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Executive Summary

Congress is considering proposals to create new federal reinsurance and loan programs for states
with natural catastrophe funds. Our analysis of the terms and costs of these proposals finds that
they would impose very large costs on taxpayers in most states and unnecessarily displace private
insurance and reinsurance arrangements which have worked well.

These new proposals include:

o] Legislation passed by the House that would direct the treasury to provide loans to state
“qualified reinsurance programs” for natural disasters, especially hurricanes.

o] Legislation passed by the House to create a Federal Natural Disaster Reinsurance Fund to
provide direct federal reinsurance to states for most of a state’s insured losses.

o] Legislation passed by the House, and rejected by the Senate, to expand the National
Flood Insurance Program to cover damage from winds in hurricanes.

We estimate that the losses which would be covered by the federal government under these
proposals, if a hurricane season comparable to 2005 occurred again, would reach $140 billion to
$161 billion in 2009, $197 billion to $230 billion in 2013, and $278 billion to $332 billion in
2017, depending on the approach used to set premiums for state programs.

These losses would be borne by federal taxpayers, and we have estimated the distribution of these
costs based on the share of federal revenues provided by each state. If hurricanes comparable to
2005 struck again in 2009, taxpayers in at least 20 states would face new, multi-billion burdens,
including burdens of at least $19 billion for Californians, $11 billion for New Yorkers, $7 billion
for Illinoisans, $6 billion for taxpayers in Pennsylvania and New Jersey, $5 billion for those in
Ohio, $4 billion each from the taxpayers of Massachusetts, Michigan, and Virginia, and at least
$3 billion for those in Connecticut, Indiana, Maryland, Minnesota, North Carolina, and
Washington State.

These proposals would displace private capital deployed in insurance and reinsurance companies,
and in its place create enormous transfers from taxpayers in most states to some businesses and
residents in Gulf states, especially Florida and Louisiana.

These measures are unnecessary, because the private insurance and reinsurance sectors have the
capacity to handle even very large claims arising from unusually severe natural catastrophes.
Despite huge claims arising from the 2005 hurricane season (Katrina, Rita, Wilma and Dennis),



insurers covered the claims easily, with foreign and U.S. based reinsurers absorbing 60 percent of
the costs. Throughout 2005 and 2006, the amount of capacity supplied by reinsurers and the
capital markets for natural disasters continued to expand despite the record losses of 2004 and
2005, and the capital base of the U.S. property and casualty insurance industry continued to
expand.

These proposals are targeted especially at assisting Florida, which while especially prone to
frequent and severe hurricane damage, nevertheless imposed regulations that have deterred many
private insurers from expanding there. Florida legislators also created a subsidized state
reinsurance system for natural disasters that has largely displaced private reinsurance. This
program is currently the nation’s only “qualified reinsurance program” under the terms of the
proposed federal program.

Other states in the Gulf and Atlantic seaboards would likely follow Florida’s lead in this regard if
the proposed federal legislation is approved, since it would allow a state that offers highly-
subsidized coverage to its residents and private businesses to then shift to the Federal Treasury
the cost of large claims from a bad hurricane season. In order to give other states time to follow
Florida’s lead, in the first five years states could qualify for the new federal loans and reinsurance
by simply providing “last-resort” natural disaster coverage for high-risk people and businesses.
Such programs of state-subsidized coverage have become the “first choice” for many
homeowners in many states, and the programs have grown significantly in recent years.

The availability of state-funded, natural disaster insurance at below market rates also will increase
the liabilities of these programs by reducing the incentives for firms and people to locate in safer
areas or to harden their homes and other buildings against damage. When private insurance
premiums rise to reflect new risks and preclude coverage for lower-income people and some
small firms, states could provide financial assistance to that subset without disabling the private
insurance and reinsurance industry.
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