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Through the National Flood Insurance Program (NFIP), which was created in 1968 and
which the Federal Emergency Management Agency (FEMA) administers, the federal
government seeks to reduce the risk, loss, and expense associated with flooding. The program
offers flood insurance to property owners and renters in communities that participate in the
program by adopting and enforcing ordinances to reduce future flood risks. Certain property
owners in Special Flood Hazard Areas (SFHAs) in these communities are required to purchase
and retain flood insurance for the life of their mortgage loans, and this is called the mandatory
purchase requirement.

The mandatory purchase requirement has evolved since its inclusion in the Flood Disaster
Protection Act of 1973 as have the responsibilities of the agencies charged with monitoring
compliance. With the passage of the National Flood Insurance Reform Act of 1994, for
example, Congress required regulated lenders to force place flood insurance on property owners
who are obligated to purchase flood insurance but who are not adequately insured. Similarly, the
1994 act provides the federal entities for lending regulation with authority to impose civil money
penalties on lenders that are found to have a “pattern or practice” of committing violations of the
requirement.

Past studies of the mandatory purchase requirement have found mixed levels of
compliance, although compliance appears to have increased considerably since the passage of
the 1994 act. In addition to changes in the legislation that have spurred increased levels of
compliance, the regulatory agencies have increased the rigor of their examinations of regulated
lenders and these lenders have, in turn, increased their familiarity with requirement. In almost
one hundred instances, the federal regulatory agencies have imposed civil money penalties on
lenders that have violated the requirement. Typical violations include a lender’s failure to
determine whether a building or a manufactured home is located in a SFHA, failure to require
the purchase of flood insurance when a property is in a SFHA, and failure to escrow premiums
for flood insurance when other fees are also placed into escrow.

Although there appears to be widespread familiarity with the procedural requirements
among most regulated lending institutions (as well as among nonregulated lenders that also sell
loans in the secondary market to Fannie Mae or Freddie Mac), several issues represent
challenges to compliance and would benefit from change or clarification, including:

e the time at which flood insurance is required during construction;

o the advisability of exempting some property owners from the mandatory purchase
requirement;

multiple loans on a single property or structure;

multiple structures securing a single loan;

insurance requirements for condominiums;

buildings in violation of state or local laws;




e selling or transferring loans;

e the special characteristics associated with the purchase and placement of manufactured
homes; and

e grandfathering, which permits some property owners to pay insurance premiums that are
not commensurate with the risk of flooding they face.

Key Recommendations

e Increase the maximum federal flood insurance available to the same amount as the
maximum amount of a conforming loan that Freddie Mac or Fannie Mae can purchase
(i.e., $359,650 in 2005);

e Automatically adjust the maximum coverage available through the NFIP to coincide with
changes in the maximum dollar amount of conforming loans that Freddie Mac or Fannie
Mae can purchase;

e Require that the minimum amount of coverage in place for a loan subject to the
mandatory purchase requirement be at least equal to the replacement value or to the
maximum limit of coverage made available through the NFIP with respect to the
particular type of property, whichever is less, even when the principal balance of a loan is
less than the replacement value; and,

e Develop a system that permits a comprehensive and ongoing assessment of the level of
lenders’ and borrowers’ compliance with the mandatory purchase requirement. This
system should identify levels of compliance at loan origination as well as when renewal
of coverage is required.

Other recommendations relevant to flood determination companies

MPS8: Specify that a regulated lender’s purchase of a loan requires the completion of a SFHD
form.

MP9: Require that SFHD forms produced in conjunction with a regulated lender’s making,
increasing, extendmg, renewing, or purchasing of a loan inside of SFHAs in a participating
community be given to borrowers as soon as practlcable before such loans are made, increased,
renewed, extended, or purchased. This change will reduce borrowers’ costs, minimize or
eliminate the need for insurance agents to obtain separate determinations, and emphasize
borrowers’ location in areas of high risk for flooding.

MP10: Require that SFHD forms produced in conjunction with a regulated lender’s making,
increasing, extending, renewing, or purchasing of a loan outside of SFHAs in a participating
community be given to borrowers with information indicating that the purchase of flood
insurance may be advisable because flooding is not limited to high-risk SFHAs and can occur
almost anywhere. This notification can indicate the availability of FEMA’s low-cost Preferred
Risk Policies for homeowners in areas of low to moderate risk.

MP14: Require regulated lenders to monitor loans in their portfolios for changes in FIRMs that
increase or decrease the size of a SFHA or changes in the status of a community’s participation
in the NFIP. . »




MP15: Specify that such changes require a regulated lender’s completion or revision of a SHFD
form.

MP18: Require, for regulated lenders that use third-party vendors for flood determinations, life-
of-loan service with transferability for all designated loans.

MP19: Prohibit regulated lenders that use flood determination companies from selling,
purchasing, or securitizing loans that do not have life-of-loan flood determinations with
transferability service.

MP26: Include, in section 102(f)(2) of the Flood Disaster Protection Act of 1973, as amended, a
regulated lender’s pattern or practice of failure to complete a SFHD form as a violation that is
subject to a civil money penalty

MP27: Allow borrowers to use the SFHD form to confirm a building’s location if a designated
loan is refinanced, increased, renewed, or extended with the original or a subsequent regulated
lender and no map changes have occurred within seven years of the initial determination.

MP37: Revise the SFHD form by:

Adding an explanation to the form of the various flood zones and the relative risk of
flooding in each zone;

Eliminating the requirement for a lender’s identification number;

Changing Block 5, “Amount of Flood Insurance Required,” to “Minimum Amount of
Flood Insurance Required”;

Indicating the availability of federal flood insurance in all zones and that flooding is not
limited or restricted to SFHAS;

Indicating the possible eligibility for administrative grandfathering; and

Indicating that federal flood insurance is available for most buildings and manufactured
homes in participating communities (rather than being available for al/ buildings and
manufactured homes in participating communities).

MP39: Eliminate Letters of Map Revision based on Fill (LOMR-F). Their sole purpose is to
avoid the mandatory purchase requirement, and they are inconsistent with the purposes of the
National Flood Insurance Act, which is intended to “guide the development of proposed future
construction, where practicable, away from locations which are threatened by flood hazards.”

MP41: Ask flood determination companies, perhaps through the National Flood Determination
Association, to provide either: a) copies of all SFHD forms that indicate a building or a
manufactured home is in a unit of the Coastal Barrier Resources System (CBRS) or Otherwise




Protected Area (OPA); or, b) a list of all such properties, including the street address, community
name, and the date of the determination. FEMA should seek updated information from the flood
determination companies at least annually. In turn, FEMA should compare the list of such
properties with its record of policyholders.

MP46: Eliminate administrative grandfathering, beginning with severe repetitive-loss properties.
Terminate eligibility for administrative grandfathering upon any change in ownership of a
building or manufactured home. Eliminate all other administrative grandfathering within three
to five years (if not already terminated by a change in ownership).

MP49: Consider how the Compendium of Flood Map Changes can better meet the needs of its
intended users. For example, who are these users? What are their needs? How well are these
needs addressed? What obligations, if any, does publication of the Compendium impose on
regulated lenders (e.g., does it-create the “awareness” required for these lenders to review loans
- affected by these changes to ascertain the need for flood insurance or change sin existing
coverage)?

MPS58: Establish minimum requirements for the guarantees associated with third parties’
completion of SFHD forms.

MP59: Require regulated lenders to provide their borrowers with a completed SFHD form as
soon as practicable before making, increasing, renewing, or extending a loan or at any other time
a lender receives or completes a SFHD form that will affect borrowers’ premiums or their
obligation to obtain flood insurance.

MP61: Establish minimum requirements for life of loan with transferability services for flood
determination companies. These requirements should address changes in flood zones; changes
in community status; LOMA and LOMR; and the changes that require notification to regulated
lenders. The requirements could usefully include a provision that limits the need for notification
of lenders to changes that might affect borrowers’ premiums for flood insurance. Conversely,
the requirements should preclude the need for flood determination companies to notify lenders of
minor or inconsequential changes that will have no effect on premiums or coverage.




Table 1 — Number of Single-Family Homes in NFIP Communities
and Market Penetration Rates by Flood Zone

Market
Penetration
Single- Market Penetration Rate Rate Based on
Family Using Address Matching " BSA Policy
Homes {percent) Totals
(millions) Estimate 95% CIa (percent)

Inside SFHA

Northeastb 0.77 28 [11, 46] 38
South 2.06 61 [54, 69] 66
Midwest 0.45 22 [15, 30]

West 0.29 60 [51,

Total U.S. 3.57

Outside SFHA

Northeast 20.4
South 15.4
Midwest 28.0
West 11.9
Total U.S. 75.6

b
Northeast = FEMA regions 1, 2
Midwest = FEMA regions 5,

= tory and Voluntary Markets
;oe Rate with the Mandatory

and Esti D GE Comp11
- By Region
Compliance
%%%%é%%%t Penetration Rate Rate Under
Using Address Matching Plausible
(percent) Assumptions
Estimate 95% CIa (percent)
67 [59, 75] 87
52 [43, 62] -
35 [28, 41] -
Lok t&1ihood of Having a
Mortgage 1$§*igh
Northeast 0.161 44 [8, 80] 57
South 1.001 72 [64, 80] 92
Midwest 0.084 37 [10, 63] 49
West 0.148 76 [65, 87] 99

a95—percent statistical confidence interval for estimate.




Table 3 — Market Penetration Rate For Single-Family Homes in SFHAs By
Community and Parcel Characteristic

Market Market
Penetration penetration
Rate Based Rate Based
Number of Single- on Address on BSA
family Homes Matching Policy
(millions) ) (percent) Totals by

Sample "t%& Community
Characteristic Size 95% CI 95% CIHE %%?(percent)
Source of Flooding in Community 7
Subject to 4,014 1.85 ([1.42, 2.27] 63 69
coastal flooding
Not subject to 1,458 1.72 {1.24, 2.21] 42
coastal flooding .
" 4
Date Home Built "
Pre-Firm 3,033 1.99 [1.53, -2
Post-Firm 2,052 1.15 [0.89, --
Unknown 387 0.43 [0.27, -=
CRS Rate Class
Not in CRS or 843 38
CRS Class 10
Class 8~9 2,900 72
Class 1-7 1,729 [58, 71] 69
Time Since Last
<=5 [54, 69] 70
>5 and <=10 53 [39, 67] 63
>10 31 [28, 34] 40
No FICO 19 [12, 26] 15
Percent o
29 [21, 371 37
54 [48, 601 61
73 [71, 751 78
Number of §?5gle—Fami {vHomes in SFHA
<=500 ko 236 0.98 [0.62, 1.35] 16 [8, 25] 30
>500 and <=5 1,394 1.12  [0.91, 1.32] 56 [48, 65] 56
>5,000 3,842 1.47 [1.04, 1.89] 66 [59, 72] 74

aEstimates of@ﬁarket penetration rates based on BSA policy totals by
community could not be calculated for parcel-level variables.









