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Chairwoman Waters, Ranking Member Biggert and Members of the House Financial 

Services Subcommittee on Housing and Community Opportunity: Thank you for the 

opportunity to testify here today on behalf of the National Association of Insurance 

Commissioners (NAIC) regarding natural disaster insurance.  I applaud you for your 

leadership on this critical issue of national importance. 

 

My name is Kevin McCarty, and I am the Insurance Commissioner for the State of 

Florida.  I serve a Chairman of the NAIC’s Property and Casualty Insurance Committee 

as well as the Committee’s Catastrophe Insurance Working Group. 

 

The NAIC, through these groups, has been involved in research and analysis on the 

impact of natural disasters on our society for a number of years.  Insurance 

Commissioners across the country are working to find solutions to manage the 

catastrophic risk exposure in their respective states – exposure that grows with increased 

real estate development, rising property values, and expanding commercial operations in 

catastrophe prone areas.   The NAIC currently is engaged in developing a comprehensive 

national plan for managing the economy wide risk of catastrophic natural disasters.  In 

addition, the NAIC has adopted resolutions, both in December of 2005 and most recently 

in June of 2006, supporting a national disaster plan and calling for a Federal Commission 

to further study the issues, weigh the alternatives, and focus the debate.  

 

Our Current System for Catastrophic Natural Disaster Insurance 

 

As we meet today, the ability of housing markets and local and regional economies to 

withstand and recover from the next natural catastrophe depends critically on what type 

of peril creates the disaster, where the disaster occurs, and the severity of the disaster 

event.  The varying types of catastrophic natural disasters are managed very differently 
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within our current insurance framework. This, in turn, can lead to highly different 

outcomes. 

 

Wind events, including tornados and hurricanes, are considered a basic covered peril in 

the vast majority of homeowner’s insurance policies.  Flood, on the other hand, is written 

only rarely by the private insurance industry for residential property; since 1968 the 

National Flood Insurance Program (NFIP) has been the public solution to managing this 

risk.  Finally, seismic events, particularly earthquakes, are not considered a standard 

covered peril, and aside from the California Earthquake Authority (CEA), there is no 

public mechanism to underwrite the risk; therefore, coverage is restricted to being an 

optional coverage, where available, in the private insurance market.  It also is worth 

noting that the coverage provided by the CEA is somewhat limited (the standard policy 

carries a 15 percent deductible and offers $5,000 for contents coverage and $1,500 for 

additional living expenses due to loss of use). 

 

If the next natural catastrophe is a significant flood event, the ability of the affected areas 

to recover is going to depend critically on the degree to which affected properties were 

insured with the NFIP.  Unfortunately, recent evidence from 2004 and 2005 suggests that 

far too many properties damaged by flood were uninsured; either they were outside of the 

mandatory flood plains as dictated by antiquated maps, or they were in the mandated 

flood zones but were uninsured anyway.  A recent study by the Rand Corporation 

provides evidence that suggests that the rate of take-up (that is how often the coverage is 

purchased) outside of the mandated zones is around 5 percent, and the take-up rate in 

mandated zones is only about 75 percent. 

 

If the next natural catastrophe is an earthquake, the ability of the affected regional 

economy to recover will depend on the degree of disaster relief that comes from the 

federal government.  The reason is really quite simple: the majority of residential 

property in earthquake prone areas is not insured for this very real risk.  In California, for 

example, it is estimated that the take-up rate for optional earthquake insurance has fallen 

to about 12 percent or less.  The same take-up rate is frequently suggested to be true in 
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the earthquake prone areas in the Midwest’s New Madrid area and along the eastern 

seaboard’s seismically active areas. 

 

As you can see, our current system lacks a comprehensive approach to managing the 

devastating effects of catastrophic natural disasters. Our current policy relies heavily on 

the Federal government.  For example, the federal government so far has allocated $110 

billion, in addition to insured loss payments, to facilitate recovery and rebuilding 

following Hurricane Katrina.  As generous and compassionate as the American people 

are, this current system leaves much to be desired.  Although our current reliance on 

federal payments for large-scale disaster spreads the cost of these events across a broad 

pool – the American taxpaying public – it does so rather ineffectively and inefficiently. 

 

One of the arguments against a comprehensive national approach to manage this nation’s 

natural disasters is that people in areas with lower perceived levels of risk do not want 

their money paying for events in other areas.  This argument ignores the reality that, in 

the context of a major catastrophe, those areas already pay for risk in other areas – in the 

most ineffective way and with little tangible benefit going forward.  In documents 

attached to this testimony, you will find some estimates prepared by the Florida Office of 

Insurance Regulation on the federal tax burden, by state, of the Katrina allocation of $110 

billion.  This analysis highlights one important truth about the consequences of large-

scale natural disasters: they are a national issue rather than local or regional problems.  

As the estimates show, the Great Lakes and Plains states will contribute, based on their 

proportionate percentage of individual federal tax filers, approximately $26 billion to 

Katrina initiatives.  These tax dollars are not risk-based, and they leave little legacy that 

guarantees relief for the next natural catastrophe, regardless of where it strikes.  Precious 

little of the money that we spend collectively on catastrophes is invested in lasting 

solutions or efforts to limit losses.  Our current system is based largely on a post-event 

reaction.  The NAIC believes that a more proactive system, which prepares the public and 

mitigates the potential for catastrophic damage following such an event, is more practical 

and less expensive in the long run to both affected individuals and the public at large. 
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The problem of insurance availability and affordability in the Gulf Coast has been widely 

publicized, but it is a problem that is now affecting other states, as well.  The Connecticut 

Department of Insurance recently conducted a study of its homeowner’s insurance market 

(available on the Department’s website at: 

http://www.ct.gov/cid/lib/cid/finalcoastalreport.pdf) and determined that insurance 

availability within 1000 feet of the shore is difficult to find in the traditional market.  

Coverage that is available is typically two to three times more expensive and often 

available only through the nonadmitted insurance market.  Homeowners insurance 

availability between 1,001 feet and a half mile of the shore is available in the standard 

market, but appears to be tightening with increased mitigation and underwriting 

requirements imposed by carriers.   Similar problems are being felt from Cape Cod to the 

Carolinas.  The response from insurers is aimed at coastal exposure, but it ignores the 

very real possibility that the next major catastrophe will not touch a coastline.  Our 

country has a relatively brief history, but in that time virtually every region of the country 

has experienced some form of catastrophic event.  Also in the documents attached to this 

testimony, you will find maps of the catastrophic exposure to natural disaster facing each 

state.  As these maps show, very few Americans are not moderately or severely exposed 

to the effects of a natural disaster.  The hurricanes in the gulf are only our most recent 

reminder of the risk from natural disasters, but it would be naïve to think they will be the 

last. 

 

Other Approaches to Managing Disaster Risk and Insurance 

 

What then can be done to create a comprehensive plan for managing our national natural 

catastrophe risk?  Both within the U.S. and across other developed economies, a variety 

of programs have been created to manage the economic consequences of catastrophic 

events. These programs differ in their structure based on underlying premises regarding 

the nature of the risk.  As such, the resulting roles of the private insurance market and 

government entities vary considerably across programs.  The Government Accountability 

Office (GAO) report, “U.S. and European Approaches to Insure Natural Catastrophe and 
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Terrorism Risks,” GAO-05-199 published in February 2005, provides a thorough 

description of these various approaches. 

 

Public policy frequently enters the debate as to whether or not a natural catastrophe is an 

insurable risk. Here in the US, with the creation of the National Flood Insurance Program 

in 1968, it was decided that flood was not an insurable risk.  Interestingly, other countries 

consider flood an insurable risk.  Using the same premise, both France and Spain have 

created risk pools for mandated natural catastrophe coverage that result in the state 

assuming the risk on an unlimited basis.  

 

On the other hand, many natural catastrophes are considered insurable as a matter of 

public policy, and government is used sparingly to facilitate the private sector mechanism.  

Perhaps the most common tool provided under this premise is the insurer’s ability to set 

aside reserves to pay for catastrophic losses on a tax-deferred basis.  Although differences 

exist in how these reserves are structured and monitored, they are common throughout 

the world.  As a measure of their perceived importance, a recent International Accounting 

Standard ruling (accounting guidance followed by most of the rest of the world except the 

U.S. at this point) would have done away with this reserving mechanism. Virtually all 

European nations, along with a number of other jurisdictions, chose not to adopt this new 

rule. 

  

The U.S. does not allow for the creation of tax-deferred reserves by insurers; however, a 

number of variants of a tax-deferred reserve have been developed and proposed since 

Hurricane Andrew in 1992.  

 

A second tool found in many nations is a risk pool funded by private insurers but 

managed by the government.  In Switzerland, for example, coverage for all natural 

catastrophes, except earthquake, is mandated in property insurance policies. Private 

insurers as well as state-owned canon specific insurers, pool these risks together and an 

average actuarial rate is determined and charged by all insurers. 
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Federal Support of Disasters and Disaster Insurance 

 

As observed from Hurricane Katrina, the Indian Ocean tsunami, and the 2005 earthquake 

in Pakistan, national governments become involved when a national catastrophe strikes 

its citizens.  One important policy question is whether this support is provided before or 

after an extreme event.  It is like the old television commercial featuring the auto 

mechanic telling the camera, “You can pay me now, or you can pay me later.”  It is 

always less expensive to finance disaster recovery before a catastrophe occurs than it is 

after-the-fact.  This is precisely the purpose of insurance – to pay prior to the event and 

provide an economic cushion to survive its adverse effects. 

 

Although I believe this Subcommittee should consider all options for federal 

involvement, it is important to stress that the solution to handling natural catastrophes, 

and ensuring a stable insurance market, does not begin or end necessarily with a massive 

federal program.  In its Constitutional powers of taxation and interstate commerce, 

Congress’ powers directly and indirectly affect state insurance markets.  The loan 

conditions put on federal mortgages, the tax treatment of insurance company’s reserves, 

economic incentives for individuals to retrofit their homes, improved building codes, and 

even upgrading our nation’s infrastructure are all areas Congress may address to impact 

the insurance marketplace positively.  In the following section, I will attempt to 

summarize a few of the key ideas currently being considered. 

 

Improve Disaster Preparedness and Disaster Response 

 

Disaster planning and disaster response are the very first steps to saving lives and 

protecting communities. The sad evidence from Hurricane Katrina bears solemn 

testament to this fact. The recently released study of community disaster preparedness by 

the Department of Homeland Security (DHS) suggests that there is still much to be done 

around the country. The report states that the "current catastrophic planning is 

unsystematic and not linked within a national planning system."  It continues that, "this is 

incompatible with 21st century homeland security challenges,” and suggests the need for 
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a “fundamental modernization of our Nation's planning processes."  The NAIC has 

endorsed disaster planning as a top priority and maintains a disaster preparedness manual 

for use by all states. 

 

Build Better Homes 

 

Although we cannot stop natural disasters, there are measures that we can take to mitigate 

damage.  The first component of any comprehensive national strategy must be mitigation 

– meaning preemptive measures taken to reduce or eliminate risk to property from 

hazards and their effects.  In practical terms, this involves toughening building codes for 

new structures by making them more resistant to hazards such as wind, flood, and 

earthquakes.  It also means stricter state and local guidelines to limit construction in 

highly hazardous areas. 

 

In Florida, we are implementing rules mandating that insurance companies provide 

appropriate insurance premium discounts for homes that employ mitigation measures.  In 

2002, the Department of Community Affairs commissioned a study by the Applied 

Research Associates that calculated potential savings based on mitigation procedures.  

Shortly thereafter, the Florida Legislature passed a law that requires companies to 

implement mitigation credits.  Initially, the Florida Office of Insurance Regulation 

adopted one-half of the recommended credits, but after two years of hurricane damage 

related data, the Florida Cabinet has approved the full ARA credits.  The message is 

clear:  we must provide economic incentives for private citizens to protect themselves 

from catastrophic loss. 

 

The federal government can affect these decisions positively by predicating federal loan 

decisions through the Federal Home Association (FHA) and Rural Development Home 

Program to only allow the purchase of homes that meet the most stringent building code 

standards.  If a home does not meet these standards, a procedure for requiring the 

retrofitting of the home must be enforced. 
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Mitigation techniques work and are cost effective; we also have witnessed their 

successful utilization.  In Florida, the Department of Financial Services provided $2.3 

million to develop four model “hurricane houses” with advanced building techniques to 

withstand 140mph winds.  In 2004, the eye of Hurricane Frances, a category 2 hurricane 

passed over one of these houses located in Ft. Pierce.  The house survived with no 

appreciable damage. In Tulsa, the development of education and marketing to extol the 

value of “saferooms” has met with tremendous success and increased significantly the 

demand for this tornado mitigation safety device. 

 

Although strengthening building codes for new structures will improve the housing stock 

on a going-forward basis, it will have a minor impact on the entire book of business for 

property insurers in the short-run.  The majority of the housing stock in the U.S. is built.  

This is true even in rapidly growing states; the average age of a house in Florida is 24 

years.  Many of these houses were built prior to any building code standards, much less 

the most recent, even in areas where building codes are in place. 

 

During last year’s legislative session, the Florida Legislature passed the Florida 

Comprehensive Hurricane Mitigation Program, which provides for free home 

inspections, as well as 50 percent matching grants of up to $5,000 to encourage single-

family homes to reduce vulnerability to hurricane damage.  The response was 

overwhelming.  The Florida Department of Financial Services received over 65,000 

applications for the free home inspections that will alert consumers how to strengthen 

their homes.  Regrettably the target for the year was to inspect 12,000 homes based on 

resource constraints, but this illustrates the interest homeowners have in protecting their 

homes when the proper financial incentives are provided.  As well, these programs are 

being expanded moving forward. 

 

Mitigate by Improving Infrastructure 

 

Another element of improving the homeowners market is to improve our nation’s 

infrastructure.  This includes dikes, levees, tunnels, bridges, solid waste facilities, 
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transportation facilities, and roads.  During the Hurricane Katrina tragedy in New 

Orleans, many structures withstood the initial damage of the storm, only to be destroyed 

due to the failed levee system.  The American Society of Civil Engineers’ March 2005 

Report Card showed deteriorating conditions in 13 of the 15 infrastructure areas 

surveyed.  In California, low lying areas around the Sacramento and San Joaquin rivers 

are protected by thousands of miles of earthen levees, many that date to the Gold Rush 

era.  These levees protect a delta that provides freshwater to nearly 25 million 

Californians.  If those levees break, either from disrepair or seismic activity, the 

consequences could be devastating. 

 

Insurers are factoring in these aspects of infrastructure, and they are becoming reluctant 

to insure structures in areas with outdated or outmoded infrastructure risks.  A 

commitment to improving our infrastructure, especially as it relates to structures that 

place homes in greater risk during a catastrophic event, will help prevent or mitigate 

damages to homes. 

 

Expand the Capacity of the Insurance Marketplace 

 

The current system of insurance effectively handles “normal” disasters ranging from car 

accidents, to storms, and even to large hurricanes.  Catastrophic natural disasters, 

especially the prospect of mega-catastrophes (i.e. the “big one” hitting California, a 

category 3 or 4 hurricane hitting New York, major seismic activity along the New Madrid 

Fault in the Midwest), create risks that simply could destroy an insurance company or 

potentially the entire industry.  This risk of ruin likely will keep the private sector from 

offering sufficient capacity for entirely rational reasons.  No potential rate of return is 

going to be worth the risk of losing the entire company. 

 

Expand Insurance Coverage 

 

One of the unfortunate truths revealed after every large-scale natural disaster is that a 

number of affected citizens did not have insurance in place to protect themselves. As 
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Congress considers the challenges of insuring natural catastrophes, care must be given to 

ensure that any solution has the ability to encourage participation.  Part of this is 

accomplished through affordability of any insurance solution, but this must be weighed 

against providing a subsidy that encourages building in risk prone areas or offers post-

event assistance that encourages people not to buy insurance to manage their risk. 

 

Natural Catastrophe Reserves 

 

In order to expand the capacity base, both the quantity available and the terms at which 

coverage is offered, several things can be done.  One concept being discussed is to 

develop a catastrophe reserve for individuals.  This has also been articulated as a 

Catastrophe Savings Account (CSAs).  Modeled after the success of the Health Savings 

Accounts (HSAs), this would allow individuals to set aside money on a yearly basis that 

would accumulate tax free and that only could be withdrawn for specific purposes, such 

as paying their hurricane deductible or, perhaps, to take mitigation measures to the homes 

to lessen hurricane damage.  Although originally envisioned for hurricane risk, it is a 

concept that could be expanded to include all catastrophe risk for homeowners. 

 

Another concept is to amend the IRS tax code to provide incentives for individual 

insurance companies to set aside reserves for catastrophic losses on a tax-deferred basis.  

Current tax laws discourage property & casualty insurers from accumulating assets to pay 

for future catastrophe losses.  Payments for catastrophe losses are made from unrestricted 

policyholder surplus after losses have incurred.  Current tax law and accompanying 

accounting standards require insurers to limit the recording of loss reserves to events 

which already have occurred, and require the recognition of catastrophe premiums during 

the periods in which they are written.   

 

Currently, if a company obtains higher than average profits and creates an excess reserve, 

these reserves would be taxed at an ordinary tax rate, as well as negatively affect future 

rate requests.  These limitations are not necessarily true for alien (overseas) insurers.  

Some non-U.S. insurers are able to deduct reserves for future catastrophe losses tax-free, 
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which potentially gives them a competitive advantage over their U.S. counterparts.  The 

inability to build catastrophe reserves forces insurers to prepare financially as if they 

were going to have a major storm in multiple locations every year.  This necessitates 

annual reinsurance purchases with no credit or residual benefit toward next year if no 

losses occur.  Allowing U.S. companies to join those in most other industrialized nations 

by setting aside tax-deferred reserves specifically for catastrophes, when structured 

appropriately as not shelter income, could provide additional capacity for the market.  

Tax-free catastrophe reserves also could help mitigate some of the “boom or bust” cycle 

in the property insurance market to everyone’s benefit. 

 

For the creation of a federal backstop, a number of innovative ideas have been proposed. 

One concept is to have the federal government, through the U.S. Treasury Department, 

implement a reinsurance program to offer reinsurance contracts sold at regional auctions.  

A variation of this proposal would be to allow private insurers to obtain reinsurance 

contracts.  Other proposals would restrict these reinsurance funds to authorized state 

catastrophe funds, similar to our Florida Catastrophe Fund, or the California Earthquake 

Authority.  More recently, there has been discussion of limiting the role of the federal 

government to providing “credit lines” to state or regional funds, which would be repaid 

over an intermediate term after a qualifying event. 

 

National Catastrophe Reinsurance 

 

Currently, the United States is one of the only industrialized nations in the world not to 

have a federal comprehensive catastrophe plan.  A multi-layered approach, with the 

federal government’s commitment to reinsure state entities against a mega-catastrophe as 

its capstone, will proactively help in any catastrophe recovery effort, as well as provide 

stability in the housing insurance market by allowing state agencies to diversify their risk.  

Accomplishing this goal likely will lure additional private capital to the insurance market, 

thereby stimulating more availability, more competition, and ultimately lower premiums. 
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Given the variety and complexity of concepts under consideration, the NAIC strongly 

endorses the concept of a National Commission on Catastrophe Preparation to weigh the 

merits of each and develop the best mix of solutions.  Clearly, there are a number of 

forward thinking ideas that require further consideration, but they should be framed to 

answer the question, “Will this make insurance for individuals and businesses more 

available and affordable?”  State insurance commissioners look forward to working with 

this Subcommittee to find the right answers to this question.  The lessons of recent 

catastrophes may be the only warning we get to start making those decisions. 

 

Thank you for holding this hearing, for inviting the NAIC here today to participate, and 

for your continued interest and leadership on this crucial issue.  I am pleased to answer 

any questions that you may have.    
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