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Introduction

which was 79 percent of the statewide total.4
This is the largest amount and highest
percentage of coastal property of any state on
the Atlantic Ocean or Gulf of Mexico. Another
source reports $2 trillion of insured personal and
commercial residential property in Florida in
2007 with 78 percent concentrated in coastal
counties.5

Everything changed on August 24, 1992, when
Hurricane Andrew struck the southern part of
Dade County1 and became the largest natural
disaster in U. S. history up to that time.2 Over
25,000 homes were destroyed and more than
100,000 additional homes were damaged.
Insured losses totaled nearly $18 billion.
Hurricane losses on this scale were beyond what
most insurance companies thought possible.
The impact on the property insurance industry in
Florida was immediate as eleven small domestic
insurers became insolvent, and numerous other,
larger insurers lost enough capital to affect their
ability to maintain operations in Florida.
Insurers and public policymakers asked
themselves how much worse the losses would
have been if Hurricane Andrew had come ashore
25 miles to the north. In the years that followed,
property insurance would remain one of the
most challenging issues in the Florida economy
and political landscape.

Florida’s long coast line and its relatively low
latitude make Florida particularly susceptible to
hurricane landfalls. For the period from 1900 to
1996, Florida’s 57 hurricane landfalls far
exceeded that of any other state. Texas was in
second place with 36, while Louisiana and North
Carolina each had 25.6 Florida is also the leader
in the number of major hurricanes7 making
landfall. The number and severity of hurricanes
striking Florida in 2004 and 2005 has only
increased its status as the leading hurricane state.
Florida also has a position of prominence in the
list of the costliest hurricanes. The National
Hurricane Center’s analysis8 as of 2007 has
Florida with four of the five costliest hurricanes,
six out of the top eight, and eight out of the top
thirteen.9

While hurricanes have always been a part of life
in Florida, Hurricane Andrew served as a
warning that hurricanes were a bigger economic
threat than had been previously recognized.
Reasons for this include, principally, the
sustained growth in Florida population in recent
decades and the corresponding concentration of
property values on Florida’s coasts. The
population of Florida grew from 7.2 million in
1970 to 16.4 million in 2000 by growing 41
percent in the 1970s, 30 percent in the 1980s,
and 21 percent in the 1990s3 with most of this
being a period with reduced frequency of
hurricane activity. Florida now has over 18
million residents. Because much of this
population growth occurred near the coast,
Florida had in 2007 almost $2.5 trillion of
insured property located in coastal counties,

The result of this hurricane activity in Florida,
particularly Hurricane Andrew in 1992 and the
five significant hurricanes striking Florida in
2004 and in 2005, has been a 17-year period of
economic stress and almost continuous political
attention to property insurance issues. In many
ways the effects of the 2004 and 2005 hurricanes
have been more challenging because the Florida
Legislature implemented a broad range of
aggressive, creative actions after Hurricane
Andrew that put the property insurance market
back on a reasonably sound footing by 1997.
When the Florida property insurance market was
severely disrupted again after the 2004 and 2005
hurricanes, the Legislature did not have many
good options left that had not already been put in
place. One action taken in 2006 was the
Legislature’s appropriation of $715 million to
1

reduce the deficit of Citizens Property Insurance
Corporation and, therefore, reduce the size of the
assessments that would be imposed on property
insurance policyholders to fund this deficit.
During the 2007 Special Session and the 2007
and 2008 Regular Sessions, the Legislature
enacted a series of statutory changes designed to
ameliorate the rising property insurance rates but
which placed greater financial risk and
responsibility on Florida citizens. The
Legislature began to undo some of those
changes in the 2009 Regular Session.
The deficits of Citizens Property Insurance
Company in 2004 and 2005, the size and nature
of the assessments to fund these deficits, the
$715 million appropriation in 2006, and rapidly
rising property insurance rates in 2005 and 2006
all raised important public policy questions
about the overall health of Florida’s property
insurance market and the ability and willingness
of private insurance companies to meet the
continually growing needs of Florida residents
for property insurance coverage. These recent
public policy questions mirror the kinds of
issues the Legislature struggled with after
Hurricane Andrew in the early and mid-1990s.
While this report will describe some of the
Legislature’s actions in responding to hurricanegenerated problems over the past 17 years, it
will focus on the Legislature’s formation of and
reliance on state-created property insurance
entities, such as Citizens Property Insurance
Corporation and the Florida Hurricane
Catastrophe Fund, to address various property
insurance issues. Specifically, this report will
identify and describe aspects of the state-created
property insurance entities that have raised
concerns among legislators, regulators, the news
media, insurance companies and agents, and the
public at large about subsidies that may be
inherent in the financial structures of these
entities.

The presence of subsidies in Florida’s statecreated property insurance entities may or may
not have been intentional. Either way, a
thorough discussion of the origin, size and
nature of the subsidies should be of considerable
value. Subsidies in insurance or in other areas
of the economy are designed to achieve specific
public policy goals by, in effect, collecting
money from one group and delivering benefits to
another group. There is nothing inherently
wrong with subsidies, as the enormous number
of subsidy programs present at all levels of
government in the U. S. would seem to indicate;
however, if subsidies (i) exist inadvertently, (ii)
exist in amounts far different than planned, (iii)
are inefficient or ineffective in achieving
intended goals, or (iv) have unintended or even
perverse consequences, then they deserve
serious attention. In addition, greater awareness
of these subsidies may guide legislators and
others in their efforts to improve and strengthen
Florida’s property insurance market.
Part I of this report presents a general overview
of subsidies, including generic definitions, a
discussion of different types of subsidies and
subsidy concepts, and brief descriptions of
several large-scale subsidy programs. Part II
establishes a framework for understanding
subsidy issues in insurance with particular
attention to subsidy issues in state-created
insurance entities. In addition, Part II describes
several situations where the use of subsidies in
governmentally-created insurance entities led to
unsatisfactory results. Part III discusses the
history of legislative actions in Florida from late
1992 through the 2009 Legislative Session
regarding rate making goals, requirements, and
procedures for state-created property insurance
entities. Part IV presents a separate history of
legislative actions involving the deficit
assessment structures and processes of Florida’s
state-created property insurance entities and also
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with the Florida Insurance Guaranty
Association.
Sometimes discussions of subsidies in Florida’s
property insurance market are couched in terms
of whether the rates charged to and the deficit
assessments imposed on policyholders in
northern Florida counties are subsidizing
policyholders in southern Florida counties.
These discussions may also focus on rates and
assessments paid by policyholders in inland
counties relative to policyholders in coastal
counties. Subsidy issues, however, may also
exist with respect to rates charged to and
assessments imposed on policyholders residing
in different parts of the same county. The
material in this report is applicable to an
understanding of insurance subsidies in all of
these contexts.
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Overview and Summary
Florida, like many other states, has several statecreated insurance and insurance-related entities.
These entities, which are sometimes referred to
as residual market mechanisms, were created
primarily to address problems related to
availability of coverage in private insurance
markets. Because of Florida’s high exposure to
hurricanes, the residual market entities involved
with the property insurance market in Florida
have been particularly controversial since
Hurricane Andrew in 1992.
This report focuses on (i) Citizens Property
Insurance Corporation (Citizens, which was
formed in 2002 through the combination of the
Residential Property and Casualty Joint
Underwriting Association (JUA) and the Florida
Windstorm Underwriting Association (FWUA),
(ii) the Florida Hurricane Catastrophe Fund
(FHCF), and (iii) the Florida Insurance Guaranty
Association (FIGA). Because these entities
were formed and operate under state law without
adequate capital, they usually do not have
sufficient capital to cover losses associated with
catastrophic hurricanes striking Florida. When
this occurs, they are required to cover their
deficits by imposing assessments in amounts and
using procedures prescribed by specific Florida
statutes.
Part of the controversy associated with Citizens
and the FHCF has been whether the levels at
which their rates have been established and the
procedures they are required to use in imposing
deficit assessments have created subsidies from
residents and businesses in some counties to
residents and businesses in other counties. This
concern is often posed as whether inland
counties are subsidizing property insurance costs
in coastal counties. Although subsidies are

widespread in the U. S. economy, public policy
makers, the news media, and the general public
do not have a useful, commonly understood
framework for thinking about and discussing
subsidies in insurance. A central purpose of this
report is to increase understanding of the nature
of subsidies, how they arise, and the kinds of
problems they can cause if they are not
established with proper care.
The discussion and observations that follow are
intended to be useful to public policy makers
and others seeking to understand the recent
history of Florida’s residential property
insurance market and, in particular, the issues
related to subsidies in Florida’s state-created
property insurance residual market mechanisms
and related organizations. These observations
are not intended to be recommendations for
action, but they may assist public policy makers
as they identify and consider ways to help
improve the performance of Florida’s residential
property insurance market.

A.

Residual Market Rates

From December 1992 until January 2007, the
public policy of Florida was that the JUA,
FWUA and Citizens were to operate as residual
market mechanisms providing residential
property insurance coverage to policyholders
only when they could not obtain that coverage in
the private insurance market. Consistent with
this policy were requirements that the rates of
these state-created insurance entities should not
be competitive with rates of private insurance
companies.10 These requirements were
designed to assist in (i) keeping the number of
insureds in the JUA, FWUA and Citizens as
small as possible and (ii) minimizing the size of
potential financial deficits and the resulting
assessments on Florida policyholders. In 2006
the Florida Legislature provided another
perspective on the purpose of these requirements
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when it referred to “the public need to limit
subsidies within the residual market.”11
The 2007 and 2008 property insurance
legislation rolled back Citizens’ rates to 2005
levels, froze those rates for at least four years,
and required future Citizens rates to be
“actuarially sound.” This was done as part of
the Florida Legislature’s efforts to achieve
“affordable” property insurance rates. The
Legislature, however, did not set forth a
definition of “affordable” as it has for other rate
making terminology, i. e., “inadequate,”
“excessive” and “unfairly discriminatory.” In
addition, it did not provide any guidance to
Citizens or the Office of Insurance Regulation
regarding the nuances of developing actuarially
sound rates for a residual market mechanism that
(i) has enormous exposure to catastrophic loss,
(ii) has an inadequate capital base, (iii) is exempt
from federal income taxation, (iv) has expense
ratios below industry norms, and (v) relies on
broad-based assessments to meet its financial
obligations in the event of catastrophic losses.
The relationship of rates charged by Citizens to
rates charged by private insurance companies
has important consequences for Florida’s
residential property insurance market. This is
true for any state residual market mechanism,
but it is particularly true in Florida because of
Florida’s susceptibility to relatively frequent
and, in some cases, severe hurricanes. If
Citizens’ rates are set at levels competitive with
or below property insurance rates charged by
private insurance companies, two adverse results
are likely to occur. First, Citizens would not
function effectively as a residual market
mechanism and would have more policies in
force and more exposure to loss than would
otherwise be the case. This is particularly true if
there are limited or ineffective barriers to
prevent applicants from getting property
insurance coverage with Citizens who could get
coverage from a private insurance company.

Second, Citizens is likely to have more frequent
and larger financial deficits than it would if it
had the greater revenue per policy and less
aggregate exposure to loss that higher rates
would produce. This is significant because of
Citizens’ heavy reliance on broad-based
assessments to pay catastrophic hurricane losses
and the continuing concerns that residents and
businesses in some parts of Florida are
subsidizing the property insurance costs of
residents and businesses in other parts of the
state.
Time and future hurricane activity will tell
whether the Florida Legislature will remain
satisfied with the approach to Citizens rates
enacted in the 2007 Special Session and
extended in the 2007 and 2008 Regular
Sessions, or whether it will return to earlier
residual market ratemaking methodologies,
which were generally consistent with the views
of one state insurance department actuary who
studied residual market ratemaking and
concluded that
“…a residual market plan
whose prices are based on its
own experience has no
mathematical certainty of
reaching any acceptable
equilibrium. To achieve the
goals normally desired for (a
residual market plan), the state
should base the (residual market
plan’s) rates on the voluntary
market and not on (its) own
experience.”12
The below-market rates charged by the FHCF,
as discussed in Section B of Part III of this
report, were probably not motivated initially by
affordability concerns, but with the passage of
time, the maintenance of FHCF rates at those
very low levels seems now to be associated with
that motivation. The effect of the below-market
FHCF rates has been to understate the real,
current cost of residential property insurance in
5

Florida and to produce the conditions relative to
the FHCF described above regarding Citizens,
i.e., (i) more frequent and larger financial
deficits and assessments and (ii) concerns about
residents and businesses in some parts of Florida
subsidizing the property insurance costs of
residents and businesses in other parts of the
state.

B.

Rate-related Subsidies

Subsidy programs are widespread at all levels of
government – national, state and local. There is
nothing inherently wrong with subsidy
programs, particularly those that have explicit,
agreed upon goals and are designed to operate
efficiently and effectively. Unfortunately, there
are many examples of subsidy programs that
have the kinds of problems described in Part I,
including subsidy leakage, unintended
consequences and negative externalities. Often,
subsidy programs in property and casualty
insurance have these problems, especially when
the goals of the subsidy programs are not well
formulated and the methods of implementing the
subsidy programs are not targeted or well
designed.
Legislative or regulatory efforts to subsidize
certain categories of property and casualty
policyholders are not usually done directly or
explicitly. For example, methods such as
phasing in rate increases over a number of years
or capping territorial rate relativities are blunt
and often imprecise instruments to achieve
particular public policy goals. These and similar
methods are likely to produce implicit, or
hidden, subsidies, which are also likely to
produce the full range of problems often
associated with other types of subsidy programs.
The rollback and freezing of Citizens’ rates by
the Florida Legislature in 2007 and 2008 was
intended to make these rates more affordable.
The generality and undefined nature of the term

“affordable” produced a set of subsidies that
exemplify the problem of subsidy leakage.
Some of Citizens’ low and moderate income
policyholders may very well have found higher
Citizens’ rates to be unaffordable, as that term is
generally understood. The method used to
address this (perhaps legitimate) public policy
goal, however, was not targeted at those
policyholders. As a result, Citizens’ rates were
also lowered for large numbers of other
Citizens’ policyholders who had sufficient
financial resources to afford the higher Citizens’
rates. This overly broad approach to addressing
the financial difficulties of some Citizens’
policyholders had the unfortunate effect of
reducing substantially the revenues that Citizens
needs to build its surplus and improve its
financial capacity to pay catastrophic losses.
The cost of this leakage will be felt the next time
Florida is struck by a severe hurricane or a series
of more moderate hurricanes when Citizens will
likely have larger deficits and may find it
necessary to impose larger assessments than it
would have if the legislative concerns about
affordability of Citizens’ rates had been handled
differently. The burden of these larger
assessments will fall, in part, on the very
policyholders whom the Legislature believed
could not afford to pay higher rates. Ironically,
these policyholders will pay these higher
assessments to help make up for the revenue
shortfall resulting from reduced rates on
policyholders who could have afforded the
higher rates.
In addition, the burden of the larger deficits in
Citizens and the larger assessments to follow
will also fall on millions of Florida
policyholders of private insurance companies
across a broad range of lines of insurance who
did not receive any direct financial benefit from
the roll back and rate freeze of Citizens rates.
Even if one believes that deficit assessments by
Citizens on policyholders of private insurance
6

companies are valid in some circumstances, it is
not clear that increasing the size of those deficit
assessments to provide rate reductions to
Citizens policyholders who could afford to pay
higher rates is sound public policy.
The recent Citizens rate rollback and rate freeze
also illustrate the problem of subsidies across
time. Because of Citizens’ reduced financial
capacity, any substantial Citizens deficit could
require Emergency Assessments on Citizens
policyholders and policyholders of private
insurance companies for up to 10 years or even
longer. During this extended assessment period,
these Emergency Assessments will be levied on
many policyholders who were not insured by
Citizens during the period when the Citizens
rates were rolled back and frozen, and, therefore,
could not have benefitted from the reduced rates.
To illustrate how this situation can arise, the
FWUA (now the Citizens High-Risk Account)
received approval for a 96 percent statewide
average rate increase in 199913, which the rate
arbitration panel required to be phased in over
several years starting in 2000, i. e., no
policyholder premium increase could exceed 20
percent in the first year, 30 percent in the second
year, and 40 percent in the third or subsequent
years. The phase in of this FWUA rate increase
was lengthened further when the Florida
Legislature imposed lower rate increase caps on
Citizens’ High-Risk Account (HRA)
policyholders of 10 percent in 2002 and 20
percent in 2003.14 The hurricanes striking
Florida in 2004 and 2005 produced substantial
Citizens deficits and assessments on
policyholders in 2006, 2007 and beyond, which
may have been avoided or at least ameliorated
by the revenues that Citizens was not allowed to
receive from its HRA policyholders starting in
2000.
It is not uncommon for subsidy programs to
have unintended consequences. Arguably, the
reduction in Citizens’ financial capacity and the

likely increase in future deficit assessments were
unintended consequences of the recent Citizens
rate rollback and rate freeze. Unintended
consequences typically arise from interference
with price signals in the marketplace.
Artificially lowering the price of a good or
service usually leads to an increase in demand
for that good or service. Because Citizens has a
disproportionately large number of
policyholders in highly hurricane exposed
coastal counties, the principal effect of the
recent Citizens rate rollback and rate freeze is to
understate the actual cost of residential property
insurance from Citizens in these areas. At the
margin, this understatement of rates may have
led to additional development activity by
encouraging some people to move to these
counties or encouraging some people to remain
in these counties when the developers and
residents might have made different decisions
with correct information about the cost of
residential property insurance from Citizens.
Negative externalities and, in particular, their
identification and measurement, are sometimes
more elusive than the effects described above;
however, they are real nonetheless. For
example, if under pricing residential property
insurance in a coastal county contributes to
incremental population growth, the resulting
costs of increased traffic congestion, increased
demand for public services, and other growthrelated issues are borne by all county residents
even though most of them did not realize any
benefits from the Citizens rate rollback and rate
freeze because they purchased their residential
insurance from private insurance companies.
The FHCF’s below-market rates present subsidy
issues similar to those associated with Citizens
rates described in the previous paragraphs. The
below-market FHCF rates provide a benefit to
all current residential property insurance
policyholders, but these low rates limit the
ability of the FHCF to build its financial
7

resources. For example, the low FHCF rates
create the situation where Florida policyholders
many years in the future could be paying off
deficits associated with FHCF hurricane losses
of current residential property insurance
policyholders whose premiums are understated.

C.
Assessment-related
Subsidies
Florida has followed the traditional approach of
recovering residual market deficits by imposing
identical percentage assessments on full policy
premiums of insurance companies and
policyholders. This approach may be acceptable
for lines of insurance with minimal catastrophic
loss exposure because rates for these lines of
insurance can be set with reasonable accuracy
based on accepted actuarial principles and
historical experience that ordinarily does not
vary significantly from year to year. Where this
occurs, deficits in these types of residual market
mechanisms are not usually large and can be
covered by modest assessments, unless rates for
these entities were established intentionally at
artificially low levels.
An important issue identified in this report is the
fairness of imposing deficit assessments as an
identical percentage of full policy premiums for
property insurance residual market mechanisms
in Florida where catastrophic losses fluctuate
annually from zero to many billions of dollars
and where exposure to catastrophic hurricane
losses varies significantly from one part of the
state to another. An analysis of this issue
requires a comparison of the geographic
distribution of assessments across counties using
the current Florida assessment procedures with
assessments calculated based on each county’s
exposure to catastrophic hurricane losses. While
this analysis will be the focus of a separate
report by the Florida Catastrophic Storm Risk
Management Center, it is important to note here
that those results show that using identical

percentage assessments of full policy premiums
to recover property insurance residual market
deficits in Florida does not reflect with
reasonable accuracy the significant variation in
exposure to catastrophic losses across the state
and leads to policyholders in some counties
paying assessments that are too high and
policyholders in other counties paying
assessments that are too low. This holds even
with the substantial variation in full policy
premiums that currently exist in Florida.

D.

Summary Observations
•

While rolling back and freezing
Citizens’ rates and the FHCF’s use of
“below market” rates produce lower
property insurance rates in the short run,
the longer term effects of these actions
appear to have various adverse effects,
including, but not limited to, reduced
financial resources for Citizens and
FHCF to pay catastrophic hurricane
losses and the likelihood of much larger
deficits in Citizens and FHCF that could
cause unacceptably large deficit
assessments on virtually all Florida
residents over many years.

•

The Florida Legislature may not have
intended the deficit assessment
processes set forth in Florida Statutes
for Citizens, FHCF and FIGA to
produce sizeable subsidies from
policyholders in some parts of the state
to residential property insurance
policyholders in parts of the state with
higher hurricane exposure; however, this
is the result of the current statutory
assessment procedures.

•

The implicit nature of Florida’s
assessment-related subsidies appears
capable of producing a wide range of
negative effects typically associated
with many government subsidy
programs, i. e., subsidy leakage,
subsidies across time, unintended
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consequences, and negative
externalities.
•

While this report has referred primarily
to inter-county assessment-related
subsidy issues, there are similarly
important intra-county assessmentrelated issues in coastal counties.

•

Legislative action to substantially
reduce the assessment-related subsidies
described in this report would seem to
have several benefits. In addition to
reducing the negative effects of the
subsidies and enhancing the financial
capacity of Citizens and the FHCF to
pay hurricane losses, it may also
facilitate the development of greater
hurricane loss mitigation incentives and
the achievement of greater hurricane
loss mitigation activity in both new and
existing residential properties.
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Part I: Overview of
Subsidies
In the vernacular, the term “subsidy” has
developed a negative connotation in spite of the
fact that subsidies are used by governments at all
levels to achieve public purposes. Part of the
problem is that governmental use of subsidies is
widespread and longstanding, which leaves
room for different opinions about the importance
and relevance of the public purposes, the relative
cost of subsidies to the benefits achieved, and
the efficiency and effectiveness of alternative
methods of subsidizing various personal and
commercial endeavors. All of this points to the
need for a general discussion of subsidies in
preparation for the later, more detailed treatment
of the presence and magnitude of subsidies in
Florida property insurance. In this regard, an
international news organization seemed to
capture the essence of the issues surrounding
subsidies when it stated the following:
“Why Do Subsidies Matter?
Subsidies – transfers of public money
to private interests – have profound
and long-lasting effects on the
economy, the distribution of income
in society, and the environment.
Holding governments to account for
how they allocate resources is
important to citizens, not least because
the bill goes to the taxpayers.”15
A unit of the U. S. Department of Energy set out
what it labeled a typical textbook definition of a
subsidy as a “transfer of economic resources by
the Government to the buyer or seller of a good
or service that has the effect of reducing the
price paid, increasing the price received, or
reducing the cost of production of the good or
service.”16 Another, more expansive, but still
generic definition described subsidies as an

“economic benefit (such as a tax allowance or
duty rebate) or financial aid (such as a cash grant
or soft loan) provided by a government to (1)
support a desirable activity (such as exports), (2)
keep prices of staples low, (3) maintain the
income of the producers of critical or strategic
products, (4) maintain employment levels, or (5)
induce investment to reduce unemployment.
The basic characteristic of all subsidies is to
reduce the market price of an item below its cost
of production.”17 A researcher in the field of
international trade, after referring to subsidies as
emanating from “government-directed, marketdistorting interventions,” stated simply that any
such “intervention that alters the price of the
good artificially should be recognized as a
subsidy.”18
Subsidies in the Unites States, because of their
large number and breadth of application, affect
virtually every person and business, although the
effects vary significantly from one person and
business to another. They may be viewed as
positive or negative depending on whether the
person or business is paying or receiving. A
comprehensive discussion of the history of
various subsidies, including their reasons for
existence, particular methods of delivery,
successes or failures in achieving their intended
results compared with their costs, and other
important considerations of their design and
implementation, is beyond the scope of this
report. Nevertheless, it is important to discuss
certain basic concepts regarding subsidies such
as direct (explicit) subsidies versus indirect
(implicit) subsidies, subsidies across time,
subsidy leakage, intended versus unintended
consequences of subsidies, and negative
externalities.

A.

Subsidy Concepts

Direct subsidies are probably the most
recognizable type of subsidy because they
involve direct payments to producers or
10

consumers.19 Direct subsidies also include tax
expenditures, which are tax code provisions that
“reduce the federal tax liability of firms and
individuals who qualify because they undertake
particular specified actions.”20 Another
researcher referred to explicit subsidies as “those
where budgetary outlays are made by the
government ….”21 Direct subsidies have the
advantage in most cases of greater transparency
and minimum distortion of the behavior of
producers and their customers but may have
higher administrative costs and the need to
utilize complex eligibility criteria.22
Indirect or implicit subsidies include generally
all subsidy activities that are not direct subsidies,
i. e., they do not involve direct payments or tax
expenditures. This broad category of subsidies
includes such activities as tariffs, holding down
supply prices,23 government-provided services at
below-market prices, government loans or loan
guarantees, and tax-exempt interest on debt.24
Another perspective on implicit subsidies
focuses on situations where negative
externalities exist, particularly in such fields as
environmental and energy policy. For example,
when a factory discharges pollution into the air
or water, people living in the vicinity may incur
health or clean up costs that are not recognized
in the factory’s cost analysis and price
determination. In other words, the factory does
not internalize these costs which, nevertheless,
are costs imposed on society by the factory’s
production activities. As a result, the factory
and its customers receive a subsidy from those
persons who bear the increased health or clean
up costs.25
Some subsidies have a significant temporal
dimension in that benefits are provided to or
realized by a particular group in the present
while the costs of the subsidies are imposed on
the group paying for the subsidies over many
years in the future. The issue here is that for any

number of reasons the group of payers in the
future may be people or businesses that did not
exist or could not receive the benefits at the time
the benefits were provided. This would not
include, however, situations such as toll roads
where the roads are built with funds generated
by the issuance of debt which is repaid by users
of the toll road over many years. It would
include circumstances where the benefits are
consumed in the present and paid for through
deficit spending that will be paid for by future
generations.
A concept with important implications is
subsidy leakage. This arises because subsidies
are usually targeted toward certain populations
of intended beneficiaries; however, targeting
errors often occur because eligibility criteria
may be imprecise or administered ineffectively.
Two types of targeting errors exist. First are
errors of exclusion where “members of the target
group are not captured by the eligibility criteria
and hence fail to receive the subsidy.”26 The
second type of targeting error are errors of
inclusion “when people outside the target group
fortuitously comply with the eligibility criteria
and consequently receive the subsidy.”27 Errors
of inclusion result in a leakage of funds that
increases the cost and decreases the efficiency of
the subsidy program. Subsidy leakage would
appear to be a fundamental problem, for
example, when transfers of public funds are
misdirected, even in part, to middle and high
income people when the target population of a
particular subsidy is low income people.28
Subsidies are subject to the very powerful but
largely ignored “Law of Unintended
Consequences,” which was first explored in
depth by the sociologist Robert K. Merton in
1936.29 This law states that the actions of people
and governments often have effects that are
unanticipated or unintended. While some
unintended consequences can be positive
(sometimes referred to as windfalls), more
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frequently the unintended consequences have
negative and even perverse effects. In fact,
these perverse effects are sometimes so
significant that, in hindsight, they may call into
question the wisdom of engaging in the original
subsidy activity at all.
Professor Merton identified several causes of
unintended consequences, but the first two are
particularly relevant to subsidy programs. The
first is that government officials are not able to
know about and understand all of the influences
that subsidies will have or all of the ways that
intended recipients and others will respond. The
socio-economic system in which the subsidies
are intended to work may simply be too
complex.30 The second is that government
officials may simply employ faulty reasoning
and analysis. As Professor Merton stated: “we
may err in our appraisal of the present situation,
in our inference from this to the future objective
situation, in our selection of a course of action,
or finally in the expectation of the action
chosen.”31
One impact of government subsidies and other
market interventions is that the efficient
functioning of markets and market price signals
may be disturbed, which can produce a variety
of unintended consequences. For example,
when the price of a good or service is held
below its full market price by governmental
subsidy or other governmental action, the
incentive for efficient use of the good or service
is reduced and excessive use of the good or
service may be encouraged.32 This could have
unanticipated effects beyond the narrow market
for the good or service.

B.
Overview of Selected
Subsidy Programs
Before proceeding into an in depth discussion of
insurance subsidies with particular reference to
Florida property insurance, a brief review of

several non-insurance subsidy programs may be
useful. These comments are intended to identify
aspects of the subsidy programs that illustrate
the subsidy concepts described above.
Food Stamp Program
According to the U. S. Department of
Agriculture, Food and Nutrition Service, the
purpose of the Food Stamp Program is “to
provide low-income persons of limited resources
with access to a nutritious, healthful diet.”33 The
Food Stamp Program is an example of a meanstested transfer program under which potential
program participants must meet a series of
specific income and asset-related tests to
determine their eligibility and level of
participation.34 This targeted, direct approach to
addressing food affordability issues for a portion
of the U. S. population has been used instead of
alternative approaches such as food price
regulation.
Public Water Service in Less-Developed
Countries
In many countries government policy has kept
water prices low with explicit subsidies paid to
water companies, which has generally benefitted
the middle class in urban areas but has not
assisted the poor, many of whom are not
connected to the water network. Chile
introduced a new program in the 1990s that
allowed water prices to move to their full
economic cost and began paying direct subsidies
to consumers who could not afford these
prices.35
Corn Ethanol Subsidies
For a number of years, biofuels have been seen
as one of the answers to America’s dependence
on foreign oil and as a way to use more
environmentally-friendly fuels to reduce carbon
emissions. “The U. S. quintupled its production
of ethanol … in the past decade, and
Washington has just mandated another fivefold
increase in renewable fuels over the next
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decade.”36 Congress has pursued the biofuels
program through biofuels usage mandates, tax
subsidies ($8 billion in 2007),37 and tariffs on
imports of less expensive sugar cane based
biofuels. Recent analysis is challenging the
early optimism of these biofuels programs. One
researcher has determined that more energy is
required to produce ethanol than the energy that
is actually contained in ethanol.38 In addition,
converting food crops, such as corn, into fuel
has contributed to rising food prices, food
shortages and in some cases deadly food riots in
dozens of countries. 39 Another researcher has
found that biofuels programs, as they are being
implemented in the U. S. and other countries, are
leading to an increase in global deforestation, a
net increase in the release of carbon emissions,
and a likely worsening of global warming.40
U. S. Sugar Tariffs
The U. S. Department of Agriculture limits
imports of foreign grown sugar through import
barriers and allocates domestic production of
sugar between beet sugar and cane sugar
producers. As a result domestic sugar prices are
about twice the world price, which inflates the
price of all domestically produced food products
containing sugar. A study by the U. S. General
Accountability Office estimates that the cost to
consumers for sugar and products containing
sugar is about $1.9 billion per year.41 Protection
of domestic sugar production has encouraged
sugar cane producers to expand into the
environmentally-sensitive Florida Everglades.42
Homeownership Tax Incentives
Homeownership has long been viewed as an
important public policy goal in the U. S.,
particularly for the middle class. In this regard
the U. S. government provides subsidies through
federal income tax deductions for mortgage
interest and real estate taxes to homeowners who
itemize deductions on their tax returns. An
additional subsidy is provided through the

elimination of capital gains taxes on most home
sales. Housing subsidies are also provided to
very low-income renters through such programs
as public housing. The receipt of these housingrelated subsidies, however, is not spread
uniformly across income groups. Upper income
tax filers, i. e., those in the highest 20 percent of
incomes, received 82 percent of the housing
subsidies in FY 2005. Upper middle income tax
filers, i. e., those between 60 and 80 percent of
incomes, received 15 percent of the housing
subsidies, while all tax filers with incomes
below 60 percent of incomes received only 3
percent of housing subsidies.43 Because of the
way they are structured, “(T)he rental subsidies
in and of themselves provide an additional
barrier for low-income families to own, while
the ownership subsidies encourage excessive
borrowing and inefficient wealth allocation
among households that by and large already
possess the means to own a home.”44 (Emphasis
in original.)
Observation
While most, if not all, subsidy programs,
including some of the subsidy programs
described above and numerous others such as
agricultural subsidies and various tax-related
subsidies, were established to achieve worthy
public goals, some of them seem to have become
examples of subsidy programs with negative
externalities, subsidy leakage or unintended
consequences. The presence of these
characteristics does not mean that these subsidy
programs are not worthwhile, but it may mean
that public policymakers should revaluate the
structure and implementation of some subsidy
programs to assure that they are efficiently and
effectively achieving their intended goals with
minimal adverse effects.
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Principle 1: A rate is an estimate of the
expected value of future costs.

Part II. Overview of
Subsidy Issues in
Insurance
A.

Background

The subject of subsidies in insurance is complex
and sometimes confusing, as this report will
describe. One view is that insurance inherently
involves subsidies in that insureds with losses
paid by their insurance company are being
subsidized by insureds that do not have losses.
This is not how insurance works and does not
represent what insureds pay for when they buy
insurance. Conceptually, insurance involves the
transfer of an existing exposure to loss (such as
the risk of one’s house burning down) through
the purchase of an insurance policy and the
pooling of a very large number of these loss
exposures by the insurance company to assist the
insurance company in pricing and managing the
loss exposures of all of its insureds. Insureds
purchase the promise of their insurance
company to pay for their covered losses
occurring during the policy period, and all
insureds receive this protection whether they
have losses or not.
An important concept at the heart of the question
of subsidies in insurance is the concept of
“actuarially sound rates,” and this term arises
often in discussions of the development and
regulation of insurance rates. The Casualty
Actuarial Society (CAS) has stated that “(I)t is
important that proper actuarial procedures be
employed to derive rates that protect the
insurance system’s financial soundness and
promote equity and availability for insurance
consumers.”45 The basic principles set forth by
the CAS relevant to actuarially sound rates are
as follows:

Principle 2: A rate provides for all costs
associated with the transfer of risk.
Principle 3: A rate provides for the costs
associated with an individual risk transfer.
Principle 4: A rate is reasonable and not
excessive, inadequate, or unfairly
discriminatory if it is an actuarially sound
estimate of the expected value of all future
costs associated with an individual risk
transfer.
The phrase “not excessive, inadequate, or
unfairly discriminatory” is important because
these are the rate standards typically found in
state insurance rate regulatory laws.46 In
addition, insurance companies and regulators
have worked over many years to establish
classes of insurance, geographic territories, and
associated rates so that individual risks can be
properly and fairly underwritten and rated. A
threshold question is whether the “classes” are
appropriate. One of the actuarial standards of
practice addresses risk classification and states
that the primary purposes of risk classification
are to be fair, permit economic incentives to
encourage availability of coverage, and protect
the soundness of the financial security system.
The actuarial standard further states that a
classification system is equitable “if material
differences in costs for risk characteristics are
appropriately reflected in the rate. Classification
subsidies result when the price paid by an
individual or class of individuals fails to reflect
differences in cost among the risk classes.” 47
In general, the use of actuarially sound rating
principles and methods has been motivated by
the goals of fairness in the insurance rating
process and avoiding subsidies across rating
classes. The best and broadest measure of
success in this regard is insurance market
conditions where almost all insureds are able to
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obtain coverage from private insurance
companies. In insurance markets where a
significant portion of insureds are not able to
obtain insurance coverage from private insurers,
regulatory or structural conditions are often
present that produce rates that are not actuarially
sound and may involve efforts to subsidize
insureds in certain classes or territories.
Most property insurance coverage is provided by
private insurance companies. The number of
these insurance companies operating in
individual states is sufficiently large that the
industry usually meets the test of being
competitively structured48. For example, over
100 insurance companies are licensed by the
Office of Insurance Regulation to provide
homeowners insurance in Florida. The
combination of competitive forces in the market
and the longstanding ratemaking methods and
requirements relied upon by insurance company
actuaries and by insurance regulators has led to a
structure of insurance rates intended to prevent
subsidies among individual insureds or lines of
business in the private insurance market.
The way in which competitive insurance
markets on their own will not allow subsidies to
exist requires further explanation. For example,
in a competitive market, an insurance company
that intends to use artificially low (not
actuarially sound) rates for personal auto
insurance to attract additional business and
intends to use artificially high (not actuarially
sound) rates for commercial auto insurance to
make up for the losses on personal auto
insurance would not be successful and would
suffer financially. It would be able to write
more personal auto insurance at the artificially
low rates if it chose to do so, but competitive
forces in the commercial auto insurance market
would drive its customers to other competitors
whose rates had not been artificially increased.
A similar result would occur if an insurance
company attempted to artificially lower its rates

in certain territories and to artificially raise its
rates in other territories. Competitive markets
do not allow these types of subsidies to exist.

B.
Insurance Subsidies in Other
States
As described above, insurance subsidies do not
typically arise in competitive markets but, by
their nature, require governmental action and
intervention. Before discussing in general how
subsidies can arise in insurance residual market
mechanisms49 and how subsidy concerns have
arisen in Florida residential property insurance,
it is useful to consider how subsidies have arisen
in some other lines of insurance and in other
states.
Automobile Insurance
Because private passenger auto liability and auto
physical damage insurance is the largest type of
property and casualty insurance (approximately
33 percent of all property and casualty insurance
based on 2007 written premiums)50 and because
auto insurance rates have been regulated heavily,
it is no surprise that auto insurance subsidy
issues have been present in various states. The
concerns are usually centered on auto insurance
residual market mechanisms, which can be
disproportionately large in states with
particularly aggressive rate regulation. One
observer noted that cross-subsidies are
“accomplished directly through limits on rates in
certain classifications or by channeling subsidies
to higher risk drivers by keeping rates low in the
residual market.”51
Massachusetts – In 1977, the Massachusetts
Insurance Commissioner ordered several
changes in the way automobile insurance
companies had traditionally classified and rated
insured drivers, particularly regarding classes
based on age, sex, and marital status. In
addition, the variation in rates across classes and
territories was limited. The expected costs, for
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example, of insuring drivers across classes
varied by a factor of 4.4, while premiums were
allowed to vary by a factor of three. Across
territories, costs varied by a factor of 2.7, but
premiums varied only by a factor of two.
Combining these factors increased the impact of
the limitations. The cost of insuring a driver in
the highest class and territory was 10.6 times the
cost of a driver in the lowest class and territory;
however, the premium difference of the highest
class/territory was only 4.5 times the lowest
class/territory.52 The premiums paid by drivers
insured in the auto insurance residual market
were the same as premiums insured in the
voluntary market.53
During the 1980s about half of drivers in
Massachusetts were forced to obtain their auto
insurance coverage in the residual market, with
the percentage peaking at 72 percent in 1989.
While being successful in achieving high levels
of auto insurance coverage, “… the crosssubsidies in place to achieve this appear to have
gone beyond the level required to enhance social
efficiency.”54 More specifically, “(S)ubsidies
flow from drivers in rural areas to those in urban
areas, from women to men, from the middleaged to the young and the elderly, from
experienced drivers to inexperienced drivers,
and from drivers in the voluntary market to
those in the high-risk, involuntary market.”55
South Carolina – In the mid-1970s South
Carolina undertook a program of intensive
regulation of auto insurance in the form of “tight
limits on rates and underwriting …” and the
creation of a type of residual market mechanism
called a reinsurance facility, 56 which in
combination led to 20 years of controversy
before reform legislation was enacted in 1997.
Like many states at the time, South Carolina
required insurance companies to file auto
insurance rates for prior approval, but South
Carolina went beyond typical prior approval
requirements in that the South Carolina Director

of Insurance was authorized by law “to
promulgate uniform classification systems,
merit-rating plans, and rating territories and
require insurers to grant safe driver discounts of
no less than 20 percent.”57 Territorial rate
differentials were also capped.
In addition to problems related to structural
aspects of the South Carolina reinsurance
facility, rates set by the insurance regulator
“were severely inadequate to cover costs” due to
a “desire to maintain … rates that were
‘comparable’ to voluntary market rates.”58
Many high-risk drivers chose to be in the
reinsurance facility because of “limits on
(reinsurance facility) rates and lax eligibility
requirements.”59 Insurers also placed drivers in
the reinsurance facility because the mandated
class and territory plans did not allow insurers to
charge rates commensurate with the drivers’ risk
characteristics.60 As a result, the proportion of
South Carolina vehicles in the reinsurance
facility rose from 20 percent in 1980 to above 40
percent from 1992 to 1995,61 and the reinsurance
facility’s cumulative deficit through 1999, when
the reinsurance facility was eliminated, was $2.4
billion.62
New Jersey – New Jersey’s history of auto
insurance problems dates to the early 1970s
following the creation of an assigned risk plan
(NJAIP) along with the implementation of a new
no-fault law and other regulatory changes. From
its inception in 1972 until its elimination in
1982, the number of drivers insured in the
NJAIP more than tripled to 1.37 million, which
represented about one third of New Jersey
drivers.63 In 1982 the NJAIP was replaced by a
new residual market mechanism called the New
Jersey Automobile Full Insurance Underwriting
Association (NJ Auto JUA).
The NJ Auto JUA was to be funded in part by a
residual market equalization charge (RMEC) to
be charged to all auto insurance policyholders.
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The RMEC was to help make up for the
shortfalls in the NJ Auto JUA revenues resulting
from the NJ Auto JUA charging the high-risk
drivers it insured rates comparable to rates in the
voluntary market. By 1990, more than half of
the state’s auto insurance policyholders were
insured in the residual market. The RMEC,
even though it was a subsidy from low-risk
drivers to high-risk drivers, could have
prevented the subsequent massive NJ Auto JUA
deficits if it had been used as intended. In 1985,
however, the insurance commissioner
disallowed the RMEC because the Auto JUA
had positive cash flow. This failure in the early
years of the NJ Auto JUA to recognize the
necessity to establish reserves for future claim
payments related to current loss occurrences led
in a few years to huge financial deficits.64 By
the early 1990s, the NJ Auto JUA and the
Market Transition Facility, which succeeded the
NJ Auto JUA for two years, developed deficits
approaching $5 billion.65
One scholar summed up the situation as follows:
“For the insurance economist, New Jersey is a
dream. Its auto insurance system has offered a
series of natural experiments in incentive
response, regulatory lag, market failure, binding
price constraints, ‘excess’ profit law, barriers to
exit, and cash flow residual market financing.”66
California Property Insurance
Fires in Southern California are often in the
news. Less attention, however, has been given
to related public policy issues, such as “(S)hould
the state and federal government encourage
Californians to build in high-risk brush-fire
zones?”67 Stated more harshly, “… many rich
folk who build mansions in canyons – and their
less rich compadres who build McMansions in
foothills – do so with subsidized, artificially
inexpensive, actuarially unsound, governmentsecured insurance of last resort ….”68 While
most states that created Fair Access to Insurance
Requirements Plans (FAIR plans) following the

urban riots in the late 1960s and the federal
legislation69 thereafter focused their efforts on
insurance availability problems in inner cities,
the law allowed the FAIR plans to provide
coverage for properties in “high risk” areas.
California has taken a broad view of “high risk”
areas and has included properties in “pockets of
Malibu, Topanga Canyon, Laurel Canyon,
Glendale, Pasadena, and Arcadia.”70 Malibu is a
particularly interesting case because of its
notable residents and the fact that it was
declared a Federal Disaster Area five times
between 1993 and 1996. The Southern
California experience with frequent and severe
fires in areas with expensive real estate
continues to raise issues regarding residual
market pricing and subsidies as well as growth
management and development policies.
2008 may be California’s most expensive fire
season on record. The state incurred $285
million in firefighting costs in just six weeks
compared to the $44 million it spent ten years
ago.71 Because of the severe impact of the
firefighting costs on the state budget, which is
already in deficit, Governor Schwarzenegger
“has proposed a 1.4 percent surcharge on
residential and commercial property insurance
premiums in areas at high risk of fires, floods or
earthquakes – about 80 percent of the state.
Homeowners in the other areas would pay a 0.75
percent premium.”72
National Flood Insurance
The U. S. Congress enacted the National Flood
Insurance Act73 in 1968 “in recognition of the
increasing amount of flood damage, the lack of
readily available insurance for property owners,
and the cost to the taxpayer for flood-related
disaster relief ….”74 While the intent of
Congress over the years was that the National
Flood Insurance Program (NFIP) would be the
principal means of flood-related disaster relief,
the NFIP has been only partly successful in this
regard. One reason is that participation in the
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NFIP is low with less than one-half of the
structures having flood insurance coverage in
special flood hazard areas, where flood
insurance in some cases is mandatory.75
Another factor affecting the NFIP’s financial
success has been the premium subsidies to
structures located in a flood plain before the
NFIP’s flood insurance rate maps were
developed for the area. In the NFIP’s early
years, Congress appropriated funds to cover the
subsidies, but those appropriations stopped in
the mid-1980s.76 Congress recognized that the
full actuarial rate for the existing structures
would be “unattractively high.”77 A third factor
has been claim payments for structures with
repetitive losses.78 Over time, properties with
multiple losses, which make up only about two
percent of NFIP policies, were estimated in
200379 to account for about 38 percent of NFIP
losses and were estimated in 2005 to account for
about 25 percent of NFIP losses.80
The NFIP has operated with an actuarial rate
imbalance throughout its history, primarily
because the NFIP has a substantial number of
policies with subsidized premiums – estimated
at 29 percent in 200381 and 24 percent in 2005.82
The premiums for these policies are about 35 to
40 percent of the actuarial rate.83 Since 1988, the
NFIP subsidized rates have been set to cover
losses in the “historical average loss year,”
which did not include any truly catastrophic loss
years until 2005.84 In addition, the NFIP rates
do not include any factor “to reflect the cost to
the taxpayer of bearing the risk of the insurance
contracts.”85 The NFIP’s transactions, i. e.,
premium receipts, claim payments and expenses,
are included in the federal budget on a cash
basis. “The focus on annual cash flows … may
not reflect the government’s cost because the
time between the extension of the insurance, the
receipt of premiums, the occurrence of an
insured event, and the payment of claims may
extend over several fiscal years.”86

A more recent U.S. Government Accountability
Office (GAO) analysis of NFIP ratemaking
procedures raised additional issues. One of
these issues is that when the NFIP remaps its
flood zones, it allows the properties moving to a
more risky flood zone to retain their lower rates
in spite of the fact that “property owners that
obtained grandfathered rates for their homes are
being cross-subsidized by other policyholders in
the same zone that are paying higher rates.”87
Further, the GAO reports that Federal
Emergency Management Agency officials, while
they had various reasons for their decision,
acknowledged “that grandfathering presented a
disincentive for sound floodplain management
because grandfathered owners would be
unaware of the true risk of flooding to their
properties and would therefore be less likely to
mitigate.”88 In addition, the GAO, after
describing some changes in NFIP rate making
processes and policies made in the past few
years, stated that the policies and processes used
to “set both full-risk and subsidized premium
rates have contributed to NFIP’s inability to
generate enough in premiums to cover the
program’s operating costs, claims losses, and
debt to the Treasury.”89

C.
Residual Market Rates,
Deficits and Subsidy Issues
Residual market mechanisms are special
insurance entities. They are usually created by
acts of state legislatures and are often heavily
regulated by state insurance departments, in
large part because they are viewed as serving a
public or quasi-public purpose. The typical
actuarially sound rate making criteria used in
regulating insurance rates for private insurance
companies may be supplanted for residual
market mechanisms by other criteria for
political, public policy or technical reasons.
Whatever the reasons, rates for residual market
mechanisms are often held below the level of
rates that would meet the actuarially sound rate
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standards. This may not always produce
significantly adverse consequences, particularly
where the rate suppression is modest and
catastrophic loss potential is minimal or
nonexistent.
Other characteristics that residual market
mechanisms usually have in common include
the lack of capital contributions by the state, the
absence of any state responsibility for financial
deficits, and the inapplicability or irrelevance of
the traditional regulatory relationships applied to
private insurance companies between premium
writings and capital. As a result, residual market
mechanisms often have annual financial deficits
and usually do not have the funds on hand to
cover the deficits. To address this situation,
state legislatures typically require that “member”
insurance companies provide the necessary
funds in proportion to their share of the lines of
insurance relevant to the insurance coverage
provided by the residual market mechanism.
(Note: with some residual market mechanisms,
the “member” insurance companies receive a
financial benefit in the infrequent years when
profitable operations occur, again on a pro rata
basis.)
The “member” insurance companies that provide
the funds to cover the deficit are typically
entitled to include the amount of the funds
provided to cover the deficit as a cost of doing
business in subsequent rate filings. As a result,
the rates charged to the insurance companies’
policyholders are higher than they would
otherwise be due to residual market mechanism
deficits. This rate increment represents a subsidy
from policyholders of private insurance
companies to policyholders in residual market
mechanisms with financial deficits caused by
artificially low rates.
In some cases, for statutory or regulatory
reasons private insurance companies may not be
allowed, or may not be confident that they will

be allowed, to include the amount of the funds
provided to cover residual market deficits in
subsequent rate filings. As the size of the
residual market deficit and the amount of funds
from private insurance companies rise, the
profitability of these insurance companies may
be adversely affected, which can be a
disincentive for insurance companies to
participate fully in the state’s insurance market.
This may lead to further increases in the number
of policies written in the residual market because
an insurance company can reduce the relative
amount of the funds it is required to pay to cover
deficits of residual market mechanisms by
reducing the amount of business it writes in the
state. If this occurs, the size of residual market
mechanism and its deficits may increase further,
putting even more pressure on private insurance
companies to reduce even more the amount of
business they write. At the extreme, this
situation creates what is sometimes called a
“death spiral.”
With this background, it is useful to think
carefully about residual market mechanisms that
have significant exposure to catastrophic losses,
e. g., floods, hurricanes or earthquakes. Even if
these entities have actuarially sound rates or
even rates higher than actuarially sound rates, a
catastrophic event is almost certain to create a
financial deficit in the residual market
mechanism. The funds to cover these deficits
have to come from somewhere, and state and
national governments have developed special
funding processes in this regard. Deficits in the
NFIP are funded by Congress through
appropriations of federal tax dollars. At the state
level, particularly in California and Florida,
deficits in residual market mechanisms with
catastrophic exposure are funded by complex,
multi-layered assessments levied on insurance
companies, individuals and businesses in the
state. These assessments are usually designed to
make principal and interest payments over many
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years on debt issued by the residual market
mechanisms to allow them to meet their
obligations to claimants.
An important public policy (and perhaps
political) question is whether the assessments
levied by residual market mechanisms to cover
deficits caused by catastrophic events can be
correctly referred to as subsidies. Similarly, is it
accurate to refer to the deficit assessments as a
“bail out” of the residual market mechanism?
The answer to these questions may depend on
whether the residual market mechanism’s rates
were actuarially sound. Arguably, there is a
difference between deficit assessments for a
residual market mechanism whose rates had
been held artificially below actuarially sound
levels and deficit assessments where rates were
actuarially sound. At the very least, when a
residual market mechanism’s rates are set at
actuarially sound levels, a deficit may not occur
in some situations or the deficit may be smaller
than it would have been if the residual market
mechanism’s rates were held below actuarially
sound levels.
Another relevant issue, once the need for a
deficit assessment exists, is the method of
imposing and collecting the assessments. Often,
deficit assessments are imposed on insurance
companies and policyholders in lines of
insurance directly or at least closely related to
the line of business in which the residual market
mechanism operates. For example, deficit
assessments from a residual market mechanism
writing auto insurance are usually imposed on
the state’s auto insurance companies and passed
through to their auto insurance policyholders.
This approach can work reasonably well for
residual market mechanisms focusing on auto
insurance and other large lines of insurance such
as workers compensation insurance and
homeowners insurance, but it may not work well
for residual market mechanisms focusing on
smaller lines or classes of insurance. In the mid

1990s when the Florida Legislature revised the
statutory provisions regarding the residual
market mechanism providing property insurance
for condominium associations, apartments and
homeowner’s association (i. e., commercial
residential insurance), consideration was given
to having deficit assessments associated with
this class of business imposed on and collected
from only commercial residential insurance
policyholders. This was not done, in part,
because potential deficits were likely to be large
relative to the size of the premium base on
which the assessments would be imposed. The
assessment base actually used for this residual
market mechanism was all commercial property
insurance.
Nevertheless, state legislatures have to make a
very clear, specific decision on the assessment
base structure, i. e., the lines of insurance to
which assessments will be imposed, for each
residual market mechanism. These decisions
can be changed from time to time by the state
legislature, but a change would apply only to
future deficits and related assessments. The
considerations affecting the legislature’s choice
of an assessment base for a residual market
mechanism include the following:
•

Will the lines of business included in the
assessment base be considered fair by
the insurance companies and
policyholders paying the assessments?
A narrow assessment base may be
considered fairer than one that includes
unrelated lines of business.

•

What is the size of the assessment base
in relation to the size of the assessments
that may have to be made? A narrow
assessment base may produce
unacceptably large percentage and
dollar assessments. Including a broader
range of lines of business would
increase the assessment base size and
could lower the likely percentage and
dollar assessments to a more acceptable
level, although this approach does not
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change the total dollars that need to be
raised by the assessments.
•

How important are issues related to
geographic variations in loss exposure in
the state or to the rationale for including
or excluding certain lines of business?

•

What is the potential that the assessment
base structure would create significant
political concerns or generate litigation?

Once the assessment base decision is made, the
principal remaining issues involve the specific
processes by which assessments are levied and
collected.90 The first issue is who has the
responsibility to pay the assessment. In most
cases, especially where catastrophic loss
exposure does not exist, assessments are
imposed on “member” insurance companies.
These insurance companies are required to pay
the assessments levied on them to the residual
market mechanism within a specified time,
usually 30 days. As discussed above, these
insurance companies may then be able to include
the assessment payments in subsequent rate
filings as a cost of doing business and to recover
the assessment payments over time from their
policyholders. In cases where sizeable
assessments are involved such as those
associated with deficits caused by catastrophic
events, this approach may not be feasible.
Another approach used by some states is to have
insurance companies collect the assessments
directly from their own policyholders and to pay
the funds to the residual market mechanism as
they are collected. The disadvantage of this
approach is that insurance companies typically
can collect assessments from their policyholders
only when policies are renewed or when new
policies are issued. As a result, this approach
has been used primarily by residual market
mechanisms to collect deficit assessments
associated with principal and interest payments
on debt issued by the residual market
mechanism rather than to pay claims directly.

The second issue is how the assessments are
calculated for individual insurance companies or
policyholders. Residual market mechanism
deficit assessments have traditionally been
levied on insurance companies on a pro rata
(market share) basis. For example, an insurance
company whose written premium represents five
percent of the line or lines of business making
up the residual market mechanism’s assessment
base would be assessed an amount equal to five
percent of the deficit. The pro rata amounts,
which are sometimes referred to as
“participation ratios,” are recalculated annually
to reflect accurately the increases and decreases
in business written by individual insurance
company from one year to the next. In some
cases the residual market mechanism reduces the
participation ratios of insurance companies that
write certain risky classes of business or write
business in high-risk territories, because their
writing this business usually lowers the business
written in the residual market mechanism and
may reduce the size of future deficits.
In those cases where deficit assessments are
imposed directly on policyholders and merely
collected by insurance companies, state
legislators have usually required the assessment
percentage to be calculated by dividing the
amount of the deficit by the amount of the
assessment base. For example, if the residual
market mechanism’s deficit is $8 million and the
assessment base is $100 million, policyholders
would be required to pay an amount equal to 8
percent of their policy premium. In the case of a
deficit in a property insurance residual market
mechanism, a policyholder whose homeowner’s
insurance premium is $4000 would pay an
assessment of $320, while a policyholder whose
premium is $1000 would pay an assessment of
$80. This approach has been used because it is
simple, understandable, and seems to address
certain fairness concerns; however, specific
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analysis is required to determine the extent to
which this approach addresses the fairness issue.
Another issue that may seem unusual at first
glance is the question of whether policyholders
of a residual market mechanism should be
assessed for their pro rata share of the deficit
produced by the residual market mechanism.
Unless special provision is made in this regard,
the traditional deficit assessment process would
allow residual market mechanism policyholders
to avoid paying any portion of the deficit even
though the deficit arose from losses on their
policies. When deficit assessments are levied on
and paid by “member” insurance companies,
who are able through one means or another to
recoup the assessment payments from their own
policyholders, no portion of the deficit is paid by
policyholders of the residual market mechanism.
This would seem to be particularly troublesome
when policyholders in the residual market
mechanism had the benefit of rates that had been
held below actuarially sound levels. Part IV of
this report includes information on the various
ways that the Florida Legislature addressed this
issue.

may be perceived as subsidies, may contain
subsidy elements, and may have been intended
by the legislature to be subsidies.

The final issue for state legislators is the
visibility of residual market mechanism deficit
assessments imposed on individual
policyholders. When deficit assessments are
levied on and paid by insurance companies and
then later included in the insurance companies’
rates, the effect of the deficit assessment on the
premium paid by policyholders may not be
evident. In some states91 an insurance company
is able to recoup the amount of its deficit
assessment through an explicit (or visible)
surcharge on the premium paid by each of its
policyholders. When deficit assessments are
levied on and paid directly by policyholders, the
amount of the assessment is inherently visible.
The importance of the visibility issue is relevant
to the purposes of this report to the extent that
residual market mechanism deficit assessments
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Part III. Florida Residual
Market Ratemaking
Fundamental to developing an understanding of
property insurance subsidies in Florida is
knowledge of how residual market property
insurance rates are established, how deficit
assessments of residual market mechanisms are
levied, and where the deficit assessment burden
falls. Florida is particularly complex in this
regard because of the number of residual market
mechanisms involved and the amount of
legislative activity on these matters since 1992.
Prior to Hurricane Andrew in 1992, Florida had
one operational property insurance residual
market mechanism,92 i. e., the FWUA, which
provided property insurance coverage only in
certain coastal areas. The FWUA was
authorized by the Florida Legislature in 1970
and began operation in 1972. It provided
insurance coverage for the perils of windstorm
and hail to applicants who were “in good faith
entitled to, but are unable to procure, such
insurance through ordinary methods….”
Initially, the FWUA’s principal purpose was to
provide windstorm insurance coverage to
residents of Monroe County, although by the
mid 1990s, it was authorized to provide
coverage in 29 of Florida’s 35 coastal counties.

Andrew. In fact, some of them were announcing
the nonrenewal of significant numbers of
personal residential property insurance policies.
One of the significant actions taken by the
Florida Legislature during the December 1992
Special Session was to enact legislation creating
the Residential Property and Casualty Joint
Underwriting Association (JUA)93 to address the
growing availability problems related to multiperil personal residential property insurance
throughout Florida. The JUA expanded
dramatically during the 1990s, and it became the
largest property insurance residual market
mechanism in the U.S. based on any of the
following measures: number of policies in force,
amount of written premium, or aggregate
exposure to loss.94
Three other important regulatory and legislative
actions in the aftermath of Hurricane Andrew
were (i) adding portions of four large coastal
counties95 to the FWUA’s eligible areas, (2)
authorizing the Florida Insurance Guaranty
Association (“FIGA”) to levy special
assessments96 on Florida property insurance
policyholders for as long as necessary to repay
the $450 million in debt issued to pay claims of
the eleven insolvent insurance companies, and
(3) creating the Florida Hurricane Catastrophe
Fund (“FHCF”) to “provide a stable and ongoing
source of reimbursement to insurers for a portion
of their catastrophic hurricane losses ….” 97

In the few months following Hurricane Andrew,
the Florida Legislature met in special session to
begin addressing the stresses that were apparent
in the state’s residential property insurance
market. Eleven small property insurers had
become insolvent, and many of the large
property insurance companies were expressing
serious concerns about the effect of the
hurricane losses they incurred on their capacity
to continue insuring the amount of property
exposures they had insured before Hurricane
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A.
Overview of Florida’s
Property Residual Market
Ratemaking History
With the discussion of insurance subsidy issues
in Part II as a backdrop, the history of actions by
the Florida Legislative from the December 1992
Special Session through the 2009 Regular
Session relating to the establishment of rates for
the FWUA, the JUA and Citizens Property
Insurance Corporation (“Citizens,”), which was
formed in 2002 when the FWUA and the JUA
were combined by the Florida Legislature,
illustrates dramatically how changing insurance
market conditions, evolving public policy
objectives, and political factors can affect
ratemaking for residual market mechanisms. A
chronological history of these statutory changes
is presented in the appendix to this report.
The early JUA legislation indicated clearly the
Florida Legislature’s policy regarding JUA’s
rates relative to rates charged by private
insurance companies. Initially, the Legislature
required the JUA’s rates to be based on the rates
of the five largest private residential insurance
companies with a 25 per cent increment in
anticipation of poor loss experience.98 The
Legislature went further in 1993 when it stated
in the JUA’s rate requirements that the JUA
“function as a residual market mechanism to
provide insurance only when the insurance
cannot be procured in the voluntary market.”99
The Florida Legislature amended the JUA’s
statutory rate requirements several more times
during the 1995 to 2006 period to further its
policy that the JUA function as a residual market
mechanism. The list below includes some of the
additional JUA rate requirements100 that show
how far the Legislature was willing to go to
achieve this policy goal:
•

Stated that JUA’s rates were not to be
“competitive with approved rates in the
admitted voluntary market.” (1995)

•

Required that the JUA’s average rates
be higher in each county than the
highest average rates in each county of
the ten largest insurers in the state.
(1995)

•

Authorized the JUA to make filings on a
“file and use” basis under Florida law,
which meant that the JUA could
implement new rates without the prior
approval of the Department of
Insurance. (1995)

•

Required that the JUA’s average rates
be higher in each county than the
highest average rates in each county of
the 20 largest insurers in the state.
(1996)

•

Authorized the JUA to use the rate
arbitration process available to private
insurance companies to more promptly
resolve rate disputes with the
Department of Insurance. (1997)

•

Required Citizens to notify the Office of
Insurance Regulation (OIR) at least
twice a year that its rates met statutory
standards. If adjustments were needed
to be in compliance, Citizens was to
make the necessary rate changes. The
OIR could require adjustments, if
needed to assure compliance, but the
adjustments could only impact JUA
rates prospectively. (2003)

•

Required Citizens to send a notice to its
applicants and policyholders that
Citizens’ rates were intended to be
higher than rates charged by private
insurance companies. (2003)

•

Recognized “the public need to limit
subsidies within the residual market.”
(2006)

•

Required rates in the Citizens Personal
Lines Account to be sufficient to pay
claims and expenses expected to result
from a 100-year probable maximum loss
event without requiring any assessments
or debt. (2006)

In the January 2007 Special Session and in the
2007 and 2008 Regular Sessions, the Florida
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Legislature reversed the course it had followed
for more than 14 years. Citizens’ rates were
rolled back and frozen until 2010. Much of the
authority given to Citizens regarding its rates
was removed. Instead, the OIR was given the
authority to set Citizens rates, and Citizens was
not allowed to seek any administrative or
judicial review. In combination with other
statutory changes, the Legislative policy appears
to have transformed from one that saw Citizens
as being a residual market mechanism that did
not compete with private insurance companies to
one where Citizens is an active competitor with
private insurance companies. Under this new
vision of Citizens, the Legislature is not
concerned that Citizens was writing a large and
growing number of property insurance policies
in Florida.
The Legislature did establish during the 2008
Session a Citizens Property Insurance Mission
Review Task Force to address the statutory and
operational changes that would be required to
return Citizens to its former role. This was
perhaps a meaningful indication that the
Legislature might be willing to rethink the
legislation enacted in the January 2007 Special
Session that altered the role of Citizens so
significantly.
Based on the recommendations of the Citizens
Property Insurance Mission Review Task
Force101 and legislative concerns about the
potential size of Citizens’ assessments and the
difficulty that Citizens would have in issuing
debt to pay claims in the event of large hurricane
losses, the Legislature established what it
generally referred to as a “glide-path” to move
Citizens’ rates toward actuarially sound levels.
This involved limiting rate increases on any
single policy issued by Citizens to ten percent
each year excluding coverage changes and
surcharges.102

B.

FHCF Rates

Throughout its history, the FHCF has charged
rates for its coverage substantially below the
rates charged for comparable coverage by
private reinsurance companies. By charging
below-market rates, the FHCF has helped hold
Florida residential property insurance rates
lower than they would have been otherwise.
While the Florida Legislature’s principal
purposes in establishing the FHCF were to
provide additional reinsurance capacity and help
stabilize Florida’s property insurance market,103
the beneficial effect of the FHCF charging
below-market rates became apparent over
time.104
The FHCF is required by statute105 to charge an
“actuarially indicated” premium to insurance
companies purchasing FHCF coverage. The
FHCF’s traditional approach to developing
actuarially indicated rates was to add an
administrative cost factor to the average annual
hurricane loss estimates developed from a
weighted average of several hurricane models.106
The reasons why the FHCF can comply with the
statutory standard and still have rates as much as
one third to one fourth of the rates charged by
private reinsurance companies are as follows:
• The FHCF is exempt from federal income
taxation.
• The FHCF has very low administrative
expenses.
• Because the FHCF is a mandatory
insurance program, it has no
underwriting or marketing expenses.
• The FHCF does not include a profit load
or contingency factor in its rates.
• The FHCF rates do not recognize its
reliance on future debt issues, which
will be repaid by Emergency
Assessments, to cover large parts of the
coverage it provides.
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The Florida Legislature addressed this matter in
part in 2002 by authorizing the addition of a 25
percent “rapid cash buildup factor” to FHCF
rates so that the FHCF could build up its
financial resources more quickly and be better
prepared to meet its expected claim payment
obligations. This authority, however, was not
used by the FHCF until 2006 when the Florida
Legislature mandated its use. The rapid cash
build up factor was removed in the legislation107
enacted during the 2007 Special Session as part
of the Legislature’s efforts to reduce current
residential property insurance rates as much as
possible.
In addition to the provisions discussed in the
previous section affecting Citizens’ rates that the
Florida Legislature enacted during the 2007
Special Session, the Legislature expanded
significantly the coverage provided by the
FHCF.108 The apparent purpose of this
additional $12 billion of FHCF coverage was to
displace a portion of the reinsurance coverage
previously provided by private reinsurance
companies to property insurance companies in
Florida. The Legislature required that savings in
reinsurance costs that property insurance
companies would realize from substituting less
expensive FHCF reinsurance for more expensive
private reinsurance would be passed through to
property insurance policyholders in the form of
lower rates.
The OIR retained outside actuarial personnel to
assist it in developing the FHCF rates for the
expanded FHCF coverage and estimates of the
amount of property insurance rate reductions
that would occur. The actuarial analysis and
recommendations were set forth in an extensive
report, titled “House Bill 1A Presumed Rating
Factors” and dated March 1, 2007 (the “OIR
Report”).
It is important to note that the lower the rates
charged by the FHCF for the additional layer of

coverage in relation to the rates charged by
private reinsurance companies the greater would
be the reduction in property insurance rates paid
by Florida policyholders, everything else being
equal. In this regard, the OIR Report noted that
“Although actuarially priced, the additional
reinsurance coverage offered through the
(FHCF) will be sharply lower in price relative to
coverage being sold by private reinsurance
companies.”109 The OIR report also stated that
“a reasonable estimate of the rate on line for the
private reinsurance being replaced by the new
(FHCF) layer is 20 percent.”110 The rate on
line111 actually charged by the FHCF for the
2007-2008 policy year for the additional $12
billion of reinsurance coverage was 2.20
percent,112 which, as the OIR report accurately
characterized, was “sharply lower” than the
OIR’s estimated private reinsurance market cost
of 20 percent. (Please refer to the list of generic
reasons on the previous page why the FHCF
rates are lower than rates charged by private
reinsurance companies for comparable
coverage.)
An indirect method to evaluate the 2.20 percent
rate on line charged by the FHCF for the 20072008 policy year (and the 2.155 percent rate on
line charged by the FHCF for the 2008-2009
policy year) is to consider that, after approval by
its Board of Trustees113, the State Board of
Administration on behalf of the FHCF entered
into a put option agreement with Berkshire
Hathaway, Inc. on August 8, 2008 at a cost of
$224 million. The put option required Berkshire
Hathaway to purchase up to $4 billion of bonds
from the FHCF if a single hurricane caused the
FHCF to have hurricane losses and loss
adjustment expenses during the 2008 Hurricane
Season of more than $16 billion. The bonds that
Berkshire Hathaway would purchase would have
annual maturity dates from 2011 to 2039 and an
interest rate of 6.50 percent.
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While entering into the put option agreement
was a controversial decision by the State Board
of Administration Board of Trustees114, it is
admittedly difficult to evaluate the merits of the
put option given that the FHCF otherwise may
have been unable to borrow large sums in the
troubled U. S. and international credit markets in
late 2008 or early 2009. It is interesting to note,
however, that the total amount of premium
collected by the FHCF from property insurance
companies for the additional $12 billion layer
was $220 million for the 2008-2009 policy
year.115 Assuming the correctness of the $224
million fee paid to Berkshire Hathaway for
agreeing to loan the FHCF up to $4 billion, all
of which would have to be repaid, it would
appear that the premium charged by the FHCF
to property insurance companies for promising
to pay up to $12 billion for the same hurricane
losses represents a very different assessment of
the catastrophic risks involved and raises
fundamental public policy questions about the
long-term economic viability of continuing with
the current FHCF rate methodology.
During the 2009 Regular Session, the
Legislature began to undo some of the changes it
made regarding the FHCF’s rates and coverage
in 2007 and 2008.116 First the Legislature began
a six-year phase out of the additional $12 billion
FHCF coverage it required in 2007. Next the
Legislature mandated that the rates charged by
the FHCF for this additional coverage be
increased by a factor of two in 2009, a factor of
three in 2010, a factor of four in 2011, a factor
of five in 2012, and a factor of six in 2013.
Finally, the Legislature reinstated the cash
buildup factor it passed in 2002 and removed in
2007. The new cash buildup factor is 5 percent
in 2009, 10 percent in 2010, 15 percent in 2011,
20 percent in 2012, and 25 percent in 2013.
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Part IV. Deficit
Assessment Structures
and Processes
While deficit assessments levied by the JUA,
FWUA and Citizens, and to a lesser degree by
the FHCF and FIGA, have been of concern to
legislators, policyholders, insurance companies
and the media, little attention has been given to
specific aspects of these assessments that relate
directly to the nature and amount of subsidies
that may be present in the deficit assessment
structures and processes. Before those subsidy
issues can be identified, measured and
evaluated, it is necessary to review the deficit
assessment structures and processes in detail.
There has not been as much legislative activity
on deficit assessment structures and processes as
on residual market rates. As a result, the deficit
assessment structures and processes in Citizens
are similar in many ways to the earlier deficit
assessment structures and processes in the JUA
and FWUA, particularly from 1997 to 2002
before they were combined to form Citizens.
In Part II of this report, the question was raised
as to whether a deficit assessment by a residual
market mechanism with “actuarially sound”
rates constituted a subsidy by those persons or
entities paying the assessments to those persons
receiving the benefits. This is a particularly
relevant question for assessments paid by
insureds of private insurance companies to help
cover deficits in Citizens. Because most
property owners in Florida are not insured by
Citizens, there are questions about the basic
fairness, for example, of middle and low income
residents of counties with relatively low
hurricane exposure being assessed to pay for
hurricane losses of wealthy property owners on
Florida’s coasts where the hurricane exposure is
greater. While it is not the purpose of this report

to reach a conclusion on this specific issue, it
may be useful to set out some of the arguments
why, everything else being equal, the existence
of deficit assessments may not be inherently
unfair.117
1. Citizens, by providing property
insurance coverage to those who could
not obtain the coverage from private
insurance companies, helps support key
components of Florida’s economy, i. e.,
home construction, real estate sales,
mortgage banking, and others, which
benefits all Floridians.
2. Depending on weather and other factors
beyond a property owner’s control,
every property owner in Florida has a
chance of a hurricane loss and, at one
time or another, may be forced to obtain
property insurance from Citizens due to
adverse property insurance market
conditions.
3. Because property insurance premiums
vary significantly throughout Florida
based in part on differences in hurricane
exposure, policyholders already pay
substantially different amounts when
they are assessed depending on where
they live and the value of their
properties.
The last point above is susceptible to analysis.
The important issue is whether the current
Citizens’ assessment processes produce
assessments on individual policyholders across
the state that accurately reflect differences in
exposure to hurricane losses from one property
to another.

A.
Overview of Citizens’ Deficit
Assessments
When Citizens has a financial deficit in any of
its three accounts,118 it has statutory authority119
to levy two types of assessments – Regular
Assessments and Emergency Assessments.
Other types of deficit assessments exist (as
discussed below), but Regular Assessments and
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Emergency Assessments are the foundation of
the Citizens’ deficit assessment process.
Regular Assessments are imposed on, a liability
of, and collected from private insurance
companies by Citizens. These assessments are
also imposed on and collected from
policyholders purchasing relevant types of
insurance policies from surplus lines insurers.120
The principal purposes of Regular Assessments
are to cover smaller deficits quickly and to
generate an early flow of funds to Citizens when
larger deficits occur. Insurance companies have
the authority121 to recoup the amount of the
Regular Assessments they pay to Citizens by
adding a surcharge to the premiums they charge
their policyholders. The principal purpose of
Emergency Assessments is to allow Citizens to
make principal and interest payments on debt it
issues to pay the claims associated with large
hurricane losses. When needed, Citizens levies
Emergency Assessments on its own
policyholders and on private insurance
companies’ policyholders and surplus lines
policyholders subject to assessment. The
Emergency Assessments are collected when the
policies subject to assessment are renewed or
when new policies are issued.
The other key component is the Citizens
Assessment Base122, which is the aggregate of
all premiums written in a specific year for the
lines of business subject to assessment. While
the operation of Regular Assessments and
Emergency Assessments has changed little over
the past ten to twelve years, the nature of the
Citizens Assessment Base has changed
considerably during this period, but these
changes will be discussed separately.
An interesting change in nomenclature made in
the 2002 legislation123 that created Citizens was
to no longer refer to insurance companies
subject to assessment as “member insurers” and
to refer to them instead as “assessable insurers,”
principally because the insurance companies

subject to assessment were not actually members
of anything and had no rights of membership,
such as electing the board of governors. At the
same time, the Florida Legislature made many
policyholders of surplus lines insurers subject to
assessment by Citizens and referred to these
policyholders as “assessable insureds.”
Until 2008, if Citizens had a deficit that was less
than 10 percent of its assessment base, Citizens
would levy Regular Assessments on the
insurance companies subject to assessment in
the amount necessary to cover the deficit. If the
Citizens’ deficit exceeded 10 percent of the
Assessment Base, Citizens would levy the
maximum 10 percent Regular Assessment on the
insurance companies subject to assessment and
then would levy an Emergency Assessment to be
collected by insurance companies from their
policyholders subject to assessment for one or
more years until the deficit was covered. The
maximum percentage of an Emergency
Assessment is limited to the greater of 10
percent of the applicable Assessment Base or 10
percent of the deficit to make principal payments
on debt plus an additional amount necessary to
cover interest, fees, and other periodic debt
costs. As a result, in the event of very large
hurricane losses Emergency Assessments by
Citizens can be substantially larger than 10
percent of policyholder premiums.
In the 2008 Regular Session124, the Legislature
reduced the maximum percentage for Regular
Assessments from 10 percent to 6 percent while
leaving the maximum rate for Emergency
Assessments at 10 percent. The Regular
Assessment percentage reduction seems to have
two main effects. First, it reduces the amount of
cash that insurance companies subject to
assessment would have to pay to Citizens at a
time when many of these insurance companies
may have sizeable demands on their finances to
cover hurricane claims of their own
policyholders. Second, the amounts to be
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recouped by insurance companies from their
policyholders would be reduced accordingly.
This would reduce the aggregate first year
impact of the deficit assessments imposed on
private insurance company policyholders subject
to assessment.

B.

Special Citizens’ Surcharges

In the mid-1990s the Florida Legislature
required the JUA and the FWUA to impose a
special assessment on their policyholders when
either entity had a deficit and imposed Regular
Assessments on insurance companies subject to
assessment. This assessment, called the Market
Equalization Surcharge, was designed to assure
that the cost of policies issued by the JUA and
the FWUA did not become less expensive in
relation to the cost of policies issued by private
insurance companies that were recouping
Regular Assessment payments from their own
policyholders. Because the JUA’s and FWUA’s
deficits would be fully covered by Regular
Assessments and Emergency Assessments, the
funds generated by the Market Equalization
Surcharges were not used to cover any part of
the deficit but to help restore the JUA’s and
FWUA’s capital for the next hurricane season.
In the 2006 Regular Session the Florida
Legislature125 made the first substantive change
in the concept and process of assessing Citizens
policyholders since the mid-1990s. If Citizens
had a deficit in an account, the first step would
be for Citizens to levy an immediate assessment
of up to 10 percent of premium on each of its
“nonhomestead property”126 policyholders in all
Citizens’ accounts. If this did not cover the
deficit, Citizens was to levy an additional
assessment of up to 10 percent of premium on
all Citizens’ policyholders to be collected when
the policies were renewed or new policies were
issued. In addition, the Legislature changed the
name of the Market Equalization Surcharge to
Citizens Policyholder Surcharge and required

that the amount of the Regular Assessment be
reduced by the expected amount to be received
by Citizens from both the Citizens Policyholder
Surcharge and the additional assessment
described above. It appears that the Legislature
in 2006 intended to place the initial burden127 of
paying for deficits on Citizens’ policyholders
before Regular Assessments were levied on the
policyholders of private insurance companies.
In the 2007 Special Session, the Florida
Legislature deferred the special assessment on
nonhomestead property policyholders until
2008. No further changes were made in this
regard during the 2007 Regular Session;
however, the Legislature again made significant
changes in the 2008 Regular Session. First, the
Legislature eliminated references to assessments
on Citizens’ policyholders with nonhomestead
properties. Second, the Legislature eliminated
the reference to the additional assessment of up
to 10 percent on all Citizens’ policyholders.
Third, the Legislature retained the Citizens
Policyholders Surcharge, increased the
maximum rate from 10 percent to 15 percent of
premium for each of Citizens’ three accounts,
and required that the expected amount of this
surcharge reduce the amount of the deficit
before Regular Assessments and Emergency
Assessments were considered. The 2008
changes seem to represent a backing away from
the aggressive position taken by the Legislature
in 2006. The maximum aggregate assessments
on Citizens’ policyholders with a nonhomestead
property were decreased from 90 percent to 45
percent, and the maximum aggregate
assessments on Citizens’ policyholders with
homestead properties were reduced from 60
percent to 45 percent. (Note: These aggregate
assessment percentages do not include the
possibility of Emergency Assessments.)
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C.
Overview of the Citizens’
Assessment Base
In the late 1990s and early 2000s, the JUA had
two assessment bases (one for the Personal
Lines Account and one for the Commercial
Lines Account), and the FWUA had one
assessment base. These assessment bases were
similar but not identical, and they provide a
useful starting point for understanding later
developments. The statutory definitions of the
JUA128 and FWUA assessment bases in 1997
were as follows:
•

JUA Personal Lines Account –
Any personal lines policies
defined in Section 627.4025,
Florida Statutes, which are “…
the type of coverage provided
by homeowner’s, mobile home
owner’s, dwelling, tenant’s,
condominium unit owner’s, and
similar policies ….”

•

JUA Commercial Lines
Account – “… all commercial
property and commercial fire
insurance.”

•

FWUA – “… insurance on real
or personal property, as defined
in Section 624.604, Florida
Statutes, including insurance for
fire, industrial fire, allied lines,
farmowners multi-peril,
homeowners’ multi-peril,
commercial multi-peril, and
mobile homes, and including
liability coverages on all such
insurance, but excluding inland
marine as defined in Section
624.607(3), Florida Statutes,
and excluding vehicle insurance
as defined in Section
627.605(1)(a) other than
insurance on mobile homes used
as permanent dwellings” 129 but
not including “… premium for
liability coverage and for the

following if included in allied
lines: rain and hail on growing
crops; livestock; … ; National
Flood Insurance Program direct
premiums; and similar
deductions specifically
authorized by the (FWUA) and
approved by the (Department of
Insurance).”130
The JUA and the FWUA were combined by the
Florida Legislature in 2002 to form Citizens
Property Insurance Corporation; however, for
various reasons, including particularly the
interests of the large banks and note holders of
the several billion dollars of lines of credit and
pre-event notes issued by the JUA and the
FWUA, the JUA’s Personal Lines Account and
Commercial Lines Account and the FWUA’s
renamed High-Risk Account retained a separate
financial identity.131 This is important because
the calculation of deficits and resulting Regular
Assessments and Emergency Assessments
continued to be determined separately for each
of the accounts as it had prior to the formation of
Citizens. What did change with the formation of
Citizens was the creation of a common
definition of assessment base for all three
accounts. The common assessment base
definition was, in fact, the old FWUA
assessment base definition, as set forth above
except for the verbiage from “but not including”
to the end. As a result, the assessment base for
the Personal Lines Account and the Commercial
Lines Account were larger than they had been
previously. The more important effect,
however, was that if either the Personal Lines
Account or the Commercial Lines Account had a
deficit, they would each be able to levy Regular
Assessments and Emergency Assessments on
both personal property and commercial property
policyholders where that had not previously
been the case.
Another important change in the Citizens
legislation in 2002 was the expansion of the
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assessment base definition (along with changes
in the statutory provisions regarding Regular
Assessments and Emergency Assessments) to
include policyholders of surplus lines insurance
companies in the lines of business included in
the assessment base definition. These surplus
lines policyholders, now referred to as
“assessable insureds,” had previously not been
subject to recoupment surcharges of Regular
Assessments because surplus lines insurance
companies were not (and still are not) subject to
these assessments. They were similarly not
subject to Emergency Assessments. Including
these policyholders in the Citizens Assessment
Base not only served to increase the size of the
assessment base but also to eliminate an issue
that had concerned the large banks and other
institutions that were involved in the lines of
credit and pre-event notes. These financial
institutions had been concerned that if the JUA
or the FWUA had a large deficit and were forced
to levy significant Emergency Assessments,
many of the policyholders to whom these
assessments applied would terminate their
existing insurance policies and seek coverage
from surplus lines insurance companies to
escape the assessments.
In the 2007 Special Session, the Florida
Legislature achieved an even bigger expansion
of the Citizens assessment base.132 This
expansion was accomplished by removing the
previous assessment base definition and
replacing it with the following:
“… insurance written by
assessable insureds or procured
by assessable insureds for all
property and casualty lines of
business in the state, but not
including workers’
compensation or medical
malpractice. … the term
“property and casualty lines of
business” includes all lines of
business identified on Form 2,

Exhibit of Premiums and
Losses, in the annual statement
required by authorized insurers
by Section 624.424, Florida
Statutes, and any rule adopted
under this section, except for
those lines identified as accident
and health insurance and except
for policies written under the
National Flood Insurance
Program or the Federal Crop
Insurance Program. … the term
“workers’ compensation”
includes both workers’
compensation insurance and
excess workers’ compensation
insurance.”
While numerous lines of insurance were added
to the Citizens’ assessment base definition, the
largest lines of insurance added were those
involving private passenger automobile liability
and physical damage insurance. Taken together,
these have by far the largest amount of premium
and probably involve even more insureds than
personal residential insurance. The purposes of
the Florida Legislature in significantly
expanding the size of the Citizens Assessment
Base may have included increasing Citizens’
ability to generate funds through the assessment
process to pay for very large hurricane losses in
a shorter amount of time or allowing Citizens to
generate a given amount of funds using a lower
assessment rate. For example, a doubling of the
assessment base would allow Citizens to raise
funds twice as fast or at half the previous
assessment rate.

D.
Florida Hurricane
Catastrophe Fund Deficit
Assessments
The Florida Hurricane Catastrophe Fund
(FHCF) was created by the Florida Legislature
in 1993133 as a mandatory reinsurance
mechanism for property insurance companies in
Florida. It provides reimbursement for a portion
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of an insurance company’s hurricane losses
above the company’s required FHCF retention.
Insurance companies that write covered policies
must enter into a contract with the FHCF and
pay an annual premium for the coverage
provided. Since 1995, covered policies have
been limited to those providing coverage for
personal and commercial residential
properties.134 While the FHCF charges
premiums for the coverage it provides, much of
its capacity to meet its obligations to insurance
companies is based on the assessments it is
authorized to levy on insurance companies.
Because of its exemption from federal income
taxation, the FHCF can accumulate premium
payments from year to year on a tax-free basis to
pay catastrophe losses when they occur. This
has been beneficial because the FHCF was able
to accumulate $6 billion by 2004, which was
used to pay some of the losses resulting from the
hurricanes hitting Florida in 2004 and 2005.
From its beginning, however, the amount of
coverage provided by the FHCF has exceeded its
cash on hand because the coverage limits have
been set by the Florida Legislature based on a
combination of the FHCF’s cash on hand and its
borrowing capacity. The FHCF’s ability to
borrow is a function of the FHCF’s assessment
rates, the size of the FHCF Assessment Base,
and conditions in national and international
credit markets. The assessments levied by the
FHCF are called “Emergency Assessments,” but
they are not the same as the Citizens’
Emergency Assessments.
1993 to 1998
The maximum rate for Emergency Assessments
was two percent of the FHCF Assessment Base
unless the Governor of Florida declared a state
of emergency, at which time the maximum rate
for Emergency Assessments was four percent.
The FHCF’s Assessment Base included all lines
of property and casualty insurance written by

authorized insurance companies in Florida
except for workers compensation insurance and
accident and health insurance. The Emergency
Assessments were levied on insurance
companies by the state insurance department,
and the insurance companies were allowed by
statute to recoup the amount of the Emergency
Assessments in subsequent rate filings.135
1999 Regular Session
The Florida Legislature expanded the FHCF’s
assessment authority136 by allowing assessments
of up to four percent for deficits arising out of
hurricane losses occurring in one year and up to
an aggregate of six percent for hurricane losses
in multiple years. The initial season capacity
was limited to $11 billion, and the additional
assessment authority was used to create capacity
for subsequent hurricane seasons.
2004 Regular Session
The Florida Legislature again increased the
FHCF’s assessment authority137 by allowing
assessments of up to six percent for hurricane
losses in one season and up to an aggregate of
ten percent for hurricane losses in multiple
years. The initial season capacity and the
capacity for subsequent seasons were each
increased to $15 billion. This additional capacity
arose from the FHCF’s increased assessment
authority and from the Legislature expanding the
FHCF’s assessment base to include premiums
from surplus lines insurance similar to the
expansion of the Citizens Assessment Base in
2002, as discussed above. The Legislature also
modified the Emergency Assessment collection
process to have insurance companies collect
these assessments at the same time they collect
policyholder premiums, which eliminated the
need for statutory language about insurance
companies recouping the Emergency
Assessments payments in subsequent rate
filings. Medical malpractice insurers were
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exempted from emergency assessments for
hurricane events occurring prior to June 1, 2007.
2007 Special Session
Because the FHCF charges rates for the
coverage it provides that are substantially
lower138 than rates for similar coverage charged
by private reinsurance companies, the principal
tool used by the Florida Legislature in the 2007
Special Session in its efforts to lower property
insurance rates was to significantly expand on a
temporary basis the limits of coverage provided
by the FHCF.139 While the specifics of that
coverage expansion are complex and beyond the
scope of this report, it is important to note that
the Legislature increased the amount of FHCF
coverage from about $16 billion to at least $28
billion at a time when the FHCF had less than $2
billion of cash on hand.
Large hurricane losses in Florida in the few
years following the passage of this legislation in
the 2007 Special Session could have had two
potentially serious effects: (1) the huge amount
of debt the FHCF would need to issue to meet its
obligations would require many years of
assessments on Florida policyholders for almost
all lines of property and casualty insurance, and
(2) if adverse capital market conditions did not
allow the FHCF to issue the amount of debt
needed, the FHCF would not be able to meet its
expected obligations, which would mean that
private insurance companies and Citizens would
not have the funds they expected to have to pay
their hurricane claims. This could have led to
the insolvency of a number of private insurance
companies.
2007 Regular Session
The Florida Legislature extended the exemption
of medical malpractice insurers from emergency
assessments by the FHCF to include hurricane
events occurring before June 1, 2010.140

Observations
Certain aspects of the assessment procedures
used by Citizens and the FHCF present potential
subsidy issues. First, the very broad nature of
the Citizens’ and the FHCF’s assessment bases
means that insurance policyholders in many
lines of insurance are being and will be assessed
who do not receive any insurance coverage from
these entities.141 Second, because of variations
in exposure to hurricane losses among lines of
insurance and geographical areas in Florida, the
question arises as to whether levying various
types of assessments on total policy premium
creates situations where some policyholders are
subsidizing other policyholders. The important
issue, which is susceptible to analysis, is
whether the current assessment procedures used
by Citizens and the FHCF produce assessments
on individual policyholders across the state that
accurately reflect differences in exposure to
hurricane losses.

E.
Florida Insurance Guaranty
Association Deficit Assessments
The Florida Legislature joined many other states
in 1970 to address concerns about the adverse
effects of insolvent insurance companies by
creating the Florida Insurance Guaranty
Association (FIGA).142 The purpose of FIGA
was to “provide a mechanism for the payment of
covered claims under certain insurance policies
to avoid excessive delay in payment and to
avoid financial loss to claimants or
policyholders because of the insolvency of an
insurer.”143 FIGA does not accumulate funds in
advance of an insurance company’s insolvency,
and, therefore, when insurance company
insolvencies occur, FIGA must obtain the funds
it needs through pro rata assessments levied by
the state insurance department on insurance
companies subject to assessment. Insurance
companies may be required to pay these
assessments in as little as 30 days.
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For many years FIGA assessed its “member”
insurance companies through four separate
accounts:144 (1) the worker’s compensation
account, (2) the auto liability account, (3) the
auto physical damage account, and (4) the
account for all other insurance required to be
part of FIGA.145 The reason for having these
four accounts is that some insurance companies
write insurance in only one or two of the
accounts, and it seemed fair to have the cost of
an insurance company insolvency borne by the
other insurance companies writing that type of
insurance and by their policyholders and not by
insurance companies and policyholders in other
lines of insurance. This is particularly true for
auto insurance and worker’s compensation
insurance because these are large lines of
insurance with a substantial number of insurance
companies that specialize in those lines of
business. The “all other” account, however,
contains many lines of insurance.146 In 1997, the
worker’s compensation account was transferred
to a newly formed Workers Compensation
Insurance Guaranty Association,147 which left
FIGA with three accounts.
The Florida Legislature required that FIGA
assessments “levied against any one insurer shall
not exceed in any one year more than 2 percent
of that insurer’s net direct written premiums in
this state for the kinds of insurance included
within such account during the calendar year
next preceding the date of such assessments.”148
The Legislature also allowed insurance
companies paying FIGA assessments to recoup
in their rates the assessment amounts they had
paid.149
This approach had worked well in the years
preceding Hurricane Andrew in 1992, but the
size of the losses caused by Hurricane Andrew
required a flow of funds beyond that produced
by a two percent assessment per year in the “all
other” account. The Florida Legislature
authorized the issuance of debt by a unit of local

government to generate the funds necessary to
pay the Hurricane Andrew claims of eleven
insolvent insurance companies and created an
additional FIGA assessment of up to two percent
that would be pledged to repay the debt.150 This
additional assessment was to be included in the
rates of insurance companies being assessed
through a special rate filing for this purpose, but
many insurance companies simply showed the
two percent assessment as a visible surcharge on
policyholder premiums when policies were
renewed or new policies were issued.
In 2006, the Florida Legislature permanently
enhanced FIGA’s ability to meet its financial
responsibilities to pay covered hurricane claims
of insolvent insurance companies in the “all
other” account by creating the conditions under
which FIGA could have access to tax-exempt
debt on an on-going basis. First, the Legislature
“… authorized municipalities and counties of
this state substantially affected by the landfall of
a hurricane to issue bonds to assist (FIGA) in
expediting the handling and payment of covered
claims of insolvent insurers.”151 Second, the
Legislature amended the FIGA statute to
formalize the distinction between the traditional
assessment of two percent and the special
hurricane-related assessment of an additional
two percent. The first two percent assessment is
now called a Regular Assessment, while the
second two percent assessment is called an
Emergency Assessment. The new Emergency
Assessments can be used to pay hurricane claims
directly or can be assigned to the governmental
unit issuing bonds to assist FIGA so that the
governmental unit can “provide for the payment
of the principal of, redemption premium, if any,
and interest on such bonds, the cost of issuance
of such bonds, and the funding of any reserves
and other payments required under the bond
resolution or trust indenture pursuant to which
the bonds have been issued ….” The newly
enacted law also directed insurance companies
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to make a rate filing with the OIR within 90
days of receiving a notice from FIGA to reflect
the amount of the assessment.152
Five Florida-domiciled insurance companies
writing property insurance in Florida became
insolvent after the 2004 and 2005 hurricanes.
Depending on the number and size of property
insurance companies that become insolvent
following hurricanes striking Florida in the
future, it is likely that FIGA will need to levy
from time to time its own Regular Assessments
and Emergency Assessments to meet its
hurricane claims payment obligations under
Florida law. While these assessments are
smaller in size than assessments of Citizens and
the FHCF and because of FIGA’s three
accounts, the issues regarding whether the FIGA
assessment structure and process contain subsidy
elements may not be critical. Nevertheless, the
question remains of whether recouping FIGA
assessments based on total policy premiums
fairly and accurately addresses the variations in
exposure to hurricane losses among lines of
business and geographical areas.
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Appendix
Ratemaking requirements and procedures for
Florida’s property insurance residual market
mechanisms occupied the attention of the
Florida Legislature for much of the period from
late 1992 (after Hurricane Andrew) through the
2009 Regular Session. This appendix describes
in general terms the actions taken by the Florida
Legislature during this 17-year period to achieve
legislative goals for residual market rates in
relation to rates charged by private insurance
companies writing residential property insurance
coverage in Florida.
December 1992 Special Session

actual loss experience and expenses, together
with an appropriate catastrophe loading factor
that reflects the actual catastrophe exposure of
the (JUA).” The JUA board was required to
make a rate filing no later than March 31 and
September 30 of each year.
The JUA made a rate filing in early 1994, but
the filing was not approved for several months.
The JUA made another of the required, twice-ayear rate filings in the fall of 1994; however,
following the election of a new Insurance
Commissioner in November 1994, that rate
filing was withdrawn and replaced by a new rate
filing in early 1995, which was approved as
modified a few weeks later.
1995 Regular Session

November 1993 Special Session

The JUA’s rate filing experiences in 1994 led
the Legislature to alter significantly the JUA rate
filing requirements in 1995155. The requirement
that JUA rates were to be “not competitive with
approved rates in the admitted voluntary
market” was added. The Legislature still wanted
JUA rates to be based on its actual loss
experience, expenses, and catastrophe exposure,
but “as an interim measure,” the JUA was to set
its average rates in each county at the average
rates of the insurance company with the highest
average rates in each county among the ten
insurance companies with the largest statewide
direct written premium. The “top ten insurer”
approach applied to the various types of
homeowners’ insurance policies; however, the
statute required a “top five insurer” approach for
mobile homeowners’ insurance policies.

A year later, the Legislature revised the way that
JUA rates were to be set. The new rate
requirements154 stated that the JUA rates were to
“be actuarially sound and that the (JUA)
function as a residual market mechanism to
provide insurance only when the insurance
cannot be procured in the voluntary market.
Rates of the (JUA) shall be based on the (JUA’s)

The Florida Legislature also required the JUA to
make a rate filing “at least once a year, but not
more often than quarterly,” and, in a dramatic
departure from standard insurance regulatory
practices, the JUA was authorized to make the
rate filings on a “use and file basis” under
Florida law. This allowed the JUA to put new
rates in effect before getting the rates approved

The initial JUA statute153 required JUA rates to
be based on the “average loss costs of the five
largest residential insurers, by premium volume
in this state, plus appropriate factors for
catastrophe loading, projected expenses, and a
25-percent increment for presumed adverse
selection.” The JUA was to make a rate filing
each calendar year if the JUA board determined
it was necessary based on “the loss and expense
experience and other relevant factors.” The state
insurance department was to evaluate the rate
filing “to determine that the proposed rates are
not inadequate, excessive, or unfairly
discriminatory ….” The Legislature appeared to
want the JUA rates at the outset to be higher
than those charged by the market leaders.
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by the Department of Insurance. Finally, the
JUA’s policies were to have a maximum term of
six months to allow the JUA to realize the
financial benefit of higher rates more quickly.
The Legislature apparently believed that a
straightforward, formulaic approach would
produce better results for the JUA than relying
on approaches where more actuarial and
regulatory judgments were involved.

insurance cannot be procured in the voluntary
market.”158 This new approach was to be
implemented no later than January 1, 1999. One
reason the Legislature acted at that time may
have been that the FWUA had not changed its
rates since it began operations in 1972, even
though the number of FWUA policies in force
had increased from about 50,000 in 1992 to
about 300,000 in early 1997.

1996 Regular Session

In another aggressive move to assist the JUA
and the FWUA in achieving rates higher than
those in the admitted voluntary market, the
Legislature specifically authorized both
entities159 to take advantage of the rate
arbitration process160 available to private
insurance companies to promote more prompt
resolution of rate disputes with the Department
of Insurance. While the JUA never took
advantage of this authority, the FWUA did on
two occasions, the most notable of which
involved a filing for a very large rate increase
that was reduced in size by the arbitration panel
and required to be implemented over a three
year period starting in 2001.

The Florida Legislature modified the 1995
formulaic approach because at that time almost
all of the “top 10” premium-writing property
insurance companies in Florida were large,
national companies that historically had low
property insurance rates in Florida for
competitive reasons. As a result the rates of
these insurance companies did not serve well as
a base for JUA rates. The “top ten insurer”
approach was increased to the “top 20 insurer”
approach for homeowners insurance, while the
“top five insurer” approach was increased to the
“top eight insurer” approach for mobile
homeowners insurance. Also, the provision
adopted in 1995 to require JUA policies to terms
of six months was repealed.156
1997 Regular Session
With respect to the JUA rate making
requirements, the Florida Legislature removed
the requirement that JUA rates be based in the
future on the JUA’s “actual loss experience and
expenses.” The “top eight insurer” approach
was returned to the “top five insurer” approach
for mobile homeowners insurance.157
The Legislature for the first time set forth rate
making requirements in the FWUA statute when
it required that FWUA rates “be actuarially
sound and not competitive with approved rates
charged in the admitted voluntary market such
that the (FWUA) functions as a residual market
mechanism to provide insurance only when the

2002 Regular Session
After the residential property insurance market
improved in the late 1990s with the JUA policies
in force decreasing from 937,000 in September
1996 to below 60,000 in April 2000, the
property insurance market began to harden again
in the early 2000s.161 For unrelated reasons, the
recently-elected State Treasurer and Insurance
Commissioner, Tom Gallagher, proposed
legislation in 2001 to combine the JUA and
FWUA into a new administrative entity to be
called Citizens Property Insurance Corporation
(Citizens). That legislation162 passed in 2002,
and Citizens came into being on August 1, 2002.
The JUA (multi-peril) portion of Citizens is
made up of two separate accounts: the Personal
Lines Account (PLA) and the Commercial Lines
Account (CLA), while the FWUA (wind and
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hail perils only) portion of Citizens is referred to
as the High-Risk Account (HRA).
The principal rate-related changes made by the
Legislature directed at the PLA and the CLA
(but also applicable to the HRA) were the
removal of (1) the authority for Citizens to
require use of the arbitration process to resolve
rate disputes with the Department of Insurance
and (2) the authority to file rates under the “use
and file” provisions of the Insurance Code. The
requirement that a rate filing had to be made
each year was retained.
The requirements for wind-only (the HRA) rates
were changed extensively even though the
language requiring these rates to be “actuarially
sound and not competitive with approved rates
charged by authorized insurers” was retained.
The FWUA’s earlier 96 percent statewide
average rate increase that was being phased in
over several years pursuant to an arbitration
decision163 was to be capped in 2002 at no more
than a 10 percent increase for any policy
pending a new rate filing to take effect on July 1,
2003. The insurance department was to develop
and provide to Citizens by March 1 of each year
average wind-only rates for relevant
geographical areas charged by the “top 20
insurers” for personal lines residential policies
and the “top 5 insurers” for mobile home
policies. The average Citizens rates in each
county for the HRA were then required to be “no
lower in each county than the average rates
provided by the department.” Citizens was also
required to impose a rate surcharge on HRA
policies with seasonal occupancy.
2003 Regular Session
While well intentioned, the detailed procedure
set forth in the 2002 legislation for wind-only
rates proved technically unsound in that it
produced highly variable and inconsistent rate
indications. The approach in 2003164 was to
continue phasing in the earlier wind-only rate

increases with a 20 percent cap on any
policyholder’s rate increase. The Florida
Legislature then delegated to Citizens and the
Office of Insurance Regulation (OIR)165 the
responsibility to develop a wind-only rate
making methodology, which was to be used by
Citizens for a new rate filing by January 1, 2004.
The authority of the OIR to review Citizens
wind-only rate filings was limited to notifying
Citizens that the rate filing did not comply with
the rate making methodology developed under
this provision, if the OIR so determined.
Citizens was required “to amend its rates or
rating factors to come into compliance within 90
days ….”
The Legislature enacted another nontraditional
procedure for Citizens to follow with respect to
PLA rates, which again appears to have been
motivated by the objective of assisting Citizens
in achieving property insurance rates higher than
the admitted voluntary market. Citizens was
required to certify to the OIR at least twice a
year that its rates met specific statutory
standards.166 If any adjustments in rates or
rating factors were needed to comply with the
standards, Citizens was to “make and
implement” the necessary adjustments. If the
OIR determined that the revised rates and rating
factors did not meet the statutory standards, it
was to notify and require Citizens to amend its
rates and rating factors in its next rate filing.
Note that the OIR did not have authority to
prevent Citizens from implementing its rate
filings or to require Citizens to make any
retroactive adjustments or refunds for
policyholders.
In addition, the Legislature required Citizens to
develop a notice to its applicants and
policyholders stating that Citizens rates “are
intended to be higher than the rates of any
admitted carrier and providing other information
(Citizens) deems necessary to assist consumers
in finding other voluntary admitted insurers
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willing to insure their property.” This notice
requirement seems entirely consistent with the
longstanding legislative policy that Citizens (and
the JUA before it) were to provide property
insurance coverage only when such coverage
was not available from private insurance
companies.
2005 Regular Session
The rate filing requirements for Citizens were
largely unchanged even after four hurricanes167
struck Florida during the 2004 Hurricane
Season. The only change of substance was a
“pilot program”168 to have rates for Citizens in
Monroe County (the Florida Keys), where
private insurance companies were not competing
for business to any appreciable degree,
established using traditional insurance
regulatory standards, i. e., “actuarially sound and
not excessive, inadequate, or unfairly
discriminatory ….” This approach was to be
used for Monroe County rates if the OIR
“determines that a reasonable degree of
competition does not exist for personal lines
residential policies.”
2006 Regular Session
In what may have been the high-water mark in
the Florida Legislature’s efforts to push the rates
of Florida’s property insurance residual market
mechanisms above those in the admitted
voluntary market, the Florida Legislature169
stated its intent to “reaffirm the requirement of
rate adequacy in the residual market.” The
Legislature recognized that rates could be
actuarially sound and not competitive and still
be inadequate, and it also recognized “the public
need to limit subsidies within the residual
market.” This seems to be the first occasion that
the Legislature formally acknowledged its
concern about subsidies associated with the
property insurance residual market. In addition,
the Legislature stated that it was establishing
“statutory standards for rate adequacy … to

supplement the standards” generally applicable
to insurance rates.170 The Legislature’s first step
was to modify its previously stated “intent” that
Citizens rates be actuarially sound and not
competitive to a requirement that Citizens rates
“shall” meet these standards.
Second, the Legislature established, in effect, a
new method of setting Citizens rates. For
policies in the PLA and the CLA issued or
renewed after March 1, 2007,
“a rate is deemed inadequate if
the rate, including investment
income, is not sufficient to
provide for the procurement of
coverage under the Florida
Hurricane Catastrophe Fund and
private reinsurance costs,
whether or not the reinsurance is
procured, and to pay all claims
and expenses reasonably
expected to result from a 100year probable maximum loss
event without resort to any
regular or emergency
assessments, long-term debt,
state revenues or other funding
sources.”
A similar standard was established for windonly rates in the HRA except that the new HRA
rates were to be based in 2008 on the 85-year
probable maximum loss event and the 100-year
event in 2009. The Legislature also established
new regulatory rate filing procedures to assure
that Citizens wind-only rate filings would
receive either a notice of approval or disapproval
from the OIR within 90 days.
Even though the Legislature established a new
rate methodology for PLA rates, as described
above, the “top 20 insurers” and “top 5 insurers”
methodology was left in the statute.
January 2007 Special Session
In 2006, because of rising reinsurance rates for
Florida catastrophe exposures and other reasons,
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many insurance companies made homeowner’s
rate filings requesting, and some received
approval for, large percentage rate increases.
Because of the public attention these rate
increases and filings received, the Florida
Legislature met during a special session in late
January 2007 and essentially reversed course on
Citizens’ rates.171 The requirement that
Citizens’ rates be actuarially sound was retained,
but the “not competitive” requirement was
deleted along with all of the rate methodology
language adopted less than a year earlier during
the 2006 Regular Session. In addition, the
Legislature deleted the requirements that (1)
Citizens’ rates be no lower than the highest of
the “top 20 insurers” and “top 5 insurers,” which
had been in the statutes since 1995, (2) Citizens
certify to the OIR at least twice a year that its
rates meet the specific rate standards in the
Citizens statute, (3) Citizens make and
implement rate filings to assure compliance with
these standards, and (4) Citizens develop and
provide a notice to its policyholders that Citizens
rates are intended to be higher than rates of
admitted private insurance companies.
The Legislature’s new approach to Citizens
ratemaking included the following:
1. Deletion of the 2006 provision requiring
Citizens’ rate filings to take effect on March
1, 2007.
2. The Citizens’ rate filings originally made in
2005, which because of various delays had
taken effect until January 1, 2007, were
rescinded except for rate decreases. Citizens
was required to use the rates in effect on
December 31, 2006 for all of 2007 and was
required to make refunds to any
policyholders that had paid a higher rate.
3. If Citizens wished to increase any rates, it
was required to make new rate filings that
could not take effect until January 1, 2008.
4. Citizens was to file “recommended rates”
with the OIR, and the OIR was to “consider
the recommendations … and issue a final
order establishing the rates for (Citizens)
within 45 days ….”

5. Citizens was not allowed to “pursue an
administrative challenge or judicial review
of the final order of the (OIR).”
2007 Regular Session
The Florida Legislature found that “private
insurers are unwilling or unable to provide
affordable property insurance coverage in the
state to the extent sought and needed” and
declared that “the state has a compelling public
interest and a public purpose to assist in assuring
that property in this state is insured and that it is
insured at affordable rates ….”172 The
Legislature went on to state its intent that
“affordable property insurance be provided and
that it continue to be provided, as long as
necessary, through (Citizens) ….”173 With this
preamble the Legislature extended the rollback
of Citizens’ rates through 2008 in addition to
2007 by extending the limitation on Citizens’
ability to increase its rates until January 1, 2009.
2008 Regular Session
The Florida Legislature again extended the
rollback of Citizens rates by deleting the
reference to January 1, 2009 and adding a
requirement that Citizens submit a new rate
filing by July 15, 2009 for each of the lines of
business it writes with the effective date of the
new rates to be January 1, 2010.174 The
Legislature, however, also created the Citizens
Property Insurance Corporation Mission Review
Task Force, which was directed “to develop a
report setting forth the statutory and operational
changes needed to return (Citizens) to its former
role as a state created, noncompetitive residual
market mechanism ….”175 Included in its charge
was direction that the Task Force study “The
relationship of rates charged by (Citizens) to
rates charged by private insurers with due
consideration for (Citizens’) role as a
noncompetitive residual market mechanism.”
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2009 Regular Session
During the 2009 Session, the Legislature began
what may turn out to be a retreat from its policy
during 2007 and 2008 regarding the role of
Citizens. Based on recommendations of the
Citizens Property Insurance mission Review
Task Force176 and legislative concerns about the
potential size of Citizens’ assessments and the
difficulty that Citizens would have in issuing
debt to pay claims in the event of large hurricane
losses, the Legislature chose not to extend the
Citizens’ rate freeze for another year. Instead,
the Legislature established what it generally
referred to as a “glide-path” to move Citizens’
rates toward actuarially sound levels. This glide
path involved limiting rate increases on any
single policy issued by Citizens to ten percent
each year excluding coverage changes and
surcharges. In addition, the Legislature allowed
Citizens to increase its rates further to reflect the
cost of the FHCF’s cash buildup factor.177
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