas?’ Land
Economics, vol 74, p. 128; Owen Ullman, “High Risk Life, High Expense to Taxpayers:
Federal Disaster Aid Makes It Feasible to Build In Harm's Way,” USA Today, July 24,
2000, p. 6A.; Owen Ullman, “Growth Reshapes Coasts: A Wave of Development
Overwhelms the Shore,” USA Today, July 21, 2002, p. 1A.

% David M. Bush, “Coastal Hazard M apping and Risk Assessment,” Insurance I nstitute for
Property Loss Reduction, National Committee on Property Insurance: Proceedings of the
1993 Annual Forum, San Francisco, CA: Dec. 9, 1993, p. 19.

*! This problem first received public attention during the 106" Congress following the
publication of the 1998 National Wildlife Federation report entitled, “Higher Ground: A
Report on Voluntary Property Buyouts in the Nation’s Floodplain.”

2 U.S. Congress, Senate, Committee on Banking, Housing and Urban Affairs, Flood
Insurance Reform Act of 2004, report to accompany S. 2238, 108" Congress, 2™ sess,, S.
Report. 108-262 (Washington: GPO, 2004), p. 2.
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severe repetitive loss properties (SRLP) that were placed in FEMA’ s Target Group
Specia Facility. Intotal, therewere 4,498,324 flood insurance policies — so RLPs
are 1% of thetotal policies nationwide. Y et, according to FEMA, this 1% accounts
for an annual average of 30% of amounts paid in claims.>® Since 1978, RLPs have
cost the NFIP about $2.7 billion.>* Appendix D shows that although RLPs exist in
all 50 states, five states— Louisiana, Texas, Florida, North Carolina, and New Jersey
— accounted for 63% of all repetitive loss payments from 1978 through 2004. The
top 10 states accounted for 78% of all repetitive loss claims; and the top 25 states
account for 96% of all repetitive loss claims.™

The majority of existing flood-prone structures are residences (not vacation or
income-producing homes) “grandfathered” into the NFIP when the program was
created. These properties have been repaired multiple times with subsidized flood
insurance claim dollars. FEMA estimates that 90% of RLPs were built prior to
December 31, 1974, before the preparation of flood insurance rate maps (FIRM) and
building codes that adequately reflected the probability of flooding in special flood
hazard areas(SFHA). Theseolder, generally less-safe pre-FIRM buildingswerebuilt
beforeflood hazard riskswerefully known and not constructed to resist flood waters.
Moreover, most of the owners of RLPs pay subsidized rates for flood insurance.
FEMA has sought over the yearsto prioritize RLPs and pursue avariety of insurance
and mitigation strategies to stem the disproportionate costs to the NFIP associated
with these properties.

Asindicated above, conformingwith congressional intent, floodinsurancerates
are subsidized.® The record indicates that Members understand that when the 90"
Congress enacted the National Flood Insurance Act it was aware that pre-FIRM
properties would experience a higher loss rate, and that flood insurance on these
structures would be prohibitively expensiveif the premiums were not subsidized.*’
It was thought that properly implemented building ordinances, the natural turnover
of property, and rating and coverage changes would eventually produce cost savings
to the NFIP from reduced flood damage. In addition, policy makers thought that
providing subsidized insurance for existing buildings would lead to a dramatic

53 S Rept. 108-262, p. 2.

> U.S. General Accounting Office, National Flood | nsurance Program: Actionsto Address
Repetitive LossProperties, GAO Report GAO-04-401T (Washington: March 25, 2004), p.2.

5 All data come from the National Flood Insurance Program.

% U.S. Congress, Senate, Committee on Banking and Currency, Housing and Urban
Devel opment Act of 1968, report to accompany S. 3497, 90" Cong., 2™ sess., S.Rept. 1123
(Washington: GPO, 1968). See also Conference Report No. 1785, July 23, 1968, to
accompany S. 3497; and House Report (Banking and Currency Committee) No. 1585, July
25, 1968, to accompany H.R. 17989, which can be found at U.S. Code Congressional and
Administrative News, 90" Cong., 2" sess., 1968, vol. 2, pp. 1599-3202.

" U.S. Senate, Committee on Banking and Currency, Insurance and Other Programs for
Financial Assistance to Flood Victims: A Report from the Secretary of the Department of
Housing and Urban Devel opment to the President, as Required by they Southeast Hurricane
Disaster Relief Act of 1965 (Public Law 89-339, 89" Congress, H.R. 11539, Nov. 8, 1965),
89" Congress, 2™ sess., September 1966.
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increaseinthenumber of property ownerscontributingto their own recovery through
insurance, rather than relying on disaster assistance funded by taxpayers.

Factors Contributing to Repetitive Loss Properties

Most insurance market analysts agree that there are four factors contributing to
the RLP problem. First, the NFIP has not effectively excluded pre-FIRM structures
from receiving premium subsidies, as the program was initially envisioned by
Congress, and thus RLPs have received a disproportionate share of NFIP payments
for floodlosses. Recall that thevast mgjority of RLPsareolder pre-FIRM properties,
which were initially constructed before the establishment of FIRMs and NFIP
building standards.

Since the 1980s, FEMA has pursued a policy of encouraging states and local
communities to remove damaged properties from the floodplain or elevate them
abovethe 100-year flood level. Some critics of the effectiveness of this policy note
that many buildings have been repaired at original elevations and continue to be
classified aspre-FIRM propertieseligiblefor subsidizedinsurance. Thesepre-FIRM
properties contribute to a disproportionate share of flood losses under the NFIP.

Second, propertiesthat sustained “substantial damage” are not subject to NFIP
hazard mitigation requirements, and this hasled to a disproportionate share of NFIP
payments for flood losses. According to FEMA, a disproportionate share of NFIP
claimsarefor RLPsthat suffer lessthe 50% damages and, therefore, are not required
to be rebuilt to appropriate floodplain management standards designed to reduce
future losses. Communities must require that owners bring into compliance any
building that is substantially damaged by any cause. Repetitive flood |osses occur,
in part, because this requirement is difficult in administer

The cost of paying for RLPsisdriven up because RLPsare damaged repeatedly
but typically not beyond 50% of their value — the threshold that triggers the
“substantial damage” standard requiring that structures be rebuilt to meet the
program’ sel evation standards.® Substantial damage meansdamagewhereby thecost
of restoration to the pre-damage condition would equal or exceed 50% of the market
value of the structure before the damage occurred.

Many RLPs never reach the 50% threshold because a mgjority of the target
buildings are in shallow flooding areas flooded only to the depth of a few feet;
consequently, such flooding does not result in “substantial” damage. Thus, it isthe
number and cumulative amount of theselossesthat isthe problem. Insurance market
analysts have suggested that it might make better public policy to eiminate (e.g.,
buy-out, elevate, relocate) these potential futurelosses now rather than wait for these
buildings to be substantially damaged. In September 1999, FEMA’s Inspector
Genera published an audit which noted that many communities participating in the

% 44 CFR § 60.3(c)(2).
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NFIP did not enforce substantial damage rules, with the result that subsidized rates
were being provided to structures that should have been rated on an actuarial basis.™

Officialsin local participating communities typically encourage ownersto use
the Increased Cost of Compliance (ICC) coverage in NFIP policies to bring their
buildings into compliance. 1CC coverage, part of the Standard Flood Insurance
Policy, pays towards the costs of bringing insured flood damaged homes and
businesses into compliance with their community’s floodplain ordinance. FEMA
charges policyholders from $3 to $75 per year for ICC. The coverage limit is
$30,000.

Some floodplain management speciaistsinsist that the ICC coverage has not
been used asmuch asit should becauseit requires claimsadjustersto know what they
are doing; because adjusters are among the first professionals the owner sees after a
flood, an adjuster isreally inthe optimal position to foster mitigation and use of ICC.
Floodplain managers argue that FEMA and WY O insurers might need to do more to
ensure that adjusters are properly identifying likely candidates and directing owners
to the permit officials for required permits and evaluation of mitigation options —
if buildings appear to be close to substantially damaged. Sometimes it is months
before an owner gets around to seeking permits. (It should be noted that permit
officials in small towns are quickly overwhelmed when they have many damaged
buildings to be inspected.)

Third, alarge share of RLPs are classified as being outside the designated 100-
year floodplain, which raises concerns about the accuracy of flood insurance maps
(see previous discussion on mapping) and thefact that the NFIP hasnot assessed the
degree to which residents living in flood-prone areas purchase policies. The
Government Accountability Office (GAO) has reported that FEMA’s data on the
total number of uninsured and insured structures in flood-prone areas are limited.*
While FEMA tracks data on the number of insurance policiesin these areas, dataon
the overal number of structures are incomplete. In response to congressional
concerns stemming from the GAO study, FEMA announced has taken steps to
improve the quality of its data on the number of structuresin flood-prone areas and
isparticipatingin the development of new mapping technologiesthat could facilitate
the collection of such data.

Fourth, the accuracy of flood mapswhich capture actual risksfacing properties
inflood zonesisacontributing factor for repetitive losses. Accordingto FEMA, the
number of homes (bothinsured under the NFIP and uninsured) damaged or destroyed
from flooding after some recent hurricanes (e.g., Hurricane Isabel in 2003) was
higher than most experts had predicted. Some observers note that the unexpected

* Federal Emergency Management Agency, Office of Inspector General, Audit of the
Effectiveness of the Substantial Damage Rule, H-03-99, Sept. 1999.

€ U.S. General Accounting Office, Flood Insurance: Emerging Opportunity to Better
Measure Certain Results of the National Flood Insurance Program, GAO Testimony GAO-
01-736T (Washington: May 12, 2001), p. 23.
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losseswere duetoinaccurateflood maps, including instances of buildingssimply not
being shown in flood zone areas of the FIRM.*

Repetitive Loss Property Mitigation Strategy

There have been effortsover the yearsby FEMA to reduce both the number and
vulnerability of repetitively flooded properties.”” FEMA’s Repetitive Loss Strategy
is a cost containment initiative designed to benefit all NFIP policyholders. The
following is a brief summary of FEMA'’s past and current efforts to address the
problems associated with existing flood-prone structures.

Past Efforts. In July 1998, the National Wildlife Federation published a
report entitled, “Higher Ground: A Report on Voluntary Property Buyouts in the
Nation’s Floodplains,” that analyzed the NFIP' s claims data on repetitively flooded
properties and discussed voluntary buyout and rel ocation programsin the context of
restoring the natural flood protection capacity of floodplains. The report outlined a
compelling argument for non-structural measures and the restoration of the nation’s
floodplains. In response to criticism of the NFIP found in the report, FEMA
announced aseriesof proposal sdesigned to reducedi saster | osses, including attempts
to reduce the subsidy provided to repetitive loss properties (particularly vacation
homes, rental properties, and other non-primary residences) that experiencerepetitive
losses, as well as attempts to terminate flood insurance coverage for the worst
offending repetitive loss properties.®®

In December 1993, Congress passed the Hazard Mitigation and Relocation
Assistance Act of 1993 that included a provision to increase the formula for post-
disaster HM GP support for mitigation to 75% from 50%.%* The law clarified what
constituted acceptabl e conditionsfor the purchase of damaged homesand businesses.
In addition, the law clarified that purchased land be dedicated in perpetuity for open
space uses.

The National Flood Insurance Reform Act of 1994%* made comprehensive
changes to the NFIP, including establishment of the Flood Mitigation Assistance
program to provide grantsto states and communities based on a 75%-25% cost share

¢ Federal Emergency Management Agency, Office of Inspector General, Audit Division,
Audit of FEMA’ s Cost Estimatefor | mplementing the Flood Map Moder ni zation Plan, H-09-
00, Sep. 2000, p. 44.

21.S. Federal Emergency M anagement Agency, Memorandumto National Flood Insurance
Program Sakeholders from Jo Ann Howard, Administrator of Federal Insurance
Administration, on FEMA's Repetitive Loss Property Strategy, (Washington: May 2000),
p. 2.

& U.S. Genera Accounting Office, Flood Insurance: Information on the Financial
Condition of the National Flood Insurance Program, GAO Report GAO-01-9992T
(Washington: July 19, 2001), p. 13.

® P.L. 103-181; 107 Stat. 2054.
® pL. 103-325, 108 Stat. 2255.
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for mitigation plans and projects; creation of the National Mitigation Fund; and,
provisions of additional coverage for compliance with land-use control measures.

In 2004, FEMA was granted statutory authority to penalize policyholders who
refused government assistanceto el evate, floodproof, demolish or rel ocateastructure
that hasbeen substantially or repetitively damaged by flooding. Some observershave
argued, however, that FEMA was not given sufficient financial resources to
successfully administer aflood mitigation program designed to target repetitiveflood
loss properties.

Current Efforts. FEMA'’s congressional budget justification for FY 2006
proposes that the agency approve grants to states and communities to undertake
mitigation action on 750 repetitivel oss properties, using Flood Mitigation Assistance
(FMA) grants to address the RLP problem. For FY 2005, al funding for the FMA
was directed towards mitigating RLPs.® Also, since 1990, FEMA has offered
incentives under the NFIP's Community Rating System (CRS) to communities to
addresstheissuelocally.®” Through the CRS, the NFIP provides discounts on flood
insurance premiumsincommunitiesthat voluntarily initiate activitiesover and above
the NFIP minimums that reduce flood losses or that increase the number of flood
insurance policies.

Under the CRS, communitiesreceive flood insurance premium discounts based
on their implementation of local mitigation activities that reduce flood losses.
Communities that exceed the NFIP minimum mitigation standards can apply for a
rating from Class 1 (45% premium reduction) to Class 10 (0% premium reduction),
which is based on the total number of points the community accumulates for
implementing various mitigation activities. The higher the number of points, the
greater the premium reduction. Class 1 reflectsthe highest number of possible points
and hencethe highest premium discounts. Accordingto FEMA, thereareover 1,000
communities receiving flood insurance premium discounts. These communities
represent 66% of the NFIP's policy base.®® The National Flood Insurance Reform
Act of 1994%° codified the CRSwith the goal to “provideincentive for communities
to reduce flood losses, to facilitate accurate insurance rating, and to promote
awareness of flood insurance.”

FEMA'’ songoing effortsal so include theimplementation of its Repetitive Loss
Strategy, whose objective is program cost reduction. Towardsthat goal, FEMA has
pursued the following strategy components:

% U.S. Department of Homeland Security, Performance Budget Overview, Fiscal Year 2005
Congressional Budget Justification, Jan. 2004, p. FEMA-81.

 1bid.

% For more information on the NFIP's Community Rating System, see Flood Insurance:
Community Rating System, available at [http://www.fema.gov/nfip/crs.shtm], visited on
April 11, 2005.

¥ PL. 103-325; 108 Stat. 2255.
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Target a Subset of Properties. FEMA'’s repetitive loss strategy is to
identify the highest priority properties— those with four or more loss claims— that
would benefit from mitigation activities. As of December 31, 2004, FEMA had
identified 11,706 properties that were insured and which had four or more losses or
had two or threelossesthat cumulatively exceeded the apparent val ue of the building
asreported in theinsurance policy. Theam of the NFIP isto target these properties
for mitigative action that will remove them atogether from the floodplains, elevate,
or floodproof them to reduce their exposure to flood risk.

Establish a Special Direct Facility (SDF). FEMA has set up a specid
direct facility to service these 11,706 SRLPs and provide information about these
properties to state and local floodplain management officials. FEMA opened the
target group special facility programin order to allow the NFIP to provide consistent
control of claims, facilitate data collection, and more easily track mitigation offers
of assistance.

The monthly transfer of insured SRLPs to the facility started on May 1, 2000.
Properties are evaluated for inclusion in the SDF based on a cause-and-effect
relationship between construction characteristics and surrounding terrain aswell as
the flood losses these properties have sustained. Homeowners who reside in
properties that become part of the facility typically receive a letter from the NFIP
informing them that their properties have been identified as SRLPs and that their
policieswill be renewed with the SDF program established by FEMA. All standard
rates and periodic rate changes will still apply to policies transferred to the SDF.

Expand Flood Mitigation Funding. FEMA’smitigationfundsareavailable
to states and communities to target the riskiest RLPs and offer the ownersfinancial
assistanceto acquire, elevate, flood-proof, demolish, or relocate buildings out of the
floodplain. Current programsavailablefor accomplishing thismitigation includean
annual $20 million transfer for the Flood Mitigation Assistance (FMA) program, the
post-disaster Hazard Mitigation Grant Program (HM GP) and Pre-Disaster Mitigation
Program (PDM), as well as Increased Cost of Compliance (ICC) funds for
substantially damaged structures covered by flood insurance.

Improve Identification of Risks. FEMA providedinformation and dataon
the location of individual repetitive loss properties to state and community
government agencies.
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FEMA Mitigation Programs

FEMA providesfinancia assistance to states and communities for avariety of
flood loss mitigation activities. Grant payments made under the Flood Mitigation
Assistance (FMA) program, the Pre-Disaster Mitigation (PDM) program, and the
Hazard Mitigation Grant Program (HM GP) are used to assist the communities with
such mitigation programs as elevating or relocating flood-prone homes, acquiring
vulnerable properties, retrofitting structures, drainage improvements, and other
effective measures.”

FEMA’s mitigation programs — with some exceptions™ — are funded on a
75% federal, 25% non-federal (i.e., state and local governments, private non-profit
organizations, etc.) cost sharebasis. In addition, by statute, mitigation projects must
be cost-effective and technically feasible. This meansthat the cost of funding of the
project must be less than the cost of damages expected to be incurred in future
disasterswithout the project, and that the project will substantially reduce the risk of
future damage, hardship, loss or suffering resulting frm amajor disaster.

Basic Flood Mitigation Assistance (FMA) Program

The Basic FMA program is authorized by 42 U.S.C. 8§ 410c-4104d, and was
created as part of the National Flood Insurance Reform Act of 19942 to assist states
and communitiesinimplementing measuresto reduce or eliminatethelong-termrisk
of flood damage to buildings, manufactured homes, and other structures insurable
under the NFIP. Eligible projects include elevating, relocating, floodproofing, or
demolishinginsured structuresand acquiring property, and other effective measures.
Basic FMA hasbeen funded at $20 million annually by transfer from the NFIF. The
Flood Insurance Reform Act of 2004 (FIRA)” increased that annual funding level to
$40 million.

Threetypesof Basic FMA grantsareavailable: planning, project, and technical
assistance grants. FMA Planning and project grants are available only to NFIP-
participating community. FMA planning grants are used by states and communities
to prepare flood mitigation plans. After acommunity develops an approved flood
mitigation plan, it can then apply for aFMA project grant, which funds measures to
reduceflood losses. Finally, FMA technical grantsare availableto statesto fund the
cost of administering their flood mitigation programs.

™ For more information on FEMA'’s hazard mitigation programs, see FEMA’s Mitigation
Grant Programs, available at [ http://www.fema.gov/fima/mitgrant.shtm], visited on April,
20, 2005

™ For example, the Pre-Disaster Mitigation program projects allow small impoverished
communities to receive funding on a 90% federal, 10% non-federal cost share basis. The
Reform Act of 2004 provides opportunity for 90-10 funding under both FMA and the Pilot
Program if the state has added emphasis and provisionsin its state mitigation plan.

72 S Rept. 103-414, 103 Cong. 2 sess. (1994).
7 pL.108-264; 118 Stat. 712.
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Since 1999, FEMA has encouraged the states to use FMA project funds to
purchase severe repetitive loss properties — those with four or more losses, and
structures with two or more losses where cumulative payments have exceeded the
property value.

Pre-Disaster Mitigation (PDM) Program

Thepre-Disaster Mitigation (PDM) programisauthorized by Section 203 of the
Robert T. Stafford Disaster Relief and Emergency Assistance Act,” as added by
Section 102 of the Disaster Mitigation Act of 2000,” to provide “technical and
financial assistanceto state and local governmentsto assist in theimplementation of
pre-disaster hazard mitigation measures that are cost effective and are designed to
reduceinjuries, loss of life, and damage and destruction of property....”* The PDM
program is due to expire on December 31, 2005.” Eligible projects include
acquisition or relocation of vulnerable projects consistent with HMGP, retrofitting
for flood hazard, and localized flood control projects. The PDM program appliesto
all types of natural hazards — hurricanes, earthquakes, tornadoes, etc., — not just
floods. The goal of the PDM program is to reduce future losses and cost for the
federal taxpayer. The PDM program marked thefirst time FEMA hasimplemented
a grant program that awards funds for mitigation activities on a nationwide,
competitive basis.

Hazard Mitigation Grant Program (HMGP)

TheHazard Mitigation Grant Program (HM GP) was created in November 1988
by Section 404 of the Robert T. Stafford Disaster Relief and Emergency Assistance
Act,” to provide funds to each states for implementing long-term hazard mitigation
measures following a presidential disaster declaration. HMGP funds are used to
implement long-term mitigation solutions to problems, such as elevating and
acquiring and relocating structures in flood prone areas. This contrasts with short-
term solutions such as buying sandbags and pumps to fight floods. HMGP funds
have also specifically been used in recent years to buy out RLPs in the nation’s
floodplains.

HMGP grant applicants must work through their state officials because the
states are responsible for establishing mitigation priorities and selecting projectsfor
funding based on those priorities. Procedurally, following a presidential disaster
declaration, aloca government will conduct acommunity outreach meeting, which
is usually attended by federal and state officials. At the meeting property owners
have an opportunity to expresstheir interest in receiving mitigation assistance. The
local government compl etes the application and forwardsit to the state government.

" P.L. 100-707; 102 Stat. 4689.
" P.L. 106-390; 114 Stat. 1553.
® |bid.

TP.L. 108-447, 118 Stat. 3343.
#P.L. 100-707; 102 Stat. 4689.
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The state submits the application to FEMA and the agency then decides whether or
not to provide the hazard mitigation grant. If the grant isissued, the state acts as
grantee, receiving funds from FEMA, monitoring the progress of projects, and
submitting quarterly reportsto FEMA indicating the status and completion date for
each approved project.

Increased Cost of Compliance Coverage

The NFIP includes compliance coverage (Increased Cost of Compliance, or
ICC) inall new or renewal flood insurance policies on buildings located in mapped
special flood hazard areas. This coverage pays policyholders up to $30,000 to bring
substantially damaged buildingsinto compliance with local ordinancesand building
codes. The term “substantial damage” means the cost of repairing the damaged
building exceeds 50% of itsmarket value (or alower trigger if adopted locally). The
ICC coverageisdesigned to help offset the additional costsfacing aproperty owner.
ICC isfunded by aflood insurance surcharge which ranges from $3 to $75 per year,
contributing nearly $80 million a year to the insurance fund.

In order to access the ICC funds, the policyholder must file a separate claim
which is supported by documentation of the proposed mitigation method (i.e.,
physically elevating or relocating the building, or demolishing it and reconstructing
afully compliant structure) and evidence that a permit has been or will be issued by
the community. Processing ICC claims involves careful coordination between the
policyholder, the adjuster and thelocal permit official. When the community seeks
mitigation grant funds from FMA, PDM or HMGP, the ICC claim can be used
towards the non-federal share of certain mitigation measures.

IRS and Taxation of Mitigation Grant

On April 15, 2005, President Bush signed into law legislation (H.R. 1134) to
amend Section 39 of the Internal Revenue Code (IRC) to exclude disaster mitigation
payments paid to property owners from gross income.” These payments are made
pursuant to the Robert T. Stafford Disaster Relief and Emergency Assistance Act or
theNFIP. FEMA providesflood mitigation grant paymentsto states, which then pass
them on to communities, so property owners can have the necessary resources to
reduce damage dueto futureflooding. Thelnternal Revenue Service (IRS) had ruled
that payments made to property owners to elevate (or otherwise improve through
mitigation) their property under FEMA mitigation grant programs were to be
included in the property owner’s gross income under Section 61 of the IRC.% In
addition, state and local governments were required to file information returns for
payments made on behalf of a homeowner under 86041 in the year(s) that the
payment(s) is made if the payment(s) is $600 or more during any calendar year.

®PpL.109-7; 119 Stat. 21.

8 Memorandum from Robert M. Brown, Associate Chief Counsel (Income Tax &
Accounting), Internal Revenue Service, to Andrew E. Zuckerman, FEMA Director, June 29,
2004.
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The concern about making mitigation disaster payments taxable was that the
IRS ruling could have resulted in long-term damage to the effectiveness and success
of using mitigation as a means of decreasing future cost to the NFIP and the nation
asawhole. The public law requires the exclusion of disaster mitigation assistance
from gross income and makes it retroactive to assistance received in 2004.

Bunning-Bereuter-Blumenauer
Flood Insurance Reform Act of 2004

During debatein the 106™ through 108" Congresses on reauthorizing the NFIP,
Members also focused attention on establishing a framework for addressing the
repetitiveloss problem. Asindicated earlier, thisdebate wastriggered largely by the
1998 Nationa Wildlife Federation (NWF) publication entitled, “Higher Ground: A
Report onVoluntary Buyoutsinthe Nation’ sFloodplains’ whichrevealed that avery
small percentage of propertiesthat suffered from repeated flooding were responsible
for some 40% of total NFIP loss payments. The study found that flood losses had
risen dramatically through the last century, despite huge expenditures on traditional
flood control (“structural”) projects. The NWF recommends “non-structural”
approaches to reducing flood damages.

In the aftermath of the NWF study, policymakers began to consider utilizing
existing FMA programs as the key mechanism to increase funding levels for
repetitive loss pre-disaster mitigation, particularly voluntary buyouts, demolition,
elevation, and flood-proofing. Most experts believed that using the FMA program
framework for repetitiveloss mitigation woul d encourage communities and statesto
be directly involved with the planning and implementation of their floodplain
management strategies. Policymakers also considered requiring homeowners who
refused a reasonable mitigation plan offer to pay rates that reflect the actuarial risk
associated withtheir properties. Inaddition, floodplain managersand disaster policy
experts explored ways to get FEMA to work directly with repetitive loss owners on
flood hazard mitigation where communities could not aff ord the minimum 25% cost-
share or did not have the capability to manage the mitigation project.

On June 30, 2004, President Bush signed into law the Bunning-Bereuter-
Blumenauer Flood Insurance Reform Act of 2004 (FIRA)®* to reauthorize the NFIP,
through September 30, 2008, increasefunding for theBasic FMA program (discussed
below), createpilot andindividual grant programsfor reducing severerepetitiveloss
properties (SRLPs)®, and make some programmatic changes to the NFIP to address

81 pL.108-264; 118 Stat. 712.

8 Under the Pilot Program a severe repetitive loss property is defined as NFIP-insured
single-family property that meets one of two triggers: four or more claims of at |east $5,000
that cumulate to more than $20,000; or at least two claims with cumulative amount
exceeding the value of the property. Non-residential properties are not eligible for
mitigation under the Pilot Program. FEM A shall by regulation define SRLPfor multi-family
properties.
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administrative problemsthat cameto light following Hurricane Isabel in September
2003.

Increase Funding for Mitigating Repetitive Loss Properties

FIRA athorizestransfersof funds (total of $90 million) from the National Flood
Insurance Fund into the National Flood Mitigation Fund to aggressively reduce the
number of SRLPs. These funds were authorized for three elements of the Flood
Mitigation Assistance (FMA) programs. Basic ($40 million/year),® Pilot Program
($40 million/year through FY 2009),%* and Individual Property ($10 million/year).®
TheBasic FM A program funding representsanincreasefromthe current $20 million
a year to $40 million a year. Most disaster policy experts believe that this $40
million amount will cover a small percentage of properties that need to be
mitigated.* The Individual grant program authorizes FEMA to provide funding for
individual repetitivelosspropertiesonly if the state or community wherethe property
islocated does not have the capacity to manage such activity.®’

For FY 2006, the Administration requested $28 million for Basic FMA or $8
million over the funding level of recent years. No fundswere requested for the Pilot
Program and the Individual Property program. According to Michael Brown, DHS
Undersecretary for Emergency Preparedness and Response Directorate, the FY 2006
budget request is limited to only the additional $8 million for the Basic FMA
program because the department is studying how to fund the repetitive loss effort
from fee income rather than premium income.®

Programmatic Changes to Flood Program

FIRA includes severa other provisionsthat make programmatic changesto the
NFIP. They include provisions to:

e ingtitute aformulafor distribution of Pilot Program FMA funds to
states based on the percentage of the total number of SRLPslocated
within a state;®

e amend FEMA'’sICC authority to clarify the definition of “repetitive
loss structures” and “substantially damaged structures’” and that
additional insurance coverage is to help cover the cost of

8P| 108-264; 118 Stat. 712, sec. 103(d)(1).
8 | bid., sec. 102(K)(1).

8 | bid., sec. 104(b)

8 S Rept. 108-262, p. 3.

8 p L. 108-264, 118 Stat. 712; sec. 104.

8 Executive Office of the President, Fiscal Year 2006 Budget Proposal for Federal
Emergency Management Agency, February 2005.

8 p| . 108-264, 118 Stat. 712, sec. 102(f)(5)(A).
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implementing mitigation measures that are consistent with local
ordinances.®

e submit a report to Congress on the use of ICC funds and
recommendations on ways to overcome any barriers facing flood
victims in accessing ICC funds when needed;**

e authorize actuarial rates on certain coastal and riverine properties
leased from the federal government;®

e recommend the creation in statute astate and community’ sability to
opt in or out of the FMA Pilot Program so nho community will be
forced to participate regardless of the state’ s participation;®

e allow ICC to betriggered by the definition of “substantial damage”
set forth in a community’ s ordinance.*

e require FEMA to alow local decisions on the types of mitigation
offers that will be made to property owners;*

e require FEMA to notify property owners about the implications of
refusing a mitigation offer under the pilot program;®

FIRA requires FEMA to adjust NFIP's insurance rules and rates to require
homeowners to pay actuarial rates in the event the policyholder refuses an offer of
mitigation under the five-year, FMA Pilot Program.®” Specifically, property owners
who refuse a reasonable offer of mitigation would have their insurance premiums
increased to 150% of the chargeable rate.® In addition, the premium will be
increased another 150% following each future claim of more than $1,500.* At no
time, however, can