TESTIMONY OF GERALD J. NIELSEN BEFORE THE SUBCOMMITTEE
ON HOUSING AND COMMUNITY OPPORTUNITY CONCERNING
THE NATIONAL FLOOD INSURANCE PROGRAM

Thank you for the opportunity to present information to the Committee concerning theopinionsheld
by the undersigned as to how the National Flood Insurance Act could beimproved, made less costly, and
made even more of a successthan it dready isa present.

EXECUTIVE SUMMARY
The undersigned will address each of thefour bullet points referenced in Congressman Bob Ney’s

letter extending the invitation to testify dated March 25, 2003. These four points are as follows.

. The effectiveness and value of the Nationad Flood Insurance Program and
FEMA'’s flood mitigation programs,

. The need to reauthorize the NFIP before the end of the year and what changes,
if any, should be made to the program before it is reauthorized;

. The effect on your insurance industry clients as well as on flood insurance
policyholdersand thered estate market when thereisalapsein reauthorization of
the NFIP,

. Your proposas for saving the National Flood Insurance Program money by
decreasing its litigation cods.

Asto thefirg point, the undersigned will offer hisview of what are the two most important benefits
of the NFIP, and also note what afew courts have said as to their understanding of what the Program is
designed to achieve.

Asto the second point, it is submitted that any reauthorization should include a second revision of
the Program jurisdictiona statute. This point is the primary focus of the undersigned’ stestimony. Just as

occurred in 1983, severa court cases have sparked an expensive and unintended battle over whether the



states have jurisdiction and regulatory control over the procedures and rules for how the United States
Treasury is placed at risk by insurance agents and insurance companiesinvolved in the issuance of NFIP
policies. We currently have the states holding that the federa courts have sole jurisdiction over how the
policies are sold, and federa courts holding that state courts have sole jurisdiction over thisissue.

Third, the Program would most certainly operate more smoothly if it could be reauthorized for
terms exceeding two years. The uncertainty of not knowing if the Program will actudly be reauthorized,
and whether the complicated systems that are needed to keep it operating must be turned off on short
notice, isa problem that most likely could be avoided. The latest Igpse, for indance, was alogigtica and
legd nightmare for the companies. The processing systems that handle policy administration smply could
not be stopped in the timeframe dlotted by the first notice that reauthorization was a problem.

The principa cost savings that Congress can provide intermsof Program litigation, istherevison
of the jurisdictiona gatute. The benefits of that revison will be explained within this written testimony.
Other sgnificant savings could be achieved from the resolution of two other maiters involving dedlings
between the carriers and FEMA. These other matters actually need to be dedlt with within FEMA in the
firg instance, but also must be noted herein to at least alert the Congress to these issues. They are
extremdy serious from the perspective of the carriers, and are the cause of certain carriers considering

leaving the NFIP.

BACKGROUND OF THE WITNESS
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The undersgned hasbeen practicing inthefidd of flood insurancelitigation since 1988. Currently,
virtudly every major participant “Write-Y our-Own Program” (“WY O”)* insurance company inthe NFIP
utilizesNielsen Law Firm, L.L.C. to handle its NFIP-related litigation on anationd bass. If onewereto
run a Westlaw search of the undersigned’ s name and the word “flood,” one would find that the mgority
of dl Program casdaw being announced in the country over thelast few yearsliststhe undersigned asthe
attorney of record for the WY O carrier. Just recently, the underagned won his tenth appellate decision
inarow for the Program. In addition, the undersigned teaches the workings of the NFIP to adjusters,
insurance agents, and insurance company personnel. He has dso given seminarsto the generd adjusters
of the NFIP Bureau and Statistica Agent, and taught the NFIP to newly hired agents of FEMA’s Office
of Inspector Generdl.

Also, the undersgned is not exactly an “insurance defense” counsdl. It isnot that thereisanything
wrong with that desgnation; it isjust that it doesnot fit. Essentialy 100% of Nielsen Law Firm’ sworkload
has dways involved governmentd interet litigation. The firm’s practice focuses upon the representation
of municipd, Sate, and federd governmenta systems and officias. The undersigned is Generd Counsdl
to the Louisana Association of Chiefs of Police, and also practices extensvely in the fields of avil rights
and condtitutiond tort litigation. The firm’s efforts to work with the WY O Program insurance carriers to
build an effective body of caselaw to govern the operations of the NFIP on a nationwide basisis seen as
a complementary adjunct to the firm’'s representation of various governmenta interests of the State of

Louisanaand its numerous municipdities and municipd officas.
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1. EFFECTIVENESSAND VALUE OF THE NFIP

The NFIP is believed by the undersgned to be one of the finest examples of a public-private
partnership ever devised in this country. It functions exceptiondly well. Its effectivenessand vaue arein
two primary aress.

Firg, the premiums received through the Program alow the Government to defray alarge portion
of al cogs atendant to flood disaster relief. It dso dlows the Government amechanism through whichiit
can change behaviors, specificdly in the areas of congtruction and zoning, so as to mitigate future loss of
life and property. By utilizing an insurance mode to collect revenues specific to these issues, the particular
dtizens who are most likely to have need of flood disaster assistance, are the exact people who will
purchase flood insurance s0 asto help build a pool of funds to help defer the cogts of naturd disasters.

Also, the Program'’s use of insurance companies and insurance agents in this regard results in
sgnificantly higher premium revenuesto the Program. Prior to the decison madein 1983 to enlist the aid
of theinsurance companiesin the Write-Y our-Own Program, the policy count stood at lessthan 2 million
policies. Currently, the policy count is in the neighborhood of 5 million policies. That istwo and one-half
times the premium revenue as aresult of utilizing this country’ sinsurance companies and insurance agents
to make the Program a success.

The second critical benefit received by the Federd Government from the operation of the NFIP
isthis After aflood disaster, the economy of acommunity devastated by aflood has literdly been turned
off. Every large business, aswell asevery “mom and pop” shop, ceases operation. The economic impact
of the flood upon that community depends in large part on how quickly those businesses restart their

operations. In other words, if it takes Sx monthsto infuse federd benefits back into acommunity that has
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been affected by aflood, many smdl and large businesses will no longer be there, thus exacerbating the
economic impact of the disagter.

The current operating system of the NFIP, which utilizes the expertise of insurance companies and
various adjugting organizations, handles clams very rapidly. Huge amounts of federa dollars are infused
into communities affected by flood disasters in a matter of 30 to 60 days, rather than amatter of 120 days
or more as might occur in anormal grant process. Also, the money flows accuratdly and to the specific
individuas who have been affected by the flooding.

A great example of the success of the Program iswhat happened in Houston after Tropical Storm
Allison. Literdly thousands of homes and businesses flooded in that sorm. The event could have been
aneconomic disaster for the City of Houston. However, given theragpidity within which theclamshandling
processes of the NFIP sinsurance carriers responded, Allison isnow but ablip on the economic radar of
Houston's higtory. But for those quick and accurate clams handling systems of the NFIP s insurance
cariers, the overdl cogts of revitalizing Houston after Tropical Storm Allison would no doubt have been
far higher. It follows then that the overdl cogtsto the Federal Government would have been far higher.

The NFIP hasnow been in existencefor over 30 years. Inthat time, severd judicia opinionshave
commented upon why the Congressimplemented the Program, and why the Federd Government utilizes
the services of private insurance companies to makeit a success. Asto the purpose of the Program, one
court noted this:

The principd purpose in enacting the Program was to reduce, by implementation
of adequate land use controls and flood insurance, the massive burden on the federa fisc

of the ever-increasing federa flood disaster assstance. Till v. Unifirst Federal Savings
& Loan Assoc., 653 F.2d 152, 159 (5th Cir. 1981)



Astowhy FEMA utilizes private insurance companies, the U.S. Seventh Circuit Court of Appeds
recently made this observation:

[A]lthough private insurers issue the policies, FEMA underwrites the risk. The
insurance companies handle adminigrative business for FEMA by sdling policies and
processing clams but do little dse (unlike the Industry Program, where the private
companies underwrite the risk). Arrangements like this make sense. FEMA likdly is
unsuited to tasks such as sdlling insurance and collecting fees, and even less adept at
processing individua claims for flood damage. By purchasing the services of a more
effident dams processor, FEMA savesmoney. Downey v. Sate Farm, 266 F.3d 675,

679-80 (7th Cir. 2001)

2. THENEED TO REAUTHORIZE THE NFI P, AND WHAT CHANGES SHOULD BEM ADE

The judtification for areauthorization of the NFIP isbest demonstrated by comparing therecovery
of communitiesaffected by flood disastersbeforethe NFIP, to thosethat have suffered flood disasters after
its adoption by the Congress. Communities for whom the NFIP was not there to jumpstart a recovery,
took far longer to recover after aflood disaster. In addition, one may seethe practica changes caused by
the NFIP by visiting countless coasta communities to see how building practices have changed dl dong
our country’ sseaboard. Asadirect result of the NFIP, building practices have been dtered so asto lessen
the loss of both property and life due to flood disasters.

Before congdering the proposed changeto the Act to be submitted bel ow, the Committeeisasked
to ponder that the current operating system of the NFIP is the Federa Government’s third attempt to
operate the Program. The first two efforts failed. From 1968 until 1978, the Program was operated by
apooal of insurers. Thisfirg sysem failed, largely due to alack of leadership. In 1978, the Government

ended theinsurers involvement, and sought to operate the Program without industry assistance from 1978

until 1983. This second effort likewise failed, largely due to the fact that the Government lacked the



expertise possessed by the insurance industry.

In 1983, someone devised a smple yet brilliant plan - - marry the expertise of the insurance
indugtry to the leadership that only meaningful Government control could provide. In other words, and
using the best parts of the two prior systems, it was decided that the Government would act asthe generd,
and the carriers would act as the army. For 20 years, that which FEMA implemented under the title
“Write-Y our-Own” Program,? and which FEM A hasawayscalled a“ partnership,” hassucceeded beyond
al expectations.

Over 93% of dl palicies are now written through the private insurerswho have chosen to partner
with FEMA to make the NFIP actudly operate successfully. Note, that whiletherearefar morethan 100
property insurers in this country, and while approximately 100 of these have actualy signed on to
participate in the Program, the number of carriers that actudly and meeningfully participate with large
numbers of palicies in force is down to about 15. Just 15 private companies shoulder dmogt dl of the
burden of actudly making the Program work. Ther expertiseis of immense vaue to the Program.

A. The Problem

Currently, the carriersare becoming increasingly nervous over wherethe Programisheading. One
of themain reasonsfor thisisthat thefedera courtsare having avery difficult timewith NFIPjuridictiond
issues. This confusion, which the Congress was able to ameliorate once before, is costing the Programa
gamdl fortune in terms of litigation hills, and in unnecessary settlements. The problem is growing, for now

it is published fact, as aresult of recent judicid decisons. The problemisthis.
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Everyone seemsto gtill agreethat jurisdiction over clamsfor benefits upon aflood insurance policy
mugt be filed in the federd courts. (There is very little agreement as to why thisis true, just thet it is)
However, if aplantiff’s counsel choosesto try to evade the Congress's command of “exclusive’ federd
court jurisdiction found at 42 U.S.C. 84072, by making claims that the reason the clam was not paid
relates to how the policy was origindly sold or issued, (ak.a through “artful pleadings’) the courts are
unsure of who hasjurisdiction. Plainly, when the issue of jurisdiction is unclear, no one has any ideawhat
rules and standards of care are applicable. Do FEMA'’s rules govern, or do the different rules of 50
different states govern? This leads to very expensive lega battles, and unnecessary settlements, dl a
Program expense.?

The courts of the states of Cdifornia and Florida have both squarely held that regardless of what
type of clam ismade, that jurisdiction is restricted to the federa courts. McCormick v. Travelers Ins.
Co., 103 Cd. Rptr.2d 258 (Cal. App. 4th Cir. 2001); Seibels Bruce Ins. Co. v. Deville Condominium
Assoc. 786 S0.2d 616 (Fla. Dist. App. 1st Cir. 2001). Reaching exactly the opposite conclusion, areU.S.
digtrict court judgesin Louidanaand in Pennsylvania. See Powers v. Autin-Gettys-Cohen Ins. Agency,
Inc., 2000 WL 1593401 (E.D. La. Oct. 24, 2000); and Roxbury Condominium Assoc., Inc., v. Cupo
, 01-2294 DMC (D.N.J. 9/21/01). One federal judge sitting in South Carolina ruled one way upon this
questioninHouck v. Sate Farm, 194 F.Supp.2d 452 (D.S.C. 2002), and then the opposite way just 30
days later in Southpointe Villas Homeowners Association v. Scottish Insurance Agency Inc., 213

F.Supp.2d 586 (D.S.C. 2002).

3 All WY O carrier defense costs are borne by the Program. Van Holt, infra.
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The NFIP, likeall insurance operations, hastwo sdes. Onesideconcernsall rulesand procedures
for how therisk is accepted and what policies areissued. In the context of the NFIP, this regards dl of
the procedures pursuant to which the insurance agents and insurance companies place the U.S. Treasury
at risk upon flood insurance policies. The other side concerns the claims after aflood. The procedures
and ruleshere concern how the companies pay out money fromtheU.S. Treasury upontherisksprevioudy
accepted.

No onewould arguethat the Congress ever intended that the 50 different sets of state courtswould
have exclusve jurisdiction over how the U.S. Treasury was placed at risk in NFIP operations, while the
courts of the Federa Government would have“exclusve’ jurisdiction only over how that risk that the U.S.
Government accepted as per the rulings of the 50 different state courts, would be paid upon. However,
that isprecisdy where the Program isheading. In Louisanaand in Pennsylvania, the Programisthereright
now. SeeMoorev. USAA,  F.Supp.2d _ (E.D. La 2002) (2002 WL 31886719); and Roxbury,
supra.

Only Congress can solve this problem. The Condtitution provides that Congress sets the
jurisdiction of the federa courts. As such, neither FEMA nor the carriers have any ability to solve this
issue. Accordingly, and just as the Congress fixed anadmost identica problem for the Program in 1983,
it is asked to do so again now.

The current text of 42 U.S.C. 84072 isasfollows:

Inthe event the programis carried out as provided in section 4071 of thistitle, the

Director shal be authorized to adjust and make payment of any clams for proved and

approved losses covered by flood insurance, and upon the disdlowance by the Director

of any such claim, or upon the refusa of the claimant to accept the amount alowed upon
any such dam, the damant, within one year after the date of mailing of notice of
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disdlowance or partid disdlowance by the Director, may inditute an action againg the
Director on such clamin the United States digtrict court for the district in which theinsured
property or the mgor pat thereof shal have been Stuated, and origind exclusive
jurisdictionis hereby conferred upon such court to hear and determine such action without
regard to the amount in controversy.

Congress could close dl avenues of attempting to evade its command that NFIP disputes befiled

in the federa courts by revising the statute to read as follows:
42 U.S.C. 84072 (as proposed)
Jurigdictionover any disputearising out of participation, or attempted participation,

in the National FHood Insurance Program shal be within the origina exclusive jurisdiction

of the United States didtrict courts. Venue on dl such actions shdl bein the United States

digtrict court for the digtrict in which the insured property or mgor part thereof shal have

been gtuated. Any such action shdl be filed within one year of the date of mailing of

notice of disalowanceor partia disalowance of aclaim under aStandard Food Insurance

Policy, or if the dispute does not arise from a specific clam denid, one year from the date

on which sufficient facts are known about the adleged harm such that reasonable inquiry

would reved the cause of action.*

Sgnificant point: Reviang this Satute would not dter any available remediesfor participantsin the
NFIP. Inthosefew areaswhere state law remedies areindeed available, federa judges certainly havethe
power to adjudicate state clams dong with federd clams. 28 U.S.C. 81367. Providing for uniformity of
juridiction for dl dams acrossthe United States, such that one court systemwould provide auniformrule

of decison for the entire country for al Program issues, would do nothing other than make certain that

whatever remedies are available in one state, mirror the remedies available in another state. Everyone

“ The current 42 U.S.C. 84072 fails to set atime limit for al types of clams that could be made.
The proposed language provides arule of one year from discovery for any claim other than adirect dam
for benefits under apolicy. A longer period could be added if such would be deemed appropriate. The
writer’ sonly concern is that a discernable date be established, not with what that date ought to be.
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would be assured the same “dedl .”®

B. Discussion

INn1978, theorigina U.S. Fifth Circuit Court of Appedswrote the seminal NFIP decision of West
v. Harris, 573 F.2d 873 (5th Cir.1978), cert. denied, 99 S.Ct. 1424 (1979). Despite its age, West
remains the mogt-frequently cited judicia decison inthe Program’ shistory. InWest, the court made two
points that subsequent judges have reiterated time and time again. Thefirg, isthat theflood programisa
“child of Congress” 1d. a 881. The second, isthat “uniformity of decison” al across the United States
isvery important if the Congress s objectives are to be achieved. Id. at 881. Thisisapoint that theU.S.
appd late courts continueto stresstoday. InFlick v. Liberty Mut. FireIns. Co., 205 F.3d 386 (9th Cir.
2000), cert. denied, 121 S.Ct. 305 (2000), the court predicated itsruling upon aphilosophy that, “ There
isacompeling interest in assuring uniformity of decison in casesinvolving the NFIP.” 1d. at 390.

While these points are not truly subject to debate, they are currently in need of additiond
congderation by both the Congress and by FIMA.. Itisthe Congressof dl of the statesthat created (and
now underwrites) the Program. Under no circumstance should the citizens of one state be able to get a
better “ded” under the Program, or be dlowed to circumvent the National Government’ srulesthrough the
laws or courts of their own state. If the laws and decisions of 50 different sets of state courts govern any

aspect of Program operations, that aspect will not operate on auniform nationa basis. Our ship will have

5 Also, this would not materialy impact theworkload of thefederd courts. Litigationinvolving the
NFIPisavery smdl practice area
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ahdeinit.

In 1983, at the same time the Government brought the insurance companies back into the NFIP,
the Congressreexamined the Program’ sjurisdictional statutes, and, how the courtswereinterpreting those
Satutesa thetime® Thelegidative history of what the Congressdid asto thisissuein 1983, and why, was
set forthin detall asfollowsinHairstonv. Travelers Cas. & Surety Co., 232 F.3d 1348 (11th Cir 2000).
In Hairston, the dlamant wanted his flood insurance clam to be litigated in a Georgia Sate court, rather
than in federd court. (The carriers congtantly face clamants atempting the samething.) In reviewing the
issue, the U.S. Eleventh Circuit explained thefollowing as condtituting critical evidencein itsreview of what
the Congress had actudly intended:

2. An Unmigakable Implication From Legidative History

Although we need not addressthelegidative history in light of the explicit satutory
directive and our holding that the* exclusive’ language of the Satute rebutsthe presumption
of concurrent jurisdiction, our review of the legidative history reinforces our holding. As
origindly enacted, 84072 did not contain thewords* origina exclusive’ beforejurisdiction.
[FN4] Thislanguage was added by Congressin 1983. See Supplementd Appropriations
Act, 1984; Domestic Housing and Internationa Recovery and Financia Stability Act,
Pub.L. 98-181, 8§451(d)(5), 97 Stat. 1229 (1983). In the accompanying legidative
history, Congress made clear that the adoption of the language was purpossful:

Inthe case where the claimant refusesto accept theamount alowed oN theclaim,
the clamant may indtitute an action on the clam against the company or other insurer
within one year after the mailing of the notice of disallowment or partid disdlowment inthe
U.S. didtrict court for the digtrict in which the insured property is Stuated. Jurisdiction is
conferred on the U.S. didtrict court to hear and determine the action regardless of the
amount in controversy. This section is amended to specify that the U.S. digtrict court has
origind exclusive juridiction over this action.

® It isunlikely that it is a mere coincidence that Congress agreed to fix the jurisdictiond statute in
1983, that being the same year that the insurers agreed to return to the NFIP.
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See Joint Explanatory Statement of the Committee of Conference, reprinted in
1983 U.SS.C.A.N. 1768, 1814 (emphasis added). The inclusion of the clear language
restricting jurisdiction to the digtrict court, without any qudifying atements, demongtrates
Congress sintent to restrict jurisdiction.

The addition of thelanguagein 1983 isespecidly convincing inlight of the split thet
had developed in the federa courts about whether jurisdiction over actions brought
pursuant to NFI P policies was confined to federa courts. Compare Bainsv. Hartford
FireInsurance Co., 440 F.Supp. 15 (N.D.Ga.1977) (holding that concurrent jurisdiction
existed); Burrdl v. Turner Corp. of Oklahoma, 431 F.Supp. 1018
(N.D.Okla.1977)(same) with Schultz v. Director, Federal Emergency Management
Agency, 477 F.Supp. 118 (C.D.I11.1979) (holding the same language in the jurisdictiond
statute for Part A of the NFIP restricted jurisdiction to the federa courts); Sekmann v.
Kirk Mortgage Co., 548 F.Supp. 50 (E.D.Pa.1982)(same). Thus it would appear that
Congresswas responding to the growing split and amended the statute in order to alleviate
any further confusion. Because we conclude that both the language of the statute and the
legidative higtory dictate the conclusontheat the federal courts have exclusve jurisdiction,
we decline to consder the third potentid rebuttal factor, the compatibility of state-court
jurisdiction and federd interest. (emphasis added) Hairston, 232 F.3d at 1351-52.

Since 1983, when the Congress last addressed this issue, two further problems have recently

surfaced inthe courts. These problems have developed as a result of incessant efforts by clamants to
attempt to maneuver NFIP cases into the state courts. One problem is that there is no explicit reference
to the insurance companiesin the statute. As noted above in the Hairston decison, there is areference
to the companies in the legidative history. However, the reference is not actudly to be found within the

enacted satute. Another problemisthat the word “claim” has gone unatered within the satute snce the

year 1968.

Inthe U.S. Third, Ffth, Sixth, and Ninth Circuits Courts of Appeds, holdings exist clearly finding

that 42 U.S.C. 84072 provides arule of exclusvejurisdiction for “clams’ rased aganst FEMA'’ s private

insurance company “Write-Y our-Own Program” carriers, despitethefact that the carriersare not explicitly
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named within the statute. These courts essentialy read 42 U.S.C. §84071(a)(1)’ and 4072 in para
materia. Van Holt v. Liberty Mutual FireIns. Co., 163 F.3d 161 (3rd Cir. 1998); Soencev. Omaha
Indemnity Ins. Co., 996 F.2d 793 (5th Cir. 1993); Gibson v. American Bankers, 289 F.3d 943 (6th
Cir. 2002); and Flick, supra.

The U.S. Seventh Circuit Court of Apped's, however, refused to hold that 84072 applies to the
carriers, specificaly because they are not expressy named in the statute. Downey v. State Farm Fire &
Cas. Ins. Co., 266 F. 3d 675, (7thCir. 2001). Inthe U.S. Fourth Circuit, the Stuation iseven lessclear.
In Battle v. Seibels Bruce Insurance Company, 288 F.3d 596 (4th Cir.2002), the U.S. Fourth Circuit
looked at what had been done by the Third, Fifth, Sixth, and Ninth Circuits, and then looked a Downey.
Finding only confusion, the U.S. Fourth Circuit decided to completely sidestep 84072, and to determine
its jurisdictiona foundation based upon general federa question jurisdiction. 28 U.S.C. 8§81331.
Respectfully, when a U.S. court of gppeds expresdy avoids grappling with a congressiondly-mandated
jurisdictiond statute directly on point, and specificaly a statute that four other gppellate courts had ruled
wasindeed directly on point, we have clear evidence of aproblem. (The U.S. Fourth Circuit isnot known
for avoidance of issues involving debates over congressond intent.)

The second of the two problems that has surfaced since the 1983 congressona amendments to
84072 concerns how the courts are now interpreting the word “clam.” The issue has only become

important recently, because FEMA preempted al bad faith claims on the claims sde of its operations

" This statute makes clear that the companies act as the “fiscd agent” of the United States.
Gowland, supra.
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approximately three years ago.®  Currently, and specificaly because plaintiffs attorneys understand that
norma bad fath clams raised in the context of NFIP clams handling issues are now barred and
preempted, they are now looking for a new avenue of attack. That new avenue is to clam that the
insurance agent said something untoward in the context of discussons during the sde of the policy. The
vast mgority of these dlamsarefrivolous, and nothing beyond atacticd maneuver. (Threeyearsago, very
few such clamswere being filed.) Asadirect responseto FEMA'’sdecision to preempt bad faith claims,
insurance agents are now seeing a dramatic increase in frivolous and unwarranted clams being raised
againgt them.®

Federal courtsaretrying to determine whether they have jurisdiction to consder these new tactics.
The problem for them comes down to this.

Does the word “clam” as found in the current 84072 gpply to just the clam for coverage under
the flood policy? Alternatively, doesit goply to that claim and dso to the damsfor how the clam againgt
the policy was handled by the insurer? (the so-cdlled “bad faith” clams) In the further dternative, does
it gpply to“clams’ arisng out of FEMA'’ sproceduresand rulesfor how policiesare sold and issued before
aloss has occurred? Asto these various possihilities, there is no way to describe the current sate of the
casdaw as anything other than asamess,

The dates are of aview that dl threetypesof clamsarerestricted to the federal courts. Theview

8 For a discussion of this issue, please see Scherz v. South Carolina Ins. Co., 112 F. Supp.2d
1000 (C.D.Cd. 2000); andNeill v. Sate FarmFireand Cas. Co., 159 F.Supp2d 770 (E.D. Pa. 2000).

% Plainly, the Congressis not being asked to weigh in on the merits of thisdebate. All that issought
is one court system for the review of al of these debates so asto have aleve playing field, and auniform
body of law whichever way the issue pans out.
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of both Horidaand Cdifornia (two states with agreat interest in the success of the NFIP) isthat it would
be absurd to hold that Congress actudly intended that fully one-haf of al NFI P operationswould be under
state court jurisdiction, while the other haf would be under federa court jurisdiction. As the Cdifornia
gppellate court explained within its McCormick ruling:

We see no badis for turning the jurisdictiond question on a digtinction between
errors dlegedly committed while explaining the scope of coverage to a new policyholder
and errors alegedly committed in interpreting the amount of insurance proceeds to which
the policyholder isentitled following aloss. The breadth of activitiesWY O insurerspursue
in furtherance of the NFIP encompasses procuring policies, servicing the accounts, and
processing cdlams. At al of these stages of the insured/insurer relationship, the workings
of theNFIPareintimately involved. Moreover, tresting some clamsasexclusvely within
the jurisdiction of the federd courts and some within the concurrent subject matter
jurisdiction of state courts invites the very bakanization of lawvsuits FEMA forecagts with
judtifidble dreed in its amicus brief.

Our own case illudtrates the potentia vice in treating misrepresentation claims
jurisdictionaly unique under the NFIA. In describing the interplay between the claims of
misrepresentation and bad faith aleged in the first amended complaint, the McCormicks
state in their opening brief: “These causes of action for misrepresentation are essentidly
dternative causes of action to the ‘Bad Faith’ cause. If coverageis ultimately held to be
asinterpreted by Travelers (e.g., that the Flood Policy does not cover damage from flood
water bel ow the sanding water lineinsde the house), then the policy was misrepresented
to the McCormicks a the time of purchase” (emphasisin origind)

Therefore, wereweto follow Moor e, we would necessarily put our imprimatur on
the McCormicks drategy of dlowing them to litigate in a federd forum their coverage
dispute (which a state court unquestionably does not have jurisdiction to decide), while
dlowing their misrepresentation and related state clams to repose in Sate court awaiting
the outcome of the federa action.  Surely, this orphaning of the “child of Congress’ to 50
dtate court jurisdictions was not the intention of Congressin establishing “apervasve and
comprehensive scheme of federd regulations setting forth the rights and respongbilities of
insuredsand insurersunder theNFIP.” (West, supra, 573 F.2d at p. 881; Davis, supra,
96 F.Supp.2d at p. 1002.)
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For al of these reasons we find the decision in Moore unpersuasive.l® Instead,
likethefederd courts, which have squarely decided theissue, we concludethat thefederd

courts have exclusive jurisdiction over dl of the clams asserted in the McCormicks' first

amended complaint. This exclusive jurisdiction encompasses al claims regardless of

whether they plead contract, tort, or state statutory remedies and damages, and regardless

of whether the named defendant isthe FEMA or aWY O insurer. McCormick, supra,

at 419-420.

Also, every gtate insurance commissioner to have examined the issue agrees with the position of
Cdiforniaand Florida. Attached aresworn ffidavitsof theinsurance commissionersof Texas, Missssppl,
South Caraling, and North Carolina. (Ex. A) Each affidavit atteststhat the insurance commissioner of that
stateisof aview that hisstate hasno jurisdiction over any NFIP operations. No commissionersareknown
to be in disagreement.

Federal courts, being courts of limited jurisdiction (unlike state courts), and being wary of
undertaking jurisdiction where the Congresshasnot provided for it, have sgnded avery red problem here.
Unlike the state courts of Cdifornia and Florida, federd courts to have examined the issue gpparently
believe that it would be ingppropriate for them to construe the word “clam” in 84072 as encompassng
clams aising out of policy procurement maiters!* Assuch, they arerefusingto do so. Severd examples
of the resulting problems are asfollows:

In South Caroling, and in two cases arising out of whether higher than necessary premiums had

been charged for a NFIP policy, a single federa court judge ruled in one of the cases that federa

jurisdiction was absent, but then ruled just 30 days later in the second case that jurisdiction was present.

10 Alaska, in adecison entitied Moore v. Allstate, 995 P.2d 231 (Alaska 2000), had disagreed.
The McCormick decisonfrom Cdiforniaexplanswherethe earlier Alaskadecison had fdleninto error.

11 Note, that the cases usually come to the federa courts pursuant to removal jurisdiction. Inthat
Setting, federd courts are dl but required to congtrue the assertion of their jurisdiction narrowly.
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Houck, supra, and Southpointe, supra, respectively.

The problem is likewise evidenced in the holdings of the U.S. Third Circuit Court of Appeds.
There, it is settled law that 84072 appliesto “clams’ under policies, aswel asto “clams’ asto how the
damunder the policy washandled. Van Holt v. Liberty Mutual, supra; andLinder & Assoc. v. Aetna,
166 F.3d 547, FN 3 (3rd Cir. 1999). However, to avoid these two holdings, aclamant need only avoid

making these types of clams. This occurred in the matter now to be discussed.

InRoxbury Condominiumv. Selective, the WY O carrier was sued upon dlegationsthat thelegd
duties gpplicable to the sde of flood palicies had been breached. While the clam was pleaded as being
one of negligence under date law, it is noteworthy that al applicable duties and standards of care were
those set by FIMA as auniform rule for the whole country. Selective removed the case from state court
to federa court. Inresponse, aU.S. digtrict court judge Sitting in New Jersey remanded the case back to
state court and aso imposed attorneys fees upon Sdlective for having asserted that such a dispute could
possibly come within the jurisdiction of the federa courts. In other words, IMA’s WY O carrier was
sanctioned for having argued that the courts of the United States had jurisdiction over the procedures for
how the United States Treasury was placed at risk in the context of the United States Congress' s NFIP.
Thiswasindeed a surprising ruling. However, given that remand orders may not be appeded, Sdective
was limited to appedling only the award of attorneysfees. The U.S. Third Circuit reversed that award,
nating upon its review of the underlying remand order that the insurer’s jurisdictional argument was
“colorable” Roxbury Condo v. Selective, supra.

Consider - - the current operating system for the NFIP has been up and running for 20 years, and
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it is a this juncture dill only arguable that a federd judge might have jurisdiction over fully one-haf of
Program operations.

To be sure, FEMA has adopted a plethora of rules and procedures and guidelines on both sides
of NFIP operations, that being both the sdle of the policies, aswdl asthe procedures for payment of the
clams. Any rule FEMA adopts on either sSide of the operations must be enforced by the carriers. If 50
different sets of state courts each get to decide when they think it was reasonable for the flood carrier to
have refused to do what the plaintiff’s atorney dams would have been “fair,” and instead enforced
FEMA'’s rules, the system will not be operating for long. The few carriers that continue to work with
FEMA to make the Program work will likely bolt.

In dosing asto thisissue, if Congress providesfor exclusvejurisdiction over dl NFIP operations
inthefederd courts of the United States, then the Congress will regp the benefit of Sgnificant cost savings.
If al digputes are to be resolved on auniform basisin one court system, and if al debatesover jurisdiction
are put at an end, the Congress receives alower hill for litigation cogts, and, bolsters the devel opment of
auniform body of casdlaw to governal NFIP operations.  Asmore issues become the subject of settled
caselaw, Program costs drop even further. We achieve greater efficiency, and we achieve lower cods.
Also, weachievefor al NFIP participants, aclearer understanding of everyone srightsand responghilities.

Only the Congress can fix this problem. It did soin 1983. It isasked to do so again.

3. EFFECT OF LAPSE IN REAUTHORIZATION

As the Committee is well aware, the insurance and banking industries learned with less than 60-

days notice that the Program was to lgpse without reauthori zation effective December 31, 2002. Prior to

that notice, everyone had assumed that reauthorization would occur as a matter of course. The lack of
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reauthorization caused alogigtica and legd nightmare for the insurance and banking industries.

For theinsurers, the Committeeisasked to condder the enormous machinery that actualy operates
the Program. On adaily bagis, literdly thousands of paper notices must be generated on such subjects as
new policy issuances, renewds, cancellations, etc. When cdls were made to the individuas who actualy
operate these machines that they needed to be reprogrammed on less than 60-days notice, these people
wereliterdly gpoplectic. Theresmply wasno way to actualy shut down dl of these sysemsand machines
on such short notice, and definitely no way to do it and then restart the operation in a smilarly short
timeframe.  The companies had absolutely no choice but to trust that the Congress would indeed
reauthorize the Program, and to continue to issue the policies despite the lack of any statutory authority.
(As should be noted, that trust was well placed.)

Clearly, thiswas alegd problem for the companies. All flood policies statein no uncertainterms
that they are issued pursuant to the U.S. Government’'s National Flood Insurance Program. The
unanticipated lack of reauthorization caused the companies to be forced to issue polices that were not
actualy authorized by the Program. The liabilities that this could have opened up for the carriers had the
Program not been reauthorized in such short order, is till a sore subject with the carriers.2

The undersigned is not truly in a position to spesk in regards to lending ingtitutions. However, he
is aware that at some point during the discussions about the lgpse of reauthorization, that various banks
were grongly consdering a complete hdt to dl loan closngs. It was widdy stated thet if reauthorization

did not occur in early January, that ahalt to loan closingswas exactly what was going to happen. Had that

12 Severd carriers sent out separate notices and took other steps at great expense. Thus far,
FEMA has not been willing to reimburse the companies for these expenses.
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occurred, the housing industry would have come to an abrupt halt.

The Nationd FHood Insurance Program is now intertwined with the housing industry to such an
extent that impacting the NFIP necessarily impacts the housing industry. For this reason, and for the
purpose of the stability of boththe Program and the housing industry, it would befar more preferableif the
Program could be reauthorized on terms exceeding two years. The carriers are very sendtive to the
prospect of what will or will not occur this coming December 31, 2003. They are very wary of having to
go through dl of the exact same process once again. Hopefully, such can be avoided.

4. PROPOSALSFOR REDUCING LITIGATION COSTS

The principa cost savings being proposed by the undersgned is the rewrite of the jurisdictiond
datute. Thiswould save the Program a smdl fortune in unwarranted legd bills, aswdll as settlements that
are made solely because of alack of confidence in anon-federd forum. Notably, the savings would not
be just on those cases where jurisdiction is directly put a issue. When the carriers are ableto litigateina
forum where the rules are understood and where enforcement by the court is predictable, then legd bills
can be kept to a minimum because the litigation will be efficient, and the only settlements will be those
where ather it turns out that the benefits are genuindy owed, or a mere cost-of-defense-type settlement
entered into for no other purpose than to avoid unnecessary costs of defense.

In addition to the jurisdictiona issue, the undersigned believes that he would be less than candid
if hedid not at least raise, in agenera sense, two other issues. Theseissuesarein need of serious scrutiny
by FIMA inthefirgt indance. However, it isimportant that the Committee know that they are out there.
The two pointsto be addressed bel ow are points of immense concern to the companies. Specificaly, there

are companies that are consdering withdrawing from the Program because of the two problems to be
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described below:
A. A Lack of Communication

Atthecurrent time, thereisaseriouslack of communi cation between company representativesand
FIMA.. It should be quickly pointed out thet it is well understood that al of the personnd connected to
FIMA and FEMA have had a very full plate as a result of 9/11, as well as from the reorganization of
FEMA into the Homeland Security Department. Neither the undersigned nor the carriers are unmindful
of the redlities of these developments. That having been said, however, we now have gpproximately 18
months worth of backlog in unfinished business, and in disputed important matters where decisons are
absolutely necessary.

In conddering this point, please consder that the NFIP is an extremely complicated operating
system. It manages approximately one-hdf trillion dollarsin risks against the U.S. Treasury. It demands
congtant attention and the focus of sophisticated management both from the companies, and from FIMA.
Just asany large corporation could not survive 18 monthswithout manageria oversght, the NFIPisin need
of attention.

It isthe understanding of the carriersthat it isthe intention of IMA’s Administrator to commence
mestings with the principa flood coordinators of the various companies within the next few months.
Asuming this occurs, it is likely that the company representatives and the FIMA representatives can
examine the backlog of issues, debate them thoroughly, reach consensus, and move on.

B. Agent Error
A mgor philosophical and legd debate has ari sen between the companiesand FIMA over therole

and legd datus of the insurance agents who sdll flood insurance policies. As of 1999, FIMA and the
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companies were on the exact same page. FIMA had published to the courts a forma statement of the
postionof the Agency upon theroleand lega status of agents, and the companiesarein full agreement with
that 1999 declaration. However, Sncethat time, there seems to be a developing 180E change in how the

Program views the agents. Thisis darming to the companies.

Congress has a prior history on this issue as well. In 1981, Congress enacted a hold harmless
agreement providing protection to insurance agents who agreed to participate in the NFIP. That hold
harmlessagreement isnow found at 42 U.S.C. 84081(c) of the Act. Inthelegidative history tothat Statute,
the following comments by Senator Richard Lugar are avallable and explain Congress sintention for that
datute:

As| gated in the Congressional record on June 3, 1981, astatutory hold harmless
agreement became necessary after an opinion issued by the Comptroller Generd of the
United States voided an earlier agency hold harmless agreement that had been in effect
since 1978.

It is my firm belief that nullification of the agreement that shielded insurance agents
from sometimes subgtantid |osses caused by the mistakes of others serioudy jeopardized
the overall success of the flood insurance program. Even gpart from the potentialy
adverseimpact of the Comptroller Generd’ sopinion, | believe asamatter of smpleequity
that insurance agent participants in the flood insurance program should not be caused to
auffer for the mistakes of others.

The language | offer, and agreed to by the conference committee members,
restores a hold harmless agreement to the flood insurance program. As importantly, it
restores to the Program the confidence of the many thousands of insurance agents who
bring flood insurance to the public. Congressional Record — Senate, July 13, 1981, p.
19133

It is presumed that the Adminigirator will shortly be engaging the carriers in a serious and robust
debate of any change in philosophy that placesthe Program at oddswith congressiond intent for that hold
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harmless agreement, or with prior commitmentsto the carriers. However, it is bdieved that the Congress
should be aware of this controversy, and that there are severd carrierswho are contemplating ending their
participationin theflood program if FIMA decidesto takeapogtion that isat oddswith thisstatute, or with
FEMA'’s current regulations and declarations. Hopefully, as with numerous other issues that have been
resolved through frank and open debate between the principd representatives of the Government and the

carriers, such can be avoided.

RECOMMENDATIONS

The following recommendations are offered for the Committee’ s consderation:

1. Revise42 U.S.C. 84072 to makeclear thatdl disputesarising out of participation, or attempted
participation, in the NFIP must be filed in the federa courts. Doing so will dlow for the development of
auniform body of caselaw across dl of the states for al Program issues, dlowing al persons who seek
the benefit of the Program to know precisaly where they stand on al issues. The result will be greater
effidency, greater predictability in the law, and lower overdl cods. It would aso vdidate the positions
taken by key dtates that have a greet interest in the continued success of the Program.

2. Congder reauthorizing the Program for terms exceeding two years, for the purpose of attaining
the stability that this achieves for everyone concerned.

3. Beawarethat the difficulties experienced by FIMA over the past 18 months have not been
without impact to the normal operation of the NFIP. It isimportant that FIMA officias be dlowed to get
back into a Sructure where they can focus on the Program’ s serious operational issues.

4. Ask that FIMA provide information to the Congress if indeed it does intend to dter its
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previoudy-published views on therole of insurance agentsin the Program, particularly if any such decisons
implicate 42 U.S.C. 84081(c).

Respectfully submitted,

Gerald J. Nielsen
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