





Fireman’s Fund’s reinsurance program does not comply with applicable laws and
regulations.

Another hearing was held on May 21 through 22, 2008, for rebuttal testimony,
pursuant to California Code of Regulations, title 10, section 2655.9. Michael Joseph
Houlihan, Robert Anthony Peterson, Shawna Ackerman, and Donald S. Windeler
testified for Fireman’s Fund. CDI did not call any rebuttal witness. Allan I. Schwartz
testified for FTCR.

Following the rebuttal hearing, the parties asked for time to work out a stipulation
for a trade secrets protective order for portions of Mr. Windeler’s testimony and exhibits.
The parties requested an extension of time on June 10, 2008, and a further extension of
time on June 26, 2008. On July 17, 2008, the parties filed a Stipulation, Motion, and
[Proposed] Order Regarding Sealing of Portions of Exhibit 31, Exhibit 40, and
Transcripts of Proceedings for March 26, 2008, and May 22, 2008. The ALJ held a
telephonic status conference with all of the parties on July 25, 2008, to determine whether
a hearing was required for approval of the parties’ stipulation for a trade secrets
protective order sealing of transcript and exhibits and to schedule a public hearing, if
necessary. On August 6, 2008, the parties filed declarations in support of their stipulation.
At the parties’ specific request, on August 11, 2008, the ALJ held a hearing and approved
the parties’ stipulation.

The parties timely filed post-hearing opening briefs on October 22, 2008. On
October 29, 2008, the partics requested an extension of time to file reply briefs, which the

ALJ granted, and the parties filed reply briefs on November 13, 2008.
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DISPUTED ISSUES

Fireman’s Fund requested a rate increase of 16.34%, with variances. CDI does no
dispute that the proposed rate increase of 16.34% will result in a reasonable rate or that
Fireman’s Fund qualifies for an increase of the efficiency standard from 24.30% to
25.30% for its “risk prevention program,” resulting in a rate increase of 17.58%.%° CDI
disagrees with Fireman’s Fund’s other variance requests,”’ and FTCR challenges
Fireman’s Fund’s requested rate and all of its variance requests. FTCR urges a rate
decrease of 29.7%, without consideration of reinsurance, or 27.8%, if reinsurance is
considered.”

In this case, there was no agreement among all the parties as to the inputs and
results of the prior approval rating formula. Based on the pleadings, the evidentiary
record, and the parties’ post-hearing briefs, the issues to be determined are:

1) Whether Fireman’s Fund’s use of the RMS computer model is permitted by
applicable regulations and standards of actuarial practice;

2) Whether the value used by Fireman’s Fund to determine its DCCE is supported;

3) Whether Fireman’s Fund’s projected losses overestimate the effects of demand
surge;

4) Whether Fireman’s Fund’s value for reinsurance is excessive and violates
applicable regulations;

5) Whether Fireman’s Fund used improper values to calculate projected yield,

6) Whether Fireman’s Fund qualifies for an increase of the efficiency standard from

24.30% to 25.30% for additional expenditures for loss-prevention activities,

> CDI Opening Brief, 1:22-26.
> CDI Opening Brief, 1:26-28.
2 Schwartz Pre-Filed Direct Testimony, 7:17-24.
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pursuant to California Code of Regulations, title 10, section 2644.27, subdivision
(H2);
7) Whether Fireman’s Fund qualifies for a further 9% increase of the efficiency

(33

standard for Fireman’s Fund’s “quality of service,” pursuant to California Code
of Regulations, title 10, section 2644.27, subdivision (f)(3)(A); and,

8) Whether Fireman’s Fund qualifies for a 5% increase to its return on equity for
“investments in underserved communities,” pursuant to California Code of

Regulations, title 10, section 2644.27, subdivision (f)(4).

ANALYSIS OF THE DISPUTED ISSUES

I. Burden of Proof.

It is not disputed that Fireman’s Fund has the burden of proving by a
preponderance of evidence every fact necessary to demonstrate that it qualifies for each
variance from the regulatory formula it has requested. (Ins. Code §1861.05, subd. (b);
Cal. Code of Regs, tit. 10, §2646.54; see Price v. Atchison, T. & S. F". R. Co., supra, 164
Cal.App.2d 400, 406 [The evidence and inferences therefrom must have greater weight
and more convincing force in the mind of the trier of fact than the explanation and
evidence offered by the opposing parties.].)

I1. Fireman’s Fund’s Use of the RMS Computer Model Does Not Exceed that which
is Permitted by Applicable Regulations.

FTCR contends Fireman’s Fund used the RMS computer model to calculate three
factors in its application for a rate increase: (1) its projected losses; (2) its reinsurance
premiums and allocation thereof among other jurisdictions and lines of insurance; and (3)

its projected insurance recoverables.” However, FTCR contends, California Code of

* FTCR Post-Hearing Opening Brief 7:1-4.
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Regulations, title 10, section 2644.4, subdivision (¢),>* on its face and according to the
doctrine of expressio unius est exclusio alterius,” limits the use of computer models
solely to projected losses and DCCE. Therefore, Fireman’s Fund’s use of the model to
project values for allocation of reinsurance premiums and other purposes exceeds the
limited use authorized by the prior approval regulations.

In response, Fireman’ Fund contends neither California Code of Regulations, title
10, section 2644.4, subdivision (e) [relating to projected losses and DCCE], nor section
2644.25, subdivision (d) [relating to reinsurance], prohibits the allocation of its

reinsurance costs based on projected losses determined by a computerized catastrophe

27
I; 28

model;”’ that the Commissioner has endorsed that model in a precedential decision;”" and

# Section 2644.4, subdivision (e) provides, “For the earthquake line of business and for the fire following
earthquake exposure in other lines, projected losses and defense and cost containment expenses may be
based on complex catastrophe models using geological and structural engineering science and insurance
claim expertise. The use of such models shall conform to the standards of practice as set forth by the
Actuarial Standards Board and the applicant shall have the burden of proving, by a preponderance of the
evidence, that the model is based upon the best available scientific information for assessing earthquake
frequency, severity, damage and loss, and that the projected losses derived from the model meet all
applicable statutory standards.”

» Under the rule of expressio unius est exclusio alterius, when exceptions to a general rule are specified by
statute, other exceptions are not to be implied or presumed. (In re Lance W. (1985) 37 Cal. 3d 873, 888.)

% For purposes of this proceeding, section 2644.25, subdivision (d) provides, “Reinsurance costs shall only
be allowed for ratemaking purposes as set forth in this section if the reinsurance agreement was entered into
in good faith in an arms-length transaction and at fair market value for the coverage provided. Additionally,
there must be an acceptable transfer of risk, and the reinsurance must comply with all applicable Statutory
Accounting Principles.” The May 16, 2008 amendments to the Prior Approval Regulations do not change
the tenor of this section. Amended subdivision (d) provides, “Reinsurance costs shall be allowed for
ratemaking purposes as set forth in this section only if: (1) the reinsurance agreement was entered into in
good faith in an arms-length transaction and at fair market value for the coverage provided, and (2) the
reinsurance meets the statement credit requirements of Sections 2303 through 2303.25.”

27 Fireman’s Fund Post-Hearing Reply Brief, 13:17-19.

2 Fireman’s Fund Post-Hearing Reply Brief, 13:19-20; 14:15-22. See Exhibit 8, the decision in I the
Matter of the Rate Application of First National Insurance Company of America, SAFECQO Insurance
Company of America, and SAFECO Insurance Company of lllinois, No. PA 04041210 (“Safeco™), portions
of which were made precedential. Precedential decisions are those administrative law decisions that the
Commissioner designates as being suitable to cite as precedents in subsequent insurance administrative law
cases. (Gov. Code, §11425.60.) The Order Adopting Proposed Decision and Designating Portion of
Decision as Precedential in the Safeco case was admitted into Evidence as Exhibit 401 at the request of
FTCR.
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that CDI has agreed with Fireman’s Fund’s loss allocation methodology in this case.”’

Fireman’s Fund argues that its “methodology is the only actuarially sound way to allocate
reinsurance costs to the earthquake line of insurance based on the exposure to loss that
line represents.”"

FTCR’s arguments on this issue are not persuasive. Neither California Code of
Regulations, title 10, section 2644.4, subdivision (e), nor section 2644.25, subdivision
(d), expressly prohibits the use of a computer model for any purpose, including the
calculation of values for reinsurance premiums and allocation thereof among other
jurisdictions and lines of insurance or projected insurance recoverables.

FTCR’s reliance on the expressio unius est exclusio alterius rule of
statutory/regulatory interpretation misses the mark, because section 2644.4, subdivision
(e), and section 2644.25, subdivision (d), address different subjects. Section 2644.4,
subdivision (e), addresses the problem of calculating projected losses and DCCE and
expressly authorizes the use of complex catastrophe models for those purposes. On the
other hand, section 2644.25, subdivision (d), addresses the problem of allowance of
reinsurance expenses and does not address the use of computer models. Under the
expressio unius rule, when a statute or regulation specifies exceptions to a general rule,
other exceptions are not to be implied or presumed. (Southern Cal. Gas Co. v. Public
Utilities Com. (1979) 24 Cal.3d 653, 659; Garson v. Juarique (1979) 99 Cal. App. 3d
769, 774-775.) However, this rule of construction is inapplicable in construing two

provisions that govern discrete subject areas. (Mejia v. Reed (2003) 31 Cal.4th 657, 666-

* Fireman’s Fund Post-Hearing Reply Brief, 13:22-14:4. However, pursuant to the provisions of California
Code of Regulations, title 10, section 2656.4, subdivision (b), the terms of the Supplemental Joint
Statement of Facts that are not in Dispute between Applicants and the California Department of Insurance,
Exhibit 35, 5:12-17, are inadmissible.

% Fireman’s Fund Post-Hearing Reply Brief, 13:20-22.
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667.) Since section 2644.4, subdivision (e), and section 2644.25, subdivision (d), govern
discrete subject areas, the inclusion of a provision in section 2644.4, subdivision (e), does
not imply the exclusion of that provision from section 2644.25, subdivision (d).

Likewise, FTCR’s reference to section 2644.25, subdivision (d) [“Reinsurance
costs shall only be allowed for ratemaking purposes as set forth in this section...”] is off
target, as that section neither prescribes nor precludes any methodology for the
calculation of allowable reinsurance expenses.>' It only prescribes circumstances in
which the Commissioner will allow credit for reinsurance expenses.

FTCR also disputes Fireman’s Fund’s claim that CDI has previously accepted its
allocation methodology in residential earthquake filings, especially the Safeco case.>
FTCR argues that California Code of Regulations, section 2644.25, subdivision (d), was
promulgated since the precedential decision in Safeco, and by Safeco’s own terms , “On
the effective date of new prior approval regulations covering... use of computer
models... the precedential portions of this decision that are in conflict with the
regulations will cease to be precedential.”** However, FTCR does not demonstrate that

Fireman’s Fund’s allocation methodology is in conflict with the regulation promulgated

. .. . . . 4
after Safeco, which is silent on this specific issue.’

*' FTCR Post-Hearing Opening Brief 8:3-8.

2 FTCR Post-Hearing Opening Brief 8:9-9:2.

> Exhibit 401, 2-3.

** The Proposed Decision in Safeco states, “While FTCR is correct in pointing out that Applicants’
methodology for allocating ceded premiums and ceded losses to the California earthquake line is complex
and depends on a number of inputs, Applicants have shown that the methodology and the results are
reasonable.” (Exhibit 9, p. 34.) The Commissioner’s Order Designating Portion of Decision as Precedential
states, “Although pages 31 through 35 are not made precedential, I agree with the ALJ’s analysis and
believe that these factors, among others, should be analyzed in future examinations of earthquake rates
involving reinsurance.” (Exhibit 401, p. 2, emphasis added.) While this portion of the Safeco decision was
not designated as precedential and is not binding, it may still be cited for its persuasive value. (Govt. Code,
§11515; Evid. Code, 452, subds. (c) and (d); Broyles v. Mahon (1925) 72 Cal.App. 484, 491; Miles v.
Workers' Comp. Appeals Bd. (1977) 67 Cal.App.3d 243, 247.)
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insurance was inappropriate. He stated that Fireman’s Fund’s method was inconsistent
with the provisions of its corporate catastrophe reinsurance contracts, which calculate
reinsurance premiums as a percentage of the premiums Fireman’s Fund charges to its
customers, while Fireman’s Fund’s reinsﬁrance premiums do not vary based on the type
of insurance coverage provided to the customers. There is no link between the

reinsurance premium and average annual losses by line of insurance or location. Instead,
the proper method for allocating the overall reinsurance premium proportionally to line of
insurance and to state is by the amount of premium Fireman’s Fund charges to its
policyholders.” On cross-examination, Mr. Schwartz testified as follows:

Q. Let me ask you this: Based on your experience, do you think that
catastrophe exposure is higher or lower in California than in Minnesota?

A. Obviously, 1 think it depends on what line of insurance you are talking
about.

Q. Earthquake.

A.Tdon’t believe Minnesota has a significant earthquake exposure. Much
less than California.

Q. Now, under your methodology of using premium, the homeowners
policyholders of Minnesota would be paying for that catastrophe exposure,
correct?

A. They would be charged based on what it cost Fireman’s Fund for
reinsurance to write premium in that state.

Q. Right. But under your methodology, we don’t look at where the
earthquake catastrophe is going to take place in terms of determining the
allocation of that charge, we look at those policyholders who are paying
premiums throughout the country on insurance that has the protection of
that reinsurance, correct?

A. 1 guess what I say I am looking into terms of the Fireman’s Fund
reinsurance agreements where it says that Fireman’s Fund is going to pay
its reinsurer a certain percentage of the premium in that state, and it

% Schwartz Pre-Filed Direct Testimony, 20:4-23:3.
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doesn’t matter whether that state is California or Minnesota, and it doesn’t

depend on whether that line of insurance is earthquake or burglary and
theft.

Q. So for your methodology, the one you want California to adopt, is that

it doesn’t matter where the higher or lower exposure is, it just—you look

at where the premiums are being paid throughout the country, correct?

A. 1 guess what I’m suggesting is that you should look at the actual

contractual provisions of the reinsurance agreements in making a

determination of how much it costs Fireman’s Fund to write premium in

any given state in terms of what they have to pay for their reinsurer.

On cross-examination at the rebuttal hearing, Mr. Schwartz finally acknowledged
that, even before the Commissioner adopted the current reinsurance regulations, insurers
used computer models to calculate projected average annual losses to allocate their
reinsurance costs between California and the rest of the nation.*’

Mr. Peterson testified that Fireman’s Fund allocates its reinsurance premium
between earthquake and hurricane lines, by state and by layer of reinsurance, based on
the ratio of the average annual loss expected under each contract that is attributable to
California earthquake risks, as a proportion of the total annual expected losses expected
under the contracts. He states that this is not the only method for allocating reinsurance
premiums, but CDI has accepted it as an appropriate methodology in prior residential
earthquake filings (referring to the Safeco decision, supra).’® The reinsurance premiums

Fireman’s Fund pays are based on a blended rate, including exposures in high-risk states

and exposures in low-risk states, so it does not make sense to treat all of the policyholders

36 Reporter’s Transcript (“RT”) 787:20-789:10
3T RT 5/22/08 189:18-190:18.
%8 peterson Pre-Filed Direct Testimony, 18:4-11.
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. 39 .. . . . .
in all states the same.” Fireman’s Fund based its allocation of reinsurance premiums on

the RMS computer model.*’

Mr. Freidberg testified that it would be actuarially unsound to allocate the costs of
a reinsurance treaty based on premium rather than on exposure to losses because that
would ignore the difference in exposures generating from the various risks that contract

to the subject premium.*' Fireman’s Fund uses annual aggregate losses estimated by the

RMS catastrophe model to make the most accurate allocation in proportion to exposure.*

Ms. Ackerman testified that the average annual loss method is not the only
method, but CDI has accepted it as one appropriate method in prior residential earthquake
filings (also referring to the Safeco decision, supra).** Ms. Ackerman criticized Mr.
Schwartz’s proposed “allocation by premium” methodology:

Q. Why do you disagree with that?

A. Mr. Schwartz is proposing to use an allocation by premium. And while
it is true that almost every catastrophe reinsurance contract will state the
rate for the reinsurance premium as a percent of the subject premium, that
really bears no—has no bearing on what the risk underlying a particular
peril or region would be. So I believe it is not appropriate to allocate by
premium. You will end up allocating too much to regions that don’t suffer
from catastrophes and too little to those states and lines of insurance that
do.

Moreover, we have from prior earthquake hearings methodologies that we
know the Department of Insurance has found to be acceptable. For
example, in 2004, the Safeco rate filing, the Department accepted Safeco’s
methodology of allocating their premiums by average annual loss. So we
think that it is a much better approach and consistent with what’s been
done in the past.

3 RT 232:1-22.

O RT 170:17-171:8; 226:7-19.

' RT 307:20-308:13.

2 RT 309:2-5.

* Ackerman Pre-Filed Direct Testimony, 10:19-23.
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Q: In terms of the Safeco 2007 filing, are you aware of how Safeco
allocated the California premium?

A. Yes.

Q. And how was it done in the Safeco 2007 approved filing?

A. Safeco’s 2007 uses the exact same methodology as they used in 2004,

which is even though the contracts that are attached to the 2007 filing will

show that the reinsurance is calculated as a percent of the subject

premium, in the rate filing, for the purpose of allocating the proper cost of

reinsurance, Safeco uses average annual loss.*

Contradicting Mr. Schwartz’s testimony, Ms. Ackerman stated that it would be
unreasonable to charge policyholders in states where exposures are not as high as in
California the same amount for reinsurance:

Allocating based on premium creates a situation where policyholders in

states with little to no catastrophe risk will pay the same amount as states

with high expected catastrophe losses and is inherently unfair. Allocating

based on expected losses, in contrast, does assign more reinsurance dollars

to those policies and risks that create the catastrophic exposure and the

need for the catastrophe reinsurance treaties. It also maintains a consistent

link between the reinsurance cost and the MaxPEP formula and the

reinsurance recoverables in the formula. Additionally, the methodology is

supported in the actuarial literature.*

Ms. Ackerman stated that Mr. Schwartz’s premium allocation method has not
been accepted in other rate proceedings and is not supported in the actuarial literature.*
She also testified that Safeco used the RMS Risk Link 6.0 version to calculate annual
losses to allocate their reinsurance contracts and estimate their recoverables in their 2007

rate filing."” Having reviewed the allocation methodology Fireman’s Fund presented in

their rate filing, Ms. Ackerman agreed that it is a reasonable approach.48

“ RT 586:1-587:6.

** Ackerman Pre-filed Rebuttal Testimony, 9:13-19, RT 5/21/08 155:16-157:2, 158:23-159.7.
% RT 5/21/08 157:6-12, 159:11-12.

YTRT 603:16-22.

8 RT 658:5-15.
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The testimony of Fireman’s Fund’s witnesses on this issue is more compelling
than Mr. Schwartz’s testimony. Mr. Schwartz offered no justification for his support of
the “allocation by premium” methodology, which has no regulatory pedigree and is not
supported in the actuarial literature. Further, he acknowledged that the “average annual
loss” method adopted by Fireman’s Fund has been used historically. On the other hand,
three actuaries testified in support of Fireman’s Fund’s average annual loss methodology,
credibly establishing that it is one actuarially sound method that has been used in
previous rate cases and has support in the actuarial literature. The Fireman’s Fund
witnesses offer a more reasonable interpretation, based on actuarial principles and expert
judgment.

Based on the evidence in this proceeding, Fireman’s Fund has established by a
preponderance of the evidence the reasonableness of using the RMS computer model as
one appropriate method for calculating values allocation of reinsurance premiums among
other jurisdictions and lines of insurance.

I11. The Evidence Supports the Value Used by Fireman’s Fund to Determine its
DCCE.

A. Applicable Laws.

“‘Projected defense and cost containment expenses’ means the company’s historic
costs per exposure associated with the defense and cost containment of claims, adjusted
for catastrophes, developed and trended in the manner described in sections 2644.5,
2644.6, and 2644.7.” (Calif. Code of Regs., tit. 10, § 2644.8, subd. (a).) Section 2644.5
provides that, in lines where catastrophes occur, the catastrophic losses in one year are
replaced by a “loading,” based on a multi-year average of catastrophe claims. Section

2644.7 requires trending based on the “exponential curve of best fit,” using the insurer’s
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own company-specific most recent twelve quarters of data excluding catastrophes.
However, when an insurer can demonstrate that the required data are not available, the
Commissioner shall authorize the use of substitute data. (Calif. Code of Regs., tit. 10, §
2643.7.) For the earthquake line, projected defense and cost containment expenses may
be based on complex catastrophe models. (Calif. Code of Regs., tit. 10, § 2644.4, subd.
(e).)

B. The Parties’ Contentions on the DCCE Issue.

Fireman’s Fund contends that the methodology it used to compute its request for a
15% DCCE factor complies with the regulations, is based on actuarial judgment, and is
supported by the evidence.* Its DCCE value is based on the average annual loss figure
developed by the RMS computer model and fifteen years of substitute data from the
Safeco Insurance Company for California personal earthquake loss adjustment
expenses.50 Use of the computer model and substitute data is appropriate, since there are
only infrequent earthquake losses of great magnitude.51 Since Fireman’s Fund did not
have sufficient data available, Fireman’s Fund used substitute data from the Safeco
Insurance Company, since Safeco is the only insurer that has served the California
personal earthquake insurance market at all times since the 1994 Northridge earthquake,
and the CDI has previously approved its DCCE factor.’® Alternative data promoted by
FTCR’s witness are inapposite, since those figures include out-of-state insurance and

. . 5
commercial insurance lines.>

* Fireman’s Fund Opening Brief, 22:1-17.

*® Fireman’s Fund Post-Hearing Reply Brief, 6:14-22.

*! Fireman’s Fund Opening Brief, 16:22-17:6.

*2 Fireman’s Fund Opening Brief, 17:10-19:18; Fireman’s Fund Post-Hearing Reply Brief, 10:15-13:2.
% Fireman’s Fund Opening Brief, 20:16-21:22; Fireman’s Fund Post-Hearing Reply Brief, 11:21-13:2,
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CDT’s position is to deny that it has approved Safeco’s filing solely on the basis of
Safeco’s methodology, since CDI does not approve the specific methodology used by a
company in its rate application.”® In its Reply Brief, CDI clarifies its position:
“Applicants’ methodology merely represents one of a number of ways that a DCCE
factor may be calculated... Thus, while the Department agrees that Applicant’s DCCE
calculation complies with the Regulations, no party should construe this agreement to
represent an official endorsement of the methodology employed by Applicants.”*

FTCR contends Fireman’s Fund’s bases its DCCE ratio on an improper
methodology and unreliable substitute values.*® Fireman’s Fund never demonstrated that
its own data were unavailable and did not satisfy other requirements for using substitute
data.>’ Furthermore, Fireman’s Fund did not use substitute data, but an arbitrary value
selected as the approximate average between two years of its own data and Safeco’s
(unreliable) multi-year data.’® On the other hand, the calculations of FTCR’s witness are
based on reliable countrywide values and personal lines combined with commercial lines

: 59
of earthquake insurance.

C. Evidence on the DCCE Issue.

Fireman’s Fund’s rate application and amended rate application indicate that it
has experienced no California earthquake losses, so it has no earthquake DCCE data of

: 60
1ts own.

> CDI Opening Brief, 2:14-23; see California Code of Regulations, title 10, section 2643.1, which
provides, “While companies remain free to formulate their rates under any methodology, the
Commissioner's review of those rates must use a single, consistent methodology.”

*> CDI Reply Brief, 2:22-27.

** FTCR Post-Hearing Opening Brief, 9:15-26.

" FTCR Post-Hearing Opening Brief, 10:15-19.

> FTCR Post-Hearing Opening Brief, 10:19-11:21.

¥ FTCR Post-Hearing Opening Brief, 12:22-14:5.

% Exhibit 1:42; Exhibit 2:136.
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Mr. Peterson, a Fireman’s Fund’s actuary, testified that he deemed the initial
calculation of 9.8% of the computer-modeled projected losses to understate the true value
of Fireman’s Fund’s underlying DCCE costs, because that calculation was based on
homeowners’ insurance data, not earthquake insurance data. He stated that the Fireman’s
Fund analysis began with its homeowners’ insurance losses for 1994-1995, because they
displayed significant activity relating to losses caused by the 2004 Northridge earthquake
and were of sc;me relevance. However, Fireman’s Fund rejected its homeowners’
insurance experience as a substitute data source because of the unique nature of the
residential earthquake line, with its relatively higher DCCE (e.g. hidden structural
damage requiring engineering services).®’ He concluded that Fireman’s Fund’s
earthquake insurance data were not sufficiently credible and believed that he should rely
on Safeco’s much larger volume of data. Safeco had previously requested a 21% factor
for DCCE, wﬁile another carrier, Geovera, had selected a 15% factor. Based on all the
information, he believed that 15% was the most appropriate factor.%

Ms. Ackerman, Fireman’s Fund’s expert actuary, testified that, since Fireman’s
Fund had experienced so few earthquake losses, they had to find the most relevant data
set.® On the other hand, Safeco’s Loss Adjustment Expense (“LAE,” which is the sum of
DCCE plus Adjusting and Other Expense) is the largest and only credible source of
California-specific residential earthquake insurance loss adjustment cost data.® Using

Safeco’s LAE data, Ms. Ackerman made actuarial calculations to separate out its DCCE

' RT 255:10-257:5.

%2 peterson Pre-Filed Direct Testimony, 7:15-24.

% RT 575:8-12.

% Ackerman Pre-Filed Rebuttal Testimony, 4:23-5:19.
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component and concluded that Safeco’s DCCE factor for the relevant years was 18%;
however, Fireman’s Fund limited its request to 15%, which was reasonable.®

Ms. Ackerman criticized the data selected by Mr. Schwartz, since it is
countrywide data and combines personal and commercial lines of earthquake insurance,
which are not as relevant as the data selected by Fireman’s Fund.® Fireman’s Fund had
looked, first, to its own homeowners' insurance catastrophe data and, then, to the more
robust data set from the Safeco residential earthquake insurance filings in 2004 and
2007.%7 Since CDI had approved the Safeco 2004 application (after litigation) and
Safeco’s 2007 application, she deemed Safeco’s methodology to be an appropriate
methodology for Fireman’s Fund.®® In Ms. Ackerman’s opinion, the Safeco data were
relevant and were a superior source of information to the countrywide data upon which
Mr. Schwartz relied.”

Ms. Ackerman also disagreed with Mr. Schwartz’s reliance on data from the
California Earthquake Authority (“CEA”), since CEA was created by the State of
California after the 1994 Northridge earthquake, and its DCCE factor is based on
70

contractual arrangements with participating insurers rather than actuarial computation.

CDI did not present a witness on this issue.

65 Ackerman Pre-Filed Rebuttal Testimony, 3:20-5:26; RT 575:16-576:13.

6 RT 575:13-17; RT 5/21/08 126:7-127:3.

7RT 576:18-23.

% RT 575:24-576:13.

% Ackerman Pre-Filed Rebuttal Testimony, 4:6-7.

™ Ackerman Pre-Filed Rebuttal Testimony, 5:10-19; RT 5/22/08 101:10-14. For instance, CEA’s three-
member governing board are appointed by the Governor, Treasurer, and Commissioner of Insurance, with
the Speaker of the Assembly and the Chair of the Senate Rules Committee serving as non-voting, ex officio
members of the board. (Ins. Code § 10089.7, subd. (a).)
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For FTCR, Mr. Schwartz appears to agree with Mr. Peterson and Ms. Ackerman
that homeowners’ insurance DCCE data are not relevant for earthquake insurance.”' He
did not agree that the Safeco data are representative of earthquake insurance, in general,
and contended that the correct calculation of Safeco’s DCCE is 11.3%.72 Nevertheless,
there 1s no basis for assuming that Safeco’s experience would be applicable to Fireman’s
Fund, and in any event, Fireman’s Fund’s calculation of Safeco’s DCCE was incorrect.”
Further, Mr. Schwarti asserted, Fireman’s Fund has not explained why it selected Safeco
as representative of California earthquake insurance, generally, or California earthquake
insurance for Fireman’s Fund, speciﬁcally.74 On the other hand, CEA enters into
participation agreements with insurance carriers that provide for a combined DCCE and
AOE of 9%, so a reasonable DCCE for Fireman’s Fund would be 7.3%.”> Mr. Schwartz
criticized Ms. Ackerman’s use of the approved 2004 and 2007 Safeco filings, since only
the rate filing was approved, not the specific DCCE factor.”® Further, since Fireman’s
Fund did not provide reliable California-specific data, the regulations set out a procedure
for using a countrywide ratio of DCCE to losses for the California value.”” Therefore, Mr.
Schwartz based his estimates for Fireman’s Fund’s DCCE on countrywide data.”

D. Conclusions on the DCCE Issue.

The testimony of Fireman’s Fund’s witnesses on this issue is more persuasive
than Mr. Schwartz’s testimony is. Fireman’s Fund has established by a preponderance of

the evidence that it had no data of its own California earthquake DCCE experience. Thus,

" Schwartz Pre-Filed Rebuttal Testimony, 4:1-2.

™ Schwartz Pre-Filed Direct Testimony, 10:1-23.

™ Schwartz Pre-Filed Direct Testimony, 11:8-21.

™ Schwartz Pre-Filed Direct Testimony, 10: 20-24.

7 Schwartz Pre-Filed Direct Testimony, 11:25-12:6.

7% Schwartz Pre-Filed Rebuttal Testimony, 8:15-9:27.

77 RT 5/22/08 109:4-14 (citing California Code of Regulations, title 10, section 2643.6).
8 RT 5/22/08 162:7-12; Exhibit 405.
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use of substitute data, pursuant to California Code of Regulations, title 10, section 2643.7
was appropriate, as contended by Mr. Peterson and Ms. Ackerman. On the other hand,
use of a credibility adjustment, as provided in section 2644.23, as contended by Mr.
Schwartz, was inappropriate: A credibility adjustment implies that there are relevant data
that lack credibility, as where there are not enough claims for a statistically representative
sample, but the credibility adjustment is not appropriate where there are no data
whatsoever. In this case, the DCCE data from the Safeco Insurance Company’s two rate
applications were most appropriate, since Safeco was the only carrier that wrote
California residential earthquake insurance at all relevant times. Further, CDI had
previously accepted Safeco’s methodology as one appropriate methodology.

Fireman’s Fund actuaries exercised their professional skill and judgment in
computing the 15% DCCE ratio, while Mr. Schwartz based his computation on
conjecture and inappropriate data sources. There is no call for using inter-jurisdictional
data, as Mr. Schwartz proposed, since there are relevant and credible substitute
California-specific data available, and data are not maintained on a multi-state basis only.
(Ins. Code § 2643.6, subd. (a).) Thus, Mr. Schwartz’s reliance on countrywide data is
inappropriate. Likewise, Mr. Schwartz combination of countrywide and personal and
commercial earthquake lines is not as accurate as Fireman’s Fund’s use of California-
specific and residential-specific earthquake insurance data from Safeco. Further, Safeco’s
DCCE data were preferable to CEA’s data, since CEA negotiates for a contract rate with
its participating insurers, rather than making actuarial calculations of the DCCE factor.

Based on the evidence in this proceeding, Fireman’s Fund has established by a

preponderance of the evidence the reasonableness of its request for a 15% DCCE factor.
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I11. Fireman’s Fund’s Projected Losses Do Not Overestimate Effects of Demand
Surge.

A. Applicable Laws.

California Code of Regulations, title 10, section 2644.4, subdivision (e) provides:

For the earthquake line of business and for the fire following earthquake

exposure in other lines, projected losses and defense and cost containment

expenses may be based on complex catastrophe models using geological

and structural engineering science and insurance claim expertise. The use

of such models shall conform to the standards of practice as set forth by

the Actuarial Standards Board and the applicant shall have the burden of

proving, by a preponderance of the evidence, that the model is based upon

the best available scientific information for assessing earthquake

frequency, severity, damage and loss, and that the projected losses derived

from the model meet all applicable statutory standards.

The standards of practice set forth by the Actuarial Standards Board, ASOP 38
(“Using Models Outside the Actuary’s Area of Expertise”) and ASOP 39 (“Treatment of
Catastrophe Losses in Property/Casualty Insurance Ratemaking”), provide guidance for
casualty actuaries in their use of complex computer models in ratemaking.

ASOP 38, section 3.1, tells the actuary who finds it appropriate to use models
incorporating specialized knowledge outside the actuary’s own area of expertise, to take
the following steps: (a) determine appropriate reliance on experts; (b) have a basic
understanding of the model; (c) evaluate whether the model is appropriate for the
intended application; (d) determine that appropriate validation has occurred; and (e)
determine the appropriate use of the model.”

ASOP 39, section 3.3.2, tells the actuary who believes that available historical
data do not sufficiently represent the exposure to catastrophe losses, to consider the

following: (a) use non-insurance data to adjust the historical insurance data; (b) use non-

insurance data, including models, as input to ratemaking procedures; and (c) use models

" Exhibit 5.
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based on a combination of historical insurance data and non-insurance data. The actuary
should be satisfied that the resulting ratemaking procedures appropriately reflect the
expected frequency and severity distribution of catastrophes, as well as anticipated class,
geographic, and other relevant exposure distributions. Section 3.5 instructs the actuary to
be aware that the relationship of loss adjustment expense to incurred loss can be
significantly different for catastrophe losses and for non-catastrophe losses. Appendix 1
to ASOP 39 states, in part, “Since our knowledge of catastrophes is not complete and is
still evolving, computer simulation models are also evolving. The expected catastrophe
losses calculated from these models can be subject to significant variation, since different
models (i.e., both models from different developers and different versions of models from
280

the same developer) will obviously provide different answers.

B. The Parties’ Contentions on the Demand Surge Issue.

FTCR does not claim that demand surge does not exist. FTCR does claim that
Fireman’s Fund’s request is unreasonably high compared to what has been approved in
other states for other catastrophes (e.g., hurricanes): FTCR contends: (1) ASOP 39 does
not recognize this kind of “claims inflation;” (2) Fireman’s Fund failed to provide
reasonable support for its demand surge values; (3) RMS’s demand surge values are
substantially higher than regulators in other states have approved; and (4) the demand
surge aspects of RMS’s model do not comply with the ASOPs.*' FTCR also complains

that demand surge is essentially an economic phenomenon, but the RMS model was

% Exhibit 6.
¥ FTCR Post-Hearing Opening Brief, 15:2-19.



created by Mr. Windeler, a geologist.*? Based on Florida and Massachusetts sources, Mr,
Schwartz asserted that RMS typically overstates the value of demand surge increases,®

Fireman’s Fund contends that FTCR does not challenge the general validity of the
RMS computer model, and Fireman’s Fund’s use of that model to project demand surge,
or “post-event loss amplification” (“PLA”), is supported by the testimony of Mr.
Windeler, who led the group of doctorally trained experts who designed it, as well as the
testimony of the Fireman’s Fund actuaries who validated it and applied it.* Further, Mr.
Schwartz is not competent to criticize the RMS model or Fireman’s Fund’s application of
it, and his comparison of demand surge associated with Florida and Massachusetts
hurricanes to demand surge associated with California earthquakes is inapposite.*

CDI has not stated a position on the demand surge issue.

C. Evidence on the Demand Surge Issue.

Mr. Windeler testified that he has been a member of the RMS modeling group
since 1993, led the RMS Earthquake Modeling Group from 1993 through 2006, led the
RMS Earthquake Hazard Practice from 2003 to 2006, and participated in the 2004 Safeco
hearing, after which the Commissioner approved an earlier version of the RMS model as
one model that was appropriate in California earthquake insurance ratemaking.*® Exhibit
7 (“Documentation on RMS Models in Response to ASOP 38”) lists the numerous
experts, including doctorally trained scientists, who contributed materially to the

development of the RMS computer model. The experts include catastrophe and risk

82 FTCR Post-Hearing Opening Brief, 16:12-25.

8 FTCR Post-Hearing Opening Brief, 18:5-26.

¥ Fireman’s Fund Post-Hearing Opening Brief, 8:16-10:21, 12:11-17; Fireman’s Fund Post-Hearing Reply
Brief, 2:1-4:22.

% Fireman’s Fund Post-Hearing Opening Brief, 12:1-9, 13:9-15:22; Fireman’s Fund Post-Hearing Reply
Brief, 4:22-6:10.

8 Windeler Pre-Filed Direct Testimony, 2:4-3:20.
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modelers, actuaries, geocoding and mapping engineers, software engineers, mechanical
engineers, civil engineers, earthquake engineers, structural engineers, quantification
researchers, geophysicists, and an epidemiologist. Further, two independent university
professors reviewed and approved the RMS earthquake model.’

In developing the model, RMS analyzed actual demand surge impacts for a
number of significant historic events, including the 1906 San Francisco earthquake,
Hurricane Hugo in 1989, Hurricane Iniki in 1989, the Loma Prieta earthquake in 1989,
the Oakland Hills fire in 1991, Hurricane Andrew in 1992, the Northridge earthquake in
1994, and a series of hurricanes in 2004 and 2005.**

Mr. Windeler defined “economic demand surge” as increased costs for building
materials and labor, as the demand for them exceeds their supply.® The demand surge
factor projected by the RMS computer model is 27% of average annual losses.”®
Following the Northridge earthquake, a demand surge of 40% was observed.’' He urged
that demand surge following a California earthquake would be higher than the demand
surge following Florida and Massachusetts hurricanes because hurricanes occur more
frequently than earthquakes. Further, the demand surge impact of a hurricane in Florida is
different from the demand surge impact of a hurricane in Massachusetts, so even those
two are not comparable.92 Indeed, California displays a higher demand surge following

earthquakes than any other earthquake region.93 In addition, there is a bigger relative

impact from an earthquake, and the seriousness of the earthquake event increases loss

87 Exhibit 4:4-14.

8 Windeler Pre-Filed Direct Testimony, 8-11; Exhibit 31.

¥ Exhibit 31.7, 31.9.

* Windeler Pre-Filed Direct Testimony, 12:1-13; RT 5/22/08 50:5-51:14; Exhibit 31:25-28.
! Exhibit 31.7.

22 Windler Pre-Filed Rebuttal Testimony, 2:24-3:3.

% Exhibit 31.27.
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amplification increases the possibility of piercing the higher deductibles associated with
carthquake insurance.” The differences between peril characteristics and policy
conditions between California earthquakes and Florida and Massachusetts hurricanes
make a comparison between the two kinds of catastrophes inappropriate.”

Mr. Peterson testified that he complied with the considerations in ASOPs 38 and
39 to determine that the RMS model was appropriate and valid for this application.”®
Specifically, Mr. Peterson determined that his reliance on other experts was appropriate;
he had a basic understanding of the RMS model; he evaluated the model for its intended
application; he determined that appropriate validation had occurred and use of the model
in this ratemaking was appropriate.()7

Ms. Ackerman testified that she relied, in part, on the conclusion of Mr. Peterson,
another actuary, that the RMS model had been validated. ASOP 38 permits one actuary to
rely on another actuary to conduct some or all of the evaluations and processes described
in the standard.”® She further confirmed that Fireman’s Fund’s use of the RMS model
was appropriate under ASOPs 38 and 39, based on Exhibit 7, which listed the experts
who had developed and independently reviewed the RMS model. She had a basic
understanding of the model, had evaluated it for its intended application, and had
determined that it is appropriate for its intended application.”” Consideration of demand

surge is appropriate, according to ASOP 39, section 2.4. 1% However, it is inappropriate to

* Windeler Pre-Filed Rebuttal Testimony, 3:3-6:26; RT 472:17-473:6.

% Windeler Rebuttal Testimony, 2:7-15.

% Peterson Pre-Filed Direct Testimony, 3:9-12; 5:14-6:13; 10:5-11:7.

°7 Peterson Pre-Filed Direct Testimony, 7:27-11:7.

% Ackerman Pre-Filed Direct Testimony, 6:23-27.

 Ackerman Pre-Filed Direct Testimony, 4:24-6:27.

19 A ckerman Pre-Filed Direct Testimony, 7:1-21: RT 584:7-585:14. ASOP 39, section 2.4, provides,
“Demand Surge—a sudden and usually temporary increase in the cost of materials, services, and labor, due

EAdiils
to the increased demand for them following a catastrophe.” (Exhibit 6.6.)



compare the projected demand surge impact from a California earthquake to that
calculated by Massachusetts or Florida state agencies for demand surge following
hurricanes in their respective states.'!

Mr. Schwartz asserted that the PLA projected by Fireman’s Fund is
approximately five times higher than the demand surge factors for the Florida Hurricane
Catastrophe Fund and the Massachusetts Property Underwriting Association’s FAIR
Plan, so he did not believe that Fireman’s Fund’s request had been explained.'® Further,
there are many unresolved issues and concerns regarding the use of a factor for demand
surge in ratemaking. "9 At most, demand surge should only increase costs by 5%, based
on a ratemaking report for the Florida Hurricane Catastrophe Fund and a decision by the
Massachusetts Department of Insurance regarding rates for the Massachusetts Property
Insurance Underwriting Association.'® On cross-examination, Mr. Schwartz admitted
that he did not know whether Fireman’s Fund and Safeco are comparable in terms of size,
market share, and book of business.'” He also admitted that he had never quantified
demand surge in California.’®

CDI presented no witness on this issue.

D. Conclusions on the Demand Surge Issue.

The arguments on this issue by Fireman’s Fund are more persuasive than FTCR’s
arguments. The testimony by Fireman’s Fund’s witnesses on this issue is weightier and

more credible than Mr. Schwartz’s testimony.

"ol RT 582: 14-594:6.

192 RT 5/22/08 123-126

'% Schwartz Pre-Filed Direct Testimony, 15:11-16.

1% Schwartz Pre-Filed Direct Testimony, 15:18-17:20, 18:7-8; Exhibits 407 and 408.
19 RT 758-760.

% RT 776:6-13.
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FTCR’s contention that there is no economic evidence on the demand surge issue
is unfounded. Mr. Windeler may be a geologist, but he was the representative of the firm
that developed Fireman’s Fund’s complex computer model, and a variety of the firm’s
doctorally trained experts contributed materially to the development of that model.
Further, Mr. Windeler, himself, is competent to testify concerning the model, given his
close and long-standing connection to the development of the RMS model.

Ms. Ackerman and Mr. Peterson, Fireman’s Fund’s actuaries, complied with the
provisions of ASOPs 38 and 39 in evaluating and applying the RMS model in this
ratemaking. Fireman’s Fund’s use of the RMS model complied with California Code of
Regulations, title 10, section 2644, subdivision (e), and ASOPs 38 and 39.

FTCR did not overcome Fireman’s Fund’s showing that its use of the RMS model
complied with California Code of Regulations, title 10, section 2644, subdivision (e), and
ASOPs 38 and 39. Further, Mr. Schwartz is not qualified to testify as to the design or
application of the RMS model, and he has not demonstrated that his comparative studies
regarding Florida and Massachusetts hurricanes are relevant in this California earthquake
insurance case.'”’

Even if the basic methodology for projecting catastrophic losses is the same for
hurricanes and earthquakes, the historical insurance data, non-insurance data, and policy
conditions are sufficiently different for Florida and Massachusetts hurricanes and
California earthquakes to render comparison inappropriate.

Based on the evidence in this proceeding, Fireman’s Fund has established by a
preponderance of the evidence the reasonableness of its use of the RMS model and the

actuarial reasonableness of the demand surge value calculated by it.

7 RT 727-729, 733-737.
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V. Fireman’s Fund’s Valuations for Reinsurance Premiums and Recoverables Are
Not Excessive and Do Not Violate Applicable Regulations.

A. Applicable Laws.

California Code of Regulations, title 10, section 2644.25, subdivision (a),
provides, “For all lines and sublines except for those listed in the next subparagraph,
ratemaking shall be on a direct basis, with no consideration for the cost or benefits of
reinsurance.” Subdivision (b) provides for recognition of reinsurance costs and recoveries
in calculating the earthquake insurance rate formula. Subdivision (d) provides,
“Reinsurance costs shall only be allowed for ratemaking purposes as set forth in this
section if the reinsurance agreement was entered into in good faith in an arms-length
transaction and at fair market value for the coverage provided. Additionally, there must
be an acceptable transfer of risk, and the reinsurance must comply with all applicable
Statutory Accounting Principles.” Subdivision (e) and (f) provide, respectively, that there
shall be no allowance for reinsurance between affiliated entities or through unauthorized
reinsurers.

California Code of Regulations, title 10, sections 2300-2303.25 (“Reinsurance
Oversight Regulations™), set forth the principal requirements for accounting for
reinsurance on insurers’ financial statements and the general requirements applicable to
reinsurance agreements. The Reinsurance Oversight Regulations carry out the provisions
of Insurance Code sections 922.1-922.9, permitting credit for reinsurance from a wide
range of domestic and foreign reinsurers.

B. Contentions of the Parties.

Fireman’s Fund contends that the reinsurance costs and recoveries stated in its

amended application fully comply with the applicable regulations. Fireman’s Fund



asserts, “FTCR advocates adoption of a financially nonsensical interpretation of the
Regulations that would prohibit recognition of agreements that the CDI accepts for
financial strength and solvency assessment. In this regard, FTCR advocates the adoption
of a reinsurance cost comparison methodology created whole cloth by its consultant.”!®
FTCR contests the calculation by Fireman’s Fund of its projected reinsurance

recoverables and of its reinsurance premiums, net of ceding and contingent
commissions.'” FTCR contends Fireman’s Fund’s projected value for reinsurance
premiums is excessive, since the regulations prohibit credit for reinsurance from affiliates
and from unauthorized reinsurers.''” FTCR construes the term, “unauthorized insurer,” to
eliminate any reinsurer that is not actually licensed in this state and does not maintain an
approved U.S. trust, based on California Code of Regulations, title 10, section 2603.3,
subdivision (v)."'" FTCR singles out CDI’s “ad hoc” interpretation of California Code of
Regulations, title 10, section 2644.25, subdivision (f), for special criticism.'? Further,
FTCR contends Fireman’s Fund’s projected reinsurance recoverables are unreasonably
low.'"?

CDI describes FTCR’s position as fundamentally flawed and threatens to
“transmogrify the utility of the reinsurance regulations.”'* FTCR construes the term,
“unauthorized insurer,” too narrowly, to eliminate any réinsurer that is not actually

licensed in this state or does not maintain an approved U.S. trust. CDI asserts:

In support of this interpretation, Intervenor hijacks a definition from the
Reinsurance Accounting, Agreements, and Oversight Regulations (the

1% Fireman’s Fund Post-Hearing Opening Brief, 23:18-26.
' FTCR Post-Hearing Opening Brief, 20:3-20.

"% ETCR Post-Hearing Opening Brief, 20:20-29:14.

""" FTCR Post-Hearing Opening Brief, 24:10-12.

"2 FTCR Post-Hearing Reply Brief, 15:20-16:4.

"> FTCR Post-Hearing Opening Brief, 29:15-31:20.

""" CDI Post-Hearing Reply Brief, 5:3-14.
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‘Reinsurance Oversight Regulations’), as defined in CCR section 2303(a)
and incongruously concludes that the Commissioner’s Prior Approval
regulations must have used the term ‘unauthorized reinsurer’ for
ratemaking purposes in the very same manner. As is demonstrated below,
it is unquestionable that ‘unauthorized reinsurer’ is a term of art that has
different and often nuanced meanings within the insurance lexicon.... §If
earthquake insurers’ rates were strictly limited to the accredited or
licensed reinsurance market, or even constrained by the definition of
‘unauthorized reinsurer’ that Intervenor seeks to borrow from CCR section
2302.2, the results would be to drastically reduce the reinsurance market
for ratemaking credit, and consequently, compel earthquake insurers to
pay higher fees for the cost of reinsurance. These costs, of course, would
be passed on through the ratemaking formula in CCR section 2644.25 and
would result in absurd consequences for consumers, consequences that are
clearly unintended by these regulations. Intervenor’s effort to transplant
the ‘unauthorized reinsurer’ definition from CCR section 2303.2 in the
Prior Approval process is not only harmful to consumers, it is contrary to
the intent behind the Prior Approval regulations and should not be applied
in this case.'”®

According to CDI, Fireman’s Fund’s reinsurance costs are permissible in this case.''®

C. Evidence on the Reinsurance Issue.

Mr. Freidberg testified that the peril of residential earthquakes in California is a
significant threat to earthquake insurers’ financial stability. The principal rationale
underlying the reinsurance regulations and Fireman’s Fund’s reinsurance strategy is the
company’s solvency.'"” He described two components of Fireman’s Fund’s reinsurance
program are relevant to this proceeding: (1) a Main Catastrophe Excess of Loss Treaty
(“Cat Treaty™), structured in four layers to cover losses in excess of a $300 million self-
insured retention and Fireman’s Fund’s 20% retention; and (2) a Mega-Catastrophe
Property Excess of Loss Treaty (“Mega-Cat Treaty”), structured in a single layer
covering $1,201 million of losses in excess of $1,482 million, written on a pooled basis to

include the risks of Fireman’s Fund and its affiliates, with 85% covered by reinsurers not

1> CDI Post-Hearing Reply Brief, 6:3-9:12.
16 CDI Post-Hearing Reply Brief, 5:15-16.
"7 Freidberg Pre-Filed Direct Testimony, 6:1-7.
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affiliated with Fireman’s Fund.''® He stated that Fireman’s Fund’s parent company
allocates the reinsurance costs among its divisions based on each division’s estimated

1."° He testified that the

annual losses, as calculated by the RMS computer mode
Fireman’s Fund reinsurance program complied with all applicable Statutory Accounting
Principles.120

Mr. Freidberg criticized Mr. Schwartz’s proposal to allocate reinsurance costs
based on a ratio of reinsurance premium to subject premium, since reinsured risks are in
all states, but each state does not contribute equally to treaty rates (i.e., some states are
low-risk). Mr. Friedberg testified that it is not actuarially sound to allocate by premium,
rather than by exposure. That would ignore differences in exposures generated from the
various risks that contract to the subject premium. "'

Ms. Cella testified that she oversaw the negotiation and placement of Fireman’s
Fund’s reinsurance, with the assistance of Guy Carpenter & Co., the world’s largest
property/casualty reinsurance broker.'** Ms. Cella and Mr. Knutson testified that
Fireman’s Fund had developed its own price estimates, based on generally accepted
industry pricing models and market conditions, to evaluate quotes from reinsurers to
obtain the best price and contract terms available, and they conducted this process in
good faith and at arms length to satisfy regulatory requirements.123 Mr. Knutson noted

that Guy Carpenter & Co. employed various methods for determining the relative fair

market value of a reinsurance program, based on actual market conditions, and he

"% Freidberg Pre-Filed Direct Testimony, 3:26-5:7. Also see Knutson Prefiled Direct Testimony, 7:7-15,
7:26-8:7.

" Freidberg Pre-Filed Direct Testimony, 7:1-14; RT 308:14-310:2.

129 Ereidberg Pre-Filed Direct Testimony, 8:8-13.

2IRT 307.

122 Cella Pre-Filed Direct Testimony, 3:5-16. Also see Knutson Pre-Filed Direct Testimony, 2:10-15.

123 Cella Pre-Filed Direct Testimony, 3:16-19, 4:4-5:15; Knutson Pre-Filed Direct Testimony, 9:13-11:2.
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confirmed that the Fireman’s Fund program was placed at fair market value.'?* The
Fireman’s Fund reinsurance program complied with all applicable Statutory Accounting
Principles.'” Ms. Cella also testified that all of Fireman’s Fund’s non-affiliated
reinsurers are “authorized,” in that they are admitted or they post security in the form of
trust funds or letters of credit, so their reinsurance is fully authorized for financial
statement credit.'2¢

Mr. Peterson testified that Fireman’s Fund’s cost of reinsurance is a cost
associated with transfer of risk. In the amended application, Fireman’s Fund revised its
reinsurance costs from those submitted with the original application in three ways: (1) by
excluding costs of affiliated reinsurers and costs for reinsurers who carry a Schedule F
penalty; (2) by modifying expected ceded losses based on most recent info; and (3) by
modifying a portion of treaty cost allocated to personal insurance and to California
earthquake insurance, specifically. The result is in the revised rate application at Exhibit
13, which indicates that expected reinsurance recoverables are 25%, and the cost of
reinsurance as a percent of premium is 23.1%.'?’

He also testified that, after extensive discussions with CDI, Fireman’s Fund and
CDI agreed that the reinsurance premiums properly recognized in the rate template
totaled $6,206,983, and reinsurance recoverables recognized in the template totaled
$1,551,746.'* These figures remain after eliminating the impact of all reinsurance issued
by affiliated insurers and all unauthorized reinsurance and are the portion of Fireman’s

Fund’s company-wide reinsurance allocated to the California residential earthquake risk,

"2 Knutson Pre-Filed Direct Testimony, 10:24-11:18.

12 Cella Pre-Filed Direct Testimony, 5:17-20; Knutson Pre-Filed Direct Testimony, 8:23-9:2.
126 Cella Pre-Filed Direct Testimony, 5:22-6:2; RT 313-314.

127 peterson Pre-Filed Direct Testimony, 3:18-28; Exhibits 13, 15, 17, 18, 20, 21, 22.

128 peterson Pre-Filed Additional Direct Testimony, 2:17-3:11; Exhibits 23.1 and 28.
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1.129

according to the RMS computer model. = Mr. Peterson described discussions with CDI,

in which Fireman’s Fund identified additional reinsurers that were not “authorized” and

excluded them from the reinsurance premiums list.'*

He testified further that Fireman’s
Fund did not rely on its Annual Statements in preparing the amended application but on
direct reinsurance premium and recovery data supplied by the company’s reinsurance and
actuarial departments.?'

Ms. Ackerman testified that the reinsurance program involved an acceptable
transfer of risk, according to standards published by the National Association of
Insurance Commissioners (“NAIC”).'3

She criticized Mr. Schwartz’s legal conclusion as to the definition of reinsurer,
discussed below. California Code of Regulations, title 10, section 2644.25, subdivision
(), precluding credit for insurance from “unauthorized” reinsurers, does not match Mr.
Schwartz’s asserted definition. Indeed, she asserted, since there is no specific definition
in that section, the actuary should determine what makes sense for ratemaking, which is
to include the cost of reinsurance from reinsurers that qualify for statement credit.
Further, the actuary should look to CDI, and CDI’s practice is to approve credit for
reinsurance premium from reinsurers that qualify for annual statement credit.'*

Ms. Ackerman also criticized Mr. Schwartz’s proposal for allocating reinsurance

premium based on the percentage of California earthquake premium to the total subject

premium. She testified that allocating by subject premium is not an appropriate

'2% Peterson Pre-Filed Direct Testimony, 17:10-18:20; Peterson Pre-Filed Additional Direct Testimony, 3:1-
11; RT 313:16-314:18; Exhibits 13 and 28.1.

1% peterson Pre-Filed Additional Direct Testimony, 3:5-11.

B! peterson Pre-Filed Rebuttal Testimony, 2:23-3:15; Exhibits 17, 18, and 28.

132 Ackerman Pre-Filed Direct Testimony, 11:9-12:8. Also see Knutson Pre-Filed Direct Testimony, 8:14-
20.

3 RT 590:18-592:5.
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methodology to account for the cost of reinsurance for the California residential
earthquake insurance. It may be typical for catastrophe reinsurance agreements to state
the reinsurance premium as a flat percentage of the subject premium, but allocating
among jurisdictions and lines based on premium creates a situation where policyholders
in states with little or no catastrophe risk will pay the same share as policyholders in
states with expected high catastrophe losses. In contrast, Ms. Ackerman testified,
allocating based on expected losses associates more reinsurance dollars with those
policies and risks that create the catastrophe exposure and the need for catastrophe
reinsurance treaties. Further, she stated that methodology also maintains a consistent link
between the reinsurance cost in the MaxPEP formula and the reinsurance recoverables in
the formula, and it is supported in the actuarial literature.'**

In addition, Ms. Ackerman testified, Mr. Schwartz’s emphasis on Annual
Statement data is unfounded, since the Annual Statement is an accounting exercise, not
an actuarial exercise. Ratemaking is prospective, while the Annual Statement is a
description of financial and accounting history. She stated, further, that the Annual
Statement is not clear because of the carrier’s pooling arrangements, which is done
routinely for financial reporting purposes and other management reasons. >

Ms. Ackerman also criticized Mr. Schwartz’s proposal for a minimum 35%
recovery ratio. >® Mr. Schwartz’s sources are SEC 10-K reports from selected insurance

companies, a Guy Carpenter report for the Texas Windstorm Association, and a journal

article on ten Bermuda reinsurance companies’ catastrophe loss experience. However,

13* Ackerman Pre-Filed Rebuttal Testimony, 8:13-10:2.

S RT 587:7-589:17.

136 Ackerman Pre-Filed Rebuttal Testimony, 10:7-9; RT 598:13-603:15; Fireman’s Fund employed the
RMS model to calculate that its projected reinsurance recoverables are approximately 25% of its
reinsurance premiums. (Exhibits 24.1 and 28.1)
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Ms. Ackerman criticized, these are not reliable sources of information for determining the
recovery ratio for a California earthquake reinsurance program.'®’ Better sources are
Safeco’s 2007 filing (ratio =21.5%) and CEA’s 2007 filing (ratio=12.8%), which are both
lower than the ratio requested by Fireman’s Fund.'*® In its 2007 filing, she stated, Safeco
used the RMS computer model to calculate the annual losses they used to allocate their
reinsurance contracts and estimate the recoverables under those contracts.'*® Fireman’s
Fund used the same complex catastrophe model to develop expected annual losses and to
determine the expected reinsurance recoverables, based on specific attachment points and
limits in place for Fireman’s Fund’s reinsurance program.'*’.

Mr. Houlihan testified at the rebuttal hearing that his unit is responsible for the
reinsurance cost inputs that ultimately feed into the accounting systems from which
Annual Statement data are derived. Reviewing Mr. Schwartz’s testimony at the
evidentiary hearing, Mr. Houlihan realized that Mr. Schwartz had identified a mistake in
the Annual Statement reporting. Mr. Houlihan determined that his staff had been coding
Fireman’s Fund’s entire ceded catastrophe reinsurance premium to the commercial multi-
peril line of business, even though premium was attributable to other lines, including the
earthquake line. The fact that no ceded non-affiliate reinsurance is indicated in Fireman’s

Fund’s Annual Statements was merely the result of inadvertence and clerical error. Thus,

contrary to Mr. Schwartz’s testimony, Mr. Houlihan claimed the lack of a display of

137 Ackerman Pre-Filed Rebuttal Testimony, 10:11-26.
¥ Ackerman Pre-Filed Rebuttal Testimony, 11:1-20.
P RT 603:16-22

140 Ackerman Pre-Filed Rebuttal Testimony, 11:18-24.
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ceded reinsurance for earthquake is not evidence of an affirmative determination by
Fireman’s Fund that it had ceded no reinsurance to non-affiliates.'*’

CDI presented no witness on this issue.

Mr. Schwartz testified that the premiums Fireman’s Fund pays for reinsurance is
calculated as a percentage of the premiums paid to Fireman’s Fund by its shareholders.'*
Based on his method for calculating Fireman’s Fund’s payment of reinsurance premium,
Mr. Schwartz calculates the appropriate value for California residential earthquake
reinsurance to be only $601,750, for a net cost of reinsurance as a percentage of premium
of 1.6%.'"

Mr. Schwartz testified that, according to California Code of Regulations, title 10,
section 3203.2, subdivision (v), for purposes of classifying reinsurers on Schedule F of an
Annual Statement, a reinsurer is “unauthorized” if it is not licensed or accredited in this

' Thus, essentially all of the

state and does not maintain an approved U.S. trust.
reinsurance premium paid by Fireman’s Fund must be excluded from its rate
application.'*”’

Mr. Schwartz focused on Fireman’s Fund failure to list any reinsurance ceded to

non-affiliates in its Annual Statements from 2004-2006; therefore, the values claimed by

Fireman’s Fund were suspect. 196 However, on cross-examination, Mr. Schwartz admitted

"I Houlihan Pre-Filed Rebuttal Testimony, 4:1-26.

"2 Schwartz Pre-Filed Direct Testimony, 20:20-22.

3 Schwartz Pre-Filed Direct Testimony, 31:21-32:18.

144 gchwartz Pre-Filed Rebuttal Testimony, 28:1-3; RT 811:22-812:3.

"> Exhibit 411.

6 RT 712:10-716:16; RT 5/22/08 174:21-175:1; Exhibits 428 and 429. However, Mr. Houlihan’s
explanation of the clerical error by Fireman’s Fund makes Mr. Schwartz’s point moot.
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that he did not know how much of Fireman’s Fund’s reinsurance it actually ceded to
affiliates.'"’

In calculating a proposed reinsurance recoverables ratio for Fireman’s Fund, Mr.
Schwartz relied on three sources: 10-K reports certain companies filed with the SEC, a
Guy Carpenter report for the Texas Windstorm Insurance Association, and a report that
included loss ratio experience of ten insurers from Bermuda.'*® Based on the experience
of these insurers, Mr, Schwartz’s concluded Fireman’s Fund’s ratio of 25% is
unreasonable; instead, it should be at least 35%.'%’ Elsewhere, however, he contradicts
his own testimony, stating, “For catastrophe reinsurance obtained from private
reinsurance companies, the ratio of reinsurance premiums to expected reinsurance loss
recoveries has been projected to be in the range of 3 to 4.”'*°

On cross-examination, Mr. Schwartz acknowledged that it may be appropriate in
the circumstances of a rate proceeding involving reinsurance to consider average annual

31 He was aware that Safeco had used

loss information rather than premium information.
the average annual loss methodology. 12 He also acknowledged that it is possible to
receive credit for reinsurance through an “unauthorized” reinsurer, and CDI gives
financial statement credit for reinsurance through reinsurers listed on the Annual
Statement as unauthorized reinsurers.'>

Regarding a chart Mr. Schwartz included in his Pre-Filed Direct Testimony,

entitled “Reinsurance Loss & LAE Ratios for Catastrophe Reinsurers from 10-Ks,” Mr.

YT RT 773-776.

18 Schwartz Pre-Filed Direct Testimony, 27:23-28:3.

199 Schwartz Pre-Filed Direct Testimony, 27:20-30:18, 31:12-18; Exhibits 412-414.

1% Schwartz Pre-Filed Direct Testimony, 16:27-28. A ratio in the range of 1 to 3 or 1 to 4 would be 33.33%
to 25%.

IRT 784:1-785:19.

2 RT 785:20-786:3.

13 RT 790:3-790:25.
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Schwartz admitted that the information contained in the table was not based solely on
catastrophe reinsurance.'> Further, the 10-K reports on which Mr. Schwartz relied are
documents filed with the SEC pursuant to securities regulations and are based on
Generally Accepted Accounting Principles (“GAAP”), not SAP.'>

Regarding Exhibit 414, the journal article describing the loss experiences of ten
Bermuda insurance companies, on whose data Mr. Schwartz based his calculations of a
recovery ratio, Mr. Schwartz did not know whether the data were limited to catastrophe
loss experience. '’ Further, Mr. Schwartz acknowledged that the authors of Exhibit 414
had stated that the article was “speculative” and had stated, “Our conclusion should be
reviewed as focusing on methodology of analysis, not on performance of cited
companies.”" Further, the data in Exhibit 414 were not limited to the United States and
involved various property perils and reinsurance attachments and limits.'*®

D. Conclusions on the Reinsurance Issue,

The arguments on this issue by Fireman’s Fund are more persuasive than FTCR’s
arguments are. The testimony by Fireman’s Fund’s witnesses on this issue is more
credible than Mr. Schwartz’s testimony, which is troubling in its contradictions and
reliance on speculative and irrelevant material.

FTCR’s contention that California Code of Regulations, title 10, section 2644.25
only allows costs for reinsurance from “authorized” reinsurers, as defined in section
2303.2, subdivision (v), is groundless. Recognition of reinsurance costs in ratemaking is

not limited to reinsurers that are licensed or accredited in California or maintain an

134 RT 793:1-794:20; see Schwartz Pre-Filed Direct Testimony, 28:11-26.
155 RT 794:25-795:6.

156 RT 795:9-797:3.

7 RT 799:20-800:15, 804:10-22.

8 RT 805:6-17.
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approved U.S. trust. Insurance Code section 922.4 allows credit for reinsurance through
authorized reinsurers, while section 922.5 defines the conditions under which a domestic
ceding insurer can receive credit for reinsurance ceded to an unauthorized reinsurer,
Under section 922.5, credit may be taken for unauthorized reinsurance to the extent that
security is obtained in one of the following forms: (1) funds are withheld by the ceding
insurer; (2) funds are held in an acceptable trust on behalf of the ceding insurer; or (3)
clean, irrevocable letters of credit are provided to the ceding insurer. California Code of
Regulations, title 10, sections 2303.7-2303.11, prescribe five different means by which
reinsurance from an “unauthorized” domestic or foreign reinsurer will be allowed.
Indeed, the latest version of California Code of Regulations, title 10, section 2644.25,
subdivision (d), makes Ms. Ackerman’s interpretation and CDI’s practice explicit:
“Reinsurance costs shall be allowed for ratemaking purposes as set forth in this section
only if: (1) the reinsurance agreement was entered into in good faith in an arms-length
transaction and at fair market value for the coverage provided, and (2) the reinsurance
meets the statement credit requirements of Sections 2303 through 2303.25.” (emphasis
added.) FTCR’s strict interpretation of section 2303.2, subdivision (v), taken out of
context, makes no sense. Grafting that strict interpretation onto the prior approval
regulations, a different regulatory scheme, makes less sense. FTCR’s severely limited
interpretation would leave the prior approval regulations regarding reinsurance largely
ineffective, to the detriment of earthquake insurance carriers and their customers.

By the testimony of Mr. Freidberg, Ms. Cella, Mr. Knutson, Mr. Peterson, Ms.
Ackerman, and Mr. Houlihan, Fireman’s Fund has demonstrated that its amended

application’s request for allowance of reinsurance costs complies with California Code of
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Regulations, title 10, section 2644.25. Fireman’s Fund’s reinsurance agreements were
entered into in good faith in arms length transactions and at fair market value for the
coverage provided; involved an acceptable transfer of risks; complied with all applicable
SAPs; and no credit was claimed for reinsurance through affiliates or unauthorized
reinsurers. The reinsurance costs are reasonable, in view of the infrequency and potential
severity of the risk involved and of current market conditions. The methodology used by
Fireman’s Fund, including use of the RMS computer model to calculate its projected
costs and recoverables, was appropriate and is one method that CDI has previously
recognized. The Fireman’s Fund methodology complied with ASOPs 38 and 39.

On the other hand, Mr. Schwartz’s testimony on behalf of FTCR causes serious
concern. He contradicts himself, where he says that a 25% recovery ratio is reasonable
and then asserts that it is unreasonable. He bases computations on a source that, by its
authors’ own terms, is “speculative” and should not be applied in the manner used by Mr.
Schwartz. Other sources on which Mr. Schwartz relies, the 10-K reports filed with the
SEC by companies that do not write only catastrophe insurance, are produced for
different purposes, are based on a different accounting methodology (GAAP vs. SAP),
and are misleading. His theory for allocating reinsurance costs based on premium, rather
than on exposure to risk is not used by any regulator and is not supported in the actuarial
literature. In Mr. Schwartz’s own words, regulators do use the method of allocating by
average annual loss (the method used by Fireman’s Fund) in ratemaking.

This testimony is, at least, careless and may be dodgier than that.'?

%9 RT 790:25-791:4 (Mr. Schwartz implies that he will “allege” his client’s position in a case.); and see
Fireman’s Fund Post-Hearing Reply Brief 3:1-3 (Fireman’s Fund describes FTCR’s financial interest as
“troubling”; per FTCR’s Second Amended Proposed Budget, Mr. Schwartz seeks payment of over
$220,000 in fees from Fireman’s Fund, while Mr, Windeler, in contrast, has no direct financial interest.).
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Therefore, none of Mr. Schwartz’s testimony on this issue merits belief. (Govt. Code §
11425.50, subd. (b) (... If the factual basis for the decision includes a determination
based substantially on the credibility of a witness, the statement shall identify any
specific evidence of the observed demeanor, manner, or attitude of the witness that
supports the determination, and on judicial review the court shall give great weight to the
determination to the extent the determination identifies the observed demeanor, manner,
or attitude of the witness that supports it.”); see California Approved Civil Instructions,
No. 107 [“However, if you decide that a witness has deliberately testified untruthfully
about something important, you may choose not to believe anything that witness said.”].)

Based on the evidence in this proceeding, Fireman’s Fund has established by a
preponderance of the evidence the reasonableness of its request for an allowance of its
eligible reinsurance costs under California Code of Regulations, title 10, section 2644.25.
V1. Fireman’s Fund Used Improper Values to Calculate Its Projected Yield.

A. Applicable Laws.

California Code of Regulations, title 10, section 2644.20, subdivision (a),
provides, “’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.... The yields for each asset class shall be based on an average
of the most recent available 3 complete months, as of the date of filing.”

Although Fireman’s Fund also cites California Code of Regulations, title 10,
section 2643.8, requiring the use of certain values published by the Commissioner at least

45 days prior to receipt of the rate application, that section is inapposite as to this issue.
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The carrier, rather than the Commissioner, generates all the values used for calculating its
projected yield.

California Code of Regulations, title 10, section 2655.8, subdivision (b), requires
the applicant to provide updated data that becomes available during the course of the
hearing.

B. The Parties’ Contentions on the “Projected Yield” Issue.

Fireman’s Fund argues that its rate filing was initially submitted to CDI on April
2,2007. Therefore, it took its weight class data from its 2005 Consolidated Annual
Statement, which was the most recently filed statement at that time. Further, Fireman’s
Fund used yields based on the most recent available three months, as of the date of its
filing.

CDI states no position on this issue.

FTCR argues that Fireman’s Fund should have taken its weight classes from the
2006 Annual Statement, which was the most recent statement at the time Fireman’s Fund
filed its amended application on December 10, 2007.

C. The Evidence on the Projected Yield Issue.

Ms. Ackerman testified that Fireman’s Fund submitted its residential earthquake
filing to CDI on April 2, 2007, so that date constitutes the date of filing for purposes of
California Code of Regulations, title 10, section 2644.20. On April 2, 2007, the most
recent Annual Statement was the 2005 Annual Statement, and the most recent available
three-month period for calculating asset class yields ended March 2007. Fireman’s Fund

used the data from the three-month period ending March 2007. She does not believe that
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Mr. Schwartz’s selection of December 10, 2007, as the filing date is correct.'® Fireman’s
Fund’s calculation of projected yield is 5.12%'°"

Mr. Schwartz testified that, since Fireman’s Fund did not use their most recent
Annual Statement as of December 10, 2007, they did not correctly calculate the weights
for asset distribution and yields by asset class. Using the data from Fireman’s Fund’s
2006 Annual Statement, the most recent one before the December 10, 2007, filing date,
the correct figure for Fireman’s Fund’s projected yield is 5.48%'®

CDI offered no witness on this issue.

D. Conclusions on the Projected Yield Issue.

On this issue, neither side questioned the arithmetic calculations of projected yield
made by the other side’s expert, so each calculation is assumed to be correct, based on the
different Annual Statement data sources used. On the question whether Fireman’s Fund
should have based its calculations on its 2005 Annual Statement or its 2006 Annual
Statement, FTCR’s arguments are more persuasive than those made by Fireman’s Fund.
Although the 2005 Annual Statement was the most recent statement when Fireman’s
Fund filed its original application on April 2, 2007, the amended application, filed
December 10, 2007, is the application at issue in this proceeding. Therefore, Fireman’s
Fund should have calculated the weights for its asset classes based on the data in its 2006
Annual Statement, and it should have calculated its projected yield on the asset classes
with data from the most recent three months preceding December 10, 2007.

Accordingly, Fireman’s Fund has failed to proved by a preponderance of the

evidence that the 5.12% projected yield it selected by Fireman’s is appropriate. FTCR has

' Ackerman Pre-Filed Rebuttal Testimony, 12:6-14:3.
'l Exhibit 2.18.
162 Schwartz Pre-Filed Direct Testimony, 34:1-35:14; Exhibit 415.
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demonstrated by a preponderance of the evidence that the proper projected yield for
Fireman’s Fund’s amended application is 5.48%.

VII Fireman’s Fund Does Not Qualify for Variance 2 (Recovery of Additional Costs
for Bona Fide Loss-Prevention and Loss-Reduction Activities).

A. Applicable Laws.

California Code of Regulations, title 10, section 2644.27, subdivision (f)(2),
provides, “The following are the valid bases for requesting a variance: §(2) That the
insurer should be allowed to recover additional costs for bona fide loss-prevention and
loss-reduction activities, provided the insurer can demonstrate loss reductions
commensurate with the increased expenditures.”

B. The Parties’ Contentions Regarding Variance (2).

Fireman’s Fund contends that the only logical way to apply this variance is to
permit the insurer to recognize loss prevention costs where they would otherwise be
excluded through operation of the efficiency standard. Fireman’s Fund has invested over
$1,370,000 in dedicated loss prevention activities, justifying a 1% increase in the
efficiency standard.'®?

CDI does not oppose this variance request.'®

FTCR contends that Fireman’s Fund has not proven that it incurred additional
costs for bona fide loss-prevention and loss-reduction activities or that Fireman’s Fund
has loss reduction commensurate with its increased expenditures. Some of the expense
items claimed by Fireman’s Fund are already included in its efficiency standard. Further,

Fireman’s Fund did not allocate these costs to its earthquake line of insurance.'®’

'3 Fireman’s Fund Post-Hearing Opening Brief, 37:18-24.

194 CDI Opening Brief, 1:23-26.
1% FTCR Post-Hearing Opening Brief, 34:6-38:8; FTCR Post-Hearing Reply Brief, 20:16-22:6.
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C. Evidence on Variance No. 2.

Bruce Petersen testified that Fireman’s Fund has invested significant funds in
developing specialized inspection programs, designed to ensure that homes are physically
sound for the purposes of preventing homeowners’ and earthquake losses from occurring.
The principal program is the “Risk Management Program,” by which a team of nine
engineers, supported by three support staffers in St. Louis, conduct on-site inspections to
evaluate earthquake risks and recommend remedial action. For example, an engineer will
evaluate a policyholder’s plumbing and, where warranted, recommend installation of
leak-detection devices. The salaries and related costs of this program are $1,120,584.
However, Mr. Petersen acknowledges that the work of the engineers is not dedicated
solely to preventing earthquake losses, and he cannot quantify any losses that have been
prevented by the work of the engineers. In addition, Fireman’s Fund has implemented a
“Proactive Claims Strategy, as a cost of $250,000, to effect prompt settlement of claims,
but Mr. Petersen cannot demonstrate any loss reduction commensurate with this
expenditure.'®®

CDI did not present any evidence or witness on this issue.

Mr. Schwartz claimed the data used by CDI to calculate the efficiency standard
include all of the expenses incurred by insurance companies, including expenses for loss

prevention and the cost of programs such as Fireman’s Fund’s Risk Management

Program and Proactive Claims Strategy. Therefor'e, the efficiency standard already

18 RT 498-520 (Witness Petersen adopting and expanding on Pre-Filed Testimony of Gary Raphael, 4:21-
8:16).
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reflects the costs of these ordinary loss-prevention activities. Further Fireman’s Fund has

not demonstrated loss reductions commensurate with increased expenses.'%’

. Conclusions on Variance No. 2.

Fireman’s Fund has failed to prove that it is qualified for the variance under
California Code of Regulations, title 10, section 26444.27, subdivision (f)(2). As used in
Variance No. 2, the term “additional costs” refers to those costs over and above an
insurer’s usual loss-prevention activities. Therefore, to qualify for this variance, the
insurer must demonstrate that it incurs costs in excess of the salaries and expenses paid
for inspection, reporting, and underwriting. Fireman’s Fund’s evidence does not
demonstrate that it has incurred such additional costs. Further, Fireman’s Fund’s
testimony about the loss mitigation impact of its programs demonstrates that the
programs do not focused on earthquake risk. For example, Mr. Raphael discusses the
impact of Fireman’s Fund’s efforts to reduce losses relating to catastrophic wildfires.'®®
Finally, Fireman’s Fund’s evidence explicitly fails to establish that it has realized
commensurate reductions in losses from its Risk Management Program and Proactive
Claims Strategy. In the absence of such evidence, Fireman’s Fund has not satisfied its
burden of proof in support of its Variance Request No. 2.

CDI’s acquiescence in Fireman’s Fund’s variance request is not dispositive in this
proceeding.

Since Fireman’s Fund has failed to satisfy its burden of proof, Mr. Schwartz’s

testimony for FTCR adds nothing to the resolution of this variance request.

197 Schwartz Pre-Filed Testimony, 40-43; Schwartz Pre-Filed Rebuttal Testimony, 36-40.
18 Raphael Pre-Filed Direct Testimony, 6:1-9: 8:10-15.
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VIIIL. Fireman’s Fund Qualifies for Variance No. 3(A) (Higher Efficiency Standard
Due to Higher Quality of Service).

A. Applicable Laws.

California Code of Regulations, title 10, section 2644.27, subd. ()(3)(A),
provides: The following are the valid bases for requesting a variance: (3) That the insurer
should be allowed relief from the efficiency standard due to any or all of the following:
(A) Higher quality of service, as demonstra&ed by objective measures of consumer
satisfaction.”

B. The Parties’ Contentions Regarding Variance (3)(A).

Fireman’s Fund contends that its evidence demonstrates that its customer service
is, by objective measures, superior in ways that matter most to consumers. Further, its
direct investment of $7.6 million in policy and claims management equipment and
software will directly improve its customer service.'®

CDI argues that Fireman’s Fund has failed to show how an unfinished
information technology project can be construed as an objective measure of customer
satisfaction. Further, CDI contends, Fireman’s Fund’s self-sponsored surveys show only
average to below-average customer service, while FTCR’s other objective measures of
Fireman’s Fund’s service show an even poorer record.' "’

FTCR posits that Fireman’s Fund’s evidence regarding future information
technology expenditures is irrelevant, since none of the upgrades have been implemented

in California. Like CDI, FTCR argues that Fireman’s Fund’s surveys demonstrate

: : 171
average customer satisfaction, at best.

169

Fireman’s Fund Post-Hearing Opening Brief, 40:19-43:14,
' CDI Opening Brief, 3-6.
"V ETCR Post-Hearing Opening Brief, 38-42; FTCR Post-Hearing Reply Brief, 22-24.
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C. Evidence on Variance No. 3(A).

Mr. Hupp testified regarding Fireman’s Fund’s $7.6 million investment in
information technology to develop a comprehensivé customer, policy processing, and
print system, to be fully implemented in California in 2009.'”? Since the improvements
have not been implemented, Mr. Hupp agreed that there is no objective measure of
customer satisfaction, and there is no guarantee that the improvements will be
implemented on time in 2009."'” As of today, no Fireman’s Fund customer has benefited
from the information technology improvements.'”

Mr. Loomis testified that Fireman’s Fund’s superior service is demonstrated by its
Net Promoter Survey data. Results show that 54% of its customers gave highest ratings
for “overall satisfaction” with Fireman’s Fund’s service, while only 46% of competitors’
customers gave competitors the highest rating; and 58% of its customers who had filed
claims gave highest ratings for “likelihood to recommend Fireman’s Fund to friend or
family member,” while 51% of competitors’ customers responded similarly regarding
their carriers.!”® However, where 54% of Fireman’s Fund’s policyholders selected the
highest level of satisfaction, the converse is also true: 46% did not indicate a high level of
satisfaction.!”® In another part of the survey, asking respondents to rank Fireman’s Fund
against seven competitors, the average of Fireman’s Fund’s rankings was only 4.4, just
over 50%.!”” Fireman’s Fund ranked fifth for “communicating in a caring manner,” sixth

for “having useful loss prevention information and education,” fifth for “providing

2 Hupp Pre-Filed Direct Testimony, 2-3; RT 320:12-23, 322:1-19.
13 RT 325:1-326:16, 330:12-23.

174 RT 331:4-6.

'75 Loomis Pre-Filed Direct Testimony, 2-3.

176 RT 375:11-376:12.

" RT 376:21-379:16, 382:8-18; Exhibit 701.
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multiple ways for customers to receive information,” seventh for “consistently offering
new services,” and fifth for “constantly improving with customers in mind.” Based on
these results, Mr. Loomis contended that Fireman’s Fund provided a high quality of
service relative to its competitors.'”® Mr. Loomis did not know how many of the
respondents had made a claim under an earthquake insurance policy.'”

CDI offered no witness on this issue.

Mr. Schwartz described three other measures of customer satisfaction. A 2007

J.D. Power National Homeowners Insurance Study showed Fireman’s Fund to be below

9% G 2% e

average in the categories of “overall experience,” “policy offerings,” “pricing,” and

“billing and payment.”l 80

A summary of CDI “justified complaint ratios” showed
Fireman’s Fund to be below average for the 2004-2006 period.'®" A summary based on
CDI market conduct examination reports showed that Fireman’s Fund had the third
highest claim-citation ratio out of 16 homeowners insurance companies and the highest
82

. [ . . . 1
complaint-citation ratio among earthquake insurance companies.

D. Conclusions on Variance (3)(A).

Fireman’s Fund has failed to prove that it is qualified for the variance under
California Code of Regulations, title 10, section 26444.27, subdivision (f)(3)(A).

Mr. Hupp described an information technology system that may improve the day-
to-day sales of Fireman’s Fund’s insurance policies, not limited to residential earthquake
policies. However, Fireman’s Fund has not even implemented the system yet, so it cannot

be the source of a higher quality of service or customer satisfaction today.

"7 RT 382:19-384:15, 393:7-394:6; Exhibit 434.

" RT 371:12-372:25, 374:14-25.

18 g hwartz Pre-Filed Direct Testimony, 44:18-45:10; Exhibit 419.

'8 Schwartz Pre-Filed Direct Testimony, 45:12-47:2; Exhibit 420.

"2 Schwartz Pre-Filed Direct Testimony, 47:4-48:5; Exhibits 421-423.
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Regarding Fireman’s Fund’s evidence of consumer satisfaction, Fireman’s Fund
did not demonstrate that it properly designed and executed its survey or that the survey
produced statistically significant results. For example, Fireman’s Fund did not adduce
testimony to demonstrate that its survey respondents represent the target population in
this case, California residential earthquake policyholders.'®* Mr. Loomis acknowledged
that Fireman’s Fund’s own survey results demonstrated that the company might provide
average customer service, at best. On the other hand, FTCR’s evidence demonstrates that
Fireman’s Fund has provided poor service on its earthquake insurance policies.

Accordingly, Fireman’s Fund has not met its burden of proving that it qualifies
for a variance under California Code of Regulations, title 10, section 26444.27,
subdivision (f)(3)(A), for a higher quality of service, as demonstrated by objective
measures of consumer satisfaction.

IX. Fireman’s Fund Does Not Qualify for Variance No. 4 (Higher Return on Equity
for Higher Investment in Underserved Communities).

A. Applicable Law.

California Code of Regulations, title 10, section 2644.27, subd. (f)(4), provides:
“The following are the valid bases for requesting a variance: § (4) That the insurer should
be allowed a higher or lower return on equity due to higher or lower financial investment
in underserved communities, as defined in section 2646.6.”

B. The Parties Contentions on Variance (4).

Fireman’s Fund contends that it qualifies for a variance under California Code of
Regulations, title 10, section 2644.27, subdivision (f)(4), because it has place $1.5 million

in investments through the California Organized Investment Network (“COIN"); it has

. . . . . d
'8 See Diamond, “Reference Guide on Survey Research,” Reference Manual on Scientific Evidence, 2™ ed.

(Federal Judicial Center, 2000) pages 239-248.
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paid its employees salaries in the approximate sum of $200,000, while they took time off
from their duties to perform volunteer work for community organizations; and it has
donated more than $4.5 million in equipment to municipal fire departments. Fireman’s
Fund claims CDI’s historical practice is to grant a 5% increase on the return on equity
factor where the bases for the variance are established.'®*

CDI contends that Fireman’s Fund’s activities, while laudable, are irrelevant for
Variance (4). Fireman’s Fund’s COIN investment is “a remarkably small fraction” of its
overall investments, and when compared to other insurers, Fireman’s Fund’s COIN
investments are not higher than its peers are. Further, Fireman’s Fund’s support of
volunteer work by its employees and contributions of equipment to fire departments do
not qualify as financial investments in underserved communities. (Ins. Code, §926.1.)'%

CDI also points out that Fireman’s Fund has not adduced any competent evidence
to justify its request for a 5% increase to its return on equity. CDI contends the sole basis
for a 5% adjustment was a double hearsay statement by Mr. Peterson that a Fireman’s
Fund attorney had told him that there was a rumor of a CDI practice of always increasing
the return on equity by 5%. CDI contends, but offered no evidence, that this has not been
the Commissioner’s historical practice with respect to Variance (4).1%6
FTCR contends Fireman’s Fund has failed to identify which of its purported

investments were made in underserved communities, the volunteer program is not a

“financial investment,” and the COIN investments are 94% below the average of

'8 Fireman’s Fund Post-Hearing Opening Brief, 44:2-45:4. However, the ALJ struck Fireman’s Fund’s

testimony in support of its donation to fire departments on the ground of relevance. (Order of Motions by
CD1 and FTCR to Strike Portions of Fireman’s Fund’s Testimony, etc., 12; RT 430:4-18.)

'8 CDI Opening Brief, 6-10.

1% CDI Reply Brief, 3-5.
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insurers” COIN investments. Further, Fireman’s Fund did not justify its request for a 5%

increase to its rate of return.'®’

C. The Evidence on Variance No. 4.

Mr. Alberts testified that Fireman’s Fund had invested a total of $1.5 million in
COIN-qualified investments, as of July 1, 2007, out of a total investment portfolio of $9.5
billion.'**

Ms. Berg testified that Fireman’s Fund had established a “Days of Sharing”
program, for the benefit of California’s underserved communities. The company
encouraged and paid for employees to volunteer for charitable organizations in their
communities during two designated weekends, each Fall. In 2006, Fireman’s Fund paid
approximately $200,000 to the volunteers.'®® However, Ms. Berg did not know whether
employees performed their volunteer work in underserved communities.'®® Further, Mr.
Alberts testified that the “Days of Sharing” program does not qualify as a COIN
investment.'*!

Mr. Peterson testified that he understood that, under old prior approval
regulations, if it was determined that a company was entitled to a variance based on
superior customer service, it would receive a 5% increase to the return on equity. Under
current prior approval regulations, the variance to return on equity is for investment in
underserved communities, so he assumed the company would receive the same 5%

. . fe, 192
Increase to 1ts return on equity.

87 ETCR Post-Hearing Opening Brief, 42-50.

18 Alberts Pre-Filed Direct Testimony, 2-3; RT 447:6-23, 451:13-452:13,

'* Berg Pre-Filed Direct Testimony, 2-3.

1% RT 353:10-354:17, 361:21-362:10.

I RT 440:7-11.

192 peterson Pre-Filed Direct Testimony, 16:7-22; Peterson Additional Direct Testimony, 4:12-27; RT
129:17-25, 130:10-131:2.
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Mr. Schwartz testified that the “Days of Sharing” program does not qualify as a
financial investment in underserved communities.'” He also compared COIN-qualifying
investment by Fireman’s Fund to COIN-qualifying investment by other insurers and
determined that Fireman’s Fund’s Coin investment was 94% below the industry
average.'™

D. Conclusions on Variance (4).

Fireman’s Fund has failed to prove that it is qualified for the variance under
California Code of Regulations, title 10, section 26444.27, subdivision (f)(4).

Variance (4) requires a higher financial investment in underserved communities.
By the testimony of its own witnesses, it is clear, that Fireman’s Fund’s “Days of
Sharing” program is neither a financial investment nor made in underserved
communities. While Fireman’s Fund has made some COIN-qualified financial
investment in underserved communities, that investment is below average compared to
the rest of the industry, and it is an insignificant portion of Fireman’s Fund’s own
investment portfolio.

Fireman’s Fund has not satisfied its burden of proof as to Variance Request No. 4
and does not qualify for a 5% increase to its return on equity or any increase at all
pursuant to California Code of Regulations, title 10, section 2644.27, subd. (f)(4).

FINDINGS OF FACT AND CONCLUSIONS OF LAW

1. All findings in this decision shall be considered to be either findings of fact or
conclusions of law. They should be read in conjunction with the discussion above which

explains the reasons for the determinations.

19 Schwartz Pre-Filed Direct Testimony, 51:11-52:20.
194 Schwartz Pre-Filed Direct Testimony, 51:109; Exhibits 424, 425, 437, and 438.
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2. The hearing was full and fair and allowed the parties a reasonable opportunity
to conduct discovery, present testimony and documentary evidence, cross examine
witnesses and submit pre-hearing and post-hearing briefs on the disputed issues in this
matter. |

3. In arate hearing, the Commissioner reviews Applicants’ proposed rates and
determines whether they are excessive, inadequate or unfairly discriminatory using the
methodology set forth in California Code of Regulations., title 10, section 2642.1, et seq.

4. The amended version of the ratemaking regulations contained in California
Code of Regulations., title 10, section 2642.1, et seq., effective April 1, 2007, applied in
this proceeding.

5. Fireman’s Fund bears the burden of proving by a preponderance of the
evidence that the requested increase will not result in excessive, inadequate or unfairly
discriminatory rates as defined in California Code of Regulations, title 10, section 2644.1,
et seq.

6. Fireman’s Fund established by a preponderance of the evidence the
. reasonableness of using the RMS computer model as one appropriate method for
calculating values allocation of reinsurance premiums among other jurisdictions and lines
of insurance. Fireman’s Fund’s use of the RMS computer model does not exceed that
which is permitted by applicable Regulations.

7. Fireman’s Fund proved by a preponderance of the evidence in this record that
the values it used to determine its requested 15% DCCE were appropriate. Fireman’s
Fund’s own data were unavailable, so use of substitute data, pursuant to California Code

of Regulations, title 10, section 2643.7 was appropriate.
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8. Fireman’s Fund’s proved by a preponderance of the evidence in this record that
its Projected Losses do not overestimate the effects of “demand surge.” Fireman’s Fund’s
use of the RMS model complied with California Code of Regulations, title 10, section
2644, subdivision (e), and ASOPs 38 and 39.

9. Fireman’s Fund’s proved by a preponderance of the evidence in this record that
its valuations for reinsurance premiums and recoverables are not excessive and do not
violate applicable regulations. Fireman’s Fund’s entered into its reinsurance agreements
in good faith, in arms-length transactions, at fair market value, and with acceptable
transfers of risks. Reinsurance from affiliates and from unauthorized reinsurers was
eliminated from Fireman’s Fund’s amended application.

10. Fireman’s Fund’s calculation of its requested 5.12% Projected Yield is not
supported by the evidence. Fireman’s Fund based that calculation on an inappropriate
data source (2005 Annual Statement). Fireman’s Fund should have used the data from its
2006 Annual Statement to calculate Projected Yield in the amended application, filed
December 10, 2007. The correct figure for Projected Yield is 5.48%.

11. Fireman’s Fund’s request for a variance under California Code of
Regulations, title 10, section 2644.27, subdivision (f)(2) is not supported by the evidence
in this record. Fireman’s Fund failed to prove that it had incurred “additional costs” for
bona fide loss prevention and reduction activities and did not demonstrate loss reductions
commensurate with such expenditures. CDI’s acquiescence in Fireman’s Fund’s variance
request is not dispositive in this proceeding.

12. Fireman’s Fund’s request for a variance under California Code of

Regulations, title 10, section 2644.27, subdivision (f)(3)(A), is not supported by the
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evidence in the record. Fireman’s Fund failed to prove that it provided higher quality
service. Fireman’s Fund did not adduce competent evidence of objective measures of
consumer satisfaction.

13. Fireman’s Fund’s request for a variance under California Code of
Regulations, title 10, section 2644.27, subdivision (f)(4), is not supported by the evidence
in the record. Fireman’s Fund failed to prove that it had higher financial investment in
underserved communities.

14. The regulatory ratemaking formula, without variance, indicates a rate increase
of 15.28%. On this record, the ALJ finds that a rate increase of 15.28% is reasonable.

ORDER

Based on the foregoing, IT IS ORDERED that:

1. The requested increase of 16.34% and all variance requests are rejected; and

2. A 15.28% increase is approved and shall become effective 30 days after the
adoption of this decision by the Commissioner or as soon thereafter as Applicants are
able to provide the necessary documentation to and implement the necessary changes
with the California Department of Insurance Rate Filing Bureau.

This proposed decision is submitted on the basis of the entire record in this
proceeding and I recommend its adoption as the decision of the Insurance Commissioner
of the State of California. % Lﬁ—v\
Dated: December 19, 2008

CHRISTOPHER R. INAMA

Administrattve Law Judge
Administrative Hearing Bureau
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