NFIP Perspectives: Insurance Mechanisms Transcript

"Floods are 'acts of God,' but flood losses are largely acts of man."

Gilbert F. White, widely known as the “Father of Floodplain Management,” uttered those words while at the University of Chicago in 1945 – more than two decades – almost a quarter of a century –  before the National Flood Insurance Program became a reality.

In that same year, White noted: “It has become common in scientific as well as popular literature to consider floods as great natural adversaries which man seeks persistently to overpower."

Based on that observation, in 1960, White added: "The construction of new flood-protection works frequently has been the signal for accelerated movement into the floodplain."

And then, just six years later, he opined, “A flood insurance program is a tool that should be used expertly or not at all.”


It’s a fact that floods are the most common and costly natural disaster in the United States. Gilbert White’s perspectives go to the heart of why there cannot be and should not be just one solution when it comes to an insurance mechanism for such a large and unpredictable peril.

Until the National Flood Insurance Act was passed in 1968, the federal government’s involvement in floods largely centered on creating and using structural measures to control flooding. Dams, levees, and other structural efforts had the singular focus of stopping, holding back the floodwaters, protecting lives and properties.
When those efforts weren’t enough, despite the expenditures of billions of dollars to hold the water back, the only financial recourse property owners had was to seek Federal disaster assistance. Meanwhile, floods continued and losses to life and property increased.

It became increasingly obvious that one approach to flooding was not enough. It required, as White later observed, that it be “achieved through integrated action.” 

Integrated Action
	
One form of such integrated action involved Congress’ attempt to attract the private sector insurance industry into providing flood insurance in the 1950’s. In the absence of comprehensive flood studies and hard loss data, the private sector resisted taking on a peril with such a catastrophic nature – not knowing how to adequately define a rate structure and price it.

But the floods didn’t stop coming. Throughout the 1950’s and into the 1960’s, flood losses increased and disaster relief costs continued to mount. Finally, in 1968, Congress passed the National Flood Insurance Act, which took a step toward integrated action.  The Act did more than just create an insurance carrier.

There were three underlying principles of the Act.  First, it called for identifying and mapping flood-prone communities. Secondly, it required those communities to adopt and enforce floodplain management regulations aimed at defining how future construction in such areas could be done more safely. And finally, in exchange for adopting wiser and safer regulations, flood insurance was made available under the Act for communities that agreed to participate.

So, the NFIP works to reduce the cost of flood damage by identifying, analyzing, and reducing flood risk. It uses insurance-industry methods to reduce our vulnerability to floods by utilizing a comprehensive insurance mechanism that assists with recovery from floods while, at the same time, assessing flood risk and working to mitigate future flood losses.

Identifying Flood Risk

Let’s talk about how it works to accomplish this broad-based mission. Let’s begin with Identifying Flood Risk. In some locations around the United States the flood risk is obvious, but that’s not always the case. Before flood risk can be mitigated or insured, we have to know where it is most prevalent in communities throughout the country.

The National Flood Insurance Act originally required identification of the nation’s flood-prone areas and that flood-risk zones be established. For a country the size of the United States, that’s no small undertaking. 

According to FloodSmart.gov, the official website of the NFIP, FEMA has published nearly 100,000 individual Flood Insurance Rate Maps – commonly called FIRMs. A FIRM is the official map of a community where FEMA has worked to show both a community’s special flood hazard areas, as well as the flood risk premium zones that apply. 

Special Flood Hazard Areas are identified by zone designations found on flood maps that begin with the letters A or V. “A Zones” are found in communities throughout the country while “V Zones” are located in coastal areas and are additionally affected by storm-induced high velocity wave action – also known as storm surge. 

The flood risk in both types of zones is defined by what is known as the 100-year standard. It is also referred to as the Base Flood and sometimes called the 1-percent-annual-chance flood.

The 1-percent-chance flood refers to the statistical likelihood of such a flood being equaled or exceeded in any given year. Over time, that likelihood increases. For example, the 100-year flood has a 26% chance of happening over the course of a 30-year mortgage period – that’s about a 1 in 4 chance. In such a high risk flood area, a home is more likely to be damaged by flood than by fire.

This 1-percent-chance flood is used as the regulatory standard for the purpose of floodplain management in all NFIP participating communities throughout the country. 

[bookmark: _GoBack]Managing Flood Risk

So, once an area is determined to be at significant risk of flood, insuring buildings is not the only way of Managing Flood Risk. In fact, the National Flood Insurance Act prohibits FEMA from providing flood insurance to property owners unless their community adopts and enforces some strong floodplain management standards – another phase of integrated action required to achieve sustainable solutions aimed at lessening the catastrophic impact of flooding.

Prior to the creation of the NFIP, floodplain management was used very sparsely around the country to regulate development in flood prone areas. The NFIP was the first exposure many communities had to land use planning and regulations.

Under the NFIP, before development can take place in a designated Special Flood Hazard Area – one of those A or V flood zones – a community must review the proposed development and make sure it complies with its local floodplain management ordinance.

In general, the NFIP minimum floodplain regulations require that any new construction or substantially improved or substantially damaged existing buildings in Special Flood Hazard Areas must be elevated above the Base Flood – that 1-percent-chance-flood we discussed earlier. 
 
In simpler terms, the flood risk is managed by making sure buildings are higher than the predicted level of flooding defined on the flood map. Building higher, safer, and stronger is also a hedge against future flood damage as conditions can change over time.

Flood insurance premiums are also based on flood risk. Obviously, the use of sound floodplain management techniques not only lowers flood risk but flood insurance premiums as well. And that leads us to the last phase of integrated action brought about by the National Flood Insurance Act.


Insuring Flood Risk

Many people mistakenly consider the National Flood Insurance Program to just be about its role of Insuring Flood Risk, providing flood insurance policies to property owners around the United States and its territorial possessions.  But hopefully we’ve learned from our earlier discussion that the Program’s insurance products are only one part of the NFIP’s role as an insurance mechanism. 

Without mapping flood risk and mitigating flood hazards, flood insurance would be very much like those structural control projects – a solution with a singular focus that can’t do the job of protecting lives and property all by itself. 

Flood insurance provides a mechanism through which property owners can be compensated for flood damages while, at the same time, removing the financial burden of those losses from taxpayers by lessening the amount of necessary Federal disaster assistance.

In 1973, the Federal Disaster Protection Act mandated the purchase of flood insurance for buildings located in Special Flood Hazard Areas that were used to secure federally-related loans. That requirement was the primary force behind policy growth in the National Flood Insurance Program, taking policies-in-force from about 95,000 before the 1973 Act to more than 5.2 million today. Those policies account for more than $1.2 trillion worth of flood insurance in force.

And NFIP flood insurance is not just available in the high risk Special Flood Hazard Areas but can also be purchased in low-to-moderate risk areas, providing a community participates in the Program by agreeing to adopt the other two integrated actions of flood mapping and floodplain management.  

Beginning in 1983, flood insurance under the NFIP began to be sold to policyholders by licensed property and casualty insurance agents either directly through the Program or through a group of private sector insurance carriers known as Write-Your-Own (WYO) companies. The WYO Program was created to help increase the NFIP policy count as well as to take advantage of a wider marketing distribution channel available in the private sector.

Despite all the policy growth since the Program’s inception, many property owners are not aware that flood damage is not covered by most personal and commercial lines property insurance policies. Many also deny they have any flood risk. 

However, it can and does flood anywhere and everywhere throughout the United States – and many times when we least expect it.  

As an insurance mechanism, the National Flood Insurance Program not only provides compensation for flood losses through an insurance policy but readily integrates that coverage into actions that map and define the risk, as well as mitigate it with proper land use through sound and reasonable floodplain management approaches.  

With that said, Gilbert White’s perspective echoes from 1945, "Floods are 'acts of God,' but flood losses are largely acts of man."
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