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This matter came for hearing before John H. Larsen, Administrative Law Judge (hereafter
“ALJ”) of the Administrative Hearing Bureau. On October 7, 2016, the Commissioner received
the attached Revised Proposed Decision.

Now, therefore, pursuant to the provisions of California Insurance Code Section
1861.08(c) and California Government Code Section 11517(c)(2)(A), IT IS SO ORDERED that
the attached Revised Proposed Decision is hereby adopted by the Insurance Commissioner as his
Decision in the above entitled matter.

[t is further ordered that the entirety of this Decision is designated precedential pursuant to
Government Code section 11425.60, subdivision (b).

It is so ordered.

DATED: November 7, 2016. QML
(&

DAVE JONES
Insurance Commissioner
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Introduction

On December 4, 2014, State Farm General Insurance Company (Applicant or SFG)
applied for an increase in its homeowner’s insurance lines in California of 6.9% to be effective
July 15, 2015.!

I. California Prior Approval Under Proposition 103
In 1988, Californians authorized the Insurance Commissioner to regulate homeowner’s
insurance rates by passing Proposition 103. This initiative replaced an open competition system
of insurance rates in favor of a prior approval system.” The initiative provided that no rate shall
be approved or remain in effect which is excessive, inadequate, or unfairly discriminatory.
In considering whether a rate is excessive, inadequate or unfairly
discriminatory, no consideration shall be given to the degree of
competition and the commissioner shall consider whether the rate
mathematically reflects the insurance company’s investment
income.’

The California Supreme Court upheld Proposition 103 and its regulations in 1994.*

When a rate is approved, it is projected to be in effect for a one-year rating period.” So
theoretically, an insurer may apply for an insurance rate change every year. But in practice, rates
remain in effect until the insurer files another rate application — sometimes many years later.
Under the Commissioner’s prior approval regulations, an insurer may set for itself whatever rate
it chooses, provided the rate is neither excessive nor inadequate.’

Using a consistent methodology, the Commissioner determines whether rates are

excessive or inadequate based on the aggregate earned premium the rates are expected to

' Rate application number 14-8381.

2 20™ Century Co. v. Garamendi (1994) 8 Cal.4™ 216, 300.
3 Ins. Code §1861.05, subd. (a).

4 20th Century v. Garamendi, supra, 8 Cal.4th at p. 282.

° Cal. Code Regs., tit. 10, § 2642.5.

% Cal. Code Regs., tit. 10, § 2641.1 et seq.



produce.’ Insurance is a promise to provide compensation in the event a specific loss event
occurs during a defined period in the future. Consequently, the costs associated with an insurance
product are not known at the point of sale and must be estimated.® Such costs are uncertain or
unpredictable. But such costs become more predictable the more they are aggregated among
large groups of individuals.’

The rate review process involves estimating various industry-specific factors used to set
maximum premiums. These factors go into a regulatory formula that establishes a range of rates
from a minimum to a maximum permitted earned premium.'® The maximum permitted earned
premium is determined by the following formula:''

(losses + defense and containment costs) x (1-fixed invest. income factor) — ancil. income
1.0 — efficiency standard — profit factor + variable investment income factor

Many of these factors are determined on a national, industry-wide basis using consolidated or
group data. This is true of factors determining the amount of investment income in the above
formula. In addition, the leverage factor, surplus ratio, and reserve ratio are calculated using
consolidated data as published in AM Best’s Aggregates and Averages.12 Along with the
projected yield, these factors impute an amount of surplus to determine an insurer’s investment

income. Insurers, the California Department of Insurance (CDI) and other parties in a rate

7 Cal. Code Regs., tit. 10, § 2643.3, subd. (a).

¥ Werner & Modlin, Basic Ratemaking (Casualty Actuarial Society 2010), p.1.

? Cooter & Ulen, Law and Economics (6th ed. 2012), §X.D., p. 47.

' The formulas for calculating the maximum and minimum earned premiums are identical, with the exception of the
applicable profit factor. The maximum profit factor is applied to determine the maximum premium, while the
minimum profit factor is applied to determine the lower end of permitted premiums.

' Cal. Code Regs., tit. 10, § 2644.2.

2 Cal. Code Regs., tit. 10, § 2644.17, subd. (b) and § 2644.21.
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hearing use this formula to calculate the maximum permitted earned premium with the assistance
of a template and online instructions.'

By definition, a rate is excessive if it is higher than the maximum permitted earned
premium.'* If the Commissioner finds a proposed rate is excessive, the rate shall not be used.
Instead, the Commissioner shall indicate the highest rate that would not be excessive."

Parties requesting relief from the maximum permitted earned premium may request one
or more variances, which results in an alternate rate. The burden of proving, by a preponderance
of the evidence, every fact necessary to show that its rate is not excessive, inadequate or unfairly
discriminatory rests with the insurer.'®
II. Rate Review Process

Rate applications are framed, in part, using an effective date upon which the rate is
projected to become effective. The filing of a rate application sets in motion a lengthy review by
the Department of Insurance.’” The Application must include all data referred to in Insurance
Code section 1861.05, subdivision (b); the requirements of Insurance Code section 1861.01

through 1861.16; and California Code of Regulations sections 264 1.1 through section 2644.28;

and any other supporting information the Commissioner may require. All information provided

13 Exhibits (Exh.) 1 and 377. References to the transcript of the hearing are “Tr.” followed by the page number(s),
and where line references are used, a “:” followed by the line number(s). For example, a reference to Tr. 35:14-18 is
to page 35, lines 14-18 of the transcript. Exhibits are referred to by the numbers assigned to them in the Exhibit Lists
filed by the parties.

" Cal. Code Regs., tit. 10, § 2644.1.

"5 Ibid.

' Cal. Code Regs., tit. 10, § 2646.5; In the Matter of the Rate Application of American Healthcare Indemnity
Company, PA-2002-25739, pp. 10-11.

7 Exh. 377-1: Every insurer wishing to introduce new, or change existing, rules, rates or forms, or to introduce a
new program, must complete a Prior Approval Rate Application (Application), and, if applicable, a Prior Approval
Rate Template (Rate Template) and a Standard Exhibits Template, in compliance with the California Code of
Regulations and file it with the Commissioner.
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to the Commissioner for the purpose of regulating insurance rates is available for public
inspection.'®

Applications are deemed approved sixty days after public notice unless (1) a consumer
requests a hearing, (2) the Commissioner decides to hold a hearing, or (3) the proposed rate
adjustment exceeds 7% of the then applicable rate for personal lines, in which case the
Commissioner must hold a hearing upon a timely request.'’

Summary of Findings

Having considered the evidence and arguments, the Administrative Law Judge concludes
Applicant’s proposed rate increase of 6.9% is excessive. Instead, the rate formula supports an
overall decrease in Applicant’s homeowners insurance rates by 7.0% retroactive to July 15,
2015, at the rate of 2.25 percent per annum. By subline, the rate formula supports decreases in
Applicant’s homeowners insurance in the following percentages: 5.37% for non-tenant
homeowners, 20.39% for renters, and 13.81% for condominium unit owners. Applicant failed to
prove by a preponderance of the evidence it was entitled to a leverage factor variance or that the
rates indicated by the rate formula would be confiscatory.

Procedural History

On December 4, 2014, SFG applied for an increase in its homeowner’s insurance lines in
California of 6.9% to be eftective July 15, 2015.

On January 26, 2015, Consumer Watchdog (CW) and Consumer Federation of California
(CFC) filed Petitions for Hearing and Petitions to Intervene, which were granted on February 10,

2015.

" Ins. Code § 1861.07 (referring to information provided pursuant to Article 10, Insurance Code §1861.01-1861.16.)
" Ins. Code § 1861.03, subd. (c).
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On February 11, 2015, Applicant waived the sixty-day deemed approved date.”® On April
30. 2015, Applicant filed a revised rate application and submitted additional data to complete it.
The California Department of Insurance (CDI) issued and served a Notice of Hearing on the
revised application on June 22, 2015. On July 13, 2015, State Farm filed a Notice of Defense to
the Notice of Hearing.

On July 14, 2015, Administrative Law Judge (ALJ) John H. Larsen noticed a scheduling
conference including a proposed hearing schedule based on presenting data through the end of
second quarter of 2015. Subsequently, the parties stipulated to cut-oft the update of data and to
use 2014 as the recorded period for SFG’s application. In addition to revising some initial
document submission deadlines, the ALJ adopted the parties’ stipulation regarding the data cut-
off period at a status conference on July 24, 2015.

On July 24, 2015, State Farm submitted a second revised rate application with additional
variances and a revised effective date of April 15.2016. On July 31, 2015, ALJ Larsen held a
scheduling conference during which the ALJ adopted the parties™ proposed hearing dates along
with deadlines for filing discovery motions, direct written testimony, and motions to strike. In
addition, the ALJ heard arguments regarding objections to Applicant revising the effective date
of its rate application. Based on arguments made in the parties’ Joint Scheduling Conference
Statement and at the scheduling conference. the ALJ sustained CDI's and Intervenors objections
and ordered the hearing to proceed with the July 15, 2015 effective date, as publicly noticed by

CDL.

* Ins. Code § 1861.05, subd. (c).



On September 8, 2015, Intervenors CW and CFC filed Motions to Compel Discovery
alleging SFG failed to produce relevant and necessary documents. Following a hearing, the ALJ
granted in part, and denied in part, CW’s motions.*'

On September 21, 2015, SFG lodged the written direct testimony of Dr. David Appel,
Jim Larson, Minchong Mao, Karen Terry and Nancy Watkins.*? CDI, CW and CFC moved to
strike portions of the direct testimony. After hearing oral argument on the motions on October 9,
2015, the ALJ issued orders granting in part, and denying in part, the motions to strike. Notably,
the ALJ’s Order found that SFG’s testimony regarding the use of SFG’s individual, as opposed
to consolidated annual statement, constituted impermissible relitigation, pursuant to California
Code of Regulations, title 10, section 2646.4(0).23

On September 16, 2015, the parties filed a Joint Statement of Undisputed Facts. The
parties updated the Joint Statement on October 8, 2015 and November 13, 2015.

On or about October 19, 2015, CDI filed written direct testimony of Dr. Rachel Hemphill
and Isabel Spiker; CW filed written direct testimony of Allan Schwartz; and CFC filed written
direct testimony of Mark Priven.

On October 23, 2015, Applicant moved to strike certain pre-filed testimony and exhibits
of the three other parties. Following responses and oral argument, the ALJ issued Final Rulings
on Applicant’s Motion to Strike Pre-filed Direct Testimony and Exhibits on November 10, 2015.

In accordance with the parties’ Protective Order, CDI, CW and CFC filed objections to
SFG’s confidentiality designations. On October 27, 2015, Applicant moved to seal Confidential

Hearing Exhibits. Following the parties responses and oral argument on November 6, 2015, the

*! Final Rulings and Order on Motion to Compel Discovery by Consumer Watchdog, issued September 17, 2015.
CFC withdrew its motion to compel.

2 Ms. Mao’s testimony was later withdrawn after the parties stipulated to a modeled Fire Following Earthquake
(FFEQ) provision.

* Final Rulings and Order on Motions to Strike Applicant’s Direct Testimony, issued October 14, 2015.
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ALJ issued a ruling deferring resolution of the confidentiality issue until the end of the
evidentiary hearing.

The evidentiary hearing commenced on November 16, 2015 and cross-examination of
pre-filed direct testimony continued until November 23, 2015.

All parties filed rebuttal testimony on December 2, 2015. The ALJ heard motions to
strike portions of the rebuttal testimony on January 5, 2016. The evidentiary hearing reconvened
on January 6, 2016 and the parties conducted cross-examination on the rebuttal testimony until
January 13, 2016. Prior to the cross-examination of rebuttal testimony, each witness was given
an hour for surrebuttal.

On February 4, 2016, SFG filed a renewed Motion to Seal exhibits and testimony. On
February 12, 2016, CDI, CW and CFC filed responses in opposition. On February 17, 2016, SFG
filed a Further Memorandum Concerning Waiver or Judicial Estoppel Concerning Application of
Insurance Code section 1861.07. On February 18, 2016, SFG filed a Motion for Leave to Submit
Surrebuttal Testimony. After a hearing on these motions on February 19, 2016, the ALJ issued
final rulings on the admission of the remaining exhibits. The ALJ denied the motions to submit
surrebuttal testimony and to confidentially seal exhibits and testimony. However, the ALJ stayed
the ruling unsealing documents until the effective date of the Commissioner’s decision in this
matter during which time exhibits and testimony designated conditionally confidential remain
filed under seal.**

During the evidentiary hearing, the ALJ ordered the parties to jointly submit rate

calculations. On February 19, 2016, the parties filed 23 different rate template calculations.

** Final Rulings on Motion to Seal, Admission of Exhibits, Closing Evidentiary Hearing and Briefing, issued March
3,2016.



The parties filed post-hearing opening briefs on April 11, 2016 and reply briefs on May
18, 2016. Requests for official notice were filed throughout the hearing. The ALJ ruled on these
requests on May 27, 2016 along with motions to strike portions of post-hearing briefs. On June
6, 2016, the parties filed redacted post-hearing briefs in accordance with the May 27, 2016 ruling
on official notice.

On June 1, 2016, SFG, CDI, and CW resubmitted rate calculations clarifying disputed
values in them. Subsequently, the ALJ ordered the parties to file additional rate calculations
using specific values for the catastrophe adjustment factor. After CDI and SFG submitted letters
clarifying their approaches to weighting catastrophe load ratios, the ALJ specified one approach
to weighting and ordered the filing of additional rate template calculations in Excel format with
catastrophe adjustment factor worksheets. On June 6, 2016, the parties jointly submitted their
final rate calculations. On June 9, 2016, the ALJ closed the record. And on July 6, 2016, the ALJ
submitted a Proposed Decision to the Commissioner.

On August 8, 2016 the Commissioner declined to adopt the ALJ’s Proposed Decision and
referred the matter to ALJ Larsen to obtain additional evidence and argument regarding whether
Applicant should be required to pay interest on amounts to be refunded, in the event Applicant is
required to do so, and which interest rate, if any, would be appropriate.

As a result, ALJ Larsen opened the record and ordered the parties to meet and confer to
define issues in dispute, submit evidence and legal argument in response to the Commissioner’s
referral order, and appear for a hearing. In response, the parties filed opening briefs on August
29, 2016 and appeared on September 2, 2016. On September 2, 2016, the ALJ admitted exhibits
relevant to an appropriate interst on refunds. On September 12, 2016, the ALJ ordered the parties

to appear at a pre-briefing conference. And on September 20, 2016, the parties filed reply briefs



including argument regarding dates for accruing interest as requested by the ALIJ. In conclusion,
the ALJ reclosed the record on September 26, 2016.
Disputed Issues
The parties disputed two factors used to determine the maximum permitted earned
premium produced by the regulatory formula and two variances from the maximum permitted
earned premium. The parties also disputed whether refunds may be ordered retroactively to the
effective date.”> More specifically, the parties disputed the following questions:
1. What is Applicant’s Catastrophe Adjustment Factor pursuant to California Code of
Regulations, title 10, section 2644.5?
2. What is Applicant’s projected yield pursuant to California Code of Regulations, title
10, section 2644.20, subdivision (a)?
3. Does Applicant qualify for a leverage variance pursuant to California Code of
Regulations, title 10, section 2644.27, subdivision (f)(3)?
4. Does Applicant qualify for a confiscation variance pursuant to California Code of
Regulations, title 10, section 2644.27, subdivision (f)(9)?
5. If the current rates are excessive, should refunds be ordered retroactively with simple

interest to the effective date of July 15, 2015 and at what interest rate?*

» The parties stipulated to granting variances pursuant to Cal. Code Regs., tit. 10, § 2644.27, subd. (f)(7) and
2644.27, subd. (f)(8) for the non-tenant homeowners subline due to policies renewing to higher deductibles; Exh. 1-
80; Tr. 450:1-17; Hearing on Motion to Compel dated September 29, 2015 Tr. pp 7:1-10:1. The parties also
stipulated to granting a variance under California Code of Regs., tit. 10, § 2644.27, subd. (f)(2)(a) to adjust the
efficiency standard by +0.5% overall. Second Supplemental Joint Statement of Undisputed Issues, dated November
13, 2015.

*® Along with the parties’ Joint Statement of Undisputed Issues, the parties filed exhibits providing the undisputed
ratemaking data needed to calculate the maximum permitted earned premiums for each subline of homeowner’s
insurance using the ratemaking template.



Summary of Parties’ Contentions

Applicant seeks an increase in its California homeowners insurance rates due, in part, to
the potential for increased wildfire insurance losses in California. To quantify an increase based
on this potential, Applicant proposes adjusting its historical catastrophe losses upwards to reflect
what Applicant sees as a positive trend in its wildfire losses.

To ensure Applicant has sufficient surplus funds to pay homeowners insurance claims
stemming from wildfires and fires following earthquakes, Applicant maintains a portfolio of
liquid assets. Applicant objects to using the consolidated assets of the State Farm Group to
calculate State Farm Generals projected yield.

A ratio of insurers’ premium to its surplus, called the leverage tactor, is imputed to
insurers as part of determining their maximum permitted earned premium. The leverage factor is
determined using national, industry-wide data from consolidated statements. Applicant argues it
is entitled to a variance from this factor due to a greater perceived risk from its concentration of
homeowners insurance business in California. Applicant bases this and many other arguments on
its view that SFG operates separately from the State Farm Group. Applicant also seeks to delay
the effective date of its new rates to avoid refunding rates retroactively.

With regard to Applicant’s catastrophe losses in California, no other parties agree that
Applicant’s catastrophe loss data reveals an upwards trend through 2014, the period through
which the parties agreed to analyze Applicant’s data. With regard to Applicant’s projected yield,
CDI, CW and CFC also agree the Regulations clearly require Applicant’s projected yield to be
calculated using Applicant’s consolidated annual statement.

CDI contends Applicant does not qualify for the leverage factor variance based on

Applicant’s concentration of business in California. CDI, CW and CFC further contend the

10



investment risk of Applicant’s California business is not riskier than the homeowners line as a
whole countrywide. Lastly, CDI and CFC concur with CW’s position that the Commissioner
must apply an indicated rate decrease retroactively to July 15, 2015 and refund rates.
Background

The ALIJ finds by a preponderance of evidence the following background facts:
L. The State Farm Group

The State Farm Group (State Farm) refers collectively to State Farm Mutual Automobile
Insurance Company (State Farm Mutual) and its subsidiaries and aftiliated property and casualty
insurance companies.”’ As its full name indicates, State Farm Mutual started as an automobile
insurer and continues to write auto insurance throughout the U.S.. including California. In
addition to writing automobile insurance, State Farm Mutual is the holding or parent company
that owns and directly controls its subsidiaries as the lead or managing entity of the g,roup.28
Collectively, the State Farm Group operate in all states.*” The group form of organization is
typical of most large insurers in California and the U.S.* The term mutual refers to the fact that

State Farm Mutual is owned by its policyholders.”'

" Exh. 43-2.

* Exh. 10-124, Group Code 00176, Column 11.

* Exh. 43-7.

 Schwartz Pre-Filed Rebuttal Testimony (PRT), 28.
' Tr. 2408.
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Property and Casualty Affiliates Within the State Farm Group

Operating in California During the Period From 1990 through 2014

State Farm Mutual

(Parent)

1990-2014

| | |
State Farm Mutual State Farm General SFFCC
(SFG)
Auto Insurance Homeowners & Homeowners &
Commercial Other
1990-2014 : After 1998 Prior to 1998

Figure 1

The State Farm Group is the largest homeowners insurance company in the U.S. based on

premium.*” The State Farm Group includes eight affiliated property and casualty carriers

including SFG and State Farm Fire and Casualty Company (SFFCC).» The State Farm Group’s

significant size, geographic diversification, market share, and exclusive independent agency

force give it distinct advantages over competitors. State Farm companies benefit from

tremendous brand-name recognition, cost-efficient exclusive agents, strong customer loyalty and

diversified financial service capabilities.** The total countrywide direct earned premium shown

on this rate application for 2014 equals $57 billion.*® Of that figure, $5.2 billion, or 9.2%, was

earned from Applicant’s California homeowner’s insurance.

32 Schwartz PRT, 28:6-11.
33 Exh. 43-5 — 43-6.

3 Exh. 43-8.

3% Exh. 1-21.
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State Farm Mutual is headquartered in Bloomington, Illinois where departments, boards
and committees combine resources to underwrite, monitor, and evaluate risks divided among
State Farm Mutual’s affiliates. State Farm Mutual employees provide affiliates with actuarial,
underwriting, claims handling, legal, enterprise risk management, and investment services.*®
These and other services are provided through a shared services agreement.3 7 The public is
familiar with State Farm’s brand, logo and marketing, whereby independently licensed agents
cross-sell personal insurance lines, including auto, homeowners and life insurance throughout the
country.*® State Farm Mutual affiliates facilitate cross-selling insurance lines by offering
discounts to State Farm policyholders who also buy another State Farm policy, for example, a
homeowners policy and an auto policy.*

A trend in the U.S. system of state-based insurance regulation has been to regulate
insurers operating in a group on a group basis. Changes in insurance regulation are coordinated
through the National Association of Insurance Commissioners (NAIC) that develops model laws
and regulations for adoption by states. Laws that regulate transactions and risks shared within
groups are conceptualized as “windows™ and “walls.” Regulatory walls are designed to protect
the capital of the insurer from other exposures within its group with windows through which
group activity can be scrutinized to assess their potential impact on the ability of insurers to pay
claims.*

Following the global financial crisis in 2008, U.S. insurance regulators enhanced the
regulatory system by strengthening group capital assessment, broadening the Holding Company

System Annual Registration statements to include financial statements of all affiliates, and

% Larson Pre-filed Direct Testimony (PDT), 7:24-8:2; Tr. 912.
7 Hemphill PDT, 33-34.

*® Exh. 43-5.

** Hemphill PDT, 33.

* Exh. 421.
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requiring risk to be reported on an enterprise or group basis.*! The NAIC establishes model
frameworks for assessing insurer risk.** Following the NAIC framework, California requires
insurers to perform risk management at all levels of a group as a supplement to a legal-entity
view, when an insurer is part of a group.43

The NAIC calculates and publishes a variety of ratios used to assess insurance investment
risk. For example, for the property and casualty lines, the NAIC publishes ratios of net premium
to surplus to measure the adequacy of policy holder surplus.**

State Farm Mutual’s enterprise risk management is sophisticated and more advanced than
other U.S. personal line insurers. State Farm Mutual’s employees manage State Farm’s most
significant risks using computer models to test the ability to pay claims under the stress of
catastrophic conditions. With this information, State Farm Mutual develops strategies to mitigate
risks.* For example, by adjusting capital and reinsurance,*® State Farm manages to avoid
depleting surplus even during record catastrophe loss years, such as 2011."

The U.S. insurance industry’s rating organization, AM Best, describes State Farm as
“well diversified and gives it a superior rating of A++ for financial strength.*® This rating
encompasses the financial data included in Applicant’s consolidated annual statement and
reflects State Farm’s strong risk adjusted capitalization, liquidity, favorable earnings, and its

dominant business profile. As a result of diversification and other risk management strategies,

*' Exh. 421; Tr. 1089-1090.

2 The NAIC Own Risk Solvency Assessment (ORSA) Guidance Manual dated July, 2014, p. 1-2. On May 27,
2016, the ALJ took official notice of this manual, which is available on the NAIC website.

* Insurance Code section 935.1 et seq. including section 935.4 requires the insurance group of which the insurer is a
member to regularly conduct an ORSA consistent with a process comparable to the ORSA Guidance Manual. ORSA
Guidance Manual dated July, 2014, p. 6. Tr. 2476:7-9.

* Exh. 907.

** Exh. 43-8, 44-2, and 44-7.

‘© Exh. 44-12.

7 Exh. 43-15.

* Exh. 43-3, 9.
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AM Best reports that State Farm is able to accept volatility in its markets in exchange for higher
profits from its above average holdings in equities.” The State Farm affiliates holding a
significant part of their asset portfolio in stocks includes SFFCC and State Farm Mutual, who
holds 40% of its assets in stocks.™

State Farm is a family of insurance and financial services companies that together serve
tens of millions of customers in the U.S. According to NAIC instructions, State Farm is required
to file a consolidated or combined annual statement with state regulators because it has the
ability to exercise control over its affiliates based on the one or more of the following criteria:

1. Similar types of affiliated insurance companies in a holding company system

that have direct or indirect ownership between them; or
2. Those affiliated companies that have intercompany reinsurance between them; or
3. Those affiliated companies that have intercompany pooling arrangements
between them.”'

State Farm Mutual has control over SFG by virtue of its 100% direct ownership and
intercompany reinsurance.’” State Farm Mutual’s ownership of SFG is reflected in the inclusion
of SFG’s assets in State Farm Mutual’s combined annual statement.>

Prior to 1998, State Farm homeowner’s insurance in California was sold through
SFFCC.™ In 1998, State Farm Mutual reconfigured SFG to write only property and casualty
insurance by transferring all SFFCC’s California homeowner’s business to SFG and ceding
business written or assumed by SFG in other states to SFFCC.> This served to reduce the

¥ Exh. 43-9.

* Exh. 701; Larsen PDT, 8:3-10.
U Exh. 13-1.

2 Larson PDT, 9.

** Exh. 14-1.

 Tr. 1760:16-25.

* Exh. 44-4. Tr. 1760:16-25.



https://SFFCC.55
https://SFFCC.54
https://statement.53
https://reinsurance.52
https://equities.49

exposure of other State Farm affiliates to catastrophe losses in California. State Farm Mutual
similarly reconfigured its subsidiaries in Florida and Texas.™

IFrom 1990 through 2014, State Farm Mutual and SFFCC wrote separate lines of property
and casualty insurance in California.”” SFFCC wrote homeowners insurance in California before
1998 and other property and casualty insurance after 1998. In addition to leading the State Farm
Group, State Farm Mutual wrote automobile insurance in California and the U.S. throughout this
period.”®
IL. State Farm General Insurance Company (SFG)

SFG has been incorporated since 1962 and is wholly owned by State Farm Mutual.” The
value of State Farm Mutual’s ownership of SFG is equivalent to SFG’s surplus. Accordingly,
changes in SFG’s surplus change in an equal amount on the consolidated annual statement of
State Farm Mutual.*’

SFG is headquartered in Bloomington, lllinois where it is managed by State Farm
Mutual’s employees.®! SFG’s board of directors and board committees consist entirely of
employees of State Farm Mutual, some of whom are also members of State Farm Mutual’s board
of directors.”* Under a shared services agreement, State Farm Mutual employees provide legal,
risk management, and any other services SFG needs to serve SFG’s policyholders.("‘ As a result,

TR - 64
SFG has no employees of its own.”

% Larson PDT, 3:15:24.

*7 Exhs. 43-5, 43-6, 44-4.

* Exh. 186-187.

* Exh, 44-4,

“Exh. 10-4, line 2901; Tr.1093-1094, 2225-2241, 2420-2422.

°U Exh. 44-4 and 44-20.

*Tr. 2278; Spiker PDT, 9:19-28.

“ ‘The description of enterprise risk management and other services State Farm Mutual provides SFG is almost
identical in AM Best’s credit reports on SFG and State Farm Mutual. Exh. 43-9 and 44-7.

* Tr. 327-328, 923:1-7, 924.
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For example, Karen Terry, is an actuary who holds the titles of Assistant Vice-President
and Assistant Secretary-Treasurer as an officer for State Farm Mutual, SFG, and SFFCC. She
also supervised the preparation of SFG’s rate application.®® Jim Larson is an Assistant Vice
President for accounting for State Farm Mutual and an Assistant Secretary-Treasurer of SFG.*

After reconfiguring SFG’s business in 1998, State Farm Mutual transferred $2.5 million
in capital to SFG plus additional amounts that totaled $1.9 billion by the end of 2014.
Capitalizing SFG to write only homeowners and commercial property lines in California served
to segregate the State Farm’s Group’s exposure to California’s property insurance losses.®” In
2014, SFG’s $5.2 billion in direct earned premium represented 99.3% of its direct earned
premium in California and 9.2% of the total direct earned premium earned countrywide by the
State Farm Group.68

SFG is currently the largest writer of homeowners insurance in California with 20% of
the market.*’ SFG’s personal homeowners line includes sublines for non-tenant homeowners,
renters and condominiums. SFG does not write personal earthquake insurance. SFG’s
homeowners insurance comprises 70% of SFG’s mix of business. The remaining 30% is
commercial insurance, which includes coverage for earthquakes.70

SFG’s exposure to California’s catastrophic earthquakes and fires has not resulted in
underwriting losses in the five years reported in AM Best’s 2014 credit report. During this time,
underwriting performance has been better than the industry average. AM Best attributes this to
the superior business profile of the State Farm Group. Its business profile provides a below

average expense structure, cost efficient marketing, and claims handling through an exclusive

5 Terry PDT, 1; Tr. 447.
% Larson PRT , 1.

7 Tr. 1032.

5 Exh. 1-21.

% Terry PDT, 32:1-4.

™ Tr. 489-497.
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agency sales force. In addition, AM Best credits State Farm’s management of affiliates, such as
SFG, for improving underwriting performance by reducing exposure in higher catastrophe risk
areas.”’

State Farm Mutual provides several other benetits to SFG to mitigate the impact of
potential losses or to enhance SFG’s ability to pay them. State Farm Mutual provides SFG with
the majority of its catastrophe reinsurance protection with the remainder being provided by third-
party reinsurers.”” State Farm Mutual provides SFG with a liquidity pool and a half a billion
dollar line of credit to avoid the cost of selling investments at a bad time, if the need arises.” The
liquidity of SFG’s investments is sound because SFG's surplus is invested 100% in bonds.”* As
a result of SFG’s diversified portfolio of fixed term investments, SFG was able to avoid losses
from the 2008 recession.” All of these factors comfortably support AM Best’s superior rating of
A6

Discussion
Turning back to the contentions of the parties, the ALJ now provides an analysis of the
pertinent law and facts leading to conclusions necessary for calculating Applicant’s maximum
permitted earned premium.

1. Maximum Permitted Rate Without A Variance

To calculate the maximum permitted earned premium without any variances, the
Commissioner must determine two factors in dispute: the Catastrophe Adjustment Factor and

Applicant’s projected yield.

"' Exh. 43-11.

2 Exh. 44-9; Tr. 898-905.

™ Tr. 905-907, 928-931, 2291-2292; Exh. 8-2; Larson PRT, 4.
™ Larson PDT, 7:24-8:2.

" Tr. 916:7-917:7.

7 Exh. 44-12 and 423.


https://bonds.74
https://arises.73
https://reinsurers.72

A. Catastrophe Adjustment Factor

Central to the determination of the maximum permitted earned premium is an estimation
of Applicant’s projected losses. Projected losses are determined using the insurer’s historical
losses per exposure adjusted by several factors, including a catastrophe adjustment.

In terms of property/casualty ratemaking methodology, catastrophes are relatively
infrequent events or natural phenomena that cause large aggregate losses.”” If an insurer
includes catastrophic losses in the ratemaking analysis, the indicated rates may increase
immediately after a year with large losses and may decrease after a year following no
catastrophic losses. Due to this extreme volatility, catastrophe losses generally require separate
and different treatment from other losses in ratemaking.

California regulators and actuaries remove catastrophe losses from ratemaking data to
avoid distorting the ratemaking analysis. To evaluate catastrophe losses over time, the removed
catastrophe losses are divided by a common exposure unit. Ultimately, the removed catastrophe
loss data is replaced with a factor representing average expected catastrophe losses - the
Catastrophe Adjustment Factor.”®

The parties disagree over six aspects of calculating the Catastrophe Adjustment Factor:”
1) the ratio used to express catastrophe experience per year known as the CAT load ratio; 2) the
number of years used to calculate the Catastrophe Adjustment Factor;*® 3) whether and to what

degree a catastrophe trend should be applied;®' 4) treatment of the 1991 Oakland Hills Fire;* 5)

77 Actuarial Standard of Practice 39: Treatment of Catastrophe Losses in Property/Casualty Insurance Ratemaking,
para. 2.2.

’ In this application, the parties stipulated to 2014 as the recorded period required by Cal. Code Regs., tit. 10, §
2242.6.

" Hemphill PDT, 4.

% Appendix A-13, column 1.

%! See Appendix A-13, column 3.

82 The catastrophe load ratio, the number of years of data, and the treatment of the Oakland Hills Fire are all
reflected in the column 2 of the catastrophe adjustment factor worksheets in Appendix A-13.
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how the catastrophe ratios should be weighted, if at all:* and 6) the method of determining all
three forms or sublines.* Since components of the Catastrophe Adjustment Factor are
determined by the same regulation, the ALJ makes findings regarding a common set of facts
before analyzing each disputed component separately.
1. Applicable Law
Non-catastrophe projected losses are adjusted by a loss trend factor separately from the
catastrophe losses.® Projected losses are the insurer's historic losses per exposure, adjusted by
catastrophe adjustment, by loss development, and by loss trend.*®
‘The catastrophe adjustment is determined by Regulation section 2644.5, which states in
full:
In those insurance lines and coverages where catastrophes occur,
the catastrophic losses of any one accident year in the recorded
period are replaced by a loading based on a multi-year, long-term
average of catastrophe claims. The number of years over which the
average shall be calculated shall be at least 20 years for
homeowners multiple peril fire, and at least 10 years for private
passenger auto physical damage. Where the insurer does not have
enough years of data, the insurer's data shall be supplemented by
appropriate data. The catastrophe adjustment shall reflect any
changes between the insurer's historical and prospective exposure
to catastrophe due to a change in the mix of business.
2. Findings of Fact Regarding Catastrophe Adjustment Factor
The ALJ finds by a preponderance of evidence the following facts regarding Applicant’s
catastrophe data relevant to calculating the Catastrophe Adjustment Factor.

Prior to 1992, Applicant defined a catastrophe as an event causing more than 300 claims

and causing more than $300,000 in losses. Sometime after 1992, Applicant altered its definition

% See Appendix A-13, column 5.

¥ Hemphill PDT, 4.

¥ Cal. Code Regs.. tit. 10, § 2644.4, subd. (b).

8 Cal. Code Regs., tit. 10, § 2644.4, subd. (a), § 2644.5, § 2644.6, and § 2644.7.
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to an event causing more than 500 claims and totaling more than $500,000 in losses across all
lines of insurance in California.’” Applicant does not know when it changed its catastrophe
threshold because it does not have “raw” data from 1980-1989.3% Nor does Applicant have
catastrophe data prior to 1980. Applicant used this fixed-dollar threshold to remove and
separately analyze its catastrophe loss data.

As shown in Figure 2 below, Applicant’s average historical homeowners catastrophe
losses in California fall into three categories: fire - 50.5%, wind and rainstorms - 23.5%, and
other extended coverage (OEC), which is typically triggered by water and freeze damage —
25.1%.% Although wildfires account for roughly 50% of the Applicant’s homeowner’s insurance
90

losses they account for less than 15% of the catastrophe occurrences.

State Farm’s Catastrophe Losses by Peril

Oth_er Other Fire
Perils Perils 3.7%
1.5%

California Nationwide

Figure 2

8 Tr. 1786.

8 Exhibit 413-4, 5; Tr. 2060-2062, 2069-2074, 2154-2155.
% Exh. 317; Tr. 107.

* Terry PDT, 9:18-20.
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From 1990 to 2014, Applicant’s annual catastrophe losses have generally remained at or
below $100 million per year. Notable exceptions are three spikes in losses that exceeded $200
million in one year.’® The losses in those years resulted from the Oakland Hills Fire in 1991,
fires in San Diego and San Bernadino counties in 2003, and a fire in San Diego County in 2007.

Catastrophes in other states differ in their type of peril, frequency, and severity from
those in California. Countrywide, excluding hurricanes, the largest catastrophic homeowners
losses are due to wind and hail damage. Such losses account for 80.9% of State Farm’s
countrywide homeowners losses with fire losses accounting for only 3.7 %.%*

Wildfire insurance losses in California are attributed to a variety of factors, including
construction materials, vegetation surrounding homes, and the availability and effectiveness of
fire suppression or fire-fighting. While Fires in California are often caused by lightning, humans
are responsible for the fires that burn the majority of areas in California.”

While wildfires caused relatively low losses to structures insured by Applicant from
2011-2014, thousands of acres of uninhabited, public land burned during the same time period.*
For example, the 2013 Rim Fire burned 257,314 acres in Tuolumne County without causing
significant damage to structures.” Research into the risks and causes of fires in California is
ongoing and complex due, in part, to shifts in housing growth patterns to the wildland urban
interface (WUI) and back to urban areas. Because published research on wildfire risk is not
based on recent data, conclusions regarding the shifting nature of wildfire exposure are difficult

to form.”

1 Exh. 106.

2 Exh. 105; Tr. 369-373,

% Exh. 108.3-2.

%" Exh 108.1-7 through 108.1-10.

% Tr. 1988, 2002-2004; On May 27, 2016, the ALJ took official notice of the California Department of Forestry
Large Fire Lists for 2007, 2011, 2012, 2013, and 2014, which are available on the Department of Forestry’s website.
% Exh. 108.1-2; Tr. 1807-1818.
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Prior to 1990, Applicant did not keep specific data on its wildfire exposure.

In 1990, Applicant began developing data on its wildfire exposure on a zip code level and later in
relation to a home’s latitude and longitude.’” Applicant bases its wildfire risk levels on
definitions provided by the California Department of Forestry and Fire Protection (Cal Fire) in
2005.%® In general, the risk of wildfires is moderate in urban areas and desert regions and high in
the Sierra Nevada and Southern California foothills.”

By at least 1998, Applicant began to reduce its California wildfire risk by conducting
surveys and inspecting homes. As a result, policyholders could be non-renewed for non-
compliance with wildfire underwriting eligibility requirements. Once zip codes with a significant
wildfire risk were identified, Applicant began restricting all new homeowners business in these
areas with some accommodations to existing homeowners. In 2014, Applicant restricted its
homeowners business further in 245 zip code areas.'® As a result of these restrictions, the
distribution of Applicant’s homeowners insurance policies exposed to high wildfire risk
decreased.'!

Applicant’s 1980 to 1989 data is deficient in important respects. State Farm does not
know what its catastrophe threshold was during that time. Prior to 1990, Applicant aggregated
data by combining all sublines together. And in 1990, State Farm changed its method of

recording data from an accident-year basis to a calendar year basis.'*?

7 Tr. 1692-1697.

* Tr. 1697-1698.

* Exh. 109-5.

"% Exh. 320, 424; Tr. 74, 203.

T Exh. 109-3, 109-4, 512, Tr. 1699-1707, 1742.

' Accident-year catastrophe data represents all the loss transactions made for catastrophes that occurred during a
given 12-month period, irrespective of the year in which the loss transaction occurred, the claim was made, or the
policy was issued. Calendar year catastrophe data represent all the catastrophe loss transactions — such as claim
payments, allocated loss adjustment expenses, or changes in reserves — that occur during a 12-month period,
irrespective of the year in which the catastrophe occurred, the year the loss was reported, or the year in which the
policy was issued; Exh. 1, 503; Tr. 787-793, 1691-1696, 2154-2155.
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Catastrophe load ratios are commonly calculated by either dividing annual catastrophe
(CAT) losses by an exposure unit known as the “amount of insurance years” or AIY or by
dividing catastrophe losses by non-catastrophe losses. The resulting catastrophe load ratios

are abbreviated as CAT/AIY or CAT/non-CAT ratios. Figure 3 below shows how

. 103
catastrophe losses, non-catastrophe losses, and AIY varied from 1990 to 2014.
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Figure 3

Applicant adjusted its historical catastrophe data in several ways before calculating
catastrophe adjustment factors. First, In 2014, Applicant increased its homeowners insurance
deductibles on some California policies.'” Accordingly, Applicant removed losses from its data
during the years when deductibles were lower. 105

Second, in 1997, Applicant revised its guaranteed cost replacement provision. Previously,

some homeowners policies provided for replacement cost of the dwelling even if the actual

19 Exh. 1-70, 106; Hemphill PDT, 19:25, 20; Terry PDT, 23:26-24:7; Tr. 52:16-18.
19 Watkins PDT, 20:19-24.
15 Ty, 71-73.
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replacement cost exceeded policy limits. In 1997, Applicant changed that provision from an
unlimited guarantee to a 20% limit beyond the policy coverage. Consequently, Applicant
adjusted its historical catastrophe losses to reflect the changes in these coverage limitations.
Lastly, as a result of the large numbers of underinsured homeowners from the 1991
Oakland Hills Fire, Applicant began improving its methods of calculating the ratio of insurance
coverage purchased to the replacement value of the property known as insurance-to-value
(ITV).'* As a result, Applicant removed amounts from its losses that were paid to Oakland Hills

107

Fire policyholders due to the unique circumstances of that event. "~ Applicant did not adjust its

data to take into account wildfire underwriting restrictions.'*®
3. Contentions Regarding the Catastrophe (CAT) Load Ratio
a. Applicant’s Proposed Catastrophe CAT Load Ratio
Applicant proposes using the CAT/AIY ratio over the CAT/non-CAT ratio, excluding
crime and liability losses for the following reasons: (1) strong upward and downward trends in
non-CAT losses exist for all forms that do not appear to relate to catastrophe losses, and (2) the
trend in AIY is much smoother and more consistent than the trend in the non-CAT losses.'”
b. CDUI’s Proposed Catastrophe Load Ratio
The California Department of Insurance (CDI) proposes using a CAT to non-CAT load
ratio excluding crime and liability losses primarily because CDI argues that Applicant’s
CAT/ALTY ratios are subject to distortion due to changes Applicant implemented in insurance to

value (ITV) over time.'!°

1% Hemphill PDT, 20:25-26-21:17; Terry PDT, 24:19-25:1, 25:18-20; Tr. 46, 364-368.
197 Watkins PRT, 47:22-48:6; 49, Tr. 1771.

1% Tr. 451:13-22.

19 Watkins PDT, 19:12-17.

"9 Hemphill PDT, 7:15-18 and 19:22-28; CDI’s Post-Hearing Opening Brief, 26-33.
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4. Analysis and Conclusions Regarding Catastrophe Load Ratio

The methodology for determining average catastrophe loading is provided in general
actuarial terms in Regulation section 2644.5. Section 2644.5 does not determine how catastrophe
losses should be evaluated over time or averaged. However, the parties agree that catastrophe
losses must first be expressed as a ratio annually and then averaged. But the parties disagree on
which exposure unit to use to divide Applicant’s annual catastrophe losses.

For guidance, actuaries frequently turn to Actuarial Standards of Practice (ASOPs) and
statements of principles of the Casualty Actuarial Society (CAS). The Statement of Principles
Regarding Property and Casualty Insurance Ratemaking states that “the determination of an
appropriate exposure unit or premium basis is essential,” and “it is desirable that the exposure
unit vary with the hazard and be practical and verifiable.”""!

Essentially, Applicant and CDI disagree over whether Applicant’s changes in ITV over
the experience period impacted AIY and whether such changes distort Applicant’s CAT/ALY
ratios.' The ALJ does not find sufficient evidence to measure the impact of Applicant’s ITV
changes on ALY or how such changes might have distorted CAT/AIY ratios over time.'"
Qualitatively, the CAT/AIY ratio fits the data better because the ALY trend in the data from 1990
through 2014 is much smoother and more consistent than the trend in the non-catastrophe
Josses.'™*

Even assuming Applicant’s [TV changes impacted Applicant’s CAT/AILY ratio, no
methodology for determining the catastrophe load is perfect or without disadvantages.''> As CFC

noted, the non-catastrophe loss exposure base is potentially distorted as well. For example, water

" Watkins PDT, 18:24-19:6; Tr. 56; Hemphill PDT, 6:22-27.

112 SFG’s Post-Hearing Opening Brief, 62:15- 67:7; CDI Post-Hearing Opening Brief, 27:11-33:7.
3 Ty, 48-49, 77, 206-207, 284-285, 2009-2010, 2014-2015.

" Watkins PRT, 53-55; Tr. 62:23-63:14.

"> Hemphill PDT, 24:15-20; Tr. 45, 50-53, 274:2-11.
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leaks which account for a significant percentage of non-catastrophe losses, excluding theft and

¢ e e . 5 e ¢
liability, would not vary with catastrophe losses from wildfires.''

CFC found ALY to be an appropriate exposure base, and CW uses it in its analysis.'"”
Accordingly, based on all the reasons above, the ALJ concludes that the CA'T/AIY ratio is most
actuarially sound in accordance with the regulations for this rate application.
S. Analysis and Conclusions Regarding the Number of Years of Experience

Regulation section 2644.5 requires the catastrophe adjustment factor to be based on at
least 20 years of reliable data. Applicant calculated the Catastrophe Adjustment Factor using
experience from 1990-2014 (25 years) and from 1980-2014 (35 years). Initially, all parties
considered using 25 to 35 years of data, but closer examination revealed flaws in the 1980-1989
data.''®

Based on the evidence presented, the ALJ concludes 25 years should be used. First,
during these years, Applicant used a different catastrophe threshold.'"” Second, the first ten years
of data included less information on wildtire risk and other policy level data. Third, prior to
1990, Applicant aggregated its data by combining all three sublines so factors cannot be
calculated for each subline independently prior to 1990. And fourth, this data is in the form of
accident-year data instead of the calendar year data used for the next 25 year. Accordingly, the
ALIJ concludes the 25 years of data from 1990-2014 data is the most actuarially sound and most

reliable.

"' CFC’s Post-Hearing Opening Brief, 6:25-7:7.

"7 CFC’s Post-Hearing Opening Brief, 6:8-13; 5-8; CW's Post-Hearing Opening Brief, 1 1; Tr. 800
" CDI's Post-Hearing Opening Brief, 33-35; CFC’s Post-Hearing Opening Brief, 8-10.

" Tr. 2154-2155.
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6. Analysis and Conclusions Regarding Weighting Catastrophe Data

The Regulations do not specifically call for weighting catastrophe data. However,
section 2644.5 requires the catastrophe adjustment factor to reflect changes between the insurer’s
historical and prospective exposure to catastrophes due to changes in the mix of business. The
facts demonstrate, Applicant changed its mix of business in recent years by changing
deductibles, replacement cost provisions, and wildfire underwriting restrictions. Giving more
weight to Applicant’s recent years reflects the recent changes in Applicant’s mix of business in
the catastrophe adjustment factor pursuant to section 2644.5.

When calculating a catastrophe adjustment factor, actuaries may give all years of data
equal weight, give more weight to years with a higher volume of exposure using a dollar
weighted average, or give more recent years greater weight, as the Applicant and CFC did.'*
CDI advocated different weighting methodologies depending on whether the 1991 Oakland Hills

Fire is considered a 1 in 50 year event.'*!

CDI’s actuary explained that the straight-average
method results in giving older, high-catastrophe years more weight and thereby overstates
catastrophe losses and indicated rates. A straight average for 25 years would result in each year
getting equal weight. Methods that give weight to more recent low catastrophe years would
reduce catastrophe loads and result in lower indicated rates.

To gives its more recent years higher weight, SFG weighted its 2014 catastrophe load

6.5%, gradually decreased the weight to 3% in 1999, and applied the 3% weight for the

remaining years back to 1990.'2 CFC generally accepted Applicant’s weighting methodology,

120 Hemphill PDT 24:15-20; CDI’s Post-Hearing Opening Brief, 36-37.

! CDI’s Post-Hearing Opening Brief, 36-37.

122 Watkins PDT, 29-30; Exhs. 76-2 and 77-2, column 5; Hemphill PDT, 7:23-8:2, 22:14-23:4; Terry PDT, 25:13-
20; SFG’s weights are shown in Exhibit 77-2, columns 5;
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but used a narrower range, from 5% in 2014 down to 3.1% in 1990."* CW did not dispute the
weighting approaches.

By weighting some years higher than 5%, SFG’s weighting approach weights the most
recent years higher than the weight that would be afforded a straight average of 20 years. If each
year is weighted equally for 20 years, each year would be weighted 5% (100% divided by 20
years). And SFG’s approach is not uniform because it is flat for the first ten years.

The ALJ finds CFC’s weights to be the most actuarial sound. First, CFC’s approach does
not weight any year more than 5%. Second, the weights are applied evenly over the 25 year
period. And third, CFC applies more weight to recent years to reflect recent changes in
Applicant’s mix of business in accordance with section 2644.5. Accordingly, the ALJ uses
CFC’s weights to calculate Applicant’s Catastrophe Adjustment Factor.'**

7. Treatment of the 1991 Oakland Hills Fire
a. CDD’s Proposed Treatment of the OQakland Hills Fire

CDI proposes reducing the impact of the 1991 Oakland Hills Fire by spreading it over a
50-year period because it is an anomalous 1 in 50 year event.'” CDI defines a 1 in 50 year event
as an event with a 2% probability that the event will cause losses of that magnitude or higher in
any given year on an industry-wide basis.'?® In addition, CDI contends Applicant’s losses were
inflated by Applicant paying claims over the amount of policy limits to a degree that is unlikely

1 . 4 - 2
to reoccur.'*” CW agrees with CDI's position.' g

12 priven PDT, 20:6-7; CFC’s Post-Hearing Opening Brief, 12-13; Exh. 502, column 5.
" Appendix A-13, column 5.

1% CDI's Post-Hearing Opening Brief, 37-39.

"% Hemphill PDT, 17:4-22.

'*” Hemphill PDT, 18:25-19:12.

1*¥ CW"s Post-Hearing Opening Brief, 15.



b. SFG’s Contentions Regarding the Qakland Hills Fire

Applicant argues the Oakland Hills Fire should not be treated as a 1-in-50 year event
because Applicant adjusted its losses downward 31% by removing losses that would not
normally be incurred,'® and applying industry data to support any adjustment due to the Oakland
Hills Fire is not supported by the regulation.'*" CFC takes the position that given Applicant’s
method of weighting its data, making additional adjustments for the Oakland Hills Fire is
unnecessary. '

¢. Analysis and Conclusions Regarding Oakland Hills Fire

Applicant removed losses from the Oakland Hills Fire and weighted more recent years.
This tempered the impact of the Oakland Hills Fire.'*? The ALJ notes Applicant’s losses due the
Oakland Hills Fire (shown in Figure 3 in 1991) are less than the spikes in losses from other fires
(shown in Figure 3 in 2003 and 2007). The ALJ also does not find regulatory support for CDI’s
use of industry-wide data to further adjust Applicant’s data. Accordingly, the ALJ finds the
adjustments Applicant made to its losses from the Oakland Hills fire are actuarially sound in
accordance with section 2644.5.

8. Catastrophe Trend Factor
a. Applicable Law

Section 2644.5 states that “where the insurer does not have enough years of data, the
insurer’s data shall be supplemented by appropriate data.” Section 2644.5 further states that “the
catastrophe adjustment shall reflect changes between the insurer's historical and prospective

exposure to catastrophe due to a change in the mix of business.”

2Ty, 1770-1771.

Y SFG’s Post-Hearing Opening Brief, 68.

"I CFC’s Post-Hearing Opening Brief, 2, 13.

P2 Tr. 547-549: “The impact of comparing a 1-in-43-year treatment of Oakland Hills versus a |-in-50-year treatment
of Oakland Hills is ultimately only a .2 percent difference on the rate indication or the indicated change per the
template.”
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b. Applicant’s Proposed Catastrophe Trend Factor

Applicant initially proposed a catastrophe trend factor of 2%."** But during the
evidentiary hearing, Applicant’s actuary proposed an alternative trend based on three trend
intervals. Applicant proposed a 2% trend for the period from 1990 to 2007, a 0% trend from
2007 to 2014, and a -0.8% trend from 2014 to 2016."** Applicant cites the following reasons for
applying trend factors to its catastrophe data: 1) as costs increase more events will exceed the
definition of a catastrophe and be classified as a catastrophe producing what Applicant called a
leveraging effect;'* 2) changes in the distribution of business in catastrophe-prone areas; and 3)

. . < ; : 3
changes over time in the nature of exposure underlying the catastrophic data.'*

Applicant bases
its argument for trending catastrophe loss data and its trend selections on national catastrophe
data and Cal Fire data."’
c¢. CDI and CW Catastrophe Trend Factor Contentions

CDI disagrees that a catastrophe trend is required and even observable in Applicant’s
California catastrophe data."”® CW agrees with CDI that no trend is contemplated by the
regulations.'*

CDI contends Applicant’s California data is 100% credible and may not be supplemented
under the Regulations. Even assuming Applicant were permitted to supplement its California

data, CDI and CW contend Applicant’s countrywide and non-insurance fire data is irrelevant and

inappropriate to use in selecting a catastrophe trend.

Y Watkins PDT, 28:19-23.

" Watkins PRT, 59; Tr. 1955-1956; SFG’s Post-Hearing Opening Brief, 59:18-61:5

B3 Terry PDT, 26:10-15; Terry PRT, 9-10.

"0 Watkins PDT, 19:25-21:4; Watkins PRT, 3-16; Terry PDT, 25:21-26:1; Tr. 1673:23-1674:15.
"7 Watkins PDT, 21:5-29:2.

¥ CDI's Post-Hearing Opening Brief, 9.

7 CW’s Post-Hearing Opening Brief, 15.
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d. CFC’s Proposed Catastrophe Trend Factor
CFC contends Applicant’s California catastrophe data is partially credible but
supplements it with different data than Applicant. CFC supplemented Applicant’s California
catastrophe data with data from an industry service known as Fast Track. As a result, CFC
proposes a catastrophe trend factor of negative 4.1%.'*

e. Analysis and Conclusions Regarding Catastrophe Trend Factor

i.  The Regulations Do Not Contemplate Trending
Catastrophe Losses

2644.5 does not contemplate trending catastrophe losses. Instead, catastrophic losses in the
recorded period are replaced by a loading based on a multi-year, long-term average of
catastrophe claims. Actuarial Standard of Practice (ASOP) 39 gives a reason for this.
Catastrophe losses are removed from non-catastrophe data in projecting losses because
“historical insurance data used to determine a provision for catastrophe losses will often extend
over much longer time periods than data used in most other ratemaking procedures."I42
Considered together, these regulations preclude the trending of catastrophe losses based on the
principle that the expression of one thing in a statute ordinarily implies the exclusion of other
things (expressio unius est exclusio alterius).'* But this principle of statutory construction is not
applied invariably.

Applicant contends instead that catastrophe trend factors must be applied to catastrophe

loss data because the last sentence of section 2644.5 states that the catastrophe adjustment “shall

reflect any changes between the insurer's historical and prospective exposure to catastrophe due

"9 CFC’s Post-Hearing Opening Brief, 48.

"1 Cal. Code Regs., tit. 10, § 2644.4, subd. (a) and (b).

2 Exhibit 903: Actuarial Standard of Practice 39, para. 3.3.1.¢.
"3 In re J.W. (2002) 29 Cal.4th 200, 209.
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to a change in the mix of business.” Applicant also contends ASOP 39, paragraph 3.3.1.¢

contemplates applying catastrophe trend factors to catastrophe loss data.'*

But nothing in
Regulation section 2644.5 suggests using ASOP 39 to determine a catastrophe adjustment factor.
Applicant’s reliance on this vague portion of section 2644.5 is not persuasive, especially
since changes in Applicant’s business can be reflected in catastrophe data in other ways
considered in this case. For example, Applicant has already adjusted its loss data to reflect
changes in deductibles and replacement cost coverage. Even assuming the Regulations or ASOPs
permit trending catastrophe loss data, the ALJ does not find Applicant’s trending of catastrophe

loss data to be persuasive, as described below.

ii.  Applicant’s Countrywide Data is Not Relevant to
Determine a California Catastrophe Trend

Applicant relies on State Farm’s countrywide catastrophe data to support a 2% positive
trend arguing Applicant’s California data alone lacked full credibility.'*® CDI, CW, and CFC
argue that Applicant’s countrywide data is not relevant because the frequency, severity, and type
of catastrophe losses in other states differ significantly from those in California.'*¢
The ALJ concludes Applicant’s countrywide data is irrelevant. ASOP 25 states that

related experience should be similar in frequency, severity, and other characteristics.'*” The

frequency and severity of catastrophe losses countrywide, which are dominated by wind and hail

"** ASOP 39, paragraph 3.3.1.c recommends considering making adjustments to historical insurance data to reflect
conditions likely to prevail during the period in which the rate will be in effect. Such adjustments should take into
account the impact of changes in the exposure to loss, including coverage differences, the underlying portfolio of
insured risks, population shifts, and other considerations. Watkins PDT, 19:24-20:25.

'S Watkins PDT, 20:24-21:4, 28:19-22; Terry PDT, 25:21-26:9; Tr. 93-98, 398-399.

" Hemphill PDT, 12:13-16, Tr. 546, 720-721; CFC’s Post-Hearing Opening Brief, 32-36; CW’s Post-Hearing
Opening Brief, 12-14.

"Exhibit 395: Actuarial Standard of Practice (ASOP) 25: Credibility Procedures, section 3.3.
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losses, are fundamentally different than the catastrophe losses in California caused by wildfires
and a lower percentage of wind, rainstorms, and freezes as shown in Figure 2 above.'*
iii.  Cal Fire Loss Data is Not Relevant

Section 2644.5 requires at least 20 years of data to be sufficient and states that an insurer
may supplement data only when it lacks sufficient data as defined by Regulation. In this case,
Applicant has 25 years of catastrophe loss ratios to average and as such is not permitted by the
Regulations to supplement its data.

Assuming again that trending catastrophe loss ratios is appropriate, neither Regulation
section 2644.5 nor various ASOPs support using Cal Fire data.'* Cal Fire data is not similar to
or reasonably related to Applicant’s insurance data."® For example, Applicant’s Cal Fire data
does match the frequency and severity of Applicant’s water-related data as required by ASOP
39."5" Nor does Applicant’s use of Cal Fire data meet the standards of external and internal
consistency required by ASOP 23."52 And Applicant’s use of Cal Fire data to supplement
catastrophe loss data is by no means “common,” as required by ASOP 13. As a result, Cal Fire
data is not relevant and appropriate data for this purpose, regardless of any statistical
3

characteristics it may have."

iv. Evidence of a Leveraging Effect Due To a Fixed-Dollar
Threshold is Unsupported

Applicant argues for adjusting its catastrophe load ratios upwards because its fixed-dollar
catastrophe definition allegedly impacts its catastrophe data.'>* Applicant defines a catastrophe

as an event causing more than 500 claims totaling over $500,000 in losses across all its lines of

"% Tr. 864, 1864.

1% CFC’s Post-Hearing Opening Brief, 36-45; CW’s Post-Hearing Opening Brief, 12-14.

19 CW’s Post-Hearing Opening Brief, 12-13.

13 onTs Post-Hearing Opening Brief, 24-26, CFC’s Post-Hearing Opening Brief, 32, 40-41.
12 CFC’s Post-Hearing Opening Brief, 37.

133 CFC’s Post-Hearing Opening Brief, 41; Priven PRT, 13-18; Tr. 804-808, 866.

1" CFC’s Post-Hearing Opening Brief, 46-48.
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business. Based on that definition, Applicant concludes that it makes sense that over time as
costs increase more events will exceed this threshold and be classified as a catastrophe, thus
producing an increasing trend in the catastrophe data.”"** Applicant also adds that “as
catastrophe data dates back to 1980, such events would be more prevalent in the older data, given
the impact of inflation moving forward.”'*

The ALJ is not persuaded by Applicant’s argument regarding the possibility of a
leveraging effect, in part, because Applicant based its position on insufficient and inaccurate
data."” For example, later testimony revealed that Applicant’s catastrophe definition was likely
158

lower prior to 1992 when a leveraging effect might have its greatest impact.

v. A Positive Trend in Applicant’s Overall Catastrophe
Losses is Unsupported

Applicant focuses its argument for a positive catastrophe trend on a potential change in
its mix of business due to wildfire losses. However, as Applicant’s actuary testified, the “changes
over time in the nature of exposure underlying the catastrophic data™ is only a potential driver of
a catastrophe trend." Californians are well aware that after several years of extremely dry
weather, the risk of wildfires across the State has increased.'® To justify an insurance rate
increase though, a potential increased risk must be quantified and evaluated in relation to
Applicant’s mix of business. This is reasonable because actual losses due to wildfires are
dependent on a variety of factors that unevenly distribute losses on private and public property in
161

urban and rural areas depending on an insurer’s actual mix of business.

Applicant’s outside actuary also noted that a balance needs to be struck “between

"5 Terry PDT, 26:10-15.

'* Terry PRT, 10:17-19.

%7 Tr. 209-210,452, 782-787, 2097-2098, 2170-2171.

¥ Exhibit 413-4, 5; Tr. 2060-2062, 2069-2074, 2154-2155.
"1y, 402:14-403:12, 696.

1% Watkins PDT, 27:20-27.

"I Exh. 108.1, 108.2, and 108.3; Tr. 1817-1818, 1910-1918.
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ignoring new evidence and over-reacting to it.”'®

Applicant’s arguments react to the potential
for increased wildfire losses in wildfire-prone areas but ignore potential changes in areas with
lower wildfire risk and ignore the other 50% of its losses not involving fires. If a potential for
increased wildfires exists during dry years, one can reasonably infer that a potential exists for
decreased losses from wind, rain, and cold weather during the same dry years.

The primary driver of catastrophe losses is not the potential for change, but actual

»163 \which would be

changes “in the distribution of business in catastrophe prone areas,
dependent on growth in the number and value of insured properties in the wildland-urban
interface.'® This further supports the finding that the data most relevant to the catastrophe
adjustment is Applicant’s actual California catastrophe data, which includes 20% of the
California homeowners insurance market.'®’

Considering changes in Applicant’s business in California’s high wildfire prone areas,
Applicant’s data does not support a positive trend. In fact, Applicant’s alternate trend based on
California data is not entirely positive. Using California data only, Applicant proposes a 2%
trend for the period from 2000-2007, a 0% trend for the period from 2007-2014, and a negative
0.8% trend for the period from 2014-2016, which is the period of the effective date of
Applicant’s proposed new rates.'®® The ALJ does not find this trend selection of multiple
intervals to be actuarially sound or to comply with section 2644.5 because it consists of three

intervals of short duration and the overall period of multiple trends is less than the 20 years

required by section 2644.5.

'> Watkins PRT, 19:15 - 22.

19 CFC’s Post-Hearing Opening Brief, 14:24-15:2; Tr. 402:24-403:3.
'* Tr, 246-247.

' CDI's Post-Hearing Opening Brief, 21.

'% Watkins PRT, 59.
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CDI, CW, and CFC argue that if any catastrophe trend should be applied to Applicant’s
catastrophe data, it should be negative. Some parties attribute this negative trend to Applicant’s
effort to restrict underwriting in wildfire prone areas.'"’

CFC argues that a negative 4.1% trend should be applied to Applicant’s catastrophe data
based on California Fast Track data. California Fast Track consist of insurance statistics prepared
for the insurance industry. However, the ALJ does not find California Fast Track data to be
sufficiently similar to California catastrophe data to be relevant and reliable for this purpose.

In sum, Applicant’s 25 years of volatile, catastrophe loss data is too short of time
to provide reliable, appropriate data to discern a trend as Applicant’s actuary noted in the
8

beginning of her analysis. '

9. Methodology for Calculating Catastrophe Adjustment Factor for
Each Subline

Applicant calculates catastrophe adjustment factors for each of its three sublines by first
calculating the catastrophe adjustment factor for all forms combined.'® Next, Applicant
allocates the catastrophe adjustment factor to each form separately using a method Applicant
calls its “Beta Method.” Applicant calculates a “beta factor” for each form by comparing the
catastrophe experience of individual forms countrywide to the catastrophe experience for all
homeowners policy forms combined countrywide. 179 To estimate this relationship, Applicant
only uses the most recent ten years of data (2005-2014).

Applicant’s method of estimating catastrophe adjustment factors for each subline is
problematic and unnecessary. First, the California data is more relevant than countrywide data.

Second, Applicant uses only the last 10 years of data (2004-2014) to allocate the factors, which

17 Tr, 1731-1754, 2715-2717.

18 Watkins PDT, 21:21-24.

' Non-tenant homeowners, condominiums, and renters.

17 Exhibit 1-71; Terry, PDT, 27:20-22; Tr. 128:25-131, 210:23-211:14, 214-216.
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include less than the 20 years required by section 2644.5. Accordingly, the ALJ uses available
California data to independently calculate the Catastrophe Adjustment Factor for each subline of

: 1
homeowners insurance. B

10. Applicant’s Catastrophe Adjustment Factors

Based on the conclusions above, the ALJ finds Applicant’s catastrophe adjustment
factors for each homeowners insurance subline to be those shown in Appendix A, page 12.

B. Projected Yield

An insurer’s projected yield is an independent variable of the ratemaking data used to
calculate investment income factors, federal income tax factors, and profit factors, all of which
are used to calculate the maximum permitted earned premium.'”

1. Applicable Law

Regulation section 2644.20, subdivision (a) specifies the exact method of calculating the
projected yield:

“Projected yield” means the weighted average yield computed using the insurer's actual

portfolio and yields currently available on securities in US capital markets. The weights

shall be determined using the insurer's most recent consolidated statutory annual

statement, and shall be computed by dividing the insur<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>