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Introduction

My name is David Muhlhausen. | am Research Fellow in Empirical Policy Analysis in
the Center for Data Analysis at The Heritage Foundation. | thank Chairman Joe Walsh,
Ranking Member Kurt Schrader, and the rest of the committee for the opportunity to
testify today on the Disaster Loan Fairness Act of 2011 (H.R. 3042). The views | express
in this testimony are my own and should not be construed as representing any official
position of The Heritage Foundation.

After the President declares a major disaster, the Disaster Loan Fairness Act of 2011
(H.R. 3042) would set the interest rates for the Small Business Administration’s (SBA)
Disaster Loan Program (DLP), including home disaster loans, business physical disaster
loans, and economic injury disaster loans, at 1 percent for eligible applicants in declared
disaster areas, regardless of whether applicants have access to credit. Under current law,
for DLP applicants who are unable to obtain credit elsewhere, the interest rate shall not
exceed 4 percent. For those applicants who have access to credit elsewhere, the interest
rate shall not exceed 8 percent.

In fiscal year (FY) 2010, the SBA approved $574 million in disaster loans for 15,356
applicants. The dollar amount of disaster loans increased to $739 million for 13,643
applicants in FY 2011.% As of January 31, 2007, according to the Government
Accountability Office, the SBA approved over $5 billion in disaster loans for



homeowners and renters affected by the hurricanes of 2005.° The interest rate subsidy of
these 2005 hurricane SBA-backed loans cost almost $800 million to the federal
government.* If enacted in law, the Disaster Loan Fairness Act will increase costs of
interest rate subsidies incurred by the federal government.

Unfortunately, as my testimony will illustrate, the Disaster Loan Fairness Act does not
provide the necessary reform to our nation’s disaster prevention and recovery programs.
My testimony focuses on the following deficiencies of the Disaster Loan Fairness Act:

e The Act fails to address the increasing nationalization of disaster responses;

e The Act continues the federal government’s out-of-control spending; and

e The Act unnecessarily increases the moral hazard and other unintended
consequences of providing disaster loans.

Instead of considering legislation like the Disaster Loan Fairness Act, Congress should
focus on reforms that make America more resilient to catastrophes and reduce recovery
costs imposed on the federal taxpayer.”

Increasing Nationalization of Disaster Responses

By providing more generous benefits, the Disaster Loan Fairness Act does nothing to
reduce the overreliance of state and local governments on the federal government for the
provision of recovery assistance. Far too frequently, the federal government has been the
primary source of recovery efforts for natural disasters that are inherently localized in
small geographic areas and do not rise to the level that should require action by the
federal government.

Increasingly, Americans are becoming overly dependent on federal assistance after
natural disasters occur. In fact, there is evidence that with each new catastrophe, disaster
victims have come to expect more federal relief than was previously offered.® Further,
disaster assistance appears to have become a political tool because the number of disaster
declarations is significantly higher in election years compared to non-election years.” For
example, one study of Federal Emergency Management Agency (FEMA) disaster
payments not only found that states having higher political importance to presidents
receive higher payments, but states having greater congressional representation on
subcommittees with FEMA oversight responsibilities receive more in disaster payments
than states with less representation.®

Since the 1996, the year President Clinton sought reelection, the number of disaster
declarations issued by FEMA dramatically increased.® Chart 1 demonstrates this trend.
As my Heritage Foundation colleague Matt A. Mayer has previously showed, “the yearly
average of FEMA declarations tripled from 43 under President George H. W. Bush, to 89
under President Clinton, to 130 under President George W. Bush.”*? The record of the
most declarations in a year was set by President Clinton in 1996 with 158 declarations.
However, President Obama smashed this record with 242 declarations in 2011. Given
that 2012 is a presidential election year, this record may not last long.
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FEMA Declarations by Administration

Administration Total Yearly Average™*

Eisenhower 106 133
Kennedy 52 180
Johnson 93 182
Nixon 212 379
Ford 105 436
Carter 189 473
Reagan 224 280
GH.W.Bush 174 435
Clinton 716 895
GW.Bush 1,037 1296
Obama 459 153.0*

2,213 declarations
(66 percent of all FEMA
declarations since 1953)

** Figures are prorated for Kennedy, Johnson, Nixon, and Ford Administrations.

Note: Annual totals may not add up to presidential totals during the same time period due to the January 20 inauguration date.

Source: FEMA Disaster Search database, at http://www.fema.gov/femaNews/disasterSearch.do?action=Reset (January 20, 2012).
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Since 1953, there have been 3,367 disaster declarations.™ During the past 19 years, from
Presidents Bush to Obama, presidential declarations number 2,213—66 percent of all
declarations.'? Essentially, this trend is the result of disaster responses that were once
entirely local in nature and handled by state and local governments becoming
“nationalized” and thus the responsibility of the federal government.

This nationalization has led to an ever growing share of the total cost of natural disasters
being dumped on an already strained federal budget."® According to my co-panelist,
Professor Howard Kunreuther of the Wharton School’s Risk Management and Decision
Processes Center, the amount for aid provided by the federal government as a percentage
of total damage caused by a major disaster is steadily increasing.** For example, federal
aid comprised 50 percent of the total damage caused by Hurricane Katrina (2005).% Just
three years later, federal aid increased to 69 percent of total damage caused by Hurricane
Ike (2008).°

The Robert T. Stafford Disaster Relief and Emergency Assistance Act of 1998 (Stafford
Act) established that for a disaster to be eligible for federal assistance, the disaster must
be “of such severity and magnitude that effective response is beyond the capabilities of
the State and the affected local governments and that Federal assistance is necessary.”’
Regardless of this apparent requirement, FEMA “has approved disaster declarations for
many natural disasters that historically and factually were not beyond the capabilities of
states and localities.”*® Returning to the original understanding of what necessitates the
federal government’s involvement does not mean that local natural disasters are not
“catastrophic” for a particular community. Rather, “It simply means that most natural
disasters occur within confined geographic areas and that states and localities can handle
them without federal involvement.”*°

The majority of states do not benefit from federal assistance, because only a minority of
states receives the benefit of FEMA disaster declarations.?’ Thus, the majority of states
send their disaster-response tax dollars to Washington, D.C., so FEMA can subsidize
disaster response for the minority of states.

Out-of-Control Spending

On December 31, 2011, the gross debt racked up by the federal government reached
$15.2 trillion—the legal limit as authorized by Congress.? In response, on January 12,
2012, President Barack Obama formally notified Congress of his intent to raise the
nation’s debt ceiling by $1.2 trillion—from $15.2 to $16.4 trillion.”

The Congressional Budget Office (CBO) recently reported that the federal budget for
fiscal year (FY) 2012 will be nearly $1.1 trillion.?* “Measured as a share of gross
domestic product (GDP),” the CBO reports, “that shortfall will be 7.0 percent, which is
nearly 2 percentage points below the deficit recorded last year but still higher than any
deficit between 1947 and 2008.”%*



For the end of FY 2012 on September 30, 2012, the federal government’s gross debt is
estimated to reach 104.8% of Gross Domestic Product or $16.4 trillion.” $16.4 trillion is
a staggering sum that is difficult for Americans to behold. If we did we would be truly
frightened at the prospect of paying it off. How did we accumulate this massive debt?

While the deficit and debt is driven largely by entitlement spending—Medicare,
Medicaid, and Social Security—the Disaster Loan Fairness Act, and all the other new
spending programs being advocated in Congress only move the nation closer to fiscal
insolvency. While the cost of the Disaster Loan Fairness Act has not been formally
estimated by the CBO, the annual cost of the legislation will greatly expand as the
number of disaster declarations declared each year continues to rapidly grow. Further, the
Disaster Loan Fairness Act does not provide any spending offsets. In addition, the Act
does nothing to reduce the cost of future disaster recoveries. Given the increasing
financial stress facing the federal government, reform should be focused on preventative
measures that limit the costs of disaster recovery.

Moral Hazard and Other Unintended Consequences

Generous federal disaster relief creates a “moral hazard” by discouraging individuals and
businesses from purchasing natural catastrophe insurance. Currently, SBA disaster loans
are awarded regardless of whether the beneficiaries previously took steps to reduce their
exposure to losses from natural disasters. Increasing the generosity of SBA disaster loans
will only provide greater encouragement for homeowners, renters, and businesses to
avoid purchasing adequate disaster insurance because natural disasters are low
probability events. The Disaster Loan Fairness Act does nothing to reduce the exposure
of Americans to property losses and the need for disaster assistance for future
catastrophes.

While SBA disaster loans are intended to help applicants return their property to the same
condition as before the disaster, the unintended consequence of this requirement is that
applicants are forced to rebuild in disaster-prone locations. For example, instead of
relocating out of a town sitting in a major flood zone, applicants are required to rebuild in
the exact same location. Thus, applicants are still located in a high-risk area. In many
cases, the loans fail to offer a long-term solution. While this dilemma exists with or
without passage of the Disaster Loan fairness Act, the legislation only increases the
incentive to rebuild in high-risk areas.

Conclusion

The Disaster Loan Fairness Act is neither fair to the federal taxpayer nor an effective
reform of our nation’s disaster prevention and recovery policies. The Act fails to address
the increasing nationalization of disaster responses, while continuing the federal
government’s out-0f-control spending. Last, the Act unnecessarily increases the moral
hazard and other unintended consequences of providing disaster loans.

Instead of considering legislation like the Disaster Loan Fairness Act, Congress should
focus on reforms that make America more resilient to catastrophes and reduce recovery
costs imposed on the federal taxpayer.
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