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ExECutivE summary 
Natural disasters are called “Acts of God,” but the severity of their impact depends upon many factors, 
including state insurance regulations. Insurance provides voluntary, contractual disaster relief—insur-
ers agree to pay disaster losses in exchange for payment of premiums. In the United States, state com-
missions regulate entry, exit, premiums, and contractual forms in the insurance industry. 

This policy comment examines how state insurance regulation affects societal vulnerability to hur-
ricanes. States provide insurance for high-risk properties at below market rates primarily through 
insurance pools. Seven states, including Louisiana and Mississippi, have wind pools, with over 1.8 mil-
lion policies and a total liability of over $500 billion as of early 2007. Wind pools are financed, in part, 
through additional charges on other citizens’ premiums throughout the state to cover excess losses 
from hurricanes. State guaranty funds, which ensure payment of claims of insolvent insurers, also 
subsidize high-risk properties. 

Pools and guaranty funds create an inefficient insurance market and inefficient growth in coastal 
regions. Four state policy responses are recommended:

Halt the creation or expansion of wind pools, and phase out existing subsidies and pools.
As premiums rise to market levels, give tax credits or means-tested insurance vouchers to low-
income residents.
If such reforms are not possible, cover potential excess losses using reinsurance or catastrophe 
bonds.
Offer actuarially justified discounts for mitigation measures.

1.
2.

3.

4.
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The extent of the devastation and loss of life caused 
by Hurricane Katrina seemed impossible in the mod-
ern United States. The numbers were truly stagger-
ing: over �,800 fatalities (�,577 in Louisiana and 238 in 
Mississippi), $40 billion in insured losses, $�5 billion 
in losses under the National Flood Insurance Program, 
and 90,000 square miles affected by hurricane damage. 
The death toll was particularly striking. Since Hurricane 
Agnes in �972, no hurricane had killed more than �00 
people, and the last U.S. hurricane to produce a higher 
death toll than Katrina was in �928.

While natural disasters are called “Acts of God,” their 
impact on society depends on the actions taken before, 
during, and after the event. Politics, businesses, and 
social groups all affect vulnerability to and recovery from 
hurricanes. One particular institution that affects vulner-
ability and recovery is the insurance industry. Insurance 
spreads the risk of loss across society and provides busi-
nesses and households with the resources needed to 
recover and rebuild after disaster strikes. 

Insurance represents a voluntary, contractual means of 
disaster relief: the investors in an insurance company 
agree to pay for disaster losses in exchange for payment 
of regular premiums. Insurance is generally required for 
investments in physical property because households and 
businesses are built on credit and the structure serves as 
collateral for loans. Although the basis for the insurance 
industry is voluntary and contractual private agreements, 
the industry is highly regulated in the United States.� 

This Policy Comment examines how state regulation of 
the insurance industry affects the vulnerability of society 
to hurricanes. States regulate the supply of wind, hail, 
fire, and other components of property and casualty 
 insurance. (Coverage for floods is provided for home-
owners under the National Flood Insurance Program.) 

The primary regulatory mechanism that states use to 
provide insurance for high-risk properties at below-
market rates is insurance pools. Seven states, including 
Louisiana and Mississippi, have created special wind or 
beach pools to cover wind damage from hurricanes and 
other coastal storms. As of early 2007, over �.8 million 
policies with a total liability of more than $500 billion 
were in effect in wind pools in the United States. Wind 
pools offer subsidized coverage to high-risk properties 
and rely on assessments imposed on all insurance con-
tracts written in the state as the main means of cover-
ing the losses incurred during a major hurricane. While 
states promote these subsidies as a means of ensuring 
affordable coverage necessary for the economic develop-
ment of coastal areas, in actuality they lead to inefficient 
growth in coastal regions by encouraging development 
that does not produce enough value to cover the damage 
hurricanes can cause to that development. 

Another state intervention in the insurance industry is a 
guaranty fund, which ensures payment of claims of insol-
vent insurance companies (similar to deposit insurance 
for banks). Guaranty funds subsidize high-risk proper-
ties since catastrophes are a likely cause of insurance 
company failure. 
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state insurance regulation, Coastal Development,  

and Hurricanes
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The U.S. insurance industry largely avoided the deregulation that has occurred in the transportation and financial services since the 1970s.1.
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Insurance pools and state guaranty funds complicate hur-
ricane damage mitigation, encourage inefficient growth 
in coastal regions, and lead to the cross-subsidization of 
insurance wherein poorer property owners subsidize 
more wealthy property owners. Insurance pools and 
guaranty funds not only create an inefficient insurance 
system, but more importantly, they create an environ-
ment in which more people put themselves directly in 
the path of hurricanes. To prevent, or at least reduce, 
these problems, policy must change. The most beneficial 
policy change states could make would be eliminating 
wind pools, but states could make substantial improve-
ments even by simply reforming the current system. Four 
policy responses would allay the problems that insurance 
regulation causes.

�. Introduce a moratorium on the creation of new 
hurricane pools or on the expansion of existing ones, 
restrict coverage at current subsidized rates for new 
construction in existing pools, and phase out the 
existing subsidies and pools over a given period, per-
haps ten years.

2. As premiums rise to market levels, give tax cred-
its or means-tested insurance vouchers to current 
low-income residents. However, do not provide such 
credits or vouchers to low-income residents who are 
new to the area.

3. If a moratorium on creation or expansion of pools 
is not possible, better align the incentives between 
policy makers and taxpayers by implementing 
 mechanisms that increase the current costs of state 
action. For instance, instead of relying primarily on 
assessments to cover potential excess losses, require 
states to purchase reinsurance or issue catastrophe 
bonds to cover a fixed proportion of potential excess 
losses.

4. Finally, offer actuarially justified discounts for 
damage mitigation measures.

This policy comment begins with a general overview of 
the societal risk of hurricanes. Next, it discusses the com-
plications with standard insurance as well as the more 
extreme case of disaster and hurricane insurance. It then 
delves into the mechanisms—specifically wind pools—by 
which U.S. states provide subsidized insurance for risky 
properties. The following sections explain how wind 
pools and other state-sponsored insurance mechanisms 
lead to many negative consequences. Finally, the last sec-

tion provides policy recommendations to rectify some of 
the problems caused by the coastal states’ provision of 
hurricane insurance.

A. Is Societal Vulnerability 
to Hurricanes Bad?

In the aftermath of Katrina, many observers have 
noted that building a city like New Orleans below sea 
level in an area exposed to hurricanes was folly. Others 
fear that rapid population growth in coastal counties is 
setting the stage for a repeat of the Galveston hurricane 
of �900 on an even larger scale. To these observers, more 
people and property on hurricane-exposed coasts means 
greater vulnerability to and, consequently, greater dam-
ages arising from the next hurricane. They argue that the 
way to limit societal vulnerability to hurricanes is to limit 
coastal development.

Such claims miss the mark because they ignore the 
benefits of living or working along the coast. Consider 
house fires, which kill about 3,000 Americans each year. 
We could prevent house fire deaths by tearing down 
our homes and living under the stars. Or consider auto 
accidents, which claim 40,000 American lives annual-
ly. Banning cars would prevent auto fatalities. Propos-
als like these are ridiculous because they consider only 
the costs of accidents and ignore the benefits of homes 
and driving. Obviously, we try to prevent house fires and 
auto accidents, but their costs are small compared to the 
value of living in homes and driving cars. In the same 
way, many people greatly value living or vacationing by 
the sea. As long as this value exceeds the added cost of 
periodic hurricane damage, larger coastal populations 
make society better off. However, vulnerability becomes 
a problem if coastal residents and businesses can shift the 
cost of hurricanes to others. 

Insurance is one of several ways, along with post-disas-
ter assistance and tax deductions for disaster losses, that 
coastal residents shift a portion of hurricane costs to 
their fellow citizens. But only a regulated insurance mar-
ket can truly shift costs, because insurance itself, despite 
appearances, does not truly shift costs onto a third party. 
A policyholder whose house is destroyed may well receive 
a payment greater than all the premiums paid to date, but 

I
An Overview of  
Natural Disaster Insurance
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this does not unfairly impose costs on others because the 
insurer accepts the risk in exchange for payment of pre-
miums. An insurer who makes the contract voluntarily 
must consider the premiums to be worth the possibility 
of having to pay the claim, and thus the homeowner has 
paid in full for insurance coverage if a claim is paid. How-
ever, in a regulated insurance market, coastal residents 
typically pay less than the market price for wind cover-
age, and this shifts some of the costs to other people who 
may not live anywhere near the coast.

Shifting the cost of coastal living creates inefficiency and 
unfairness. Cost shifting is inefficient because it induces 
some people who do not value oceanside living more than 
the extra costs of living in an area at risk of being hit by 
hurricanes to move to those higher-risk areas. Cost shift-
ing is also unfair because residents do not share the ben-
efits of beachfront living with other members of the wind 
pool—they do not allow non-residents to use their homes 
or condos for a couple of weekends each summer. If coast-
al residents do not share their homes with strangers, why 
should the strangers share the cost of hurricane repairs?

B. The Challenges of 
Natural Disaster Insurance

Insurance is a way to share losses. Business ventures 
such as constructing offshore oil drilling platforms entail 
risk. The well may produce little oil, experience break-
downs, and generate excessive costs. The price of oil 
might plummet, rendering the investment unprofitable. 
A hurricane could destroy the platform, a fate that befell 
more than �00 offshore oil platforms during hurricanes 
Katrina and Rita in 2005. Financing a business venture is 
often complicated, and the potential for the destruction 
of an oil platform, skyscraper, or factory in a fire or natu-
ral disaster is one of these complications. Insurance is a 
mechanism for reimbursing investors for destruction of 
the platform or factory. Arranging compensation in the 
event of a fire or hurricane can be crucial to getting the 
venture underway.

Several factors complicate insurance contracts. One 
problem is moral hazard, which occurs when knowl-
edge that loss or damage will be compensated reduces 
the incentive for people to prevent the damage or loss.  
Another problem, adverse selection, arises if a person 
knows better than the insurer that he is likely to have a 
loss; the risk is known to him but hidden from the insurer. 
An insurer can respond to a known high risk by charging 
a higher premium, but the potential for a hidden high 

risk can potentially disrupt private insurance markets. 
Third-party payment after losses is another problem, as 
it lowers the out-of-pocket cost to the policyholder and 
leads to overspending, particularly if the contract can-
not precisely specify what must be paid. Moral hazard, 
adverse selection, and third-party payment all increase 
the cost of insurance, and insurance companies take 
many steps to control these costs and keep insurance 
reasonably priced.

From society’s point of view, living and working in a hur-
ricane-exposed coastal area is a risky venture, just like 
building an offshore oil platform. Living, working, and 
vacationing in places like Miami, the Florida Keys, South 
Padre Island, and the Outer Banks provides great value to 
society and is worthwhile if the benefits exceed the dam-
age wrought when a hurricane eventually strikes. Shar-
ing the costs of a hurricane through the use of insurance 
can be necessary for a venture to be feasible.

Correlation of Losses
A particular problem for hurricane and catastrophe 
insurance is the correlation of losses. For typical insured 
losses, the chance that any two policyholders suffer a loss 
in a given year is independent: my auto accident this year 
does not increase or decrease the likelihood that you will 
have an accident this year. When risks are independent, 
an insurance company can pool risks by issuing a large 
number of policies. For instance, if 5 percent of drivers 
have an accident each year, a company with �00,000 auto 
insurance policies can expect 5,000 claims in the year. 
More importantly, the company is highly unlikely to 
have more than 6,000 claims in a year. Thus, each year’s 
premiums can usually cover each year’s losses, and the 
risk of excessive losses, which might force the insurer 
into insolvency, is low. 

However, in the case of Hurricane Katrina, most policy-
holders in southern Mississippi had claims. Instead of 
only 5 percent of policyholders having a claim, in the case 
of hurricane coverage there might be a chance that all 
policyholders will have claims. Consequently, insurers 
face a greater risk of insolvency for catastrophes. Insur-
ers then must either accumulate substantially larger 
reserves or purchase reinsurance (an insurance policy 
purchased by insurance companies to cover large losses) 
in order to pay claims in case of disaster. Either way, this 
raises the market premium for insurance against hur-
ricanes and other natural disasters like earthquakes. In 
addition, insurers must pay taxes on the reserves they 
accumulate for catastrophe insurance, and as a study 
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showed in 2000, taxes can substantially increase costs 
for a provider of catastrophe insurance.2

Ambiguity
An additional factor increasing the cost of catastro-
phe insurance is the ambiguity or uncertainty of the risk. 
Ambiguity prevents hurricane insurance from using pric-
ing processes similar to life or car insurance, for which 
actuaries have millions of prior events to estimate prob-
abilities of loss with precision. In comparison, hurricane 
risks are uncertain. We have few prior hurricanes on the 
recent historical record, and changing conditions limit 
the inferences for future losses that can be drawn from 
past events.

A �995 study analyzed how ambiguity affects the 
 insurance underwriting process. The researchers asked 
a national survey of underwriters, the people who make 
pricing decisions for insurance companies, to estimate 
the pure premium (which would not include allowances 
for commissions or claims expenses) they would charge 
for a variety of different losses under different scenarios 
of ambiguity.3 The underwriters consistently charged 
higher premiums for ambiguous risks, 20 to 60 percent 
higher when either the probability or the amount of 
the loss was uncertain and about twice the premium 
when both the probability and amount of the loss were 
 ambiguous.4  

However, the problem is more severe than the experi-
ment attempts to explain. The ambiguity examined by 
the research team was actually risk, not genuine uncer-
tainty. In the survey, the underwriters were told the 
range of losses or probabilities of loss. But in many real-
life cases, insurance companies do not know the full 
range of possible losses or possible probabilities. For 
example, prior to Hurricane Andrew, experts estimated 
that the maximum insured loss from a south Florida 
hurricane would be $�0 billion; Andrew easily exceeded 
the amount. After Andrew, estimates of the worst-case 
loss for South Florida increased to $50 billion. In recent 
years, meteorologists and climatologists have considered 
a possible link between global climate change and an 

  The taxes accrue on the accumulated earnings plus interest; state funds are allowed to accumulate reserves tax free. Scott E. Harrington, 

“Rethinking Disaster Policy,” Regulation 23, no. 1 (2000): 40–46.

 The scenarios included no ambiguity, ambiguity regarding the probability of loss, ambiguity about the amount of the potential loss, and ambigu-

ity about the probability and amount of loss and were variously described as earthquake risk, a risk to an underground tank, or as a neutral case.

  Howard Kunreuther, Jacqueline Meszaros, Robin M. Hogarth, and Mark Spranca, “Ambiguity and Underwriter Decision Processes,” Journal of 

Economic Behavior and Organization 26 (1995): 337–52. The underwriters also charged higher premiums for the underground tank, suggesting 

that they were inferring uncertainty from their own experience with such insurance.

2.

3.

4.

the Problem of  
Probabilistic Hurricane Coverage

After Katrina, the exclusion of flood coverage from homeowners’ 
insurance policies caused considerable confusion, anger, and litiga-
tion. Researchers have argued that probabilistic insurance—an insur-
ance policy involving a small probability that the consumer will not 
be reimbursed—is similar to excluding flood losses from hurricane 
zone property insurance policies.1 Experimental evidence suggests 
that consumers do not value this type of insurance.2 In an experiment, 
subjects were told that, given the high premium, purchasing insurance 
and not insuring were equally good deals. For half the original premi-
um, subjects could buy a policy that would offer a 50 percent chance 
of coverage if a loss occurred. Overwhelmingly, subjects chose against 
this probabilistic insurance.  

This is similar to the situation in which many Gulf Coast residents have 
found themselves after Katrina. Water damage in New Orleans often 
resulted from both flood waters and rain water following wind damage 
to a home. For the homeowner with no flood insurance, inspection 
might determine that rainwater produced the loss, in which case the 
loss is covered. Or, inspection could determine that flood waters 
produced the damage, in which case the loss is not covered. On the 
Mississippi Coast where many buildings were completely destroyed, 
assessors faced the nearly impossible task of determining if wind or 
storm surge produced the damage.

State hurricane or beach insurance pool policies clearly are not meant 
to cover flood damage. Nonetheless, the structure of hurricane pools 
almost seems designed to generate confusion.  It would only be 
natural for a homeowner with insurance through the pool to assume 
all hurricane losses are covered. The average resident may not realize 
that because a hurricane produces damage from wind, storm surges, 
tornadoes, and fresh water flooding, the pool’s wind coverage is only 
partial insurance. The perception of greater coverage through the hur-
ricane pool increases the apparent subsidy coastal residents receive.  
Residents will compare the homeowners’ insurance premium with 
the coverage they believe they receive and infer that insurance is a 
better bargain than is actually the case. The effect is similar to citizens 
comparing their individual tax bills with the government services they 
receive and thereby determining that government is a low cost sup-
plier of these services.3 A belief that hurricane pools offer full insur-
ance, or insurance at a lower rate than they actually do, contributes to 
inefficient development in high risk areas.

1. Howard Kunreuther and Mark Pauly, “Rules Rather than Discretion: 
The Lessons from Hurricane Katrina,” Journal of Risk and Uncertainty, 
33, no. 1–2 (2006), 101–16.
2. Daniel Kahnemann and Amos Tversky, “Prospect Theory: An Analy-
sis of Decision Under Risk,” Econometrica 46 (1979), 269–71.
3.  James M. Buchanan and Richard E. Wagner, Democracy in Deficit  
(San Diego, CA: Academic Press, 1977).
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increase in the number, size, and strength of hurricanes.5 
Debate continues regarding whether human actions are 
changing global climate and whether the recent increase 
in hurricane activity is related to this or if it is part of a 
regular cycle in the Atlantic Basin, but the current dis-
agreement among scientists contributes to the uncer-
tainty that insurance companies face.

Insurers face ambiguity not only from the severe weath-
er itself, but also in the political and legal spheres. Pri-
or to Hurricane Andrew, South Florida had one of the 
nation’s strictest building codes on the books, and insur-
ance companies took this into account in estimating 
potential hurricane costs and setting premiums. Stud-
ies after Andrew, however, found that local governments 
had failed to enforce the code, and that 25 percent of the 
 losses were attributable to a failure to build to code.6  
Katrina sparked a wave of litigation, including a lawsuit 
by the State of Mississippi to force insurance companies 
to pay for flood damage on wind damage policies that 
explicitly excluded flood losses. Both of these instances 
demonstrate how regulators, legislators, and the judicia-
ry can increase ambiguity for insurance companies—and 
thus increase the costs they must charge.

Ambiguity forces insurance companies to raise rates, 
but this is a real cost to society, not a market failure. 
 Ambiguity exists because experts in climatology, engi-
neering, and risk assessment cannot agree on the fre-
quency of hurricanes or the possible losses. State legisla-
tors and insurance commissions cannot magically make 
 ambiguity disappear. Insurers assume losses that might 
occur, but with ambiguity we simply do not know the 
losses or even the distribution of the losses that might 
result from living in the Florida Keys, the Outer Banks, 
or New Orleans. 

If any of us were to put our own personal wealth at risk 
to pay losses, we would naturally be quite cautious about 
taking on an uncertain risk. Executives of insurance com-
panies wisely want to avoid writing policies for poorly 
specified risks at rates that might turn out to be much 

too low. Politicians can commit government to assume 
such a risk in part because politicians are not person-
ally responsible if future losses turn out to be excessive. 
Politicians benefit by delivering lower rates for high-risk 
policyholders—the policyholders pay less for insurance 
and real estate prices can continue to rise—but they have 
not eliminated the ambiguity. However, politicians are 
somewhat shielded from the effects of their policies, as 
a major hurricane that produces massive losses may not 
occur for years, perhaps after the politicians have retired 
from office.

Higher insurance premiums due to ambiguity will 
slow development in coastal areas, which is the proper 
response. Consider the possibility that global climate 
change will increase hurricanes in the future. Suppose 
that an increase in the frequency, size, and intensity of 
hurricanes could double expected hurricane damage 
over the life of a building, holding constant the quality 
of construction. Living or working by the ocean might 
become considerably more dangerous, so insurers will 
require extra compensation to assume this potentially 
escalating risk. Coastal development is an irreversible, 
long-lived investment, and reducing investment now 
is the prudent and economically efficient response to 
uncertainty about future losses.7 Increased premiums 
due to ambiguity help to slow investment. On the other 
hand, suppressing the rate increases via regulation or 
insurance pools increases the amount of at-risk property 
at a time when future losses are uncertain and caution 
should be the order of the day.

Ambiguity spurs policy interventions because it contrib-
utes to the insurance crises that often follow major hur-
ricanes. When a major hurricane leads insurers to revise 
their estimates of potential losses upward, insurers will 
want to raise rates. But price regulation by state insur-
ance commissions limits companies from raising premi-
ums as much as desired. A binding price ceiling leads to a 
shortage, which in the insurance market leads companies 
to cancel coverage and neither renew policies nor write 
new ones in high-risk areas. The crisis of availability of 

  Kerry Emanuel, “Increasing Destructiveness of Tropical Cyclones over the Past 30 Years,” Nature, 436 (2005): 686–88; Roger A. Pielke, 

Christopher Landsea, Max Mayfield, J. Laver, and R. Pasch, “Hurricanes and Global Warming,” Bulletin of the American Meteorological Society 86, 

no. 11 (2005): 1571–75.

  Dennis J. Mileti, Disasters by Design (Washington, DC: Joseph Henry Press, 1999); Paul Fronstin and Alphonse G. Holtmann, “The 

Determinants of Residential Property Damage Caused by Hurricane Andrew,” Southern Economic Journal 61, no. 2 (1994): 387–97.

  Kenneth J. Arrow and Robert C. Lind, “Uncertainty and the Evaluation of Public Investment Decisions,” American Economic Review 60, no. 3 

(1970): 364–78.

5.

6.

7.
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insurance leads politicians to intervene in the market to 
ensure the availability of insurance through wind and 
beach pools, as explained in the next section.

States regulate insurance in a manner analogous 
to public utility regulation. States, with assistance from 
the National Association of Insurance Commissioners, 
license insurance companies and commissions and reg-
ulate rates, forms of contracts, and conduct to prevent 
insolvency. An insurance company typically writes many 
types of insurance and attempts to divide potential cus-
tomers in each class based on risk. Thus, insurers sup-

ply many different products (property-casualty insur-
ance, auto insurance, life insurance) to different markets 
 within a state. 

When regulated firms supply multiple products, the 
potential exists for cross-subsidization. Cross-subsidiza-
tion involves some customers of a regulated, multi-prod-
uct firm paying extra so that other customers can receive 
a product or service for less than cost.8 This is termed 
cross-subsidization to distinguish it from a direct gov-
ernment subsidy that allows some customers to receive 
service below cost. The prices charged by many utilities, 
airlines, and railroads during regulation involve cross-
subsidization, often with high-cost customers receiving 
a good or service for about the same price as low-cost 
customers. For instance, rural residents typically receive 

2
State Involvement  
in Hurricane Insurance

insurance and mitigation

Mitigation involves reducing the threat of natural disasters to life, limb, 
and property. The most extreme hurricane mitigation measure is not 
developing high-risk areas. For example, a hurricane would cause little 
damage in the Florida Keys if they were uninhabited. Other mitigation 
measures include hurricane shutters or blinds, wind-resistant garage 
and entry doors, shatter-resistant glass windows, and improved roof-
ing materials and construction.1 

Insurance generally encourages safe building and manufacturing 
practices since insurers must pay claims when accidents occur.  For 
example, an airline’s insurance carrier has an incentive to ensure the 
airline hires only skilled pilots and qualified mechanics and performs 
regular maintenance. However, some experts contend insurers have 
done too little to encourage hurricane mitigation:

The challenge which society faces today is how to promote 
investments in cost effective loss reduction mechanisms, while 
at the same time placing the burden of recovery on those who 
suffer losses from natural disasters.  In theory, insurance is one 
of the most effective policy tools for achieving both objectives.... 
In practice, insurers generally do not charge premiums which 
encourage loss prevention measures.  They feel that few people 
would voluntarily adopt these measures based on the small 
annual premium reduction, as compared with the upfront cost of 
investing in these measures.2 

State provision of below-market premiums in high-risk areas—where 
mitigation is most valuable—deters insurers from offering premium 
discounts for mitigation. Even if the expected reduction in losses due 
to mitigation justified a discount, an insurer would probably increase 
market share by offering lower premiums, which is undesirable when 
the company is losing money on each policy it writes. Subsidized base 
premiums reduce insurers’ incentive to provide any insurance or to 

encourage mitigation.3 Regulatory policy can also discourage insurer 
interest in mitigation. Companies must receive regulatory approval for 
mitigation-related premium reductions and prepare a case in support 
of the reduction for each state commission.4

State insurance pools do take the quality of construction into account, 
as states allow premium reductions for strengthened construction.  For 
instance, South Carolina offers a 10 percent discount on homes built 
according to the Institute for Business and Home Safety’s Fortified 
Homes Program. The Mississippi Windstorm Underwriting Associa-
tion offers substantial reductions for windstorm resistant structures. 
All state programs have inspection provisions and requirements that 
property meet general underwriting standards. Property that fails 
inspection may be ineligible for coverage. However, provisions also 
exist to exempt some properties from inspection. In Texas, for exam-
ple, inspection is not required if the property was previously insured 
in the voluntary market and the insurer is not renewing the policy. 
Moreover, properties built before the local adoption of building codes 
may avoid inspection.

Key to any inspection program is the rigor of the inspections. How-
ever, excessively strict requirements undermine the insurance pool’s 
benefit to politicians, who gain favor by providing certain people with 
subsidized insurance. If rigorous inspection requirements deny too 
many coastal residents coverage, the political benefits evaporate.  

1.  For more on measures to reduce hurricane damage to homes or 
businesses, see the Institute for Business and Home Safety Web page, 
http://www.ibhs.org.
 2. Howard Kunreuther, “Mitigating Disaster Losses through Insur-
ance,” Journal of Risk and Uncertainty,12 (1996), 180.
 3. William Petak, “Mitigation and Insurance,” in Paying the Price, eds. 
H. Kunreuther and R. Roth (Washington, DC: Joseph Henry Press, 
1998), 155–70.
4. Kunreuther, “Mitigating Disaster Losses,“ 180.

  Richard Posner, “Taxation by Regulation,” Bell Journal of Economics & Management Science 22 (1971).8.
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phone and electric service for a price similar to that paid 
by urban residents, even though the cost of servicing 
rural residents is higher due to a lower population den-
sity. Similarly, first-class postage costs the same regard-
less of the distance the letter travels.

A. State-Run Insurance Pools

The mechanism for cross-subsidization in insurance, 
the insurance pool, differs somewhat from traditional 
cross-subsidization. High-risk hurricane states have cre-
ated state-run pools called wind or beach pools. Insurance 
pools were inaugurated in the �960s in response to policy 
cancellations in large cities following riots. Federal leg-
islation at the time authorized states to create what are 
called Fair Access to Insurance Requirements (FAIR) 
plans. Since �968, seven states have established hurri-
cane pools based on this type of mechanism. Insurance 
pools write policies for high-risk properties at below-
market rates and accumulate the premiums. When 
losses exceeding the accumulated premiums occur, the 
pool can impose assessments on all policies in the state 
written on designated lines of business. As all licensed 
insurance companies in the state are “members” of the 
 insurance pool as a condition of their license, the state 
typically applies assessments as a percentage of the com-
pany’s premiums written in the state on assessable lines. 
For example, a company with a 5 percent market share 
will pay 5 percent of assessments. 

Thus, with a state-instituted pool, an insurance company 
cannot avoid exposure to high-risk areas of the state by 
not renewing or not writing policies in these areas. The 
only way an insurer can avoid assessments is to exit the 
state entirely or at least the assessable lines of business, 
which often amounts to the same thing. Insurers may not 
wish to exit the state entirely because they have invested 
in agents and claims adjusters, established a reputation 
with customers, or have developed expertise in the state 
insurance market (e.g., state-specific loss patterns). Exit-
ing a state market completely could also damage the rep-
utation of a national insurance company. And exit from 
a state market, even if costly, may not be possible since 
state insurance commissions also place restrictions on 
non-renewal or cancellation of policies in the aftermath 

of major hurricanes.9 The assessments imposed by the 
state pools on insurance companies can, in most cases, 
be passed on to policyholders—the majority of whom do 
not live in risky coastal areas. This makes the end result 
of the assessment the functional equivalent of an excise 
tax on insurance, albeit applied retroactively.�0

Seven states have established hurricane pools, variously 
called wind or beach pools (Table �). In �968, Louisi-
ana became the first state to establish a pool based on 
its FAIR plan. In �970, after Hurricane Camille, policy 
makers established a much smaller beach plan and com-
bined the two plans in 2003 to form the Louisiana Citi-
zens Property Insurance Corporation (LCPIC). North 
Carolina, Florida, South Carolina, Alabama, and Texas 
all inaugurated similar plans between �969 and �97�. Mis-
sissippi set up the Mississippi Windstorm Underwriting 
Association in �987. 

The various programs have been revised and expanded 
over time. Florida, for example, established the Florida 
Windstorm Underwriting Association (FWUA) in �970 
to provide wind and hail coverage and the Residential 
Property and Casualty Joint Underwriting Association 
in �993, after Hurricane Andrew, to provide homeown-
ers’ and fire insurance, plus wind coverage in areas not 
already served by the FWUA. It combined the two pro-
grams in 2002 to form the Florida Citizens Property 
Insurance Corporation (FCPIC). North Carolina’s plan 
initially offered only wind and hail coverage on the bar-
rier islands, but in �998 expanded this coverage to �8 
counties in the coastal area. In 2003, North Carolina’s 
association began offering full homeowners’ insurance.

Other states offer insurance pool coverage to a lesser 
degree through their FAIR plans. Of the �� other Atlan-
tic coast states, all but Maine and New Hampshire have 

The assessments imposed by the state pools 
on insurance companies can, in most cases, 
be passed on to policyholders—the majority of 
whom do not live in risky coastal areas.

  Insurance companies make a sunk investment in serving a state market; Fred McChesney discusses how such sunk investments leave busi-

nesses vulnerable to opportunistic behavior from politicians in Money for Nothing: Politicians, Rent Extraction, and Political Extortion (Cambridge: 

Harvard University Press, 1997).

    Louisiana was one of the last states to allow insurers to begin passing on assessments in 2003. Of course passing on the assessment to the poli-

cyholder is a symbolic gesture, since the elasticities of demand and supply will determine whether policyholders or the insurance companies truly 

pay for the assessments.

9.

10.
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FAIR programs, and of the nine states with FAIR pools, 
all but Connecticut and Delaware have explicit hurricane 
coverage provisions described on their Web pages. Geor-
gia, New Jersey, New York, and Virginia all have exten-
sive hurricane wind coverage provisions in place.�� For 
instance, New York’s program features a Coastal Market 
Assistance Program, while New Jersey has a Windstorm 
Market Assistance Program. About one-third of policies 
and coverage of the Virginia FAIR plan are in the Hamp-
ton Roads area and on the Eastern Shore, which are high-
risk areas for hurricanes.

Table � shows the number of policies in force, as well as 
total coverage for the seven state wind pools as of the end 
of 2006 or early 2007. Overall, �.8 million residential and 
commercial policies are in force, with more than $550 
billion in potential liability. The overwhelming major-
ity of the exposure is in Florida, with �.3 million policies 
and over $400 billion in liability. But Texas, North Caro-
lina, and Louisiana have more than �25,000 policies in 
effect, and North Carolina and Texas each have over $50 
billion in liability in their insurance pools. Although the 
exposure is greatest in Florida, the number of policies 
and liability is increasing rapidly in some other states. 
For instance, the amount of wind-only coverage in Geor-
gia’s FAIR plan, which approximates coastal zone cov-
erage, increased by 73 percent between 2005 and 2006. 

The number of policies written by the Alabama Beach 
Pool doubled and the total insured value almost tripled 
between December 2005 and December 2006.

FCPIC has a very sizable share of the Florida property 
insurance market. Overall, it is the second-largest insurer 
in the state with 5 percent of premiums. The pool is also 
the second-largest provider of homeowners’ multi-peril 
insurance with 9 percent of the market and is first in mar-
ket share for fire and allied lines. 

In an attempt to reduce this 
exposure, FCPIC and the state 
have engaged in an effort to 
place coverage in the voluntary 
market. At times, the insur-
ance pool has paid bonuses to 
private insurers who assumed 
these policies. Following the 
2004–05 hurricane season, 
the Poe Financial Group (com-
posed of Atlantic Preferred, 
Southern Family, and Florida 
Preferred), many of whom were 
given bonuses from the state-
run plan, became insolvent. Poe 
had issued more than a quarter 
million homeowners’ policies 
and over 40,000 homeowners 
and condominium association 
policies. Before the 2006 hurri-
cane season, these policyhold-

ers were transferred to the FCPIC pool. Florida levied 
$225 million in assessments on insurance policyholders 
in Florida to cover the unpaid claims of the Poe com-
panies. The failure of the Poe companies illustrates the 
riskiness of the policies typically written by insurance 
pools and consequently the extra costs insurance com-
panies in the market would face to hold so many high-
risk policies.

Do wind pools really offer insurance at subsidized rates? 
Many wind pools make statements similar to this one 
from South Carolina:

Almost anyone in the coastal area can purchase wind 
and hail coverage from the Association. It should be 

statE CurrEnt namE
yEar  
EstablisHED

POliCiEs 
in FOrCE

tOtal liability

Alabama
Alabama Insurance 
Underwriting  
Association

1970 7,499 $1.313 Billion

Florida
Citizens Property Insur-
ance Corporation

1970 1,298,922 $408.8 Billion

Louisiana Louisiana Citizens 1968 129,203 $21.13 Billion

Mississippi
Mississippi Underwriting 
Association

1987 30,962
$5.370 Billion

North 
Carolina

NC Insurance Underwrit-
ing Association

1969 141,843 $57.27 Billion

South 
Carolina

SC Wind and Hail Under-
writing Association

1970 30,091 $12.17 Billion

Texas
Texas Windstorm Insur-
ance Association

1971 160,281 $50.23 Billion

tablE 1: statE WinD anD bEaCH POOls

   Georgia, New Jersey, New York, and Virginia’s plans have never been legally constituted as separate pools. The New Jersey and New York mar-

ket assistance programs are different in form from beach plans, because applications come into the Market Assistance Program for insurance and the 

plan places the coverage with companies that have volunteered to write coverage under the plan. However, because these states have not formed 

their own separate wind pools, they are not included with the seven legally constituted, separate beach pools, but the seven explicit beach plans do 

not constitute the entirety of state regulatory efforts to provide below-cost wind coverage.

11.
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pointed out that consumers may find broader cover-
age at a better price in the regular competitive insur-
ance market. In fact, it is highly recommended that 
an applicant seek to buy insurance in the standard 
market before applying to the Plan for coverage.�2

In Louisiana, LCPIC’s rates are “not intended to be com-
petitive with the voluntary market” and must “exceed by 
at least �0 percent the average rates charged by the insur-
er that had the highest average rate in that parish among 
the ten insurers with the greatest total direct written pre-
mium in the state for that line of business in the preced-
ing year.”�3  Although cheaper coverage is available in the 
market, this does not mean that the rates are not subsi-
dized. Even within a parish, expected hurricane damage 
can vary substantially. Hurricane winds typically weaken 
quickly as a storm moves inland, and thus coastal prop-
erty can have substantially higher expected damage than 
properties even a few miles inland. The rates that insur-
ance companies charge for inland properties in coastal 
counties may be much lower than the rates they would 
charge for properties nearer the beach. Further, rates in 
the voluntary market are subject to regulation and could 
be below market level themselves. Consequently, the fact 
that the rates of a pool are greater than the “market” rates 
of private insurers does not demonstrate that pool rates 
are not subsidized.

Evidence that wind pools charge below-market premi-
ums comes from the assessments levied after major hur-
ricanes. Consider Florida and Louisiana in 2005. Florida 
was struck by three hurricanes in 2005—Dennis, Katrina, 
and Wilma—after four powerful hurricanes struck the 
state in 2004. As a result, the FCPIC pool imposed a $�63 
million regular assessment for 2005 and an emergency 
assessment of $888 million for 2005, to be collected via a 
�.4 percent charge on assessable premiums annually for 
ten years. Additionally, the state legislature appropriated 
$7�5 million to assist the company. The Florida Insurance 
Guaranty Association levied a 2 percent assessment in 
2006 to raise $225 million to cover unpaid claims result-
ing from the Poe Financial Group’s insolvency. And the 
Florida Hurricane Catastrophe Fund levied a � percent 
assessment to remedy a deficit that it faced due to pay-
ments to insurance companies. 

In 2005, LCPIC recouped $�29 million in regular assess-
ments, or �0 percent of premiums in the state. In 2006, 
the state of Louisiana issued $978 million in bonds to 
allow LCPIC to cover its deficit, with the bonds to be paid 
for from a 2006 emergency assessment of 3.6 percent of 
premiums in the state for as many years as necessary to 
retire the bonds. As a result, Louisianans in Shreveport, 
Alexandria, Monroe, and other places far removed from 
the coast will be paying assessments on their homeown-
ers’ insurance for at least the next decade.

Because, by definition, catastrophes are not expected to 
occur often, the subsidies in the rates of wind pools can 
be hidden for years. The Texas Windstorm Insurance 
Association (TWIA), for example, has been in existence 
since �97� but has only implemented two assessments: 
$�57 million after Hurricane Alicia in �983 and $�00 
million after Hurricane Rita in 2005. Over this period, it 
might appear that TWIA has charged rates that almost 
cover costs. However, it just takes one catastrophe to 
destroy this illusion.  For example, the �994 Northridge 
earthquake resulted in insured losses greater than all of 
the earthquake insurance premiums ever collected in 
California. In 2005, the National Flood Insurance Pro-
gram suffered greater losses in that one year than in all 
prior years combined.

B. Guaranty Funds

State guaranty funds, which pay claims on the poli-
cies of insolvent insurance companies, provide another 
important regulatory subsidy for high-hurricane-risk 
properties. Ensuring solvency is the primary goal of 
insurance regulation,�4  and much of the activity of state 
regulators is to prevent insurer insolvency. The corre-
lated risk of losses with hurricanes is a major source of 
insolvency. In Florida, nine insurance companies failed 
after Hurricane Andrew, while the Poe Financial Group 
companies failed after the 2004–05 hurricane seasons. 
Nationally, catastrophe risks were the main cause of 
insurer impairments or insolvencies in 2006. 

When an insurance company is in financial distress, a 
condition insurance regulators politely term “impaired,” 

   South Carolina Wind and Hail Underwriting Association (SCWHUA), “About Us: Who Is eligible to Buy through the Beach Plan?” http://www.

scwind.com/about.html.

   Louisiana Citizens Property Insurance Corporation, “Plan of Operation,” http://www.lacitizens.com/pdf/LCPICPlanofOperation.pdf, December 

2, 2003.

.  Kenneth J. Meier, “The Politics of Insurance Regulation,” Journal of Risk and Insurance 58, no. 4 (1991): 700–13.

12.

13.

14.
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a state commission will typically step in to try to reha-
bilitate the company or combine it with another insurer. 
If a company does fail, guaranty funds can impose 
assessments on insurers in the state to ensure payment 
of claims on the failed company’s policies. Since �978, 
state guaranty funds have imposed more than $�� billion 
in assessments to cover claims of insolvent insurers.�5  
When making insurance purchases in the absence of 
guaranty funds, policyholders would need to take into 
account the financial soundness of insurance companies 
through market ratings of insurer soundness provided by 
companies such as A.M. Best and others. Guaranty funds 
simply reduce the consumer’s incentive to consider 
financial soundness in their purchase decision or pay 
extra for coverage from a highly rated company.

High-risk coastal properties benefit disproportion-
ately from guaranty funds because, in their absence, 
policyholders would need to pay extra for insurance 
from a company able to survive large losses caused by a 
major hurricane. A recent study found evidence of this 
very behavior by policyholders in Florida.�6  The study 
 examined homeowners’ choice of insurance carrier in 
Florida, where the guaranty fund limits coverage on a 
policy to $300,000. Therefore, owners of homes insured 
for more than $300,000 face some loss in case of insurer  
insolvency after a hurricane, while owners of more 
 modest homes have full coverage in case of insolvency. 
The researchers found that owners of these high-priced 
homes were significantly more likely to choose an insur-
ance company rated A+ or A++ by A. M. Best.

C. Other Mechanisms

States have taken other steps that shift some of the cost 
of hurricanes to others. Florida after Hurricane Andrew 
and Louisiana after Hurricane Katrina issued revenue 
bonds to provide cash infusions for their state insur-
ance pools, with the bonds to be paid off through future 
assessments on insurance policies. In Texas, if insur-
ance companies face sufficiently high assessments for 
TWIA (currently about $� billion), they can write off the 
assessments against their state taxes. Florida established 
a Hurricane Catastrophe Fund, funded by assessments 
against a very broad base of insurance policies. The fund 
provides financial assistance to insurance companies in 

the aftermath of hurricanes, a role equivalent to the rein-
surance that is typically purchased by individual compa-
nies. But the fund provides reinsurance at below-market 
rates. Florida also provided a legislative appropriation to 
FCPIC after the 2005 hurricane season.

A. Insurance Pools  
and Affordable Insurance

Maintaining affordable insurance for homeown-
ers and businesses is a stated goal for most wind pools. 
A description of TWIA, for example, explicitly states 
affordability as the policy goal, while the Mississippi 
Windstorm Underwriting Association’s plan of opera-
tion mentions the availability of adequate insurance for 
coastal residents. Obviously, “affordability” is a subjec-
tive term and must be used with great care. Millionaires 
could bemoan how rising oil prices are making fuel 
for their private jets unaffordable, yet this would be a 
dubious basis for subsidies. Hurricane Katrina brought 
national attention to the distribution of natural disaster 
impacts: the poorest residents of New Orleans who lived 
in areas vulnerable to the worst flooding were the least 
likely to be insured. In evaluating wind insurance pools, 
it is important to consider who benefits from below-mar-
ket subsidized insurance.

A comparison of economic and housing statistics for 
coastal counties in states along the Atlantic and Gulf 
coasts provides evidence on this question. Using data 
from the 2000 census, table 2 reports four measures 
of income and housing for the coastal counties of each 
state and the state as a whole: per capita personal income 
(PCPI), the median price of owner-occupied housing, 
the percentage of owner-occupied homes valued over 
$500,000, and the percentage of owner-occupied homes 
valued over $� million. 

Coastal counties cannot be considered economically 
destitute areas of the states. In eight of the �8 states, the 
coastal counties have higher income than the state as 

3
Rationales and  
Effects of State Policy

  Insurance Information Institute, “Issues Update: Insolvencies/Guaranty Funds,” May 2007, http://www.iii.org/media/hottopics/insurance/

insolvencies/.

  Martin F. Grace, Robert W. Klein, and Paul R. Kleindorfer, “Homeowners Insurance with Bundled Catastrophe Coverage,” Journal of Risk and 

Insurance 71, no. 3 (2004): 351–79.
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a whole. In five of the states where the coastal county 
income is lower that of the state’s income, the difference 
in PCPI is less than $�,000. In �2 states, the median house 
price is higher in the coastal counties. In several states, 
the difference is even more than 20 percent. The median 
house price tops $�50,000 in the coastal counties of six 
states. And in �5 states, the percentage of $500,000 or 
$� million homes in the costal counties exceeds the per-
centage of such homes in the state as a whole. In Mary-
land and Virginia, two of the states with fewer expensive 
houses on the coast, the statistics are skewed due to the 
exclusion of the affluent counties surrounding Washing-
ton, DC.  In Louisiana, the coastal parishes rank above the 
state in these measures of economic well-being. Texas is 
the one state where coastal counties are notably poorer 
than the state as a whole.

Coastal counties are often large and might include areas 
twenty miles or more inland. Thus, the county may be too 
large a unit of analysis to understand which properties 
are most at risk of hurricane damage. 

Table 3 reports economic, demographic, and housing 
characteristics of the census tracts of the coastal coun-
ties in Alabama and Mississippi, as well as the census 
tracts along Lake Pontchartrain in Orleans Parish, Loui-
siana. These are the neighborhoods that are actually on 
the coast, or Biloxi Bay or Mobile Bay.�7 These are the 
coastal areas of Alabama, Louisiana, and Mississippi 
that sustained the brunt of Katrina’s force and that were 
covered by each state’s windstorm insurance pool. The 
coastal neighborhoods in Mississippi and Alabama are 
some of the most economically advantaged parts of these 

tablE 2: COastal COuntiEs vs. statEs, inCOmE, anD HOusing

COastal COunty variablEsCOunty variablEsvariablEs statE variablEs

PCPi
mEDian  
HOusE  
PriCE

%  
$500k  

HOusEs

%  
$1 milliOn

HOusEs
PCPi

mEDian  
HOusE  
PriCE

%  
$500k 

HOusEs

%  
1 milliOn 
HOusEs

alabama 18,126 91,300 1.37 0.30 18,189 85,100 0.98 0.21

COnnECtiCut 30,536 208,800 10.79 3.00 28,766 166,900 7.15 1.91

DElaWarE 20,328 122,400 2.32 0.55 23,305 130,400 1.26 0.23

FlOriDa 22,264 114,500 2.64 0.67 21,557 105,500 2.24 0.56

gEOrgia 20,466 97,200 2.90 0.64 21,154 111,200 1.88 0.32

lOuisiana 17,326 90,300 1.25 0.18 16,912 85,000 0.84 0.15

mainE 21,484 119,100 1.80 0.33 19,533 98,700 1.09 0.21

marylanD 22,505 121,500 1.20 0.26 25,614 146,000 2.75 0.40

massaCHusEtts 25,666 197,000 5.83 0.95 25,952 185,700 5.59 0.85

mississiPPi 17,899 85,300 0.61 0.20 15,853 71,400 0.50 0.17

nEW HamPsHirE 26,656 164,900 2.39 0.33 23,844 133,300 1.23 0.18

nEW JErsEy 26,279 162,800 2.69 0.43 27,006 170,800 4.69 0.70

nEW yOrk 22,230 216,100 6.27 1.13 23,389 148,700 4.10 0.83

nOrtH  
CarOlina 19,574 116,400 2.52 0.45 20,307 108,300 1.50 0.25

rHODE islanD 26,041 160,800 3.82 0.78 21,688 133,000 1.77 0.34

sOutH  
CarOlina 20,484 129,600 5.11 1.20 18,795 94,900 1.65 0.39

tExas 16,808 68,555 0.39 0.10 19,617 82,500 1.24 0.26

virginia 20,528 109,000 1.36 0.21 23,975 125,400 2.12 0.27

  For Alabama, the coastal census tracts are very close to the entire area eligible for coverage in the beach pool.17.
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states. Coastal PCPI is $�9,600 in Mississippi, about 24 
percent higher than PCPI for the state as a whole, and 
$22,�00 in Alabama, 2� percent higher than the state’s 
PCPI. The median housing price in coastal Mississippi 
is $93,300, 3� percent higher than the state average. In 
coastal Alabama, median housing prices are 5� percent 
higher than the state average. Almost 4 percent of homes 
in coastal Alabama are worth over $500,000, and � per-
cent are worth over $� million, about four times the pro-
portions for the state as a whole. These percentages are 
higher for coastal Mississippi as well, although the dif-
ference is not as dramatic.

Other measures of income (median household or family 
income) and poverty rates confirm that the coastal areas 
of Alabama and Mississippi are, on average, much more 
affluent than the states as a whole. The lakefront areas of 
Orleans Parish (New Orleans) are also affluent relative 
to the parish as a whole and the state. PCPI in the lake-
front census tracts of Orleans Parish is over $26,000, 50 
 percent higher than PCPI in the parish as a whole and the 
state. Median household income and median house price 
also reflect that these neighborhoods are not disadvan-
taged. Demographic variables also show that the coastal 
neighborhoods have smaller minority populations than 
the states and that the lakefront areas of Orleans Parish 
have smaller minority populations than New Orleans as 

a whole. The Mississippi and Alabama wind pools sub-
sidize some of the wealthiest residents of the states and 
are not substantially involved in alleviating the impact of 
natural disasters on the poor or minorities.

While, as a group, residents of the U.S. Gulf and Atlantic 
coasts are not economically disadvantaged, poverty does 
exist in coastal areas. The lowest coastal county poverty 
rate among coastal states is 4.5 percent in New Hamp-
shire. Thus, the question could still be asked: wouldn’t 
poor and low-income coastal residents face financial 
hardship if the insurance pools didn’t exist? 

If below-market insurance was not available, some lower-
income residents would undoubtedly end up moving out 
of the area. But this would not be all bad. Hurricanes have 
a disproportionate impact on poor and low-income resi-
dents who are less likely to evacuate,�8 less likely to have 
full replacement cost insurance coverage, and have fewer 
resources (apart from insurance) for recovery. If fewer 
low-income individuals lived in coastal areas, perhaps 
because they never moved there in the first place, these 
impacts would be lessened. Furthermore, assistance for 
low-income households could be better accomplished 
through tax credits for insurance premiums instead of a 
mechanism that distorts the price of coverage for all poli-
cyholders. Allowing a market price to prevail for insur-

  See Nicole Dash and Hugh Gladwin, “Evacuation Decision Making and Behaviorial Responses in Individual and Household,” Natural Hazards 

Review, forthcoming.
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alabama mississiPPi OrlEans ParisH, lOuisiana

COastal statE COastal statE lakEFrOnt ParisH statE

% WHitE 87.06 71.10 79.39 61.34 49.47 28.11 63.91

% blaCk 8.86 25.93 14.02 36.33 46.90 67.10 32.32

% HisPaniC 1.24 1.63 2.39 1.33 2.55 3.10 2.41

% POvErty 10.48 16.10 12.45 19.93 10.24 27.94 19.64

PCPi $22,074 $18,189 $19,614 $15,853 $26,326 $17,258 $16,912

mEDian HOusE-
HOlD inCOmE

$41,940 $34,135 $37,992 $31,330 $46,087 $27,133 $32,566

mEDian HOusE 
PriCE

$129,200 $85,100 $93,300 $71,400 $137,900 $87,300 $85,000

% HOmEs OvEr 
$500k

3.92 0.87 1.04 0.50 2.03 2.28 0.84

% HOmEs OvEr 
$1 milliOn

0.98 0.21 0.21 0.17 0.00 0.31 0.15

tablE 3: COastal anD lakEFrOnt CEnsus traCts
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ance and subsidizing coverage for the poorest households 
would be far less costly and disruptive than subsidizing 
all insurance, including coverage on half-million dollar 
homes. And, of course, low-income households have to 
pay the assessments imposed on homeowners insurance 
to cover the losses of the state hurricane pools.

B. Insurance Pools  
and Economic Development

The active economic development of coastal areas 
is another commonly offered policy rationale of state 
hurricane pools. However, economic development is 
a dubious government policy goal. Where production, 
shopping, and consumption occur is a minor issue from 
the standpoint of the national economy. A new factory 
or shopping center typically increases property values 
in the local real estate market. The same effect occurs 
wherever the factory or shopping center is located, 
so local property owners care about which location is 
 chosen even though the choice may not matter for the 
performance of the national economy. Government eco-
nomic development programs end up offering tax breaks 
and subsidies to try to influence location decisions, and 
states and cities engage in a costly competition to attract 
factories, major retailers, and sports teams. 

Economic factors do affect some location decisions—
transportation costs can be reduced by locating near 
 natural resources or customers, and economies of 
agglomeration are important in some industries. The 
economic factors favoring coastal development are pri-
marily the value so many people place on living near the 
sea, as well as international shipping in certain indus-
tries. But economic development on hurricane-exposed 
coasts, as opposed to further inland, entails added costs 
from hurricane damage. As discussed above, individuals 
and businesses will make more efficient choices when 
they pay the full cost (or full cost of insurance) of locating 
near the coast. When hurricane losses cannot be shifted 
to others, only businesses and people who value coastal 
locations more than the extra costs will assume the risk 
of hurricane damage.

Subsidized property insurance reduces the cost of liv-
ing along coastal areas. This should increase the number 
of persons and the amount of property along the coast, 
which in turn should increase the impact of hurricanes. 
Determining the marginal impact of hurricane insurance 
pools on the growth of these coastal regions is difficult 
because coastal county populations grew at a much faster 

rate than did the United States as a whole in each decade 
of the twentieth century. Nevertheless, an examination of 
the change in state coastal county populations by decade 
between �950 and 2000 sheds some light on the impact 
of insurance pools on population growth. 

I calculated the census-to-census population change of 
the coastal counties of each of the �8 Atlantic and Gulf 
Coast states and then divided the sample into states with 
a beach pool and states without a beach pool. The aver-
age population increase for states with beach pools is 
4�3,000 persons per state per decade, compared with an 
average increase of �53,900 persons per state per decade 

when beach pools are not present. Given that all of the 
decades with beach pools occurred in the later years of 
the sample when state populations were larger, popula-
tion growth in percentage terms was roughly equal to �8 
percent in states with insurance pools and �7.4 percent in 
states without insurance pools. Nonetheless, the number 
of persons moving to the coast, which determines the 
amount of property at risk, has been greater since states 
established hurricane pools. 

As another test, I compared the population growth in 
each coastal county in the seven states with wind pools 
during the decade immediately prior to and following 
establishment of the plan. Of the 76 counties in the seven 
states, 55 experienced faster population growth (a larger 
percentage change in population) in the decade after the 
state established a wind pool than in the prior decade. 
The mean population change was a 4�.5 percent increase 
in the decade after establishment of the pool compared 
with a 25.5 percent population increase in the preceding 
decade. The population of the coastal counties of Missis-
sippi (Hancock, Harrison, and Jackson) increased from 
239,944 in �970, the year after category five Hurricane 
Camille struck, to 376,46� in 2005 when Katrina deluged 
the area with an even greater storm surge. Some portion 
of this increase in population—and consequent death and 

Assistance for low-income households could 
be better accomplished through tax credits for 
insurance premiums instead of a mechanism 
that distorts the price of coverage for all 
 policyholders.
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property damage—is a by-product of affordable insur-
ance for economic development.

Economic development today creates potential insur-
ance problems for decades to come. Factories, offices, 
condos, hotels, and large homes are long-lived, immov-
able investments. Once constructed, the low cost of oper-
ation usually dictates continuing to use these buildings. 
Thus, a burst of construction fueled by below-market 
premiums motivated by economic development goals 
today creates additional property that will need insur-
ance for decades to come. In addition, the new property 
owners enlarge the established constituency that fights 
to maintain affordable insurance rates through hurricane 
pools. Society will have to live with the consequences of 
coastal economic development efforts for a long time.

The problems caused by state-run insurance pools are 
easy to see. First, rates charged to homeowners and busi-
nesses under these plans do not cover the full expected 
cost of insurance. Consequently low-risk policyhold-
ers end up paying for the losses of high-risk properties 
through post-disaster assessments, with state and pos-
sibly federal taxpayers also in line to cover extremely 
large losses. Second, forcing low-risk policyholders or 
taxpayers to pay for hurricane damage is unfair, as these 
people do not get to share the benefits of living near the 
coast. Third, as coastal counties and neighborhoods are 
hardly economically disadvantaged, the primary bene-
ficiaries of the insurance subsidies are relatively well-
off Americans. In light of these problems, four policy 
responses are recommended:

�.  Introduce a moratorium on the creation of new 
hurricane pools or on the expansion of existing 
ones, restrict coverage at current subsidized rates 
for new construction in existing pools, and phase 
out the existing subsidies and pools over a given 
period, perhaps ten years.

2.  As premiums rise to market levels, give tax 
credits or means-tested insurance vouchers to 
current low-income residents.  However, do not 
provide such credits or vouchers to low-income 
residents who are new to the area.

3.  If a moratorium on creation or expansion of 

pools is not possible, better align the incentives 
between policy makers and taxpayers by imple-
menting mechanisms that increase the current 
costs of state action. For instance, instead of rely-
ing primarily on assessments to cover potential 
excess losses, purchase reinsurance or issue 
catastrophe bonds to cover a fixed proportion of 
potential excess losses.

4.  Finally, offer actuarially justified discounts for 
mitigation measures.

From an economic perspective, the simplest solution to 
the excessive development of hurricane-exposed coasts 
is to remove the insurance subsidies. If new development 
must cover its full cost, the owners will build only if they 
are willing to incur the damages from hurricanes. Less-
valued development will shift to safer locations inland. 
Elimination of insurance subsidies does not preclude 
future development in coastal areas, as land-use restric-
tions might, but only requires new development to pay 
the market price of insurance. 

Preventing extension of insurance pools and further 
growth in areas served by existing pools is a crucial first 
step toward preventing the problem of excessive devel-
opment from getting worse. Existing construction offers 
a different problem, however, because continuing to use 
already completed buildings is efficient, and buildings 
cannot readily be moved. However, states could phase 
out the subsidies in insurance for existing construction 
over a reasonable period, allowing owners to adjust to 
paying market premiums.

One complication with transitioning away from insurance 
pools is the impact of higher market insurance premiums 
on low-income households. However, to the extent that a 
goal of an insurance pool is to provide below-cost insur-
ance for the poor, there are much better ways to do so. 
The second policy recommendation rests on the idea that 
one of the best and most politically viable ways to do this 
is either to provide tax incentives or insurance vouch-
ers. For example, states with an income tax could enact 
a means-tested tax deduction for premiums paid by low-
income households. As discussed previously, allowing a 
market price to prevail for insurance and subsidizing cov-
erage for the poorest households would be far less costly 
and disruptive than subsidizing all insurance—including 
coverage on half-million dollar homes in relatively afflu-
ent coastal neighborhoods.  However, states should limit 
such subsidies to poor families who currently reside in 
high-risk areas. 

4 Policy Recommendations
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The incentives that politicians face suggest that the pros-
pects for the elimination of hurricane pools are bleak. 
Because investments in coastal property are long-lived 
and immobile, owners recognize that the value of their 
property is dependent on the availability of subsidized 
insurance. The beneficiaries of wind pool insurance sub-
sidies know who they are and are now relatively numer-
ous (�.8 million policies in force in the seven state wind 
pools), so they wield considerable political power. The 
cost of wind pools are spread by assessments over the 
larger number of low-risk state policyholders. Therefore, 
the abolishment or major reform of  insurance pools is 
unlikely. The costs of pools are not merely dispersed; 
they do not occur immediately with the establishment of 
the pool. Because catastrophic hurricanes are expected 
to occur infrequently, a wind pool with highly subsidized 
rates may not have to impose assessments for years or 
even decades. Thus, state politicians can provide benefits 
now in the form of lower premiums to high-risk policy-
holders with the costs deferred to some indefinite future 
date. Continued growth in coastal areas merely increases 
the constituency for insurance subsidies, making elimi-
nation of the subsidized premiums even less likely in the 
future (although illustrating the importance of restrict-
ing subsidies now for future construction).

The prospects for major reform may not be quite so bleak, 
however. Overall, citizens do not support subsidized 
property insurance for high-risk properties. A recent 
American Consumer Institute survey on insurance price 
regulation found that 84 percent of respondents were 
unaware of price subsidies for coastal properties and that 
64 percent opposed these policies.�9 This is true espe-
cially in Louisiana and other coastal states that seem to 
be seeking new ways to recover from Katrina and, more 
importantly, avoid similar consequences from disaster in 
the future. In Louisiana, policy makers have shown inter-
est in reducing and perhaps privatizing LCPIC, which is 
now the third-largest property insurer in the state. 
Besides, eliminating wind pools alone might not provide 
the expected benefits. If states make an effort to elimi-
nate state insurance pools, they should also reform disas-
ter relief policy to avoid perpetuating problems.

Insurance and disaster relief are, to some degree, substi-
tutes. Consider the case of flood insurance. Many hom-

eowners who are required to carry flood insurance often 
drop it without consequence. If residents are not insured 
and government (both state and federal) cannot commit 
to cover uninsured losses after a disaster, eliminating 
subsidized insurance may increase disaster relief costs.20 

Suppose that a hurricane would cause $2 billion in insur-
able property damage. With subsidized insurance avail-
able through a pool, at-risk policyholders may have paid 
and will pay after the event $� billion in premiums, leaving 
other state policyholders to pay the remaining $� billion 
in assessments. Alternatively, without subsidized insur-
ance, if people have not purchased insurance at market 
rates, there could be $2 billion in uninsured losses that 
taxpayers would pay through disaster relief. The extent 
to which subsidized insurance increases disaster losses 

is consequently difficult to establish with certainty.2� If 
an effort were made to eliminate state insurance pools, 
disaster relief policy should also be looked at to avoid 
perpetuating many of the current problems.

If a moratorium on pools and the implementation of 
tax credits is not feasible, there is a third policy option: 
reform state wind pools. Wind pools are attractive to 
politicians because they offer benefits—lower insurance 
premiums—to a well-defined group of beneficiaries now, 
while the costs do not occur until sometime in the future 
when a major hurricane strikes. To offset this political 
advantage, states could be required to purchase reinsur-
ance or issue catastrophe bonds to cover some excess 
losses in lieu of relying exclusively on assessments and 
possible legislative appropriations or bond issues. Either 
requirement would force a current expenditure on state 
governments in support of insurance pools and prevent 
politicians from benefiting from starting or expanding a 
program at no cost. The requirement could also apply to 
expanding a program, so a 50 percent increase in expo-

. Stephen Pociask, Consumer Opinions on Insurance Price Regulation (Reston, Virginia:American Consumer Institute, 2007), 2.

.  Howard Kunreuther and Mark Pauly, “Rules Rather than Discretion: The Lessons from Hurricane Katrina,” Journal of Risk and Uncertainty 33, 

no. 1–2 (2006): 101–16.

  Scott E. Harrington, “Rethinking Disaster Policy after Hurricane Katrina,” in On Risk and Disaster, ed. R. J. Daniels, D. F. Kettl, and H. 

Kunreuther (Philadelphia: University of Pennsylvania Press, 2006), 203–21.

19.

20.

21.

The incentives that politicians face suggest 
that the prospects for the elimination of 
 hurricane pools are bleak
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sure would require 50 percent additional reinsurance. 
Such a provision would be unlikely to cause states to 
phase back their existing plans, but might slow the expan-
sion or creation of beach pools. Another advantage would 
emerge if all states with wind pools purchased insur-
ance or issued catastrophe bonds to back a portion of 
the plans’ potential losses. Yardstick competition would 
reveal which states are poorly managing their risk expo-
sure. Poor control of exposure, such as failing to conduct 
rigorous inspections before issuing new policies, would 
lead to a higher price for reinsurance or a higher interest 
rate for catastrophe bonds. This would provide a signal 
to residents before a major hurricane strikes, perhaps in 
time to make adjustments and limit exposure, damage, 
and devastation.

Finally, if they are not phased out, wind pools should 
offer actuarially fair discounts for mitigation. Mitiga-
tion should be used by residents to reduce insurance 
rates whenever such measures reduce expected hurri-
cane damage by more than their cost. Premium discounts 
provide a means to encourage this. In addition, premium 
discounts are preferable to mandates requiring all at-risk 
policyholders to install hurricane shutters or reinforced 
garage doors because homeowners are not forced to 
incur the mitigation cost. If the homeowner is willing to 
pay a higher premium, they need not mitigate. This can 
be important for homes that are difficult to retrofit or for 
homeowners who think that mitigation detracts signifi-
cantly from the appearance of their property.

Conclusion

Insurance is a remarkable institution that, when success-
ful, spreads risk over a large number of people. It allows 
people opportunities they would never have without its 
presence. However, because of the nature of the risk, the 
case of natural disaster insurance is different from that 
of other, more standard, types of insurance. There are 
a few important issues that one needs to keep in mind 
to understand the policy issues associated with insur-
ing natural disasters. The infrequency and consequent 
ambiguity of natural disasters makes them difficult to 
insure, meaning that in an unregulated market they will 
cost more to insure per dollar of expected loss. Also, 
because natural disaster damage touches everyone in a 
given region, it makes the pooling of risk trickier for an 
insurance company than for non-natural disaster related 

events. This does not mean, however, that regulation is 
the best answer. As evidenced by the rebuilding process 
after Katrina and other major hurricanes, manipulation 
and regulation of the insurance industry in coastal states 
has led to numerous problems.

State-run insurance pools impose large costs on the resi-
dents of coastal states in the United States. While the 
creation of these pools was supposed to overcome per-
ceived problems of insurance, the pools have created 
more problems than they have solved. Insurance pools 
distort the economic development of coastal regions 
with dire consequences: the provision of below-cost 
insurance encourages people to move to areas that are 
at very high-risk of being hit by hurricanes. This leads to 
more lives lost than would otherwise be the case. Also, 
because there is more economic development and there-
fore housing and businesses in coastal regions, when a 
hurricane strikes, the residents end up being bailed out 
by assessments that states impose on the remaining citi-
zens—people that had nothing to do with the choice to 
build a $750,000 house next to the ocean. 

In the wake of Hurricane Katrina, now is an opportune 
time to look at the vicious cycle that has led to more 
and more people being covered by state-run insurance 
pools. An important first step in ending this cycle would 
be a moratorium on both the creation of new pools and 
the expansion of existing ones. Eliminating these pools 
will be difficult due to entrenched interest groups and 
will require reforming not only insurance regulation, 
but disaster assistance as well. If the policy goal of 
 insurance pools is to provide poor people with below-
market insurance, a much better way for states to do so is 
through direct subsidies. Moreover, since the insurance 
pools are an easy way for current politicians to impose 
costs on future generations, politicians who create the 
pools must be required to bear some of the cost. Finally, 
premiums for existing properties should allow actuari-
ally justified reductions for mitigation measures that can 
reduce the damage from future hurricanes. 

These legislative and regulatory changes could help 
change a system that is unnecessarily costly, inefficient, 
unfair, and most importantly, draws more people into 
potentially deadly geographic areas. The difficult rebuild-
ing process in New Orleans is a good reminder that 
 changes like the ones proposed are the first step toward 
avoiding future disasters on the scale of Katrina.  
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