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November 28, 1977 

NATIONAL FLOOD INSURANCE: 

THE END OF A PAR.TNERSHIP?. 

I N T R O  D U C T 1  ON 

Since 1969, home owners l i v i n g  i n  flood-prone areas of the 
country have been able to buy flood insurance from the National 
Flood Insurers  Association, a group of p r i v a t e  insurance com- 
panies,  which i s  able to-offer l o w  premiums on flood insurance 
because of a p a r t i a l  subsidy by the  Department of  Housing and 

. Urban Development. T h i s  unique government-industry par tnership,  
which expi res  December 31, has  .proved an unqualified success, bu t  
now is  threatened with ex t inc t ion  as HUD seeks t o  e l imina te  the 
p r i v a t e  companies,and take over complete con t ro l  of the  program. 
Nineteen congressmen have introduced H.R. 9585 which would ex- 
tend the program through the  spr ing of next year i n  order t o  
give the Congress t i m e  t o  consider whether the cu r ren t  government- . 
indus t ry  c o n t r a c t  should be renewed. But the l ikelihood of any 
Congressional a c t i o n  i s  s l i m  s ince  leaders of both houses of 
Congress have stated tha t  no new l e g i s l a t i v e  business w i l l  be 
considered i n  1977. 

H I S T O R Y  OF THE FLOOD I N S U R A N C E  PROGRAM 

I n  1968 Concrress Dassed the  National Flood Insurance A c t  i n  
order t o  provide-an o r z e r l y  method of dea l ing  w i t h  flood disasters 
and to  h e l p  c u t  t h e  d r a i n  on the Treasury of b i l l i o n s  of do l la rs  
of disaster r e l i e f .  
insurance companies would sell flood insurance t o  home owners 
who l i v e  i n  flood-risk areas; the  f ede ra l  government would o f f e r  
pa r t i a l  subsidies t o  keep the  insurance premiums a t  a c o s t  which 

The act  created a program whereby .p r iva t e  
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home owners could afford. I n  committee hear ings  before passage 
of the act, both Congress and HUD, which has  execut ive  a u t h o r i t y  
over federal disaster programs, agreed t h a t  an indus t ry .  program 
with federal f i n a n c i a l  a s s i s t a n c e  w a s  the p re fe r r ed  means t o  in-  
s u r e  t h a t  home owners could afford insurance.  However, P a r t  B 
of t h e  act  provides f o r  an a l t e r n a t i v e  program operated completely 
by t h e  government i f  the  government-industry p a r t n e r s h i p  proves 
unworkable. The Federal  Insurance Adminis t ra t ion ( F I A ) ,  an agency 
of H U D ,  con t rac t ed  w i t h  t h e  Nat ional  Flood Insurance I n s u r e r s  A s s o -  
c i a t i o n  ( N F I A ) #  a consortium of  132 insurance  companies, t o  sell  
and w r i t e  t h e  f lood  p o l i c i e s  and adminis te r  the program. 

be a v a i l a b l e  on ly  i n  states which showed a " p o s i t i v e  in t e re s t ' '  i n  
insurance and adopted land-use and c o n t r o l  r e g u l a t i o n s  t o  prevent  
unwise use of flood-prone land. 
insurance w e r e  l i m i t e d  by these r e s t r i c t i o n s ,  insurance sales g r e w  
a t  a s l o w  pace i n  the e a r l y  years  of the program. Premium sales 
remained slow -- about  90,000 policies rep resen t ing  $1.4 b i l l i o n  
i n  coverage -- u n t i l  t h e  middle of  1972 when demand increased  
sharply.  This i nc rease  w a s  a t t r i b u t e d  t o  t h e  widespread damage 
of Tropica l  Storm Agnes i n  June 1972 and t o  the eas ing  of the 
e n t r y  r e s t r i c t i o n s  by Congress. 

A s  o r i g i n a l l y  passed, the act provided tha t  insurance would . 

Since N F I A ' s  o p p o r t u n i t i e s  t o  sell 

As new communities have en tered  the program, NFIA.has expanded I 
. i ts  promotional a c t i v i t i e s  through an agency sales fo rce  of 4,0,000 I 

i insurance agents  and now has over  1.2 m i l l i o n  pol icyholders  repre-  
s en t ing  $ 3 4  b i l l i o n  of coverage throughout t he  nat ion.  Under a re- 
v i s ion  of t he  f lood  insurance act  passed by Congress i n  1973, the 
p r i v a t e  i n s u r e r s  are prohib i ted  from rece iv ing  more than f i v e  per- 
c e n t  p r o f i t ,  w i t h  any a d d i t i o n a l  premium revenues going i n t o  a pool 
t o  reimburse f u t u r e  losses. The  N F I A  has r e a l i z e d  a p r o f i t  of Only 
$11.6 m i l l i o n  s i n c e  t h e  program, an average of less than $1.5 m i l -  
l i o n  per  year  t o  be divided among the 132 companies. From the  begin- 
ning of the  program i n  1969 t o  June 30, 1977, NFIA has paid some $220 
m i l l i o n  i n  claims, of  which $138 m i l l i o n  has been paid i n  t h e  l a s t  
t w o  yea r s  alone. 

When s e t t i n g  up the  program, Congress envisioned a year-by- 
year  reduct ion  and even tua l ly  an e l imina t ion  of the government's 
f i n a n c i a l  subsidy. I n  t h e  first year of ope ra t ion  of t h e  program, 
the federal government paid 86 percent  of the program's costs and 
losses. A s  the  number of po l icyholders  increased ,  however, t h e  
government's share of program costs and losses s t e a d i l y  cieclined 
to  the  p o i n t  t h a t  t h e  government's share of shareable c o s t s  and 
losses f o r  t h e  year beginning July 1, 1977, w i l l  be less than h a l f .  
For the  f i s c a l  year ,  ending June 30,  1977, the  t o t a l  c o s t  of the 
program was $90,741,409; HUD's share  of t h i s  t o t a l  c o s t  was 36 
percent ;  and HUD's share  of those costs  shared by HUD and N F I A  w a s  
6 8  percent .  
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The government's incur red  con t r ibu t ion  t o  the program s i n c e  
i ts  incept ion  i n  1968 has been 40  percent  of t h e  t o t a l  incur red  
c o s t s  of the insurance a s p e c t  of the program. I n  the c u r r e n t  
pa r tne r sh ip  year  (ending Juire 30, 1978.), NFIA p r o j e c t s  t h a t  H U D ' s  
share of t o t a l  program costs w i l l  be approximately 27 percent ,  
with 73 percent  being covered, as ord inary  insurance c o s t s  and 
l o s s e s  are covered, by insurance premiums and investment income. 
I n  add i t ion ,  NFIA member companies have underwri t ten t h e  e n t i r e  
program w i t h  $48 m i l l i o n  of r i s k  c a p i t a l .  

Flood insurance,  which i s  no t  a v a i l a b l e  i n  s tandard home 
owners p o l i c i e s ,  may be purchased from almost a l l  state l i censed  
property or  c a s u a l t y  insurance agents  under t h e  NFIA plan. For 
r e s i d e n t s  of  communities a l ready  i n  t h e  program, t h e r e  i s  a f i f t e e n -  
day wai t ing  period between the t i m e  the  po l i cy  i s  purchased and the 
t i m e  it becomes e f f e c t i v e .  When a community first j o i n s  the pro- 
gram, there i s  no wai t ing  period. The coverage pays f o r  damages ' 

caused by flooding, mud flow, and f lood-related erosion.  

E N D  OF A PARTNERSHIP 

Despite this h i s t o r y  of success,  N F I A  and HUD have been unable 
t o  agree on the  terms of a new c o n t r a c t  t o  extend t h e  program. The 
t w o  p a r t i e s  have negot ia ted  f o r  over e ighteen  months without success.  
NFIA's c o n t r a c t  wi th  HUD exp i re s  on December 31. 

While nego t i a t ions  f o r  a new c o n t r a c t  w e r e  going on, HUD in- 
sisted t h a t  i t  should have f i n a l  say, a de  f a c t o  veto,  on a l l  changes 
i n  the new agreement, p lus  a l ine-by-l ine approval of a l l  NFIA ex- 
pendi tures .  NFIA contended t h a t  such a se tup  would i n h i b i t  NFIA 
from ca r ry ing  o u t  i t s  ope ra t iona l  and management r e s p o n s i b i l i t i e s .  
I n  effect, H U D ' s  proposal converted the provis ions  of the  c o n t r a c t  
t o  r egu la t ion  form. HUD took a l l  t h e  provis ions  of the  c o n t r a c t  
t h a t  NFIA had agreed t o ,  added provis ions t h a t  NFIA had not  agreed 
t o ,  and sought t o  impose s t i l l  more new provis ions  on NFIA through 
regula t ion .  What t h i s  meant w a s  that  t he  1969  c o n t r a c t ,  as amended 
by HUD, would be binding on N F I A ,  bu t  would be subject t o  u n i l a t e r a l  
amendment by HUD. Thus, HUD wanted t o  transform a c o n t r a c t  between 
government and t h e  insurance business  i n t o  a system of r egu la t ions  
mandated by government. HUD Secre ta ry  Patricia Harris issued a 
take- i t -or- leave-i t  ultimatum t o  NFIA i n  t h e  ' summer, and threatened 
t o  i n s t i t u t e  P a r t  B of the f lood insurance act ,  t h a t  is, put  the 
adminis t ra t ion  of f lood insurance under complete government con t ro l .  

The  f lood insurance act  au tho r i zes  the Secre ta ry  t o  e f f e c t  
t h i s  change i f  t h e  government-industry pa r tne r sh ip  proves "unwork- 
able. The s t a t u t o r y  provis ion  r equ i r e s  HUD t o  take a f f i r m a t i v e  
a c t i o n  inc luding  consu l t a t ion  w i t h  t h e  indus t ry  and a s p e c i a l  re- 
port to Congress, before  assuming " i n  whole o r  par t . . . the  ope ra t iona l  
r e s p o n s i b i l i t y  f o r  f lood insurance" under the program. 

I 
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The House r e p o r t  t o  t h e  o r i g i n a l  act  i n d i c a t e s  t h a t  only a f a i l u r e  
of the  coopera t ive  program would j u s t i f y  a f e d e r a l l y  c o n t r o l l e d  
program: 

?The Secre ta ry  would be au thor ized  to  c a r r y  o u t  
the f lood  insurance program through. . .a govern- 
ment w i t h  i ndus t ry  a id ,  b u t  only i f  abso lu t e ly  
necessary upon a f a i l u r e  of the government-in- 
d u s t r y  program, and only after adequate n o t i f i c a -  
t i o n  t o  the Congress.... 

I t  cannot be too s t rong ly  emphasized by t h e  
committee t h a t  it i s  the  government-industry 
pool t h a t  i s  t h e  p re fe r r ed  vehicle ."  

The government-industry pool has been an unqual i f ied  success ,  
b u t  the nego t i a t ions  for  a new c o n t r a c t  t o  cont inue tha t  success  
have f a i l e d .  Congressional r e a c t i o n  t o  Secre ta ry  Harris' dec i s ion  
has been negative.  Thomas Ashley, chairman of the House Subcom- 
m i t t e e  on Housing and Community Development, the  committee w i t h  
o v e r s i g h t  a u t h o r i t y  over the f lood insurance program, and Garry 
Brown, ranking minor i ty  member of the subcommittee, s e n t  a l e t te r  
on September 20 t o  Sec re t a ry  Harris reques t ing  t h a t  she extend the 
program f o r  90-120 days p a s t  t he  e x p i r a t i o n  date of December 31 
i n  order t o  g ive  Congress the opportuni ty  t o  examine i f  a swi tch  
t o  complete governinent c o n t r o l  i s  warranted. The  subcommittee had 
held hear ings  on the c o n e a c t  d i s p u t e  a t  the beginning of September. 
The  e n t i r e  Louisiana Congressional de l ega t ion  s e n t  a l e t te r  t o  t h e  
Secre ta ry  reques t ing  t h e  s a m e  extension. I n  add i t ion ,  seven mem- 
bers of the Senate Banking Committee wrote t o  t h e  Secre ta ry  express- 
i ng  t h e i r  concern about t h e  switch t o  a f lood  insurance program 
completely operated by the federal government. 

On October 1 9 ,  t he  disagreement over H U D ' s  ve to  power over 
r e g u l a t i o n s  w a s  resolved to  N F I A ' s  s a t i s f a c t i o n .  Nevertheless ,  
Sec re t a ry  Harris, on November 2 ,  communicated a th i r ty-days  n o t i c e  
t o  Congress, as requi red  by l a w ,  of her  i n t e n t i o n  n o t  t o  renew t h e  
pa r tne r sh ip  w i t h  NFIA. On November 4 ,  Harris signed a prel iminary 
c o n t r a c t  w i t h  E lec t ron ic  Data Systems t o  take over the a c t u a r i a l  
admin i s t r a t ion  of the  program. EDS i s  n o t  an insurance company 
and would take no f i n a n c i a l  r i s k s .  A l l  management dec i s ions  would 
be made by HUD under the new arrangement. The  contract  would take 
effect  on December 2 and the  government-industry pa r tne r sh ip  would 
be d isso lved .  

I n ' r e s p o n s e  t o  t h e  imminent takeover by HUD, Congressman 
Garry Brown and e ighteen  cosponsors introduced H.R. 9585 on 
November 1 7 ,  1977.  The  b i l l  would r e q u i r e  Congressional approval 
of any determinat ion by t h e  Secre ta ry  of HUD t o  ope ra t e  t h e  f lood 
insurance  program under P a r t  B of the f lood  insurance act. Since 
Congress i s  i n  recess, except  f o r  pro-forma sess ions ,and  w i l l  n o t  
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take up any new business  t h i s  year, t i s  h ighly  un y t h a t  any 
a c t i o n - w i l i  be taken on the  b i i l  before the December 2 deadl ine.  
Because O f  this, no b i l l  has been introduced i n  the  Senate,  al-  
though Senator  Eagleton, Chairman of t he  Senate  Subcommittee on 
Governmental Ef f ic iency ,  s e n t  a personal  l e t te r  t o  P res iden t  Carter 
r eques t ing  t h a t  t h e  d e c i s i o n  be delayed u n t i l  Congress resumes 
normal s e s s i o n s  i n  January. 

HUD claims that a government operated program, w i t h  t h e  
actuarial bookkeeping done by E lec t ron ic  Data Ssytems, w i l l  save 
the  government $15 m i l l i o n  per  year.  Both t h e  House and Senate 
banking committees have questioned t h i s  conclusion and requested 
more t i m e  t o  e v a l u a t e  such a claim. But it appears  t h a t  nothing 
can s t o p  HUD's determinat ion t u  make,the U.S. government an in- 
surance agent.  The'process of t r a n s f e r r i n g  N F I A ' s  data on over 
a m i l l i o n  f lood  policies t o  t h e  computers of E lec t ron ic  
Data Systems w i l l  be c o s t l y  and time-consuming. Home owners in-  
sured under the c u r r e n t  NFIA program w i l l  lose N F I A ' s  experienced 
insurance management, N F I A ' s  communication and d i s t r i b u t i o n  network 
wi th  nea r ly  40,000 insurance agents  and 3,000 claims a d j u s t e r s ,  
NFIA's established promotional c a p a b i l i t y  designed to  sell  f lood  
insurance policies and N F I A ' s  insurance e x p e r t i s e  drawn from 132 
insurance companies a t  no cost  t o  the  c u r r e n t  program. HUD's 
Federal Insurance Adminis t ra t ion w i l l  have t o  quick ly  make up f o r  
these losses i n  order t o  cont inue the smooth ope ra t ion  of f lood 
coverage. Whether HUD, s t a r t i n g  f r o m  sc ra t ch ,  can provide a l l  
the c u r r e n t  s e r v i c e s  and s t i l l  save $15 m i l l i o n  over t he  c u r r e n t  
program can only be proved by t i m e .  

Tom Ascik 
Po l i cy  Analyst  


