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EXECUTIVE SUMMARY

The State of Florida has self-insured its state-owned properties since the early 1900s when the Legislature created the Risk Management program, currently housed within the Department of Financial Services (DFS). Since the mid-1990s, rising premium costs and shrinking insurance availability have resulted in the state taking on a greater share of the cost to self-insure before turning to the private insurance market for additional coverage.

This report addresses both short-term and long-term issues facing Florida’s insurance program for state property. Many of the issues are rooted in longstanding practices, laws and policies that have evolved over decades. There are two critical areas in which DFS is seeking legislative support to address for the short-term:

· DFS is seeking additional spending authority of $2.1 million for FY 2008-09 from the Legislative Budget Commission for the Risk Management Division. Approximately $1.8 million of that amount is for a premium increase in the State’s $50 million private insurance coverage for hurricanes. It should be noted that the State’s broker was unable to find reasonably priced private market coverage for approximately $4.75 million of the $50 million; consequently, the state would be liable for covering those losses in addition to its deductible of $42 million.

· Before the State can even tap its private market coverage, the Risk Management Trust Fund is responsible for paying the first $42 million in state property losses, which is beyond its current funding capacity. DFS is recommending a revision to s. 216.222(2) F.S., in order to increase the Trust Fund’s borrowing authority from the Budget Stabilization Fund (BSF) to $50 million annually. Currently, Risk Management can borrow up to $38 million per fiscal year from the BSF to cover uninsured losses. 

In February of this year, DFS informed the Revenue Estimating Conference (REC) about the premium shortfall in the State’s private insurance coverage. Not counting the premium shortfall, the REC projects a $1.6 million overall shortfall in the Risk Management Trust Fund for FY 2009-10, rising to a $27.4 million shortfall by FY 2012-13. 

Also in February, DFS provided a brief overview of the issues surrounding excess property coverage to the House Government Operations Appropriations Committee. DFS will continue to work with the Legislature to address the immediate issues described above and, over the course of the upcoming fiscal year, DFS will work with legislative staff and the Governor’s Office to discuss strategies for addressing longer-term concerns regarding Florida’s state property insurance coverage.   

The long-term issues can be summarized under two areas of concern: how much the State of Florida will reimburse agencies for property losses after a hurricane, and whether the State has the ability to pay for damages in the event of a major storm. The State’s self-insurance program currently pays claims based on a depreciated actual cash value, not on the cost to repair or replace property. This means that older state buildings might only be covered for up to 40 percent of the cost to repair or rebuild.
As noted above, the combined hurricane coverage for state properties consists of $42 million for the state’s share and $50 million of private market insurance, for a total of $92 million. However, the projected state property losses, should a 1-in-100 year storm strike heavily populated Central or South Florida, are estimated to reach $524 million in replacement costs. 
It is unclear how the State’s current fiscal structure could repair or rebuild state universities, state agencies, public hospitals, prisons or other government buildings in the event of such catastrophic losses. Given that the Risk Management Program does not maintain a dedicated reserve for property losses, the program would likely have to borrow from state reserves or other sources to pay for damages sustained by even a minor hurricane strike.
PROGRAM OVERVIEW
When compared to neighboring coastal states such as Georgia, Alabama and the Carolinas, the State of Florida’s program for insuring state-owned properties has certain key differences that raise important public policy concerns. Consider:
· Florida’s excess insurance coverage for hurricane damage to state-owned properties is limited to $50 million, while similar limits in Georgia, North Carolina and South Carolina range much higher: $200 million, $150 million and $400 million, respectively.
· The insurance policies of other coastal states cover partial and total losses of state-owned property at their replacement cost value while Florida has historically adjusted partial and total losses to state property on a depreciated “actual cash value” basis.
Of additional concern is that, during the past 15 years, rising premium costs and shrinking insurance availability have forced the state to shoulder an increasingly higher share of property damage losses before excess coverage from the private market kicks in. For example, in 1994, excess coverage started after the state paid the first $7 million in losses; today the state must pay $42 million in losses before private excess coverage begins.  
Florida’s Risk Management program is funded on a cash-flow basis, meaning that self-insurance premiums paid by state agencies are calculated based on historical average annual losses. No dedicated reserves are set aside for potential catastrophic losses of state properties from a hurricane. The Risk Management Trust Fund’s current balance of $47.6 million is already encumbered to pay remaining fiscal year obligations for existing workers’ compensation, liability and property claims.  For FY 2009-10, state agencies will be assessed $12.2 million in property coverage premiums and $136.5 million for premiums related to casualty claims.
Industry damage models used to price excess property coverage have estimated that a 1-in-100 year hurricane making initial landfall in Tampa Bay or Miami would generate damages costing up to $524.5 million to replace state-owned properties. Under the State of Florida’s current property insurance coverage structure, the State would be required to pay nearly $480 million of that cost, with the remainder being paid through private excess insurance coverage.
Given a catastrophic event, the State has a pool of money that can be tapped, called the Budget Stabilization Fund, but state law limits to $38 million the amount Risk Management can borrow from that fund during a single fiscal year. The entire pool, which also is used to address state budget shortfalls, currently is approximately $274 million, or about $200 million less than what would be needed should a 1-in-100 year storm slice across heavily populated Central and South Florida.
Clearly, Florida has assumed an increasingly higher level of risk during the last decade, even as the State’s overall fiscal situation has worsened considerably due to the current recession. As the 2009 hurricane season approaches, the State is at a public policy crossroads in determining how to adequately balance the state’s property insurance coverage needs with available fiscal resources.
PROPERTY COVERAGE TERMS

Under Florida Statutes Section 284.01, the State Risk Management Trust Fund (Fund) insures all state buildings and their contents as well as the contents of all state-leased buildings. The Department of Financial Services, Division of Risk Management, administers the State self-insurance program for property coverage, which includes maintaining a database of covered property and adjusting and paying claims from the Fund. Property insurance coverage terms are set forth in the State Risk Management Trust Fund Certificate of Property Coverage. The Certificate covers statutorily designated perils which include those generally covered in a standard policy issued by a private insurance company such as fire, sinkholes and lightning. More than 21,000 state buildings are included in this coverage – ranging in size from the Capitol to small beach structures with only covered roofs at state parks – and ranging in age from historic university buildings built in the 1850’s to modern correctional facilities.
The most significant aspect of the terms of the Certificate of Property coverage is that, according to s. 284.01(6), F.S., claims are adjusted on an “actual cash value” basis rather than on a “replacement cost basis.” Actual cash value is defined in the Certificate of Property Coverage as replacement cost minus depreciation. Under actual cash value claims adjustment, the claim payment will not cover the full cost of repairs or replacement if depreciation has occurred. For example, if $20,000 is the cost for replacement of a roof, and the roof has reached its maximum use life (20 years), under the state program a maximum depreciation will be applied of 60% (instead of 100%) , so that the claims payment will be 40% of $20,000 or $8,000. Additionally, there is a $2,500 deductible per occurrence for any loss except flood, meaning that the Risk Management Trust Fund would pay only $5,500 of the $20,000 actual cost to replace the roof and the impacted state agency would have to pay the difference.  
COVERAGE ISSUES

The uniqueness of Florida’s property coverage terms and the complexities of technical issues surrounding property insurance administration demonstrate a need for clear statutory guidance and well-articulated policies established through rulemaking. The following key issues associated with the adjustment and payment of state property claims have arisen from practices that evolved over time. The Risk Management program is reviewing these procedures, as well as current statutes and rules, to identify changes that will clarify and improve Florida’s processes for adjusting and paying property claims.

· Payment of Partial versus Total Losses
Although s. 284.01(6), F.S. requires claims adjustment on an actual cash basis for partial losses, it makes no reference to total losses. Total losses to state property historically have been adjusted on an actual cash value basis as well; however, it is arguably good public policy to pay those losses at replacement cost value. 
Florida’s Valued Policy Law, found in s. 627.702 F.S. of the state insurance code, could provide strong guidance for handling total losses of state-owned property. The law requires payment of the full property value stated in the insurance policy when there is a total loss. 

Total losses are rare for state-owned properties, but a state agency and the public it serves may incur substantial hardship if the full required proceeds are not quickly provided to replace a building.  Additionally, almost all private market policies today provide for replacement cost valuation for both partial and total losses, and – as previously mentioned – Florida’s neighboring states of Georgia, Alabama, South Carolina and North Carolina insure their state properties with replacement-cost policies.
· Timing of Loss Payments
Another key issue for Florida involves the timing of payment on losses. Historically, payments have not been made until the State agency has repaired or replaced the damaged property and shown proof of those costs. There is no statute or rule governing this practice, which is contrary to the modern property insurance payment process of advancing funds to the insured so damage repairs can start as soon as possible. 
· Calculation of Depreciation
As stated earlier, a maximum depreciation rate of 60% is used for state-owned properties, but that standard is not established by statute or rule and apparently originated as a practice many years ago. Although actual cash value policies in the private insurance marketplace historically have offered several different rates of maximum depreciation, the State program should determine whether the 60% rate best serves the public interest.
EXCESS COVERAGE

The State Risk Management Trust Fund, as a self-insurance fund, retains a portion of the property loss exposure – in essence, a “deductible” – and then purchases excess coverage from the private market for damage costs above this retention level. Over time, the amount of excess coverage purchased by the Division of Risk Management for named wind peril (hurricanes) has fallen due to increased premium costs and decreased availability of this coverage. For example:

· For the 1994-95 policy year, the Risk Management retention, including wind coverage, was $2 million per occurrence and up to $5 million aggregate. Private excess coverage was a maximum of $200 million in damages for a premium cost of $4.9 million. 
· For 1998-99, when the excess market softened, the Risk Management retention was the same as in 1994-95, but the excess coverage ceiling increased to $225 million for a slightly lower premium of $4.8 million. 
· By the 2002-03 year, the market was hardening. The Risk Management retention for named wind damage was $4 million per occurrence and up to $8 million aggregate with excess coverage of up to $70 million for a premium of $10.2 million. 
· For the 2009 storm season, the Risk Management retention is $2 million per occurrence and up to $40 million aggregate with excess coverage to $50 million. However, the Risk Management Trust Fund is responsible for $4.75 million worth of damages within the $50 million excess layer because the State’s broker cannot obtain that coverage at an acceptable price in the excess insurance market. The premium for this coverage is approximately $7.0 million, which is about $1.8 million more than anticipated. Risk Management is seeking the additional funding from the Legislative Budget Commission to cover this expense.
LOSS PROJECTIONS

Risk Management Solutions, a catastrophic loss modeling firm, estimates that a 1-in-100 year storm making initial landfall in Tampa Bay or Miami would cause $524.5 million in damages to state-owned property at a replacement cost value. This loss estimate includes “demand surge,” which reflects increases in construction and material costs following a major hurricane. 
However, as earlier noted, under its Certificate of Coverage, the Division of Risk Management adjusts losses on an actual cash value basis. The estimated actual cash value of losses to state owned buildings in a 1-in-100 year storm is $358 million. Consequently, there is a substantial difference between losses sustained on a replacement cost basis ($524.5 million) and losses adjusted on an actual cash value basis ($358 million). 
Since state-owned buildings are used for critical public functions (e.g., public health, education, public safety), the replacement cost amount is the most significant figure because the buildings would have to be replaced to continue the critical services provided through these facilities.
Payment for losses from a 1-in-100 year storm would be allocated as follows, resulting in the State having to fund $479.25 million for property losses out of $524.5 million in total losses: 

1) The State through its Risk Management program would pay the first $42 million in losses (the $2 million “deductible” does not apply towards the $40 million aggregate), calculated on an actual cash value basis;
2) the State has a $50 million excess private insurance coverage limit for named-windstorm, with all losses being paid on an actual cash value basis. In this coverage layer, the State retains $4.75 million of losses after the excess insurers pay the first $40 million of that $50 million because the State has not been able to find this coverage for a reasonable price;
3) the remaining $266 million in actual cash value damages would be retained by Risk Management as a self-insured retention; and

4) the remaining $166.5 million required to fund replacement cost losses would be borne by the State outside the Risk Management coverage.

FUNDING FOR LOSSES

As previously explained, the State Risk Management Trust Fund is administered on a cash-flow basis so that only the dollars needed to pay estimated claims and expenses of the Risk Management program are factored into the funding formula. No reserves are established for potential catastrophic claims. The amount currently established in the Revenue Estimating Conference funding projections for next fiscal year as an allocation to pay property claims is $500,000. The table labeled “Chart #1” at the end of this report provides the total number of property claims and dollars paid each year from 1974 through 2008. Most of the annual dollars paid were well under $500,000 except for 1992 (Hurricane Andrew) and the multiple storms in 2004 and 2005. The total property claims paid for each of those years were $17.8 million, $15.9 million and $8.2 million, respectively, and were the largest losses in the program’s history.
Normally, the lion’s share of annual expenses associated with operating the Risk Management program comes from payment of casualty claims. For example, the program is expected to pay $146.8 million in casualty losses and only $500,000 in property losses for Fiscal Year 2008-09. As previously noted, the Risk Management Trust Fund has approximately $47.6 million to meet its remaining fiscal year obligations for casualty and property claims, but has no unencumbered funds in the existing budget to pay property claims after a catastrophic hurricane. If funding needed to pay claims is less than currently projected, the Fund may be able to absorb $2 million in losses as the per-occurrence deductible. The table labeled “Chart #2” at the end of this report lists the annual state agency premium assessments for both casualty & property claims covered under the state self-insured program since Fiscal Year 2000-01.
In 2003 the Legislature provided a procedure under s. 216.222(2), F.S. in which the Risk Management Trust Fund could borrow from the Budget Stabilization Fund if sufficient dollars to pay losses were not available. That statute provides that if uninsured losses to State property exceed $2 million per occurrence or $5 million aggregate annually, the Budget Stabilization Fund (BSF) may transfer up to $38 million per fiscal year into the State Risk Management Trust Fund. Repayment to the BSF may take up to eight years with the first installment due in the third year after the loan is made. The funds available from the Budget Stabilization Fund as of April 1, 2009 were $273.7 million. In the event of a catastrophic storm, the BSF may not have sufficient funds available to cover all claims made to the Risk Management Trust Fund.
To date, the Risk Management Trust Fund has not sustained property losses beyond the amount available to pay claims. The Trust Fund borrowed a total of $22.8 million from the BSF in 2004 and 2005 to pay for state-owned property damages arising in those years due to eight major hurricanes. Of this amount, the Fund has repaid $13.9 million, including $6.7 million in Federal Emergency Management Agency (FEMA) reimbursements. The Fund will need to repay the remaining $8.9 million due to the BSF; it is anticipated that all but approximately $500,000 will come from additional FEMA cost reimbursements to state agencies. 

It should be noted that the affected state agencies were required to start paying on repair and reconstruction of their damaged buildings before FEMA even started its review for reimbursement purposes. Since FEMA primarily reimburses after property is rebuilt, the State must have funds available to meet its expenses in advance of receiving any federal aid. It is unknown to what extent federal assistance would be available in a 1-in-100 year storm event.

CONCLUSION

The State Risk Management Trust Fund was created, in part, to repair and rebuild state-owned properties in the event of a loss. This report raises significant issues as to whether the current structure and funding of the Risk Management program can continue to meet its mission in the event of catastrophic losses from one or more major hurricanes. 
Long-term fiscal and public policy issues associated with the Risk Management program – including the amount of self-insurance coverage that the State of Florida should retain before turning to the private excess insurance market – should be addressed by the Legislature. During the coming months and into the next fiscal year, the Division of Risk Management, as administrator of the State’s property program, will review current law, rules and practices concerning the payment of losses to State agencies in order to identify and recommend changes needed to improve the program.
CHART #1
Annual Property Claims & Payments for Windstorm Losses
Florida Risk Management Program

	Year
	Total Number of Claims
	Total Pd Per Year

	1973
	 2 Claims
	$6,780.41

	1974
	 2 Claims
	$5,759.10

	1975
	 11 Claims
	$35,260.38

	1976
	 4 Claims
	$8,019.00

	1977
	 2 Claims
	$1,843.44

	1978
	 4 Claims
	$118,718.32

	1979
	 9 Claims
	$22,740.36

	1980
	 6 Claims
	$15,001.77

	1981
	 20 Claims
	$36,015.69

	1982
	 15 Claims
	$216,530.34

	1983
	 22 Claims
	$66,502.79

	1984
	 9 Claims
	$21,896.12

	Hurricane Kate                1985
	 300 Claims
	$500,081.78

	1986
	 18 Claims
	$26,523.15

	1987
	 3 Claims
	$7,302.30

	Hurricane Keith               1988
	 7 Claims
	$118,173.90

	1989
	 4 Claims
	$159,050.32

	1990
	 4 Claims
	$142,420.14

	1991
	18 Claims
	$61,474.71

	Hurricane Andrew           1992
	 483 Claims
	$17,868,022.88

	1993
	 191 Claims
	$337,790.59

	1994
	 13 Claims
	$66,371.07

	Hurricane Erin/Opal        1995
	 136 Claims
	$401,663.85

	Hurricane Fran                1996
	 23 Claims
	$83,916.93

	1997
	 6 Claims
	$13,020.12

	Hurricane George/Ground Hog Day/President Day Storm           1998
	 93 Claims
	$735,501.19

	Hurricane Irene        1999
	 61 Claims
	$251,175.63

	2000
	 7 Claims
	$48,635.68

	2001
	 47 Claims
	$68,363.15

	2002
	 6 Claims
	$6,027.02

	2003
	 6 Claims
	$106,040.60

	Charley/Frances/Ivan/Jeanne                                      2004
	 2,199 Claims
	$15,966,327.92

	Dennis/Katrina/Wilma                                                  2005
	 1,398 Claims
	$8,227,441.43

	2006
	 22 Claims
	$134,900.63

	Tornado          2007                                                      
	 5 Claims
	$287,102.46

	Tropical Storm Fay         2008                                             
	 15 Claims
	$50,363.27

	Grand Total 
	5,172 Claims
	$46,222,758.44


CHART #2
Annual Premium Assessments

Casualty & Property Claims

State Self-Insured Program
	FISCAL YEAR
	CASUALTY
	PROPERTY
	TOTAL

	2000-01
	104,900,000
	15,554,266
	120,454,266

	2001-02
	131,900,000
	10,200,019
	142,100,019

	2002-03
	149,961,336
	16,627,824
	166,589,160

	2003-04
	139,890,127
	19,027,014
	158,917,141

	2004-05
	149,900,000
	13,600,000
	163,500,000

	2005-06
	135,800,000
	11,623,678
	147,423,678

	2006-07
	135,800,000
	11,865,596
	147,665,596

	2007-08
	136,600,000
	13,703,596
	150,303,596

	2008-09
	136,487,366
	13,174,272
	149,661,638

	2009-10*
	136,600,000
	12,195,647
	148,795,647 

	10-YEAR TOTAL
	1,357,838,829
	137,571,912
	1,495,410,741




       * Projected for FY 2009-10
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