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Summary:

This bill revises the laws relating to sinkhole insurance claims. The bill permits deductibles of 1,
2, 5, and 10 percent to be applied to residential property insurance policies. The bill permits an
insurer, if approved in writing by the policyholder and any lien holders, to make direct payment
to the persons selected by the policyholder to perform land and building stabilization and
foundation repairs caused by a sinkhole.

The report prepared after sinkhole testing is conducted is required to provide afinding on the
actual cause of distressto the property, instead of simply verifying or eliminating a sinkhole as
being the cause of damage. The sinkhole report is to be filed with the clerk of court, instead of
the county property appraiser.

The bill provides an aternative dispute resolution process for sinkhole claims. The neutral
evaluation processisto be optional and nonbinding, with either the policyholder or insurer
declining to participate. However, if the policyholder declines to participate or declinesto follow
the recommendations of the neutral arbitrator, the insurer shall not be liable for attorney’s fees or
for extra contractual damages related to a claim for sinkhole loss. The neutral evaluator will be
assigned by the Department of Financial Services (DFS) and must be an engineer or geologist
who has completed an aternative dispute resolution course designed or approved by the DFS.
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For matters not resolved by the parties during the neutral evaluation, the neutral evaluator must
prepare areport stating whether the sinkhole 1oss has been verified or eliminated. If the existence
of sinkhole loss is verified, the report must include the evaluator’ s opinion regarding the need for
estimated costs of stabilizing the land and any covered structures as well as appropriate
remediation or structural repairs. The evaluator’s report must be sent to al partiesin attendance
at the neutral evaluation and to the DFS. If a policyholder declines to follow the
recommendations of the neutral evaluator, the insurer isnot liable for attorney’ s fees or for extra
contractual damages related to aclaim for sinkhole loss. If the neutral evaluator recommends
repairs that exceed the insurer’s offer to pay, theinsurer is liable to the policyholder for up to
$2,500 in attorney’ s fees. Either party may seek judicia review of whether the recommendation
of the neutral evaluator was unreasonable and must be vacated. However, unless the
recommendation was procured by corruption, fraud, or other undue means; there is evident
partiality or misconduct by the evaluator prejudicing the rights of a party; or the evaluator
exceeded his or her authority or power, it will be found to be reasonable by the court. Evidence
of an offer to settle a claim during neutral evaluation is inadmissible regarding liability or claim
value.

The bill prohibits ageneral contractor, subcontractor, or other business providing sinkhole
remediation services from soliciting legal business for an attorney. Doing so is afirst degree
misdemeanor.

This bill substantially amends the following sections of the Florida Statutes: 627.706, 627.707,
627.7072, 627.7073, and 877.02. The hill creates section 627.7074, F.S.

Present Situation:

Sinkhole Claims

Nationally, property insurance policies typically exclude coverage for “earth movement.” But, in
Florida, every authorized insurer must make available coverage for insurable sinkhole losses on
any structure and the personal property contained within it.! Even though the coverage must be
“made available,” insurers include sinkhole coverage within their policies, apparently because it
would lead to adverse selection if offered as an option, i.e., only those in sinkhole prone areas
would elect the coverage.

In some areas of the state, sinkhole costs have grown at an exponential rate in recent years. This
has caused policy cancellations due to the payment of policy limits on sinkhole claims, and
insurers refusing to issue new policiesin sinkhole prone areas. Citizens Property Insurance
Corporation has had a significant increase in policies from the Tampa Bay area (Hernando,
Hillsborough, Pasco, and Pinellas counties), increasing from 1,012 policies at the end of 2001, to
140,171 policies, or an increase of 13,751 percent.” Thisis believed to primarily be due to
private insurance companies refusing or limiting coverage in this area due to the sinkhole
exposure. By way of comparison, the growth in Dade, Broward, and Palm Beach counties during
the same period was 104 percent. Not only do more homeowners have to seek coverage from
Citizens, but such policyholders are being hit with exploding premium costs. The average

! Section 627.706, F.S.
2 Task Force on Long-Term Solutions for Florida' s Hurricane Insurance Market-Final Report, pg. 41 (March 6, 2006).




BILL: CS/SB 286 Page 3

Citizens premium in Pasco County more than doubled from $1,006 on March 1, 2003, to $2,368
on April 1, 2006. If a pending Citizens actuarial rate filing for such homes is approved, the
average premium will rise to $3,605 as of August 1, 2006.

2004-2005 Study on Paid Sinkhole Claimsin Florida

In 2004, the Legislature commissioned a study by Florida State University, under the direction of
OIR, of the feasibility and cost-benefit of a Florida Sinkhole Insurance Facility and other matters
related to affordability and availability of sinkhole insurance. The report was submitted on

April 1, 2005, as required. The study found that the number of paid sinkhole claims increased
from 348 in 1999 to 1,108 in 2003, while total claims payments for sinkholes increased from
$22.4 million in 1999 to $65 million in 2003. For this five-year period (which had no hurricane
claims), there were atotal of 2,509 paid sinkhole claims, representing 1 percent of all claims paid
by insurers, but the $219.2 million paid for sinkhole claims accounted for 16.2 percent of total
claims payments.

The FSU sinkhole study listed options for the Legislature to consider, including keeping
coverage for sinkholesin homeowners' policies and requiring insurers to develop a separate rate
for sinkholes; creating a state facility to act as direct insurer, including the handling of claims;
and creating a state facility to act asareinsurer to cover sinkhole losses of private insurer
policies. The cost to the state of operating a direct insurer was estimated to be about $19.9
million, compared to about $1.8 million to operate a reinsurance facility. Given that therisk is
unlike the multi-billion catastrophic nature of potential hurricane losses, the study generally
concluded that the sinkhole facility would probably not have a shortfal in fundsif rates are
conservatively set.

2005 Revisionsto the Law on Sinkhole Claims

The Legislature in 2005 substantially amended the laws on sinkhole claimsin responseto a
continuing crisis regarding the avail ability and affordability of sinkhole coverage. Definitions
were created and amended by the legidlation, primarily in an attempt to ensure that only
legitimate sinkholes and sinkhole activity resultsin a sinkhole claim. A “sinkhole” was defined
as “alandform created by subsidence® of soil, sediment, or rock as underlying strata’ are
dissolved by groundwater. A sinkhole may form by collapse into subterranean voids created by
dissolution of limestone or dolostone or by subsidence as these strata are dissolved.” The
definition creates boundaries for what can be considered a sinkhole. The definition of loss was
amended to be “sinkhole loss” and requires structural damage to the foundation of abuilding in
addition to damage to the building itself. The damage must also be caused by sinkhole activity.
“Sinkhole activity” was amended to make clear that such activity must result from the movement
or raveling® of soils, sediments, or rock materials into subterranean voids caused by the effect of
water on limestone or asimilar rock formation.

The 2005 legidlation created a sinkhole information database for the purpose of tracking sinkhole
claims. The Department of Financial Servicesis primarily responsible for the devel opment of the
database, with input from the Department of Environmental Protection. The database is

3 A synonym of subsidenceis sinking.
* Strata can generally be defined as layers of sedimentary rock having approximately the same composition throughot.
® Raveling indicates a separation, or an undoing of texture.
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envisioned as atool for tracking all current and past sinkhole activity in the state, with the
information to be used to more effectively prevent and remediate sinkholes across the state.

A greatly expanded series of standards for the investigation of sinkhole claims by insurers was
enacted. Upon a claim for sinkhole loss, the insurer must inspect the premises in question and
make a determination whether there has been physical damage to a structure that may be the
result of sinkhole activity. Following the insurer’ sinitial testing, it must provide written notice to
the policyholder that details the insurer’sinitial determination, when the insurer is required to
engage an engineer or geologist to perform testing, and a statement of the policyholder’ s right to
demand certain testing to be conducted by a geologist or engineer. If the insurer is unable to
determine the cause of the damage, or discovers damage consistent with sinkhole loss, then the
insurer must retain a qualified engineer or geologist to perform testing on the property. The
insurer may deny the sinkhole claim, but the policyholder has the right to demand testing
conducted by an engineer or geologist.

Testing standards for sinkholes were established in s. 627.7072, F.S. The professional geologist
or engineer must perform whatever tests are sufficient to determine the presence or absence of
sinkhole loss within reasonable professional probability and for the engineer to make
recommendations regarding any necessary building stabilization and foundation repair. The
testing must be in conformity with the Florida Geological Survey Special Publication No.

57 (2005). The publication contains protocols for the investigation of suspected sinkhole activity.
The protocols provide limits on the number and types of tests that are appropriate for
investigation, but allow leeway for the geologist or engineer to determine which of the specified
tests are appropriate for the site.

A statement of the standard for verifying that sinkhole loss has occurred and standards for
sinkhole reports detailing the findings of sinkhole testing were placed in s. 627.7073, F.S. After
the compl etion of testing, a written sinkhole report must be submitted to the insurer and the
insured.® The report must detail whether or not, within a reasonable degree of professional
probability, the cause of the actual physical and structural damage is sinkhole activity. The report
must also state that testing was sufficient, describe the tests that were performed, and contain a
recommendation by the engineer regarding stabilizing the land and building and making repairs
to the foundation. The findings of the report are presumed correct.

The 2005 legislation maintained the requirement (with minor changes) that if the written report
states that the cause was not sinkhole activity, the policyholder must reimburse the insurer for
50 percent of the cost of the testing and written report, up to $2,500, but only if the policyhol der
submitted the sinkhole claim “without good faith grounds.” It is reportedly very rare for a
policyholder to be found to have made a sinkhole claim in bad faith and be required to pay for
any part of the cost of the inspection.

Under s. 627.707(5), F.S., if asinkhole lossis verified an insurer must pay to stabilize the land
and building, and repair the foundation of the structure in accordance with the engineer’s

® Aninsurer that has paid a claim for sinkhole loss must file a copy of the report with the county property appraiser.
Additionally, the seller of real property upon which a sinkhole claim has been made must disclose to the buyer of such
property that a sinkhole claim has been paid and whether the full amount of the proceeds were used to repair the sinkhole
damage. See s. 627.7073(2), F.S.
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recommendations in the final report and in consultation with the policyholder. The insurer must
also pay for other repairsto the structure and contents. All payments are subject to the coverage
and terms of the insurance policy. The insurer may limit its payment to the policyholder to the
actual cash value of the sinkhole loss, not including repair techniques performed below the
foundation of the building, until the policyholder contracts for building stabilization or
foundation repairs. Once the policyholder does enter into such a contract, then the insurer must
pay the amounts necessary to begin and continue such repairs as work is performed and expenses
areincurred. If work has begun on repairs, and the engineer determines the repair cannot be
completed within policy limits, the insurer must either complete the engineer’ s recommended
repair or tender the full policy limits to the insured without a reduction for incurred repair
expenses.

Section 627.707(8), F.S., places limits on an insurer’s ability to nonrenew a policy on the basis
of aclaim for sinkhole damage. An insurer is prohibited from nonrenewing a policy on the basis
of claimsfor sinkhole damage or clay shrinkage unless the total claims payments exceed the
policy limits or the insured does not repair the structure in accordance with the engineering
recommendations upon which the payment under the policy was based.

Mediation of Disputed Property Insurance Claims

Section 627.7015, F.S., provides a process for the mediation of disputed residential property
insurance claims, including sinkhole claims. The process is administered by the Department of
Financial Services, which promulgates rules for the conduct of the conference, the qualifications
of amediator, the selection of a mediator, and other matters. The mediation conferenceis
designed to be an informal forum for hel ping homeowners and insurers to resolve claims
disputes before entering the expensive and time consuming process of adversarial litigation.
Mediation pursuant to this section is non-binding on either party. However, if a settlement is
reached and not rescinded,’ it is binding and releases all specific claims presented on the
mediation conference.

The mediation process begins once an applicable first-party claim isfiled, at which time the
insurer must notify all first-party claimants of their right to participate in mediation. If the insurer
failsto provide notification, and the mediation does not resolve the claim, the policyholder need
not participate in a contractual 1oss appraisal process of property loss damage as a precondition
to legal action for breach of contract against the insurer for failure to provide benefits. Generally,
the insurer must pay for al costs of mediation.

Effect of Proposed Changes:

Section 1. Amends s.627.706, F.S., to allow (but not require) insurers to include a deductible for
sinkhole losses for residential property insurance equal to 1 percent, 2 percent, 5 percent, or 10
percent of the policy dwelling limits, with appropriate premium discounts offered with each
deductible amount.

" Aninsured may rescind the settlement within 3 business days if a check or draft received pursuant to the settlement has not
been cashed or deposited.
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The bill also defines the term “ professional engineer,” rather than “engineer,” but does not
otherwise change the definition. Thisterm is used throughout the following sections, to be
consistent with the terminology used for “professional geologist,” but does not substantively
change the law.

Section 2. Amends subsection (5) of s. 627.707, F.S., relating to standards for investigation of
sinkhole claims. The bill allows the insurer to make payment directly to the persons selected by
the policyholder to make the repairs, if approved by the policyholder and lienholder.

The current law requiresthat if the repair of the sinkhole loss has begun and the engineer
selected or approved by the insurer determines that the repair cannot be completed within the
policy limits, the insurer must either complete the engineer’ s recommended repair or tender the
policy limits. The bill limits the application of this requirement to personal lines residential
property insurance policies. Therefore, it would not apply to commercial lines (residential or
non-residential) policies, such as a condominium association or commercial business.

Section 3. Amends s. 627.7072, F.S., to make technical conforming changes to the term
“professional engineer.”

Section 4. Amends s. 627.7073, F.S., to specify that the sinkhole investigation report that is done
by a professional engineer or professional geologist must include findings as to the “cause of
distress to the property” rather than the “verification or elimination of asinkhole loss.” This
terminology is believed to be more consistent with the findings that are typically made in such
reports.

The bill also requires that insurers that pay sinkhole claims must file sinkhole reports with the
county clerk of court, rather than the county property appraiser.

Section 5. Creates s. 627.7074, F.S., to provide an aternative dispute resolution process for
sinkhole claims. The process supersedes the current mediation procedures regarding property
insurance claims contained in s. 627.7015, F.S. The process begins once an insurer receives the
sinkhole report under s. 627.7073, F.S., or denies a sinkhole claim, at which point the insurer
must notify the policyholder of the right to participate in the neutral evaluation process. The
Department of Financial Services (DFS) isrequired to produce a consumer information pamphlet
that details the neutral evaluation process and provides the directions and forms necessary for the
policyholder to request a neutral evaluation. The insurer will be required to distribute the
pamphlet to its policyholders.

The neutral evaluation processisto be optional and nonbinding, with either the policyholder or
insurer declining to participate. However, if the policyholder declines to participate, the insurer
shall not be liable for attorney’ s fees under the insurance code or s. 627.428, F.S., or for extra
contractual damages related to aclaim for sinkhole loss. If a party desires neutral evaluation, the
request must be filed with the DFS on a form approved by the department. The request must state
the reason why neutral evaluation is being sought, and include an explanation of all issuesin
dispute. Thefiling of arequest for neutral evaluation actsto toll the time period for filing suit for
60 days following the conclusion of neutral evaluation or the time prescribed ins. 95.11, F.S,,
whichever islater.
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Once the DFS receives arequest for neutral evaluation, it must refer the request to a certified
neutral evaluator. The neutral evaluator must be an engineer or professiona geologist who has
completed an alternative dispute resolution course designed or approved by the department. The
evaluator must be fair and impartial and attempt to resolve the dispute at issue.

The neutral evaluation is an informal process to which the formal rules of evidence and
procedure need not apply. Though the process isinformal, the DFS must adopt rules of
procedure for the neutral evaluation process. All parties must participate in good faith. The
neutral evaluation conference must be held within 45 days of the department’ s receipt of a
request. The neutral evaluator must notify the policyholder and insurer when and where the
neutral evaluation conference will be conducted. The conference may be held by telephone. A
party does not need to attend if a representative attends and has the authority to make a binding
decision on behalf of the party. If a policyholder is not represented by an attorney, a consumer
affairs specialist of the DFS or an employee of the DFS designated as the primary contact for
consumers on issues related to sinkholes under s. 20.121, F.S., must be available to consult with
the policyholder to the extent he or she may lawfully do so.

For matters not resolved by the parties during the neutral evaluation, the neutral evaluator must
prepare areport stating whether the sinkhole loss has been verified or eliminated. If the existence
of sinkhole lossis verified, the report must include the evaluator’ s opinion regarding the need for
and estimated costs of stabilizing the land and any covered structures as well as appropriate
remediation or structural repairs. The evaluator’s report must be sent to al partiesin attendance
at the neutral evaluation and to the DFS.

The bill provides that evidence of an offer to settle a claim during the neutral evaluation process,
or other relevant conduct or statements made concerning an offer to settle are inadmissible to
prove or disprove liability or a claim’s value. However, the recommendation of the neutral
evaluator is admissible in any subsequent action or proceeding only for a determination
regarding the award of attorney’sfees. If a policyholder declinesto follow the recommendations
of the neutral evaluator, the insurer isnot liable for attorney’ s fees under the insurance code or

S. 627.428, F.S., or for extra contractual damages related to a claim for sinkhole loss. The hill
providesthat if the neutral evaluator verifies a sinkhole and recommends costs that exceed the
amount the insurer has offered to pay the policyholder, the insurer isliable for up to $2,500 in
attorney’ s fees for the claimant attorney’ s participation in the neutral evaluation process. A party
may seek judicial review to vacate the recommendation of the neutral evaluator if it was not
“reasonable.” However, the grounds are very limited in this regard, because arecommendation is
reasonable unless: it was procured by corruption, fraud, or other undue means; there was evident
partiality by the neutral evaluator or misconduct prejudicing the rights of any party; or the
neutral evaluator exceeded the authority and power granted by this section.

Section 5. of the bill takes effect on October 1, 2006.
Section 6. Amends s. 877.02, F.S., regarding the illegal solicitation of legal services or retainers.
The bill prohibits a general contractor, subcontractor, or other business providing sinkhole

remediation services from soliciting legal business for an attorney. Doing so is afirst-degree
misdemeanor.

Section 7. The bill takes effect on July 1, 2006, except as otherwise provided in the bill.
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V. Constitutional Issues:

A.

Municipality/County Mandates Restrictions:
None.

Public Records/Open Meetings Issues:
None.

Trust Funds Restrictions.

None.

V. Economic Impact and Fiscal Note:

A.

Tax/Fee Issues:
None.
Private Sector Impact:

To the extent that the legislation reduces the cost of sinkhole claims, more private market
insurers may be willing to write additional policiesin areas of the state subject to heavy
losses resulting from sinkhole claims. It may also reduce the premium that policyholders
are forced to pay both within the private market and in Citizens Property Insurance Corp.
(Citizens). If the private market begins writing more policies, the amount of insureds
forced to purchase coverage from Citizens may aso drop.

If the neutral evaluation processis conducted fairly, it may provide alower cost
alternative for resolving disputes between policyholders and insurance companies. It will
provide cost savings over litigation in instances where the two sides are able to resolve
their differences. However, the process will curtail the ability of the insured to recover
attorney’ sfees if the policyholder decides to litigate the disputes at issue. Failure of an
insured to take part in the neutral evaluation process contained in the bill, or to follow the
recommendations of the neutral evaluator, will prevent the insured from being able to
recover attorney’s fees under s. 627.428, F.S., or under other provisions of the insurance
code. Theinsurer will aso not be liable for extra-contractual claims.

Government Sector Impact:

The Department of Financial Services (DFS) will have additional duties regarding the
neutral evaluation process of sinkhole claims. The DFS must certify and maintain alist of
neutral evaluators. It must also receive requests for neutral evaluation and refer a neutral
evaluator to mediate the dispute and make findings. The DFS will also receive the written
report of the neutral evaluator.
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The DFS has estimated the following costs related to these provisions:

e $58,243 in salary and benefits, expenses, and start-up costs for a
Management Analyist | who will implement and manage the neutral
evaluation process.

e 365,565 in salary and benefits, expenses, and start-up costs for a Consumer
Affairs Specialist who would serve as aliason for consumers participating in
the neutral evalution process without an attorney.

e Approximately $2,000 to create 5,250 brochures regarding the sinkhole
mediation process.

The total first year costs are estimated to be $125,808.

VI. Technical Deficiencies:
None.

VIL. Related Issues:
None.

This Senate staff analysis does not reflect the intent or official position of the bill’ sintroducer or the Florida Senate.
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VIIl.  Summary of Amendments:

Barcode 774142 by Judiciary:

Requires an insurer who pays a sinkhole loss to file areport regarding the sinkhole loss with the
clerk of court. The amendment also provides that the report does not constitute a cloud on the
title to property on which a sinkhole loss has occurred. (WITH TITLE AMENDMENT)

Bar code 045550 by Judiciary:

Redisignates engineers as professional engineers for purposes of evaluating sinkhole claims. The
amendment also permits an analysis and report of a sinkhole loss to be drafted by a professional
engineer or a professional geologist. Existing law requires both an engineer and a professional
geologist to be involved with the analysis and report. (WITH TITLE AMENDMENT)

Bar code 055438 by Judiciary:

Creates and alternative dispute resolution process for resolving sinkhole claims. Under the
amendment, a claim will be resolved by a neutral evaluator who is a professional engineer or
professional geologist. The neutral evaluator is appointed by the Department of Financial
Services. The amendment contains no provision for or limitation on the award of attorney feesin
court proceedings on sinkhole claims. (WITH TITLE AMENDMENT)

This Senate staff analysis does not reflect the intent or official position of the bill’ s introducer or the Florida Senate.




