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Executive Summary

Report Purpose and Requirements

Texas Insurance Code Section 2210.0025 requires the Texas Windstorm Insurance Association (TWIA)
Board of Directors to submit to the Commissioner of Insurance, the Senate Committee on Business and
Commerce, the House Committee on Insurance, and the Sunset Advisory Commission a written report
relating to the operations of the association during the preceding biennium. The report must include:

I. Any proposed changes in the law relating to regulation of the association and a statement of the
reasons for the changes; and

II. Any information regarding association operations or procedures that is requested by the
department to be addressed in the report.

Process and Materials

The Board of Directors directed the Legislative and External Affairs Committee (the “Committee”) to
develop potential legislative recommendations for the Board’s consideration.

The Committee met on April 27 to begin the process of identifying potential legislative recommendations
for the 2022 Biennial Report. At the meeting:

e The Committee approved, eliminated, and requested additional information on items proposed
by TWIA Board members and Association staff. See page 4 for the status of all items considered.

e The Committee agreed to present the issues of the Association’s ratemaking process and funding,
funding structure, and financial sustainability as matters of public policy.

e The Committee requested that Association staff send a letter to members of the Texas Legislature
requesting their input on the Committee’s work.

o Asection with legislative input received is available on page 9.

The Committee intends to propose final recommendations to the Board for consideration at the August
quarterly meeting of the TWIA Board of Directors. If the Board finalizes the Report content at the August
meeting, staff will then draft the Biennial Report for submission to the Legislature with the
recommendations approved by the TWIA Board of Directors, the required statement of reasons for the
changes, and a summary of the Association’s accomplishments and operations.
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Summary of Items by Status

o Additional Information o
Approved Eliminated Legislative Input
Requested
Agent Requirements & Stricter Eligibility Discounted Storm- . .
) o Write Your Own Policy
Standards Requirements related Advertising
Exclude Commercial
Risks from Automatic ACV Policies Cyclonic Wind Policy

Renewal Process

ACV Policy for Older

Expert Panel
P Roofs

FORTIFIED Home

. Binding Arbitration
Construction

Premium & Deductible
Maintenance Tax Requirements?

Appraisal Deadlines

Appraisal

Process

Split Appraisal Costs

Earned Premium

Depopulation

Board Vacancies

! The Committee voted to eliminate Deductible Requirements but asked that staff solicit feedback from the Agent
Advisory Group related to this item.
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Index of Current Items

Item Topic Description/Alternative Status
Discounted Require broadcast media to provide the Association with a Additional
1 Storm-related substantial discount to run hurricane preparedness and Information
Advertising response information. Requested
Eliminated /
Deductible . . . . o AAG
2 . Require higher deductibles in certain circumstances.
Requirements Feedback
Requested
Cyclonic Wind _ , _ 3 . Legislative
3 . Adjust TWIA’s policy to cover only “cyclonic winds”.
Policy Input
Write Your Own . . ) o Legislative
4 . Allow private insurers to write TWIA policies
Policy Input
Agent Revise TWIA’s statute to enable TWIA to mirror the Texas
5 Requirements & | FAIR Plan Association (TFPA) producer requirements and Approved
Standards performance standards.
Exclude
c Commercial Risks | Revise TWIA’s statute to exclude commercial risks from the 5 q
rove
from Automatic | automatic renewal process (AAG Request). o
Renewal Process
Modify statute and regulations to eliminate TIC Section
Eliminate 2210.578 requiring the use of an Expert Panel after the
7 L, ] . Approved
Expert Panel Association’s contract to implement the requirements ends
in April 2022.
Consider feasibility and possible public funding of
FORTIFIED Home . e
8 . FORTIFIED home construction and other mitigation Approved
Construction
programs.
Premium & . .
9 . Exempt TWIA from premium and maintenance taxes. Approved
Maintenance Tax
Aopraisal Allow TWIA to have a formal objection process related to
i
10 Ppp issues or concerns with a policyholder’s selected appraiser Approved
rocess
or umpire.
Appraisal Set statutory deadlines for completing an appraisal to
11 . . Approved
Deadlines prevent delays in the process.
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Description/Alternative

5 t of Revise the statutory provision requiring TWIA and the
ayment o
12 v . policyholder to split the cost of their respective appraisers Approved
Appraisal Costs . . .
to require each party to pay their own appraisal costs.
) Revise cancellation rules and procedures so Association
13 Earned Premium o . Approved
policies may be canceled fully earned for certain reasons.
Authorize TWIA to activate and deactivate the Assumption
14 Depopulation Reinsurance Depopulation Program as necessary according Approved
to market fluctuations.
. Repeal the provision requiring TWIA to provide TDI with a
15 Board Vacancies ] ) . Approved
roster of recommendations to fill Board vacancies.
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Additional Information Requested

1 Discounted Storm-Related Advertising

Subject: Some forms of advertising, such as television and radio spots, can be cost-prohibitive for the
Association to use effectively after a storm. It is in the best interest of policyholders after a catastrophe
for the Association to be able to reach as many people in impacted areas as possible.

e TWIA does not actively compete with the private insurance market and therefore does not
advertise in the traditional sense with the goal of policy count growth.

e Instead, the Association uses various advertising methods, in compliance with applicable rules
and regulations, to communicate hurricane preparedness and storm-specific information
following a hurricane or major storm event.

e |n addition to the Association’s website and certain social media channels, TWIA routinely places
digital and print ads with coastal media outlets as part of its hurricane preparedness and
catastrophe response efforts.

e During a catastrophe, it would benefit the Association to reduce the costs of its digital advertising
expenses as well as supplement those ads with radio and TV spots that provide crucial claim filing
and recovery information before and after the storm.

e However, the high costs associated with running TV and radio ads after a catastrophic event has
been a barrier to using this form of advertising to reach policyholders after a storm.

Possible Solution: Require broadcast media to provide the Association with a substantial discount to run
hurricane preparedness and response information.

Additional Information Requested: The LEA Committee asked staff to provide more information about
the circumstances in which TWIA would seek a discount for radio and TV spots and how the arrangement
would work with Texas media outlets. However, after completing the outstanding research following the
last committee meeting, we no longer believe a legislative change is necessary.
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Eliminated

2 Deductible Requirements — AAG Feedback Requested

Subject: Encourage policyholders to take an active role in the insured property’s long-term maintenance
and proactive participation in the claims process.

Possible Solution: Require higher deductibles in certain circumstances.

e This recommendation would require a 5% or higher deductible in some instances where the risk
may meet our minimum underwriting requirements but is relatively more at risk due to various
circumstances such as the age of the home or roof.

e For example, TWIA requires a 1% deductible when the ACV roof endorsement is applied. If
changed, this solution would require a 5% deductible in this scenario.

e A more significant financial contribution may encourage policyholders to take an active role in the
insured property’s long-term maintenance.

e |t could also encourage more proactive involvement in the claims process and lower premium
costs for policyholders who may not realize that higher deductibles typically have lower
premiums.

AAG Feedback Requested: At the April 27 meeting, the LEA Committee voted to eliminate this item but
asked that staff consult with the AAG about how TWIA can best support agents in educating their clients
about their deductible, policy coverage options, and the impact of those options on premium amounts.

Staff asked the AAG at its May 2 meeting whether agents desired more Association support in educating
their clients about TWIA's coverage options and impacts. The AAG believes their clients understand that,
generally, higher deductibles result in lower premiums and that they are equipped to work with their
agents to choose the insurance coverage that best meets their needs.

The only suggestion arising from the discussion was a system change to the policy quote feature, which
currently displays the deductible as a percentage. The AAG recommended we add the deductible dollar
amount to quotes to highlight the policyholder’s specific expected financial contribution at claim time.
We have incorporated this feedback into our ongoing planning process for future policy system
enhancements.
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Legislative Input

At their April 27 meeting, the LEA Committee requested that Association staff send a letter to members
of the Texas Legislature requesting their input on the Committee’s work. The letter sent to legislators can
be found in Appendix A. In response to the letter, Chairman Todd Hunter requested TWIA staff arrange
meetings with coastal legislators to discuss legislative recommendations.

TWIA Board Chair Chandra Franklin Womack, LEA Committee Chair Mike Gerik, and TWIA staff met with
four groups of coastal legislators between June 7 and 16. LEA Committee Chair Gerik provided an overview
of the LEA Committee’s process and the topics the Committee considered at its April meeting. He also
explained the Committee’s decision to present the issues of Association rates and funding as public policy
issues in the final report to be published later this year.

The meetings provided a forum for coastal legislators to discuss and ask clarifying questions about several
issues related to Association operations and the legislative recommendations under consideration. These
included possible changes to TWIA’s Board composition, the Association’s reinsurance purchase process,
and working with coastal communities to respond to storm events.

Separately from the legislator meetings, TWIA staff received two topics for the Committee’s consideration
in response to the letter. Comments related to these topics were prepared by the legislative office and
are included below:

3 Cyclonic Wind Policy

Subject: Adjust TWIA’s policy to cover only “cyclonic winds.”

Possible Solution: Use either an existing definition or develop a new one to define the types of wind TWIA
is designed to cover in its 14-county zone.

Discussion

This should include hurricane and tropical storm-type winds, but not necessarily tornados, which are
already covered by the private market. These “cyclonic winds” are types of wind damage more prevalent
in the TWIA area, but other coverages such as rain and hail can be covered under a traditional policy, as
they are in other areas of the state. There are types of disaster that the TWIA area is more exposed to,
and types of disaster that are no less exposure than other parts of the state. The goal is to have TWIA
cover those risks that are unique to the area. For example, hail risk is much higher in the northern and
central portions of the state, but hail risk is being written by TWIA in the TWIA coverage area.
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4 Write Your Own Policy

Subject: Allow private insurers to write TWIA policies.
Possible Solution: There is a model with the National Flood Insurance Program (NFIP).

Discussion

When private insurers are able to write and administer TWIA policies on behalf of TWIA, it will significantly
cut down on the burden for TWIA. The majority of TWIA administrative burden is handling smaller claims,
not the large disaster-level impacts the program was designed for. As a private insurer is handling their
routine coverage duties, they can also add on a TWIA policy when appropriate. It will be a TWIA policy,
backed by TWIA, but administered by the private insurer for a fee. This fee would amount to a
substantially smaller cost burden than an entire team of adjusters.
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Approved Items

5

Agent Requirements & Performance Standards

Subject: Currently, TWIA does not have express authority to limit an agent’s ability to transact business

with the Association in the event of audit noncompliance or other inappropriate acts in connection with

agents’ work on behalf of their clients.

Any Texas-licensed property insurance agent may submit applications to TWIA.
TWIA does not appoint agents, nor do they contract with TWIA.

The Plan of Operation requires TWIA to audit agents’ compliance with specific TWIA eligibility
requirements. However, it does not have express authority in statute or rule to take any action in
response to agent noncompliance.

In contrast, the statute governing the Texas FAIR Plan Association (TFPA) provides broad guidance
for a Plan of Operation. The Plan explicitly directs TFPA to maintain producer requirements and
performance standards and authorizes their enforcement.

Possible Solution: Revise TWIA’s statute to enable TWIA to mirror the TFPA producer requirements and

performance standards.

Provide TWIA specific authority to enact producer requirements and restrict agents’ ability to
submit applications to the Association when standards aren’t met.

TWIA would have clear authority to take appropriate action to limit agents’ Association activities
in response to audit noncompliance and other inappropriate acts or failure to act.

Agents would continue to represent only the policyholder and would not become agents of the
Association.

Holding agents accountable to specific standards would increase agents’ Association knowledge,
improve operational efficiency and customer service, and help ensure policyholders’ best
interests are served.

This recommendation received support from TWIA’s Agent Advisory Group and would have no
material fiscal impact on TWIA’s operations.

Statutory and Rule References:

Texas Insurance Code (TIC) Section 2210.202 (b)

Texas Administrative Code (TAC) Chapter 28 Section 5.4902 (d)

TIC Section 2211.054, the contents of TFPA’s Plan of Operation, and 28 TAC 5.9913 (d)

Pg 11
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6

Exclude Commercial Risks from Automatic Renewal Process

Subject: Commercial policy underwriting can be complex, and it may not be in policyholders’ best interest

to renew commercial policies directly with TWIA through the automatic renewal process.

TWIA implemented a new automatic renewal process in January 2020 due to legislation passed
by the 86th Legislature, Regular Session.

If there are no changes in coverage, residential and commercial policyholders can remit payment
directly to TWIA and renew their policy without agent involvement.

Possible Solution: Eliminate the option for commercial risks to renew automatically.

7

Due to the complexities of commercial properties and the more dynamic nature of property and
coverage needs, commercial policyholder needs may be better served by a traditional, non-
automatic renewal process that requires the assistance of an agent.

TWIA’s Agent Advisory Group supports this recommendation.

Expert Panel

Subject: Although the Expert Panel’s recommendations apply to less than 5% of Association policies, the

Association has paid more than $11 million over the last five years to implement the recommendations

and expects to have annual expenses of about $1.8 million for ongoing software maintenance and data

analysis costs.

Pg 12

Statute requires the Association to use guidelines adopted by the Insurance Commissioner based
on recommendations provided by experts (“Expert Panel”).

The purpose of the recommendations is to assist the Association in determining the extent to
which wind, waves, tidal surges, or rising water caused a loss to insurable property when very
little of the property remains. These losses are referred to as “slab claims.”

TWIA implemented the Expert Panel recommendations as adopted by the Commissioner on June
1, 2018.

TWIA’s contract with the vendors to implement the recommendations expires on April 30, 2022.
However, additional annual expenses to maintain the program after the contract expires in 2022
will be approximately $1 million to $1.25 million.
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TWIA Expert Panel Costs 2013-2022 ‘

Expert Panel Members 2013 - 2018 $1,441,977
Implementation 2017-2018 $4,517,754
Maintenance 2017-2022 $8,295,812
Total Costs 2013 - 2022 $14,255,543

Possible Solution: Modify statute and regulations to eliminate the requirements to use the Expert Panel’s

recommendations and guidelines adopted by the Commissioner.

If the Legislature would prefer TWIA to retain and use the Expert Panel’s recommendations,
consider transferring the costs to the Texas Department of Insurance.

If the Legislature and TDI repealed the Expert Panel methodology, TWIA would use methods
commonly used by the insurance industry to evaluate slab claims, including hiring engineers and
weather experts who can help the Association assess the nature of the property damage.
Alternative processes would likely create some delays in claim processing.

Statutory and Rule References:

Texas Insurance Code Section 2210.578

8

Fortified Construction

Subject: TWIA does not have any programs associated with FORTIFIED construction.

FORTIFIED is a nationally recognized building method that goes beyond building codes to
strengthen residential and commercial buildings against specific natural hazards such as high
winds and hurricanes. FORTIFIED standards are based on more than 20 years of scientific research
and real-world testing by the Insurance Institute for Business & Home Safety (IBHS).

More resilient construction can improve both the availability and affordability of insurance
coverage and can lead to less community damage, reduced costs of emergency management and
disaster recovery resources, and lower insurance losses after a catastrophic event.

Other coastal states, notably Alabama and North Carolina, have encouraged FORTIFIED
construction for both new and existing homes through a combination of public grants and policy
endorsements covering upgrades to the FORTIFIED construction standards.

Possible Solution: Consider providing funding support from the State of Texas, the Catastrophe Reserve
Trust Fund, or other sources for FORTIFIED home construction.

Pg 13

Alternatively, given recent discussions among the TWIA Actuarial & Underwriting Committee and
the TWIA Board of Directors, consider expanding the scope of this recommendation to include
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TWIA incentives or public funding support for all types of wind mitigation efforts, such as

retrofitting existing construction with upgraded opening protections, roof attachments, and other
certified improvements.

e |n the absence of a request for public funding, implementing this possible solution would not
require a legislative change.

9 Premium & Maintenance Tax
Subject: Texas premium and maintenance taxes impact rate indications and lessen the affordability of
TWIA policies.

e TWIA has spent $7-8 million in premium and maintenance taxes annually for the past five years.
Before 2017, when policy counts and, therefore, written premiums were higher, TWIA incurred
more than $9 million in some years.

Maintenance

Year Premium Tax Tax & Other Total

2010 $6.2 Million $1.2 Million $7.3 Million
2011 $6.5 Million $1.2 Million $7.7 Million
2012 $7.1 Million $1.3 Million $8.4 Million
2013 $7.6 Million $1.4 Million $9.0 Million
2014 $7.9 Million $1.5 Million $9.4 Million
2015 $8.1 Million $1.5 Million $9.6 Million
2016 $7.8 Million $1.5 Million $9.3 Million
2017 $6.8 Million $1.3 Million $8.0 Million
2018 $6.3 Million $1.2 Million $7.5 Million
2019 $6.0 Million $1.1 Million $7.1 Million
2020 $5.9 Million $1.1 Million $7.0 Million
2021 $6.3 Million $1.2 Million $7.5 Million

Possible Solution: Exempt TWIA from paying premium and maintenance taxes.

e Areduction in expenses has a corresponding impact on rate indications. Elimination of premium

and maintenance taxes would reduce TWIA expenses by roughly 1.86% of the annual written

premium.

10 Appraisal Deadlines

Subject: Current statutes and rules define deadlines for beginning the appraisal process, for a policyholder

to demand appraisal after receiving TWIA’s Notice of Claim Acceptance, and for informing the other party

Pg 14 Legislative & External Affairs Committee Meeting Materials
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of the fees to be charged when hiring an appraiser. However, there are no deadlines for completing an

appraisal.

e In the Association’s experience following Hurricane Harvey, several factors led to appraisers and
appointed umpires causing unnecessary delays.

e The average duration of an appraisal for a residential claim was nearly 200 days, while appraisals
for commercial claims took up to 40% longer or 277 days on average.?

Policy Type Numbt_ar of Avera.ge Duration
Appraisals (in days)
Commercial 109 277
Residential 748 199
Total 857 209

Possible Solution: Set statutory deadlines to complete an appraisal to prevent delays in the process.

e Incentives to complete an appraisal timely and/or requiring the parties involved to agree to
extend the duration of an appraisal will benefit both policyholders and the Association and lead
to a timelier resolution of disputes.

e As there are variations in the size and complexity of losses, applying deadlines to the appraisal
process should be flexible to allow for an adequate investigation of the claim and preserve the
independence of the appraisers involved.

Statutory and Rule References
Texas Insurance Code Section 2210.574
Texas Administrative Code Chapter 28 Section 5.4211

11 Appraisal Process

Subject: TDI rule requires appraisers to disclose potential conflicts of interest when appointed, but it does
not disqualify appraisers with conflicts of interest from engaging in an appraisal. Additionally, there are
no methods by which an appraiser can be challenged or disqualified before the appraisal’s completion.

e The appraisal process is based partly on the appointed appraisers’ independence and disinterest.
TDI rule requires appraisers to disclose potential conflicts of interest when appointed.

e Many potential conflicts in the rule focus on the appraiser’s financial motivations to minimize or

2 Based on a preliminary analysis of a sample of 857 appraisals for Hurricane Harvey claims (2017).
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maximize the claim’s value regardless of its merits.

However, none of the potential conflicts outlined in the TDI rule disqualifies the appraiser from
engaging in an appraisal.

As a result, policyholder appraisers appointed to Hurricane Harvey claims rarely followed the
disclosure rules, and even when potential conflicts existed, they continued to engage in the
appraisal process.

o For example, several Public Adjusters and repair contractors routinely appointed
themselves or their employees as the appraiser for their clients, despite having a financial
interest in the outcome of the claim.

Moreover, an appraiser cannot be challenged or disqualified before the appraisal’s completion.
Instead, the parties can only raise an appraiser’s misconduct by filing a suit to set aside the award
and begin a new appraisal.

Possible Solution: Allow TWIA to have a formal objection process related to issues or concerns with a

policyholder’s selected appraiser or umpire.

TWIA proposes adding an objection process to the current rules governing appraisal to balance
the need to remove those who participate in the process in bad faith with the imperative of
keeping the appraisal process streamlined and inexpensive for the policyholder.

The Association proposes referring objections to the TDI Ombudsman, and to the extent this
would add additional expense to the Ombudsman’s budget, TWIA would bear that expense.

Statutory and Rule References
Texas Administrative Code Chapter 28 Section 5.4212

12

Payment of Appraisal Costs

Subject: Statute requires TWIA and the policyholder to split appraisal costs. But, the overall cost of an

appraisal can be imbalanced, with the policyholder paying a higher share than they would if they were

only responsible for the costs of their appraiser.

Pg 16

The appraisal process for handling TWIA claims is established in Texas Insurance Code and states,
“the claimant and the association are responsible in equal shares for paying any costs incurred or
charged in connection with the appraisal, including a fee charged under Subsection (e).”

The appraisers TWIA hires charge an hourly rate for their service.

As the appraisal process is designed to be separate and independent from TWIA's claim handling,
TWIA provides little direction and oversight of appraisers.
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TWIA often experiences situations in which the amount of work that a TWIA appraiser performs
on a file exceeds the amount of work performed by the policyholder’s appraiser.

The TWIA appraiser may also charge a higher rate than the rate charged by the policyholder’s
appraiser.

The result of these scenarios is that the cost of TWIA’s appraiser is often higher than the cost of
the policyholder’s appraiser, sometimes substantially so.

Possible Solution: Revise the statute to require each party to pay for their appraiser instead of splitting

the total cost of both appraisers.

In Hurricane Harvey appraisals on residential claims, TWIA’s appraisal expense averaged about
$500 higher than the policyholder’s.

If the appraisal award is a nominal amount, payment of the fees may significantly reduce the
policyholder’s final payment.

This difference in costs can also cause disputes with the policyholder and may be detrimental to
TWIA’s efforts to settle a claim. Allowing TWIA and the policyholder to pay their own appraisal
costs may eliminate the negative issues incurred in the appraisal process.

Statutory and Rule References
Texas Insurance Code Section 2210.574 (d)(2)
Texas Administrative Code Chapter 28 Section 5.4221

13

Earned Premium

Subject: TWIA does not have a mechanism to discourage policyholders from obtaining a policy at the start
of storm season and then canceling the policy in December and receiving a pro-rata refund amount.

Seasonal cancellations create additional operating expenses for the Association and reduce the
income available for paying claims or contributing to the Catastrophe Reserve Trust Fund.

The Mississippi Windstorm Underwriting Association’s Plan of Operations includes similar
cancellation provisions.

TWIA currently uses a 90-day minimum earned premium (MEP) to prevent short-term issuance
and cancellation of policies. The Legislature reduced the MEP from 180 days to 90 in 2011.

Possible Solution: Revise cancellation rules and procedures so the Association may cancel policies on a

pro-rata basis for the following reasons only:

Pg 17

Coverage is replaced by another company (Evidence must be provided)
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e The property is sold (Evidence must be provided)
e There is a total loss of the property (Evidence must be provided)
e TWIA determines that the property is no longer insurable under TWIA rules and procedures

e Cancellation for any reason other than the above reasons would result in a fully earned, non-
refundable premium to TWIA.

14 Depopulation

Subject: Participation in the Assumption Reinsurance Depopulation Program (“Assumption Program”) has
dramatically declined over the past five years. Regardless of the volume from year to year, TWIA must
perform the same complex steps.

e The Assumption Program seeks to provide TWIA policyholders with alternative wind and hail
insurance options in the private market.

e TWIA provides policy data to participating companies, who then make offers to assume, or
transfer, TWIA policies.

e The participation of insurers, agents, and policyholders in the program is entirely voluntary.

Assumption Reinsurance Depopulation Program Participation

Program Year 2016-2017 2017-2018 2018-2019 2019-2020 2021-2022
Participating Carriers 4 3 2 2 1
Policies Selected by 102,171 109,356 75,039 64,380 32,318
Carriers

Agent-Approved Offers 18,047 3,091 3,967 1,866 210
Policies Assumed 11,164 1,634 2,080 1,002 125

e The Sunset Commission staff detailed the complexity and inefficacy of the Assumption Program
in their 2018-2019 report. That report explains in more depth the following findings:

1. The Assumption Reinsurance Depopulation Program is administratively complex, creating
unnecessary confusion.

a. Policyholder confusion delays claim payments.
b. The complexity of the program requires logistical and financial gymnastics.

2. The industry’s interest in the Assumption Reinsurance Depopulation Program is limited and
the benefits to policyholders are questionable.

3. Insurance agent interest in and ability to participate in the Assumption Reinsurance
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Depopulation Program is limited.

a. Insurance agents have expressed concerns about the program’s viability.
b. Many insurance agents contractually cannot sell depopulation policies.

While Sunset staff recommended that the Sunset Commission eliminate the Assumption Program,
the Commission elected to modify certain logistical elements of the program’s timeline to make
it less complex.

Possible Solution: Authorize TWIA to activate and deactivate the Assumption Reinsurance Depopulation

Program as necessary according to market fluctuations.

Statutory and Rule References
Texas Insurance Code Subchapter O (2210.701 - 2210.705)

15

Board Vacancies

Subject: The Association has been unable to compile the slate of nominees required by statute to fill an

insurance industry representative vacancy on the board of directors.

The TWIA Board of Directors includes three representatives of the insurance industry. When one
of those positions becomes vacant, TWIA's governing statute establishes a process for filling the
vacancy.

The process requires the Association to solicit nominations from member insurers and to provide
a slate of nominees to TDI for the Commissioner’s consideration.

The slate of nominees submitted to the Commissioner must include at least three more nominees
than the number of vacancies. The Commissioner may, but is not required to, appoint an industry
representative from the slate of nominees.

TDI routinely requests a slate of nominees when the term of an industry representative is expiring.

The Association solicits all members companies requesting nominees, as required by statute.

Possible Solution: Repeal the provision requiring the Association to provide a slate of nominees to the

Commissioner to fill a vacancy on the Board of Directors reserved for an insurance industry representative.

Pg 19

The Association has not received the required number of nominees to meet the statutory
requirement in the past four years, (2019, 2020, 2021, and 2022).

In each of those years, TWIA sent multiple solicitations and/or staff contacted companies to
request candidates.

Because the member insurers have routinely not provided a sufficient number of nominees to
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provide a slate as required by the statute and because the Commissioner is not required to
appoint a nominee from the slate requested from the Association, elimination of the requirement
to provide a slate of nominees would not be detrimental to the process of appointing industry

representative to the Board of Directors.

Statutory and Rule References
Texas Insurance Code Section 2210.102 (f)
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Public Policy Considerations

The Legislative & External Affairs Committee has elected to continue to present the issues of Association
rates and ratemaking and the funding, funding structure, and financial sustainability of the Association as
matters of public policy. This approach, first taken in the Association’s 2020 Biennial Report, leaves
resolution of challenges related to the Association’s ratemaking and funding to the Texas Legislature in
conjunction with the Windstorm Insurance Legislative Oversight Board (WILOB).3

The public policy considerations from the 2020 Biennial Report about the Association’s ratemaking and
funding are included on the following pages. The information has been updated to reflect additional
alternatives and information (as noted by blue boxes) for the Texas Legislature’s consideration.

e The first section contains information regarding the challenges of the existing ratemaking process
and several options the Legislature might consider to address those challenges. This section has
been updated at the Committee’s request to include an additional alternative related to the
Association’s ratemaking process as well as information about the concept of rate affordability.

e The second section details challenges with the existing funding structure and a list of possible
alternatives for the Legislature as well as information on the Association’s funding methodology
and history.

The Committee also asked for information related to the financial sustainability of the Association. In
addition to securing funding for the current hurricane season, many of the challenges and alternatives
presented deal with the longer-term financial sustainability of the Association. Under the current funding
structure, TWIA's financial condition will be at its most vulnerable in the years immediately following a
major catastrophe. While there is no specific CRTF balance that alone would make TWIA financially
sustainable, reducing the reliance on debt funding, providing for more immediate replenishment of CRTF
balances, and other alternatives described below would all contribute to the sustainability of the
Association.

3 Senate Bill 1448 (87" Legislature, Regular Session) requires the WILOB to study TWIA funding and structure issues
and issue a report with information and legislative recommendations to the Legislature by November 15, 2022.
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TWIA Ratemaking

Issue: The current ratemaking process makes it difficult to meet the statutory requirements that “rates

must be reasonable, adequate, not unfairly discriminatory, and nonconfiscatory as to any class of insurer”

while balancing stakeholder concerns regarding affordability of Association premiums.

The 2021 TWIA rate adequacy analysis indicated that its residential and commercial rates were
39% and 46% below adequacy, respectively.

Inadequate rates may jeopardize TWIA’s ability to issue public securities to fund catastrophic
losses, or repay the debt once issued.

The Association’s annual, statutorily required rate filing process has come under considerable
public and political pressure since Hurricane Harvey. The 5% rate increase effective January 1,
2022 is the first rate increase implemented since 2018.

Recently passed legislation now prohibits the TWIA Board of Directors from voting on a proposed
rate increase if there has been a vacancy on the board for at least sixty days and all rate increases
now require approval of two-thirds of the board to be filed.

Possible Alternatives: Review the TWIA ratemaking process and modify the statute as necessary to

address these concerns. Some alternatives to the current process identified by TWIA include:

Requiring that rate inadequacy be addressed through a “glidepath” approach consisting of a series
of smaller rate increases over time;

Holding an administrative hearing before an Administrative Law Judge who would submit a rate
change proposal to the Commissioner of Insurance;

Creating a separate rating bureau or similar entity to assess TWIA’s rate adequacy and propose or
implement rate changes;

Moving rate-setting authority and processes to TDI;

Modifying statutory ratemaking standards and requirements to address concerns about policy
affordability; and/or

Addressing concerns about actuarial fairness by specifically authorizing the Association to
implement territorial rating.

Additional information on possible implementation of these alternatives is presented below.

Historical information on how TWIA has approached the process of rate filings over time is included in
Appendix B.

Pg 22
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Glidepath Approach:

This approach would involve smaller incremental annual rate increases intended to move toward
rate adequacy while avoiding larger sudden rate increases.

Since there are a number of variables impacting rate adequacy, including storm frequency and
severity, inflation impacts, etc., the glidepath approach may not close the gap depending upon
the nature of these and would require an annual evaluation by the Board.

Administrative Hearing:

Another approach to consider is requiring a hearing through the State Office of Administrative
Hearings (SOAH) to set rates. The hearing would be before an Administrative Law Judge (ALJ) who
would submit a rate change proposal to the Commissioner.

SOAH hearings are currently used when certain TWIA actions are appealed by policyholders
and/or member insurers.

Interested parties would be allowed to provide written and oral comments, as well as empirical
evidence, at the ALJ hearing. TWIA would provide data, which would include staff’s rate adequacy
analysis, to the ALJ for consideration.

The statute should include a timeline for required actions. The Commissioner’s Order setting the
rates would be based on acceptance or modification of the ALJ’s proposal.

There is likely a fiscal note to the State with this approach.

Rating Bureau:

A third possible change to the current process would be to create an independent rating bureau
or other entity, similar to what some other states have established.

The bureau would analyze rate need and set rates for the Association independently.

This would limit TWIA's role to providing statistical data such as catastrophe modeling results and
loss and expense information.

As an example, the North Carolina Rating Bureau sets rates for several types of insurance in North

Carolina, including property, auto, and workers compensation. Texas could implement a similar model

specifically focused on TWIA rates.

The NCRB enabling statute can be found at:
https://www.ncleg.net/enactedlegislation/statutes/pdf/byarticle/chapter 58/article 36.pdf.

It provides a methodology for ratemaking; requirements for filing proposed rates with the

Department of Insurance; and a process for Department approval or disapproval, including public

inspection, comment, and hearing.

Pg 23
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TDI Rate-Setting:

Similar to a separate rating bureau, an additional alternative would be to authorize TDI to set
TWIA rates.

o TDI could promulgate rates through an annual process, similar to the process in place in
the 1990s, with TWIA providing loss experience and expense data to the Department for
their analysis, OR

o TDI could be granted the authority to approve, deny, or modify annual TWIA rate filings,
similar to the process in place in the 2000s.

See Appendix B: Historical TWIA Ratemaking for more information.

Affordability:

The current statutory requirements for Association rates are that “rates must be reasonable,
adequate, not unfairly discriminatory, and nonconfiscatory as to any class of insurer.” There is no
language in statute specifically addressing affordability, even though this is a key issue for many
coastal stakeholders.

One way to address this issue would be to include statutory guidance on defining and addressing
affordability as it relates to Association rates. As a matter of public policy, the specific
incorporation of affordability as a rate consideration could be defined in statute or through TDI
rule.

Affordability could be addressed by providing the TWIA Board of Directors with a standard to
consider for its rate filing decisions or an actual premium assistance program that could be funded
either by TWIA or the State.

An additional element impacting affordability is the possible discrepancy between the credit
offered by voluntary market carriers to exclude wind coverage and the premium charged by TWIA
to provide wind coverage. Additional regulation on the credits provided by private insurers may
address this issue.

Territorial Rating:

Actuarial analysis indicates that rates for Association policies could vary materially geographically,
with some areas potentially seeing rate decreases.

In order to promote fairness among TWIA policyholders, a possible change to current statute
would be to revise Texas Insurance Code section 2210.355(i) to make clear that TWIA continues
to have the authority to implement rating territories.

Pg 24
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Funding

The following information outlines challenges with the existing funding structure and a list of possible
alternatives to the Legislature. A new possible alternative related to the depletion of the CRTF post-event
and increased insurance costs is highlighted on page 28.

Additionally, Appendix C includes an overview of the funding structure and its individual components as
well as stakeholder suggestions for funding changes.

Issue: Current statute provides funding for TWIA losses and expenses in excess of its premium and other
revenue up to a set amount and includes the requirement that TWIA secure funding for a catastrophe
year with a probability of one in 100 through the purchase of reinsurance with an attachment point in
excess of all statutory funding sources. The Association has identified several challenges associated with
the current funding structure:

e Public securities may not be fully marketable or funded sufficiently quickly.

1. Proceeds issued after a catastrophic event may not be available for up to six months after
a catastrophic event, potentially delaying claim payments.

2. Not all proceeds are available to pay claims due to reserve accounts required by bond
investors.

3. Securities may not be able to be issued in their full, authorized amount due to general
financial market conditions or the uncertain financial condition of TWIA and the economic
conditions on the Texas coast following a major hurricane.

e The current structure imposes a financial burden on TWIA and its current and future
policyholders in the years following a catastrophic event.

1. Adepleted CRTF would require TWIA to purchase more reinsurance to meet the minimum
funding requirement, increasing costs after an event.

2. Reinsurance itself will most likely be more expensive after an event.

3. TWIA policyholders may not be able to afford policy surcharges that may be required to
repay multiple Class 1 issuances.

e There is no statutory provision for funding in excess of the 100-year minimum funding level
(plus any additional reinsurance funded through member company assessments).

Possible Alternatives: Modifications to improve the Association’s funding, funding structure, and financial
sustainability are matters of public policy to be undertaken by the Legislature in coordination with the
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Legislative Funding and Funding Structure Oversight Board (LOB) created by House Bill 1900 (86"
Legislature, Regular Session). The LOB is tasked with completing a study of the Association’s current
funding and funding structure and developing recommended changes for consideration by the full
Legislature.

TWIA has included additional information on the challenges noted above and possible alternatives for
consideration, individually or in combination, below.

Public securities may not be fully marketable or funded quickly enough

Challenge 1: Proceeds issued after a catastrophic event may not be available for up to six months after
a catastrophic event, potentially delaying claim payments.

Most sources of funding are available to pay claims within days or weeks after a catastrophic event. Post-
event public securities, however, may take up to six months after an event to become available to pay
claims, due to the lengthy process of issuing this type of debt. At up to $1 billion, this represents a
significant portion of TWIA’s overall funding.

TWIA has addressed this concern by purchasing a line of credit, which allows TWIA to borrow against
public security proceeds during the issuance process. The line of credit has become increasingly expensive
and this quick source of cash to pay claims may not be reliable in the long-term.

Possible Alternatives:

o Allow TWIA to collect from its policyholders a CRTF surcharge separate from premiums to fund
the CRTF directly.

e Authorize a statewide policy surcharge to build the CRTF to a minimum level.

Building the CRTF balance reduces the likelihood that public securities will be necessary to fund claims
and allows TWIA to deposit more of its premiums in the CRTF due to reduced reinsurance costs.

e Reorder TWIA funding to place post-event securities “higher up”.

e Provide a temporary source of funds that could be used to pay claims until proceeds from public
securities become available.

Challenge 2: Not all proceeds are available to pay claims due to reserve accounts required by bond
investors.

A portion of the proceeds from public securities is not available to pay claims. Investors require various
reserve accounts to ensure the Association’s ability to repay the debt, and these accounts must be funded
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directly from bond proceeds. Reserve amounts and issuance costs both reduce the total amount available

to pay claims, resulting in a potential funding shortfall.

Possible Alternatives:

e Provide additional funding from assessments or other sources to fund any difference between the
$1 billion of authorized public security issuances and the actual amounts available to pay claims.

e Authorize issuance of public securities in amounts over $1 billion such that the net amount
available to pay claims is $1 billion.

e Allow flexibility in the attachment point of reinsurance to address the potential gap created by
issuance costs and/or debt reserve amounts.

Challenge 3: Public securities may not be able to be issued in their full, authorized amount due to TWIA's
financial condition or general financial market conditions.

In general, the issuance of debt is subject to the availability of capital in the financial markets and the
creditworthiness of the borrower. For TWIA specifically, this means that general market conditions may
restrict the amount of public securities that can be issued as part of the Association’s funding. Being
authorized in statute to issue up to $1 billion in public securities does not guarantee that the financial
market will be willing to provide those funds.

In addition to general market conditions, the perceived ability of TWIA to repay any debt is a significant
factor in both the amount of debt that can be obtained and the cost of that debt, in terms of the interest
rate charged. Existing debt service obligations from previous catastrophe years, the collectability of TWIA
and coastal policyholder surcharges, and the uncertainty of future legislative or regulatory changes are all
concerns that have previously been raised by investors. These concerns impact the interest rates charged
to TWIA and could possibly limit the amount of public securities that could be issued.
Possible Alternatives:

o Allow for the issuance of public securities guaranteed by the State of Texas.

e Allow for the issuance of public securities on a tax-exempt basis for investors.

e Allow TWIA to account for the balance in the CRTF as surplus.

Each of these would increase the marketability, and potentially reduce the cost, of public securities.

e Provide additional funding from assessments or other sources to fund any difference between the
$1 billion of public securities authorized and the actual amounts issued.

Pg 27 Legislative & External Affairs Committee Meeting Materials 6/24/2022



Financial burden on TWIA and its policyholders following a catastrophic event

Challenge 1: A depleted CRTF requires TWIA to purchase more reinsurance to meet the minimum
funding requirement, increasing costs after an event.

Hurricane Harvey resulted in an ultimate loss estimate of $1.71 billion, which completely depleted the
$737 million in the CRTF. Current statute requires the Association to exhaust the CRTF before using any
other funding sources.

As the Association must provide for funding to a 1-in-100-year event each year, a smaller amount in the
CRTF requires TWIA to purchase additional reinsurance to meet the minimum funding requirement.
Reinsurance also attaches at a lower level because of the diminished CRTF, making the cost of reinsurance
more expensive.

Possible Alternatives:
e Allow TWIA to charge its policyholders a CRTF surcharge separate from premiums.
e Authorize a statewide policy surcharge to build the CRTF to a minimum level.

o Allow flexibility in the minimum required funding level after a catastrophic event to reduce the
amount of reinsurance required to be purchased.

e Establish a public reinsurance facility for TWIA and the private market similar to the Florida
Hurricane Catastrophe Fund.

Challenge 2: Reinsurance itself will most likely be more expensive after an event.

In years following a significant storm, the Association can also expect the price of reinsurance to be higher
than normal due to a reaction from the market, further straining available premium revenue.

Possible Alternatives: Each of the alternatives above also addresses this challenge.
Challenge 3: TWIA policyholders may not be able to support repayment of multiple Class 1 issuances.

Hurricane Harvey also required TWIA to use the amounts available from the $500 million in pre-event
public securities issued in 2014. TWIA’s premiums earned in subsequent years must be shared among
paying the principal and interest on the outstanding bonds, Association operating expenses (including
payment of routine non-catastrophe claims), and reinsurance costs. This leaves little left over for deposit
into the CRTF.

Another catastrophe year requiring the issuance of Class 1 public securities could require TWIA
policyholder surcharges of over 20% to repay the additional bonds.
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Possible Alternatives:

e |n addition to the alternatives above, allow a contingent source of funding for Class 1 public
securities similar to existing sources for Class 2 and Class 3 public securities.

e Provide a cumulative maximum amount of public securities to be repaid by TWIA premiums and
policyholder surcharges at any one time.

Revise the existing bond repayment surcharge on TWIA policies to apply at renewal, rather than during
the policy term.
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May 3, 2022
The Honorable Charles Schwertner The Honorable Tom Oliverson
Senate Committee on Business & Commerce House Committee on Insurance
PO Box 12068 PO Box 2910
Austin, TX 78711-2068 Austin, TX 78768-2910
Members of the Texas Coastal Delegation Members of the Windstorm Insurance

Legislative Oversight Board
Dear Chairmen and Members:

Statute requires TWIA's Board of Directors to submit a Biennial Report to the Texas Legislature in the
year before a legislative session. The Biennial Report must include any proposed changes in the laws
relating to the regulation of TWIA and a statement of the reasons for the changes.

| currently chair TWIA’s Legislative and External Affairs Committee (Committee), which recently held its
first meeting to begin the task of assisting the full TWIA Board in the preparation of the 2022 Biennial
Report. At the meeting, the Committee and TWIA Board Chair Chandra Franklin-Womack asked me to
seek legislative input related to the Committee’s work. The Committee welcomes any direction you
would like to provide or suggestions about the subjects the Committee should consider. The Committee
would appreciate receiving your comments and suggestions before our next meeting in mid-June.

The Committee plans to present potential legislative recommendations for the 2022 Biennial Report for
the full Board’s consideration at its August 2, 2022 meeting. Please provide any input you may have to
Jennifer Armstrong by the end of May, and she will ensure it reaches the Committee and me. You can
contact her at 512-637-4031 or JArmstrong@TWIA.org. We look forward to hearing from you.

Sincerely,

(el

Mike Gerik
Texas Windstorm Insurance Association
Board of Directors

CC:

Governor Greg Abbott Rep. Abel Herrero Rep. Scott Sanford Sen. Eddie Lucio, Jr.
Lt. Governor Dan Patrick  Rep. Lacey Hull Rep. Ed Thompson Sen. Jose Menendez
Speaker Dade Phelan Rep. Todd Hunter Rep. Cody Vasut Sen. Robert Nichols
Rep. Greg Bonnen Rep. Celia Israel Rep. Hubert Vo Sen. Angela Paxton
Rep. Briscoe Cain Rep. Oscar Longoria Sen. Donna Campbell Sen. Larry Taylor
Rep. Joe Deshotel Rep. J.M. Lozano Sen. Brandon Creighton Sen. John Whitmire
Rep. Alex Dominguez Rep. Mayes Middleton Sen. Juan “Chuy” Hinojosa Sen. Judith Zaffirini
Rep. Erin Gamez Rep. Geanie Morrison Sen. Joan Huffman

Rep. Jessica Gonzalez Rep. Dennis Paul Sen. Nathan Johnson

Rep. Ryan Guillen Rep. Ramoén Romero, Jr.  Sen. Lois Kolkhorst
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Appendix B: Historical TWIA Ratemaking

Below is an outline of the various processes by which TWIA rates have been set in the past.

Pg 31

TWIA filed rates with State Board of Insurance/Department of Insurance
a. TWIA Board of Directors filed rates with the State Board of Insurance (SBI). SBI could approve,
modify or disapprove the filed rates. Rates were deemed approved if not modified or
disapproved within 30 days of filing.
i. Secondary requirement that rates could not be more than the maximum rates set by
the Board for similar risks or classes of risks
ii. Commissioner could request additional information from TWIA
iii. Commissioner required to have a hearing on the rate filing before acting on the filing

State Board of Insurance promulgated rates for the insurance industry and TWIA was based off

the promulgated rate. Process was used for commercial and non-commercial. TWIA Board of

Directors did not make a rate filing but provided experience to be used in the rate hearings

a. State Board of Insurance set a benchmark rate and TWIA's rate could not exceed rate set by
SBI for non-commercial lines or the manual rate promulgated by the Board.

b. State Board of Insurance promulgated a rate for commercial risks.

TWIA Board of Directors required to make an annual rate filing no later than August 1 of each
year for commercial risks.

a. Filings were submitted to the Commissioner of Insurance.

b. The Commissioner could approve, disapprove, or modify the filing.

c. Rate change limited to 15%.

Annual Rate Filing — Current Process
a. Must be submitted no later than August 15 for all types and classes of risks written by TWIA.
b. Association may use the rate if the rate change
i. does not exceed the rate in effect on the date the rate filing is made,
ii. and
iii. is filed not later than 30 days before the date of use
c. If the rate change does not meet the criteria of IV., B.
i. Commissioner shall provide interested parties opportunity to review the filing and
provide comments
ii. Commissioner shall approve or disapprove the filing not later than October 15
otherwise the filing is considered approved
iii. Commissioner does not have express authority to modify the filing submitted by TWIA
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iv. A rate change is limited to 10% average rate change and 15% for an individual rate
class.

v. Any proposal to increase the current rate must be approved by two-thirds of the
Board of Directors

vi. The Board of Directors may not vote on a proposed rate increase if there is a vacancy
on the Board and the vacancy has existed for at least 60 days when the vote is taken.

V. Other Rate Filings — Current Process

a.

b
c.
d

Rate change must be filed with the Commissioner for approval
Commissioner must approve or disapprove as soon as reasonably possible
A filing not disapproved on or before the 30t day of filing is considered approved
TWIA may use the filed rate if the rate:
i. does not exceed the rate in effect on the date the filing is made,
ii. is filed not later than 30 days before the date of use, and
iii. the Commissioner has not disapproved the filing

Commissioner does not have express authority to modify the filing submitted by TWIA

iv. Any proposal to increase the current rate must be approved by two-thirds of the
Board of Directors

The Board of Directors may not vote on a proposed rate increase if there is a vacancy on the Board and

the vacancy has existed for at least 60 days when the vote is taken.
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Appendix C: Funding Overview

Funding Overview and Recent Legislative Changes

Texas Insurance Code Chapter 2210 provides the funding structure to be used to pay TWIA’s insured losses
and operating expenses. Prior to 2009, the Association funded losses through premiums and potentially
unlimited assessments on insurance companies. House Bill 4409, enacted in 2009, significantly changed
Association funding, providing for the issuance of up to $2.5 billion in Class 1, 2, and 3 public securities.

Senate Bill 900 (84™ Legislature, Regular Session), effective September 1, 2015, further modified the
sources of funding and requires overall funding to cover at least a 100-year season, a storm or series of
storms with a 1% or less chance of occurring. TWIA's current funding structure is, in order:

. TWIA premiums and amounts in the CRTF

. $500 million in Class 1 public securities

o $500 million in Class 1 member company assessments

o $250 million in Class 2 public securities

o $250 million in Class 2 member company assessments

) $250 million in Class 3 public securities

J $250 million in Class 3 member company assessments

. Reinsurance or alternative risk financing in an amount sufficient to achieve total funding not

less than a 100-year hurricane season.

Under Senate Bill 900, all Classes of public securities are intended to be backed solely by TWIA revenues
and are not obligations of the State of Texas. Class 1, 2, and 3 public securities are repaid by TWIA
premiums and surcharges on TWIA policies. However, Class 2 and 3 public securities, after a finding by
the Commissioner of Insurance, may also be repaid by surcharges on coastal property and auto policies if
premiums and TWIA policy surcharges are insufficient.

House Bill 1900, effective June 10, 2019, clarified how TWIA can use its funding sources to repay losses.
House Bill 1900 prohibits TWIA from paying excess losses from a catastrophe year with premium and
other revenue earned or reserves available or accrued in subsequent years. The bill also requires TWIA’s
purchase of reinsurance above its minimum required funding level to be paid for by an assessment on
member companies.

Most recently, House Bill 769, effective September 1, 2021, made changes to how TWIA completes its
annual purchase of reinsurance. The law prohibits TWIA from purchasing reinsurance from an insurer or
broker that provides the catastrophe modeling TWIA uses to determine the probable maximum loss or
make rate decisions.
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2022 Hurricane Season Funding

TWIA’s 2022 catastrophe funding program, effective June 1, 2022 to May 31, 2023, provides access to
$4.236 billion in total funding. The reinsurance program includes $936 million of traditional reinsurance
and $1.1 billion in new and previously issued catastrophe bonds placed atop the $2.2 billion of other
statutory funding sources. The traditional reinsurance program provides coverage on an aggregate basis,
meaning multiple hurricane events would be covered under the same reinsurance program. The current
Catastrophe Reserve Trust Fund (CRTF) balance is approximately $183 million. No net gains from
operations in 2020 or 2021 were available to be deposited into the CRTF due to 2020 hurricane season
losses and the early redemption of public securities used to pay Hurricane Harvey losses.

TWIA’s funding for the 2022 hurricane season is illustrated by the chart below, followed by a historical
comparison of funding levels since 2015:

$4.236 Billion 100-Year PML
(Loss + 15% LAE)

Alamo Re
Series 2020-1 Notes
Alamo Re $400 Million
Series 2021-1 Traditional Reinsurance
Notes $936 Million
S500 Million
Alamo Re
Series 2022-1
$200 Million
$2.2 Billion
$1.95 Billion $250 Million Class 3 Member Assessments

$1.7 Billion _

$250 Million Class 2 Member Assessments

$1.45 Billion
$1.2 Billion $250 Million Class 2 Public Securities
$500 Million Class 1 Member Assessments
$700 Million
S500 Million New Class 1 Public Securities
$200 Million

CRTF Balance ($183 Million)
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Historical Funding (2015-2022)
$4900M Total $4900M Total $4900M Total
$4600M Total
$4200M Total $4200M Total $4236M Total
$4030M Total

$2300M $2200M $2100M

$2600M $2100M $2100M $1930M
Hurricane
Harvey

$1700M Total

5250M

S500M

$500M EUL
$500M
$183M

S500M S500M S500M

$600M $700M >800M $500M

2015 2016 2017 2018 2019 2020 2021 2022
B Premium and CRTF W Assessments B Class 1 Bonds M[Class2 Bonds @OClass 3 Bonds B Reinsurance

Association Funding Sources

TWIA funding has historically been provided from the following general sources, each with differing
benefits and challenges:

TWIA Premiums

The premiums paid by TWIA policyholders in the current year are always the first source of funding for
both catastrophe and non-catastrophe claims. The other sources of funding are only utilized if a
catastrophe or series of catastrophes results in losses and expenses in excess of premium and other
revenue.

Premiums paid by TWIA policyholders are immediately available to pay claims and are a guaranteed
source of funds but are limited in amount to those premiums earned in the current year.

Catastrophe Reserve Trust Fund (CRTF)

In most years, TWIA premiums are greater than losses and expenses. Every year, TWIA transfers all
remaining premiums into the Catastrophe Reserve Trust Fund (CRTF), a separate account administered
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by the Comptroller on behalf of TDI. Certain TWIA policy surcharges are also transferred to the CRTF. In

this regard, the CRTF represents premiums and surcharges paid by TWIA policyholders in prior years.
Funds in the CRTF may only be used for purposes directly related to the funding of insured losses, as
described in statute.

Like current year premiums, the CRTF is available immediately after an event and is a guaranteed source
of funds. As the entire balance of the CRTF may be used after a catastrophic event, the amount available
in any given year is limited to the premiums and surcharges transferred since the most recent catastrophic
event.

Public Securities

The Texas Public Finance Authority is authorized to issue up to $1 billion in public securities to fund TWIA
losses. There are three different classes of securities available, each in differing amounts and with
different sources of repayment. Public securities are effectively a means for TWIA to borrow funds from
the financial market to pay losses and to repay those funds over a maximum of 14 years through premiums
and surcharges on TWIA policies and, if necessary, all property and auto policies in the catastrophe area.
Class 1 public securities may be issued either pre- or post-event; Class 2 and 3 securities may only be
issued post-event.

The process of issuing public securities is lengthy and expensive. Proceeds from public securities may not
be available to pay claims until months after an event. Additionally, the ultimate availability of securities
is dependent on general financial market conditions, which are highly variable.

Member Company Assessments

TWIA has the authority to assess its member companies, comprising all insurance companies authorized
to write property insurance in Texas with limited exceptions, up to S1 billion to fund losses. These
assessments are levied by the TWIA Board of Directors with approval by TDI and may not be directly
recouped by companies through premium surcharges or tax credits. In practice, companies generally
include a provision for potential assessments in their rates.

Assessments are due from companies 30 days after receipt of the notice of assessment and are limited to
amounts specified in statute. Payment of assessments is enforced by TDI, and there have, historically,
been very few uncollected assessments. The ultimate source of assessment funds are the premiums paid
statewide by insurance company policyholders, to the extent companies have included this potential
expense in their rates.
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Reinsurance

Reinsurance is a form of insurance purchased by insurance companies from specialized reinsurance
companies. TWIA may purchase catastrophe reinsurance to cover its losses and expenses after a
catastrophic event. The costs associated with reinsurance can be significant. Reinsurance in an amount in
excess of other funding sources, up to the estimated amount of a catastrophe with a probability of one-
in-100, is purchased directly by TWIA. Any additional reinsurance purchased beyond the minimum funding
level is paid by assessments to member companies.

TWIA also utilizes catastrophe bonds as an additional source of funding. These function identically to
traditional reinsurance, except the reinsurance is offered by capital market investors on a collateralized
basis, rather than by reinsurance companies. This allows TWIA to more effectively manage the cost of
reinsurance and mitigate any credit risk associated with reinsurance companies being unable to pay.

Funds from reinsurance and catastrophe bonds are available immediately after a qualifying event, as
determined contractually.

Pg 37 Legislative & External Affairs Committee Meeting Materials 6/24/2022



PROPOSAL FOR REVISED TWIA-FUNDING OF CATASTROPHE LOSSES
Background

The Texas Windstorm Insurance Association (TWIA) was created by the Texas Legislature in 1971 to serve
as the “insurer of last resort,” providing windstorm and hail insurance coverages to residential and
commercial properties in counties along the Texas coast that cannot find coverage elsewhere. TWIA is
not a state agency and does not receive general revenue. Rather, TWIA is an insurance company that
collects premiums, issues, and services policies, and is responsible for paying covered losses.

Texas insurers protect the majority of Texas coastal homeowners and businesses.

As of December 31, 2020, TWIA covers 184,890 policies with $55 billion in liability for residential and
commercial risks in the 14 coastal counties. By comparison, Texas insurers write 63% of the wind coverage
in Tier 1 and provide coverage for $82.7 billion for residential wind. Insurers who write coverage in that
area, review their risks and potential losses, have sufficient reserves and meet financial requirements of
the Insurance Code, plan for potential storm losses in the area, and set their rates accordingly. TWIA is
different as it does not have the financial reserves of a traditional insurance company and limited revenue.

TWIA’s current funding structure is not sustainable.

The current loss funding program for TWIA, created by the Texas legislature to cover up to a 1in 100
probable maximum loss (PML), which was $4.03 billion in losses for 2021 and includes the following:

e  68% of Premium Revenue is Allocated to Expenses- Based on estimated policy holder premiums
for 2021, TWIA will collect approximately $381.2 million in premiums. However, according to
TWIA’s rate adequacy analysis, TWIA’s fixed expenses for 2021 are 45.3% and variable expenses
are 22.9%, meaning approximately 68%% of premium revenue goes to expenses. TWIA must also
account for non-hurricane losses, and has factored in a 14.6% loss provision for these types of
losses.

e Catastrophe Reserve Trust Fund (CRTF)- TWIA is required to put net gains from operations into
the CRTF. The purpose of the CRTF was to pay future catastrophe losses. Since 68% of premium
revenue is already accounted for, there is not much left to put in the reserve fund. As of June
2021, the reported CRTF balance was $180.7 million, and a small hurricane would have depleted
its balance.

e Up to $1 billion in public securities- After TWIA uses it reserve funds, TWIA’s loss payment
structure relies upon letters of credit and selling bonds to raise up to $1 billion. These bonds are
costly to sell, approximately $8-10 million for each class of bonds, and create additional debt for
TWIA, which must be paid in later years from TWIA premiums and other revenue.

e Up to $1 billion in assessments against insurance companies- Texas insurers are required by law
to pay up to $1 billion in assessments to cover TWIA losses resulting from storms in any calendar
year. For example, after Hurricane Harvey, insurers paid $372 million in assessments to help pay
TWIA losses. This was in addition to the $8.9 billion insurers paid for their policyholders’ auto,
home, and business losses after Harvey.

e $1.93 billion in reinsurance — TWIA buys reinsurance to guard against the risk of losses up to the
1in 100 PML.

This funding program relies heavily on debt and puts TWIA in a precarious financial situation.
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Purpose

The purpose of this legislation is to create a sustainable funding structure for TWIA to ensure its ability to
meet its obligations to policyholders. 2021 brought insured catastrophe losses that were 58% higher than
the 10-year annual average. This trend is expected to continue. For example, our neighboring state,
Louisiana, experienced devastating hurricanes in 2020 and 2021. If either storm shifted slightly westward,
one or both could have hit the Texas coast causing billions in damages. Texas has averted the brunt of
recent hurricanes but may not in the future. TWIA's precarious funding structure and possible inability to
pay claims following a storm threatens policyholders statewide. This proposal offers a solution that is a
step in the right direction to ensure TWIA can better take care of its policyholders.

Bill Summary

The proposed legislation amends Chapter 2210, by adding new Subchapters B-2 and M-1, among other
changes, to Insurance Code as follows:

e Forlosses on or after January 1, 2024, creates the Contingent Hurricane Relief Surcharge Program,
requiring all property insurers to collect and remit the surcharges to support coastal insurance
losses. Surcharges apply to all fire and allied lines, farm and ranch owners' policies; residential
property insurance; and the property insurance portion of commercial multi-peril policies.

e Authorizes an initial statewide hurricane surcharge in order to collect up to $1 billion for TWIA
funding. The amount collected is intended to bring the total CRTF balance to $1 billion subject to
the CRTF balance at the time the surcharge is set by the Commissioner. The surcharge replaces
the current public securities funding structure in Insurance Code chapter 2210, Subchapters B-1
and M. The surcharge is deposited into the CRTF. The initial surcharge:

o shall be set by the Commissioner as a percentage of premium to be collected by each
insurer over a period of time not to exceed three years

o is a separate charge in addition to the premiums collected and is not subject to the
premium tax or commissions
is not refundable

o failure to pay the initial surcharge constitutes failure to pay premium for purpose of policy
cancellation

e Authorizes the Commissioner to order a Subsequent Contingent Surcharge if the Commissioner
determines, after a catastrophic event, that:

o TWIA has insufficient funds in its reserves, CRTF, and other funding sources to continue
to provide coverage for their risks, and

o  TWIA has no other sources of funding to provide funding for the next catastrophe year.
Amount authorized to collect may not exceed $1 billion, which the Commissioner can
collect over a period of time not to exceed three years

e Proceeds from Hurricane Relief Surcharges would be deposited to the Texas Treasury Safekeeping
Trust Company and TWIA can show the balance as an admitted asset in its financial statements

e Surcharges can be used to:

— pay incurred claims and operating expenses;

— purchase reinsurance;

—> pay TWIA’s cost for implementing the contingent surcharge program
administrative expenses, if any;
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—> pay the principal of any debt, including loans from the Rainy Day Fund; and
—» provide a contingent reserve or surplus for catastrophic losses
— any excess can be transferred to the CRTF
e Requires each policy have a disclosure of the surcharge
e Allows TWIA to purchase reinsurance at any level to protect minimum balances in the CRTF. The
Commissioner may promulgate or approve TWIA’s method of determining what constitutes 1:100
risk. The determination must be provided to the association on or before February 1 of each year.
e Maintains member insurer assessments at $1 billion maximum to help pay TWIA losses.

For questions or information, please contact:

Jay Thompson, Association of Fire and Casualty Companies in Texas (AFACT),
jthompson@thompsoncoe.com, (512) 415-8191

Lee Ann Alexander, American Property and Casualty Insurance Association (APCIA),
leeann.alexander@apci.org, (512) 557 5916

Beaman Floyd, Texas Coalition for Affordable Insurance Solutions (TCAIS), Beamanfloyd1l@gmail.com,
(512) 731-9939
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215t Centurv Role for Texas Windstorm Insurance Association

The current TWIA primary insurer role relies upon increasingly unaffordable, unstainable premiums.

Since 1971, the Texas Legislature created the Texas Windstorm Insurance Association to provide insurance to
those who cannot purchase it elsewhere.
= TWIA is not a state agency receiving general revenue funds, but an “insurer of last resort” as a primary retail
insurance provider in the fourteen (14) counties along the Texas coastline.
=  TWIA relies primarily on premiums and debt repaid by policyholders for funding.
* |n 2019, the Texas Sunset Advisory Commission reported to the 86" Texas Legislature conclusions that
emphasize the need to restructure a sustainable TWIA:
- TWIA’s current funding structure is too uncertain to endorse and did not adopt any recommendations to
address TWIA’s funding and objectives.
- The Legislature should weigh in on the best strategy to ensure adequate windstorm insurance along the
coast.

Texas Legislature seeks examination of TWIA funding, funding structure, and sustainability.

The 87t Legislature enacted SB 1448 directing a study to be conducted by the Windstorm Insurance Legislative

Oversight Board include:

=  Examining TWIA’s current funding and how this funding structure operates, problems with the funding and
funding structure, and how the catastrophic risk pools of other states operate.

= Submitting a report that include the study’s findings and recommendations for legislative action related to the
funding, funding structure, and sustainability of TWIA, including TWIAs reliance on debt and reinsurance.

Through risk transfer, TWIA can promote a more competitive statewide windstorm insurance market
and sustainable funding structure.

Reinsurance is a risk management tool that can be used as a safety net against low frequency, high severity
natural disasters that produce substantial insured losses. The Reinsurance Association of America identifies four
essential reasons for the purchase of reinsurance: 1) limit liability on specific risks; 2) stabilize loss experience; 3)
protect against catastrophes; and 4) increase capacity.

The City of Galveston advocates the Texas Legislature examine transitioning TWIA into a reinsurer role.

As a reinsurer, TWIA could sell low cost attachments to private market insurance companies.

1. Asignificant number of windstorm claims processed by TWIA involve smaller claim amounts.

2. Alow-cost attachment could restrict TWIA coverage to claims above $25,000 thereby reducing risk for the
private insurance companies.

3. TWIA could market the low-cost attachment statewide to induce greater private sector participation as well
as further spread and reduce risk.

4. A minimal processing fee could be applied to each windstorm policy across the state as a revenue source.

5. Inareinsurer role, TWIA reduces its costs with administrative overhead, processing small claims, or an
expensive claims adjudication process.

6. By addressing claims up to $25,000, the low-cost attachment would benefit communities across the state with
non-hurricane events such as tornados and hailstorms. This will diversify risk and access greater capital.

7. Inaddition, such an arrangement could allow private insurance companies to bundle policies (i.e.
homeowners, automobile, life, and windstorm), thus providing an even more lucrative incentive.

8. By creating an appropriate TWIA risk-bearing role and expanding private insurance market involvement
statewide, premiums will be based upon more competitive risk-based pricing that can prompt affordable
opportunities for policyholders.

9. Strengthen private public partnerships through the use of private reinsurance and catastrophe bonds
(insurance linked securities) tools for larger scale claim losses (above the $25,000 low cost attachment.
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