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VEDNESDAY, APRIL 9TH, 2025
MORNI NG SESSI ON

THE COURT: Please conme to order. Al right. Once
again, good norning. |'mKarl Fredric-Selignman,
Adm ni strative Law Judge presiding on this matter. Today is
April 9th, 2025, and we are here on the matter of the
stipulation and the rate -- in the matter of the rate
applications for State Farm General |nsurance Conpany, File
Nunmber PA-2024-00011, PA-2024-00012, and PA-2024-00013.

At the conclusion of yesterday's proceedi ngs we had j ust
taken the first witness in this matter after spending the
norning on a nunber of matters that were raised by the
parties, some of which are continuing in discussion and
deci si on-nmaki ng, and before we turn to that, | wll take
appearances starting with the carrier, State Farm General ?

M5. VELLI NGTON:  Katherine Wellington for State Farm
CGener al .

MR. MADDI GAN: M chael Maddi gan, Hogan Lovells, also
for State Farm General .

M5. MCKENNEDY: Good norning, your Honor. N kKki
McKennedy for the California Departnent of |nsurance.

MR. MONTGOMERY: Duncan Montgonery for the
Depart nent.

MR. PLETCHER  Good norni ng, your Honor. WII

Kennedy Court Reporters, Inc.
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Pl et cher for Consuner Watchdog.

M5. PRESSLEY: Good norning. Panela Pressley for
Consuner Wt chdog.

THE COURT: |Is that it for Consunmer Watchdog's
appear ances for today?

Good norning. Thank you everyone for being here, and
wel come back. | -- There was sonme filings since we |eft
yesterday. | wanted to touch base with the parties with
respect to whether those had been seen by everybody.
Specifically we had a declaration fromthe proffered w tness
Wat kins that was dealt with in in Iimne notion yesterday, and
an additional brief from Consuner Watchdog on the RBC matter.
Starting with the Departnent, have you had an opportunity to
review those material s?

MS. MCKENNEDY: Briefly, yes, your Honor.

THE COURT: Ckay. And as to Consuner Watchdog's
materials, has State Farm General had an opportunity to | ook
at that?

MS. VAELLI NGTON:  Your Honor, we reviewed them but
woul d request an opportunity to respond in witing, and we
could do that later today?

THE COURT: GCkay. 1'Ill revisit that inalittle bit,
and as to Consuner Watchdog, did you have an opportunity to
| ook at the declaration filing from State Farm General ?

MR PLETCHER: Yes, we did, your Honor.

Kennedy Court Reporters, Inc.
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THE COURT: Al right. As a matter of prelimnary
remar ks, although | understand there's an interest in |ooking
at those nore, or responding in a witten format, does anybody
have any prelimnary coments they want to nmake substantively
now?

M5. MCKENNEDY: Your Honor, the Departnent could
respond now to the supplenental declaration of Nancy Watkins?

THE COURT: Ckay.

M5. MCKENNEDY: Wth respect to the RBCratio
briefing that was submtted by Consuner Watchdog, we would
suggest perhaps we could do what your Honor suggested
yesterday, which is a voir dire of Ms. Shaw on the w tness
stand that might help elicit sone underlying facts to clarify
the RBC i ssues, and after that we coul d perhaps deci de whet her
further briefing or argunent is necessary.

THE COURT: (Ckay. Thank you. Further coment on
that, or indications as to whether or not that seens |like a
course of approach that is appealing? Yes?

MR PLETCHER: Yes, your Honor. Just to respond to
the declaration. You know, we reviewed it, but we essentially
understood it as sort of a, substantively, a type of notion
for reconsideration, or along those lines. As sort of a
nmotion for reconsideration for the one fact it seened to add
was sort of a subjective belief or understanding about the

conflict of issues, but we didn't see that as any reason to
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revisit your orders.

THE COURT: (kay.

MR MADDI GAN:  Your Honor, may | speak to the
decl aration briefly?

THE COURT: Yes. o ahead.

MR MADDI GAN. Wth respect to Ms. Watkins, you
requested yesterday that we nmake an offer of proof, and the
of fer of proof would be her original declaration, which as was
di scussed at |l ength yesterday, no one found to be problematic
in terns of scope, and her declaration filed | ast night, which
made cl ear that she did not rely on any confidenti al
information in any of the work she did to prepare that
information, and |'d further note, your Honor, that in this
matter of the interimrate hearing, the Departnment and State
Farm CGeneral have, as you know, stipulated to an interimrate,
so there's no adversity between us, which is another reason
why the concern about appearance of the conflict between
adverse parties is not the same here as it would be normally.

THE COURT: | appreciate that remark.

MS. MCKENNEDY: May | address that, your Honor?

THE COURT: Certainly.

MS. MCKENNEDY: | just want to start by saying the
Departnment believes that the Court was correct in excluding
the testinmony of Ms. WAtkins based on yesterday's rulings.

The Departnent has not, and is not waiving the conflict of

Kennedy Court Reporters, Inc.
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interest that is present when an expert is representing two
separate parties at the same tine in the same proceedi ng.
Nancy Wat ki ns has indisputably received confidenti al
information fromthe Departnment. Her declaration in the offer
of proof does not satisfy State Farnm s burden here.

She says in Paragraph 10, "In my opinion, none of the
information | was privy to on CDI's behalf would in any way
benefit SFGin this matter." First of all, she's not
qualified to opine on whether or not the confidential
information is of benefit to State Farm That is why State
Farm has the burden to show that no confidential information
was actual ly disclosed.

It's a matter of necessity. The Departnent can not know
what was or was not shared with State Farm nor can the
Departnent, or even Nancy Watkins for that matter, know what
woul d or would not be of benefit to State Farm General. Um
excuse ne.

Once the Departnment nmade its showi ng, than the rebuttal
of presunption arises that the information that has been used
or disclosed, or was used or disclosed in the current
enployment. This is a matter of necessity. The parties
seeking disqualification cannot know what confidenti al
information was actually discl osed.

Ms. Watkins says, "In this matter," not necessarily in

any matter. W just don't know what she's told them W

Kennedy Court Reporters, Inc.
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don't know what Consuner Watchdog is going to ask her, and |
go back to the fact that State Farmwas aware that M. Watkins
was working for the Departnment at the tine they engaged her.
They asked us to waive the conflict. W expressly did not.
They hired her anyway.

Ms. Watkins says in Paragraph 11 that, "I amnot aware of
any question that CWwould ask that would require nme to
di scl ose confidential information." Again, this does not neet
the standard. |t doesn't matter whether she is aware of what
CWnmay ask. The Departnent has asked CWto agree not to
cross-exam ne her on confidential information, and they have
not agreed to that, your Honor, and | understand why not.
We're not criticizing themfor that. They are entitled to a
full cross-exam nation of Ms. Watkins, but because of that, we
cannot agree to allow her to testify in this matter while
she's still consulting with the Department right now.

And in fact CWs exhibit list includes the contract
bet ween the Departnment, and MIIlinman, and Ms. Watkins, and so
at a mnimumit seens that they do intend to cross-exam ne her
on potential bias or conflict. This could be unduly
prejudicial, and this is why again we ask that her testinony
continue to be entirely excluded.

| also want to address State Farms comment that we are
on the same side in this matter. | agree that we have reached

a stipulation, actually two stipulations with State Farm but

Kennedy Court Reporters, Inc.
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as we tal ked about a |lot yesterday, it took us sone tine and
sonme efforts to reach agreenment with State Farm W are not
on the same side. The Departnment needs to be neutral. W are
trying to get to the right result. W are not party-oriented.
| wouldn't say we're opposing parties. | would say that
the Departnent tries very hard to not take sides, so we are
not siding with Consuner Watchdog or State Farm W stand
al one, your Honor. W're trying to get to the right result.

And finally, again, Nancy Watkins' contract says that she
shal | not engage in an actual or potential conflict of
interest. She said she determined there was no actual or
potential for conflict, but that's her opinion. The
Departnment believes otherwise. W believe there's an actual
conflict of interest.

And whet her there ends up being an actual conflict may
depend on whet her she actually opines on any of the aspects
whi ch she's consulted with the Departnent on, or whether the
new regul ati ons are used, but at a m ninum your Honor,
there's a potential for a conflict of interest, and we | ook to
the Actuary Standards Board which advises that transparency is
key when eval uating potential conflict. An actuary shall not
know ngly perform actuarial services involving an actual
potential conflict of interest, unless the actuary's ability
to act fairly is uninpaired. That's one.

Two, there has been disclosure of the conflict to all

Kennedy Court Reporters, Inc.
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present and known prospective principals whose interest would
be affected by the conflict. That was not done, your Honor.

And, three, all such principals have expressly agreed to
t he performance of the actuarial services by the actuary. W
do not agree, your Honor. She did not disclose, and we do not
agree. Her client asked us to waive. W refused. Based upon
all of that, she should be excluded. Her declaration sinply
does not rebut the presunption or satisfy State Farmis burden

THE COURT: Thank you. Remarks?
MR. MADDI GAN:  Just one. Two quick points, your
Honor .

The first is, just so the record is clear, in Paragraph
10 of the declaration that Ms. Watkins subm tted yesterday
eveni ng she states, "I have abided by ny contract with CDI,
and have not disclosed confidential CD information to State
Farm CGeneral , counsel, or anyone else."

And second, just to nake sure | was clear in what | was
saying, | certainly didn't, |I don't think I said, | didn't
mean to say that the Departnent was on any side. Only that in
the matter of the stipulation, which is what was at issue, the
adversity concerns that are present in some of the case, cases
are not -- are not the sane. That's all.

THE COURT: Thank you. Anything from Consuner
Wat chdog on this notion?

MR PLETCHER: Not hing further, your Honor.

Kennedy Court Reporters, Inc.
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THE COURT: Al right. So there being nothing
further, to the extent it was just designed, or I'll treat it
as a request for reconsideration, reconsideration is denied.
The original ruling is confirnmed.

| agree with the Departnment in this regard. It is not a
conclusion that there was sone form of nal feasance. It's
sinply an application of the law. Also, did not rely upon the
prof essional responsibility in making that determ nation, but
| did note that it seens to be consistent with the result.

As | indicated on the record yesterday, this witness is
disqualified, the declarations are struck. The declarations
will serve as offers of proof, not withstanding, and if the
parties want to tal k about nevertheless eliciting testinony
fromthis witness that would forman additional offer of
proof, we can talk about that, but 1'd rather you confer about
that first, and see whether or not that's sonething that's
necessary, a, and why, so that we can consider it if we need
to do that, or if the declaration is sufficient.

And to extent the point about the parties, | appreciate
the remarks fromthe Departnent, and also to the extent that |
have commented on it, to be very, very clear, when |'ve
i ndi cated alignnent, it is only in the sense of seeking
approval for the stipulation, because that's the Departnent's
current position, although it could change its position at any

time, soit's free to do that.
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Al right. It sounds Iike -- \Wat suggestions do | have
as to what you want to do given that we have the outstanding
briefing from Consunmer Watchdog, and having to deal with this
RBC i ssue?

| will share with the parties now that, you know, as
study it, | indicated already did yesterday, |I'mtroubled by
this plain | anguage that the statue indicates that Consumer
Wat chdog has an appropriate argunent. The Depart nment
acknow edged sone of that, | think, in oral comments
yesterday, but not withstanding, is taking the position, as is
State Farm that since the information relied upon public
sources, it should neverthel ess be all owed because of
Subsection Ato the statute, but, you know, | don't know t hat
that's really -- | can see that argunent, but the plain
| anguage, even in context is very restrictive, and |I'd ask you
to go back and | ook at the statutes before we talk about it
further, and 1'd also like to know, if you want to share with
me, if anyone is aware whether this has been raised in a
former rate case?

M5. MCKENNEDY: It was during the last State Farm
rate hearing, your Honor, and in fact CWoffered RBC evi dence
In rebuttal argument by its expert Allen Schwartz, and |
believe it took the sanme position that the Departnent and
State Farm are taking here, which is that RBC val ues derived

frompublicly available information is avail able for use.
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It's non-confidential, and it can be considered as part of the
overall rate proceeding.

THE COURT: But given your experience prior to that,
that was the only time in your experience? | don't nmean to
put you on the spot. If you want to decline to answer ne.

MS. MCKENNEDY: Well, that was 10 years ago, and |'ve
only been here for 13 years, so --

THE COURT: (Ckay. But you're not aware of other
cases where RBC was --

M5. MCKENNEDY: -- That was the |ast rate hearing,
your Honor, and it was 10 years ago.

THE COURT: | can certainly understand the appeal for
it, given all the presentations on it, and that uniquely in
this case perhaps, we're looking at matters that are
sol vency-oriented. Is that a fair way to put it?

At | east by presentation from State Farm CGeneral, and the
expert so far, but I, at the sane tine, as everyone is well
aware, at counsel table we sonetinmes have allotted thereto
t hat doesn't conformto lots of things, and | don't know that
| could read in an exception or exclusion to the -- to the
subsection below it, given the greater context, but | would
still like to have you talk, so if that happens, it's going to
make our work a little bit nore -- W have to navigate a
little bit differently, and that's why | want to -- to get

ahead of it now, if at all possible.
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Al t hough, the wtness was targeted -- The Departnent's
witness was targeted, with respect to the exanple in the in
limne notion, the relief sought was to exclude all evidence
across the case in connection with RBC evidence, so that's
whey | raised it when the first witness cane on yesterday,
cause | didn't -- | didn't -- | wanted to assess that up front
and see where we were going with it before -- before we get
too far and have to sort of change course.

M5. MCKENNEDY: Your Honor, if I may? | think that
m ght be an overly broad interpretation of the statute. As |
read it, it's trying to prohibit the Comm ssioner or the
Departnent from using confidential reports that the insurers
provide to the Conm ssioner or other regulators as part of
rat e- maki ng, because it doesn't want insurers to be both
statutorily required to provide those materials, and then have
those materials used against themin the rate-mnaking.

| believe that was the concern, so if these are
publicly-available data points that actuaries can use
i ndependently to cal cul ate the same sol vency measure or
measurenment, that is not prohibited by the statute is what |
bel i eve.

THE COURT: | appreciate that respect, and |
understand that, and | don't -- Wat | do want to say, is |
don't want to have a ruling resulting in cutting off our

ability to have a conplete record, because that defeats, for

Kennedy Court Reporters, Inc.
800. 231. 2682

20



https://www.kennedycourtreporters.com

© 00 N oo o b~ W N PP

N N NN NN P P PR R R PR
o A W N P O © W N O 0o »N W N P+ O

| ots of reasons, but including under the tinme constraints
we're operating, it also is not efficient, nor is it
expedi tious, which are sone of the cornerstones of having an
adm nistrative trial, so having things not considered, or not,
you know, sone how be able to be subject to review and
anal ysis, not w thstandi ng whatever | decide, is also a
problem which is why | brought up the voir dire option, but
we have other ways to do it too. It's just that we have to, |
think, if it's gonna be excluded, tease out what it is, so
it's very clear on the record what it is that constitutes the
excl uded evidence that's being just nmentioned because of the
-- the offer of proof.

MS. VAELLI NGTON:  Your Honor, may | respond?

THE COURT: Yes.

MS. VELLINGTON: So we'll submt sonething on witing
on this, but | think there are two separate terns, as M.
McKennedy is getting at. There is the RBC ratio. That is not
a statutorily defined termin Section C. It's not an RBC
instruction. It's not an RBC report. It's not an -- RBC
report. It's not an RBC plan, and it's not a revised RBC
plan. Those are each statutorily defined terms, and if you
| ook at the definition of each of those ternms, it is not
defined as an RBC rati o.

An RBC ratio takes two |lines of an annual report and

divides them It's sonething totally different, so |I think
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there's a little bit of confusion here. W are not seeking to
bring an RBC report, an RBC instruction, an RBC plan, or
anything like that into this hearing. W are sinply providing
testinony on the RBC ratio, which again, is publicly-available
information, and is not a statutorily defined termin Section
C, so we agree it's not confidential under A, Subsection A

but is also not a statutorily defined termunder Subsection C

THE COURT: Ckay.

M5. VEELLI NGTON:  Thank you.

THE COURT: Anything further today?

MS. MCKENNEDY: Your Honor, just that the Departnent
woul d i ke to nake an offer of proof if and when we coul d put
Ms. Shaw on the witness stand of this issue?

THE COURT: Ckay.

M5. MCKENNEDY: Thank you.

THE COURT: | won't forget that, because of ny
comrents. | neant, |I'mreally trying to guard the record, and
| know it slows us down, but it's better in the bigger picture
of things, because then if |I'mwong, sonebody el se has
sonething to look at, and it doesn't have to cone back down,
whi ch is not a good outcome, and those of you who have had to
do it, you know, it's very cunbersone, cause then we have to
brief, we have to reassenble, etc.

All right. So if |I take a recess, what amount of tinme do

you think is appropriate to sort of just ook at this a little
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bit nore? Talk about what it is you exactly want to do. |'m

hearing additional briefing. |'mhearing about thoughts about

how we tackle, you know, to right now the witness still has to

be subject to cross. Do you want to tal k anbngst yourselves

about that and nake a suggestion, or do you want ne to deci de?
| think it's worth counsel talking, at |ease for a few

m nut es about it, because you're about to do a

cross-exam nation. Are you still planning to do the cross?

MR. PLETCHER  Yes, your Honor.

THE COURT: So are you ready in that connection with
the cross to deal with -- try to distinguish what -- what was
in the RBC matters that you're concerned about?

MR PLETCHER: As currently planned, | don't think
we'll go into detail on the RBCissue. | think that was
covered on direct, and that was pointed out, and it's clear in
his decl aration where he's tal king about RBC, and where he's
not, so wth respect to Appel we're not planning to go into
that issue. That's the indication, and, you know, cross, you
never really know --

THE COURT: -- Sure. |'mnot holding you to it. |
just wanted to kind of deal with expectations, so in
connection with that then, your objections that you included
on yesterday's record, you think are targeted well enough?

MR PLETCHER: | think without a transcript -- You

know, we would |love to have a transcript, because the
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transcript would be able to specifically identify where the
RBC was di scussed, but to preserve that idea with respect to
his declaration, and the parts of his testinmony referencing
RBC, | think we would be able to identify that in very
detailed and granular as to line by line.

THE COURT: All right. You ready to go then?

MR PLETCHER. Yeah, we're ready to go.

THE COURT: Al right. So unless sonebody el se feels
differently? Al right. So recalling our expert, there you
are.

THE W TNESS: Your Honor, | apologize. | thought you
were going to take a break. My | just run to the restroonf

THE COURT: We'll take a break. Five m nutes.
Five-mnute break. W'I|Il conme back at 10:35. 1In recess til
10: 35.

THE W TNESS: Thank you

(Pause in the proceedings from10:29 a.m

until 10:35 a.m)

THE COURT: Al right. Back on the record after a
short recess. Parties proceeding with the exam nation of the
| ast witness, who is now nmaking his way to the stand.

|*ve been asked to rem nd everybody to speak about four
i nches fromthese mkes. See if we can do a little bit better
job with it. It helps even the reporter, as well as those in

the roomto hear, and anyone that's trying to listen in
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renotely. As a rem nder, you are still under oath. Counsel ?
MR PLETCHER: Thank you, your Honor.
CROSS- EXAM NATI ON
BY MR PLETCHER:
Q Good norning, Dr. Appel.
A Good nor ni ng.
Q If | can ask you to turn to Exhibit 103, which I

bel i eve was your declaration we were tal king about yesterday?

A Yes.

Q It want to turn your attention to a Paragraph 9 about
Page 3, Line 25 to 26 there?

A Correct.

Q Your declaration says that you have been asked to
focus your attention on questions related to State Farm s
econom ¢ and financial condition; is that right?

A Vell, it says, "SFG s".

Q Oh. Thank you, yes. And in this proceeding, we've
been referring to State Farmas both State Farm and SFG
correct?

A Right. Although I think we should probably be
careful about referring to State Farm General specifically, or
State Farm Mutual Auto Insurance Conpany. They are different
entities, and so if yesterday | was not as precise in speaking
to that difference, | will try to do nore so today.

Q Oh, that's fine, and | appreciate that distinction
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and these questions |I'mreferring to State Farm |'mtal king
about State Farm General. |If | want to talk about the parent
conpany, |'Il make that clear, but just tal king about State
Farm that's my habit, and |I'mtal king about State Farm
General .

A Ckay. Ckay.

Q Ckay. So your declaration, this is an economc
financial condition report. |It's focused on that, correct?

A | think it states in Paragraph 9 exactly what it's
focused on. Part of it is to provide an overview of State
Farm CGeneral 's financial condition, and another part of it is
to respond to Consuner Watchdog al | egati ons, and anot her part
is to talk about the inplications of the financial condition.

Q And in fact, in Paragraph 9 you do describe this. |If
we | ook to 9-A on the next page, you say you're giving an
overview of State Farm-- SFG s financial results over the
past decade as part of what you're doing, correct?

A Correct.

Q And that you're doing this based only on
publicly-available information?

A Correct.

Q And you're assessing the regul atory and market
i nplications of SFG s current surplus?

A Yes.

Q And you're assignnent here, or part of it was to
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provide an opinion as to whether it would be reasonable for
t he Conm ssioner to approve the proposed stipulation in this
matter?

A Yes. Provided that.
And Dr. Appel, you're not an actuary, correct?
That's correct.

You' re an econom st ?

> O > O

I am

Q Ckay. So when we | ook in Paragraph 9, when you're
assessing the regulatory and market inplications of SFG s
current financial, or sorry, current surplus position, you
don't nean the regulations with respect to setting rates?

A No. I'mtal king about the inplications for the
mar ket given State Farms -- State Farm CGeneral's current
sur pl us.

Q And | understood your testinony yesterday, as you
wer e di scussing that, you were tal king about the various
potential regulatory action |evels regarding the surplus?

A Correct.

Q And those are the regulations you' re generally
referring to here in Paragraph 9-B?

A Well, | talk about it sort of at greater length in
t he remai nder of the testinony. The regulatory inplications
are potential concerns about the conpany's solvency, and the

possibility that it could be placed into probation or
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receivership, or under strict regulatory oversight, so that's
one aspect of it.

The market inplications, | think, | discussed are
different. The market inplications are if the --

THE REPORTER: |'msorry, Doctor. |I'msorry. |
can't hear you.

THE WTNESS: |'msorry. |f the conmpany's rating
declines due to its current financial condition, then the
mar ket inplications could be very severe, and | think I
menti oned sone of themyesterday, but nost prom nently, the
fact that up to a mllion policies could be placed on the
market, and that's just honeowners policies placed on the
mar ket .

BY MR PLETCHER:

Q But these regulations, you would agree that these
regul ati ons regarding action levels and so forth are a
separate set of regulations fromthe rate-setting regul ations,
correct?

A Yeah. They're -- | think that's correct.

Q Ckay. And your declaration, you don't include a rate
| evel cal cul ation?

A No.

Q And you don't discuss the Departnent's rate
tenpl ates, or the rate-making fornula under Proposition 103

anywher e?
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No. That's not part of ny assignment.
Ckay. |If you could turn to Paragraph 12?
' mthere.

You' re ahead of nme.

> O > O >

| hope | stay that way.

Q On Page 6, approximately Lines, sort of 16 to 19, you
state that, "Insurance rates are supposed to include a profit
provision that provides the insurer wwth a fair and reasonabl e
return on capital, and in general if insurers earn that fair
return and retain the earnings in their firm that wll
provi de surplus growmh sufficient to neet the growi ng needs of
t he conpany," is that correct?

A Yes.

Q And in fact, the Departnent's prior approval rate
tenplate, that includes a profit provision, right, that has a
built in rate of return?

A. There is, as | best understand it, a rate of return
and a profit provision built into the tenplate.

Q And under these regulations insurers are entitled to
a profit of a maximumof the risk-free rate, plus about six
percent, correct?

A That's ny recol |l ection.

Q And the risk-free rate we're tal king about that in
the regul ati ons, that neans the average of the short, and

intermedi ate, long termU. S. governnent bonds? |s that how
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that's cal cul at ed?

A | don't recall the details. That sounds correct, but
| was not attending to that portion of the rate filing.

Q | want to turn to your exam nation of State Farms
mar ket share for the past several years, so let's nove to
Par agraph 517

A Ckay.

Q You state in Paragraph 51 that SFG s market shares
stood at 19.7 percent in 2015, and was 19.5 percent in 20247

A That's correct.

Q So those are, you know, approximately the sane
nunbers, or .2 percent apart, but nore or |ess the sane?

A Correct.

Q But if | understood sort of some of your further
expl anation yesterday, if we're |ooking at that past decade,
2015 to 2024, the market share is sort of a U shaped dip,
correct?

A Yeah. A very broad U, not very sharp D

Q Yeah. So the endpoints are simlar?

A Mm hmm

Q But in between it goes down, and then it cones back
up. That's what we would nean by a U shaped curve?

A Yeah.

Q And during this sane tinme frame, 2015 to 2024, up

until the recent approval of the 20 percent increase, State
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Farmin that tine frane either applied for no increase, or a
6.9 percent increase?

A Coul d you say that again?

Q Sure. Over the tinme period we're |ooking at, this
U-shaped curve, during that tinme period, excluding the nost
recent 20 percent increase that State Farmreceived, during
that tine, the increase was either 6.9 percent, or they
requested no increase?

A. That sounds correct, but | would like to |l ook to the
-- M. Arnstrong's supplenental declaration, because he has a

table there, and I1'd like to confirmthat statenent?

Q Sur e.
A So can you point ne to where that is in this binder?
Q |"mnot sure that's in the binder, but we m ght have

to get it from sonepl ace el se.
A | have a copy of it.
Q You have a copy of it? Sure. GCkay. That'd be very
hel pful .
(Brief pause in the proceedings.)

THE COURT: The record will reflect that the w tness
is leaving the stand to retrieve sonething. The document he
W shes to refer to.

(Brief pause in the proceedings.)
THE WTNESS: So |I'mturning to the page that's five

pages fromthe end of the docunent that has a heading call ed,
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"Exhibit M, and this is an attachnent to the supplenent to

t he declaration of Benjam n Arnstrong, and here it shows that
there were rates requested of 6.7 percent twice, and 6.0
percent once during that period that you nmentioned before the
20 percent increase in 2023.

BY MR PLETCHER:

Q Thank you. | appreciate that clarification. So
think we're in agreenment here that it was either a zero
percent increase, or an increase in the 6 percent range?

A You' re tal ki ng about what was requested, not what was
approved?

Q Yes, right.

A Yes. 6.2.

Q Ckay. Now, | understand the bottomof this U shaped
curve that for market share that we've been discussing, and
|"'mjust talking broadly, I'mnot trying to get a specific
day, but that would be approximately 2018 as where the market
share bottoned out?

A In 2017, but according to M. Arnstrong's declaration
-- I'"'msorry. 2018.

Q Ckay. So it sounds |ike we agree on approximately
20187

A Yes.

Q And that's sort of the same year you see these series

of 6 percent increases start?
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A Vell, | mean, the 6 percent rate request, it was a
6.9 percent rate request filed in 2015. That was the subject
of that proceeding that | discussed briefly yesterday.

Q But there in 2018 we've got another 6.9?

A Yeah. That was, as | understand it, filed while the
precedi ng case was still in dispute, and so it was a filing
made based on new data, but it was during the pendency of the
proceedi ng --

Q -- | understand. Thank you. And just as a -- Taking
a step back here, just as a matter of supply and demand, |
hope you' |l agree that all else being equal, consuners wll,
you know, usually prefer the |ower-priced product anong the
choi ces?

A O like grade and quality?

Q Yes?

A There are many insurance products on the market, and
| wouldn't say every one is of the |like grade and quality as
State Farm Ceneral .

Q But just as a general economic principal, all else
bei ng equal, the |owest price should be the preferred price?

A Wthout the qualification of |ike grade and quality
that's not correct, but wth that qualification, | would
agr ee.

Q Ckay. And that' what I"'mtrying to get at with the

all else being equal, to nmake those things equal, so what
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we're really | ooking at would be price being the choice? And
you' d agree with that?

A Yes.

Q Now, you say in your declaration, and this would be
at Paragraph 10, specifically 10-A, that, "State Farm s
surplus declined due to persistent underwiting |osses.” That
shoul d be about Lines 20 to 21?

A Yes.

Q But you al so don't dispute when you're addressing
Consumer Wt chdog' s presentation about reinsurance, that State
Farm pai d about 3 billion dollars to the parent conpany in
rei nsurance prem uns?

A | believe that they were tal ki ng about the net cost
of reinsurance, but the 3 billion dollar figure is one that
appears in the docunents.

Q And then in Paragraph 24, you give an exanple of, you
know, potential |ower cost reinsurance deals as your
addressing this topic, but those are purely hypothetical,
correct?

A Yeah.

Q Take a nonment to turn to Paragraph 24?

A Yeah. | said in the beginning of that paragraph,

"Consider the follow ng hypothetical,” and | al so note that
the hypothetical is what if State Farm General had been able

to buy reinsurance at half the net cost, but |I'mvery careful
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to say |I'mnot suggesting that that woul d have been possible.
It is purely for illustration.

Q Thank you, | appreciate that. | want to return here
tothe interimrate. You concluded that the interimrate is
I ncreased, and that's reasonable and justified? That |anguage

woul d be in Paragraph 10-E of your declaration to help you

out ?
A Ri ght.
Q And that's correct?
A Yeah.
Q Reasonabl e and justified?
A | thing that's repeated towards the end. | believe

that's repeated at the end. That's a summary concl usion |
draw fromall of the analysis |'ve done.

Q Now, we di scussed how you didn't use a rate tenplate,
or a rate-making formula, correct?

A That's correct.

Q And you wote that, "The interimrate increase is not
only reasonable and justified, but critical"?

A Yes.

Q But there's no analysis in your declaration show ng
that the current rate is plainly invalid, right?

A | did not conduct an actuarial analysis as part of ny
summary, no.

Q So you didn't analyze whether the proposed interim
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rate is within the allowabl e ranges under 10 CCR, Sections
2644.1, .2, .3?

A | did not do or performa rate analysis using the
rate tenplate. My conclusions are based on ny anal ysis of
State Farm CGeneral's financial condition, and the inplications
of that with the California homeowners insurance market, and
that's the basis for nmy conclusion that the interimrate is
fair and reasonable. That, along with the fact that | see
virtually no downside risk to granting that.

Q You also refer to the WAll Street Journal article
that was cited by Consumer Watchdog containing certain

al l egations about State Farms pricing strategies, correct?

A Yeah.

Q That's Paragraph 10-D?

A Ch, okay. GCkay. |'mthere.
Q Did you read the article?

A Yes.

Q Ckay. The article discusses risk exposure in
speci fi ¢ nei ghborhoods, Pacific Palisades, and sim|ar areas.
You recall that?

A | don't recall the details.

Q kay. Your market share anal ysis, however, when you
were | ooking at State Farmis market share, that was a
st at ewi de anal ysi s?

A That's the only kind | could do based on
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publical | y-avail abl e dat a.

Q kay. So you were you not |ooking, you know, at
nei ghbor hoods or ZI P codes?

A No.

Q Ckay. |If we go back to your conclusion about the
interimrate being reasonable and justified a little bit, you
expand on that a little bit in Paragraph 10, and you say, "The
interimrate increase is not only reasonable and justified,
but in fact is critical to the health of SFG and the hone
I nsurers mar ket ?

A Cal i forni a honeowners insurance.

Q Thank you. Yes. That's what you -- one of your
concl usi ons?

A Yes.

Q Ckay. And | think you testified yesterday, if
under stood you correctly, that you thought perhaps 600, 000
honmes could go on the nmarket due to nortgage concerns if State
Farm doesn't get this rate?

MR MADDIGAN: | think that -- Cbjection. | think
that m sstates his testinony, although he can clarify.

THE W TNESS: 680,000 is the nunber, | think, | put
in there based on an assunption that State Farm --

THE REPORTER. -- Doctor, | can't hear -- Doctor, |
cannot hear you. 680, 0007

THE WTNESS. ['msorry. 680,000 based on an
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assunption that State Farmwites a mllion homeowners
policies and that 68 percent of homeowners have nortgages,
which is based on the census data that we tal ked about
yest er day.
BY MR PLETCHER:

Q Ckay. So --

THE COURT: Just a noment. WAs the answer sufficient
to clarify the record despite your objection, Counsel?

MR MADDI GAN: | don't think so. | think -- | don't
t hi nk so.

THE COURT: Ckay. As a rem nder, please pause when
there's an objection so we can address it. Can you rephrase
that, or restate that, please?

MR MADDI GAN: Yes. If | heard the question
correctly, | thought it asked about honmes being put on the
mar ket, rather than honmeowners policies being forcibly
cancelled, and | don't believe the witness testified about the
hones being put on the market. He can speak to that, but |
think --

THE COURT: -- As far as scope, so it's as to scope
on the direct? |Is that what you're worried about, or you said
it's msstating the --

MR. MADDI GAN:  -- M sstating the prior testinony.

THE COURT: What was the question, so we can clarify

that? You got away from ne.
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MR, PLETCHER  Sure. The question was, "I thought
you testified yesterday that 680,00," | revised that, "hones
could go on the market due to nortgage concerns,” and that's
how | understood the testinony yesterday.

THE COURT: GCkay. So you can answer yes or no to
t hat ?

THE WTNESS: That was not what | was saying. | was
sayi ng that 680,000 honeowners that currently have State Farm
I nsurance m ght have to find or seek alternative insurance
coverage, because if State Farmis ratings are pushed bel ow t he
m ni mum | evel s required by Fannie Mae, and Freddi e Mac, and
t he banks, then the nore -- the insurance wll no | onger serve
as protection of the collateral of the hone. That's what |
meant to say. Not that 680,000 hones were going to be placed
on the market for sale. Not at all
BY MR PLETCHER:

Q Ckay. Geat. | msunderstood you yesterday with
that testinony.

A | think everywhere where |'ve spoke to this issue in
ny testinmony, | tal ked about insurance serving as coll ateral,
and policies, or a large block of policies being placed on the
market. | don't believe | ever referenced anywhere hones
bei ng pl aced on the market for sale, so --

Q -- Okay. And I | agree with you as to your witten

testinmony. | just m sunderstood your oral testinony
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yest er day.

A Ckay.

Q |f we could go back to the interimrate is critica
to State Farm and forgive ne if | mssed it, but you didn't
nane that interimrate anywhere in your declaration?

A Vell, at the tine | was witing the declaration, I
think the stipulation had proposed 21.8 percent, and |
understand that the revised stipulation, the supplenental stip
reduces that to 17.0, but | was just tal king about whatever
the parties have agreed to, | believe it's absolutely
necessary both to imedi ately assist State Farm General in its
current financial condition, and also to send a signal to the
mar ket that State Farm General is here to stay.

Q What ever the parties agree to?

A Wl l, as between 17 and 21.8 percent, yes. \Watever
the parties agree to, and | believe that State Farm woul d not
agree to sonething that was denonstrably inadequate or
woul dn't serve the purpose of attenpting to restore sone
senbl ance of financial condition.

Q But you haven't anal yzed rates, so you don't have an
opi ni on whet her 20 percent or 17 percent is critical to the
health of State Farnf®

A |'mrelying on State Farmto do that analysis, and if
they cone to agreenment with the Departnent as to a particul ar

val ue, |'mnot going to second-guess that, and you're right.
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| haven't done any anal ysis that woul d support any specific
figure.

Q And | appreciate what you're saying about State Farm
is likely to select a nunber that's protective of its
interest, on the |low end, but you didn't test the upper --
upper bound of that particul ar nunber?

A | didn't do any rate anal ysis of any kind.

Q Ckay. And you'd agree in general the self-interest
of State Farmwould be to have as high a rate as possible that
coul d be approved?

A | woul d not necessarily agree with that.

Q Go back to Paragraph 10 here. You wite, and again
this is in 10-E, "The interimrate increase poses no risk to
pol i cyhol ders.” That's on Page 5, Lines 25 to 26.

A | see that.

Q And that's -- that's correct?

A The sentence continues on. "The stipulation includes
terns that require SFGto pay refunds to policyholders if the
interimrates proposed in this filing are determ ned to be
excessive." That's an inportant clause of that sentence.

Q Let's explore this risk to policyholders. Not
wi t hst andi ng what you've got here in your declaration, | heard
you yesterday acknow edgi ng hi ndrances, | believe was your
word, to policyholders froman interimrate?

A What word did you say?
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Q
A
remenber
Q
that's --
A
Q
poses no
A
the rate
Q
agai n her

SFG s cur

and t he absence of

H ndrances?
Maybe you can point to it

usi ng that word.

in the record. | don't

Unfortunately, we don't have the transcript, so

' mgoing off nmy notes.

Yeah.

Ckay. Is it still your position that an interimrate

ri sk to policyhol ders?

Yes. Because refunds with interest will be paid if

that is inplenented is determ ned to be excessive.

| think you enphasized this point in your declaration

e in the same paragraph.

rent financial condition,

You wote, "In light of

the benefits to the market,

risk to policyholders, it seens obvious

that the interimrate should be approved.” |s that correct?

A And i npl enented as soon as possible, yeah, that's
correct.

Q So you see no risk here for policyhol ders?

A There's -- There's no obvious economc risk to the
policyhol ders. There is perhaps a deferral. |If the rates

were ultimately determi ned to be excessive, and refunds had to

be paid with interest,

t hen the policyhol der woul d have

advanced sone funds to State Farm CGeneral, but they woul d be

recei ving back those funds with interest.

Q

Let's -- Let's tal k about

t hat, cause now we're
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moving away fromthe interimrate, and -- and the process of
potential refunds, or just talking about advancing funds. Now
as an economi st, you'll agree that if | give you $600 right
now, because you prom se to pay ne back in one year, there's
real risk to ne, right?

A O what ?

Q That you won't pay ne back?

A | think the risk associated with that instance is
virtually none.

Q That may be true. You m ght keep your prom se to pay
me back, but, you know, even if you pay nme back on tine, in
one year, | still -- | don't have the noney that noney during
t hat year, correct?

A Right. The interest is the conpensation for the risk
you' re bearing, and the tine that noney --

Q Right. Part of that value could be captured by
Interest rate, but there is still cost. There's an
opportunity cost to nme not having that noney, and | gave it to
you for a year?

A That's the tine-val ue-of-noney part, and the risk
part is the part which is additional conpensation above and
beyond the tinme value of noney to reflect the risk of the
counter party. | nmake a loan to you, and it's possible you
won't pay it back. |1'mgoing to charge you nore than the risk

you made to nake that | oan
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Q Ri ght.

A So both things are accounted for.

Q Yes. And if you and | agree to an interest rate for
this noney |I'mgoing to advance you, that's one thing. |If a
third party is setting the interest rate, and it's not the
interest rate | would select, then that's a real loss to ne
too, right?

A | don't know. Maybe they would set it higher.

Q They might. But the point is, $600 to one person is
different than $600 to another as far as how they value it,
and the tinme that it's gone?

A That's certainly possible.

Q And under the stipulation, if it's accepted, there's
no additional features for consuners other than paying a
hi gher rate? You' re not aware of any additional policy
enhancenents, or anything that they're getting for paying a
hi gher rate? Any changes?

A Not that |I know of. Not that |'ve seen in the
stipul ati on.

Q So as you understand it, nothing changes with respect
to the policies fromthe consuner's perspective, other than
there's a higher rate?

A Yeah. That's what happens when costs exceed revenue,
i's you have to charge higher rates.

THE COURT: Counsel, can | just inquire what you're

Kennedy Court Reporters, Inc.
800. 231. 2682

44



https://www.kennedycourtreporters.com

© 00 N oo o b~ W N PP

N N NN NN P P PR R R PR
o A W N P O © W N O 0o »N W N P+ O

estimate is on the further cross? Looking at taking a short
br eak.
MR PLETCHER: | think we will wap up here in a few
questions, your Honor.
THE COURT: Ckay.
BY MR PLETCHER:
Q Yest erday, you testified the primary role of the

| nsurance Commi ssioner is solvency protections for insurers,

correct?
A | think I -- Inny witten testinmony | think | said
absent -- | understand that insurance conm ssioners have

multiple roles, but fromny view, the primary role is to
mai ntai n sol vency of the conpany's under that Comm ssioner's
jurisdiction.

Q That's your opinion?

A Yes.

Q kay. Now, here in California, you're aware that the
el ected insurance conm ssioner position was created by
Proposition 103, correct?

A Yes.

Q And Proposition 103 is a consuner protection
initiative?

A It was a initiative to roll back rates by 20 percent,
and then to inpose a different regulatory regine in

Cal i forni a.
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Q And that regulatory regine is prior approval for
rates?

A Yes. Wth the exception of workers conpensation
rates, | think.

Q And part of that prior approval process includes
public participation?

A Under certain circunstances, Yyes.

Q So woul d you agree that the Conm ssioner also has a
role in enforcing California' s insurance consuner protection
| aws under Proposition 1037

A Vell, | certainly believe the Comm ssioner has a role
In enforcing the provisions of Proposition 103 --

MR. PLETCHER: Thank you. | appreciate your tine. |
have no further questions, your Honor.

THE COURT: Al right. Before we get to redirect,
we're going to take a break, so we are going to recess until
11:30. Recess until 11:30.

(Pause in the proceedings from1l: 14

until 11:31 a.m)

THE COURT: All right. Back on the record. Resum ng
after a norning break, late in the nmorning, with continuing
exam nation of the witness. Now, | think the posture, unless
there's anything nore from Consuner Watchdog for redirect, is
t he Departnent gonna ask questions of this wtness?

MS. MCKENNEDY: Yes, your Honor. The Departnent has
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just a few questions.
THE COURT: Pl ease go ahead.
M5. MCKENNEDY: Thank you.
CROSS- EXAM NATI ON
BY M5. MCKENNEDY

Q Good norning, Dr. Appel.

A Mor ni ng.

Q | was going to ask you, you just spoke about the
potential risks of a $600 |oan to policyholders for State Farm
if they have this interimrate approved, even if it's subject
to refunds with interest, there's still a risk. Do you recal
that testinony froma few nonments ago?

A | think | said that | thought the risk, the counter
party risk for failure to pay was virtually none.

Q Thank you for the clarification. | just want to find
out, in exchange for the $600 increase in rates, or whatever
the actual increase is, what are the State Farm Genera
pol i cyhol ders getting in return?

A They're getting insurance coverage during the period
of time the policies in place.

Q |f State Farm General doesn't get this interimrate,

I n your opinion, are there any risks to these State Farm
Ceneral policyhol ders?
A | think there's certainly a risk that in the event of

anot her | arge significant catastrophic event the conpany
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becones insol vent.

Q And if State Farm General doesn't get this interim
rate, are there any risks to the California insurance market
as a whole, in your opinion?

A Absol utely, because regardl ess of insolvency, as |
stated quite extensively in ny declaration, the inpact on the
mar ket of a reduction in credit rating, financial strength
rating, State Farm General would have potentially very serious
I mpl i cations marked.

M5. MCKENNEDY: Thank you, Dr. Appel. No further
questions fromthe Departnent, your Honor.

THE COURT: Al right.

MR MADDI GAN:  No redirect fromus.

THE COURT: |s there any reason that this w tness
cannot be excused? Any reason this w tness cannot be excused?
All right. Hearing none, thank you for your testinony. W
appreci ate your tinme today and yesterday. You are excused.

DR APPEL: Thank you, your Honor.

THE COURT: So during the break | received additional
filings. This one from State Farm General, opposition to
Consunmer Watchdog's notion that has been the subject of our
di scussions earlier and yesterday about excluding the RBC
evi dence.

Wio -- Has anyone not seen that? | don't nean that

you've read it, and digested it, but you ve at |east seen it?
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M5. MCKENNEDY: Your Honor, the Departnent did see
it, and we essentially approve of the sanme argunents that
State Farm CGeneral's counsel is making. W do renew our offer
of proof with respect to Ms. Shaw s testinmony. W remain
confident that we can clarify this issue.

THE COURT: And with respect to Consuner Watchdog,
have you | ooked at that in connection with your position yet,
or do you need to still do so?

MR. PLETCHER If | could have a nonent, your Honor?
There we go. W have received it, and I'll say, skimed it.
| did get it here in the e-mail. At this point, you know,
we've put in our briefing, and State Farmis put in theirs, and
we' d appreciate an opportunity to reply.

THE COURT: GCkay. You want to reply to their -- to
their response?

MR PLETCHER. Well, they put in their opposition,
and we'd like to be able to reply.

THE COURT: Ckay. Wen do you think you could be
prepared to do that?

MR PLETCHER: We'Ill put it together as quickly as
possible. W were able to nmeet our expectation to get it in
| ast night, and we'll try to do that as quickly as possible as
fol ks are available to work on it.

THE COURT: | appreciate that. Just |I'm concerned

about how we navi gate, you know, continued testinony given the
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broad request, and the notion to begin with to exclude all
evidence in connection with it, so we toed the line here on
this one, but I don't want to have a cluttered record that is
hard to -- to extract what's what.

MR PLETCHER: | appreciate that concern. W are,
you know, prepared to go forward, like we did with Dr. Appel,
to identify things retrospectively, if your Honor were to
agree that this evidence should cone out. That's sort of the
best solution | could think of to keep this proceedi ng noving,
and al so to sinmultaneously address this issue.

| acknowl edge with Ms. Shaw coul d be a nore conplicated

endeavor than Dr. Appel, that they are sort of in different

categories there. That's -- Sitting here, that's the best
proposal | could think of, and certainly open to other ideas
as wel | .

THE COURT: Well, let's be clear. M. Shaw, | did
di squalify her, so we could -- subject to -- subject to that.

MR. PLETCHER:  Yeah.

M5. PRESSLEY: Your Honor? My |?

THE COURT: Ch, absolutely, yes.

MS. MCKENNEDY: |'m prepared to cross-exam ne Ms.
Shaw, and | don't plan to cross-exam ne her on her RBC
analysis. | have sone questions, as you suggested, that we
coul d ask her how she -- the testinony that she has in her --

t hat she consulted, or she considered the RBC i nstructions,
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that wll go to the issue that we're tal king about in the
notion, and in just the limted tinme that | had to review
State Farm s opposition, they actually say that they're

| eaving to the Departnent to address that issue. They said,
"Ms. Shaw states that she consulted the NAIC instructions,"
which we raised in our brief that you clearly are not all owed
to consider in a rate proceeding, so regardless of, you know,
t he arguments about what constitutes a report or the ratios,
she clearly said that, so | think our argunent still stands
that she violated the statute, and so that information cannot
be used.

M5. MCKENNEDY: Your Honor, | woul d object, because
that m scharacterizes Ms. Shaw s decl aration testinony, and
again, | offer to provide an offer of proof to explain those
statements in her declaration. | would also say if that is
the problematic set of a fewlines in her declaration, the
solution is to exclude and strike those |ines, but not exclude
or disqualify her as a w tness.

She is the Departnent's only witness. | am confident the
Conmi ssi oner wants to hear fromher, and if you are inclined
to disqualify her as a witness, CD immediately requests the
opportunity to respond in witing.

THE COURT: | didn't disqualify her. | msspoke. |
disqualified Ms. Watson, so the record will reflect that those

coments were to Ms. Watson, if in fact we were to go to that
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route.

M5. MCKENNEDY: Thank you.

MS. PRESSLEY: Yeah. | would just have one response
is that our notion specifically identified in Ms. Shaw s
decl aration the specific lines and page nunbers that we're
seeking to strike, so we're not tal king about disqualifying.

THE COURT: Okay. What | was trying to do is
outline, when you have a witness that's disqualified |ike
Wat son, and you approach the entire thing if you're going to
solicit -- whether it's, the context is voir dire, or just
understand that the entire presentation is an offer of proof.
It's easier than if we're trying to tease out, but that's also
consistent with what -- what | had suggested yesterday, and
just consistent with your coments now.

You know, just trying to make sure that the record can

di scern which is which to the extent it beconmes an issue with
respect to considering the evidence, if it's in or out, and
whenever we're trying to do that, so, you know, you could
tackle it by trying to handle it in two parts, but that
doesn't necessarily lend itself to exam nations very well, so
I"'mtrying to acconmodate the parties and not, you know, mnake
it harder. It sounds |like you' re on sane page |I'mon, so that
sounds good.

MR. PLETCHER. And one further update, if | may, your

Honor? |'m hopeful that, based on update | just received,
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that we woul d be able to get a reply brief in perhaps soon
after the lunch break.

THE COURT: Ckay.

MS. MCKENNEDY: Your Honor, perhaps the Departnment
could have the opportunity to file an opposition first, before
they file a reply brief? | guess if they want to file two
reply briefs? But --

THE COURT: You want to wait for their opposition?

MR. PLETCHER: If there's going to be a witten
opposition, then | prefer to handle it --

THE COURT: Yeah.

M5. MCKENNEDY: Thank you, your Honor.

THE COURT: So what does your timng | ook |ike, cause

you' re here?

M5. MCKENNEDY: |'m here, your Honor. | believe,
sone tinme tonight, but probably you'll be sleeping, so |
i magine you'll look at it first thing in the norning.

THE COURT: Maybe. Maybe.

MS. MCKENNEDY: | hope you'll be sleeping, your

Honor .

THE COURT: Presunptions, presunptions. So you want
to take the next witness? Call the next wtness? W're at a
quarter to noon?

MR MADDIGAN: It's up to the Court. W' re happy to

start with our next wtness, or --
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THE COURT how | ong do you think the direct is?

MR MADDI GAN:  More than 15 mnutes, but |ess than
Dr. Appel

THE COURT: So is it a half hour? 1'mnot holding
you to it.

MR. MADDI GAN:  Probably 45 m nutes.

THE COURT: What's the sentinent in the roon? You
want to break now, or do you want a 12:30 break, which pushes
us late into the afternoon when we conme back?

M5. MCKENNEDY: Your Honor, why don't we break now?

THE COURT: Okay. So we'll -- we'll resune at 1:307
Al right. Recess till 1:30.

MR. PLETCHER  Thank you.

M5. MCKENNEDY: Thank you, your Honor.

(Pause in the proceedings from11:43 a. m

until 1:32 p.m)

VEDNESDAY, APRIL 9TH, 2025
AFTERNOON SESSI ON

THE COURT: Everybody set? Al right. On the
record. Good afternoon. Wl cone back.
Qur afternoon session in the matter of the rate
applications of State Farm General Insurance Conpany, and the

stipulation, Case File Nunmbers PA-2024-00011, PA-2024-00012,
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and PA-2024-00013.

Wil e on our lunch hour, both the parties were able to do
that, | see that there's been sone distribution materials, so
| ooks |i ke fol ks have been busy.

| am going to provide an instruction given the ongoing
filings, and the in limne notion on the RBC matter, but
before | do that, |I'malso gonna do anot her housekeepi ng
thing, but is there anything fromthe parties that | need to
know bef ore?

MR. MADDI GAN:  No, your Honor.

M5. MCKENNEDY: No, your Honor.

THE COURT: Is the next witness ready to be call ed?

MR. MADDI GAN:  Yes, your Honor.

THE COURT: Before we do that, like I said, |I'm going
to given an instruction, but I'malso going to do this, is
t here sonmebody that can do ne the favor of comng to the
bench? Could you give one for yourself, and one for each of
the other parties, please?

MR, MADDI GAN:  Ckay.

THE COURT: So take a nonent to |look at that. So in
the spirit of full and total transparency, which | assured you
of yesterday when this matter of the certificate of service
desi gnees were, which |I understand was in fact, as | had
sonewhat specul ated, a copy and paste from an earlier docunent

that got that going. | still nevertheless wanted to make sure
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that the parties had this.

| only saw this, even though it's dated fromthis
morning, or timed fromthis norning, at the |unch hour, and
specifically the Special Counsel's Ofice asking for a copy of
briefing from Consuner Watchdog. | provided no instruction in
connection with this. This was handled by the clerical staff
without nmy input in any way, and they conmplied with the
request, as you can see fromthe face of the docunent. Yes,
Ms. Pressley?

M5. PRESSLEY: Your Honor. | would just note that it
appears that Ms. Johnson forwarded our reply brief, but I
don't think our original interactions were ever --

THE COURT: -- | only know what you see there, but if
you want to make inquiries, because |I'mvery sensitive to this
subject, and I'mjust disclosing that this conmunication
occurred, especially on the heels of our conversation
yest er day.

MS. PRESSLEY: Okay. Ckay.

THE COURT: So you know that it did. Especially,
Consuner Watchdog was heavily inquiring about forwarding
docunents yourself, which I'"mnot going to say nore to at this
point. To be transparent, | just wanted to show the e-mail.

MS. MCKENNEDY: Okay. Thank you, your Honor.

THE COURT: Ckay.

M5. MCKENNEDY: Your Honor, should the parties
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request clarification regardi ng whether we should continue to
keep the O fice of Special Counsel on our proofs of service,
or should we take them of f?

THE COURT: Well, for purpose of this proceeding, |
have jurisdiction, and | indicated yesterday, and |'Il| nake
greater clarification that | think that we have to adhere to
the regulation, and like | said, if other parties, whoever
they are in the world, want to access public documents, they
certainly can do that, and that's up to them but | think that
let's -- let's keep it clean, and not do anything that brings
into any question whether or not there's sonething happening
that there isn't, okay?

M5. MCKENNEDY: Thank you, for the clarification.

THE COURT: Al right. So the parties have continued
an argunment in connection with the notion in |imne brought by
Consunmer Watchdog to exclude risk-based capital for insurers,
citing Evidence Code Section 739.8. Only relevant evidence is
adm ssi bl e under Evi dence Code Section 350, and rel evant
evidence itself is not adm ssible if a statute provides
ot herw se, Evi dence Code Section 351

Consunmer Watchdog's notion targeted the Departnent's
w tness Shaw as a justification, but the formof relief sought
I's broad, and seeks preclusion of all RBC evidence in this
case. | effectively advised the parties at the outset of the

hearing, and in discussions following intermttently fromthe
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bench, that | would continue to receive their witten and/or
hear their oral argunents on this nmotion with the ruling to
trail, but intended to cautiously guard devel opnent of the
record, both to protect the positions of the parties, and
avoi d added delay in efficiency.

Wiile notions in limne are appropriate vehicles for
excl udi ng i nproper evidence, in this case we don't necessarily
have the confort of knowing that a ruling, if later held to be
in error, will be -- have sufficient tine to renmand and
reopeni ng of the record.

Initially, | suggested use of a voir dire as means of
Wi t ness navigation, which we may be revisiting, but at |east
as tothe initial wtness, the parties seened to have settled
on the use of continuing objections, and remain m ndful of
devel oping the testinony in a manner that includes specificity
necessary to identify those points in the record in which may
be subject to strike.

Pursuant to Evidence Code Section 354, the proponent of
t he evidence reserves the right to appeal only if the
subst ance, purpose, and rel evance of the evidence is nade
known by the questions asked, an offer of proof, or by other
means.

New t heories of adm ssibility of excluded evidence nmay be
barred from presentati on on appeal, and additionally, to

preserve an objection to erroneous adm ssion of evidence, a

Kennedy Court Reporters, Inc.
800. 231. 2682

58



https://www.kennedycourtreporters.com

© 00 N o o b~ w NP

N N N N NN R R R R R R R R R R
g N W N P O ©W O N O U M W N P O

party nust tinmely object, or nove to strike the evidence,
maki ng cl ear the specific ground of the objection or notion,
so l'd just like you to please keep these considerations in
m nd as we go forward.

Wth that, you can call the next w tness.

MR. MADDI GAN:  Thank you, your Honor. Applicant
would like to call Bryon Ehrhart.

THE COURT: And | see himnmaking his way to the
stand. As you get settled there, try to position the
m crophone so that when you speak it's, you know, about three
to four inches. It's alittle bit close nmaybe, but you get
used to it.

| will ask the court reporter to place you under oath
now.

THE REPORTER: Thank you, your Honor. Please raise
your right hand?

Do you solemmly swear or affirmthe testinony you shal
give in this matter wll be the truth, the whole truth, and
not hi ng but the truth?

THE WTNESS: | do.
THE REPORTER: Thank you.
MR, MADDI GAN: May | proceed?
THE COURT: Yes.
MR. MADDI GAN:  Thank you.
111
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DI RECT EXAM NATI ON
BY MR MADDI GAN:
Q Good afternoon, M. Ehrhart.

A Good afternoon.

Q You prepared a declaration in this matter, correct?

A Yes.

Q Pl ease | ook at Exhibit 109 in the binder in front of
you?

A Ckay.

Q You intended this declaration to be your direct
testinony in this matter; is that right?

A Yes.

Q W won't go through the entire declaration, but |
wanted to highlight with you a few things in the declaration.
First, in Paragraphs 3 and 4 you describe your professional
background; is that right?

A That's right.

Q Can you briefly summarize for the Court here today
your professional experience?

A Yeah. Seven years in public accounting practicing as
an audi tor of insurance, and insurance conpanies. Also
advi sing on insurance risk before I joined AON 31 years ago.
| founded the anal ytic support group, supporting the
rei nsurance business and reinvestnent. 1In that role | had a

chance over the last 31 years to observe the price of which,
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particularly catastrophe reinsurance, trades in the market.
AON is the world's largest reinsurance internediary. W
handl e a significant portion of the U S. personalized

rei nsurance busi ness.

Q In your work at AON, do you have experience with
rei nsurance for California risks?

A Yes.

Q Can you briefly describe that?

A Yes. |'ve been involved in the reinsurance market
since after the Northridge earthquake, which occurred on
January 17th, 1994. | joined AON two weeks |later to work on
the build-up capacity for California and other states, working
in effect wwth Florida at the tinme, so we had a conbi ned
probl em of not being able to find sufficient insurance for
many of your clients at the tine. | have devoted nost of ny
career to raising capital for catastrophe risk.

Q Before we get into sone of the nore specific aspects
of your testinony, can you also just provide a general
description of reinsurance, and why it's inportant for
property catastrophe risk in particular?

A Yes. Reinsurance, particularly for catastrophe
rei nsurance, is necessary to hel p i nsurance conpani es stay
within their risk tolerances, and when we say risk tol erances,
many times the conpanies specify what portion of their

capital, or what portion of their annual earnings they're
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wlling to lose in a single catastrophic event or a series of
cat astrophic events, and we advi se under the reinsurance
structure, conpanies that have gross exposure |arger than
their capital or their earnings they're willing to use, howto
transfer that risk for a price to the international

rei nsurance market.

Q Let's talk nore specifically about some of the points
in your declaration, so one of the points you address is
whet her State Farm General had too nuch reinsurance; is that
right?

A Yes.

Q What's the answer to that question? D d State Farm
CGeneral have too nuch reinsurance?

A It did not.

Q Ckay. Can you explain why you believe that?

A Vell, | took it in three parts, just to nmake sure we
were conplete in our analysis, or ny analysis. The first part
was on, did they buy at too | ow of a retention, neaning buying
too nuch at the bottomof the programwhere it's particularly
costly to buy reinsurance.

The second part was, did they buy too nmuch at the top,
meani ng an exhaustion point was too high. Hgh relative to
the risk the conmpany was exposed, and then | took the third
conponent, which was, did they pay too nuch for the

rei nsurance that they purchased. | took each of those three
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st eps.

Q kay. So let's wal k through each of those, starting
with the attachnent point. |In your view, did State Farm have
the wong attachnent point?

A No. Their attachment point was probably at the high
end of what we would see for conpanies of simlar ratings. As
| say in the declaration, we would typically see conpanies
with ratings simlar to State Farm CGeneral's being 3 to 10
percent of capital. State Farm CGeneral through the period of
the 10 years that | studied was consistently at the 24 to 26
percent of capital at risk for a single occurrence. They
suppl enented that, recognizing that's a high nunber, wth an
aggregate retention protection, which generally, alnost
perfectly consistently, left them exposed to no nore than one
and one half of their earnings retentions retained during any
one year.

Q What about the second point that you | ooked at,
whet her there was too nmuch coverage at the top of the
rei nsurance structure? Did-- In your view, is that -- Was
that the case? That did State Farm s program exhaust too
hi gh?

A No. They bought a prudent anount of reinsurance.
They targeted a 1 in 250 year event, and the kinds of
occurrence protections, and aggregate protections you needed

to stay within the rating requirenents for the conpany's so
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they can sustain the ratings necessary to support the primary
and secondary nortgage nmarkets.

Q Ckay. So let's talk about a couple of things that
you nentioned. First, you used an expression, 1 in 250 year
event. \What does that nean?

A Yes. W call those, as | say in the declarations,

t he probabl e maxi mum | oss. Conpani es exposed to catastrophe
risk ook at a range of potential events. There's a range of
wldfire events in the case of California, as one of the
parallels that involved in the conpany such as State Farm
General. They will |ook at the range of potential for
wildfires, for exanple. Smaller wildfires not causing nuch in
i nsured | osses are consi dered anong thousands of events that
are studied, and then the events in what we call the tail or
the latter part of the curve, when these events are sorted in
ascendi ng order.

You can put a probability on each of those events. Wen
you accunul ate the probability up to 99.6 percentile, that's
the 1 in 250 year event, and State Farm General, |ike other
insurers, | ook at events of that |evel of severity to nmake
sure that they have sufficient coverage to protect their
capit al

Q Ckay. The third area of inquiry that you stated you
provi ded was to exam ne whether the price that State Farm

General paid was too high; is that right?
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A That's correct.

Q And what did you conclude on that question?

A The price paid by State Farm General is -- is just a
| ow price conpared to if you had to place it into the
unaffiliated reinsurance market. As we've listened to, and |
state in nmy declarations, nore than 80 percent of this cover
i s reinsurance cover, and aggregate covers, are placed with
State Farm's parent or reinsurance affiliate. The price at
which it procures this is well less than the unaffiliated
rei nsurance price that we know, because we transact in the
unaffiliated reinsurance narket.

Q So let's pause on that for a mnute. Wen you say,

"We transact in the unaffiliated reinsurance market," |ust
expl ain what you nean by that?

A Yes. AON as a reinsurance broker, as | nentioned
before, we transact reinsurance for State Farmfor a limted
portion of this programand place it in the unaffiliated
rei nsurance market. The remai nder of the programis placed by
State Farmitself with its parent and other affiliates.

Q In your work on this matter, did you exam ne whet her
State Farm benefitted fromits reinsurance prograns over the
10-year period prior to now?

A Yes, | did. In many ways benefitted fromit, but

goi ng back to your price question just for a nonent?

Q Sure.
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A You know, we estinmated at various increases and
external prices are unaffiliated reinsurance prices, so as you
see in the declarations, we estimate that each of 2 billion
doll ar additional occurrence limts, prices that are nultiples
up to 4 tinmes what they were able to acquire that cover for
frommainly their affiliated reinsurers, and that was a
benefit on its own.

The fact that, first, they could place as nuch as they
did. They wouldn't have been able to conplete this programin
the unaffiliated reinsurance market. This is the |argest
program as | say in the declarations, in the State of
California that's exposed to wldfire. Wthout its parent
willing to take over 80 percent of it, this programjust would
not woul d have been placed at any terns that woul d have been
affordable by State Farm General. The fact that the parent
provided it at such affordable prices nmeans that policyhol ders
in the State of California certainly benefitted fromthe

exi stence of that reinsurance treaty, and not just on price.

Q Ckay.
A Not just on capacity, but also on the performance of
t he program throughout the years. | noted in the 2017 and

2018 accident years, where there were material wldfires in
California, that the program worked as intended to renove rate
uncertainty from State Farm CGeneral's financial statenents.

"1l take 2017 to start. |In 2017 the conpany incurred
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nearly 5 billion dollars worth of |osses in accidents,
including wildfires. In the initial estimate, the section was
about 1.8 billion dollars through the reinsurance agreenents
that were in place at the tinme, and that was an inportant
moment for State Farm General to be able to see that
volatility, because at 1.8 billion, at the tinme they had

hi gher capital, so it was about 40 percent of their capital as
| recall, so without that the conpany woul d have had a severe
financial negative outcone that probably would have led to a
downgrade, or other things that are, you know, they're
manageabl e today because as the conpany's capital has
deteriorated, we're tal king about those things.

So first in 2018 there was a material benefit, and |
knowi ng in some of the allegations from Consunmer WAt chdog,
that their work relied on the Schedule b or other schedul es
that all treat the 2017 acci dent year average of recovery of
subrogation, but this reinsurance agreenent provided for 2017
provi ded cover to the conmpany until subrogation nonies cane
in, and those nonies for subrogation were very material,
particularly as related to the 2017 subsequent year.

The estimation of the losses in 2017 by the end of 2018
brought the | osses down by about 900 million dollars, if |
recall properly, and even at that |ower nunber, there were
still material cessions from State Farm CGeneral to the

reinsurers, and | know it tended to be ignored, but that
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material recovered was still posted a year later. It went on
for up to five years of recovery where the reinsurance was
still working on the 2017 accident year al one.

So the reinsurance was very effective. Policyholders in
California benefitted fromthat volatility, and renoved, and
just to be clear, the 2017 | osses, and al so 2018 | osses that
exceeded the attachnent point for the reinsurance were in fact
recovered, in part in cash, and certainly posted as
recoverables by State Farm General to its reinsurer, so the
mat eri al bal ance sheet relief, and cash flowrelief were there

and perforned.

Later, you'll see that subrogation recoveries were nade
in 2020, and early 2021 in the anount of about a 1. -- 1.55
billion dollars, if | recall properly. That's listed in the

audited footnotes at Note 12 fromthe 2020 fi nanci al
statenents. Those recoveries go back and reduce the direct
| osses the conpany paid, because it's a subrogation
settlenment, and therefore then reduced the amount of | oss
ceded under the reinsurance treaties of 2017 and 2018.

So while it appears that there's | ess benefit in the end,
during the period of the, between the time of the initial
fires, and the recovery of that subrogation, those reinsurance
treaties performed, and perforned very well for State Farm
Ceneral .

Q You reviewed M. Arnstrong's declaration; is that
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right?

A Yes, | did.

Q And you saw that he took a snapshot of the
rei nsurance programfor a 10-year period ending in 20247

A Yes.

Q | have two questions about that. One is a conceptua
guestion, and the other one is a specific question about State
Farm's program Just conceptually, is that the right way to
| ook at a reinsurance progranf

A No. It's not the right way to | ook at, particularly
cat astrophe reinsurance program \WWen we use catastrophe
nodel s in the reinsurance market for quoting and pricing,
rei nsurance |layers that may or nmay not ever get hit by a
catastrophe, or they nmay get hit. Maybe only |ower |ayers
will get hit. Taking a 10-year snapshot across a tinme period
that we use to develop the nodels that are decades, not one
decade, but decades long, we just think in any conparison of
the, you know, annual cal endars and the ceded | osses, 1 year,
10 years is just not enough to conplete, or to even figure out
if it neets expectations or doesn't nmeet them |It's just a
short -- too short of a period for things that are nulti-year
phenonenon, nulti-decade phenonmenon.

Q Ckay. Now the specific question about the analysis
of State Farm s programover that period. It's -- Do you also

think that | ooking at the programonly fromthe end of the
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period is the wong way to |look at it?

A It is, because as | nentioned before with
subrogation, the way subrogation is accounted for in the NAIC
annual statenent, it reduces the direct |osses that occur and
are paid by the conpany once subrogation recoveries are nade.
Wien the subrogation recoveries cone in, it's as if they never
existed in the next year's financial statenents when you're
accounting for it on an accident year basis in Schedule b, so
| made sure in ny study, to support ny declarations, | went
back and | ook at the Schedule B's for 2017 and 2018, the years
greatly effected by California wildfires.

Q And that was where you saw, during the financi al
statenments for those years, you saw the benefits from
I ncreased recoveries that did not appear in the later year's
statenents?

A That's right. That's how accounting for subrogation
works. The accounting policies show the accounting for
subrogation upon receipt, so prior to its receipt, in this
case for 2017 and 2018, it was recovered in 2020, and early
2021, as noted in Note 12 to the audited financial statenents
for 2020 for State Farm General

Q In the course of your testinony today, a few answers
ago you referred to sonething called "capacity", and what did
you nean by that?

A Yes. Capacity is the inportant part, and one of the
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nmost material benefits of State Farm General by buying the
reinsurance fromits affiliate that it has the capacity to
fill such a large program over 9 billion dollars of

rei nsurance placed by State Farm General in the overal

market, and nore than 80 percent is with its parent and its
affiliates, so without that parentage, strong parentage, there
woul d not have been enough capacity in the reinsurance market,
certainly after the 2017 and 2018 wildfires, and certainly not
now after you |l ook at the first quarter of 2025.

"1l give you a little bit nore about just the capacity,
because | believe your question runs into appetite, which |
mentioned in ny declaration that follow ng the 2017 and 2018
wildfires in California, we've had, in the reinsurance market,
a pretty strong reset in terns of what reinsurers believe is
possible in ternms of severity for the events.

| think the CAL FIRE record of historical |osses says
there are many fires every year, and they do a great job of
recording the acres burned, but the severity is the piece that
|'d say the reinsurance market really had a reset nonent after
2018. Well, certainly after 2017 and 2018. W' ve been
working with the reinsurance market trying to encourage the
rebui l d of capacity, and the rebuild of confidence around
California wildfire managenent for reinsurance purposes, and |
think that the January 7th, 2025 events are -- | can already

see are causing reinsurers to think again about severity
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that's even worse than the severity that we saw in 2017 and
2018 that affected State Farm General.

Q Did you |l ook at information related to 2025 in course
of your work?

A | did. It's actually noted in Note 22 to State
Farm s annual statenment, and the renewal exposure to the
January 7th fires, or the January fires. 7.9 billion dollars,
plus it's related assessnments fromthe California FAIR plan,
F-A-1-R plan, and exposure, | believe, is noted around 400
mllion dollars.

Q And that's in the 2024 annual statenent?

A. Yes, sSir.

Q VWhi ch came out in 2025 after the fires?

A Yes. Those are due to the insurance departnments on
March 1st and so they -- There's the note, '22 is | abeled,

" Subsequent Events", and as accountants we take the tine in
our financial disclosures, even though |I'm not working for
State Farm but as a fornmer accountant, | know that there's a
" Subsequent Events" footnote where you have materi al
subsequent events listed there neant to be reported, so that
users of financial statements are fully informed if there is
sonething material that occurred beyond the bal ance sheet
date, but before the report date.

Q Did you see in the material that you revi ewed t hat

was presented by Consuner Watchdog in this matter an
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al l egation that State Farmi s reinsurance program was designed
for the benefit of its parents, rather than State Farm --
rather than for State Farm General itself?

A | certainly did see that, and that is certainly,
seens to be not true. It seens to be designed to sustain
State Farm CGeneral's financial stability for its policyhol ders
in California.

Q Let's talk a little about that. D' d you review al so
M. Arnmstrong's declaration?

A | did.

Q Did you see anything in there that you di sagreed
Wit h?

A Vell, the fist thing is just the om ssion to go back
and | ook at Schedule B conpletely, and not just the | ast
Schedul e B, which fails to show the subrogation inpact on
acci dent years 2017 and 2018, and | just know that that's an
I mportant part of assessing the effectiveness of the
reinsurance treaties. | think he goes on to say that you
can't assess the effectiveness of treaties |ooking at one data
point, and I think he's referring to the January 7th fires,
but | think if you | ook nore conprehensively at all the
Schedule B's involved in the years under study, he would find
there were three absolutely high performance years of these
reinsurance treaties for State Farm General. That's 2017,

2018, and now the first quarter of 2025.
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Q You tal ked about subrogation, and how subrogation
recoveries in later years effectively reduce the anmount of
| oss that needed to be ceded to reinsurers in prior years.
Wio's at risk for whether subrogation is recovered or not?

A Well, certainly the conpany directly that pays the
| osses, and the subrogation cones back, they will return noney
to policyhol ders, but as a reinsurance broker, the |osses that
are prior to the recovery of subrogation are higher, and
therefore they reach past the occurrence retention of the
rei nsurance program and when | osses go through the retention,
| osses are recovered fromthe reinsurers. They're not, and we
refer to those as ceded-|osses. They remain ceded-| osses
until such time as settlenents with the utilities, in these
cases P&E and SoCal Edi son, reached settlenments with State
Farm General over 1.5 billion dollars in 2020 and 2021,
materially later than the accident years of 2017 and 2018, and
during that tinme, reserves were ceded and actual cash paynents
were transferred, so reinsurers paid State Farm General for
| osses that they paid to their policyhol ders that exceeded the
attachment point of the occurrence salary.

Q What -- We touched on this as well, but let ne ask
you directly as it relates to the question of whether the
rei nsurance principal is designed to benefit State Farm
General. Wsat is the relationship, in your experience, or in

your view, what is the prudent relationship between a
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rei nsurance program and a conpany's surpl us?

A The reinsurance program and the conpany's surpl us
conme into view when we have thoughts around what is the risk
tolerance that's appropriate? As | nentioned earlier, and in
t he decl arations, the typical range of capital or surplus in
this wording is 3 to 10 percent for people with ratings
simlar to State Farm General's. State Farm CGeneral at all
times during the 10 years that were under study here, had a
much [ arger retention for occurrence at about, in the range of
24 to 26 percent in ny study, so it's higher than typical.

We believe that that was only allowed by a rating agency
because of strong parentage with State Farm Mutual Autonobile
| nsurance Conpany, and the fact that the conpany al so
structured a cheaper form of reinsurance than occurrence
protection in the formof an aggregate retention program which
provi ded what the conpany needed to retain one and a half
times the occurrence retention.

Q You made a reference to the credit rating agencies,
and | wanted to, the last area | wanted to cover with you --

First of all, explain what you nean when you tal k about
them and also --

Well, first, elaborate what you nmean when you're
referring to the credit rating agencies?

A Yes. Rating agencies, as it relates to State Farm

General, generally include AM Best, and Standard and Poor's.
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They have divisions that rate insurance conpanies for
I nsurance conpani es financial strength, and in their review of
the financial strength they're | ooking at the capital surplus,
the prem uns, the reserves, and the reinsurance prograns to
establish whether or not an entity wll have sufficient funds
to neet its needs upon stress events, which including, but are
not limted to, catastrophe events.

The reinsurance programthat | studied in relation to
State Farm General was around their catastrophe business,
cat astrophe exposure. It was obviously sufficient to neet
their stress test, as well as State Farm General's internal
goals for protection up to an exhaustion point of 250 years or
beyond.

Q And it sounded like fromwhat you said, in your view,
there's a relationship between the reinsurance protection that
a conpany can -- between the protection that State Farmthinks
I s maybe between the rating that State Farm had fromthe
agenci es and the reinsurance protection --

THE REPORTER -- |I'msorry, Counsel. Could you -- |
didn't get that. The |ast sentence?

MR. MADDI GAN:  Sure.
BY MR MADDI GAN:

Q It sounded to nme |ike you said there has been a
relationship between the -- Well, what is the relationship, if

any, between the reinsurance programand the credit rating?
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A There's a strong relationship there. The rating
agencies will ook at stress events, maybe 1 in 200, 1 in 250
year event, and | ook at what the conpany's net results were
after the application of the reinsurance treaties, that in
this case, State Farm CGeneral purchased. It will | ook at
those retentions then, or the anount that's left for the
conpany to cover and judge its inmpact to the conpany's
earnings and capital, and they' |l nake a judgnment about
whether it's too nmuch, and if it is too nuch, the conpany can
be subject to downgrade.

Q Have you been involved personally in discussions
about increasing the capacity of the reinsurance market in
Cal i fornia?

A. Yes. As | said, | joined AON two weeks after the
Nort hri dge earthquake, and about 16 nonths after Hurricane
Andrew, recognizing that our clients were running very short
on catastrophe reinsurance capacity, so the reason |I forned
our analytics group was to turn catastrophe risk into
financial | anguage that would grow the marketplace, and so
|*ve devoted over 31 years of ny life to doing that,

t hankful Iy, successfully, but not up to the |evel of
occurrence limts that State Farm General requires. |'mstill
trying.

Q Do you think that State Farm General would have been

able to get the reinsurance that it needed w t hout obtaining
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i nsurance fromrelated or affiliated reinsurers?
A | don't think they could have. Unfortunately, not
cl ose.
MR MADDI GAN: One second, your Honor. OCkay. Thank
you, those were the questions | had for you.
THE COURT: And who's taking up the -- Who's taking
up the --
MS. MCKENNEDY: The Departnent has no questions, your
Honor .
THE COURT: Cross-exanf
M5. PRESSLEY: Yes, your Honor.
CROSS- EXAM NATI ON
BY MS. PRESSLEY:
Q Good afternoon, M. Ehrhart.
A Good afternoon.
Q So you are the G obal Head of Gowmh and Strategic
Devel opnent for AON, correct?
A Yes.
Q Ckay. When were you first contacted to work for
State Farm General on this interimrequest?
A Probably a nonth ago.
Q And who contacted you?
A Heat her Pierce.
THE REPORTER: One nore tine?
111
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BY M5. PRESSLEY:

Q And what were you asked to do specifically?

A He asked for one nore tine. It was Heather Pierce.

And | was asked to join a conference call with State
Farm s counsel, and discuss the role that they wanted ne to
pl ay.

Q Ckay. And do you have a witten contract to perform
work in this case?

A No.

Q Were you ever asked to work on State Farm General's
original rate filing that was dated June 27th, 20247

A No. No.

Q kay. So you have -- You're here today, you're
expressing no opinion on the anount of the interimrate
request that is being sought by State Farm Ceneral ?

A |'mhere to tal k about the reinsurance replacenent of
State Farm Ceneral .

Q And you also are not here to testify to about State
Farm CGeneral 's financial strength?

A No. |It's on the reinsurance, which of course is a
conponent of its financial strength, but |I'mtalking about the
rei nsurance.

Q Right. And you would not also be here to opine on
financial strength ratings in general?

A |''mnot opining on them |'mjust characterizing how
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the reinsurance programinpacts them nmainly focusing on the
m nimumratings, cause there's a certain rating |evel that
State Farm General needs to remain above in order to continue
to serve policyholders in California.

Q Coul d you quantify about how many hours you spent
working so far on this case?

A A hundred, guessing.

Q And what is your hourly rate that you're billing?

A We are not billing for this.

Q Have you previously had -- Have you previously
testified on behalf of State Farm General in any other |egal
proceedi ngs or re-proceedi ngs?

A Yes.

Q And what was that -- Can you nane what those
proceedi ngs, or do you recall generally when they were?

A | think they were about 10 years ago, and they
i nvol ved State Farm General's rates in California, and again,
my testinony related to the reinsurance programin place for
State Farm Ceneral .

Q Was that in the 2015 State Farm honmeowners rate
heari ng?

A It"s in-- You're in the right section of tine, |
t hi nk.

Q And | believe you al ready answered, but the substance

of your testinmony then was solely on reinsurance?
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A Yes.

Q Does AON work, or do you personally work with other
State Farm affiliates on reinsurance issues besides State Farm
CGeneral ?

A Yes, | do. Yes, we do.

Q Can you describe, just briefly, that work?

MR MADDIGAN: Other -- Oher State Farm affili ates,
is that the question? | can't hear.

MS. PRESSLEY: Qher State Farm Affiliates of State
Farm Ceneral .

MR MADDI GAN: | object to the rel evance of that.

THE COURT: I'mgoing to allowit. Overruled.

THE WTNESS: So, yes, we do. W place reinsurance
for other State Farmaffiliates.
BY M5. PRESSLEY:

Q Besi des the 2015, or about the proceeding that you
were just discussing about 10 years ago, do you know about how
many ot her times you' ve previously testified on behalf of an
I nsurance conpany?

A Maybe two or three other tines.

Q And that would include adm nistrative? Gvil
proceedi ngs? Any type of |egal proceeding?

A One other tine for a beach plan in North Carolina |
testified, and then multiple tines, | guess, in front of

| egi sl atures considering | egislation generally around
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cat astrophe i nsurance, and provisions in those states around
it where clients will ask ne to testify about reinsurance
capacity and other matters.

Q So in your role with AON, do you nostly, conmonly
work in association with insurance conpanies directly?

A | nsurance conpanies, and states are involved with
general ly catastrophe-related issues for both insurance
conpani es and st ates.

Q kay. Do you recall if you' ve ever testified on
behal f of insurance policyhol ders in any proceedi ngs?

A No policyhol ders asked me to testify, but generally
In the states, when the states are asking ne for their
assi stance in creating solutions, those solutions are very
much focused on maki ng sure policyhol ders have insurance
that's avail able and affordabl e.

Q Ckay. And are you doing, or have you ever done work
on behalf of the California Departnent of |nsurance?

A | haven't. Maybe | shoul d discl ose, back when the
California Earthquake Authority was formed, our firm not ne
personal |y, but our firmwas involved in the creation of that,
and want to nake sure that we're clear that our firms been
i nvol ved with solutions in California for the state.

Q Do you recall about what year that woul d have been?

A 1994,

Q kay. |I'mgonna turn to your declaration. Do you
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have that where you can generally recall what you testified?
But you stated in Paragraph 5 of your declaration that you
have personal know edge of the facts and information provided
in your declaration for your work at AON, and that AON is the
broker of record for reinsurance placenents in State Farm
meani ng State Farm General, correct?

A For certain placenents, and by that | nean the
unaffiliated placenents.

Q kay. How much of State Farmis reinsurance is placed
t hr ough AON?

A For State Farm General, |ess than 20 percent of the
rei nsurance prograns are placed through our firm

Q And do you work in a personal capacity with State
Farm on reinsurance, or is it sonebody else in your firnf

A It's a large teamof us, and | |ead that team

Q How -- How | ong has AON been, | guess you woul d say,
a broker, or on behalf of State Farm General ? How | ong have
you personally worked with State Farmin placing its
rei nsurance?

A So |'ve personally been involved in it since, |
t hi nk, 2001, but our firm has been involved since 1998, |
bel i eve.

Q Ckay. Can you briefly describe what docunents or
other materials that you reviewed in connection with your

decl arati on?
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A Yes. | reviewed every annual statenent of State Farm
General from 2014 through 2024. | reviewed the audited
financial statenments for those sane periods. | reviewed
certain exhibits that had reinsurance-related information that
were filed by State Farmin response to questions fromthe
California Departnent of Insurance related to the rates. |
al so reviewed the declarations of your firmas well.

Q Ckay. | believe it was in Paragraph 19 of your
decl aration where you stated that, "My study of State Farm
General's reinsurance limts, retentions, and pricing included
all material reinsurance purchases it made during the period
2015 to 2024," and you said, "Therefore, ny study was not
limted to limts, retentions, and pricing of the 20 percent
certain reinsurance |ayers and placed with unaffiliated
reinsurers.”" |Is the information that you relied on that's
|isted there in Paragraph 19 publicly avail abl e?

A Yes.

Q Can you identify where that information woul d be
| ocat ed?

A In -- Certainly, the Schedule B shows reinsurance
sessions each year. The footnotes to the financial statenents
further describe the reinsurance that are purchased. There
are several other exhibits that show gross and net, and you
can derive the differences ceded, and then specifically in

Exhibit Qto response to the CDI, there's a showng by State
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Farm of the retention, and the occurrence limt, the aggregate
retention, and the aggregate Iimt for each year of the 10
years of the study.

Q Ckay. And where there any other docunents that you
reviewed in connection with your testinony that were not
public -- publicly-avail abl e docunents?

A No. Everything | used was publicly available. |
shoul d have nmentioned that Exhibit Q the premuns are also in
Exhibit Q for both the occurrence and the equity. | think
that conpletes all the colums that are in Exhibit Q

Q Ckay. What about the reinsurance contracts

t hensel ves?

A Rei nsurance contracts for the unaffiliated
rei nsurance, frankly, | didn't have to review themagain in
this context, because I'mvery famliar with them | know how
t hey work.

The reinsurance contracts between State Farm General that
It purchases fromits affiliates, including State Farm Mt ual
Aut onobi | e I nsurance Conpany were not provided to nme, and |
don't believe they're public.

Q Ckay. So for the ones that you are -- that you said
you're famliar with, are those publicly avail abl e?

A | believe that holding conpany filings nerit public
di scl osure, but I'd have to ask. | know that we prepare them

so they can file them but | don't think the filings are
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public.

Q OCkay. And you've stated in your declaration that,
"State Farm General purchased reinsurance fromits parent and
affiliated conpanies at costs well below the prices State Farm
General could have negotiated in the unaffiliated reinsurance

mar ket," correct?

A Yes.

Q Have you done any type of analysis that woul d show
that the costs that it received from State Farm General are
| ower? Have you done any studies, or presented any ot her
i nformati on about the unaffiliated reinsurance market in this
case?

A Yes, | did, and | presented it in the paragraph that
explains the nmultiples of additional cost that would be
necessary to place neaningful increnents of State Farm
General's programin the unaffiliated market, so each of those
increnments that you see in that paragraph are roughly 2
billion dollars of unaffiliated [imt that would need to be
procured, and transacting in those markets, or |iving.

| made estimates of what the additional cost State Farm
General would incur to place each of those increnments. |
didn't go all the way to the 100 percent i medi ately, because
that's just another 8 billion dollars, roughly, of [imt that
woul d need to be placed, and it's just an anmount that could

overwhel mthe entire reinsurance plan, so | thought it would
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be useful in this context to explain in 2-billion-dollar

i ncrenents of addition at a tine, so those nunbers are
clearly displayed, and they go from50 percent nore, to up to
400 percent nore.

Q kay. And you've testified in Paragraphs 19 and 20
that 20 percent of the reinsurance purchased by State Farm
General is placed with non-affiliated reinsurers, correct?

A Less than 20, yeah.

Q kay. And of the renmaining 80 percent, how nmuch of
that is -- of the affiliated reinsurance is placed with its
parents, State Farm Miutual, versus other affiliates?

A. | believe substantially all of it, but | noticed in
Schedul e F there were snmall anounts for two other State Farm
affiliates that, | just wanted to be inclusive of ny comments,
but | believe the vast majority is with State Farm Mitua
Aut onobi | e I nsurance Conpany.

Q Wuld it be nore than 85 percent of that 80 percent?

A It is probably 99 percent of it. [|'mnot show ng the
Schedul e F for the other affiliates.

Q Ckay. Thank you. And then you also said in your
decl aration, Paragraph 33, that State Farm General benefited
very materially fromplacing the magjority of its reinsurance
at cost lower than market rates due to its ownership by State
Farm Mutual , correct?

A. Yes.
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Q Did you also -- Do you al so have an opinion on
whet her State Farm Mutual had a financial gain fromthis
rei nsurance arrangenent ?

A | | ooked at the period under study, and | could see
the results for the period under study, and the period was
i ncl usi ve of the January 7th events, yes.

Q Ckay. Can you quantify the net financial result for
State Farm Mutual for the period of 2015 to 2024? 2015 to
20247

A The excess of ceded-premuns to all reinsurers, not
just State Farm Mutual, from State Farm CGeneral was about --
it was over 3 billion dollars worth of an excess of prem um
over the ceded-losses. | believe the cal endar year study
there showed that the loss ratio of all reinsurers for that
period under study was 16 percent, and if you include the
January 7th fires, it goes to 234 percent.

Q kay. But did you -- Do you have a quantification of
how much of that was just placed with State Farm Miutual in
ternms of their financial gain fromthat tinme period?

A From a capacity perspective, | think we've discussed,
even in response to your questions, it was about 80 percent,
or nore than 80 percent were placed with the affiliates, so --

Q Ckay. Wuuld you -- | know that you've reviewd
M. Arnstrong's declaration, and Paragraph 7 of his

decl aration specifically had a chart that showed the 10-year
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period that we're speaking of, the 2015 to 2024?

A Wul d you mnd? |If you just tell me the exhibit, and
| can just | ook at the same area you're asking ne about?

Q Yeah. 253.

MR MADDI GAN: It may not be in that binder.

MS. PRESSLEY: | don't believe it was in that binder,
so is it okay for ny colleague to hand it?

THE COURT: You can approach.

THE W TNESS: 2537
BY MS. PRESSLEY:

Q Yes.

A |s there a page nunber in particular?
Q Paragraph 7, it's Page 7

A Thank you.

THE COURT: Just so the record is clear, | do want to
identify that this is Consunmer Watchdog's updated exhi bit
list. The attachnents of 253 to 254.

MS. PRESSLEY: Yes, your Honor.

THE COURT: kay. Go ahead, pl ease.

BY MS. PRESSLEY:

Q So do you agree that, at least with the dollar anount
there, that that seens correct?

A | don't agree with that. This is nmeant to show the
performance of the reinsurance treaty over tinme, and it fails

to show the material sessions in 2017 and 2018, which nunbers
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in reserves and paynents clearly exceed even the far
right-hand side of this graph. They later were revised
because of subrogation that took three-plus years to get, so |
don't believe this chart accurately reflects the perfornmance
of the treaties.

Q But do you agree with the statenent that State Farm
-- there was a total net outflow from State Farm CGeneral to
t he parent conpany with prem uns, mnus |osses of nearly 3
billion during that tinme period?

A | see where these nunbers conme from and they are al
after subrogation, so | think it was State Farm Ceneral did
recei ve recoveries during the period that were later returned
to all reinsurers because subrogation was received. |f you
| ook at the snapshot at the end, it does |look |ike this, but
material benefits were derived by State Farm General during
t he period shown that are not reflected.

Q kay. But we're not tal king about the benefit to
State Farm CGeneral. |'mjust tal king about what was received
directly by the parent conpany?

A | note that these nunbers tied to the cal endar-year,
and acci dent-year nunbers in the end, post-subrogation.

Q kay. So is it through that State Farnm s parent and
other affiliates are providing reinsurance coverage across
many or all |ayers of reinsurance coverage?

A Yes. The reinsurance that's exhibited in Exhibit Q
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are the material part of being insured by State Farm Ceneral
with its parent and the insurance affili ates.

Q Ckay. In Paragraph 14 of your declaration you stated
that, "If State Farm I nsurance becane insufficient coverage
for nortgages, the results would be that policyhol ders,
honmeowners woul d be required to obtain insurance el sewhere,
potentially at a substantially increased price, if it would
even be possible for themto do so.”™ You recall that?

A Yes.

Q Did you performany analysis, or exam ne any data to
support your claimthat they would be required to obtain
I nsurance at substantially higher prices?

A It's my experience in this state follow ng the 2017
and 2018, that many conpanies non-renewed policies that were
on their admtted forns, and those policyhol ders have had to
go to sonething called the California FAIR plan, and generally
t hey have received | ess coverage at higher prices than they
were not renewed for.

Further, the admtted market is only part of ny
experience. W are active in the non-admtted nmarket too, and
that market also has quite limted capacity, but does provide
a form that by definition, can't be as conplete as an
admtted policy, and is at a higher price.

Q So that statenment is based nmainly on your experience,

not on a quantification of, or any specific study that you've
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done of pricing?

A |"min the business of |ooking at what's happeni ng on
many markets, because we're placing reinsurance for clients,
and we understand what's going on in these markets, and so,
yes. It's ny understanding fromlooking at the flow of
business to a quickly growing California FAIR plan, and its
affect on the market place, and then we watch excess surplus
lines carriers enter the state and rate business too, and by
definition, it's a lesser quality terns than the policy form
and at a higher price.

Q Ckay. Did you performany analysis, or exam ne any
data to support your exclaimthat policyholders would be
unabl e to obtain coverage el sewhere?

A It's my experience that there's a dearth of
opportunities to place it anywhere but the FAIR plan, or to go
to a whol esale broker to enter the E&S market. Both things
are difficult for a policyholder to pursue.

Q I's if possible that policyhol ders could obtain
conpar abl e or even nore affordable coverage froma different
I nsurer?

A | don't think so.

Q There's no other option in California besides State
Far nf?

A There are other admtted carriers, but many of them

have gone through non-renewal cycles follow ng the 2017, and
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2018, and from what | understand from ny experience is that
ri sk appetite for witing nore California wldfire exposed
busi nesses is not sonething on their agendas, at |east until
t hey can better understand the peril.

Q kay. | believe you also stated that Consuner
Wat chdog' s objections contend that State Farm Ceneral
purchased too nuch insurance. You recall that?

A Yes.

Q Can you identify where in Consuner \Watchdog's
obj ections Consunmer Watchdog made that contention?

A After reading the docunents, | believe it was ny
t akeaway that you were critical of the ampbunt of reinsurance,
that it was structured, | believe you said, to benefit the
affiliate rather than State Farm General. Mybe
m sconstrued that to say you thought that they were buying too
much fromtheir affiliate, or structured it inproperly,
nei ther of which | find to be true.

Q Ckay. But you -- There was no direct statenent that
stated that, to your know edge?

A That was ny takeaway fromreading them but | guess |
coul d probably go to try and find sonmething nore specifically,
but --

Q Ckay. Thank you. Okay. You also stated in your
declaration, | believe this is at Paragraph 30, that without

its parent and affiliates reinsuring over 80 percent of these
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reinsurance limts State Farm General would not be able to
pl ace the entire program correct?

A Yes.

Q So based on that, would you agree that State Farm s
mar ket share would be lower than it is now without the
availability of reinsurance fromits affiliates?

A I'I'l et the conpany talk about its market share.

' mjust saying that the reinsurance requirenents fromits
exposure required nore reinsurance than would be available in
the unaffiliated reinsurance market, so what |'m saying there
Is that without State Farm Mutual Autonobile |nsurance
Conpany's reinsurance affiliates, this program woul d not have
been possible to place in an unaffiliated market that woul d
have been suitable for State Farm General or its

pol i cyhol ders.

Q Ckay. And just touching briefly back on the issue of
the rating agencies, financial strength rating agencies, you
haven't done any anal ysis to support your clains that State
Farm CGeneral -- that policyhol ders woul d suddenly have their
nort gages dropped if their financial strength ratings go down?

A It's a fact that the primary and secondary nortgage
markets relate to and rely on the ratings of the insurers, as
explained by Dr. Appel earlier. That's correct, and we have
seen, not in California, but in other states where honeowners

i nsurers becone insolvent. Those policyholders that have
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nort gages end up having to scranble and find alternative
coverage, so we've seen it. Not in State Farm General's case,
but it still has sufficient ratings, but in other cases,

pol i cyhol ders of insurers that get downgraded bel ow t hose

| evel s really struggle to find nmaxi mum cover age.

Q Ckay. So you're not -- You're not testifying, either
in your declaration or here today, that any type of tineline
of when that woul d happen?

A. | didn't put it in the declaration, but | know it
happens qui ckly upon a downgrade, because the nortgage
conpani es generally that generate a nortgage sold it to GSA' s
or to the Federal Governnent that have rules, and those rules
at each of the insurance rules conme up, and see a disqualified
or insurer ratings disqualification, that homeowner has to go
out and find coverage quickly.

Q But you're not testifying that you have know edge of
the -- how quickly, based on State Farm General's current
financial condition, a potential downgrade coul d happen?

Whet her that would be in the next two nonths? Three nonths?
Six nonths? You're not here to testify to that process, and
how qui ckly they are, or how close they are to being

downgr aded, correct?

A | believe that's addressed by Dr. Appel, so | just
know that those ratings cone into play for making sure that

rei nsurance is structured prudently.
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MS. PRESSLEY: kay. Nothing further.

THE COURT: Al right. Gven that we had the cross,
is there anything fromthe Departnment, before | go and turn it
over for redirect?

MS. MCKENNEDY: No, your Honor. Thank you.

THE COURT: Al right. Any on redirect?

MR MADDI GAN: Yes. A few questions.

REDI RECT EXAM NATI ON

BY MR MADDI GAN:

Q First, | just wanted to make sure the record's clear
In the course of your work in this matter, you did not review
any reinsurance contracts of State Farm CGeneral, true?

A Tr ue.

Q I n your discussion with counsel for Consuner
Wat chdog, particularly when you were tal king about the chart
in M. Arnstrong's declaration on Page 7, you -- you said
sonet hing that hadn't been explained before, so | just want to
make sure that it's clear. You talked about a loss ratio, and
you tal ked about it increasing from 16 percent to 234 percent;
Is that correct?

A That's correct.

Q Can you expl ain what you neant by that?

A Yes. The 10-year period under study as a ceded-I|oss
ratio for all reinsurers of State Farm General, that's 16

percent over the 10-year period under the study, and of
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course, as we nentioned, it's a trenmendous anmount of
cat astrophe insurance, so it's expected to be | ow, but just
adding in seven days into 2025, that 16 percent goes to 234
percent .
Q And expl ain how t hat happens if you go into 20257
A |t happens because in note 22 of the State Farm
General annual statenent it says 7.9 billion dollars worth of
| osses were incurred, and all but | think 200-and-some mllion
of that are ceded to the reinsurers, so the 7.7 billion or so
of | osses are ceded under that, so that w pes out any prior
gains fromprior treaty years that were under study.
Q So if you extended this tinetable in M. Arnstrong's
chart by six nmonths, what would it | ook |ike?
A It |ooks |ike 234 percent, and you only have to
extend it seven days.
MR MADDI GAN: No further questions.
THE COURT: Anything further? |s there any reason
this wtness cannot be excused?
MR PLETCHER: Not hing further here, your Honor.
THE COURT: All right. You are excused. Thank you
for your testinony today. Enjoy your afternoon.
Al right. [I'mgonna probably take a break, but | just
want to say, inquire as to what's up next.
MS. MCKENNEDY: Your Honor, Consunmer Watchdog has

asked to take their witness Ben Arnstrong out of order in
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order to accomodate his travel schedule. The Departnent's
fine with that, but | do want to let you know that Ms. Shaw
has a hard stop tonorrow at 4:00 p.m for a famly engagenent.

THE COURT: (Ckay. Thank you. And any input from
State Farm General ?

MR MADDI GAN: There's no objection to taking himout
of order, as long as we have sufficient tine with him

THE COURT: Ckay. What's the anticipated direct from
this wtness?

MR. PLETCHER: For M. Arnstrong, hoping to get it
done in about 45 m nutes, maybe a little bit nore.

THE COURT: GCkay. So |I'm asking because of the
Departnent indicating on their pending wtness, which even if
t hey have a hard stop tonorrow, nmaybe they don't want to stay
around today, but you want to try and see if -- | don't know
what's your -- how |l ong your direct will be, but it |ooks |ike
it's pretty put together?

MS. MCKENNEDY: Yes, your Honor. | don't think the
Departnent will have nore than half an hour worth of direct on
Ms. Shaw, so | imagine that she's the only w tness tonorrow,
we shoul d be able to get her done, but --

THE COURT: That shoul d be fine.

MS. MCKENNEDY: Hopefully.

THE COURT: But | don't think we're going to get it
in today. Al right. So we'll take a recess till 3:00
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o'clock. 15 mnutes. Of the record.
(Pause in the proceedings from2:44 p.m
until 3:00).

THE COURT: All right. Please cone to order. Ckay.
Back on the record after a short break, or the afternoon break
in our State Farm General Insurance Conpany, Cases
PA- 2024- 00011, PA-2024-00012, and PA-2024-00013 on the matter
specifically dealing with the matter of the proposed
stipul ation.

Al'l right. Ready to call the next w tness out of order,

ri ght?

MR. PLETCHER  Yes, your Honor.

THE COURT: Al right.

MR PLETCHER: We'll call Benjamn Arnstrong out of
order.

THE COURT: Al right. Wth the party's agreenent,
we are calling Consunmer Watchdog's first wtness.
M. Armstrong? And | think you were in the room when
mentioned earlier today to try to keep the m ke within four

I nches of your --

MR ARMSTRONG -- That's correct.
THE COURT: -- direction of your speaking. You don't
have to worry about turning around. | didn't say that to the

Wi t ness yesterday, but | can see you on the screen here, so

facing counsel is just fine. | appreciate you wanting to give
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me your attention, but | can pay attention from here, and
pl ease be mndful that -- that you speak clearly, and pause if
there is an objection so that | can deal with that before you
provi de the answer, okay?

MR. ARMSTRONG.  Yes, your Honor.

THE COURT: Al right. Wth that I'Il have the court
reporter put you under oath, please?

THE REPORTER:  Yes, your Honor.

M. Arnmstrong, please raise your right hand?

Do you solemly swear or affirmthe testinony you shal
give inthis matter will be the truth, the whole truth, and
not hi ng but the truth?

THE WTNESS:. | do.
THE REPORTER: Thank you
DI RECT EXAM NATI ON
MR, PLETCHER
Q Good afternoon, M. Arnstrong. Wuld you pl ease
state your name and current role?
A Benjamin Arnstrong. | amthe staff actuary for
Consuner Wt chdog.
Q Woul d you briefly describe your actuarial credentials
and professional experience?
A Yes. |I'ma fellow of The Casualty Actuarial Society,
and |'ve been perform ng actuarial work for the past 12-plus

years.
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Q And what is the fellow of The Casualty Actuari al
Society? What is that?

A Yeah. The Casualty Actuarial Society is forenost
soci ety aggregation of actuaries in the United States,
perform ng actuarial services for property casualty insurance,
and to be a fellow neans that you' ve passed a rigorous set of
exam nations, and have been designated as such

Q And are you a nmenber of any other actuari al
organi zati ons?

A Yes. |'ma nenber of the Anmerican Acadeny of
Act uari es.

Q And what is that?

A That is a interdisciplinary organization that
pronmul gates the actuarial standards and practices, anong ot her
t hi ngs.

Q Prior to joining Consunmer Watchdog, what did you do?

A | was an actuarial for Markel Insurance based out of
Richnond, Virginia for about 11 years. Started out doing
pricing work for workers conpensation insurance in about 32
states, including California, and toward the end of ny tenure
| began doing primarily reserving work on workers
conpensation, as well as splitting nmy tine about 50, 50 with
reserving for global reinsurance across multiple comercia
and personal |ines.

Q And did you submt a CVin connection with this
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mat ter?
A | did.
MR, PLETCHER  Your Honor, may | approach?
THE COURT: Yes.
THE W TNESS: Thank you
THE COURT: Thank you. The witness and | have j ust
been handed Consuner Watchdog's exhibit list, starting with
201, and it appears, proceeding to 252 marked.
BY MR PLETCHER:
Q And if you can just please briefly turn to Exhibit
2307

A. Yes, |'mthere.
Q |s that the CV that you submtted in this matter,
Exhi bit 2307

A Yes, it is.
Q Did you prepare any declarations with respect to this
matter?
A Yes, | did.
Q Coul d you please turn to Exhibit 253, that's a
handout in front of you?
MR, PLETCHER  Your Honor, that's the anended exhi bit
list that we passed out to the earlier wtness.
THE COURT: Yes. Yes, | have it.
BY MR PLETCHER:
Q What ' s Exhi bit 253?
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A I'm1looking at it right now That's nmy first
declaration in this matter.

Q WAs that submtted in connection with the objections?

A Yes.

Q And then if you could turn to Exhibit 2547

A Ckay. I'mthere.

Q | f you recognize it, would you please describe this
exhi bit?

A Yes. This is a supplenental declaration that | filed

i n support of Consunmer Watchdog's reply brief.
Q And do you intend for these declarations to serve as

your testinony here today, in addition to other testinony that

you' |l offer here orally?
A | do.
Q Ckay. |'mgonna ask you about your declarations now.

What was the purpose of preparing the declarations?

A The decl arations were prepared primarily to show t hat
State Farm has not net its burden of proof to showthat its
current rate is plainly invalid, thus making it eligible for
an interimrate increase under California | aw.

Q And did you reach a concl usi on?

A | did.

Q | what was your conclusion?

A State Farms current rates are not plainly invalid,

and thus, they are not eligible for interimrate relief under
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California Law.

Q OCkay. We'll return to the plainly invalid | anguage

here in a monent. If | could just get you to turn to Exhibit
2547

A Ckay. |'mthere.

Q And to Paragraph 5?

A Ckay. |'mthere.

Q Coul d you describe the analysis occurring here in
Par agr aph 57?

A Yes. In order to ascertain whether State Farmis
current rates are plainly invalid | conducted five different
scenarios ranging fromthe original analysis that | provided
with ny initial declaration, and then changi ng one vari abl e at
atime up tothe fifth scenario, which is identical to the
I ndi cated rate changes shown in State Farmis interimrate
filing, and devel oping these different indications in
i ncreasing order of favorability to State Farm General shows
that for none of themis State Farms current rate proven to
be plainly invalid.

Q Ckay. Let's -- Let's take themsort of one at a
time. W go to the bottom of Paragraph 5, you see a chart?

A | do.

Q Does this chart -- Wat does this chart show?

A These are the results fromthe five different rate

I ndi cation scenarios that | just described, ranging from
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Nunmber 1, which was ny original analysis provided with ny
initial declaration, and then subsequently changi ng one
variable at a time to get to Scenario 5, which is identical to
the interimrate tenplate provided by State Farm

Q OCkay. Let's start with the first scenario. Could
you pl ease describe that scenario and what results were
reached?

A Yes. On February 5th, 2025, State Farm General filed
their interimrate request, and | was asked to quickly perform
an anal ysis based on what was provided, and add to that ny own
met hodol ogy, and nmy own assunptions about the nost actuarially
sound elenents to use in that analysis, and this is the result
of that initial analysis showing that the m ninumrate change
for State Farm General for the honeowners |ine would be
negative 27.4 percent, and the maxi mumwas still negative
slightly at negative 0.1 percent.

Q Thank you. And | think you touched on this, but can
you expl ain by what you neant by your own anal ysis? Wat you
-- How you did all of this?

A Sure. The California prior approval rate filing
instructions in the associated rate tenplate have a pretty
narrow definition of elenents that can be changed wthin an
actuarial analysis to result in a range of indicated rates,
maxi mum and m ni nrum as shown here in this table, and so what |

did was | ook at the elenents that State Farm General had
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provided in their initial filing in md-2024, as well as in
their updated interimrate filing on February 5th, 2025, and
made nmy own judgnments as far as the nost actuarially sound
val ues for things such as their catastrophe |oad, |oss

devel opnment factors, trend selections, and incorporated those
elenents into this initial analysis.

Q Turning to Scenario 2, can you pl ease describe this
scenari o and your results?

A Yes. In this scenario | changed one elenent fromthe
initial scenario, which was the | oss devel opnent factor. |
increased that to 7, or 1.739 in keeping with the |oss
devel opnent factor selected by State Farm CGeneral .

Q So if | understand you correctly here, we're noving
from Scenario 1, which involved selections that you nmade, but
here you're introducing one of State Farm s sel ections?
That's correct.

Could you turn to Scenario 3?

> O >

Yes.

Q And coul d you pl ease describe this scenario and the
resul ts?

A Yes. Can you -- Wiich one this is?

Q | f you | ook at Paragraph 5 on your decl aration?

A Ch, yes. Thank you. It's right in front of ne.
This is the one where | took nmy calculated AlY or Anount of

| nsurance Years trend factor fromExhibit 9, which is used to
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cal cul ate the catastrophe adjustnment factor, and increase that
to State Farmis selected 9.3 percent fromtheir interimrate
tenplate. Just note, that these changes are cunulative, so
this builds on Scenario 2.
THE REPORTER  One second. One second. One second.
One second. Can | ask you to slow down, please, M.
Ar st rong?
THE WTNESS: Oh, yes. |'msorry.
THE REPORTER: That's okay. Thank you, Counsel
BY MR PLETCHER:
Q So here you've introduced two of State Farm s
sel ections?
A Correct. By Scenario 3, yes.
Q kay. How about Scenario 4?
A And in keeping with the pattern, this takes Scenario
3 and adds an additional elenent of State Farm General's
sel ected CAT to AlY ratio rating schene that was presented, so
the rating schenme that they presented first in their interim
rate filing fromFebruary 5th, | added that as an el enent of
ny Scenario 4.
Q And finally, if you could turn to Scenario 5, and
expl ai n what you've changed, and what the results were?
A Yes. This last scenario was one which builds on
Scenario 4 by using State Farm CGeneral 's sel ected

non- cat astrophe trend factors, and these were fromtheir
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original filings, since they did not submt an updated
standard exhibits tenplate with their interimrate filing in
February of 2025.

Q So if | understand you correctly, this is identica
to the February scenario0?

A The February 5th, 2025 scenario submtted by State
Farm has the sane range of indicated rate change as ny
Scenario 5, because it uses the sane assunpti ons.

Q kay. Can you draw any concl usions across all five
scenarios with regard to the rate?

A Yes. Wien anal yzing whether a current rate is
plainly invalid we want to | ook at the change at mninmumin
the first colum of percentages in this table, and the reason
for that is if arate were plainly invalid, even the m ni num
I ndi cat ed change would be a positive nunber. In other words,
if arate were plainly invalid, the m nimumindicated change
woul d be an increase, however, in all five of these scenarios,
the change at mnimumis not only a negative nunber, but a
doubl e-digit negative nunber, indicating that State Farm s
current rates are not plainly invalid,.

Q And just to really understand this, why do you focus
at the change at the m ni num percentage rather than the change
at the maxi num percent age?

A Again, we're trying to ascertain whether State Farm

General's current rates are plainly valid, and a criterion for
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that is whether the mninmumindicated rate is a positive or
negative number. |If positive, that would indicate that the

m ni mum i ndi cated rate change is an increase, however,
contrary to that, here we're seeing that in all five
scenarios, even Nunber 5, which uses assunptions that are nost
favorable to State Farm that is a double-digit decrease.

Q Thank you. If | can ask you to turn to Paragraph 7
i n your declaration?

A Yes. |'mthere.

Q Page 3. There's a chart here at the bottom of
Paragraph 7. Could you please describe this chart?

A Yes. This chart details the dollar anount of the
filed rate change by State Farm General. Again, this is
pertaining to their February 5th, 2025 interimrate filing
wherei n the honmeowners |ine had maxi numindi cated rate change
of 21.8 percent. The results in dollars of that rate change
fromthe earned prem um anounts shown in their interimrate
filings for all of the lines was a total of 914 mllion dollar
i ncrease, and 753 mllion dollars for the homeowners |ine
al one.

Q And | understand you're | ooking at Columm 4 here of
that chart?

A That's correct.

Q And that reflects the 21.8 percent rate in the

original stipulation?

Kennedy Court Reporters, Inc.
800. 231. 2682

109



https://www.kennedycourtreporters.com

© 00 N oo o b~ W N PP

N N NN NN P P PR R R PR
o A W N P O © W N O 0o »N W N P+ O

A It is the 21.8 percent fromthe interimstipulation
from February.

Q And coul d you describe Colum 3?

A Yes. Subsequent to that, there was a nunber, |
bel i eve, suggested by CDI, and | believe agreed upon in a
two-way stip between the CDI and State Farm CGeneral of a 17
percent rate increase for the homeowners |line, while keeping
the rate changes for the other two lines consistent with their
February 5th filing, and those results in dollars are shown in
Col um 3.

Q Thank you. | want to briefly turn your attention to
rei nsurance. Do you claimthat State Farm had too nuch
rei nsurance?

A No. | do not.

Q OCkay. Let's take a step back. As part of your
anal ysis, did you analyze State Farm s rei nsurance structure?

A To the extent possible using publicly-avail able data.

Q And based on your analysis, what did the data show in
ternms of net paynents to affiliated reinsurers?

A Fromthe information | was able to obtain that's
publicly available it showed that for every individual year
from 2015 to 2024, State Farm CGeneral paid out nore in
reinsurance premuns than it received in reinsurance
recoveries as of the 2024 annual statenent.

Q And approxi mately how nmuch nore as a total ?
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A Roughly 3 billion dollars across all 10 of those
years.

Q Did your analysis ook at attachnment points with
respect to State Farmi's occurrence treaties?

A Yes. | reviewed Exhibit Q which shows the
attachment points for the occurrence treaties for three years,
2015 t hrough 2024.

Q And what were you concl usi ons about those attachnent
poi nts?

A It's my belief that those attachment points were too
high. They were 1 billion dollars for the first several years
of that range, including through the 2018 wldfire year, and
t hen subsequently decreased to 250 mllion dollars as of 20 --
the | atest year, which | believe was 2023 or 2024.

Q And what were you concl usions about those, or did you
have concl usi ons?

A The conclusion would be that State Farm did not
purchase enough reinsurance in those years where their --
their attachnment point was 1 billion dollars.

Q And why did you concl ude that?

A Because they paid out nore than they ultimately
recei ved back in reinsurance recoveries during those years,
particularly 2017 and 2018.

Q And just to take -- to take a quick step back, what

s an attachnent point?
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A It's simlar to a deductible for personal insurance,
| i ke auto insurance. |It's the |evel below which the primary
insurer, State Farm CGeneral in this case, is liable for
paynment of clainms. Beyond that attachment point is when the
rei nsurance recoveries kick in.

Q Mar ket share has been a recurring topic in this
proceeding, so | want to turn to that really quickly. Could
you please to turn to Paragraph 18 in your exhibit?

A Yeah. |'mthere.

Q And again, we've got a chart here at the bottom of
Paragraph 18. Can you give us a description of this chart?

A Well, the chart in Paragraph 18 dealing with State

Farm General's rate increase history. |Is that --
Q -- I'"'msorry. Thank you. Yeah. The rate increase
hi story?

A Yeah. So this shows State Farm Ceneral's rate
i ncrease history fromthe period | ate-2016 through m d-2023.

Q And what does this chart show?

A This chart shows that State Farmis filed and approved
rate increases for the honeowners line were 6.9 percent in
every year that a rate increase is shown, and notably, no rate
i ncrease was filed or approved effective in the years 2019 and
2017.

Q Do you know if during those years State Farm s

maxi mum rate indi cation was higher than 6.9 percent?
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A | do. For each of those years in question their --
their -- Did you say filed? I'msorry. Could you repeat the
question?

Q Sure. Do you know if during those years State Farmnis
maxi mum rate indication was higher than 6.9 percent?

A Thank you. Yes. The maximumrate indication in al
of those years was consi derably higher than 6.9 percent,
ranging fromthe upper teens to the low 30's in terns of
per cent ages.

Q Al right. Now let's turn to market share. If you
coul d | ook at Paragraph 24?

A kay. |'mthere.

Q State Farm has argued that it's market share has
remai ned stable. Did you | ook at this?

A Yes, | did.

Q And what did you find out about their market share
fromthe decade roughly 2014 to 20247

A Yeah. It's true that the market share percentage of
21.4 is identical between the year 2014 and 2023, but j ust
| ooki ng at the endpoints msses the fluctuations in the mddle
of the period where we can see that while their market share
decreased from 2014 to 2018, beyond that, up to 2023, they
experienced growh in market share.

Q And | think you said earlier in 2015 and 2019 there

was no filed rate increase?
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A That's correct.

Q Turni ng back to your original declaration, did you
have any concerns as far as State Farm s methodology in their
filings?

A Yes, | did.

Q Coul d you describe those, please?

A Sure. Primary concerns woul d have been the m smatch
bet ween the data endpoints used for the anmount of insurance
years trend, and the -- Well, no. | think I'mthinking of the
interimrate increase. Pardon ne.

Q Take -- Yeah. Take your tinme. There's different --
different parts here.

A Yeah. Well, okay. No. W're not talking about the

original filing frommd-2024, correct? This is the original

Q -- Yeah. Yes. Exactly. The February filing?
A Okay. Now |I've got nmy head on straight. Thank you.
MR, TETlI: Can you just re-ask the question, please?
|*msorry. | didn't follow the question.
MR. PLETCHER:  Sure.
BY MR PLETCHER
Q Considering the February 5th interimrate filing, the
rate tenplate that was filed there, did you identify any
met hodol ogy concerns with that filing?

A Yes, | did. Primary anong those was the msmatch in
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the data used for the non-catastrophe rate indication,

non- cat ast rophe | oss date and prem um data t hrough year-end
2023, and the ampbunt of insurance years trend data through
year-end 2023, versus the catastrophe | oss data, which had
been updated through the first few weeks of 2025.

Q And why were those inconsistencies inportant to you?

A Wll, to create an actuarially sound ratio, such as
the catastrophe to AlY ratio that | spoke about earlier, you
want to use consistent data endpoints just to be sure that
there isn't any kind of offsetting or msmatch between what's
going onin -- in data that may be interrelated, and so using
an anount of insurance years trend that is cut off at year-end
2023, while allow ng the catastrophe |oss data to be updated
through the first few weeks of 2025, results in a potentially
distorted CAT to AlY ratio, which directly inpacts the
cat astrophe adjustnment factor, and that factor has a
significant influence on the final rate indication.

Q And why isn't that actuarially sound?

A Agai n, because if you are using -- creating a ratio
bet ween two val ues that are derived using data that is updated
t hrough various points, there could be interplay or
correlation between the data occurring that is not reflected,
because the data endpoints are not as of the same tinme period.

Q | believe you al so noted changes in State Farm s

Exhibit 9 to their February rate application to -- Wat
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changed?

A That's correct. Exhibit 9 is the derivation of the
cat astrophe adjustnment factor, the CAT to AlY ratio that | was
tal ki ng about a nonment ago is part of Exhibit 9. An
additional issue | had was change in the wei ghting nethodol ogy
applied to the individual years of catastrophe loss. In their
original filing frommd-2024, State Farm General used 34
years of catastrophe-loss data with a weight to the | atest
period of 6.2 percent, and then contrast that with the Exhibit
9 submtted with their interimrate filing in February 2025.
They noved to use only 20 years of catastrophe-loss data, and
nost concerningly, the weight to the |atest period increased
nearly 2 percentage points from6.2 percent to 7.8 percent.

That alone is concerning, but it's of particular note
considering the fact that that |latest period in the interim
rate filing was the partial year 2025, now inclusive of their
estimates of losses in the LAwldfires, and the increased
wei ght to that period gave an outsized weight to the -- the
extraordinary | oss amounts that resulted fromthe LA fires.

Q Did you make any adjustnents to the catastrophe
wei ghti ng between your decl arations?

A I'mtrying to recall if this was between the two
declarations | submtted. | guess in ny initial declaration I
reverted the original weighting scheme used by State Farm

General in their initial filing frommd-2024, this is the one
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| referenced a nonent ago, which had a weight of 6.2 percent
on the latest period, so | applied that weighting schene to

t heir updated catastrophe-loss data, inclusive of the 2025
wildfires in an attenpt to offset what | felt was an
unsupported increase in the weight to that |atest period, and
t hen subsequently in ny suppl enental declaration, as | stated,
| began with those weights, the |ower weight, fromState
Farmis original filing frommd-2024, and then in Scenario 4,
| believe, one of the scenarios, | noved to the weighting
schene that they used in their interimfiling, which applied a
7.8 percent weight to the latest year and used 20 years of

cat astrophe-1 oss dat a.

Q kay. |I'mgonna refer back to Paragraph 5 in your
decl aration? Does that help you recall?

A Yeah. That's -- That's correct. | guess | guessed
right. Scenario 4 is the one where | went to State Farm s
selected 7.8 percent weight for the |atest year and use of 20
years of catastrophe-loss data, noving to that fromthe
original weighting fromtheir 2024 filing, which | had used in
t he previous scenari os.

Q Coul d you pl ease descri be what you found with the A'Y
trend? 1In the -- between the State Farm s filings, and how
you understood it?

A Yeah. | appreciated information that hel ped ne

understand the derivation of that nunber, and support
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therefore was shown in Exhibit T. The value of 9.3 percent
that State Farmis using for AlY trend is supported in their
Exhibit T, although it nust be noted that the endpoint of that
data runs out of year-end 2023, so this is concerning because
they're applying that AlY trend to year-end 2023 data, and
then conbining it with catastrophe-loss data through the

begi nni ng of 2025.

Q And that's what | wanted to ask you about next would
be the conbined effect of these adjustnents, both to the
cat astrophe weighting, and the Al'Y trend?

A Are you referring to any analysis | would have done
subsequent to ny suppl enental declaration?

Q No. Wth respect to your scenario0s?

A So the conbined effect of using the updated weighting
schenme and reverting to State Farms 9.3 percent Al'Y trend,
that would result in the rate indication range shown in
Scenari o 4.

Q So just to conclude here. |In your actuari al
judgment, does any evidence in this proceeding show that State
Farms rates are invalid?

A No.

Q And based on your actuarial analysis, is there any
justification for granting interimrelief at this tine?

A No.

MR PLETCHER: Thank you, your Honor. No further
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questi ons.

THE COURT: Ckay. For cross is the Departnent going
to question this wtness?

MS. MCKENNEDY: The Departnent would |like to question
this wtness, but it is State Farms case, so | defer to |et
themgo first if they'd like that?

THE COURT: Sure. | just wanted to check in with
you. Okay. Cross-exanm nation?

MR TETI: Yes, your Honor. First, your Honor we
have a bi nder of docunents that we plan to use, may we
approach the bench and provide that to your Honor?

THE COURT: Yes.

MR TETI: Thank you.

THE COURT: Thank you, and |'m | ooking at a binder
that's just been handed to ne with a cover page saying, "State
FarmInterim Rate Hearing Arnstrong Exam nation."”

CROSS- EXAM NATI ON

BY MR TETI:
Q Good afternoon, M. Arnmstrong?

A Hi .

THE COURT: | should say too, it has tabs for
sections marked as Exhibits A and B. 1, actually 1 through
15, some with subsections, sone with nunbers, and those
| ettered.

MR. TETI: Your Honor, can | explain the binder?
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THE COURT: Yes.

MR. TETI: The binder is conprised of exhibits that
have -- your Honor has received otherwi se in other binders
that are already part of the exhibit list in this matter
There are tabs that wll help direct us to the docunents
easily over the course of the cross-examnation

THE COURT: Thank you.

BY MR TETI:

Q kay. M. Arnstrong, you're famliar wwth State Farm
General's interimrate subm ssions that occurred in February
of 2025, correct?

A Yes.

Q You reviewed the information that was submtted by
State Farm General at that tine, correct?

A Yes, | did.

Q Two days |l ater on February 7th, 2025, Consumer
Wat chdog inforned CDI and State Farm General that it woul d not
stipulate to the interimrates requested; isn't that right?

A That's correct.

Q And Consuner Watchdog's position was based in part on
an actuarial analysis that you perforned between February 5th

and February 7th, correct?

A Yes.
Q | n about 48 hours?
A Yes.
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Q And in that 48 hours you concluded that the maximum
rate indication change with honmeowners line, to use one
exanpl e, should instead be negative .1 percent, correct?

A Yes.

Q And at that tinme you called that concl usion
prelimnary?

A Yes.

Q Over six weeks later on March 24th, you submtted
your declaration for this interimrate hearing, right?

A Correct.

Q In that tinme you had the opportunity to update your
February 7th analysis of the proposed interimrates; isn't
that right?

A Theoretically, yes.

Q But you did not do so, correct?

A Not at that tine.

Q Exhibit B, to be specific, Exhibit B to your Mrch
24t h declaration is the same actuarial report that you
provi ded on February 7th, right?

A It Iooks like it, yes.

Q You made no changes? |s that a yes?

A. Yes, sir. Sorry.

Q You continued -- In your March 24th decl aration, you
continued to call your analysis, quote, "prelimnary"; isn't
that right?
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A Yes.

Q And in that March 24th declaration, you state that,
quote, "Your actuarial report does not reflect Consumner
Wat chdog' s position regardi ng the appropriate maxi mum and
m ni mum permtted earned prem umindications,” end quote. You
stand by that testinony?

A Coul d you repeat that, please?

Q Yes. In the March 24th declaration, we can turn to
it?

A That woul d be great.

Q It's Tab 1, Page 5, and Paragraph 6

A. | don't see a Tab 1. OCh, there. Al right. So
first tab, Paragraph 5?

Q Par agraph 6, Page 57?

A Page 5, Paragraph 6.

Q And this is also Consuner Watchdog | abel ed as
Exhi bit, just for the record, earlier today. Let's see?

A Oh, | see. The underlined section in Paragraph 6?

Q Yes, and just for the record, | just want to identify
the exhibit nunmber for the court reporter. Consumer Watchdog
253, and we're looking at this -- State Farm CGeneral also
identified this as an exhibit prior, State Farm General 182.

Ckay. So back to your -- back to your declaration, so

was just quoting fromit, and in the declaration you state,

guote, "Your actuarial report does not reflect Consuner
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WAt chdog' s position regarding the appropriate maxi mum and

m nimum permtted earned premumindications,” isn't that
right?
A It doesn't say, "actuarial report.” It says, "these

rate indications do not reflect”, but that I would stand by.

Q Ckay. Okay. Let's turn to Tab 2, which is your
suppl ement al declaration, M. Arnmstrong.

A Ckay. |'mthere.

Q Geat. And as you wal ked through with M. Pletcher,
your supplenental stipulation provides five different
scenarios, right?

A Correct.

Q So hopefully you can help ne better understand these
today. As we nove down the list of scenarios, you change a
variable to show the inpact of that change, right?

A Yes.

Q Change of a key assunption, and then you show the

A Yes.

Q And just to quickly tick through a coupl e exanpl es,
Scenario 1 is the original range fromyour February and March
reports, right?

A That's correct.

Q Scenario 2 is the original range, but with a change

of assunption, one assunption, to show the inpact to the | oss
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devel opnent factor; isn't that right?

A That's correct.

Q Ckay. And the other two, other three scenarios
simlarly illustrate the inpact of changing sone key
assunption, right?

A It's cunul ative inpact, yes.

Q Thank you. Now, let's turn to Tab 4.

A Ckay. |'mthere.

Q And for the record, that's Exhibit State Farm General
152, and let's turn to Page -- what is Page 4 of that
docunent, and the footnote at the bottom footnote 6, now you
said you were famliar with State Farm General's February

subm ssions in connection with its interimrate, right?

A That's correct.

Q And do you see footnote 6 on this docunent?

A |'msorry. You said Page 47

Q Let's actually start at the first page, okay?

A Ckay.

Q What is this docunent? Have you seen it before?

A |'mlooking at it. Just a nonment. Yes. |[|'ve seen
this.

Q What is it?

This is a letter fromofficers of State Farm Gener al
to Ricardo Lara dated February 3rd, 2025.
Q OCkay. Now let's turn to page three of the original
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letter, footnote 6. Just |let nme know when you get there?

A Yes, |'mthere. Thank you.

Q Ckay. And you see where it states that State Farm
General quote, "Requests a full hearing for final rate
anal ysis to be based on fully updated rate tenpl ates using

data fromthe first quarter of 2025," end quote. You see

t hat ?
A Footnote 6? Yes, | see that.
Q Yes. Ckay. And then do you see the next sentence

where it states, "For purposes of determning the interim
requested we have cal cul ated an updated rate indication using
the standard rate tenplates including -- included in the
filings by changing two inputs.” Do you see that?

A. Yes, | do.

Q So isn't it true that what State Farm was doi ng here
is taking its original rate tenplates, and updating themto
show the inpact of two inputs; isn't that right?

A Yes.

Q In simlar fashion to the scenarios that we wal ked
t hrough earlier, correct?

A | think there's a bit of a m smatch.

Q And the two inputs, though, that State Farm Ceneral
updated fromits original rate tenplates were the May 1st,
2025 effective date, correct?

A. Yes.
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Q And, quote, "A new catastrophe provision that
I ncorporates wildfire |l oss estimates up through the nost
recent fires," right?
A Yes.
Q Now let's turn to Tab 6?
A Can | make a statenent before we do that?
THE COURT: Do you have an objection, Counsel, to
maki ng a statenment before that?
MR. TETI: Just as a procedural objection, | would
ask a question before he could nake a statenent.
THE COURT: What is it you're trying to offer? |
mean, what are you speaking to?
THE WTNESS: Shall | say it on the record?
THE COURT: Well, the nature of it, not the --
THE WTNESS: -- It's -- It's to clarify that it's a
m scharacterization to say that the --
THE COURT: -- No. You can stop. So just let him
ask the questions, and then if they need to on redirect --
THE WTNESS: Gkay. Thank you.
BY MR TETI:
Q Let's turn to Tab 6, please?
A Ckay. |'mthere.
Q And this is Exhibit State Farm General 162, have you
seen this docunent before?

A |'mlooking at it. Doesn't necessarily look famliar
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or unfamliar. | may have seen it.
Q Do you see where it says, "Notice of Hearing" at the

-- in the caption page of the first page?

A Yes.

Q And let's turn to the | ast page, Page 8, please?
A Ckay. I'mthere.

Q You see the date March 20177

A | see the date March 17th, 2025.

Q And are you famliar with the -- sone of the officia
filings and records fromthe Insurance Conm ssioner in this
case?

A Yes.

Q Do you recognize this to be one such filing by the
Conmmi ssioner's Office in this case?

A | mean, | can't read through the whole thing right
now, but yeah. It |ooks to be.

Q Let's turn to Page 7, specifically Line 12, quote,
"For purposes of a full rate hearing on the applications
Applicant shall update the applications with a conplete set of
rate-setting data through the end of the first quarter of
2025, or another nutually agreed-upon updated data cutoff date
by, between the parties, and as may be ordered by the ALJ."

MR PLETCHER. I'msorry. Could you read, just to
the | ocation of that?

MR. TETlI: Lines 12 to 157
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MR, PLETCHER: Wi ch page?
MR TETI: Page 7.
MR, PLETCHER: Page 7, ah. Thank you.

BY MR TETI:

Q So that says, "For the purposes of a full rate
hearing, Applicant shall update the applications with a
conplete set of rate-setting data through the end of first

quarter of 2025," right?

That's correct.

That wasn't ordered to be done for the interimrate
right?

That's correct.

kay. So let's return to your declaration

rong. Your supplenmental declaration, which is Tab 2.
Ckay. |'mthere.

And specifically, let's look at the chart that you

have on Page 3, okay?

A

Q
heari ng,

A

Q
M. Arnst

A

Q

A

Q
earlier,
falls wit
ri ght?

A
sai d that

Q

Ckay.
As you stated in your declaration and your testinony
under each scenario, the current rate, in your view,

hin what you've called, quote, "a |lawful range"

|'"'mnot -- | didn't nmention |lawful range early. |
it's not plainly invalid.

kay. Well, let's |ook at the |Ianguage of your
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decl aration then, particularly Page 2, Lines 23 to 24. Let ne
know when you're there?

A Ckay. That says, "lawful range".

Q Do you nean sonething different by "lawful range"

versus "plainly invalid"?

A Let me review that. One nonment. Yes.

Q You do nmean sonething different?

A Yes.

Q kay. Well, let's start with your declaration?
A Ckay.

Q And Lines 23 to 24. Quote, "The results are
consi stent under each scenario. The current rate falls within
a lawful range." End quote. GCkay. You stand by that
statenment ?

A Yes.

Q And let's turn to your scenarios on the next page,
under Scenario 1. A rate reduction of, let's say, 25 percent,
for Scenario 1 would be within a lawful range in your view,
ri ght?

A Yes.

Q A rate reduction of 15 percent would be within a
| awf ul range, right?

A Yes.

Q A rate reduction of 27.1 percent would be within a

| awf ul range, right?
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A Yes.

Q And to use a termfrom Consunmer Watchdog's reply
brief, you believe a rate reduction of within that |aw ul
range would be within al so what Consumer Watchdog has terned
a, quote, "zone of reasonabl eness", correct?

A Based on the maxi mum and mninumrate indications
shown here, yes.

Q So a rate reduction of 25 percent would be within the
zone of reasonabl eness, in your view?

A Based on the maxi mum and m ninumindi cated rate
changes shown here, yes.

Q And is the term "zone of reasonabl eness” an
actuarial that you're famliar wth?

A No.

Q And you don't use the term"plainly invalid" in your
declaration at all, right?

A. Uh, | don't recall if it's used in there.

Q You want to take a quick ook and see if you can
refresh your recollection?

A Let's -- Let's assunme not for the purposes.

Q But you've used that termtoday, right?

A Yes.

Q That's not an actuarial standard is it?

A It is a standard in California Insurance Law, but not

an actuari al .
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It's a legal term right?
Yes.

And you're not a |awyer, right?

> O > O

That's correct.

Q Al right. Sol'dlike to turn to some of the
different factors that you've been tal king about with respect
to conponents of the rate change nodel, and let's start with
| oss devel opnent factor?

A Sur e.

Q Al right. Wuat's |oss devel opnent factor?

A So that is factor used to take | osses as of a given
eval uation, typically, for exanple, 12, 24, 36 nonths, and
develop themto the anount that will ultinmately be paid out
when all clains are settl ed.

Q And you assert in your February, sorry, your March
declaration that State Farms original |oss devel opnent factor
was, quote, "excessive", right?

A Yes.

Q And in that report, with respect to | oss devel opnent
factor, was your objection for State Farm CGeneral's use of
that LDF for honmeowners only, or for all |ines?

A Homeowners only.

Q Are you famliar with the |oss devel opnent regul ation
10 CCR 2644.67

A To the extent that it governs the prior approval rate
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tenpl ate, yes.

Q Are you aware that it requires selection of |oss
devel opment based on the three-year dollar-wei ghted average
fromthe | oss devel opment triangle?

A Unl ess an approved variance is authorized, yes.

Q Now, let's turn to Tab 1, Exhibit B. It is Exhibit B
to your original declaration. And let's turnto -- It's been
Bates | abel ed, and so let's turn to the page that's been Bates
| abel ed SFG 1820517

A Ckay. |'mthere.

Q Let's | ook at your selection for LDF on this page.
Can you describe that for us, please?

A Yeah. You said 051, correct?

Q Yes?

A Ckay. So this is the renter's coverage?

Q Yes. Wiat was your | oss devel opnent factor selection
for renter's coverage?

A Sorry. | need sonething straight to nake sure I'm
| ooki ng at the right thing.

Q "Il just ask, was it 1.6107?

A Yes.

Q Okay. Now let's turn to Tab 8, specifically, Page
SFG 124037

A Ckay. |'mthere.

Q kay. And do you see -- What is this page? Mybe
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you can just help orient us with this?
A Yeah. This is one of ny favorite pages in all of the
prior approval rate tenplates. This is Exhibit 7, loss
devel oprment triangles. This is the non-catastrophe paid, |oss
devel opnent triangles for the renter's coverage.
Q And do you see 1.610 on this?
A | sure do.
Q And -- So is this where you got the 1.610 for the
| oss devel opnent factor we just covered on the |ast page?
A You figured nme out.
OCkay. Al right. Let's try another exanple. Make
sure | understand this. So we'll go to Tab, back to Tab 2,
Exhi bit B, and Page 052 this tine?
A kay. |'mthere.
Q And what was the | oss devel opnent factor you chose --
Vell, sorry. Wthdrawn.
Let me just ask, what is this page in your Exhibit B?
A What is this page? This is the rate change
cal culation for the condom niumunit owners coverage.
Q And what was the | oss devel opnent factor you chose
for this? For condo coverage?
A 1. 485.
Q OCkay. Now let's go back to the triangles in Tab 8.
This tine, let's turn to Page 7, so we're in exhibit SFG 12477
A Got it.
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Q And do you see at the bottomwhere it says 1.485 on

this loss triangle docunent?

A Yes.

Q Is this where y
i n your nodel ?

A It sure is.

Q Ckay. And that

ou got the 1.485 in your original

‘s conpliant with the reg, right, to

select it fromthe loss triangle? The three-year

dol | ar-wei ght ed average?
A To the extent t
tenpl ate instructions, y
Q And your sel ect
conmpliant with the reg,
A Correct.
Q And they matche
sel ections for those two
A That's correct.
Q You agreed with
factor selections for th
busi ness, right?
A That's correct.
Q Ckay. Now | et
your nodel, Tab 1, Exhib
49, this is Exhibit SFG
Let's go to 47,

he reg inforns the prior approval rate
es.
ion in those two I nstances were

right?

d exactly State Farm Ceneral 's

| oss devel opnent factors, right?

State Farm General's | oss devel opnent

ose two -- for those two |ines of

s turn to Tab -- W're going back to
it B. This tine let's |ook at Page
18249. Strike that.

Page 47.
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A Ckay. |I'mthere.

Q kay. What was the loss -- Wat page is this in your
-- in your rate change cal cul ati on nodel ?

A This is the rate change cal cul ation for non-tenant
homeowner s.

Q And what was the | oss devel opnent factor that you
sel ected for the honeowners nodel --

A -- 1.725.

Q kay. Now let's go, |like we've done before, back to
Tab 8, this tine -- Actually, let's go to Tab 9. Tab 9.

SFG 123, Page 3.

A kay. |'mthere.

Q And do you see the same place where we saw t hose
ot her nunbers that matched your nodel, it reads 1.793?

A | do.

Q Ckay. And that does not match the | oss devel opnent
factor selection you made in your nodel, right?

A You're right.

Q Why not ?

A | felt that the 1.793 was excessive based on outsized
values in the |latest diagonal, and so | nmade an attenpt to
adjust those in ny initial analysis, however, | changed that
i n nmy subsequent analyses to 1.793 consistent with what State
Farmis using, and that can be seen in Scenarios 3 and up from

ny suppl enental declaration.
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Q And when you nmade that adjustnent originally, did you
assunme a variance woul d apply?

A No. | did not.

Q So under the reg we discussed earlier, without a
variance, you were required to pick 1.793 in the |oss
devel opnent triangle, correct?

A For -- For that particular triangle, yes.

Q And you did not do so?

A That's correct.

Q In your latest report you say, let's turn to your
decl aration, supplenental declaration. Sorry, one nonent.

So in your April 7th declaration, your supplenental, you

state that, "Consuner Watchdog has reverted to State Farm

General's selection -- selected value of 1.793", correct?
A For Scenario 27?
Q You used the word "reverted" specifically?
A Can you -- Can you point ne to where that is, please?
Q Yes. Page 4, Lines 22 to 24. You see that now?
A Yes. Thank you. | do.

Q Ckay. So State Farmhas reverted to State Farm - -
|'msorry. You have reverted to State Farm General's sel ected
val ue of |oss devel opnent factor value of 1.793, because
that's the correct |oss devel opnment factor, correct?

A Because that's the only | oss devel opnent factor

aval |l abl e wi thout a vari ance.
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Q And when you say, "reverted" in your declaration, you
mean you corrected what had been a m stake, right?

A That's correct.

Q Now, let's look at the inpact of that on your chart
on Page 3. By your own cal culations at Scenarios 1 and 2,
correcting for that m stake would have the effect of
I ncreasi ng the maxi numrange of the rate indication from
negative .1 to 3.6, right?

A Correct.

Q kay. Now let's turn to another concept that you
di scussed earlier, AlY trend factor. Are you famliar with
t hat ?

A Yes.

Q Ckay. What is AlY trend factor?

A AlY refers to Amount of Insurance Years, the exposure

base for honeowners, and the AY trend is how the total anpunt

of insurance years changes over tine. It could be considered
as, like, a -- consistent wwth inflation in home val ues, for
exanpl e.

Q Coul d you repeat the -- the full title of the acronym

that you just -- AlIY that you just --
A -- Sure. It's Amount of Insurance Years.
Q Ckay. | was confused, because in your supplenenta

decl aration at Paragraph 11 you stated that Al'Y stands for

Annual Incurred Year. You see that?
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A. | do see that.

Q That's wong?

A Yeah. |'m honestly not sure how that ended up in the

declaration. |'maware that it's Amount of |nsurance Years,

and what it represents.

Q Ckay. Let's turn to Tab 10, which is State Farm

Ceneral 1181.
A Ckay. |'mthere.
Q And then you can turn to Page 27?
A Ckay.

Q What's this docunent?

A. This is Exhibit 9, Page 2, used for the cal cul ati on,

or used as part of the calculation for the catastrophe

adj ustnent factor.

Q Now, in your February and March report, you did not

identify the AIY trend factor that you used for your

cal cul ations, did you?
A. That's correct.

Q Ckay. And to put a specific nunber on it,

let's turn

to Page 3, and maybe you can point out for us what the AIY

trend factor is in this Exhibit 9?

A Yeah. It's 9.3 percent.

Q And that reads, across the chart it reads, "Projected
Annual Al'Y Trend", right?
A That's correct.
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Q Ckay. And not only did you not identify what that
nunber was in your previous declarations, but you didn't
expl ai n how you went about determ ning whatever AlY trend you
sel ected, right?

A That's correct.

Q Sitting here today, do you -- do you know what Al'Y
trend factor you used in that nodel ?

A It was 5-point-sonething.

Q 5-point-sonmething? |If we |ook back at your origina
report, which you don't have to turn to just yet, but you
I dentify what you call AlY trend factors as zero percent for
homeowners from 2023 to 2024. Do you renenber that?

A Yes.

Q And you identified AlY trend factor as negative 4.2
for honmeowners from 2024 to Quarter One, 2025; is that
correct?

A That's correct.

Q Can you explain to us how you cal cul ated that?

A | ncorrectly.

Q Wiy is it incorrect?

A Because | was using the total anount of insurance
years as shown on Exhibit 9, Page 2, Colum 2, and | should
have used the average anount of insurance years per exposure
from Exhi bit D.

Q kay. So if we change, we go back to suppl enenta
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decl aration that you provided in the scenario page, that State
Farm General 181, Page 3, and we correct for that m stake, we
nmove from Scenario 2 to Scenario 3, right?

A That's correct.

Q And that would indicate a maxi numrate change of 7

percent, right?

A Yes.

Q Let's turn to Tab 10 again, Exhibit 9?

A Al right. |'mthere.

Q And do you see the weight colum, Colum 5 on Exhibit
97?7

A "' msorry, what page are you on?

Q Page 27

A Yes.

Q What is that col um?

A Those are the weights applied to Colum 4, the CAT to
AlY ratio.

Q I n your original nodel that you provided, you did not
expl ai n what your weighting scheme was -- Wll, let nme

W t hdraw t hat .
Colum 5 in Exhibit 9 shows a weighting scheme, correct?
A Yes.
Q And to put together your nodel, presumably you had a
wei ghting schene too, right?

A. Correct.
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Q You didn't provide that in your February or March
reports dud you?

A | didn't need to, because | sinply used the weighting
scheme provided by State Farm General in their original filing
from m d- 2024.

Q The wei ghting schenme in md-2024 had how many years
attributed to it?

A 34.

Q And the Exhibit 9 that is submtted in 2025 has
additional time periods, right? It has @1, 2025, so how many
time periods does it have?

A 36.

Q So wouldn't it have been hel pful to explain how you
adjusted fromthe 34 nonths to the 36 nonths?

A Potentially. | just noved the weights down, because
the earliest weights were at or close to zero for the years
1990, 1991, so | just noved the | atest weighted period down,
and each prior weight down the appropriate anmount.

Q And you didn't provide a table like this to explain

how you did that, right?
A. | didn't feel it was necessary. | indicated that | sinply
used the weights provided by State Farm General provided in
2024.

Q Over a different tinme period, correct?

A Different cal endar years, but the same weights
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applied to the sane nunber of years, with the sane wei ght
given to the latest year in the period.
Q Ckay. Let's turn to another concept. Non -- First
of all, what's the term Non-CAT nean?
A It refers to | osses excluding catastrophe | osses.
Q And CAT is for catastrophe | osses, right?
A Yes.
Q And what's this concept of |oss trends in Non-CAT
| osses? Explain that to us?

A Yeah. That anal yzes how | oss experi ence has changed

over a nunber of years, and then uses that to trend the | osses

in the recorded period up to the period during which the
proposed rates would be in effect.

Q And woul d you say that |oss trends play an inportant
role in calculating the indicated rate change?

A Yes.

Q I n your February analysis, that was repeated in
March, you used the 3.8 percent |loss trend, right?

A | believe it's a 3.8 percent net trend.

Q Did you provide that nunber in your February or March

analysis at all?

A | woul dn't have needed to, because it is included in
the prior approval rate tenplate. | put -- | indicated that
used the 20 point reported/paid trend sel ections, which

naturally create the 3.8 percent net trend.
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Q Ckay. Now, in your original report, you never
expl ai ned why you chose that particular loss trend, right?

A It's one of the 20 available |oss trend sel ections
within the rate tenplate

Q So 20 available, right? And you picked one, correct?

A Yes.

Q But you didn't explain why you picked that one out of
t he 20?

A It's standard procedure to nake | oss trend
sel ections, and it's understood that those are the trend
selections that the actuary perform ng the analysis feels are
t he nost actuarially sound.

Q Not only that, but you critiqued State Farm General 's
| oss trend selection of 8.1 percent in your March report,
right? As excessive?

A That's correct.

Q But you didn't explain why, right?

A Again, it's understood that the selection that | made
is the one that | feel is the nost actuarially sound based on
my anal ysi s.

Q So that's a yes? You did not explain why?

A Yes.

Q And your declarations don't consider the inpact of
demand surge on |loss trend, do they?

A Demand surge is not a conponent of the prior approva
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rate tenpl ate.

Q Your view is that demand surge has no inpact on |o0ss
trend?

A Demand surge is not a conponent of the prior approva
rate tenpl ate.

Q Your declarations don't consider the inpact of the

anticipated increases in building costs on the loss trend, do

t hey?
A That's not part of the rate tenplate.
Q You don't consider the inpact of inflation, right?
A Trend is inflation.
Q Way don't you explain that?

A The | oss trends are designed to reflect inflation in
| osses over tinme, and project those | osses fromthe |atest --
excuse nme -- point and reported period through to the period
during which the proposed rates will be in effect.

Q Right, so loss trend anticipates |oss trend going
forward; is that right?

A Loss trend is based on historical data, and used to
project the recorded period | osses into the period during
whi ch the projected -- the proposed rates will be in effect,
and yeah. That is a future period.

Q Your declarations didn't consider the point that the
Governor raised in his 2023 executive order that, quote,

"Since 2018, California has experienced the seven |argest
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wildfires in state history, as well as the single deadliest
and nost destructive wildfire," end quote. Didn't consider
that, right?

A That's considered in the catastrophe adjustnent
factor derived in Exhibit 9.

Q And you didn't cite to that executive order when you

put together your catastrophe factor in Exhibit -- Actually,
you didn't pride an Exhibit 9, did you?
A No.

Q Now, in your supplenental declaration, you point to a
few nore of those 20 options for |loss trend selection that you
throw out of as options. Those are 18 percent, and 22.3
percent, correct?

A. Those are net trends, not |oss trends.

Q Okay. Let's -- Let's just turn to your declaration
on this. Tab 2, Paragraph 12?

A Ckay.

Q And you state that, "The two highest points in that
range,"” this is Line 4 through 6, "The two highest points in
that range, 18 percent and 22.3 percent are significant
outliers, which are nore than two standard devi ations fromthe

mean," end quote. You see that?
A | do see that.
Q Based on that two standard devi ation issue, you

t hrough out those nunbers, right?
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A |'"'mnot sure | can discuss this, because it refers to
t he Watkins decl aration

Q You didn't use those nunbers, right? Let ne ask a
different question, M. -- M. Arnmstrong. Sorry. Go ahead.

A No. No. Yeah. Go ahead, please.

Q Ckay. Those two nunbers were part of those 20

options for you to select for loss trend, right?

A For net trend.

Q For net trend? GCkay. Correct?

A Yes.

Q And you didn't use those two nunbers, right?
A | didn't use 19 of the 20.

Q Okay. The nunber you sel ected was the | owest
non- negative option, right?

A | don't think that's accurate at all

Q What were | ower non-negative options?

A. | don't have the 20 avail able net trends in front of

Q But you didn't explain the choice or lay out those
options in your report, right?

A Uh, that's correct.

Q Let's turn to the next -- next page of your
suppl ement al decl aration, Page 67?

A Ckay.

Q And to your discussion of rate application?

Kennedy Court Reporters, Inc.
800. 231. 2682

146



https://www.kennedycourtreporters.com

© 00 N o o b~ w NP

N N N N NN R R R R R R R R R R
g N W N P O ©W O N O U M W N P O

A ' mthere.

Q kay. Al right. And specifically, your chart,
whi ch has a colum for "Effective Date", right?

A Yes.

Q And you don't have a colum for "Filing Date", do
you?

A No.

Q Ckay. And you assert, Page -- Paragraph 19, that
State Farm General did not file for a rate increase in 2019,
right?

A That's correct.

Q On the basis of the "Effective Date" columm in your

A That's correct.

Q Which is not the sane thing, right?

A That's right. Looking at this again, "File for a
rate increase in either, "should have been, "File for a rate
I ncrease effective in either.”

Q All right. Well, let's try to clarify the record by
turning to Exhibit M that's part of your supplenental
decl arati on.

A Can you give nme a tab, please?

Q Yes. We're staying in Tab 2. 1t's Bates nunbered
State Farm General 181019.

(Lights in courtroomwent out.)
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THE COURT: There's the light.
THE WTNESS:. Sorry. So Tab 2, there's, I|ike,
Exhibit A and Exhibit B. Is it before Exhibit A and Exhibit
B?
BY MR TETI:
Q It's within Exhibit B?
A Wthin Exhibit B?
Q Yes.
A. kay. And what was that Bates nunber one nore tine,

Q SFG 1810197
A 019. Yes. Exhibit M | see it.
Q kay. And you see the colum, "Filing Date" here in

Exhibit 9?
A | do.
Q Do you see the date May 30th, 2019 for a filing date?
A | do.

Q OCkay. Let's return to your declaration where you
stated, Paragraph 19, "State Farm General did not file for a
rate increase in 2019." That's incorrect, right?

A Correct. The termshould have been, "Filed for a
rate increase ultimately effective in 2019."

Q Now, | want to understand the logic of your point in
t hat sane paragraph when you stated that, "If State Farm

Ceneral filed for a rate increase in 2017 and 2019, that would
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have increased the cunul ative rate level by 14.3 percent.”
Wy ?

A 1 plus 6.9 percent, tinmes 1 plus 0.69 --

THE REPORTER. -- One nore tinme, M. Arnstrong? |'m
sorry.

THE WTNESS:. Sorry. 1, plus 6.9 percent squared,
mnus 1, is 14.3 percent.
BY MR TETI:

Q kay. And with -- Just so | understand, with that
cal cul ation, are you assumng that a rate increase would be
approved in the sane year it is requested?

A Not necessarily. This was a mi sstatenent and should
have been, "File for a rate increase ultimately effective in
2017 and 2019."

Q Ckay. | just want to conpare that wth the actua
history of rate requests and approvals. Let's turn back to
Exhibit N, State Farm General at 181, Page 19.

A Ckay. |I'mthere.

Q Ckay. And let's just use a couple of exanples, there
was a filing date of Decenber 4th, 2014 for a 6.9 percent rate
i ncrease. Do you see that?

A Yes.

Q And |' m havi ng troubl e understandi ng your for and
effective date clarification, but do you see the "Effective

Dat e" col unmm t here?

Kennedy Court Reporters, Inc.
800. 231. 2682

149



https://www.kennedycourtreporters.com

© 00 N oo o b~ W N PP

N N NN NN P P PR R R PR
o A W N P O © W N O 0o »N W N P+ O

A | do.

Q It states the effective date of that rate request was
Decenber 8th, 2016, right?

A Yes.

Q And that neans, if |I'mreading this chart correctly,
my understanding is that neans that the rate approved of
negative 7 would be effective on that date, right?

A Correct.

Q So in this instance State Farm General requested a
6.9 percent increase, and a 7 percent decrease was approved?

A That's what it says on the chart, yes.

Q And as part of your logic, you assuned that if State
Farm General requested a 6.9 percent increase that that is the
sanme rate that would be approved, right?

A | believe that's based on the pattern of request and
approval s shown after that filing that we're tal king about
now.

Q But not that one, right?

A Yeah, that's correct. Not that one.

Q Are you aware that that particular rate filing was
not ultimately resolved through the court systemuntil 2022?

A | was not.

Q Okay. Let's also look at the time period in terns of
one year fromfiling to approval, let's ook at sone other

exampl es. August 31, 2018 filing date. Do you see that one?
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A Yes.

Q What was the approval date for that rate request?
A Oct ober 15t h, 2020.

Q How much tinme is that that el apsed? Between the

filing date and the effective date?

A 2 years, 1 nonth, and 16 days.

Q Do you know how many days on average it took for the
files on your list to get approved?

A | do not.

Q You didn't think that was relevant to your analysis
of that 14.3 percent cumnul ative increase?

A The point | was making was that had State Farmfil ed
for those two additional 6.9 increases, they would be at a
cunul ative rate increase 14.3 percent higher than they are
Now.

Q And with the assunption that the rates woul d get
approved at that sane |evel, right?

A Correct. Based on the pattern of every rate increase
that 1'mseeing here followng the one filed in Decenber of
2014.

Q Ckay.

THE COURT: Counsel, can | check in with you on how
| ong you estimate further questioning?
MR TETI: Not nuch |onger, your Honor, actually.
THE COURT: Okay. You want to -- |'mnot saying that
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|"mcutting you off, but | think maybe a coupl e people want a
qui ck break, so should we do that now?
MR TETlI: Sure. Yes, your Honor. That's fine.
THE COURT: Okay. |'Ill say five-ish mnutes recess
to take a quick break
MR TETI: Thank you, your Honor.
(Pause in the proceedings from4:32 p. m
until 4:39 p.m)
THE COURT: Ckay. Back on the record after a recess
in the matter of the rate applications of State Farm Genera
| nsurance Conpany and the stipulation that's before us in the
evidentiary hearing, and the File Nunbers PA-2024-00011, 12,
and 13 respectively, and the continuing direct exam nation of
t he w tness.
As a rem nder, you are still under oath. Please proceed.
MR TETI: Thank you, your Honor. W have no further
questi ons.
THE COURT: (Ckay. And fromthe Departnent?
MS. MCKENNEDY: Just a few questions, your Honor.
CROSS- EXAM NATI ON
BY MS. MCKENNEDY:
Q Good afternoon, M. Arnmstrong.
A Hi .
Q Did you conduct any analysis of State Farm Ceneral's

current overall financial condition?
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A I'mthinking. | |ooked at sonme publicly-avail able
i nformation, but didn't conduct any anal ysis.

Q |f you were to conduct an overall financial condition
anal ysi s, what would you | ook at?

A My goodness. That sounds |ike a daunting task.
woul d | ook at things, and I'mtrying to remenber what's
adm ssible currently, actuarial metrics, such as IRIS rati os,
potentially RBC ratios due to the extent those are able to be
admtted. | would |love to have nore information about their
rei nsurance agreenents, understanding that it's unlikely for
me to get such information due to confidentiality issues. 1'd
also like to understand nore details about the financial
relationship between State Farm General and their parent
conpany State Farm Mutual Autonobile Insurance Conpany.

Q And just so I'm-- | nmake sure |I'mclear, have you
formed any opinions about the overall financial condition of
State Farm CGeneral at this tinme?

A Based on what |'ve seen in publicly-available
information, it's clear that State Farm General is in a
deteriorating financial position.

Q So when you say "publicly-available information”,
what do you nean?

A Thi ngs such as | ooking at their annual statenents,
information that has been provided by State Farm General as

part of their filings in this matter are two exanpl es that
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come to mnd.

Q Are there any risks to California policyhol ders of
State Farm General fromthe Conm ssioner's granting the
interimrate increase here?

A Yes.

Q Wat are those?

A That they will be saddled with an increase in their
honmeowner' s insurance rates, that State Farmis alleging no
risk is associated wth because of the possibility of refunds,
but for individual homeowners, an additional average $600
i ncrease to their homeowner's insurance could have a
detrinmental effect on their personal finances.

Q And what do you base the $600 average increase on?

A That's sinply cones fromthe values supplied by State
Farmin their rate filing, so the total prem umvolunme, tines
t he proposed rate increase, divided by the nunber of
pol i cyhol ders for the honmeowners coverage.

Q Do you think one of the risks faced by the State Farm
General policyholders is that State Farm General will never
pay refunds, even if the Conm ssioner subsequently determ nes
that the interimrate is too high?

A | could say that that's a possibility.

Q And what do you base that possibility on?

A There's no guarantee that any individual or corporate

entity will nmake good on a promse that it nakes, or an order
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froma -- a -- a regulatory body or entity such as the
Conmm ssi oner.

Q So you think there's a risk that State Farm Genera
woul d not obey an order fromthe Comm ssioner requiring
refunds with interest?

A | think it could becone a protracted |legal matter to
the detrinment of the policyholders potentially.

Q But | et nme ask ny question again. Do you think
there's a risk that State Farm CGeneral does not obey an order
fromthe Comm ssioner requiring refunds with interest?

MR PLETCHER. (bjection. Calls for a |egal
concl usi on.

MS. MCKENNEDY: Your Honor, he said that was one of
the risks. | just want to make sure | understand the risks
he's identifying.

THE COURT: Can you ask himto clarify then®

THE WTNESS: | can hear, you, Nikki. | can't really
hear well, your Honor.
MS. MCKENNEDY: | believe the -- your Honor asked you

to please clarify?
THE COURT: Ask the question again?
THE W TNESS: Thank you
BY M5. MCKENNEDY:
Q | just want to make sure | understand. Do you think

that there is a risk that State Farm General would not obey an
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order fromthe Conm ssioner that it pay refunds with interest?

A | can't give an unqualified yes or no.

THE COURT: Wit -- Okay. He can't answer, is the
answer .

M5. MCKENNEDY: |'msorry?

THE COURT: Cant answer is the answer.

MS. MCKENNEDY: Thank you, your Honor.
BY M5. MCKENNEDY:

Q M. Arnmstrong, do you think there are any risks to
the State Farm General policyholders if the Comm ssioner does
not grant the interimrate request?

A Potentially, yes.

Q What are those risks?

A That State Farm General woul d becone insolvent and be
unabl e to pay cl ains.

Q What do you base that on?

A The facts submtted by State Farm General in this
case.

Q Do you have an opinion regarding how likely it is for
State Farm CGeneral to becone insol vent?

A | do not.

Q Do you have any opinion regardi ng whether there are
any risks to the California marketplace as a whole if the
Commi ssi oner does grant the interimrate increase request?

A ' mthinking. Yes.
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Q Was is your opinion?

A Ganting an interimrate request such as this would
open the door for simlar requests fromother insurers
potentially driving the costs for honmeowners insurance in
California up to levels that are unaffordable.

Q Do you have an opini on regardi ng whether there are
any risks to the California marketplace as a whole if the
Commi ssi oner does not grant State Farm Ceneral's request for
an interimrate?

A Yes.

Q And what is that?

A It has been voiced by -- by others in this proceeding
that there is potential risk that State Farmis financial
strength rating could becone downgraded, and their nortgages
that are backed by their honeowners insurance could becone --
could go away, |I'mnot sure what the termfor that is in
nortgage | aw, |eaving these custoners to scranble for
honmeowner s i nsurance.

Q Do you have an opinion regarding how likely that is
to happen?

A | do not.

Q Did you anal yze whether State Farm CGeneral's
in-effect rates are plainly invalid based on any factors other
than the Prop 103 rate fornul a?

A My assignnent was to | ook at the prior approval rate
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and make a judgnment based on those.

Q So is that a yes or a no?

A No, | did not.

Q Wien you anal yzed whether State Farm General's
in-effect rates are plainly invalid, did you apply Variance 6
fromthe rate fornmnul a?

A | did not.

MS. MCKENNEDY: Thank you, your Honor. That's all |
have.

THE COURT: All right. |Is there anything else before
| get to -- back to Consumer Watchdog? No?

MR. TETI: No, your Honor.

THE COURT: Ckay. There's three parties. Trying to
vacillate a little bit. Al right. And followup from
Consuner Wat chdog?

MR PLETCHER: Yes, your Honor. Brief redirect.

REDI RECT EXAM NATI ON
BY MR PLETCHER:
Q M. Armstrong?
Yes.
Were you asked to | ook at insolvency issues?
No.
And you're an actuary, correct?

Correct.

o » O > O P

If we could return to the Tab 2, Exhibit B, Page 197
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A |'msorry. Are you in the binder | was given by
opposi ng counsel, or?

Q That's correct.

A Ckay. One nore tinme on the tab, please?

Q Tab 2, Exhibit B, Page 181-019. This is the exhibit
to your second -- your supplenental declaration?

A Sorry. GCkay. 2, B, and, all right. This is |ooking
prom sing. Gkay. Exhibit M

Q Correct.

A Ckay.

Q This is the same exhibit you were just discussing

wth counsel for State Farnf

A Yes.

Q If we look at just the "Filing Date" colum in the
top chart?

A Yes.

Q There are still two years when we're | ooking from

where there was no filing, correct?

A |'mreviewing that now | see no filing in 20 --

Q -- I"'msorry. Three years?

A Ckay. So in the "Filing Date" colum | see no filing
in 2015, 2016, 2017, or 2020, for four years.

Q Four years. kay. |If we go back to Paragraph 19?

A Can | have a tab nunber, please?

Q Sorry. Paragraph 19 of Tab 2. We're going back to
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your decl arati on.

A Ckay. Okay. |'mthere.

Q This is where we were discussing the effective date
versus the filing date in the chart. |[If -- Just taking your
hypot hetical here in Paragraph 19, if there are four years
wi t hout an increase, wthout a filing, and again, building in
t he assunptions that you have in your hypothetical here that
t here woul d have been a 6.9 percent increase in every year,
then that nunber would just be higher, correct?

A That's correct.

Q And the math on that would just be the 6.9 percent
bui |l di ng cunul atively over the four years?

A Exponential ly, yes.

Q During your cross you acknow edged sever al
adj ustnents that you nmade in your cal culations from your
original declaration to your supplenental declaration. Yet,
you al so descri bed at the outset, the 48 hours that you
initially had to put together your first declaration. Could
you just speak very briefly to the nature of this energency
process, and the analysis that you've had to do, and the

adj ustnents that you' ve nmade?

A Yes. As you noted, ny original analysis was nade
under an extrenely tight 48-hour tineline. | concede that ny
declaration was filed in the follow ng nonth, however, | do

have other work obligations in addition to this, so this is
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not the only thing I work on, and then fromny original
declaration to ny supplenental, | did make additional
adjustnments in the formof the Scenarios 1 through 5 that are
shown in mmy suppl enmental declaration.

Q So as adjustnents have been pointed out to you
you' ve made them throughout this process, if you thought they
were actuarially sound?

A Yeah. | think it would be helpful to just step
t hrough those one nore tine.

Q That's okay.

Ckay, yes.

If we could go to Tab 4 now to Exhibit B?
What' s the Bates nunber?

Turning your attention to Page SFGL52-04?
Ckay. |'mthere.

And turning your attention to footnote 6?

> O >» O > O >

Yes.

Q Do you draw any conclusions fromthe negative 10
percent in the non-tenant honmeowners |ine there?

A I'mlooking at it. This appears to say that the
initial indication was negative 10 percent w thout Variance 6
for non-tenant homeowner. |Is that the figure you're referring
to?

Q That's the figure I'mreferring to. W were earlier

t al ki ng about negative val ues, neaning that a rate change
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woul d not be appropriate. 1Is this the sane type of negative
val ue?

A | can't tell. It says, "The follow ng table shows
the initial indication.” Typically, that's understood to mean
t he maxi numindication, but it's not clearly stated here.

Q Ckay. If you can't tell, that's fine.

MR PLETCHER. And no further questions, your Honor.

THE COURT: Any cross?

MR. TETI: No, your Honor.

THE COURT: Al right. | asked if there was cross,
and | got a negative answer, | believe?

MR TETI: That's right, your Honor. No further
guesti ons.

THE COURT: Anything further fromthe Departnent?

MS. MCKENNEDY: Yes, your Honor. No further
qguesti ons.

THE COURT: Al right. |Is there any reason | can't
excuse this witness? Hearing none, we thank you for your
testi nony today. You are excused.

MR ARMSTRONG  Thank you. Ckay. |'m sure everybody
is hoping to get out of here in the next four mnutes. | just
have a couple of things to touch base with you on.

The -- I"'minfornmed that there are a | out of requests for
docunents that have been filed in this case, and the nornal

process is, | won't go into, is very antiquated, so you don't
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have to answer this now, and | -- Everything's cone in public
so far, so it's not really an issue of whether or not they're
di scl osable. It's whether -- |I'mjust touching base with the
parties as to whether or not there would be concern if they --
the Departnent puts themnore forward-facing in order to

reduce the nunber of those requests building, so if you can --

| wanna condition this by saying, | don't -- W' re not
doing it now, so don't panic. Secondly -- If you're getting
alarmed by it, but secondly, | don't -- I'mdoing it as a

courtesy to check with the parties, that's what I"'mtrying to
say, as to whether or not there's concerns about that taking
place, and | don't exactly -- | can't tell you exactly what is
bei ng envi sioned, except to nake it up, maybe, like, there's
gonna be a bl ank on the cal endar or sonething that opens up
the file. I'mjust -- | don't know that as a fact. It's just
sonething that was floated, and | was asked about it, so |
wanted put it out there, again, to get your feedback on it.

You can do that in the norning, and you could also share
it now It's easier in the norning if you already, you know,
after you've thought about it otherw se to raise issues wth
it.

| f you have it ready now, you can, but otherw se we'll
| eave it on the table. So we're gonna be | ooking at the
Departnent's witness in the norning? Is that what's

happeni ng?
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M5. MCKENNEDY: Yes, your Honor.

THE COURT: Ckay. And there's a couple filings
comng in, or at |east one that the Departnment would like to
do, and in addition to that, I wanted to inquire with the
Depart nment about how you felt, Ms. MKennedy about a
Bat es- st anped copy of the entire underlying adm nistrative
record?

MS. MCKENNEDY: How do | personally feel, your Honor?
Sorry. | mght be m sunderstanding.

THE COURT: Well, is that sonething the Departnment
can make happen? Is it --

MS. MCKENNEDY: -- The entire adm nistrative record?
| can ask for staff to help, but that is a big ask, and |
can't promse it right away.

THE COURT: Ckay. Wy don't you make the inquiries,
if you would? If you can inplenent it, you know?

MS. MCKENNEDY: The Departnent actually Bates-stanped
its own exhibits.

THE COURT: Yes. | nean, | know, you put a |ot of
things in with the notice and nothing further, but as opposed
to having the typical entire admnistrative file, which
can't speak to what they did, because | didn't | ook whether
those were previously entertained, but it is a common practice
to do so, and capture it in the record, and given the, you

know, the disputes between the parties, and the nature of
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this, it's sonething that we could tal k about, or maybe we --
maybe we hold for the full rate hearing.

It may not need to be now, so that's why | wanted sone
di al ogue with you as to whether or not, you know, it was -- it
was gonna be, because | know that they're big, so, and we're
not really focused on that piece now, but if ultimately it
goes up, it will have to generate, and it's nice if it's in
t he case record, because then when they prepare it, it just
goes.

M5. MCKENNEDY: | understand, your Honor. | think
that ny bureau is probably not staffed sufficiently to address
this, but | can raise it with our general counsel, and she may
want to talk with the different resources at the Departnent.

THE COURT: Ckay.

M5. MCKENNEDY: So | can only speak for the Rate
Enforcement Bureau, and |'mpretty sure we do not have the
staff.

THE COURT: Ckay. I'mnot instructing at this point.
| just want to nmake an inquiry.

MS. MCKENNEDY: Absolutely. | will inquire.

THE COURT: Al right. |Is there anything further
that we shoul d raise today before we exit the record? Resune
tonorrow norning at 10:00 a.m, still?

MR. MADDI GAN:  Your Honor, nmay we start earlier

t omor r ow?
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THE COURT: How do the other parties feel about that?

M5. MCKENNEDY: |'m hopeful if we only have one
W t ness, your Honor, that starting at 10:00 a.m shoul d be
sufficient.

THE COURT: You can cone early though. W' re open.
We're here. W're here a lot earlier than that.

Ckay. W are adjourned until 10:00 a.m, tonorrow, Apri

10th. Have a good ni ght, everybody.

M5. MCKENNEDY: Thank you, your Honor.

MR TETI: Thank you, your Honor.

THE COURT: Thank you for your efforts.

(Wher eupon the proceedi ngs were continued.)
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REPORTER S CERTI FI CATI ON

I, the undersigned, a Certified Shorthand
Reporter of the State of California, do hereby certify:

That the foregoing proceedi ngs were taken before
me at the tine and place herein set forth; that any
Wi t nesses in the foregoing proceedings, prior to
testifying, were duly sworn; that a record of the
proceedi ngs was nmade by ne using nmachi ne shorthand, which
was thereafter transcribed under ny direction; that the
foregoing transcript is a true record of the testinony
gi ven.

Further, that if the foregoing pertains to the
original transcript of a deposition in a federal case,
before conpl etion of the proceedings, review of the
transcri pt was not requested.

| further certify | amneither financially
interested in the action nor a relative or enployee of any
attorney or party to this action.

IN WTNESS WHEREOF, | have this date subscri bed

ny nane.
Dated: APRIL 16, 2025 Qo (R
Certified Shorthand R:adpor;.er
For The State of California
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          1                       WEDNESDAY, APRIL 9TH, 2025                          



          2                           MORNING SESSION



          3                             



          4            THE COURT:  Please come to order.  All right.  Once



          5   again, good morning.  I'm Karl Fredric-Seligman,



          6   Administrative Law Judge presiding on this matter.  Today is



          7   April 9th, 2025, and we are here on the matter of the



          8   stipulation and the rate -- in the matter of the rate



          9   applications for State Farm General Insurance Company, File



         10   Number PA-2024-00011, PA-2024-00012, and PA-2024-00013.



         11        At the conclusion of yesterday's proceedings we had just



         12   taken the first witness in this matter after spending the



         13   morning on a number of matters that were raised by the



         14   parties, some of which are continuing in discussion and



         15   decision-making, and before we turn to that, I will take



         16   appearances starting with the carrier, State Farm General?



         17            MS. WELLINGTON:  Katherine Wellington for State Farm



         18   General.



         19            MR. MADDIGAN:  Michael Maddigan, Hogan Lovells, also



         20   for State Farm General.



         21            MS. MCKENNEDY:  Good morning, your Honor.  Nikki



         22   McKennedy for the California Department of Insurance.



         23            MR. MONTGOMERY:  Duncan Montgomery for the



         24   Department.



         25            MR. PLETCHER:  Good morning, your Honor.  Will
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          1   Pletcher for Consumer Watchdog.



          2            MS. PRESSLEY:  Good morning.  Pamela Pressley for



          3   Consumer Watchdog.



          4            THE COURT:  Is that it for Consumer Watchdog's



          5   appearances for today?



          6        Good morning.  Thank you everyone for being here, and



          7   welcome back.  I -- There was some filings since we left



          8   yesterday.  I wanted to touch base with the parties with



          9   respect to whether those had been seen by everybody.



         10   Specifically we had a declaration from the proffered witness



         11   Watkins that was dealt with in in limine motion yesterday, and



         12   an additional brief from Consumer Watchdog on the RBC matter.



         13   Starting with the Department, have you had an opportunity to



         14   review those materials?



         15            MS. MCKENNEDY:  Briefly, yes, your Honor.



         16            THE COURT:  Okay.  And as to Consumer Watchdog's



         17   materials, has State Farm General had an opportunity to look



         18   at that?



         19            MS. WELLINGTON:  Your Honor, we reviewed them, but



         20   would request an opportunity to respond in writing, and we



         21   could do that later today?



         22            THE COURT:  Okay.  I'll revisit that in a little bit,



         23   and as to Consumer Watchdog, did you have an opportunity to



         24   look at the declaration filing from State Farm General?



         25            MR. PLETCHER:  Yes, we did, your Honor.
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          1            THE COURT:  All right.  As a matter of preliminary



          2   remarks, although I understand there's an interest in looking



          3   at those more, or responding in a written format, does anybody



          4   have any preliminary comments they want to make substantively



          5   now?



          6            MS. MCKENNEDY:  Your Honor, the Department could



          7   respond now to the supplemental declaration of Nancy Watkins?



          8            THE COURT:  Okay.



          9            MS. MCKENNEDY:  With respect to the RBC ratio



         10   briefing that was submitted by Consumer Watchdog, we would



         11   suggest perhaps we could do what your Honor suggested



         12   yesterday, which is a voir dire of Ms. Shaw on the witness



         13   stand that might help elicit some underlying facts to clarify



         14   the RBC issues, and after that we could perhaps decide whether



         15   further briefing or argument is necessary.



         16            THE COURT:  Okay.  Thank you.  Further comment on



         17   that, or indications as to whether or not that seems like a



         18   course of approach that is appealing?  Yes?



         19            MR. PLETCHER:  Yes, your Honor.  Just to respond to



         20   the declaration.  You know, we reviewed it, but we essentially



         21   understood it as sort of a, substantively, a type of motion



         22   for reconsideration, or along those lines.  As sort of a



         23   motion for reconsideration for the one fact it seemed to add



         24   was sort of a subjective belief or understanding about the



         25   conflict of issues, but we didn't see that as any reason to
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          1   revisit your orders.



          2            THE COURT:  Okay.



          3            MR. MADDIGAN:  Your Honor, may I speak to the



          4   declaration briefly?



          5            THE COURT:  Yes.  Go ahead.



          6            MR. MADDIGAN:  With respect to Ms. Watkins, you



          7   requested yesterday that we make an offer of proof, and the



          8   offer of proof would be her original declaration, which as was



          9   discussed at length yesterday, no one found to be problematic



         10   in terms of scope, and her declaration filed last night, which



         11   made clear that she did not rely on any confidential



         12   information in any of the work she did to prepare that



         13   information, and I'd further note, your Honor, that in this



         14   matter of the interim rate hearing, the Department and State



         15   Farm General have, as you know, stipulated to an interim rate,



         16   so there's no adversity between us, which is another reason



         17   why the concern about appearance of the conflict between



         18   adverse parties is not the same here as it would be normally.



         19            THE COURT:  I appreciate that remark.



         20            MS. MCKENNEDY:  May I address that, your Honor?



         21            THE COURT:  Certainly.



         22            MS. MCKENNEDY:  I just want to start by saying the



         23   Department believes that the Court was correct in excluding



         24   the testimony of Ms. Watkins based on yesterday's rulings.



         25   The Department has not, and is not waiving the conflict of
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          1   interest that is present when an expert is representing two



          2   separate parties at the same time in the same proceeding.



          3   Nancy Watkins has indisputably received confidential



          4   information from the Department.  Her declaration in the offer



          5   of proof does not satisfy State Farm's burden here.



          6        She says in Paragraph 10, "In my opinion, none of the



          7   information I was privy to on CDI's behalf would in any way



          8   benefit SFG in this matter."  First of all, she's not



          9   qualified to opine on whether or not the confidential



         10   information is of benefit to State Farm.  That is why State



         11   Farm has the burden to show that no confidential information



         12   was actually disclosed.



         13        It's a matter of necessity.  The Department can not know



         14   what was or was not shared with State Farm, nor can the



         15   Department, or even Nancy Watkins for that matter, know what



         16   would or would not be of benefit to State Farm General.  Um,



         17   excuse me.



         18        Once the Department made its showing, than the rebuttal



         19   of presumption arises that the information that has been used



         20   or disclosed, or was used or disclosed in the current



         21   employment.  This is a matter of necessity.  The parties



         22   seeking disqualification cannot know what confidential



         23   information was actually disclosed.



         24        Ms. Watkins says, "In this matter," not necessarily in



         25   any matter.  We just don't know what she's told them.  We
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          1   don't know what Consumer Watchdog is going to ask her, and I



          2   go back to the fact that State Farm was aware that Ms. Watkins



          3   was working for the Department at the time they engaged her.



          4   They asked us to waive the conflict.  We expressly did not.



          5   They hired her anyway.



          6        Ms. Watkins says in Paragraph 11 that, "I am not aware of



          7   any question that CW would ask that would require me to



          8   disclose confidential information."  Again, this does not meet



          9   the standard.  It doesn't matter whether she is aware of what



         10   CW may ask.  The Department has asked CW to agree not to



         11   cross-examine her on confidential information, and they have



         12   not agreed to that, your Honor, and I understand why not.



         13   We're not criticizing them for that.  They are entitled to a



         14   full cross-examination of Ms. Watkins, but because of that, we



         15   cannot agree to allow her to testify in this matter while



         16   she's still consulting with the Department right now.



         17        And in fact CW's exhibit list includes the contract



         18   between the Department, and Milliman, and Ms. Watkins, and so



         19   at a minimum it seems that they do intend to cross-examine her



         20   on potential bias or conflict.  This could be unduly



         21   prejudicial, and this is why again we ask that her testimony



         22   continue to be entirely excluded.



         23        I also want to address State Farm's comment that we are



         24   on the same side in this matter.  I agree that we have reached



         25   a stipulation, actually two stipulations with State Farm, but
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          1   as we talked about a lot yesterday, it took us some time and



          2   some efforts to reach agreement with State Farm.  We are not



          3   on the same side.  The Department needs to be neutral.  We are



          4   trying to get to the right result.  We are not party-oriented.



          5        I wouldn't say we're opposing parties.  I would say that



          6   the Department tries very hard to not take sides, so we are



          7   not siding with Consumer Watchdog or State Farm.  We stand



          8   alone, your Honor.  We're trying to get to the right result.



          9        And finally, again, Nancy Watkins' contract says that she



         10   shall not engage in an actual or potential conflict of



         11   interest.  She said she determined there was no actual or



         12   potential for conflict, but that's her opinion.  The



         13   Department believes otherwise.  We believe there's an actual



         14   conflict of interest.



         15        And whether there ends up being an actual conflict may



         16   depend on whether she actually opines on any of the aspects



         17   which she's consulted with the Department on, or whether the



         18   new regulations are used, but at a minimum, your Honor,



         19   there's a potential for a conflict of interest, and we look to



         20   the Actuary Standards Board which advises that transparency is



         21   key when evaluating potential conflict.  An actuary shall not



         22   knowingly perform actuarial services involving an actual



         23   potential conflict of interest, unless the actuary's ability



         24   to act fairly is unimpaired.  That's one.



         25        Two, there has been disclosure of the conflict to all
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          1   present and known prospective principals whose interest would



          2   be affected by the conflict.  That was not done, your Honor.



          3        And, three, all such principals have expressly agreed to



          4   the performance of the actuarial services by the actuary.  We



          5   do not agree, your Honor.  She did not disclose, and we do not



          6   agree.  Her client asked us to waive.  We refused.  Based upon



          7   all of that, she should be excluded.  Her declaration simply



          8   does not rebut the presumption or satisfy State Farm's burden.



          9            THE COURT:  Thank you.  Remarks?



         10            MR. MADDIGAN:  Just one.  Two quick points, your



         11   Honor.



         12        The first is, just so the record is clear, in Paragraph



         13   10 of the declaration that Ms. Watkins submitted yesterday



         14   evening she states, "I have abided by my contract with CDI,



         15   and have not disclosed confidential CDI information to State



         16   Farm General, counsel, or anyone else."



         17        And second, just to make sure I was clear in what I was



         18   saying, I certainly didn't, I don't think I said, I didn't



         19   mean to say that the Department was on any side.  Only that in



         20   the matter of the stipulation, which is what was at issue, the



         21   adversity concerns that are present in some of the case, cases



         22   are not -- are not the same.  That's all.



         23            THE COURT:  Thank you.  Anything from Consumer



         24   Watchdog on this motion?



         25            MR. PLETCHER:  Nothing further, your Honor.
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          1            THE COURT:  All right.  So there being nothing



          2   further, to the extent it was just designed, or I'll treat it



          3   as a request for reconsideration, reconsideration is denied.



          4   The original ruling is confirmed.



          5        I agree with the Department in this regard.  It is not a



          6   conclusion that there was some form of malfeasance.  It's



          7   simply an application of the law.  Also, did not rely upon the



          8   professional responsibility in making that determination, but



          9   I did note that it seems to be consistent with the result.



         10        As I indicated on the record yesterday, this witness is



         11   disqualified, the declarations are struck.  The declarations



         12   will serve as offers of proof, not withstanding, and if the



         13   parties want to talk about nevertheless eliciting testimony



         14   from this witness that would form an additional offer of



         15   proof, we can talk about that, but I'd rather you confer about



         16   that first, and see whether or not that's something that's



         17   necessary, a, and why, so that we can consider it if we need



         18   to do that, or if the declaration is sufficient.



         19        And to extent the point about the parties, I appreciate



         20   the remarks from the Department, and also to the extent that I



         21   have commented on it, to be very, very clear, when I've



         22   indicated alignment, it is only in the sense of seeking



         23   approval for the stipulation, because that's the Department's



         24   current position, although it could change its position at any



         25   time, so it's free to do that.
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          1        All right.  It sounds like -- What suggestions do I have



          2   as to what you want to do given that we have the outstanding



          3   briefing from Consumer Watchdog, and having to deal with this



          4   RBC issue?



          5        I will share with the parties now that, you know, as I



          6   study it, I indicated already did yesterday, I'm troubled by



          7   this plain language that the statue indicates that Consumer



          8   Watchdog has an appropriate argument.  The Department



          9   acknowledged some of that, I think, in oral comments



         10   yesterday, but not withstanding, is taking the position, as is



         11   State Farm, that since the information relied upon public



         12   sources, it should nevertheless be allowed because of



         13   Subsection A to the statute, but, you know, I don't know that



         14   that's really -- I can see that argument, but the plain



         15   language, even in context is very restrictive, and I'd ask you



         16   to go back and look at the statutes before we talk about it



         17   further, and I'd also like to know, if you want to share with



         18   me, if anyone is aware whether this has been raised in a



         19   former rate case?



         20            MS. MCKENNEDY:  It was during the last State Farm



         21   rate hearing, your Honor, and in fact CW offered RBC evidence



         22   in rebuttal argument by its expert Allen Schwartz, and I



         23   believe it took the same position that the Department and



         24   State Farm are taking here, which is that RBC values derived



         25   from publicly available information is available for use.
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          1   It's non-confidential, and it can be considered as part of the



          2   overall rate proceeding.



          3            THE COURT:  But given your experience prior to that,



          4   that was the only time in your experience?  I don't mean to



          5   put you on the spot.  If you want to decline to answer me.



          6            MS. MCKENNEDY:  Well, that was 10 years ago, and I've



          7   only been here for 13 years, so --



          8            THE COURT:  Okay.  But you're not aware of other



          9   cases where RBC was --



         10            MS. MCKENNEDY:  -- That was the last rate hearing,



         11   your Honor, and it was 10 years ago.



         12            THE COURT:  I can certainly understand the appeal for



         13   it, given all the presentations on it, and that uniquely in



         14   this case perhaps, we're looking at matters that are



         15   solvency-oriented.  Is that a fair way to put it?



         16        At least by presentation from State Farm General, and the



         17   expert so far, but I, at the same time, as everyone is well



         18   aware, at counsel table we sometimes have allotted thereto



         19   that doesn't conform to lots of things, and I don't know that



         20   I could read in an exception or exclusion to the -- to the



         21   subsection below it, given the greater context, but I would



         22   still like to have you talk, so if that happens, it's going to



         23   make our work a little bit more -- We have to navigate a



         24   little bit differently, and that's why I want to -- to get



         25   ahead of it now, if at all possible.







�

                                                                       20







          1        Although, the witness was targeted -- The Department's



          2   witness was targeted, with respect to the example in the in



          3   limine motion, the relief sought was to exclude all evidence



          4   across the case in connection with RBC evidence, so that's



          5   whey I raised it when the first witness came on yesterday,



          6   cause I didn't -- I didn't -- I wanted to assess that up front



          7   and see where we were going with it before -- before we get



          8   too far and have to sort of change course.



          9            MS. MCKENNEDY:  Your Honor, if I may?  I think that



         10   might be an overly broad interpretation of the statute.  As I



         11   read it, it's trying to prohibit the Commissioner or the



         12   Department from using confidential reports that the insurers



         13   provide to the Commissioner or other regulators as part of



         14   rate-making, because it doesn't want insurers to be both



         15   statutorily required to provide those materials, and then have



         16   those materials used against them in the rate-making.



         17        I believe that was the concern, so if these are



         18   publicly-available data points that actuaries can use



         19   independently to calculate the same solvency measure or



         20   measurement, that is not prohibited by the statute is what I



         21   believe.



         22            THE COURT:  I appreciate that respect, and I



         23   understand that, and I don't -- What I do want to say, is I



         24   don't want to have a ruling resulting in cutting off our



         25   ability to have a complete record, because that defeats, for
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          1   lots of reasons, but including under the time constraints



          2   we're operating, it also is not efficient, nor is it



          3   expeditious, which are some of the cornerstones of having an



          4   administrative trial, so having things not considered, or not,



          5   you know, some how be able to be subject to review and



          6   analysis, not withstanding whatever I decide, is also a



          7   problem, which is why I brought up the voir dire option, but



          8   we have other ways to do it too.  It's just that we have to, I



          9   think, if it's gonna be excluded, tease out what it is, so



         10   it's very clear on the record what it is that constitutes the



         11   excluded evidence that's being just mentioned because of the



         12   -- the offer of proof.



         13            MS. WELLINGTON:  Your Honor, may I respond?



         14            THE COURT:  Yes.



         15            MS. WELLINGTON:  So we'll submit something on writing



         16   on this, but I think there are two separate terms, as Ms.



         17   McKennedy is getting at.  There is the RBC ratio.  That is not



         18   a statutorily defined term in Section C.  It's not an RBC



         19   instruction.  It's not an RBC report.  It's not an -- RBC



         20   report.  It's not an RBC plan, and it's not a revised RBC



         21   plan.  Those are each statutorily defined terms, and if you



         22   look at the definition of each of those terms, it is not



         23   defined as an RBC ratio.



         24        An RBC ratio takes two lines of an annual report and



         25   divides them.  It's something totally different, so I think
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          1   there's a little bit of confusion here.  We are not seeking to



          2   bring an RBC report, an RBC instruction, an RBC plan, or



          3   anything like that into this hearing.  We are simply providing



          4   testimony on the RBC ratio, which again, is publicly-available



          5   information, and is not a statutorily defined term in Section



          6   C, so we agree it's not confidential under A, Subsection A,



          7   but is also not a statutorily defined term under Subsection C.



          8            THE COURT:  Okay.



          9            MS. WELLINGTON:  Thank you.



         10            THE COURT:  Anything further today?



         11            MS. MCKENNEDY:  Your Honor, just that the Department



         12   would like to make an offer of proof if and when we could put



         13   Ms. Shaw on the witness stand of this issue?



         14            THE COURT:  Okay.



         15            MS. MCKENNEDY:  Thank you.



         16            THE COURT:  I won't forget that, because of my



         17   comments.  I meant, I'm really trying to guard the record, and



         18   I know it slows us down, but it's better in the bigger picture



         19   of things, because then if I'm wrong, somebody else has



         20   something to look at, and it doesn't have to come back down,



         21   which is not a good outcome, and those of you who have had to



         22   do it, you know, it's very cumbersome, cause then we have to



         23   brief, we have to reassemble, etc.



         24        All right.  So if I take a recess, what amount of time do



         25   you think is appropriate to sort of just look at this a little
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          1   bit more?  Talk about what it is you exactly want to do.  I'm



          2   hearing additional briefing.  I'm hearing about thoughts about



          3   how we tackle, you know, to right now the witness still has to



          4   be subject to cross.  Do you want to talk amongst yourselves



          5   about that and make a suggestion, or do you want me to decide?



          6        I think it's worth counsel talking, at lease for a few



          7   minutes about it, because you're about to do a



          8   cross-examination.  Are you still planning to do the cross?



          9            MR. PLETCHER:  Yes, your Honor.



         10            THE COURT:  So are you ready in that connection with



         11   the cross to deal with -- try to distinguish what -- what was



         12   in the RBC matters that you're concerned about?



         13            MR. PLETCHER:  As currently planned, I don't think



         14   we'll go into detail on the RBC issue.  I think that was



         15   covered on direct, and that was pointed out, and it's clear in



         16   his declaration where he's talking about RBC, and where he's



         17   not, so with respect to Appel we're not planning to go into



         18   that issue.  That's the indication, and, you know, cross, you



         19   never really know --



         20            THE COURT:  -- Sure.  I'm not holding you to it.  I



         21   just wanted to kind of deal with expectations, so in



         22   connection with that then, your objections that you included



         23   on yesterday's record, you think are targeted well enough?



         24            MR. PLETCHER:  I think without a transcript -- You



         25   know, we would love to have a transcript, because the
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          1   transcript would be able to specifically identify where the



          2   RBC was discussed, but to preserve that idea with respect to



          3   his declaration, and the parts of his testimony referencing



          4   RBC, I think we would be able to identify that in very



          5   detailed and granular as to line by line.



          6            THE COURT:  All right.  You ready to go then?



          7            MR. PLETCHER:  Yeah, we're ready to go.



          8            THE COURT:  All right.  So unless somebody else feels



          9   differently?  All right.  So recalling our expert, there you



         10   are.



         11            THE WITNESS:  Your Honor, I apologize.  I thought you



         12   were going to take a break.  May I just run to the restroom?



         13            THE COURT:  We'll take a break.  Five minutes.



         14   Five-minute break.  We'll come back at 10:35.  In recess till



         15   10:35.



         16            THE WITNESS:  Thank you



         17            (Pause in the proceedings from 10:29 a.m.



         18             until 10:35 a.m.)



         19            THE COURT:  All right.  Back on the record after a



         20   short recess.  Parties proceeding with the examination of the



         21   last witness, who is now making his way to the stand.



         22        I've been asked to remind everybody to speak about four



         23   inches from these mikes.  See if we can do a little bit better



         24   job with it.  It helps even the reporter, as well as those in



         25   the room to hear, and anyone that's trying to listen in







�

                                                                       25







          1   remotely.  As a reminder, you are still under oath.  Counsel?



          2            MR. PLETCHER:  Thank you, your Honor.



          3                          CROSS-EXAMINATION



          4   BY MR. PLETCHER:



          5       Q.   Good morning, Dr. Appel.



          6       A.   Good morning.



          7       Q.   If I can ask you to turn to Exhibit 103, which I



          8   believe was your declaration we were talking about yesterday?



          9       A.   Yes.



         10       Q.   It want to turn your attention to a Paragraph 9 about



         11   Page 3, Line 25 to 26 there?



         12       A.   Correct.



         13       Q.   Your declaration says that you have been asked to



         14   focus your attention on questions related to State Farm's



         15   economic and financial condition; is that right?



         16       A.   Well, it says, "SFG's".



         17       Q.   Oh.  Thank you, yes.  And in this proceeding, we've



         18   been referring to State Farm as both State Farm and SFG,



         19   correct?



         20       A.   Right.  Although I think we should probably be



         21   careful about referring to State Farm General specifically, or



         22   State Farm Mutual Auto Insurance Company.  They are different



         23   entities, and so if yesterday I was not as precise in speaking



         24   to that difference, I will try to do more so today.



         25       Q.   Oh, that's fine, and I appreciate that distinction,
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          1   and these questions I'm referring to State Farm, I'm talking



          2   about State Farm General.  If I want to talk about the parent



          3   company, I'll make that clear, but just talking about State



          4   Farm, that's my habit, and I'm talking about State Farm



          5   General.



          6       A.   Okay.  Okay.



          7       Q.   Okay.  So your declaration, this is an economic



          8   financial condition report.  It's focused on that, correct?



          9       A.   I think it states in Paragraph 9 exactly what it's



         10   focused on.  Part of it is to provide an overview of State



         11   Farm General's financial condition, and another part of it is



         12   to respond to Consumer Watchdog allegations, and another part



         13   is to talk about the implications of the financial condition.



         14       Q.   And in fact, in Paragraph 9 you do describe this.  If



         15   we look to 9-A on the next page, you say you're giving an



         16   overview of State Farm -- SFG's financial results over the



         17   past decade as part of what you're doing, correct?



         18       A.   Correct.



         19       Q.   And that you're doing this based only on



         20   publicly-available information?



         21       A.   Correct.



         22       Q.   And you're assessing the regulatory and market



         23   implications of SFG's current surplus?



         24       A.   Yes.



         25       Q.   And you're assignment here, or part of it was to
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          1   provide an opinion as to whether it would be reasonable for



          2   the Commissioner to approve the proposed stipulation in this



          3   matter?



          4       A.   Yes.  Provided that.



          5       Q.   And Dr. Appel, you're not an actuary, correct?



          6       A.   That's correct.



          7       Q.   You're an economist?



          8       A.   I am.



          9       Q.   Okay.  So when we look in Paragraph 9, when you're



         10   assessing the regulatory and market implications of SFG's



         11   current financial, or sorry, current surplus position, you



         12   don't mean the regulations with respect to setting rates?



         13       A.   No.  I'm talking about the implications for the



         14   market given State Farm's -- State Farm General's current



         15   surplus.



         16       Q.   And I understood your testimony yesterday, as you



         17   were discussing that, you were talking about the various



         18   potential regulatory action levels regarding the surplus?



         19       A.   Correct.



         20       Q.   And those are the regulations you're generally



         21   referring to here in Paragraph 9-B?



         22       A.   Well, I talk about it sort of at greater length in



         23   the remainder of the testimony.  The regulatory implications



         24   are potential concerns about the company's solvency, and the



         25   possibility that it could be placed into probation or
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          1   receivership, or under strict regulatory oversight, so that's



          2   one aspect of it.



          3        The market implications, I think, I discussed are



          4   different.  The market implications are if the --



          5            THE REPORTER:  I'm sorry, Doctor.  I'm sorry.  I



          6   can't hear you.



          7            THE WITNESS:  I'm sorry.  If the company's rating



          8   declines due to its current financial condition, then the



          9   market implications could be very severe, and I think I



         10   mentioned some of them yesterday, but most prominently, the



         11   fact that up to a million policies could be placed on the



         12   market, and that's just homeowners policies placed on the



         13   market.



         14   BY MR. PLETCHER:



         15       Q.   But these regulations, you would agree that these



         16   regulations regarding action levels and so forth are a



         17   separate set of regulations from the rate-setting regulations,



         18   correct?



         19       A.   Yeah.  They're -- I think that's correct.



         20       Q.   Okay.  And your declaration, you don't include a rate



         21   level calculation?



         22       A.   No.



         23       Q.   And you don't discuss the Department's rate



         24   templates, or the rate-making formula under Proposition 103



         25   anywhere?
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          1       A.   No.  That's not part of my assignment.



          2       Q.   Okay.  If you could turn to Paragraph 12?



          3       A.   I'm there.



          4       Q.   You're ahead of me.



          5       A.   I hope I stay that way.



          6       Q.   On Page 6, approximately Lines, sort of 16 to 19, you



          7   state that, "Insurance rates are supposed to include a profit



          8   provision that provides the insurer with a fair and reasonable



          9   return on capital, and in general if insurers earn that fair



         10   return and retain the earnings in their firm, that will



         11   provide surplus growth sufficient to meet the growing needs of



         12   the company," is that correct?



         13       A.   Yes.



         14       Q.   And in fact, the Department's prior approval rate



         15   template, that includes a profit provision, right, that has a



         16   built in rate of return?



         17       A.   There is, as I best understand it, a rate of return



         18   and a profit provision built into the template.



         19       Q.   And under these regulations insurers are entitled to



         20   a profit of a maximum of the risk-free rate, plus about six



         21   percent, correct?



         22       A.   That's my recollection.



         23       Q.   And the risk-free rate we're talking about that in



         24   the regulations, that means the average of the short, and



         25   intermediate, long term U.S. government bonds?  Is that how
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          1   that's calculated?



          2       A.   I don't recall the details.  That sounds correct, but



          3   I was not attending to that portion of the rate filing.



          4       Q.   I want to turn to your examination of State Farm's



          5   market share for the past several years, so let's move to



          6   Paragraph 51?



          7       A.   Okay.



          8       Q.   You state in Paragraph 51 that SFG's market shares



          9   stood at 19.7 percent in 2015, and was 19.5 percent in 2024?



         10       A.   That's correct.



         11       Q.   So those are, you know, approximately the same



         12   numbers, or .2 percent apart, but more or less the same?



         13       A.   Correct.



         14       Q.   But if I understood sort of some of your further



         15   explanation yesterday, if we're looking at that past decade,



         16   2015 to 2024, the market share is sort of a U-shaped dip,



         17   correct?



         18       A.   Yeah.  A very broad U, not very sharp D.



         19       Q.   Yeah.  So the endpoints are similar?



         20       A.   Mm-hmm.



         21       Q.   But in between it goes down, and then it comes back



         22   up.  That's what we would mean by a U-shaped curve?



         23       A.   Yeah.



         24       Q.   And during this same time frame, 2015 to 2024, up



         25   until the recent approval of the 20 percent increase, State







�

                                                                       31







          1   Farm in that time frame either applied for no increase, or a



          2   6.9 percent increase?



          3       A.   Could you say that again?



          4       Q.   Sure.  Over the time period we're looking at, this



          5   U-shaped curve, during that time period, excluding the most



          6   recent 20 percent increase that State Farm received, during



          7   that time, the increase was either 6.9 percent, or they



          8   requested no increase?



          9       A.   That sounds correct, but I would like to look to the



         10   -- Mr. Armstrong's supplemental declaration, because he has a



         11   table there, and I'd like to confirm that statement?



         12       Q.   Sure.



         13       A.   So can you point me to where that is in this binder?



         14       Q.   I'm not sure that's in the binder, but we might have



         15   to get it from someplace else.



         16       A.   I have a copy of it.



         17       Q.   You have a copy of it?  Sure.  Okay.  That'd be very



         18   helpful.



         19                  (Brief pause in the proceedings.)



         20            THE COURT:  The record will reflect that the witness



         21   is leaving the stand to retrieve something.  The document he



         22   wishes to refer to.



         23                 (Brief pause in the proceedings.)



         24            THE WITNESS:  So I'm turning to the page that's five



         25   pages from the end of the document that has a heading called,
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          1   "Exhibit M", and this is an attachment to the supplement to



          2   the declaration of Benjamin Armstrong, and here it shows that



          3   there were rates requested of 6.7 percent twice, and 6.0



          4   percent once during that period that you mentioned before the



          5   20 percent increase in 2023.



          6   BY MR. PLETCHER:



          7       Q.   Thank you.  I appreciate that clarification.  So I



          8   think we're in agreement here that it was either a zero



          9   percent increase, or an increase in the 6 percent range?



         10       A.   You're talking about what was requested, not what was



         11   approved?



         12       Q.   Yes, right.



         13       A.   Yes.  6.2.



         14       Q.   Okay.  Now, I understand the bottom of this U-shaped



         15   curve that for market share that we've been discussing, and



         16   I'm just talking broadly, I'm not trying to get a specific



         17   day, but that would be approximately 2018 as where the market



         18   share bottomed out?



         19       A.   In 2017, but according to Mr. Armstrong's declaration



         20   -- I'm sorry.  2018.



         21       Q.   Okay.  So it sounds like we agree on approximately



         22   2018?



         23       A.   Yes.



         24       Q.   And that's sort of the same year you see these series



         25   of 6 percent increases start?
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          1       A.   Well, I mean, the 6 percent rate request, it was a



          2   6.9 percent rate request filed in 2015.  That was the subject



          3   of that proceeding that I discussed briefly yesterday.



          4       Q.   But there in 2018 we've got another 6.9?



          5       A.   Yeah.  That was, as I understand it, filed while the



          6   preceding case was still in dispute, and so it was a filing



          7   made based on new data, but it was during the pendency of the



          8   proceeding --



          9       Q.   -- I understand.  Thank you.  And just as a -- Taking



         10   a step back here, just as a matter of supply and demand, I



         11   hope you'll agree that all else being equal, consumers will,



         12   you know, usually prefer the lower-priced product among the



         13   choices?



         14       A.   Of like grade and quality?



         15       Q.   Yes?



         16       A.   There are many insurance products on the market, and



         17   I wouldn't say every one is of the like grade and quality as



         18   State Farm General.



         19       Q.   But just as a general economic principal, all else



         20   being equal, the lowest price should be the preferred price?



         21       A.   Without the qualification of like grade and quality



         22   that's not correct, but with that qualification, I would



         23   agree.



         24       Q.   Okay.  And that' what I'm trying to get at with the



         25   all else being equal, to make those things equal, so what
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          1   we're really looking at would be price being the choice?  And



          2   you'd agree with that?



          3       A.   Yes.



          4       Q.   Now, you say in your declaration, and this would be



          5   at Paragraph 10, specifically 10-A, that, "State Farm's



          6   surplus declined due to persistent underwriting losses."  That



          7   should be about Lines 20 to 21?



          8       A.   Yes.



          9       Q.   But you also don't dispute when you're addressing



         10   Consumer Watchdog's presentation about reinsurance, that State



         11   Farm paid about 3 billion dollars to the parent company in



         12   reinsurance premiums?



         13       A.   I believe that they were talking about the net cost



         14   of reinsurance, but the 3 billion dollar figure is one that



         15   appears in the documents.



         16       Q.   And then in Paragraph 24, you give an example of, you



         17   know, potential lower cost reinsurance deals as your



         18   addressing this topic, but those are purely hypothetical,



         19   correct?



         20       A.   Yeah.



         21       Q.   Take a moment to turn to Paragraph 24?



         22       A.   Yeah.  I said in the beginning of that paragraph,



         23   "Consider the following hypothetical," and I also note that



         24   the hypothetical is what if State Farm General had been able



         25   to buy reinsurance at half the net cost, but I'm very careful
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          1   to say I'm not suggesting that that would have been possible.



          2   It is purely for illustration.



          3       Q.   Thank you, I appreciate that.  I want to return here



          4   to the interim rate.  You concluded that the interim rate is



          5   increased, and that's reasonable and justified?  That language



          6   would be in Paragraph 10-E of your declaration to help you



          7   out?



          8       A.   Right.



          9       Q.   And that's correct?



         10       A.   Yeah.



         11       Q.   Reasonable and justified?



         12       A.   I thing that's repeated towards the end.  I believe



         13   that's repeated at the end.  That's a summary conclusion I



         14   draw from all of the analysis I've done.



         15       Q.   Now, we discussed how you didn't use a rate template,



         16   or a rate-making formula, correct?



         17       A.   That's correct.



         18       Q.   And you wrote that, "The interim rate increase is not



         19   only reasonable and justified, but critical"?



         20       A.   Yes.



         21       Q.   But there's no analysis in your declaration showing



         22   that the current rate is plainly invalid, right?



         23       A.   I did not conduct an actuarial analysis as part of my



         24   summary, no.



         25       Q.   So you didn't analyze whether the proposed interim
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          1   rate is within the allowable ranges under 10 CCR, Sections



          2   2644.1, .2, .3?



          3       A.   I did not do or perform a rate analysis using the



          4   rate template.  My conclusions are based on my analysis of



          5   State Farm General's financial condition, and the implications



          6   of that with the California homeowners insurance market, and



          7   that's the basis for my conclusion that the interim rate is



          8   fair and reasonable.  That, along with the fact that I see



          9   virtually no downside risk to granting that.



         10       Q.   You also refer to the Wall Street Journal article



         11   that was cited by Consumer Watchdog containing certain



         12   allegations about State Farm's pricing strategies, correct?



         13       A.   Yeah.



         14       Q.   That's Paragraph 10-D?



         15       A.   Oh, okay.  Okay.  I'm there.



         16       Q.   Did you read the article?



         17       A.   Yes.



         18       Q.   Okay.  The article discusses risk exposure in



         19   specific neighborhoods, Pacific Palisades, and similar areas.



         20   You recall that?



         21       A.   I don't recall the details.



         22       Q.   Okay.  Your market share analysis, however, when you



         23   were looking at State Farm's market share, that was a



         24   statewide analysis?



         25       A.   That's the only kind I could do based on
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          1   publically-available data.



          2       Q.   Okay.  So you were you not looking, you know, at



          3   neighborhoods or ZIP codes?



          4       A.   No.



          5       Q.   Okay.  If we go back to your conclusion about the



          6   interim rate being reasonable and justified a little bit, you



          7   expand on that a little bit in Paragraph 10, and you say, "The



          8   interim rate increase is not only reasonable and justified,



          9   but in fact is critical to the health of SFG and the home



         10   insurers market?



         11       A.   California homeowners insurance.



         12       Q.   Thank you.  Yes.  That's what you -- one of your



         13   conclusions?



         14       A.   Yes.



         15       Q.   Okay.  And I think you testified yesterday, if I



         16   understood you correctly, that you thought perhaps 600,000



         17   homes could go on the market due to mortgage concerns if State



         18   Farm doesn't get this rate?



         19            MR. MADDIGAN:  I think that -- Objection.  I think



         20   that misstates his testimony, although he can clarify.



         21            THE WITNESS:  680,000 is the number, I think, I put



         22   in there based on an assumption that State Farm --



         23            THE REPORTER:  -- Doctor, I can't hear -- Doctor, I



         24   cannot hear you.  680,000?



         25            THE WITNESS:  I'm sorry.  680,000 based on an
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          1   assumption that State Farm writes a million homeowners



          2   policies and that 68 percent of homeowners have mortgages,



          3   which is based on the census data that we talked about



          4   yesterday.



          5   BY MR. PLETCHER:



          6       Q.   Okay.  So --



          7            THE COURT:  Just a moment.  Was the answer sufficient



          8   to clarify the record despite your objection, Counsel?



          9            MR. MADDIGAN:  I don't think so.  I think --  I don't



         10   think so.



         11            THE COURT:  Okay.  As a reminder, please pause when



         12   there's an objection so we can address it.  Can you rephrase



         13   that, or restate that, please?



         14            MR. MADDIGAN:  Yes.  If I heard the question



         15   correctly, I thought it asked about homes being put on the



         16   market, rather than homeowners policies being forcibly



         17   cancelled, and I don't believe the witness testified about the



         18   homes being put on the market.  He can speak to that, but I



         19   think --



         20            THE COURT:  -- As far as scope, so it's as to scope



         21   on the direct?  Is that what you're worried about, or you said



         22   it's misstating the --



         23            MR. MADDIGAN:  -- Misstating the prior testimony.



         24            THE COURT:  What was the question, so we can clarify



         25   that?  You got away from me.
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          1            MR. PLETCHER:  Sure.  The question was, "I thought



          2   you testified yesterday that 680,00," I revised that, "homes



          3   could go on the market due to mortgage concerns," and that's



          4   how I understood the testimony yesterday.



          5            THE COURT:  Okay.  So you can answer yes or no to



          6   that?



          7            THE WITNESS:  That was not what I was saying.  I was



          8   saying that 680,000 homeowners that currently have State Farm



          9   insurance might have to find or seek alternative insurance



         10   coverage, because if State Farm's ratings are pushed below the



         11   minimum levels required by Fannie Mae, and Freddie Mac, and



         12   the banks, then the more -- the insurance will no longer serve



         13   as protection of the collateral of the home.  That's what I



         14   meant to say.  Not that 680,000 homes were going to be placed



         15   on the market for sale.  Not at all.



         16   BY MR. PLETCHER:



         17       Q.   Okay.  Great.  I misunderstood you yesterday with



         18   that testimony.



         19       A.   I think everywhere where I've spoke to this issue in



         20   my testimony, I talked about insurance serving as collateral,



         21   and policies, or a large block of policies being placed on the



         22   market.  I don't believe I ever referenced anywhere homes



         23   being placed on the market for sale, so --



         24       Q.   -- Okay.  And I I agree with you as to your written



         25   testimony.  I just misunderstood your oral testimony
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          1   yesterday.



          2       A.   Okay.



          3       Q.   If we could go back to the interim rate is critical



          4   to State Farm, and forgive me if I missed it, but you didn't



          5   name that interim rate anywhere in your declaration?



          6       A.   Well, at the time I was writing the declaration, I



          7   think the stipulation had proposed 21.8 percent, and I



          8   understand that the revised stipulation, the supplemental stip



          9   reduces that to 17.0, but I was just talking about whatever



         10   the parties have agreed to, I believe it's absolutely



         11   necessary both to immediately assist State Farm General in its



         12   current financial condition, and also to send a signal to the



         13   market that State Farm General is here to stay.



         14       Q.   Whatever the parties agree to?



         15       A.   Well, as between 17 and 21.8 percent, yes.  Whatever



         16   the parties agree to, and I believe that State Farm would not



         17   agree to something that was demonstrably inadequate or



         18   wouldn't serve the purpose of attempting to restore some



         19   semblance of financial condition.



         20       Q.   But you haven't analyzed rates, so you don't have an



         21   opinion whether 20 percent or 17 percent is critical to the



         22   health of State Farm?



         23       A.   I'm relying on State Farm to do that analysis, and if



         24   they come to agreement with the Department as to a particular



         25   value, I'm not going to second-guess that, and you're right.
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          1   I haven't done any analysis that would support any specific



          2   figure.



          3       Q.   And I appreciate what you're saying about State Farm



          4   is likely to select a number that's protective of its



          5   interest, on the low end, but you didn't test the upper --



          6   upper bound of that particular number?



          7       A.   I didn't do any rate analysis of any kind.



          8       Q.   Okay.  And you'd agree in general the self-interest



          9   of State Farm would be to have as high a rate as possible that



         10   could be approved?



         11       A.   I would not necessarily agree with that.



         12       Q.   Go back to Paragraph 10 here.  You write, and again,



         13   this is in 10-E, "The interim rate increase poses no risk to



         14   policyholders."  That's on Page 5, Lines 25 to 26.



         15       A.   I see that.



         16       Q.   And that's -- that's correct?



         17       A.   The sentence continues on.  "The stipulation includes



         18   terms that require SFG to pay refunds to policyholders if the



         19   interim rates proposed in this filing are determined to be



         20   excessive."  That's an important clause of that sentence.



         21       Q.   Let's explore this risk to policyholders.  Not



         22   withstanding what you've got here in your declaration, I heard



         23   you yesterday acknowledging hindrances, I believe was your



         24   word, to policyholders from an interim rate?



         25       A.   What word did you say?
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          1       Q.   Hindrances?



          2       A.   Maybe you can point to it in the record.  I don't



          3   remember using that word.



          4       Q.   Unfortunately, we don't have the transcript, so



          5   that's -- I'm going off my notes.



          6       A.   Yeah.



          7       Q.   Okay.  Is it still your position that an interim rate



          8   poses no risk to policyholders?



          9       A.   Yes.  Because refunds with interest will be paid if



         10   the rate that is implemented is determined to be excessive.



         11       Q.   I think you emphasized this point in your declaration



         12   again here in the same paragraph.  You wrote, "In light of



         13   SFG's current financial condition, the benefits to the market,



         14   and the absence of risk to policyholders, it seems obvious



         15   that the interim rate should be approved."  Is that correct?



         16       A.   And implemented as soon as possible, yeah, that's



         17   correct.



         18       Q.   So you see no risk here for policyholders?



         19       A.   There's -- There's no obvious economic risk to the



         20   policyholders.  There is perhaps a deferral.  If the rates



         21   were ultimately determined to be excessive, and refunds had to



         22   be paid with interest, then the policyholder would have



         23   advanced some funds to State Farm General, but they would be



         24   receiving back those funds with interest.



         25       Q.   Let's -- Let's talk about that, cause now we're
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          1   moving away from the interim rate, and -- and the process of



          2   potential refunds, or just talking about advancing funds.  Now



          3   as an economist, you'll agree that if I give you $600 right



          4   now, because you promise to pay me back in one year, there's



          5   real risk to me, right?



          6       A.   Of what?



          7       Q.   That you won't pay me back?



          8       A.   I think the risk associated with that instance is



          9   virtually none.



         10       Q.   That may be true.  You might keep your promise to pay



         11   me back, but, you know, even if you pay me back on time, in



         12   one year, I still -- I don't have the money that money during



         13   that year, correct?



         14       A.   Right.  The interest is the compensation for the risk



         15   you're bearing, and the time that money --



         16       Q.   Right.  Part of that value could be captured by



         17   interest rate, but there is still cost.  There's an



         18   opportunity cost to me not having that money, and I gave it to



         19   you for a year?



         20       A.   That's the time-value-of-money part, and the risk



         21   part is the part which is additional compensation above and



         22   beyond the time value of money to reflect the risk of the



         23   counter party.  I make a loan to you, and it's possible you



         24   won't pay it back.  I'm going to charge you more than the risk



         25   you made to make that loan.
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          1       Q.   Right.



          2       A.   So both things are accounted for.



          3       Q.   Yes.  And if you and I agree to an interest rate for



          4   this money I'm going to advance you, that's one thing.  If a



          5   third party is setting the interest rate, and it's not the



          6   interest rate I would select, then that's a real loss to me



          7   too, right?



          8       A.   I don't know.  Maybe they would set it higher.



          9       Q.   They might.  But the point is, $600 to one person is



         10   different than $600 to another as far as how they value it,



         11   and the time that it's gone?



         12       A.   That's certainly possible.



         13       Q.   And under the stipulation, if it's accepted, there's



         14   no additional features for consumers other than paying a



         15   higher rate?  You're not aware of any additional policy



         16   enhancements, or anything that they're getting for paying a



         17   higher rate?  Any changes?



         18       A.   Not that I know of.  Not that I've seen in the



         19   stipulation.



         20       Q.   So as you understand it, nothing changes with respect



         21   to the policies from the consumer's perspective, other than



         22   there's a higher rate?



         23       A.   Yeah.  That's what happens when costs exceed revenue,



         24   is you have to charge higher rates.



         25            THE COURT:  Counsel, can I just inquire what you're
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          1   estimate is on the further cross?  Looking at taking a short



          2   break.



          3            MR. PLETCHER:  I think we will wrap up here in a few



          4   questions, your Honor.



          5            THE COURT:  Okay.



          6   BY MR. PLETCHER:



          7       Q.   Yesterday, you testified the primary role of the



          8   Insurance Commissioner is solvency protections for insurers,



          9   correct?



         10       A.   I think I -- In my written testimony I think I said



         11   absent -- I understand that insurance commissioners have



         12   multiple roles, but from my view, the primary role is to



         13   maintain solvency of the company's under that Commissioner's



         14   jurisdiction.



         15       Q.   That's your opinion?



         16       A.   Yes.



         17       Q.   Okay.  Now, here in California, you're aware that the



         18   elected insurance commissioner position was created by



         19   Proposition 103, correct?



         20       A.   Yes.



         21       Q.   And Proposition 103 is a consumer protection



         22   initiative?



         23       A.   It was a initiative to roll back rates by 20 percent,



         24   and then to impose a different regulatory regime in



         25   California.
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          1       Q.   And that regulatory regime is prior approval for



          2   rates?



          3       A.   Yes.  With the exception of workers compensation



          4   rates, I think.



          5       Q.   And part of that prior approval process includes



          6   public participation?



          7       A.   Under certain circumstances, yes.



          8       Q.   So would you agree that the Commissioner also has a



          9   role in enforcing California's insurance consumer protection



         10   laws under Proposition 103?



         11       A.   Well, I certainly believe the Commissioner has a role



         12   in enforcing the provisions of Proposition 103 --



         13            MR. PLETCHER:  Thank you.  I appreciate your time.  I



         14   have no further questions, your Honor.



         15            THE COURT:  All right.  Before we get to redirect,



         16   we're going to take a break, so we are going to recess until



         17   11:30.  Recess until 11:30.



         18           (Pause in the proceedings from 11:14



         19            until 11:31 a.m.)



         20            THE COURT:  All right.  Back on the record.  Resuming



         21   after a morning break, late in the morning, with continuing



         22   examination of the witness.  Now, I think the posture, unless



         23   there's anything more from Consumer Watchdog for redirect, is



         24   the Department gonna ask questions of this witness?



         25            MS. MCKENNEDY:  Yes, your Honor.  The Department has
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          1   just a few questions.



          2            THE COURT:  Please go ahead.



          3            MS. MCKENNEDY:  Thank you.



          4                           CROSS-EXAMINATION



          5   BY MS. MCKENNEDY:



          6       Q.   Good morning, Dr. Appel.



          7       A.   Morning.



          8       Q.   I was going to ask you, you just spoke about the



          9   potential risks of a $600 loan to policyholders for State Farm



         10   if they have this interim rate approved, even if it's subject



         11   to refunds with interest, there's still a risk.  Do you recall



         12   that testimony from a few moments ago?



         13       A.   I think I said that I thought the risk, the counter



         14   party risk for failure to pay was virtually none.



         15       Q.   Thank you for the clarification.  I just want to find



         16   out, in exchange for the $600 increase in rates, or whatever



         17   the actual increase is, what are the State Farm General



         18   policyholders getting in return?



         19       A.   They're getting insurance coverage during the period



         20   of time the policies in place.



         21       Q.   If State Farm General doesn't get this interim rate,



         22   in your opinion, are there any risks to these State Farm



         23   General policyholders?



         24       A.   I think there's certainly a risk that in the event of



         25   another large significant catastrophic event the company
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          1   becomes insolvent.



          2       Q.   And if State Farm General doesn't get this interim



          3   rate, are there any risks to the California insurance market



          4   as a whole, in your opinion?



          5       A.   Absolutely, because regardless of insolvency, as I



          6   stated quite extensively in my declaration, the impact on the



          7   market of a reduction in credit rating, financial strength



          8   rating, State Farm General would have potentially very serious



          9   implications marked.



         10            MS. MCKENNEDY:  Thank you, Dr. Appel.  No further



         11   questions from the Department, your Honor.



         12            THE COURT:  All right.



         13            MR. MADDIGAN:  No redirect from us.



         14            THE COURT:  Is there any reason that this witness



         15   cannot be excused?  Any reason this witness cannot be excused?



         16   All right.  Hearing none, thank you for your testimony.  We



         17   appreciate your time today and yesterday.  You are excused.



         18            DR. APPEL:  Thank you, your Honor.



         19            THE COURT:  So during the break I received additional



         20   filings.  This one from State Farm General, opposition to



         21   Consumer Watchdog's motion that has been the subject of our



         22   discussions earlier and yesterday about excluding the RBC



         23   evidence.



         24        Who -- Has anyone not seen that?  I don't mean that



         25   you've read it, and digested it, but you've at least seen it?
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          1            MS. MCKENNEDY:  Your Honor, the Department did see



          2   it, and we essentially approve of the same arguments that



          3   State Farm General's counsel is making.  We do renew our offer



          4   of proof with respect to Ms. Shaw's testimony.  We remain



          5   confident that we can clarify this issue.



          6            THE COURT:  And with respect to Consumer Watchdog,



          7   have you looked at that in connection with your position yet,



          8   or do you need to still do so?



          9            MR. PLETCHER:  If I could have a moment, your Honor?



         10   There we go.  We have received it, and I'll say, skimmed it.



         11   I did get it here in the e-mail.  At this point, you know,



         12   we've put in our briefing, and State Farm's put in theirs, and



         13   we'd appreciate an opportunity to reply.



         14            THE COURT:  Okay.  You want to reply to their -- to



         15   their response?



         16            MR. PLETCHER:  Well, they put in their opposition,



         17   and we'd like to be able to reply.



         18            THE COURT:  Okay.  When do you think you could be



         19   prepared to do that?



         20            MR. PLETCHER:  We'll put it together as quickly as



         21   possible.  We were able to meet our expectation to get it in



         22   last night, and we'll try to do that as quickly as possible as



         23   folks are available to work on it.



         24            THE COURT:  I appreciate that.  Just I'm concerned



         25   about how we navigate, you know, continued testimony given the
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          1   broad request, and the motion to begin with to exclude all



          2   evidence in connection with it, so we toed the line here on



          3   this one, but I don't want to have a cluttered record that is



          4   hard to -- to extract what's what.



          5            MR. PLETCHER:  I appreciate that concern.  We are,



          6   you know, prepared to go forward, like we did with Dr. Appel,



          7   to identify things retrospectively, if your Honor were to



          8   agree that this evidence should come out.  That's sort of the



          9   best solution I could think of to keep this proceeding moving,



         10   and also to simultaneously address this issue.



         11        I acknowledge with Ms. Shaw could be a more complicated



         12   endeavor than Dr. Appel, that they are sort of in different



         13   categories there.  That's -- Sitting here, that's the best



         14   proposal I could think of, and certainly open to other ideas



         15   as well.



         16            THE COURT:  Well, let's be clear.  Ms. Shaw, I did



         17   disqualify her, so we could -- subject to -- subject to that.



         18            MR. PLETCHER:  Yeah.



         19            MS. PRESSLEY:  Your Honor?  May I?



         20            THE COURT:  Oh, absolutely, yes.



         21            MS. MCKENNEDY:  I'm prepared to cross-examine Ms.



         22   Shaw, and I don't plan to cross-examine her on her RBC



         23   analysis.  I have some questions, as you suggested, that we



         24   could ask her how she -- the testimony that she has in her --



         25   that she consulted, or she considered the RBC instructions,
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          1   that will go to the issue that we're talking about in the



          2   motion, and in just the limited time that I had to review



          3   State Farm's opposition, they actually say that they're



          4   leaving to the Department to address that issue.  They said,



          5   "Ms. Shaw states that she consulted the NAIC instructions,"



          6   which we raised in our brief that you clearly are not allowed



          7   to consider in a rate proceeding, so regardless of, you know,



          8   the arguments about what constitutes a report or the ratios,



          9   she clearly said that, so I think our argument still stands



         10   that she violated the statute, and so that information cannot



         11   be used.



         12            MS. MCKENNEDY:  Your Honor, I would object, because



         13   that mischaracterizes Ms. Shaw's declaration testimony, and



         14   again, I offer to provide an offer of proof to explain those



         15   statements in her declaration.  I would also say if that is



         16   the problematic set of a few lines in her declaration, the



         17   solution is to exclude and strike those lines, but not exclude



         18   or disqualify her as a witness.



         19        She is the Department's only witness.  I am confident the



         20   Commissioner wants to hear from her, and if you are inclined



         21   to disqualify her as a witness, CDI immediately requests the



         22   opportunity to respond in writing.



         23            THE COURT:  I didn't disqualify her.  I misspoke.  I



         24   disqualified Ms. Watson, so the record will reflect that those



         25   comments were to Ms. Watson, if in fact we were to go to that
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          1   route.



          2            MS. MCKENNEDY:  Thank you.



          3            MS. PRESSLEY:  Yeah.  I would just have one response



          4   is that our motion specifically identified in Ms. Shaw's



          5   declaration the specific lines and page numbers that we're



          6   seeking to strike, so we're not talking about disqualifying.



          7            THE COURT:  Okay.  What I was trying to do is



          8   outline, when you have a witness that's disqualified like



          9   Watson, and you approach the entire thing if you're going to



         10   solicit -- whether it's, the context is voir dire, or just



         11   understand that the entire presentation is an offer of proof.



         12   It's easier than if we're trying to tease out, but that's also



         13   consistent with what -- what I had suggested yesterday, and



         14   just consistent with your comments now.



         15        You know, just trying to make sure that the record can



         16   discern which is which to the extent it becomes an issue with



         17   respect to considering the evidence, if it's in or out, and



         18   whenever we're trying to do that, so, you know, you could



         19   tackle it by trying to handle it in two parts, but that



         20   doesn't necessarily lend itself to examinations very well, so



         21   I'm trying to accommodate the parties and not, you know, make



         22   it harder.  It sounds like you're on same page I'm on, so that



         23   sounds good.



         24            MR. PLETCHER:  And one further update, if I may, your



         25   Honor?  I'm hopeful that, based on update I just received,
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          1   that we would be able to get a reply brief in perhaps soon



          2   after the lunch break.



          3            THE COURT:  Okay.



          4            MS. MCKENNEDY:  Your Honor, perhaps the Department



          5   could have the opportunity to file an opposition first, before



          6   they file a reply brief?  I guess if they want to file two



          7   reply briefs?  But --



          8            THE COURT:  You want to wait for their opposition?



          9            MR. PLETCHER:  If there's going to be a written



         10   opposition, then I prefer to handle it --



         11            THE COURT:  Yeah.



         12            MS. MCKENNEDY:  Thank you, your Honor.



         13            THE COURT:  So what does your timing look like, cause



         14   you're here?



         15            MS. MCKENNEDY:  I'm here, your Honor.  I believe,



         16   some time tonight, but probably you'll be sleeping, so I



         17   imagine you'll look at it first thing in the morning.



         18            THE COURT:  Maybe.  Maybe.



         19            MS. MCKENNEDY:  I hope you'll be sleeping, your



         20   Honor.



         21            THE COURT:  Presumptions, presumptions.  So you want



         22   to take the next witness?  Call the next witness?  We're at a



         23   quarter to noon?



         24            MR. MADDIGAN:  It's up to the Court.  We're happy to



         25   start with our next witness, or --
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          1            THE COURT how long do you think the direct is?



          2            MR. MADDIGAN:  More than 15 minutes, but less than



          3   Dr. Appel.



          4            THE COURT:  So is it a half hour?  I'm not holding



          5   you to it.



          6            MR. MADDIGAN:  Probably 45 minutes.



          7            THE COURT:  What's the sentiment in the room?  You



          8   want to break now, or do you want a 12:30 break, which pushes



          9   us late into the afternoon when we come back?



         10            MS. MCKENNEDY:  Your Honor, why don't we break now?



         11            THE COURT:  Okay.  So we'll -- we'll resume at 1:30?



         12   All right.  Recess till 1:30.



         13            MR. PLETCHER:  Thank you.



         14            MS. MCKENNEDY:  Thank you, your Honor.



         15            (Pause in the proceedings from 11:43 a.m.



         16             until 1:32 p.m.)



         17   



         18                      WEDNESDAY, APRIL 9TH, 2025



         19                           AFTERNOON SESSION



         20                            



         21            THE COURT:  Everybody set?  All right.  On the



         22   record.  Good afternoon.  Welcome back.



         23        Our afternoon session in the matter of the rate



         24   applications of State Farm General Insurance Company, and the



         25   stipulation, Case File Numbers PA-2024-00011, PA-2024-00012,
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          1   and PA-2024-00013.



          2        While on our lunch hour, both the parties were able to do



          3   that, I see that there's been some distribution materials, so



          4   looks like folks have been busy.



          5        I am going to provide an instruction given the ongoing



          6   filings, and the in limine motion on the RBC matter, but



          7   before I do that, I'm also gonna do another housekeeping



          8   thing, but is there anything from the parties that I need to



          9   know before?



         10            MR. MADDIGAN:  No, your Honor.



         11            MS. MCKENNEDY:  No, your Honor.



         12            THE COURT:  Is the next witness ready to be called?



         13            MR. MADDIGAN:  Yes, your Honor.



         14            THE COURT:  Before we do that, like I said, I'm going



         15   to given an instruction, but I'm also going to do this, is



         16   there somebody that can do me the favor of coming to the



         17   bench?  Could you give one for yourself, and one for each of



         18   the other parties, please?



         19            MR. MADDIGAN:  Okay.



         20            THE COURT:  So take a moment to look at that.  So in



         21   the spirit of full and total transparency, which I assured you



         22   of yesterday when this matter of the certificate of service



         23   designees were, which I understand was in fact, as I had



         24   somewhat speculated, a copy and paste from an earlier document



         25   that got that going.  I still nevertheless wanted to make sure
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          1   that the parties had this.



          2        I only saw this, even though it's dated from this



          3   morning, or timed from this morning, at the lunch hour, and



          4   specifically the Special Counsel's Office asking for a copy of



          5   briefing from Consumer Watchdog.  I provided no instruction in



          6   connection with this.  This was handled by the clerical staff



          7   without my input in any way, and they complied with the



          8   request, as you can see from the face of the document.  Yes,



          9   Ms. Pressley?



         10            MS. PRESSLEY:  Your Honor.  I would just note that it



         11   appears that Ms. Johnson forwarded our reply brief, but I



         12   don't think our original interactions were ever --



         13            THE COURT:  -- I only know what you see there, but if



         14   you want to make inquiries, because I'm very sensitive to this



         15   subject, and I'm just disclosing that this communication



         16   occurred, especially on the heels of our conversation



         17   yesterday.



         18            MS. PRESSLEY:  Okay.  Okay.



         19            THE COURT:  So you know that it did.  Especially,



         20   Consumer Watchdog was heavily inquiring about forwarding



         21   documents yourself, which I'm not going to say more to at this



         22   point.  To be transparent, I just wanted to show the e-mail.



         23            MS. MCKENNEDY:  Okay.  Thank you, your Honor.



         24            THE COURT:  Okay.



         25            MS. MCKENNEDY:  Your Honor, should the parties
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          1   request clarification regarding whether we should continue to



          2   keep the Office of Special Counsel on our proofs of service,



          3   or should we take them off?



          4            THE COURT:  Well, for purpose of this proceeding, I



          5   have jurisdiction, and I indicated yesterday, and I'll make



          6   greater clarification that I think that we have to adhere to



          7   the regulation, and like I said, if other parties, whoever



          8   they are in the world, want to access public documents, they



          9   certainly can do that, and that's up to them, but I think that



         10   let's -- let's keep it clean, and not do anything that brings



         11   into any question whether or not there's something happening



         12   that there isn't, okay?



         13            MS. MCKENNEDY:  Thank you, for the clarification.



         14            THE COURT:  All right.  So the parties have continued



         15   an argument in connection with the motion in limine brought by



         16   Consumer Watchdog to exclude risk-based capital for insurers,



         17   citing Evidence Code Section 739.8.  Only relevant evidence is



         18   admissible under Evidence Code Section 350, and relevant



         19   evidence itself is not admissible if a statute provides



         20   otherwise, Evidence Code Section 351.



         21        Consumer Watchdog's motion targeted the Department's



         22   witness Shaw as a justification, but the form of relief sought



         23   is broad, and seeks preclusion of all RBC evidence in this



         24   case.  I effectively advised the parties at the outset of the



         25   hearing, and in discussions following intermittently from the
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          1   bench, that I would continue to receive their written and/or



          2   hear their oral arguments on this motion with the ruling to



          3   trail, but intended to cautiously guard development of the



          4   record, both to protect the positions of the parties, and



          5   avoid added delay in efficiency.



          6        While motions in limine are appropriate vehicles for



          7   excluding improper evidence, in this case we don't necessarily



          8   have the comfort of knowing that a ruling, if later held to be



          9   in error, will be -- have sufficient time to remand and



         10   reopening of the record.



         11        Initially, I suggested use of a voir dire as means of



         12   witness navigation, which we may be revisiting, but at least



         13   as to the initial witness, the parties seemed to have settled



         14   on the use of continuing objections, and remain mindful of



         15   developing the testimony in a manner that includes specificity



         16   necessary to identify those points in the record in which may



         17   be subject to strike.



         18        Pursuant to Evidence Code Section 354, the proponent of



         19   the evidence reserves the right to appeal only if the



         20   substance, purpose, and relevance of the evidence is made



         21   known by the questions asked, an offer of proof, or by other



         22   means.



         23        New theories of admissibility of excluded evidence may be



         24   barred from presentation on appeal, and additionally, to



         25   preserve an objection to erroneous admission of evidence, a
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          1   party must timely object, or move to strike the evidence,



          2   making clear the specific ground of the objection or motion,



          3   so I'd just like you to please keep these considerations in



          4   mind as we go forward.



          5        With that, you can call the next witness.



          6            MR. MADDIGAN:  Thank you, your Honor.  Applicant



          7   would like to call Bryon Ehrhart.



          8            THE COURT:  And I see him making his way to the



          9   stand.  As you get settled there, try to position the



         10   microphone so that when you speak it's, you know, about three



         11   to four inches.  It's a little bit close maybe, but you get



         12   used to it.



         13        I will ask the court reporter to place you under oath



         14   now.



         15            THE REPORTER:  Thank you, your Honor.  Please raise



         16   your right hand?



         17        Do you solemnly swear or affirm the testimony you shall



         18   give in this matter will be the truth, the whole truth, and



         19   nothing but the truth?



         20            THE WITNESS:  I do.



         21            THE REPORTER:  Thank you.



         22            MR. MADDIGAN:  May I proceed?



         23            THE COURT:  Yes.



         24            MR. MADDIGAN:  Thank you.



         25   ///
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          1                          DIRECT EXAMINATION



          2   BY MR. MADDIGAN:



          3       Q.   Good afternoon, Mr. Ehrhart.



          4       A.   Good afternoon.



          5       Q.   You prepared a declaration in this matter, correct?



          6       A.   Yes.



          7       Q.   Please look at Exhibit 109 in the binder in front of



          8   you?



          9       A.   Okay.



         10       Q.   You intended this declaration to be your direct



         11   testimony in this matter; is that right?



         12       A.   Yes.



         13       Q.   We won't go through the entire declaration, but I



         14   wanted to highlight with you a few things in the declaration.



         15   First, in Paragraphs 3 and 4 you describe your professional



         16   background; is that right?



         17       A.   That's right.



         18       Q.   Can you briefly summarize for the Court here today



         19   your professional experience?



         20       A.   Yeah.  Seven years in public accounting practicing as



         21   an auditor of insurance, and insurance companies.  Also



         22   advising on insurance risk before I joined AON 31 years ago.



         23   I founded the analytic support group, supporting the



         24   reinsurance business and reinvestment.  In that role I had a



         25   chance over the last 31 years to observe the price of which,
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          1   particularly catastrophe reinsurance, trades in the market.



          2   AON is the world's largest reinsurance intermediary.  We



          3   handle a significant portion of the U.S. personalized



          4   reinsurance business.



          5       Q.   In your work at AON, do you have experience with



          6   reinsurance for California risks?



          7       A.   Yes.



          8       Q.   Can you briefly describe that?



          9       A.   Yes.  I've been involved in the reinsurance market



         10   since after the Northridge earthquake, which occurred on



         11   January 17th, 1994.  I joined AON two weeks later to work on



         12   the build-up capacity for California and other states, working



         13   in effect with Florida at the time, so we had a combined



         14   problem of not being able to find sufficient insurance for



         15   many of your clients at the time.  I have devoted most of my



         16   career to raising capital for catastrophe risk.



         17       Q.   Before we get into some of the more specific aspects



         18   of your testimony, can you also just provide a general



         19   description of reinsurance, and why it's important for



         20   property catastrophe risk in particular?



         21       A.   Yes.  Reinsurance, particularly for catastrophe



         22   reinsurance, is necessary to help insurance companies stay



         23   within their risk tolerances, and when we say risk tolerances,



         24   many times the companies specify what portion of their



         25   capital, or what portion of their annual earnings they're
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          1   willing to lose in a single catastrophic event or a series of



          2   catastrophic events, and we advise under the reinsurance



          3   structure, companies that have gross exposure larger than



          4   their capital or their earnings they're willing to use, how to



          5   transfer that risk for a price to the international



          6   reinsurance market.



          7       Q.   Let's talk more specifically about some of the points



          8   in your declaration, so one of the points you address is



          9   whether State Farm General had too much reinsurance; is that



         10   right?



         11       A.   Yes.



         12       Q.   What's the answer to that question?  Did State Farm



         13   General have too much reinsurance?



         14       A.   It did not.



         15       Q.   Okay.  Can you explain why you believe that?



         16       A.   Well, I took it in three parts, just to make sure we



         17   were complete in our analysis, or my analysis.  The first part



         18   was on, did they buy at too low of a retention, meaning buying



         19   too much at the bottom of the program where it's particularly



         20   costly to buy reinsurance.



         21        The second part was, did they buy too much at the top,



         22   meaning an exhaustion point was too high.  High relative to



         23   the risk the company was exposed, and then I took the third



         24   component, which was, did they pay too much for the



         25   reinsurance that they purchased.  I took each of those three
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          1   steps.



          2       Q.   Okay.  So let's walk through each of those, starting



          3   with the attachment point.  In your view, did State Farm have



          4   the wrong attachment point?



          5       A.   No.  Their attachment point was probably at the high



          6   end of what we would see for companies of similar ratings.  As



          7   I say in the declaration, we would typically see companies



          8   with ratings similar to State Farm General's being 3 to 10



          9   percent of capital.  State Farm General through the period of



         10   the 10 years that I studied was consistently at the 24 to 26



         11   percent of capital at risk for a single occurrence.  They



         12   supplemented that, recognizing that's a high number, with an



         13   aggregate retention protection, which generally, almost



         14   perfectly consistently, left them exposed to no more than one



         15   and one half of their earnings retentions retained during any



         16   one year.



         17       Q.   What about the second point that you looked at,



         18   whether there was too much coverage at the top of the



         19   reinsurance structure?  Did -- In your view, is that -- Was



         20   that the case?  That did State Farm's program exhaust too



         21   high?



         22       A.   No.  They bought a prudent amount of reinsurance.



         23   They targeted a 1 in 250 year event, and the kinds of



         24   occurrence protections, and aggregate protections you needed



         25   to stay within the rating requirements for the company's so







�

                                                                       64







          1   they can sustain the ratings necessary to support the primary



          2   and secondary mortgage markets.



          3       Q.   Okay.  So let's talk about a couple of things that



          4   you mentioned.  First, you used an expression, 1 in 250 year



          5   event.  What does that mean?



          6       A.   Yes.  We call those, as I say in the declarations,



          7   the probable maximum loss.  Companies exposed to catastrophe



          8   risk look at a range of potential events.  There's a range of



          9   wildfire events in the case of California, as one of the



         10   parallels that involved in the company such as State Farm



         11   General.  They will look at the range of potential for



         12   wildfires, for example.  Smaller wildfires not causing much in



         13   insured losses are considered among thousands of events that



         14   are studied, and then the events in what we call the tail or



         15   the latter part of the curve, when these events are sorted in



         16   ascending order.



         17        You can put a probability on each of those events.  When



         18   you accumulate the probability up to 99.6 percentile, that's



         19   the 1 in 250 year event, and State Farm General, like other



         20   insurers, look at events of that level of severity to make



         21   sure that they have sufficient coverage to protect their



         22   capital.



         23       Q.   Okay.  The third area of inquiry that you stated you



         24   provided was to examine whether the price that State Farm



         25   General paid was too high; is that right?
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          1       A.   That's correct.



          2       Q.   And what did you conclude on that question?



          3       A.   The price paid by State Farm General is -- is just a



          4   low price compared to if you had to place it into the



          5   unaffiliated reinsurance market.  As we've listened to, and I



          6   state in my declarations, more than 80 percent of this cover



          7   is reinsurance cover, and aggregate covers, are placed with



          8   State Farm's parent or reinsurance affiliate.  The price at



          9   which it procures this is well less than the unaffiliated



         10   reinsurance price that we know, because we transact in the



         11   unaffiliated reinsurance market.



         12       Q.   So let's pause on that for a minute.  When you say,



         13   "We transact in the unaffiliated reinsurance market," just



         14   explain what you mean by that?



         15       A.   Yes.  AON as a reinsurance broker, as I mentioned



         16   before, we transact reinsurance for State Farm for a limited



         17   portion of this program and place it in the unaffiliated



         18   reinsurance market.  The remainder of the program is placed by



         19   State Farm itself with its parent and other affiliates.



         20       Q.   In your work on this matter, did you examine whether



         21   State Farm benefitted from its reinsurance programs over the



         22   10-year period prior to now?



         23       A.   Yes, I did.  In many ways benefitted from it, but



         24   going back to your price question just for a moment?



         25       Q.   Sure.







�

                                                                       66







          1       A.   You know, we estimated at various increases and



          2   external prices are unaffiliated reinsurance prices, so as you



          3   see in the declarations, we estimate that each of 2 billion



          4   dollar additional occurrence limits, prices that are multiples



          5   up to 4 times what they were able to acquire that cover for



          6   from mainly their affiliated reinsurers, and that was a



          7   benefit on its own.



          8        The fact that, first, they could place as much as they



          9   did.  They wouldn't have been able to complete this program in



         10   the unaffiliated reinsurance market.  This is the largest



         11   program, as I say in the declarations, in the State of



         12   California that's exposed to wildfire.  Without its parent



         13   willing to take over 80 percent of it, this program just would



         14   not would have been placed at any terms that would have been



         15   affordable by State Farm General.  The fact that the parent



         16   provided it at such affordable prices means that policyholders



         17   in the State of California certainly benefitted from the



         18   existence of that reinsurance treaty, and not just on price.



         19       Q.   Okay.



         20       A.   Not just on capacity, but also on the performance of



         21   the program throughout the years.  I noted in the 2017 and



         22   2018 accident years, where there were material wildfires in



         23   California, that the program worked as intended to remove rate



         24   uncertainty from State Farm General's financial statements.



         25        I'll take 2017 to start.  In 2017 the company incurred
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          1   nearly 5 billion dollars worth of losses in accidents,



          2   including wildfires.  In the initial estimate, the section was



          3   about 1.8 billion dollars through the reinsurance agreements



          4   that were in place at the time, and that was an important



          5   moment for State Farm General to be able to see that



          6   volatility, because at 1.8 billion, at the time they had



          7   higher capital, so it was about 40 percent of their capital as



          8   I recall, so without that the company would have had a severe



          9   financial negative outcome that probably would have led to a



         10   downgrade, or other things that are, you know, they're



         11   manageable today because as the company's capital has



         12   deteriorated, we're talking about those things.



         13        So first in 2018 there was a material benefit, and I



         14   knowing in some of the allegations from Consumer Watchdog,



         15   that their work relied on the Schedule b or other schedules



         16   that all treat the 2017 accident year average of recovery of



         17   subrogation, but this reinsurance agreement provided for 2017



         18   provided cover to the company until subrogation monies came



         19   in, and those monies for subrogation were very material,



         20   particularly as related to the 2017 subsequent year.



         21        The estimation of the losses in 2017 by the end of 2018



         22   brought the losses down by about 900 million dollars, if I



         23   recall properly, and even at that lower number, there were



         24   still material cessions from State Farm General to the



         25   reinsurers, and I know it tended to be ignored, but that







�

                                                                       68







          1   material recovered was still posted a year later.  It went on



          2   for up to five years of recovery where the reinsurance was



          3   still working on the 2017 accident year alone.



          4        So the reinsurance was very effective.  Policyholders in



          5   California benefitted from that volatility, and removed, and



          6   just to be clear, the 2017 losses, and also 2018 losses that



          7   exceeded the attachment point for the reinsurance were in fact



          8   recovered, in part in cash, and certainly posted as



          9   recoverables by State Farm General to its reinsurer, so the



         10   material balance sheet relief, and cash flow relief were there



         11   and performed.



         12        Later, you'll see that subrogation recoveries were made



         13   in 2020, and early 2021 in the amount of about a 1.  -- 1.55



         14   billion dollars, if I recall properly.  That's listed in the



         15   audited footnotes at Note 12 from the 2020 financial



         16   statements.  Those recoveries go back and reduce the direct



         17   losses the company paid, because it's a subrogation



         18   settlement, and therefore then reduced the amount of loss



         19   ceded under the reinsurance treaties of 2017 and 2018.



         20        So while it appears that there's less benefit in the end,



         21   during the period of the, between the time of the initial



         22   fires, and the recovery of that subrogation, those reinsurance



         23   treaties performed, and performed very well for State Farm



         24   General.



         25       Q.   You reviewed Mr. Armstrong's declaration; is that
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          1   right?



          2       A.   Yes, I did.



          3       Q.   And you saw that he took a snapshot of the



          4   reinsurance program for a 10-year period ending in 2024?



          5       A.   Yes.



          6       Q.   I have two questions about that.  One is a conceptual



          7   question, and the other one is a specific question about State



          8   Farm's program.  Just conceptually, is that the right way to



          9   look at a reinsurance program?



         10       A.   No.  It's not the right way to look at, particularly



         11   catastrophe reinsurance program.  When we use catastrophe



         12   models in the reinsurance market for quoting and pricing,



         13   reinsurance layers that may or may not ever get hit by a



         14   catastrophe, or they may get hit.  Maybe only lower layers



         15   will get hit.  Taking a 10-year snapshot across a time period



         16   that we use to develop the models that are decades, not one



         17   decade, but decades long, we just think in any comparison of



         18   the, you know, annual calendars and the ceded losses, 1 year,



         19   10 years is just not enough to complete, or to even figure out



         20   if it meets expectations or doesn't meet them.  It's just a



         21   short -- too short of a period for things that are multi-year



         22   phenomenon, multi-decade phenomenon.



         23       Q.   Okay.  Now the specific question about the analysis



         24   of State Farm's program over that period.  It's -- Do you also



         25   think that looking at the program only from the end of the
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          1   period is the wrong way to look at it?



          2       A.   It is, because as I mentioned before with



          3   subrogation, the way subrogation is accounted for in the NAIC



          4   annual statement, it reduces the direct losses that occur and



          5   are paid by the company once subrogation recoveries are made.



          6   When the subrogation recoveries come in, it's as if they never



          7   existed in the next year's financial statements when you're



          8   accounting for it on an accident year basis in Schedule b, so



          9   I made sure in my study, to support my declarations, I went



         10   back and look at the Schedule B's for 2017 and 2018, the years



         11   greatly effected by California wildfires.



         12       Q.   And that was where you saw, during the financial



         13   statements for those years, you saw the benefits from



         14   increased recoveries that did not appear in the later year's



         15   statements?



         16       A.   That's right.  That's how accounting for subrogation



         17   works.  The accounting policies show the accounting for



         18   subrogation upon receipt, so prior to its receipt, in this



         19   case for 2017 and 2018, it was recovered in 2020, and early



         20   2021, as noted in Note 12 to the audited financial statements



         21   for 2020 for State Farm General.



         22       Q.   In the course of your testimony today, a few answers



         23   ago you referred to something called "capacity", and what did



         24   you mean by that?



         25       A.   Yes.  Capacity is the important part, and one of the
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          1   most material benefits of State Farm General by buying the



          2   reinsurance from its affiliate that it has the capacity to



          3   fill such a large program, over 9 billion dollars of



          4   reinsurance placed by State Farm General in the overall



          5   market, and more than 80 percent is with its parent and its



          6   affiliates, so without that parentage, strong parentage, there



          7   would not have been enough capacity in the reinsurance market,



          8   certainly after the 2017 and 2018 wildfires, and certainly not



          9   now after you look at the first quarter of 2025.



         10        I'll give you a little bit more about just the capacity,



         11   because I believe your question runs into appetite, which I



         12   mentioned in my declaration that following the 2017 and 2018



         13   wildfires in California, we've had, in the reinsurance market,



         14   a pretty strong reset in terms of what reinsurers believe is



         15   possible in terms of severity for the events.



         16        I think the CAL FIRE record of historical losses says



         17   there are many fires every year, and they do a great job of



         18   recording the acres burned, but the severity is the piece that



         19   I'd say the reinsurance market really had a reset moment after



         20   2018.  Well, certainly after 2017 and 2018.  We've been



         21   working with the reinsurance market trying to encourage the



         22   rebuild of capacity, and the rebuild of confidence around



         23   California wildfire management for reinsurance purposes, and I



         24   think that the January 7th, 2025 events are -- I can already



         25   see are causing reinsurers to think again about severity
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          1   that's even worse than the severity that we saw in 2017 and



          2   2018 that affected State Farm General.



          3       Q.   Did you look at information related to 2025 in course



          4   of your work?



          5       A.   I did.  It's actually noted in Note 22 to State



          6   Farm's annual statement, and the renewal exposure to the



          7   January 7th fires, or the January fires.  7.9 billion dollars,



          8   plus it's related assessments from the California FAIR plan,



          9   F-A-I-R plan, and exposure, I believe, is noted around 400



         10   million dollars.



         11       Q.   And that's in the 2024 annual statement?



         12       A.   Yes, sir.



         13       Q.   Which came out in 2025 after the fires?



         14       A.   Yes.  Those are due to the insurance departments on



         15   March 1st and so they -- There's the note, '22 is labeled,



         16   "Subsequent Events", and as accountants we take the time in



         17   our financial disclosures, even though I'm not working for



         18   State Farm, but as a former accountant, I know that there's a



         19   "Subsequent Events" footnote where you have material



         20   subsequent events listed there meant to be reported, so that



         21   users of financial statements are fully informed if there is



         22   something material that occurred beyond the balance sheet



         23   date, but before the report date.



         24       Q.   Did you see in the material that you reviewed that



         25   was presented by Consumer Watchdog in this matter an
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          1   allegation that State Farm's reinsurance program was designed



          2   for the benefit of its parents, rather than State Farm --



          3   rather than for State Farm General itself?



          4       A.   I certainly did see that, and that is certainly,



          5   seems to be not true.  It seems to be designed to sustain



          6   State Farm General's financial stability for its policyholders



          7   in California.



          8       Q.   Let's talk a little about that.  Did you review also



          9   Mr. Armstrong's declaration?



         10       A.   I did.



         11       Q.   Did you see anything in there that you disagreed



         12   with?



         13       A.   Well, the fist thing is just the omission to go back



         14   and look at Schedule B completely, and not just the last



         15   Schedule B, which fails to show the subrogation impact on



         16   accident years 2017 and 2018, and I just know that that's an



         17   important part of assessing the effectiveness of the



         18   reinsurance treaties.  I think he goes on to say that you



         19   can't assess the effectiveness of treaties looking at one data



         20   point, and I think he's referring to the January 7th fires,



         21   but I think if you look more comprehensively at all the



         22   Schedule B's involved in the years under study, he would find



         23   there were three absolutely high performance years of these



         24   reinsurance treaties for State Farm General.  That's 2017,



         25   2018, and now the first quarter of 2025.
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          1       Q.   You talked about subrogation, and how subrogation



          2   recoveries in later years effectively reduce the amount of



          3   loss that needed to be ceded to reinsurers in prior years.



          4   Who's at risk for whether subrogation is recovered or not?



          5       A.   Well, certainly the company directly that pays the



          6   losses, and the subrogation comes back, they will return money



          7   to policyholders, but as a reinsurance broker, the losses that



          8   are prior to the recovery of subrogation are higher, and



          9   therefore they reach past the occurrence retention of the



         10   reinsurance program, and when losses go through the retention,



         11   losses are recovered from the reinsurers.  They're not, and we



         12   refer to those as ceded-losses.  They remain ceded-losses



         13   until such time as settlements with the utilities, in these



         14   cases PG&E and SoCal Edison, reached settlements with State



         15   Farm General over 1.5 billion dollars in 2020 and 2021,



         16   materially later than the accident years of 2017 and 2018, and



         17   during that time, reserves were ceded and actual cash payments



         18   were transferred, so reinsurers paid State Farm General for



         19   losses that they paid to their policyholders that exceeded the



         20   attachment point of the occurrence salary.



         21       Q.   What -- We touched on this as well, but let me ask



         22   you directly as it relates to the question of whether the



         23   reinsurance principal is designed to benefit State Farm



         24   General.  What is the relationship, in your experience, or in



         25   your view, what is the prudent relationship between a
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          1   reinsurance program and a company's surplus?



          2       A.   The reinsurance program and the company's surplus



          3   come into view when we have thoughts around what is the risk



          4   tolerance that's appropriate?  As I mentioned earlier, and in



          5   the declarations, the typical range of capital or surplus in



          6   this wording is 3 to 10 percent for people with ratings



          7   similar to State Farm General's.  State Farm General at all



          8   times during the 10 years that were under study here, had a



          9   much larger retention for occurrence at about, in the range of



         10   24 to 26 percent in my study, so it's higher than typical.



         11        We believe that that was only allowed by a rating agency



         12   because of strong parentage with State Farm Mutual Automobile



         13   Insurance Company, and the fact that the company also



         14   structured a cheaper form of reinsurance than occurrence



         15   protection in the form of an aggregate retention program which



         16   provided what the company needed to retain one and a half



         17   times the occurrence retention.



         18       Q.   You made a reference to the credit rating agencies,



         19   and I wanted to, the last area I wanted to cover with you --



         20        First of all, explain what you mean when you talk about



         21   them, and also --



         22        Well, first, elaborate what you mean when you're



         23   referring to the credit rating agencies?



         24       A.   Yes.  Rating agencies, as it relates to State Farm



         25   General, generally include AM Best, and Standard and Poor's.
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          1   They have divisions that rate insurance companies for



          2   insurance companies financial strength, and in their review of



          3   the financial strength they're looking at the capital surplus,



          4   the premiums, the reserves, and the reinsurance programs to



          5   establish whether or not an entity will have sufficient funds



          6   to meet its needs upon stress events, which including, but are



          7   not limited to, catastrophe events.



          8        The reinsurance program that I studied in relation to



          9   State Farm General was around their catastrophe business,



         10   catastrophe exposure.  It was obviously sufficient to meet



         11   their stress test, as well as State Farm General's internal



         12   goals for protection up to an exhaustion point of 250 years or



         13   beyond.



         14       Q.   And it sounded like from what you said, in your view,



         15   there's a relationship between the reinsurance protection that



         16   a company can -- between the protection that State Farm thinks



         17   is maybe between the rating that State Farm had from the



         18   agencies and the reinsurance protection --



         19            THE REPORTER:  -- I'm sorry, Counsel.  Could you -- I



         20   didn't get that.  The last sentence?



         21            MR. MADDIGAN:  Sure.



         22   BY MR. MADDIGAN:



         23       Q.   It sounded to me like you said there has been a



         24   relationship between the -- Well, what is the relationship, if



         25   any, between the reinsurance program and the credit rating?
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          1       A.   There's a strong relationship there.  The rating



          2   agencies will look at stress events, maybe 1 in 200, 1 in 250



          3   year event, and look at what the company's net results were



          4   after the application of the reinsurance treaties, that in



          5   this case, State Farm General purchased.  It will look at



          6   those retentions then, or the amount that's left for the



          7   company to cover and judge its impact to the company's



          8   earnings and capital, and they'll make a judgment about



          9   whether it's too much, and if it is too much, the company can



         10   be subject to downgrade.



         11       Q.   Have you been involved personally in discussions



         12   about increasing the capacity of the reinsurance market in



         13   California?



         14       A.   Yes.  As I said, I joined AON two weeks after the



         15   Northridge earthquake, and about 16 months after Hurricane



         16   Andrew, recognizing that our clients were running very short



         17   on catastrophe reinsurance capacity, so the reason I formed



         18   our analytics group was to turn catastrophe risk into



         19   financial language that would grow the marketplace, and so



         20   I've devoted over 31 years of my life to doing that,



         21   thankfully, successfully, but not up to the level of



         22   occurrence limits that State Farm General requires.  I'm still



         23   trying.



         24       Q.   Do you think that State Farm General would have been



         25   able to get the reinsurance that it needed without obtaining
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          1   insurance from related or affiliated reinsurers?



          2       A.   I don't think they could have.  Unfortunately, not



          3   close.



          4            MR. MADDIGAN:  One second, your Honor.  Okay.  Thank



          5   you, those were the questions I had for you.



          6            THE COURT:  And who's taking up the -- Who's taking



          7   up the --



          8            MS. MCKENNEDY:  The Department has no questions, your



          9   Honor.



         10            THE COURT:  Cross-exam?



         11            MS. PRESSLEY:  Yes, your Honor.



         12                         CROSS-EXAMINATION



         13   BY MS. PRESSLEY:



         14       Q.   Good afternoon, Mr. Ehrhart.



         15       A.   Good afternoon.



         16       Q.   So you are the Global Head of Growth and Strategic



         17   Development for AON, correct?



         18       A.   Yes.



         19       Q.   Okay.  When were you first contacted to work for



         20   State Farm General on this interim request?



         21       A.   Probably a month ago.



         22       Q.   And who contacted you?



         23       A.   Heather Pierce.



         24            THE REPORTER:  One more time?



         25   ///







�

                                                                       79







          1   BY MS. PRESSLEY:



          2       Q.   And what were you asked to do specifically?



          3       A.   He asked for one more time.  It was Heather Pierce.



          4        And I was asked to join a conference call with State



          5   Farm's counsel, and discuss the role that they wanted me to



          6   play.



          7       Q.   Okay.  And do you have a written contract to perform



          8   work in this case?



          9       A.   No.



         10       Q.   Were you ever asked to work on State Farm General's



         11   original rate filing that was dated June 27th, 2024?



         12       A.   No.  No.



         13       Q.   Okay.  So you have -- You're here today, you're



         14   expressing no opinion on the amount of the interim rate



         15   request that is being sought by State Farm General?



         16       A.   I'm here to talk about the reinsurance replacement of



         17   State Farm General.



         18       Q.   And you also are not here to testify to about State



         19   Farm General's financial strength?



         20       A.   No.  It's on the reinsurance, which of course is a



         21   component of its financial strength, but I'm talking about the



         22   reinsurance.



         23       Q.   Right.  And you would not also be here to opine on



         24   financial strength ratings in general?



         25       A.   I'm not opining on them.  I'm just characterizing how







�

                                                                       80







          1   the reinsurance program impacts them, mainly focusing on the



          2   minimum ratings, cause there's a certain rating level that



          3   State Farm General needs to remain above in order to continue



          4   to serve policyholders in California.



          5       Q.   Could you quantify about how many hours you spent



          6   working so far on this case?



          7       A.   A hundred, guessing.



          8       Q.   And what is your hourly rate that you're billing?



          9       A.   We are not billing for this.



         10       Q.   Have you previously had -- Have you previously



         11   testified on behalf of State Farm General in any other legal



         12   proceedings or re-proceedings?



         13       A.   Yes.



         14       Q.   And what was that -- Can you name what those



         15   proceedings, or do you recall generally when they were?



         16       A.   I think they were about 10 years ago, and they



         17   involved State Farm General's rates in California, and again,



         18   my testimony related to the reinsurance program in place for



         19   State Farm General.



         20       Q.   Was that in the 2015 State Farm homeowners rate



         21   hearing?



         22       A.   It's in -- You're in the right section of time, I



         23   think.



         24       Q.   And I believe you already answered, but the substance



         25   of your testimony then was solely on reinsurance?
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          1       A.   Yes.



          2       Q.   Does AON work, or do you personally work with other



          3   State Farm affiliates on reinsurance issues besides State Farm



          4   General?



          5       A.   Yes, I do.  Yes, we do.



          6       Q.   Can you describe, just briefly, that work?



          7            MR. MADDIGAN:  Other -- Other State Farm affiliates,



          8   is that the question?  I can't hear.



          9            MS. PRESSLEY:  Other State Farm Affiliates of State



         10   Farm General.



         11            MR. MADDIGAN:  I object to the relevance of that.



         12            THE COURT:  I'm going to allow it.  Overruled.



         13            THE WITNESS:  So, yes, we do.  We place reinsurance



         14   for other State Farm affiliates.



         15   BY MS. PRESSLEY:



         16       Q.   Besides the 2015, or about the proceeding that you



         17   were just discussing about 10 years ago, do you know about how



         18   many other times you've previously testified on behalf of an



         19   insurance company?



         20       A.   Maybe two or three other times.



         21       Q.   And that would include administrative?  Civil



         22   proceedings?  Any type of legal proceeding?



         23       A.   One other time for a beach plan in North Carolina I



         24   testified, and then multiple times, I guess, in front of



         25   legislatures considering legislation generally around
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          1   catastrophe insurance, and provisions in those states around



          2   it where clients will ask me to testify about reinsurance



          3   capacity and other matters.



          4       Q.   So in your role with AON, do you mostly, commonly



          5   work in association with insurance companies directly?



          6       A.   Insurance companies, and states are involved with



          7   generally catastrophe-related issues for both insurance



          8   companies and states.



          9       Q.   Okay.  Do you recall if you've ever testified on



         10   behalf of insurance policyholders in any proceedings?



         11       A.   No policyholders asked me to testify, but generally



         12   in the states, when the states are asking me for their



         13   assistance in creating solutions, those solutions are very



         14   much focused on making sure policyholders have insurance



         15   that's available and affordable.



         16       Q.   Okay.  And are you doing, or have you ever done work



         17   on behalf of the California Department of Insurance?



         18       A.   I haven't.  Maybe I should disclose, back when the



         19   California Earthquake Authority was formed, our firm, not me



         20   personally, but our firm was involved in the creation of that,



         21   and want to make sure that we're clear that our firm's been



         22   involved with solutions in California for the state.



         23       Q.   Do you recall about what year that would have been?



         24       A.   1994.



         25       Q.   Okay.  I'm gonna turn to your declaration.  Do you
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          1   have that where you can generally recall what you testified?



          2   But you stated in Paragraph 5 of your declaration that you



          3   have personal knowledge of the facts and information provided



          4   in your declaration for your work at AON, and that AON is the



          5   broker of record for reinsurance placements in State Farm,



          6   meaning State Farm General, correct?



          7       A.   For certain placements, and by that I mean the



          8   unaffiliated placements.



          9       Q.   Okay.  How much of State Farm's reinsurance is placed



         10   through AON?



         11       A.   For State Farm General, less than 20 percent of the



         12   reinsurance programs are placed through our firm.



         13       Q.   And do you work in a personal capacity with State



         14   Farm on reinsurance, or is it somebody else in your firm?



         15       A.   It's a large team of us, and I lead that team.



         16       Q.   How -- How long has AON been, I guess you would say,



         17   a broker, or on behalf of State Farm General?  How long have



         18   you personally worked with State Farm in placing its



         19   reinsurance?



         20       A.   So I've personally been involved in it since, I



         21   think, 2001, but our firm has been involved since 1998, I



         22   believe.



         23       Q.   Okay.  Can you briefly describe what documents or



         24   other materials that you reviewed in connection with your



         25   declaration?
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          1       A.   Yes.  I reviewed every annual statement of State Farm



          2   General from 2014 through 2024.  I reviewed the audited



          3   financial statements for those same periods.  I reviewed



          4   certain exhibits that had reinsurance-related information that



          5   were filed by State Farm in response to questions from the



          6   California Department of Insurance related to the rates.  I



          7   also reviewed the declarations of your firm as well.



          8       Q.   Okay.  I believe it was in Paragraph 19 of your



          9   declaration where you stated that, "My study of State Farm



         10   General's reinsurance limits, retentions, and pricing included



         11   all material reinsurance purchases it made during the period



         12   2015 to 2024," and you said, "Therefore, my study was not



         13   limited to limits, retentions, and pricing of the 20 percent



         14   certain reinsurance layers and placed with unaffiliated



         15   reinsurers."  Is the information that you relied on that's



         16   listed there in Paragraph 19 publicly available?



         17       A.   Yes.



         18       Q.   Can you identify where that information would be



         19   located?



         20       A.   In -- Certainly, the Schedule B shows reinsurance



         21   sessions each year.  The footnotes to the financial statements



         22   further describe the reinsurance that are purchased.  There



         23   are several other exhibits that show gross and net, and you



         24   can derive the differences ceded, and then specifically in



         25   Exhibit Q to response to the CDI, there's a showing by State
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          1   Farm of the retention, and the occurrence limit, the aggregate



          2   retention, and the aggregate limit for each year of the 10



          3   years of the study.



          4       Q.   Okay.  And where there any other documents that you



          5   reviewed in connection with your testimony that were not



          6   public -- publicly-available documents?



          7       A.   No.  Everything I used was publicly available.  I



          8   should have mentioned that Exhibit Q, the premiums are also in



          9   Exhibit Q for both the occurrence and the equity.  I think



         10   that completes all the columns that are in Exhibit Q.



         11       Q.   Okay.  What about the reinsurance contracts



         12   themselves?



         13       A.   Reinsurance contracts for the unaffiliated



         14   reinsurance, frankly, I didn't have to review them again in



         15   this context, because I'm very familiar with them.  I know how



         16   they work.



         17        The reinsurance contracts between State Farm General that



         18   it purchases from its affiliates, including State Farm Mutual



         19   Automobile Insurance Company were not provided to me, and I



         20   don't believe they're public.



         21       Q.   Okay.  So for the ones that you are -- that you said



         22   you're familiar with, are those publicly available?



         23       A.   I believe that holding company filings merit public



         24   disclosure, but I'd have to ask.  I know that we prepare them



         25   so they can file them, but I don't think the filings are
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          1   public.



          2       Q.   Okay.  And you've stated in your declaration that,



          3   "State Farm General purchased reinsurance from its parent and



          4   affiliated companies at costs well below the prices State Farm



          5   General could have negotiated in the unaffiliated reinsurance



          6   market," correct?



          7       A.   Yes.



          8       Q.   Have you done any type of analysis that would show



          9   that the costs that it received from State Farm General are



         10   lower?  Have you done any studies, or presented any other



         11   information about the unaffiliated reinsurance market in this



         12   case?



         13       A.   Yes, I did, and I presented it in the paragraph that



         14   explains the multiples of additional cost that would be



         15   necessary to place meaningful increments of State Farm



         16   General's program in the unaffiliated market, so each of those



         17   increments that you see in that paragraph are roughly 2



         18   billion dollars of unaffiliated limit that would need to be



         19   procured, and transacting in those markets, or living.



         20        I made estimates of what the additional cost State Farm



         21   General would incur to place each of those increments.  I



         22   didn't go all the way to the 100 percent immediately, because



         23   that's just another 8 billion dollars, roughly, of limit that



         24   would need to be placed, and it's just an amount that could



         25   overwhelm the entire reinsurance plan, so I thought it would
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          1   be useful in this context to explain in 2-billion-dollar



          2   increments of addition at a time, so those numbers are



          3   clearly displayed, and they go from 50 percent more, to up to



          4   400 percent more.



          5       Q.   Okay.  And you've testified in Paragraphs 19 and 20



          6   that 20 percent of the reinsurance purchased by State Farm



          7   General is placed with non-affiliated reinsurers, correct?



          8       A.   Less than 20, yeah.



          9       Q.   Okay.  And of the remaining 80 percent, how much of



         10   that is -- of the affiliated reinsurance is placed with its



         11   parents, State Farm Mutual, versus other affiliates?



         12       A.   I believe substantially all of it, but I noticed in



         13   Schedule F there were small amounts for two other State Farm



         14   affiliates that, I just wanted to be inclusive of my comments,



         15   but I believe the vast majority is with State Farm Mutual



         16   Automobile Insurance Company.



         17       Q.   Would it be more than 85 percent of that 80 percent?



         18       A.   It is probably 99 percent of it.  I'm not showing the



         19   Schedule F for the other affiliates.



         20       Q.   Okay.  Thank you.  And then you also said in your



         21   declaration, Paragraph 33, that State Farm General benefited



         22   very materially from placing the majority of its reinsurance



         23   at cost lower than market rates due to its ownership by State



         24   Farm Mutual, correct?



         25       A.   Yes.
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          1       Q.   Did you also -- Do you also have an opinion on



          2   whether State Farm Mutual had a financial gain from this



          3   reinsurance arrangement?



          4       A.   I looked at the period under study, and I could see



          5   the results for the period under study, and the period was



          6   inclusive of the January 7th events, yes.



          7       Q.   Okay.  Can you quantify the net financial result for



          8   State Farm Mutual for the period of 2015 to 2024?  2015 to



          9   2024?



         10       A.   The excess of ceded-premiums to all reinsurers, not



         11   just State Farm Mutual, from State Farm General was about --



         12   it was over 3 billion dollars worth of an excess of premium



         13   over the ceded-losses.  I believe the calendar year study



         14   there showed that the loss ratio of all reinsurers for that



         15   period under study was 16 percent, and if you include the



         16   January 7th fires, it goes to 234 percent.



         17       Q.   Okay.  But did you -- Do you have a quantification of



         18   how much of that was just placed with State Farm Mutual in



         19   terms of their financial gain from that time period?



         20       A.   From a capacity perspective, I think we've discussed,



         21   even in response to your questions, it was about 80 percent,



         22   or more than 80 percent were placed with the affiliates, so --



         23       Q.   Okay.  Would you -- I know that you've reviewed



         24   Mr. Armstrong's declaration, and Paragraph 7 of his



         25   declaration specifically had a chart that showed the 10-year
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          1   period that we're speaking of, the 2015 to 2024?



          2       A.   Would you mind?  If you just tell me the exhibit, and



          3   I can just look at the same area you're asking me about?



          4       Q.   Yeah.  253.



          5            MR. MADDIGAN:  It may not be in that binder.



          6            MS. PRESSLEY:  I don't believe it was in that binder,



          7   so is it okay for my colleague to hand it?



          8            THE COURT:  You can approach.



          9            THE WITNESS:  253?



         10   BY MS. PRESSLEY:



         11       Q.   Yes.



         12       A.   Is there a page number in particular?



         13       Q.   Paragraph 7, it's Page 7.



         14       A.   Thank you.



         15            THE COURT:  Just so the record is clear, I do want to



         16   identify that this is Consumer Watchdog's updated exhibit



         17   list.  The attachments of 253 to 254.



         18            MS. PRESSLEY:  Yes, your Honor.



         19            THE COURT:  Okay.  Go ahead, please.



         20   BY MS. PRESSLEY:



         21       Q.   So do you agree that, at least with the dollar amount



         22   there, that that seems correct?



         23       A.   I don't agree with that.  This is meant to show the



         24   performance of the reinsurance treaty over time, and it fails



         25   to show the material sessions in 2017 and 2018, which numbers
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          1   in reserves and payments clearly exceed even the far



          2   right-hand side of this graph.  They later were revised



          3   because of subrogation that took three-plus years to get, so I



          4   don't believe this chart accurately reflects the performance



          5   of the treaties.



          6       Q.   But do you agree with the statement that State Farm



          7   -- there was a total net outflow from State Farm General to



          8   the parent company with premiums, minus losses of nearly 3



          9   billion during that time period?



         10       A.   I see where these numbers come from, and they are all



         11   after subrogation, so I think it was State Farm General did



         12   receive recoveries during the period that were later returned



         13   to all reinsurers because subrogation was received.  If you



         14   look at the snapshot at the end, it does look like this, but



         15   material benefits were derived by State Farm General during



         16   the period shown that are not reflected.



         17       Q.   Okay.  But we're not talking about the benefit to



         18   State Farm General.  I'm just talking about what was received



         19   directly by the parent company?



         20       A.   I note that these numbers tied to the calendar-year,



         21   and accident-year numbers in the end, post-subrogation.



         22       Q.   Okay.  So is it through that State Farm's parent and



         23   other affiliates are providing reinsurance coverage across



         24   many or all layers of reinsurance coverage?



         25       A.   Yes.  The reinsurance that's exhibited in Exhibit Q
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          1   are the material part of being insured by State Farm General



          2   with its parent and the insurance affiliates.



          3       Q.   Okay.  In Paragraph 14 of your declaration you stated



          4   that, "If State Farm Insurance became insufficient coverage



          5   for mortgages, the results would be that policyholders,



          6   homeowners would be required to obtain insurance elsewhere,



          7   potentially at a substantially increased price, if it would



          8   even be possible for them to do so."  You recall that?



          9       A.   Yes.



         10       Q.   Did you perform any analysis, or examine any data to



         11   support your claim that they would be required to obtain



         12   insurance at substantially higher prices?



         13       A.   It's my experience in this state following the 2017



         14   and 2018, that many companies non-renewed policies that were



         15   on their admitted forms, and those policyholders have had to



         16   go to something called the California FAIR plan, and generally



         17   they have received less coverage at higher prices than they



         18   were not renewed for.



         19        Further, the admitted market is only part of my



         20   experience.  We are active in the non-admitted market too, and



         21   that market also has quite limited capacity, but does provide



         22   a form, that by definition, can't be as complete as an



         23   admitted policy, and is at a higher price.



         24       Q.   So that statement is based mainly on your experience,



         25   not on a quantification of, or any specific study that you've







�

                                                                       92







          1   done of pricing?



          2       A.   I'm in the business of looking at what's happening on



          3   many markets, because we're placing reinsurance for clients,



          4   and we understand what's going on in these markets, and so,



          5   yes.  It's my understanding from looking at the flow of



          6   business to a quickly growing California FAIR plan, and its



          7   affect on the market place, and then we watch excess surplus



          8   lines carriers enter the state and rate business too, and by



          9   definition, it's a lesser quality terms than the policy form



         10   and at a higher price.



         11       Q.   Okay.  Did you perform any analysis, or examine any



         12   data to support your exclaim that policyholders would be



         13   unable to obtain coverage elsewhere?



         14       A.   It's my experience that there's a dearth of



         15   opportunities to place it anywhere but the FAIR plan, or to go



         16   to a wholesale broker to enter the E&S market.  Both things



         17   are difficult for a policyholder to pursue.



         18       Q.   Is if possible that policyholders could obtain



         19   comparable or even more affordable coverage from a different



         20   insurer?



         21       A.   I don't think so.



         22       Q.   There's no other option in California besides State



         23   Farm?



         24       A.   There are other admitted carriers, but many of them



         25   have gone through non-renewal cycles following the 2017, and
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          1   2018, and from what I understand from my experience is that



          2   risk appetite for writing more California wildfire exposed



          3   businesses is not something on their agendas, at least until



          4   they can better understand the peril.



          5       Q.   Okay.  I believe you also stated that Consumer



          6   Watchdog's objections contend that State Farm General



          7   purchased too much insurance.  You recall that?



          8       A.   Yes.



          9       Q.   Can you identify where in Consumer Watchdog's



         10   objections Consumer Watchdog made that contention?



         11       A.   After reading the documents, I believe it was my



         12   takeaway that you were critical of the amount of reinsurance,



         13   that it was structured, I believe you said, to benefit the



         14   affiliate rather than State Farm General.  Maybe I



         15   misconstrued that to say you thought that they were buying too



         16   much from their affiliate, or structured it improperly,



         17   neither of which I find to be true.



         18       Q.   Okay.  But you -- There was no direct statement that



         19   stated that, to your knowledge?



         20       A.   That was my takeaway from reading them, but I guess I



         21   could probably go to try and find something more specifically,



         22   but --



         23       Q.   Okay.  Thank you.  Okay.  You also stated in your



         24   declaration, I believe this is at Paragraph 30, that without



         25   its parent and affiliates reinsuring over 80 percent of these







�

                                                                       94







          1   reinsurance limits State Farm General would not be able to



          2   place the entire program, correct?



          3       A.   Yes.



          4       Q.   So based on that, would you agree that State Farm's



          5   market share would be lower than it is now without the



          6   availability of reinsurance from its affiliates?



          7       A.   I'll let the company talk about its market share.



          8   I'm just saying that the reinsurance requirements from its



          9   exposure required more reinsurance than would be available in



         10   the unaffiliated reinsurance market, so what I'm saying there



         11   is that without State Farm Mutual Automobile Insurance



         12   Company's reinsurance affiliates, this program would not have



         13   been possible to place in an unaffiliated market that would



         14   have been suitable for State Farm General or its



         15   policyholders.



         16       Q.   Okay.  And just touching briefly back on the issue of



         17   the rating agencies, financial strength rating agencies, you



         18   haven't done any analysis to support your claims that State



         19   Farm General -- that policyholders would suddenly have their



         20   mortgages dropped if their financial strength ratings go down?



         21       A.   It's a fact that the primary and secondary mortgage



         22   markets relate to and rely on the ratings of the insurers, as



         23   explained by Dr. Appel earlier.  That's correct, and we have



         24   seen, not in California, but in other states where homeowners



         25   insurers become insolvent.  Those policyholders that have
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          1   mortgages end up having to scramble and find alternative



          2   coverage, so we've seen it.  Not in State Farm General's case,



          3   but it still has sufficient ratings, but in other cases,



          4   policyholders of insurers that get downgraded below those



          5   levels really struggle to find maximum coverage.



          6       Q.   Okay.  So you're not -- You're not testifying, either



          7   in your declaration or here today, that any type of timeline



          8   of when that would happen?



          9       A.   I didn't put it in the declaration, but I know it



         10   happens quickly upon a downgrade, because the mortgage



         11   companies generally that generate a mortgage sold it to GSA's



         12   or to the Federal Government that have rules, and those rules



         13   at each of the insurance rules come up, and see a disqualified



         14   or insurer ratings disqualification, that homeowner has to go



         15   out and find coverage quickly.



         16       Q.   But you're not testifying that you have knowledge of



         17   the -- how quickly, based on State Farm General's current



         18   financial condition, a potential downgrade could happen?



         19   Whether that would be in the next two months?  Three months?



         20   Six months?  You're not here to testify to that process, and



         21   how quickly they are, or how close they are to being



         22   downgraded, correct?



         23       A.   I believe that's addressed by Dr. Appel, so I just



         24   know that those ratings come into play for making sure that



         25   reinsurance is structured prudently.
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          1            MS. PRESSLEY:  Okay.  Nothing further.



          2            THE COURT:  All right.  Given that we had the cross,



          3   is there anything from the Department, before I go and turn it



          4   over for redirect?



          5            MS. MCKENNEDY:  No, your Honor.  Thank you.



          6            THE COURT:  All right.  Any on redirect?



          7            MR. MADDIGAN:  Yes.  A few questions.



          8                        REDIRECT EXAMINATION



          9   BY MR. MADDIGAN:



         10       Q.   First, I just wanted to make sure the record's clear.



         11   In the course of your work in this matter, you did not review



         12   any reinsurance contracts of State Farm General, true?



         13       A.   True.



         14       Q.   In your discussion with counsel for Consumer



         15   Watchdog, particularly when you were talking about the chart



         16   in Mr. Armstrong's declaration on Page 7, you -- you said



         17   something that hadn't been explained before, so I just want to



         18   make sure that it's clear.  You talked about a loss ratio, and



         19   you talked about it increasing from 16 percent to 234 percent;



         20   is that correct?



         21       A.   That's correct.



         22       Q.   Can you explain what you meant by that?



         23       A.   Yes.  The 10-year period under study as a ceded-loss



         24   ratio for all reinsurers of State Farm General, that's 16



         25   percent over the 10-year period under the study, and of
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          1   course, as we mentioned, it's a tremendous amount of



          2   catastrophe insurance, so it's expected to be low, but just



          3   adding in seven days into 2025, that 16 percent goes to 234



          4   percent.



          5       Q.   And explain how that happens if you go into 2025?



          6       A.   It happens because in note 22 of the State Farm



          7   General annual statement it says 7.9 billion dollars worth of



          8   losses were incurred, and all but I think 200-and-some million



          9   of that are ceded to the reinsurers, so the 7.7 billion or so



         10   of losses are ceded under that, so that wipes out any prior



         11   gains from prior treaty years that were under study.



         12       Q.   So if you extended this timetable in Mr. Armstrong's



         13   chart by six months, what would it look like?



         14       A.   It looks like 234 percent, and you only have to



         15   extend it seven days.



         16            MR. MADDIGAN:  No further questions.



         17            THE COURT:  Anything further?  Is there any reason



         18   this witness cannot be excused?



         19            MR. PLETCHER:  Nothing further here, your Honor.



         20            THE COURT:  All right.  You are excused.  Thank you



         21   for your testimony today.  Enjoy your afternoon.



         22        All right.  I'm gonna probably take a break, but I just



         23   want to say, inquire as to what's up next.



         24            MS. MCKENNEDY:  Your Honor, Consumer Watchdog has



         25   asked to take their witness Ben Armstrong out of order in
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          1   order to accommodate his travel schedule.  The Department's



          2   fine with that, but I do want to let you know that Ms. Shaw



          3   has a hard stop tomorrow at 4:00 p.m. for a family engagement.



          4            THE COURT:  Okay.  Thank you.  And any input from



          5   State Farm General?



          6            MR. MADDIGAN:  There's no objection to taking him out



          7   of order, as long as we have sufficient time with him.



          8            THE COURT:  Okay.  What's the anticipated direct from



          9   this witness?



         10            MR. PLETCHER:  For Mr. Armstrong, hoping to get it



         11   done in about 45 minutes, maybe a little bit more.



         12            THE COURT:  Okay.  So I'm asking because of the



         13   Department indicating on their pending witness, which even if



         14   they have a hard stop tomorrow, maybe they don't want to stay



         15   around today, but you want to try and see if -- I don't know



         16   what's your -- how long your direct will be, but it looks like



         17   it's pretty put together?



         18            MS. MCKENNEDY:  Yes, your Honor.  I don't think the



         19   Department will have more than half an hour worth of direct on



         20   Ms. Shaw, so I imagine that she's the only witness tomorrow,



         21   we should be able to get her done, but --



         22            THE COURT:  That should be fine.



         23            MS. MCKENNEDY:  Hopefully.



         24            THE COURT:  But I don't think we're going to get it



         25   in today.  All right.  So we'll take a recess till 3:00
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          1   o'clock.  15 minutes.  Off the record.



          2             (Pause in the proceedings from 2:44 p.m.



          3              until 3:00).



          4            THE COURT:  All right.  Please come to order.  Okay.



          5   Back on the record after a short break, or the afternoon break



          6   in our State Farm General Insurance Company, Cases



          7   PA-2024-00011, PA-2024-00012, and PA-2024-00013 on the matter



          8   specifically dealing with the matter of the proposed



          9   stipulation.



         10        All right.  Ready to call the next witness out of order,



         11   right?



         12            MR. PLETCHER:  Yes, your Honor.



         13            THE COURT:  All right.



         14            MR. PLETCHER:  We'll call Benjamin Armstrong out of



         15   order.



         16            THE COURT:  All right.  With the party's agreement,



         17   we are calling Consumer Watchdog's first witness.



         18   Mr. Armstrong?  And I think you were in the room when I



         19   mentioned earlier today to try to keep the mike within four



         20   inches of your --



         21            MR. ARMSTRONG:  -- That's correct.



         22            THE COURT:  -- direction of your speaking.  You don't



         23   have to worry about turning around.  I didn't say that to the



         24   witness yesterday, but I can see you on the screen here, so



         25   facing counsel is just fine.  I appreciate you wanting to give







�

                                                                      100







          1   me your attention, but I can pay attention from here, and



          2   please be mindful that -- that you speak clearly, and pause if



          3   there is an objection so that I can deal with that before you



          4   provide the answer, okay?



          5            MR. ARMSTRONG:  Yes, your Honor.



          6            THE COURT:  All right.  With that I'll have the court



          7   reporter put you under oath, please?



          8            THE REPORTER:  Yes, your Honor.



          9        Mr. Armstrong, please raise your right hand?



         10        Do you solemnly swear or affirm the testimony you shall



         11   give in this matter will be the truth, the whole truth, and



         12   nothing but the truth?



         13            THE WITNESS:  I do.



         14            THE REPORTER:  Thank you.



         15                          DIRECT EXAMINATION



         16   MR. PLETCHER:



         17       Q.   Good afternoon, Mr. Armstrong.  Would you please



         18   state your name and current role?



         19       A.   Benjamin Armstrong.  I am the staff actuary for



         20   Consumer Watchdog.



         21       Q.   Would you briefly describe your actuarial credentials



         22   and professional experience?



         23       A.   Yes.  I'm a fellow of The Casualty Actuarial Society,



         24   and I've been performing actuarial work for the past 12-plus



         25   years.
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          1       Q.   And what is the fellow of The Casualty Actuarial



          2   Society?  What is that?



          3       A.   Yeah.  The Casualty Actuarial Society is foremost



          4   society aggregation of actuaries in the United States,



          5   performing actuarial services for property casualty insurance,



          6   and to be a fellow means that you've passed a rigorous set of



          7   examinations, and have been designated as such.



          8       Q.   And are you a member of any other actuarial



          9   organizations?



         10       A.   Yes.  I'm a member of the American Academy of



         11   Actuaries.



         12       Q.   And what is that?



         13       A.   That is a interdisciplinary organization that



         14   promulgates the actuarial standards and practices, among other



         15   things.



         16       Q.   Prior to joining Consumer Watchdog, what did you do?



         17       A.   I was an actuarial for Markel Insurance based out of



         18   Richmond, Virginia for about 11 years.  Started out doing



         19   pricing work for workers compensation insurance in about 32



         20   states, including California, and toward the end of my tenure



         21   I began doing primarily reserving work on workers



         22   compensation, as well as splitting my time about 50, 50 with



         23   reserving for global reinsurance across multiple commercial



         24   and personal lines.



         25       Q.   And did you submit a CV in connection with this
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          1   matter?



          2       A.   I did.



          3            MR. PLETCHER:  Your Honor, may I approach?



          4            THE COURT:  Yes.



          5            THE WITNESS:  Thank you.



          6            THE COURT:  Thank you.  The witness and I have just



          7   been handed Consumer Watchdog's exhibit list, starting with



          8   201, and it appears, proceeding to 252 marked.



          9   BY MR. PLETCHER:



         10       Q.   And if you can just please briefly turn to Exhibit



         11   230?



         12       A.   Yes, I'm there.



         13       Q.   Is that the CV that you submitted in this matter,



         14   Exhibit 230?



         15       A.   Yes, it is.



         16       Q.   Did you prepare any declarations with respect to this



         17   matter?



         18       A.   Yes, I did.



         19       Q.   Could you please turn to Exhibit 253, that's a



         20   handout in front of you?



         21            MR. PLETCHER:  Your Honor, that's the amended exhibit



         22   list that we passed out to the earlier witness.



         23            THE COURT:  Yes.  Yes, I have it.



         24   BY MR. PLETCHER:



         25       Q.   What's Exhibit 253?
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          1       A.   I'm looking at it right now.  That's my first



          2   declaration in this matter.



          3       Q.   Was that submitted in connection with the objections?



          4       A.   Yes.



          5       Q.   And then if you could turn to Exhibit 254?



          6       A.   Okay.  I'm there.



          7       Q.   If you recognize it, would you please describe this



          8   exhibit?



          9       A.   Yes.  This is a supplemental declaration that I filed



         10   in support of Consumer Watchdog's reply brief.



         11       Q.   And do you intend for these declarations to serve as



         12   your testimony here today, in addition to other testimony that



         13   you'll offer here orally?



         14       A.   I do.



         15       Q.   Okay.  I'm gonna ask you about your declarations now.



         16   What was the purpose of preparing the declarations?



         17       A.   The declarations were prepared primarily to show that



         18   State Farm has not met its burden of proof to show that its



         19   current rate is plainly invalid, thus making it eligible for



         20   an interim rate increase under California law.



         21       Q.   And did you reach a conclusion?



         22       A.   I did.



         23       Q.   I what was your conclusion?



         24       A.   State Farm's current rates are not plainly invalid,



         25   and thus, they are not eligible for interim rate relief under
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          1   California Law.



          2       Q.   Okay.  We'll return to the plainly invalid language



          3   here in a moment.  If I could just get you to turn to Exhibit



          4   254?



          5       A.   Okay.  I'm there.



          6       Q.   And to Paragraph 5?



          7       A.   Okay.  I'm there.



          8       Q.   Could you describe the analysis occurring here in



          9   Paragraph 5?



         10       A.   Yes.  In order to ascertain whether State Farm's



         11   current rates are plainly invalid I conducted five different



         12   scenarios ranging from the original analysis that I provided



         13   with my initial declaration, and then changing one variable at



         14   a time up to the fifth scenario, which is identical to the



         15   indicated rate changes shown in State Farm's interim rate



         16   filing, and developing these different indications in



         17   increasing order of favorability to State Farm General shows



         18   that for none of them is State Farm's current rate proven to



         19   be plainly invalid.



         20       Q.   Okay.  Let's -- Let's take them sort of one at a



         21   time.  We go to the bottom of Paragraph 5, you see a chart?



         22       A.   I do.



         23       Q.   Does this chart -- What does this chart show?



         24       A.   These are the results from the five different rate



         25   indication scenarios that I just described, ranging from
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          1   Number 1, which was my original analysis provided with my



          2   initial declaration, and then subsequently changing one



          3   variable at a time to get to Scenario 5, which is identical to



          4   the interim rate template provided by State Farm.



          5       Q.   Okay.  Let's start with the first scenario.  Could



          6   you please describe that scenario and what results were



          7   reached?



          8       A.   Yes.  On February 5th, 2025, State Farm General filed



          9   their interim rate request, and I was asked to quickly perform



         10   an analysis based on what was provided, and add to that my own



         11   methodology, and my own assumptions about the most actuarially



         12   sound elements to use in that analysis, and this is the result



         13   of that initial analysis showing that the minimum rate change



         14   for State Farm General for the homeowners line would be



         15   negative 27.4 percent, and the maximum was still negative



         16   slightly at negative 0.1 percent.



         17       Q.   Thank you.  And I think you touched on this, but can



         18   you explain by what you meant by your own analysis?  What you



         19   -- How you did all of this?



         20       A.   Sure.  The California prior approval rate filing



         21   instructions in the associated rate template have a pretty



         22   narrow definition of elements that can be changed within an



         23   actuarial analysis to result in a range of indicated rates,



         24   maximum and minimum as shown here in this table, and so what I



         25   did was look at the elements that State Farm General had
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          1   provided in their initial filing in mid-2024, as well as in



          2   their updated interim rate filing on February 5th, 2025, and



          3   made my own judgments as far as the most actuarially sound



          4   values for things such as their catastrophe load, loss



          5   development factors, trend selections, and incorporated those



          6   elements into this initial analysis.



          7       Q.   Turning to Scenario 2, can you please describe this



          8   scenario and your results?



          9       A.   Yes.  In this scenario I changed one element from the



         10   initial scenario, which was the loss development factor.  I



         11   increased that to 7, or 1.739 in keeping with the loss



         12   development factor selected by State Farm General.



         13       Q.   So if I understand you correctly here, we're moving



         14   from Scenario 1, which involved selections that you made, but



         15   here you're introducing one of State Farm's selections?



         16       A.   That's correct.



         17       Q.   Could you turn to Scenario 3?



         18       A.   Yes.



         19       Q.   And could you please describe this scenario and the



         20   results?



         21       A.   Yes.  Can you -- Which one this is?



         22       Q.   If you look at Paragraph 5 on your declaration?



         23       A.   Oh, yes.  Thank you.  It's right in front of me.



         24   This is the one where I took my calculated AIY or Amount of



         25   Insurance Years trend factor from Exhibit 9, which is used to
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          1   calculate the catastrophe adjustment factor, and increase that



          2   to State Farm's selected 9.3 percent from their interim rate



          3   template.  Just note, that these changes are cumulative, so



          4   this builds on Scenario 2.



          5            THE REPORTER:  One second.  One second.  One second.



          6   One second.  Can I ask you to slow down, please, Mr.



          7   Armstrong?



          8            THE WITNESS:  Oh, yes.  I'm sorry.



          9            THE REPORTER:  That's okay.  Thank you, Counsel.



         10   BY MR. PLETCHER:



         11       Q.   So here you've introduced two of State Farm's



         12   selections?



         13       A.   Correct.  By Scenario 3, yes.



         14       Q.   Okay.  How about Scenario 4?



         15       A.   And in keeping with the pattern, this takes Scenario



         16   3 and adds an additional element of State Farm General's



         17   selected CAT to AIY ratio rating scheme that was presented, so



         18   the rating scheme that they presented first in their interim



         19   rate filing from February 5th, I added that as an element of



         20   my Scenario 4.



         21       Q.   And finally, if you could turn to Scenario 5, and



         22   explain what you've changed, and what the results were?



         23       A.   Yes.  This last scenario was one which builds on



         24   Scenario 4 by using State Farm General's selected



         25   non-catastrophe trend factors, and these were from their
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          1   original filings, since they did not submit an updated



          2   standard exhibits template with their interim rate filing in



          3   February of 2025.



          4       Q.   So if I understand you correctly, this is identical



          5   to the February scenario?



          6       A.   The February 5th, 2025 scenario submitted by State



          7   Farm has the same range of indicated rate change as my



          8   Scenario 5, because it uses the same assumptions.



          9       Q.   Okay.  Can you draw any conclusions across all five



         10   scenarios with regard to the rate?



         11       A.   Yes.  When analyzing whether a current rate is



         12   plainly invalid we want to look at the change at minimum in



         13   the first column of percentages in this table, and the reason



         14   for that is if a rate were plainly invalid, even the minimum



         15   indicated change would be a positive number.  In other words,



         16   if a rate were plainly invalid, the minimum indicated change



         17   would be an increase, however, in all five of these scenarios,



         18   the change at minimum is not only a negative number, but a



         19   double-digit negative number, indicating that State Farm's



         20   current rates are not plainly invalid.



         21       Q.   And just to really understand this, why do you focus



         22   at the change at the minimum percentage rather than the change



         23   at the maximum percentage?



         24       A.   Again, we're trying to ascertain whether State Farm



         25   General's current rates are plainly valid, and a criterion for
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          1   that is whether the minimum indicated rate is a positive or



          2   negative number.  If positive, that would indicate that the



          3   minimum indicated rate change is an increase, however,



          4   contrary to that, here we're seeing that in all five



          5   scenarios, even Number 5, which uses assumptions that are most



          6   favorable to State Farm, that is a double-digit decrease.



          7       Q.   Thank you.  If I can ask you to turn to Paragraph 7



          8   in your declaration?



          9       A.   Yes.  I'm there.



         10       Q.   Page 3.  There's a chart here at the bottom of



         11   Paragraph 7.  Could you please describe this chart?



         12       A.   Yes.  This chart details the dollar amount of the



         13   filed rate change by State Farm General.  Again, this is



         14   pertaining to their February 5th, 2025 interim rate filing



         15   wherein the homeowners line had maximum indicated rate change



         16   of 21.8 percent.  The results in dollars of that rate change



         17   from the earned premium amounts shown in their interim rate



         18   filings for all of the lines was a total of 914 million dollar



         19   increase, and 753 million dollars for the homeowners line



         20   alone.



         21       Q.   And I understand you're looking at Column 4 here of



         22   that chart?



         23       A.   That's correct.



         24       Q.   And that reflects the 21.8 percent rate in the



         25   original stipulation?
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          1       A.   It is the 21.8 percent from the interim stipulation



          2   from February.



          3       Q.   And could you describe Column 3?



          4       A.   Yes.  Subsequent to that, there was a number, I



          5   believe, suggested by CDI, and I believe agreed upon in a



          6   two-way stip between the CDI and State Farm General of a 17



          7   percent rate increase for the homeowners line, while keeping



          8   the rate changes for the other two lines consistent with their



          9   February 5th filing, and those results in dollars are shown in



         10   Column 3.



         11       Q.   Thank you.  I want to briefly turn your attention to



         12   reinsurance.  Do you claim that State Farm had too much



         13   reinsurance?



         14       A.   No.  I do not.



         15       Q.   Okay.  Let's take a step back.  As part of your



         16   analysis, did you analyze State Farm's reinsurance structure?



         17       A.   To the extent possible using publicly-available data.



         18       Q.   And based on your analysis, what did the data show in



         19   terms of net payments to affiliated reinsurers?



         20       A.   From the information I was able to obtain that's



         21   publicly available it showed that for every individual year



         22   from 2015 to 2024, State Farm General paid out more in



         23   reinsurance premiums than it received in reinsurance



         24   recoveries as of the 2024 annual statement.



         25       Q.   And approximately how much more as a total?
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          1       A.   Roughly 3 billion dollars across all 10 of those



          2   years.



          3       Q.   Did your analysis look at attachment points with



          4   respect to State Farm's occurrence treaties?



          5       A.   Yes.  I reviewed Exhibit Q, which shows the



          6   attachment points for the occurrence treaties for three years,



          7   2015 through 2024.



          8       Q.   And what were you conclusions about those attachment



          9   points?



         10       A.   It's my belief that those attachment points were too



         11   high.  They were 1 billion dollars for the first several years



         12   of that range, including through the 2018 wildfire year, and



         13   then subsequently decreased to 250 million dollars as of 20 --



         14   the latest year, which I believe was 2023 or 2024.



         15       Q.   And what were you conclusions about those, or did you



         16   have conclusions?



         17       A.   The conclusion would be that State Farm did not



         18   purchase enough reinsurance in those years where their --



         19   their attachment point was 1 billion dollars.



         20       Q.   And why did you conclude that?



         21       A.   Because they paid out more than they ultimately



         22   received back in reinsurance recoveries during those years,



         23   particularly 2017 and 2018.



         24       Q.   And just to take -- to take a quick step back, what



         25   is an attachment point?
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          1       A.   It's similar to a deductible for personal insurance,



          2   like auto insurance.  It's the level below which the primary



          3   insurer, State Farm General in this case, is liable for



          4   payment of claims.  Beyond that attachment point is when the



          5   reinsurance recoveries kick in.



          6       Q.   Market share has been a recurring topic in this



          7   proceeding, so I want to turn to that really quickly.  Could



          8   you please to turn to Paragraph 18 in your exhibit?



          9       A.   Yeah.  I'm there.



         10       Q.   And again, we've got a chart here at the bottom of



         11   Paragraph 18.  Can you give us a description of this chart?



         12       A.   Well, the chart in Paragraph 18 dealing with State



         13   Farm General's rate increase history.  Is that --



         14       Q.   -- I'm sorry.  Thank you.  Yeah.  The rate increase



         15   history?



         16       A.   Yeah.  So this shows State Farm General's rate



         17   increase history from the period late-2016 through mid-2023.



         18       Q.   And what does this chart show?



         19       A.   This chart shows that State Farm's filed and approved



         20   rate increases for the homeowners line were 6.9 percent in



         21   every year that a rate increase is shown, and notably, no rate



         22   increase was filed or approved effective in the years 2019 and



         23   2017.



         24       Q.   Do you know if during those years State Farm's



         25   maximum rate indication was higher than 6.9 percent?
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          1       A.   I do.  For each of those years in question their --



          2   their -- Did you say filed?  I'm sorry.  Could you repeat the



          3   question?



          4       Q.   Sure.  Do you know if during those years State Farm's



          5   maximum rate indication was higher than 6.9 percent?



          6       A.   Thank you.  Yes.  The maximum rate indication in all



          7   of those years was considerably higher than 6.9 percent,



          8   ranging from the upper teens to the low 30's in terms of



          9   percentages.



         10       Q.   All right.  Now let's turn to market share.  If you



         11   could look at Paragraph 24?



         12       A.   Okay.  I'm there.



         13       Q.   State Farm has argued that it's market share has



         14   remained stable.  Did you look at this?



         15       A.   Yes, I did.



         16       Q.   And what did you find out about their market share



         17   from the decade roughly 2014 to 2024?



         18       A.   Yeah.  It's true that the market share percentage of



         19   21.4 is identical between the year 2014 and 2023, but just



         20   looking at the endpoints misses the fluctuations in the middle



         21   of the period where we can see that while their market share



         22   decreased from 2014 to 2018, beyond that, up to 2023, they



         23   experienced growth in market share.



         24       Q.   And I think you said earlier in 2015 and 2019 there



         25   was no filed rate increase?
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          1       A.   That's correct.



          2       Q.   Turning back to your original declaration, did you



          3   have any concerns as far as State Farm's methodology in their



          4   filings?



          5       A.   Yes, I did.



          6       Q.   Could you describe those, please?



          7       A.   Sure.  Primary concerns would have been the mismatch



          8   between the data endpoints used for the amount of insurance



          9   years trend, and the -- Well, no.  I think I'm thinking of the



         10   interim rate increase.  Pardon me.



         11       Q.   Take -- Yeah.  Take your time.  There's different --



         12   different parts here.



         13       A.   Yeah.  Well, okay.  No.  We're not talking about the



         14   original filing from mid-2024, correct?  This is the original



         15   --



         16       Q.   -- Yeah.  Yes.  Exactly.  The February filing?



         17       A.   Okay.  Now I've got my head on straight.  Thank you.



         18            MR. TETI:  Can you just re-ask the question, please?



         19   I'm sorry.  I didn't follow the question.



         20            MR. PLETCHER:  Sure.



         21   BY MR. PLETCHER:



         22       Q.   Considering the February 5th interim rate filing, the



         23   rate template that was filed there, did you identify any



         24   methodology concerns with that filing?



         25       A.   Yes, I did.  Primary among those was the mismatch in
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          1   the data used for the non-catastrophe rate indication,



          2   non-catastrophe loss date and premium data through year-end



          3   2023, and the amount of insurance years trend data through



          4   year-end 2023, versus the catastrophe loss data, which had



          5   been updated through the first few weeks of 2025.



          6       Q.   And why were those inconsistencies important to you?



          7       A.   Well, to create an actuarially sound ratio, such as



          8   the catastrophe to AIY ratio that I spoke about earlier, you



          9   want to use consistent data endpoints just to be sure that



         10   there isn't any kind of offsetting or mismatch between what's



         11   going on in -- in data that may be interrelated, and so using



         12   an amount of insurance years trend that is cut off at year-end



         13   2023, while allowing the catastrophe loss data to be updated



         14   through the first few weeks of 2025, results in a potentially



         15   distorted CAT to AIY ratio, which directly impacts the



         16   catastrophe adjustment factor, and that factor has a



         17   significant influence on the final rate indication.



         18       Q.   And why isn't that actuarially sound?



         19       A.   Again, because if you are using -- creating a ratio



         20   between two values that are derived using data that is updated



         21   through various points, there could be interplay or



         22   correlation between the data occurring that is not reflected,



         23   because the data endpoints are not as of the same time period.



         24       Q.   I believe you also noted changes in State Farm's



         25   Exhibit 9 to their February rate application to -- What







�

                                                                      116







          1   changed?



          2       A.   That's correct.  Exhibit 9 is the derivation of the



          3   catastrophe adjustment factor, the CAT to AIY ratio that I was



          4   talking about a moment ago is part of Exhibit 9.  An



          5   additional issue I had was change in the weighting methodology



          6   applied to the individual years of catastrophe loss.  In their



          7   original filing from mid-2024, State Farm General used 34



          8   years of catastrophe-loss data with a weight to the latest



          9   period of 6.2 percent, and then contrast that with the Exhibit



         10   9 submitted with their interim rate filing in February 2025.



         11   They moved to use only 20 years of catastrophe-loss data, and



         12   most concerningly, the weight to the latest period increased



         13   nearly 2 percentage points from 6.2 percent to 7.8 percent.



         14        That alone is concerning, but it's of particular note



         15   considering the fact that that latest period in the interim



         16   rate filing was the partial year 2025, now inclusive of their



         17   estimates of losses in the LA wildfires, and the increased



         18   weight to that period gave an outsized weight to the -- the



         19   extraordinary loss amounts that resulted from the LA fires.



         20       Q.   Did you make any adjustments to the catastrophe



         21   weighting between your declarations?



         22       A.   I'm trying to recall if this was between the two



         23   declarations I submitted.  I guess in my initial declaration I



         24   reverted the original weighting scheme used by State Farm



         25   General in their initial filing from mid-2024, this is the one
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          1   I referenced a moment ago, which had a weight of 6.2 percent



          2   on the latest period, so I applied that weighting scheme to



          3   their updated catastrophe-loss data, inclusive of the 2025



          4   wildfires in an attempt to offset what I felt was an



          5   unsupported increase in the weight to that latest period, and



          6   then subsequently in my supplemental declaration, as I stated,



          7   I began with those weights, the lower weight, from State



          8   Farm's original filing from mid-2024, and then in Scenario 4,



          9   I believe, one of the scenarios, I moved to the weighting



         10   scheme that they used in their interim filing, which applied a



         11   7.8 percent weight to the latest year and used 20 years of



         12   catastrophe-loss data.



         13       Q.   Okay.  I'm gonna refer back to Paragraph 5 in your



         14   declaration?  Does that help you recall?



         15       A.   Yeah.  That's -- That's correct.  I guess I guessed



         16   right.  Scenario 4 is the one where I went to State Farm's



         17   selected 7.8 percent weight for the latest year and use of 20



         18   years of catastrophe-loss data, moving to that from the



         19   original weighting from their 2024 filing, which I had used in



         20   the previous scenarios.



         21       Q.   Could you please describe what you found with the AIY



         22   trend?  In the -- between the State Farm's filings, and how



         23   you understood it?



         24       A.   Yeah.  I appreciated information that helped me



         25   understand the derivation of that number, and support
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          1   therefore was shown in Exhibit T.  The value of 9.3 percent



          2   that State Farm is using for AIY trend is supported in their



          3   Exhibit T, although it must be noted that the endpoint of that



          4   data runs out of year-end 2023, so this is concerning because



          5   they're applying that AIY trend to year-end 2023 data, and



          6   then combining it with catastrophe-loss data through the



          7   beginning of 2025.



          8       Q.   And that's what I wanted to ask you about next would



          9   be the combined effect of these adjustments, both to the



         10   catastrophe weighting, and the AIY trend?



         11       A.   Are you referring to any analysis I would have done



         12   subsequent to my supplemental declaration?



         13       Q.   No.  With respect to your scenarios?



         14       A.   So the combined effect of using the updated weighting



         15   scheme and reverting to State Farm's 9.3 percent AIY trend,



         16   that would result in the rate indication range shown in



         17   Scenario 4.



         18       Q.   So just to conclude here.  In your actuarial



         19   judgment, does any evidence in this proceeding show that State



         20   Farm's rates are invalid?



         21       A.   No.



         22       Q.   And based on your actuarial analysis, is there any



         23   justification for granting interim relief at this time?



         24       A.   No.



         25            MR. PLETCHER:  Thank you, your Honor.  No further
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          1   questions.



          2            THE COURT:  Okay.  For cross is the Department going



          3   to question this witness?



          4            MS. MCKENNEDY:  The Department would like to question



          5   this witness, but it is State Farm's case, so I defer to let



          6   them go first if they'd like that?



          7            THE COURT:  Sure.  I just wanted to check in with



          8   you.  Okay.  Cross-examination?



          9            MR. TETI:  Yes, your Honor.  First, your Honor we



         10   have a binder of documents that we plan to use, may we



         11   approach the bench and provide that to your Honor?



         12            THE COURT:  Yes.



         13            MR. TETI:  Thank you.



         14            THE COURT:  Thank you, and I'm looking at a binder



         15   that's just been handed to me with a cover page saying, "State



         16   Farm Interim Rate Hearing Armstrong Examination."



         17                         CROSS-EXAMINATION



         18   BY MR. TETI:



         19       Q.   Good afternoon, Mr. Armstrong?



         20       A.   Hi.



         21            THE COURT:  I should say too, it has tabs for



         22   sections marked as Exhibits A and B.  1, actually 1 through



         23   15, some with subsections, some with numbers, and those



         24   lettered.



         25            MR. TETI:  Your Honor, can I explain the binder?
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          1            THE COURT:  Yes.



          2            MR. TETI:  The binder is comprised of exhibits that



          3   have -- your Honor has received otherwise in other binders



          4   that are already part of the exhibit list in this matter.



          5   There are tabs that will help direct us to the documents



          6   easily over the course of the cross-examination.



          7            THE COURT:  Thank you.



          8   BY MR. TETI:



          9       Q.   Okay.  Mr. Armstrong, you're familiar with State Farm



         10   General's interim rate submissions that occurred in February



         11   of 2025, correct?



         12       A.   Yes.



         13       Q.   You reviewed the information that was submitted by



         14   State Farm General at that time, correct?



         15       A.   Yes, I did.



         16       Q.   Two days later on February 7th, 2025, Consumer



         17   Watchdog informed CDI and State Farm General that it would not



         18   stipulate to the interim rates requested; isn't that right?



         19       A.   That's correct.



         20       Q.   And Consumer Watchdog's position was based in part on



         21   an actuarial analysis that you performed between February 5th



         22   and February 7th, correct?



         23       A.   Yes.



         24       Q.   In about 48 hours?



         25       A.   Yes.
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          1       Q.   And in that 48 hours you concluded that the maximum



          2   rate indication change with homeowners line, to use one



          3   example, should instead be negative .1 percent, correct?



          4       A.   Yes.



          5       Q.   And at that time you called that conclusion



          6   preliminary?



          7       A.   Yes.



          8       Q.   Over six weeks later on March 24th, you submitted



          9   your declaration for this interim rate hearing, right?



         10       A.   Correct.



         11       Q.   In that time you had the opportunity to update your



         12   February 7th analysis of the proposed interim rates; isn't



         13   that right?



         14       A.   Theoretically, yes.



         15       Q.   But you did not do so, correct?



         16       A.   Not at that time.



         17       Q.   Exhibit B, to be specific, Exhibit B to your March



         18   24th declaration is the same actuarial report that you



         19   provided on February 7th, right?



         20       A.   It looks like it, yes.



         21       Q.   You made no changes?  Is that a yes?



         22       A.   Yes, sir.  Sorry.



         23       Q.   You continued -- In your March 24th declaration, you



         24   continued to call your analysis, quote, "preliminary"; isn't



         25   that right?
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          1       A.   Yes.



          2       Q.   And in that March 24th declaration, you state that,



          3   quote, "Your actuarial report does not reflect Consumer



          4   Watchdog's position regarding the appropriate maximum and



          5   minimum permitted earned premium indications," end quote.  You



          6   stand by that testimony?



          7       A.   Could you repeat that, please?



          8       Q.   Yes.  In the March 24th declaration, we can turn to



          9   it?



         10       A.   That would be great.



         11       Q.   It's Tab 1, Page 5, and Paragraph 6.



         12       A.   I don't see a Tab 1.  Oh, there.  All right.  So



         13   first tab, Paragraph 5?



         14       Q.   Paragraph 6, Page 5?



         15       A.   Page 5, Paragraph 6.



         16       Q.   And this is also Consumer Watchdog labeled as



         17   Exhibit, just for the record, earlier today.  Let's see?



         18       A.   Oh, I see.  The underlined section in Paragraph 6?



         19       Q.   Yes, and just for the record, I just want to identify



         20   the exhibit number for the court reporter.  Consumer Watchdog



         21   253, and we're looking at this -- State Farm General also



         22   identified this as an exhibit prior, State Farm General 182.



         23        Okay.  So back to your -- back to your declaration, so I



         24   was just quoting from it, and in the declaration you state,



         25   quote, "Your actuarial report does not reflect Consumer
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          1   Watchdog's position regarding the appropriate maximum and



          2   minimum permitted earned premium indications," isn't that



          3   right?



          4       A.   It doesn't say, "actuarial report."  It says, "these



          5   rate indications do not reflect", but that I would stand by.



          6       Q.   Okay.  Okay.  Let's turn to Tab 2, which is your



          7   supplemental declaration, Mr. Armstrong.



          8       A.   Okay.  I'm there.



          9       Q.   Great.  And as you walked through with Mr. Pletcher,



         10   your supplemental stipulation provides five different



         11   scenarios, right?



         12       A.   Correct.



         13       Q.   So hopefully you can help me better understand these



         14   today.  As we move down the list of scenarios, you change a



         15   variable to show the impact of that change, right?



         16       A.   Yes.



         17       Q.   Change of a key assumption, and then you show the



         18   impact?



         19       A.   Yes.



         20       Q.   And just to quickly tick through a couple examples,



         21   Scenario 1 is the original range from your February and March



         22   reports, right?



         23       A.   That's correct.



         24       Q.   Scenario 2 is the original range, but with a change



         25   of assumption, one assumption, to show the impact to the loss
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          1   development factor; isn't that right?



          2       A.   That's correct.



          3       Q.   Okay.  And the other two, other three scenarios



          4   similarly illustrate the impact of changing some key



          5   assumption, right?



          6       A.   It's cumulative impact, yes.



          7       Q.   Thank you.  Now, let's turn to Tab 4.



          8       A.   Okay.  I'm there.



          9       Q.   And for the record, that's Exhibit State Farm General



         10   152, and let's turn to Page -- what is Page 4 of that



         11   document, and the footnote at the bottom, footnote 6, now you



         12   said you were familiar with State Farm General's February



         13   submissions in connection with its interim rate, right?



         14       A.   That's correct.



         15       Q.   And do you see footnote 6 on this document?



         16       A.   I'm sorry.  You said Page 4?



         17       Q.   Let's actually start at the first page, okay?



         18       A.   Okay.



         19       Q.   What is this document?  Have you seen it before?



         20       A.   I'm looking at it.  Just a moment.  Yes.  I've seen



         21   this.



         22       Q.   What is it?



         23       A.   This is a letter from officers of State Farm General



         24   to Ricardo Lara dated February 3rd, 2025.



         25       Q.   Okay.  Now let's turn to page three of the original
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          1   letter, footnote 6.  Just let me know when you get there?



          2       A.   Yes, I'm there.  Thank you.



          3       Q.   Okay.  And you see where it states that State Farm



          4   General quote, "Requests a full hearing for final rate



          5   analysis to be based on fully updated rate templates using



          6   data from the first quarter of 2025," end quote.  You see



          7   that?



          8       A.   Footnote 6?  Yes, I see that.



          9       Q.   Yes.  Okay.  And then do you see the next sentence



         10   where it states, "For purposes of determining the interim



         11   requested we have calculated an updated rate indication using



         12   the standard rate templates including -- included in the



         13   filings by changing two inputs."  Do you see that?



         14       A.   Yes, I do.



         15       Q.   So isn't it true that what State Farm was doing here



         16   is taking its original rate templates, and updating them to



         17   show the impact of two inputs; isn't that right?



         18       A.   Yes.



         19       Q.   In similar fashion to the scenarios that we walked



         20   through earlier, correct?



         21       A.   I think there's a bit of a mismatch.



         22       Q.   And the two inputs, though, that State Farm General



         23   updated from its original rate templates were the May 1st,



         24   2025 effective date, correct?



         25       A.   Yes.
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          1       Q.   And, quote, "A new catastrophe provision that



          2   incorporates wildfire loss estimates up through the most



          3   recent fires," right?



          4       A.   Yes.



          5       Q.   Now let's turn to Tab 6?



          6       A.   Can I make a statement before we do that?



          7            THE COURT:  Do you have an objection, Counsel, to



          8   making a statement before that?



          9            MR. TETI:  Just as a procedural objection, I would



         10   ask a question before he could make a statement.



         11            THE COURT:  What is it you're trying to offer?  I



         12   mean, what are you speaking to?



         13            THE WITNESS:  Shall I say it on the record?



         14            THE COURT:  Well, the nature of it, not the --



         15            THE WITNESS:  -- It's -- It's to clarify that it's a



         16   mischaracterization to say that the --



         17            THE COURT:  -- No.  You can stop.  So just let him



         18   ask the questions, and then if they need to on redirect --



         19            THE WITNESS:  Okay.  Thank you.



         20   BY MR. TETI:



         21       Q.   Let's turn to Tab 6, please?



         22       A.   Okay.  I'm there.



         23       Q.   And this is Exhibit State Farm General 162, have you



         24   seen this document before?



         25       A.   I'm looking at it.  Doesn't necessarily look familiar
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          1   or unfamiliar.  I may have seen it.



          2       Q.   Do you see where it says, "Notice of Hearing" at the



          3   -- in the caption page of the first page?



          4       A.   Yes.



          5       Q.   And let's turn to the last page, Page 8, please?



          6       A.   Okay.  I'm there.



          7       Q.   You see the date March 2017?



          8       A.   I see the date March 17th, 2025.



          9       Q.   And are you familiar with the -- some of the official



         10   filings and records from the Insurance Commissioner in this



         11   case?



         12       A.   Yes.



         13       Q.   Do you recognize this to be one such filing by the



         14   Commissioner's Office in this case?



         15       A.   I mean, I can't read through the whole thing right



         16   now, but yeah.  It looks to be.



         17       Q.   Let's turn to Page 7, specifically Line 12, quote,



         18   "For purposes of a full rate hearing on the applications



         19   Applicant shall update the applications with a complete set of



         20   rate-setting data through the end of the first quarter of



         21   2025, or another mutually agreed-upon updated data cutoff date



         22   by, between the parties, and as may be ordered by the ALJ."



         23            MR. PLETCHER:  I'm sorry.  Could you read, just to



         24   the location of that?



         25            MR. TETI:  Lines 12 to 15?
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          1            MR. PLETCHER:  Which page?



          2            MR. TETI:  Page 7.



          3            MR. PLETCHER:  Page 7, ah.  Thank you.



          4   BY MR. TETI:



          5       Q.   So that says, "For the purposes of a full rate



          6   hearing, Applicant shall update the applications with a



          7   complete set of rate-setting data through the end of first



          8   quarter of 2025," right?



          9       A.   That's correct.



         10       Q.   That wasn't ordered to be done for the interim rate



         11   hearing, right?



         12       A.   That's correct.



         13       Q.   Okay.  So let's return to your declaration



         14   Mr. Armstrong.  Your supplemental declaration, which is Tab 2.



         15       A.   Okay.  I'm there.



         16       Q.   And specifically, let's look at the chart that you



         17   have on Page 3, okay?



         18       A.   Okay.



         19       Q.   As you stated in your declaration and your testimony



         20   earlier, under each scenario, the current rate, in your view,



         21   falls within what you've called, quote, "a lawful range",



         22   right?



         23       A.   I'm not -- I didn't mention lawful range early.  I



         24   said that it's not plainly invalid.



         25       Q.   Okay.  Well, let's look at the language of your
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          1   declaration then, particularly Page 2, Lines 23 to 24.  Let me



          2   know when you're there?



          3       A.   Okay.  That says, "lawful range".



          4       Q.   Do you mean something different by "lawful range"



          5   versus "plainly invalid"?



          6       A.   Let me review that.  One moment.  Yes.



          7       Q.   You do mean something different?



          8       A.   Yes.



          9       Q.   Okay.  Well, let's start with your declaration?



         10       A.   Okay.



         11       Q.   And Lines 23 to 24.  Quote, "The results are



         12   consistent under each scenario.  The current rate falls within



         13   a lawful range."  End quote.  Okay.  You stand by that



         14   statement?



         15       A.   Yes.



         16       Q.   And let's turn to your scenarios on the next page,



         17   under Scenario 1.  A rate reduction of, let's say, 25 percent,



         18   for Scenario 1 would be within a lawful range in your view,



         19   right?



         20       A.   Yes.



         21       Q.   A rate reduction of 15 percent would be within a



         22   lawful range, right?



         23       A.   Yes.



         24       Q.   A rate reduction of 27.1 percent would be within a



         25   lawful range, right?







�

                                                                      130







          1       A.   Yes.



          2       Q.   And to use a term from Consumer Watchdog's reply



          3   brief, you believe a rate reduction of within that lawful



          4   range would be within also what Consumer Watchdog has termed



          5   a, quote, "zone of reasonableness", correct?



          6       A.   Based on the maximum and minimum rate indications



          7   shown here, yes.



          8       Q.   So a rate reduction of 25 percent would be within the



          9   zone of reasonableness, in your view?



         10       A.   Based on the maximum and minimum indicated rate



         11   changes shown here, yes.



         12       Q.   And is the term, "zone of reasonableness" an



         13   actuarial that you're familiar with?



         14       A.   No.



         15       Q.   And you don't use the term "plainly invalid" in your



         16   declaration at all, right?



         17       A.   Uh, I don't recall if it's used in there.



         18       Q.   You want to take a quick look and see if you can



         19   refresh your recollection?



         20       A.   Let's -- Let's assume not for the purposes.



         21       Q.   But you've used that term today, right?



         22       A.   Yes.



         23       Q.   That's not an actuarial standard is it?



         24       A.   It is a standard in California Insurance Law, but not



         25   an actuarial.
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          1       Q.   It's a legal term, right?



          2       A.   Yes.



          3       Q.   And you're not a lawyer, right?



          4       A.   That's correct.



          5       Q.   All right.  So I'd like to turn to some of the



          6   different factors that you've been talking about with respect



          7   to components of the rate change model, and let's start with



          8   loss development factor?



          9       A.   Sure.



         10       Q.   All right.  What's loss development factor?



         11       A.   So that is factor used to take losses as of a given



         12   evaluation, typically, for example, 12, 24, 36 months, and



         13   develop them to the amount that will ultimately be paid out



         14   when all claims are settled.



         15       Q.   And you assert in your February, sorry, your March



         16   declaration that State Farm's original loss development factor



         17   was, quote, "excessive", right?



         18       A.   Yes.



         19       Q.   And in that report, with respect to loss development



         20   factor, was your objection for State Farm General's use of



         21   that LDF for homeowners only, or for all lines?



         22       A.   Homeowners only.



         23       Q.   Are you familiar with the loss development regulation



         24   10 CCR 2644.6?



         25       A.   To the extent that it governs the prior approval rate
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          1   template, yes.



          2       Q.   Are you aware that it requires selection of loss



          3   development based on the three-year dollar-weighted average



          4   from the loss development triangle?



          5       A.   Unless an approved variance is authorized, yes.



          6       Q.   Now, let's turn to Tab 1, Exhibit B.  It is Exhibit B



          7   to your original declaration.  And let's turn to -- It's been



          8   Bates labeled, and so let's turn to the page that's been Bates



          9   labeled SFG-182051?



         10       A.   Okay.  I'm there.



         11       Q.   Let's look at your selection for LDF on this page.



         12   Can you describe that for us, please?



         13       A.   Yeah.  You said 051, correct?



         14       Q.   Yes?



         15       A.   Okay.  So this is the renter's coverage?



         16       Q.   Yes.  What was your loss development factor selection



         17   for renter's coverage?



         18       A.   Sorry.  I need something straight to make sure I'm



         19   looking at the right thing.



         20       Q.   I'll just ask, was it 1.610?



         21       A.   Yes.



         22       Q.   Okay.  Now let's turn to Tab 8, specifically, Page



         23   SFG-12403?



         24       A.   Okay.  I'm there.



         25       Q.   Okay.  And do you see -- What is this page?  Maybe
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          1   you can just help orient us with this?



          2       A.   Yeah.  This is one of my favorite pages in all of the



          3   prior approval rate templates.  This is Exhibit 7, loss



          4   development triangles.  This is the non-catastrophe paid, loss



          5   development triangles for the renter's coverage.



          6       Q.   And do you see 1.610 on this?



          7       A.   I sure do.



          8       Q.   And -- So is this where you got the 1.610 for the



          9   loss development factor we just covered on the last page?



         10       A.   You figured me out.



         11       Q.   Okay.  All right.  Let's try another example.  Make



         12   sure I understand this.  So we'll go to Tab, back to Tab 2,



         13   Exhibit B, and Page 052 this time?



         14       A.   Okay.  I'm there.



         15       Q.   And what was the loss development factor you chose --



         16   Well, sorry.  Withdrawn.



         17        Let me just ask, what is this page in your Exhibit B?



         18       A.   What is this page?  This is the rate change



         19   calculation for the condominium unit owners coverage.



         20       Q.   And what was the loss development factor you chose



         21   for this?  For condo coverage?



         22       A.   1.485.



         23       Q.   Okay.  Now let's go back to the triangles in Tab 8.



         24   This time, let's turn to Page 7, so we're in exhibit SFG-1247?



         25       A.   Got it.
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          1       Q.   And do you see at the bottom where it says 1.485 on



          2   this loss triangle document?



          3       A.   Yes.



          4       Q.   Is this where you got the 1.485 in your original --



          5   in your model?



          6       A.   It sure is.



          7       Q.   Okay.  And that's compliant with the reg, right, to



          8   select it from the loss triangle?  The three-year



          9   dollar-weighted average?



         10       A.   To the extent the reg informs the prior approval rate



         11   template instructions, yes.



         12       Q.   And your selection in those two instances were



         13   compliant with the reg, right?



         14       A.   Correct.



         15       Q.   And they matched exactly State Farm General's



         16   selections for those two loss development factors, right?



         17       A.   That's correct.



         18       Q.   You agreed with State Farm General's loss development



         19   factor selections for those two -- for those two lines of



         20   business, right?



         21       A.   That's correct.



         22       Q.   Okay.  Now let's turn to Tab -- We're going back to



         23   your model, Tab 1, Exhibit B.  This time let's look at Page



         24   49, this is Exhibit SFG-18249.  Strike that.



         25            Let's go to 47, Page 47.
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          1       A.   Okay.  I'm there.



          2       Q.   Okay.  What was the loss -- What page is this in your



          3   -- in your rate change calculation model?



          4       A.   This is the rate change calculation for non-tenant



          5   homeowners.



          6       Q.   And what was the loss development factor that you



          7   selected for the homeowners model --



          8       A.   -- 1.725.



          9       Q.   Okay.  Now let's go, like we've done before, back to



         10   Tab 8, this time -- Actually, let's go to Tab 9.  Tab 9.



         11   SFG-123, Page 3.



         12       A.   Okay.  I'm there.



         13       Q.   And do you see the same place where we saw those



         14   other numbers that matched your model, it reads 1.793?



         15       A.   I do.



         16       Q.   Okay.  And that does not match the loss development



         17   factor selection you made in your model, right?



         18       A.   You're right.



         19       Q.   Why not?



         20       A.   I felt that the 1.793 was excessive based on outsized



         21   values in the latest diagonal, and so I made an attempt to



         22   adjust those in my initial analysis, however, I changed that



         23   in my subsequent analyses to 1.793 consistent with what State



         24   Farm is using, and that can be seen in Scenarios 3 and up from



         25   my supplemental declaration.







�

                                                                      136







          1       Q.   And when you made that adjustment originally, did you



          2   assume a variance would apply?



          3       A.   No.  I did not.



          4       Q.   So under the reg we discussed earlier, without a



          5   variance, you were required to pick 1.793 in the loss



          6   development triangle, correct?



          7       A.   For -- For that particular triangle, yes.



          8       Q.   And you did not do so?



          9       A.   That's correct.



         10       Q.   In your latest report you say, let's turn to your



         11   declaration, supplemental declaration.  Sorry, one moment.



         12        So in your April 7th declaration, your supplemental, you



         13   state that, "Consumer Watchdog has reverted to State Farm



         14   General's selection -- selected value of 1.793", correct?



         15       A.   For Scenario 2?



         16       Q.   You used the word "reverted" specifically?



         17       A.   Can you -- Can you point me to where that is, please?



         18       Q.   Yes.  Page 4, Lines 22 to 24.  You see that now?



         19       A.   Yes.  Thank you.  I do.



         20       Q.   Okay.  So State Farm has reverted to State Farm --



         21   I'm sorry.  You have reverted to State Farm General's selected



         22   value of loss development factor value of 1.793, because



         23   that's the correct loss development factor, correct?



         24       A.   Because that's the only loss development factor



         25   available without a variance.
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          1       Q.   And when you say, "reverted" in your declaration, you



          2   mean you corrected what had been a mistake, right?



          3       A.   That's correct.



          4       Q.   Now, let's look at the impact of that on your chart



          5   on Page 3.  By your own calculations at Scenarios 1 and 2,



          6   correcting for that mistake would have the effect of



          7   increasing the maximum range of the rate indication from



          8   negative .1 to 3.6, right?



          9       A.   Correct.



         10       Q.   Okay.  Now let's turn to another concept that you



         11   discussed earlier, AIY trend factor.  Are you familiar with



         12   that?



         13       A.   Yes.



         14       Q.   Okay.  What is AIY trend factor?



         15       A.   AIY refers to Amount of Insurance Years, the exposure



         16   base for homeowners, and the AIY trend is how the total amount



         17   of insurance years changes over time.  It could be considered



         18   as, like, a -- consistent with inflation in home values, for



         19   example.



         20       Q.   Could you repeat the -- the full title of the acronym



         21   that you just -- AIY that you just --



         22       A.   -- Sure.  It's Amount of Insurance Years.



         23       Q.   Okay.  I was confused, because in your supplemental



         24   declaration at Paragraph 11 you stated that AIY stands for



         25   Annual Incurred Year.  You see that?
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          1       A.   I do see that.



          2       Q.   That's wrong?



          3       A.   Yeah.  I'm honestly not sure how that ended up in the



          4   declaration.  I'm aware that it's Amount of Insurance Years,



          5   and what it represents.



          6       Q.   Okay.  Let's turn to Tab 10, which is State Farm



          7   General 1181.



          8       A.   Okay.  I'm there.



          9       Q.   And then you can turn to Page 2?



         10       A.   Okay.



         11       Q.   What's this document?



         12       A.   This is Exhibit 9, Page 2, used for the calculation,



         13   or used as part of the calculation for the catastrophe



         14   adjustment factor.



         15       Q.   Now, in your February and March report, you did not



         16   identify the AIY trend factor that you used for your



         17   calculations, did you?



         18       A.   That's correct.



         19       Q.   Okay.  And to put a specific number on it, let's turn



         20   to Page 3, and maybe you can point out for us what the AIY



         21   trend factor is in this Exhibit 9?



         22       A.   Yeah.  It's 9.3 percent.



         23       Q.   And that reads, across the chart it reads, "Projected



         24   Annual AIY Trend", right?



         25       A.   That's correct.
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          1       Q.   Okay.  And not only did you not identify what that



          2   number was in your previous declarations, but you didn't



          3   explain how you went about determining whatever AIY trend you



          4   selected, right?



          5       A.   That's correct.



          6       Q.   Sitting here today, do you -- do you know what AIY



          7   trend factor you used in that model?



          8       A.   It was 5-point-something.



          9       Q.   5-point-something?  If we look back at your original



         10   report, which you don't have to turn to just yet, but you



         11   identify what you call AIY trend factors as zero percent for



         12   homeowners from 2023 to 2024.  Do you remember that?



         13       A.   Yes.



         14       Q.   And you identified AIY trend factor as negative 4.2



         15   for homeowners from 2024 to Quarter One, 2025; is that



         16   correct?



         17       A.   That's correct.



         18       Q.   Can you explain to us how you calculated that?



         19       A.   Incorrectly.



         20       Q.   Why is it incorrect?



         21       A.   Because I was using the total amount of insurance



         22   years as shown on Exhibit 9, Page 2, Column 2, and I should



         23   have used the average amount of insurance years per exposure



         24   from Exhibit D.



         25       Q.   Okay.  So if we change, we go back to supplemental
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          1   declaration that you provided in the scenario page, that State



          2   Farm General 181, Page 3, and we correct for that mistake, we



          3   move from Scenario 2 to Scenario 3, right?



          4       A.   That's correct.



          5       Q.   And that would indicate a maximum rate change of 7



          6   percent, right?



          7       A.   Yes.



          8       Q.   Let's turn to Tab 10 again, Exhibit 9?



          9       A.   All right.  I'm there.



         10       Q.   And do you see the weight column, Column 5 on Exhibit



         11   9?



         12       A.   I'm sorry, what page are you on?



         13       Q.   Page 2?



         14       A.   Yes.



         15       Q.   What is that column?



         16       A.   Those are the weights applied to Column 4, the CAT to



         17   AIY ratio.



         18       Q.   In your original model that you provided, you did not



         19   explain what your weighting scheme was -- Well, let me



         20   withdraw that.



         21        Column 5 in Exhibit 9 shows a weighting scheme, correct?



         22       A.   Yes.



         23       Q.   And to put together your model, presumably you had a



         24   weighting scheme too, right?



         25       A.   Correct.
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          1       Q.   You didn't provide that in your February or March



          2   reports dud you?



          3       A.   I didn't need to, because I simply used the weighting



          4   scheme provided by State Farm General in their original filing



          5   from mid-2024.



          6       Q.   The weighting scheme in mid-2024 had how many years



          7   attributed to it?



          8       A.   34.



          9       Q.   And the Exhibit 9 that is submitted in 2025 has



         10   additional time periods, right?  It has Q-1, 2025, so how many



         11   time periods does it have?



         12       A.   36.



         13       Q.   So wouldn't it have been helpful to explain how you



         14   adjusted from the 34 months to the 36 months?



         15       A.   Potentially.  I just moved the weights down, because



         16   the earliest weights were at or close to zero for the years



         17   1990, 1991, so I just moved the latest weighted period down,



         18   and each prior weight down the appropriate amount.



         19       Q.   And you didn't provide a table like this to explain



         20   how you did that, right?



         21   A.  I didn't feel it was necessary.  I indicated that I simply



         22   used the weights provided by State Farm General provided in



         23   2024.



         24       Q.   Over a different time period, correct?



         25       A.   Different calendar years, but the same weights
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          1   applied to the same number of years, with the same weight



          2   given to the latest year in the period.



          3       Q.   Okay.  Let's turn to another concept.  Non -- First



          4   of all, what's the term Non-CAT mean?



          5       A.   It refers to losses excluding catastrophe losses.



          6       Q.   And CAT is for catastrophe losses, right?



          7       A.   Yes.



          8       Q.   And what's this concept of loss trends in Non-CAT



          9   losses?  Explain that to us?



         10       A.   Yeah.  That analyzes how loss experience has changed



         11   over a number of years, and then uses that to trend the losses



         12   in the recorded period up to the period during which the



         13   proposed rates would be in effect.



         14       Q.   And would you say that loss trends play an important



         15   role in calculating the indicated rate change?



         16       A.   Yes.



         17       Q.   In your February analysis, that was repeated in



         18   March, you used the 3.8 percent loss trend, right?



         19       A.   I believe it's a 3.8 percent net trend.



         20       Q.   Did you provide that number in your February or March



         21   analysis at all?



         22       A.   I wouldn't have needed to, because it is included in



         23   the prior approval rate template.  I put -- I indicated that I



         24   used the 20 point reported/paid trend selections, which



         25   naturally create the 3.8 percent net trend.
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          1       Q.   Okay.  Now, in your original report, you never



          2   explained why you chose that particular loss trend, right?



          3       A.   It's one of the 20 available loss trend selections



          4   within the rate template.



          5       Q.   So 20 available, right?  And you picked one, correct?



          6       A.   Yes.



          7       Q.   But you didn't explain why you picked that one out of



          8   the 20?



          9       A.   It's standard procedure to make loss trend



         10   selections, and it's understood that those are the trend



         11   selections that the actuary performing the analysis feels are



         12   the most actuarially sound.



         13       Q.   Not only that, but you critiqued State Farm General's



         14   loss trend selection of 8.1 percent in your March report,



         15   right?  As excessive?



         16       A.   That's correct.



         17       Q.   But you didn't explain why, right?



         18       A.   Again, it's understood that the selection that I made



         19   is the one that I feel is the most actuarially sound based on



         20   my analysis.



         21       Q.   So that's a yes?  You did not explain why?



         22       A.   Yes.



         23       Q.   And your declarations don't consider the impact of



         24   demand surge on loss trend, do they?



         25       A.   Demand surge is not a component of the prior approval
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          1   rate template.



          2       Q.   Your view is that demand surge has no impact on loss



          3   trend?



          4       A.   Demand surge is not a component of the prior approval



          5   rate template.



          6       Q.   Your declarations don't consider the impact of the



          7   anticipated increases in building costs on the loss trend, do



          8   they?



          9       A.   That's not part of the rate template.



         10       Q.   You don't consider the impact of inflation, right?



         11       A.   Trend is inflation.



         12       Q.   Why don't you explain that?



         13       A.   The loss trends are designed to reflect inflation in



         14   losses over time, and project those losses from the latest --



         15   excuse me -- point and reported period through to the period



         16   during which the proposed rates will be in effect.



         17       Q.   Right, so loss trend anticipates loss trend going



         18   forward; is that right?



         19       A.   Loss trend is based on historical data, and used to



         20   project the recorded period losses into the period during



         21   which the projected -- the proposed rates will be in effect,



         22   and yeah.  That is a future period.



         23       Q.   Your declarations didn't consider the point that the



         24   Governor raised in his 2023 executive order that, quote,



         25   "Since 2018, California has experienced the seven largest
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          1   wildfires in state history, as well as the single deadliest



          2   and most destructive wildfire," end quote.  Didn't consider



          3   that, right?



          4       A.   That's considered in the catastrophe adjustment



          5   factor derived in Exhibit 9.



          6       Q.   And you didn't cite to that executive order when you



          7   put together your catastrophe factor in Exhibit -- Actually,



          8   you didn't pride an Exhibit 9, did you?



          9       A.   No.



         10       Q.   Now, in your supplemental declaration, you point to a



         11   few more of those 20 options for loss trend selection that you



         12   throw out of as options.  Those are 18 percent, and 22.3



         13   percent, correct?



         14       A.   Those are net trends, not loss trends.



         15       Q.   Okay.  Let's -- Let's just turn to your declaration



         16   on this.  Tab 2, Paragraph 12?



         17       A.   Okay.



         18       Q.   And you state that, "The two highest points in that



         19   range," this is Line 4 through 6, "The two highest points in



         20   that range, 18 percent and 22.3 percent are significant



         21   outliers, which are more than two standard deviations from the



         22   mean," end quote.  You see that?



         23       A.   I do see that.



         24       Q.   Based on that two standard deviation issue, you



         25   through out those numbers, right?
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          1       A.   I'm not sure I can discuss this, because it refers to



          2   the Watkins declaration.



          3       Q.   You didn't use those numbers, right?  Let me ask a



          4   different question, Mr. -- Mr. Armstrong.  Sorry.  Go ahead.



          5       A.   No.  No.  Yeah.  Go ahead, please.



          6       Q.   Okay.  Those two numbers were part of those 20



          7   options for you to select for loss trend, right?



          8       A.   For net trend.



          9       Q.   For net trend?  Okay.  Correct?



         10       A.   Yes.



         11       Q.   And you didn't use those two numbers, right?



         12       A.   I didn't use 19 of the 20.



         13       Q.   Okay.  The number you selected was the lowest



         14   non-negative option, right?



         15       A.   I don't think that's accurate at all.



         16       Q.   What were lower non-negative options?



         17       A.   I don't have the 20 available net trends in front of



         18   me.



         19       Q.   But you didn't explain the choice or lay out those



         20   options in your report, right?



         21       A.   Uh, that's correct.



         22       Q.   Let's turn to the next -- next page of your



         23   supplemental declaration, Page 6?



         24       A.   Okay.



         25       Q.   And to your discussion of rate application?
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          1       A.   I'm there.



          2       Q.   Okay.  All right.  And specifically, your chart,



          3   which has a column for "Effective Date", right?



          4       A.   Yes.



          5       Q.   And you don't have a column for "Filing Date", do



          6   you?



          7       A.   No.



          8       Q.   Okay.  And you assert, Page -- Paragraph 19, that



          9   State Farm General did not file for a rate increase in 2019,



         10   right?



         11       A.   That's correct.



         12       Q.   On the basis of the "Effective Date" column in your



         13   chart?



         14       A.   That's correct.



         15       Q.   Which is not the same thing, right?



         16       A.   That's right.  Looking at this again, "File for a



         17   rate increase in either, "should have been, "File for a rate



         18   increase effective in either."



         19       Q.   All right.  Well, let's try to clarify the record by



         20   turning to Exhibit M, that's part of your supplemental



         21   declaration.



         22       A.   Can you give me a tab, please?



         23       Q.   Yes.  We're staying in Tab 2.  It's Bates numbered



         24   State Farm General 181019.



         25                 (Lights in courtroom went out.)
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          1            THE COURT:  There's the light.



          2            THE WITNESS:  Sorry.  So Tab 2, there's, like,



          3   Exhibit A and Exhibit B.  Is it before Exhibit A and Exhibit



          4   B?



          5   BY MR. TETI:



          6       Q.   It's within Exhibit B?



          7       A.   Within Exhibit B?



          8       Q.   Yes.



          9       A.   Okay.  And what was that Bates number one more time,



         10   please?



         11       Q.   SFG-181019?



         12       A.   019.  Yes.  Exhibit M.  I see it.



         13       Q.   Okay.  And you see the column, "Filing Date" here in



         14   Exhibit 9?



         15       A.   I do.



         16       Q.   Do you see the date May 30th, 2019 for a filing date?



         17       A.   I do.



         18       Q.   Okay.  Let's return to your declaration where you



         19   stated, Paragraph 19, "State Farm General did not file for a



         20   rate increase in 2019."  That's incorrect, right?



         21       A.   Correct.  The term should have been, "Filed for a



         22   rate increase ultimately effective in 2019."



         23       Q.   Now, I want to understand the logic of your point in



         24   that same paragraph when you stated that, "If State Farm



         25   General filed for a rate increase in 2017 and 2019, that would
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          1   have increased the cumulative rate level by 14.3 percent."



          2   Why?



          3       A.   1 plus 6.9 percent, times 1 plus 0.69 --



          4            THE REPORTER:  -- One more time, Mr. Armstrong?  I'm



          5   sorry.



          6            THE WITNESS:  Sorry.  1, plus 6.9 percent squared,



          7   minus 1, is 14.3 percent.



          8   BY MR. TETI:



          9       Q.   Okay.  And with -- Just so I understand, with that



         10   calculation, are you assuming that a rate increase would be



         11   approved in the same year it is requested?



         12       A.   Not necessarily.  This was a misstatement and should



         13   have been, "File for a rate increase ultimately effective in



         14   2017 and 2019."



         15       Q.   Okay.  I just want to compare that with the actual



         16   history of rate requests and approvals.  Let's turn back to



         17   Exhibit N, State Farm General at 181, Page 19.



         18       A.   Okay.  I'm there.



         19       Q.   Okay.  And let's just use a couple of examples, there



         20   was a filing date of December 4th, 2014 for a 6.9 percent rate



         21   increase.  Do you see that?



         22       A.   Yes.



         23       Q.   And I'm having trouble understanding your for and



         24   effective date clarification, but do you see the "Effective



         25   Date" column there?
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          1       A.   I do.



          2       Q.   It states the effective date of that rate request was



          3   December 8th, 2016, right?



          4       A.   Yes.



          5       Q.   And that means, if I'm reading this chart correctly,



          6   my understanding is that means that the rate approved of



          7   negative 7 would be effective on that date, right?



          8       A.   Correct.



          9       Q.   So in this instance State Farm General requested a



         10   6.9 percent increase, and a 7 percent decrease was approved?



         11       A.   That's what it says on the chart, yes.



         12       Q.   And as part of your logic, you assumed that if State



         13   Farm General requested a 6.9 percent increase that that is the



         14   same rate that would be approved, right?



         15       A.   I believe that's based on the pattern of request and



         16   approvals shown after that filing that we're talking about



         17   now.



         18       Q.   But not that one, right?



         19       A.   Yeah, that's correct.  Not that one.



         20       Q.   Are you aware that that particular rate filing was



         21   not ultimately resolved through the court system until 2022?



         22       A.   I was not.



         23       Q.   Okay.  Let's also look at the time period in terms of



         24   one year from filing to approval, let's look at some other



         25   examples.  August 31, 2018 filing date.  Do you see that one?
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          1       A.   Yes.



          2       Q.   What was the approval date for that rate request?



          3       A.   October 15th, 2020.



          4       Q.   How much time is that that elapsed?  Between the



          5   filing date and the effective date?



          6       A.   2 years, 1 month, and 16 days.



          7       Q.   Do you know how many days on average it took for the



          8   files on your list to get approved?



          9       A.   I do not.



         10       Q.   You didn't think that was relevant to your analysis



         11   of that 14.3 percent cumulative increase?



         12       A.   The point I was making was that had State Farm filed



         13   for those two additional 6.9 increases, they would be at a



         14   cumulative rate increase 14.3 percent higher than they are



         15   now.



         16       Q.   And with the assumption that the rates would get



         17   approved at that same level, right?



         18       A.   Correct.  Based on the pattern of every rate increase



         19   that I'm seeing here following the one filed in December of



         20   2014.



         21       Q.   Okay.



         22            THE COURT:  Counsel, can I check in with you on how



         23   long you estimate further questioning?



         24            MR. TETI:  Not much longer, your Honor, actually.



         25            THE COURT:  Okay.  You want to -- I'm not saying that
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          1   I'm cutting you off, but I think maybe a couple people want a



          2   quick break, so should we do that now?



          3            MR. TETI:  Sure.  Yes, your Honor.  That's fine.



          4            THE COURT:  Okay.  I'll say five-ish minutes recess



          5   to take a quick break.



          6            MR. TETI:  Thank you, your Honor.



          7            (Pause in the proceedings from 4:32 p.m.



          8             until 4:39 p.m.)



          9            THE COURT:  Okay.  Back on the record after a recess



         10   in the matter of the rate applications of State Farm General



         11   Insurance Company and the stipulation that's before us in the



         12   evidentiary hearing, and the File Numbers PA-2024-00011, 12,



         13   and 13 respectively, and the continuing direct examination of



         14   the witness.



         15        As a reminder, you are still under oath.  Please proceed.



         16            MR. TETI:  Thank you, your Honor.  We have no further



         17   questions.



         18            THE COURT:  Okay.  And from the Department?



         19            MS. MCKENNEDY:  Just a few questions, your Honor.



         20                        CROSS-EXAMINATION



         21   BY MS. MCKENNEDY:



         22       Q.   Good afternoon, Mr. Armstrong.



         23       A.   Hi.



         24       Q.   Did you conduct any analysis of State Farm General's



         25   current overall financial condition?
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          1       A.   I'm thinking.  I looked at some publicly-available



          2   information, but didn't conduct any analysis.



          3       Q.   If you were to conduct an overall financial condition



          4   analysis, what would you look at?



          5       A.   My goodness.  That sounds like a daunting task.  I



          6   would look at things, and I'm trying to remember what's



          7   admissible currently, actuarial metrics, such as IRIS ratios,



          8   potentially RBC ratios due to the extent those are able to be



          9   admitted.  I would love to have more information about their



         10   reinsurance agreements, understanding that it's unlikely for



         11   me to get such information due to confidentiality issues.  I'd



         12   also like to understand more details about the financial



         13   relationship between State Farm General and their parent



         14   company State Farm Mutual Automobile Insurance Company.



         15       Q.   And just so I'm -- I make sure I'm clear, have you



         16   formed any opinions about the overall financial condition of



         17   State Farm General at this time?



         18       A.   Based on what I've seen in publicly-available



         19   information, it's clear that State Farm General is in a



         20   deteriorating financial position.



         21       Q.   So when you say "publicly-available information",



         22   what do you mean?



         23       A.   Things such as looking at their annual statements,



         24   information that has been provided by State Farm General as



         25   part of their filings in this matter are two examples that
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          1   come to mind.



          2       Q.   Are there any risks to California policyholders of



          3   State Farm General from the Commissioner's granting the



          4   interim rate increase here?



          5       A.   Yes.



          6       Q.   What are those?



          7       A.   That they will be saddled with an increase in their



          8   homeowner's insurance rates, that State Farm is alleging no



          9   risk is associated with because of the possibility of refunds,



         10   but for individual homeowners, an additional average $600



         11   increase to their homeowner's insurance could have a



         12   detrimental effect on their personal finances.



         13       Q.   And what do you base the $600 average increase on?



         14       A.   That's simply comes from the values supplied by State



         15   Farm in their rate filing, so the total premium volume, times



         16   the proposed rate increase, divided by the number of



         17   policyholders for the homeowners coverage.



         18       Q.   Do you think one of the risks faced by the State Farm



         19   General policyholders is that State Farm General will never



         20   pay refunds, even if the Commissioner subsequently determines



         21   that the interim rate is too high?



         22       A.   I could say that that's a possibility.



         23       Q.   And what do you base that possibility on?



         24       A.   There's no guarantee that any individual or corporate



         25   entity will make good on a promise that it makes, or an order
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          1   from a -- a -- a regulatory body or entity such as the



          2   Commissioner.



          3       Q.   So you think there's a risk that State Farm General



          4   would not obey an order from the Commissioner requiring



          5   refunds with interest?



          6       A.   I think it could become a protracted legal matter to



          7   the detriment of the policyholders potentially.



          8       Q.   But let me ask my question again.  Do you think



          9   there's a risk that State Farm General does not obey an order



         10   from the Commissioner requiring refunds with interest?



         11            MR. PLETCHER:  Objection.  Calls for a legal



         12   conclusion.



         13            MS. MCKENNEDY:  Your Honor, he said that was one of



         14   the risks.  I just want to make sure I understand the risks



         15   he's identifying.



         16            THE COURT:  Can you ask him to clarify them?



         17            THE WITNESS:  I can hear, you, Nikki.  I can't really



         18   hear well, your Honor.



         19            MS. MCKENNEDY:  I believe the -- your Honor asked you



         20   to please clarify?



         21            THE COURT:  Ask the question again?



         22            THE WITNESS:  Thank you.



         23   BY MS. MCKENNEDY:



         24       Q.   I just want to make sure I understand.  Do you think



         25   that there is a risk that State Farm General would not obey an
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          1   order from the Commissioner that it pay refunds with interest?



          2       A.   I can't give an unqualified yes or no.



          3            THE COURT:  Wait -- Okay.  He can't answer, is the



          4   answer.



          5            MS. MCKENNEDY:  I'm sorry?



          6            THE COURT:  Cant answer is the answer.



          7            MS. MCKENNEDY:  Thank you, your Honor.



          8   BY MS. MCKENNEDY:



          9       Q.   Mr. Armstrong, do you think there are any risks to



         10   the State Farm General policyholders if the Commissioner does



         11   not grant the interim rate request?



         12       A.   Potentially, yes.



         13       Q.   What are those risks?



         14       A.   That State Farm General would become insolvent and be



         15   unable to pay claims.



         16       Q.   What do you base that on?



         17       A.   The facts submitted by State Farm General in this



         18   case.



         19       Q.   Do you have an opinion regarding how likely it is for



         20   State Farm General to become insolvent?



         21       A.   I do not.



         22       Q.   Do you have any opinion regarding whether there are



         23   any risks to the California marketplace as a whole if the



         24   Commissioner does grant the interim rate increase request?



         25       A.   I'm thinking.  Yes.
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          1       Q.   Was is your opinion?



          2       A.   Granting an interim rate request such as this would



          3   open the door for similar requests from other insurers



          4   potentially driving the costs for homeowners insurance in



          5   California up to levels that are unaffordable.



          6       Q.   Do you have an opinion regarding whether there are



          7   any risks to the California marketplace as a whole if the



          8   Commissioner does not grant State Farm General's request for



          9   an interim rate?



         10       A.   Yes.



         11       Q.   And what is that?



         12       A.   It has been voiced by -- by others in this proceeding



         13   that there is potential risk that State Farm's financial



         14   strength rating could become downgraded, and their mortgages



         15   that are backed by their homeowners insurance could become --



         16   could go away, I'm not sure what the term for that is in



         17   mortgage law, leaving these customers to scramble for



         18   homeowners insurance.



         19       Q.   Do you have an opinion regarding how likely that is



         20   to happen?



         21       A.   I do not.



         22       Q.   Did you analyze whether State Farm General's



         23   in-effect rates are plainly invalid based on any factors other



         24   than the Prop 103 rate formula?



         25       A.   My assignment was to look at the prior approval rate
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          1   and make a judgment based on those.



          2       Q.   So is that a yes or a no?



          3       A.   No, I did not.



          4       Q.   When you analyzed whether State Farm General's



          5   in-effect rates are plainly invalid, did you apply Variance 6



          6   from the rate formula?



          7       A.   I did not.



          8            MS. MCKENNEDY:  Thank you, your Honor.  That's all I



          9   have.



         10            THE COURT:  All right.  Is there anything else before



         11   I get to -- back to Consumer Watchdog?  No?



         12            MR. TETI:  No, your Honor.



         13            THE COURT:  Okay.  There's three parties.  Trying to



         14   vacillate a little bit.  All right.  And follow-up from



         15   Consumer Watchdog?



         16            MR. PLETCHER:  Yes, your Honor.  Brief redirect.



         17                          REDIRECT EXAMINATION



         18   BY MR. PLETCHER:



         19       Q.   Mr. Armstrong?



         20       A.   Yes.



         21       Q.   Were you asked to look at insolvency issues?



         22       A.   No.



         23       Q.   And you're an actuary, correct?



         24       A.   Correct.



         25       Q.   If we could return to the Tab 2, Exhibit B, Page 19?
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          1       A.   I'm sorry.  Are you in the binder I was given by



          2   opposing counsel, or?



          3       Q.   That's correct.



          4       A.   Okay.  One more time on the tab, please?



          5       Q.   Tab 2, Exhibit B, Page 181-019.  This is the exhibit



          6   to your second -- your supplemental declaration?



          7       A.   Sorry.  Okay.  2, B, and, all right.  This is looking



          8   promising.  Okay.  Exhibit M?



          9       Q.   Correct.



         10       A.   Okay.



         11       Q.   This is the same exhibit you were just discussing



         12   with counsel for State Farm?



         13       A.   Yes.



         14       Q.   If we look at just the "Filing Date" column in the



         15   top chart?



         16       A.   Yes.



         17       Q.   There are still two years when we're looking from



         18   where there was no filing, correct?



         19       A.   I'm reviewing that now.  I see no filing in 20 --



         20       Q.   -- I'm sorry.  Three years?



         21       A.   Okay.  So in the "Filing Date" column I see no filing



         22   in 2015, 2016, 2017, or 2020, for four years.



         23       Q.   Four years.  Okay.  If we go back to Paragraph 19?



         24       A.   Can I have a tab number, please?



         25       Q.   Sorry.  Paragraph 19 of Tab 2.  We're going back to
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          1   your declaration.



          2       A.   Okay.  Okay.  I'm there.



          3       Q.   This is where we were discussing the effective date



          4   versus the filing date in the chart.  If -- Just taking your



          5   hypothetical here in Paragraph 19, if there are four years



          6   without an increase, without a filing, and again, building in



          7   the assumptions that you have in your hypothetical here that



          8   there would have been a 6.9 percent increase in every year,



          9   then that number would just be higher, correct?



         10       A.   That's correct.



         11       Q.   And the math on that would just be the 6.9 percent



         12   building cumulatively over the four years?



         13       A.   Exponentially, yes.



         14       Q.   During your cross you acknowledged several



         15   adjustments that you made in your calculations from your



         16   original declaration to your supplemental declaration.  Yet,



         17   you also described at the outset, the 48 hours that you



         18   initially had to put together your first declaration.  Could



         19   you just speak very briefly to the nature of this emergency



         20   process, and the analysis that you've had to do, and the



         21   adjustments that you've made?



         22       A.   Yes.  As you noted, my original analysis was made



         23   under an extremely tight 48-hour timeline.  I concede that my



         24   declaration was filed in the following month, however, I do



         25   have other work obligations in addition to this, so this is
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          1   not the only thing I work on, and then from my original



          2   declaration to my supplemental, I did make additional



          3   adjustments in the form of the Scenarios 1 through 5 that are



          4   shown in my supplemental declaration.



          5       Q.   So as adjustments have been pointed out to you,



          6   you've made them throughout this process, if you thought they



          7   were actuarially sound?



          8       A.   Yeah.  I think it would be helpful to just step



          9   through those one more time.



         10       Q.   That's okay.



         11       A.   Okay, yes.



         12       Q.   If we could go to Tab 4 now to Exhibit B?



         13       A.   What's the Bates number?



         14       Q.   Turning your attention to Page SFG152-04?



         15       A.   Okay.  I'm there.



         16       Q.   And turning your attention to footnote 6?



         17       A.   Yes.



         18       Q.   Do you draw any conclusions from the negative 10



         19   percent in the non-tenant homeowners line there?



         20       A.   I'm looking at it.  This appears to say that the



         21   initial indication was negative 10 percent without Variance 6



         22   for non-tenant homeowner.  Is that the figure you're referring



         23   to?



         24       Q.   That's the figure I'm referring to.  We were earlier



         25   talking about negative values, meaning that a rate change
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          1   would not be appropriate.  Is this the same type of negative



          2   value?



          3       A.   I can't tell.  It says, "The following table shows



          4   the initial indication."  Typically, that's understood to mean



          5   the maximum indication, but it's not clearly stated here.



          6       Q.   Okay.  If you can't tell, that's fine.



          7            MR. PLETCHER:  And no further questions, your Honor.



          8            THE COURT:  Any cross?



          9            MR. TETI:  No, your Honor.



         10            THE COURT:  All right.  I asked if there was cross,



         11   and I got a negative answer, I believe?



         12            MR. TETI:  That's right, your Honor.  No further



         13   questions.



         14            THE COURT:  Anything further from the Department?



         15            MS. MCKENNEDY:  Yes, your Honor.  No further



         16   questions.



         17            THE COURT:  All right.  Is there any reason I can't



         18   excuse this witness?  Hearing none, we thank you for your



         19   testimony today.  You are excused.



         20            MR. ARMSTRONG:  Thank you.  Okay.  I'm sure everybody



         21   is hoping to get out of here in the next four minutes.  I just



         22   have a couple of things to touch base with you on.



         23        The -- I'm informed that there are a lout of requests for



         24   documents that have been filed in this case, and the normal



         25   process is, I won't go into, is very antiquated, so you don't
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          1   have to answer this now, and I -- Everything's come in public



          2   so far, so it's not really an issue of whether or not they're



          3   disclosable.  It's whether -- I'm just touching base with the



          4   parties as to whether or not there would be concern if they --



          5   the Department puts them more forward-facing in order to



          6   reduce the number of those requests building, so if you can --



          7        I wanna condition this by saying, I don't -- We're not



          8   doing it now, so don't panic.  Secondly -- If you're getting



          9   alarmed by it, but secondly, I don't -- I'm doing it as a



         10   courtesy to check with the parties, that's what I'm trying to



         11   say, as to whether or not there's concerns about that taking



         12   place, and I don't exactly -- I can't tell you exactly what is



         13   being envisioned, except to make it up, maybe, like, there's



         14   gonna be a blank on the calendar or something that opens up



         15   the file.  I'm just -- I don't know that as a fact.  It's just



         16   something that was floated, and I was asked about it, so I



         17   wanted put it out there, again, to get your feedback on it.



         18        You can do that in the morning, and you could also share



         19   it now.  It's easier in the morning if you already, you know,



         20   after you've thought about it otherwise to raise issues with



         21   it.



         22        If you have it ready now, you can, but otherwise we'll



         23   leave it on the table.  So we're gonna be looking at the



         24   Department's witness in the morning?  Is that what's



         25   happening?
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          1            MS. MCKENNEDY:  Yes, your Honor.



          2            THE COURT:  Okay.  And there's a couple filings



          3   coming in, or at least one that the Department would like to



          4   do, and in addition to that, I wanted to inquire with the



          5   Department about how you felt, Ms. McKennedy about a



          6   Bates-stamped copy of the entire underlying administrative



          7   record?



          8            MS. MCKENNEDY:  How do I personally feel, your Honor?



          9   Sorry.  I might be misunderstanding.



         10            THE COURT:  Well, is that something the Department



         11   can make happen?  Is it --



         12            MS. MCKENNEDY:  -- The entire administrative record?



         13   I can ask for staff to help, but that is a big ask, and I



         14   can't promise it right away.



         15            THE COURT:  Okay.  Why don't you make the inquiries,



         16   if you would?  If you can implement it, you know?



         17            MS. MCKENNEDY:  The Department actually Bates-stamped



         18   its own exhibits.



         19            THE COURT:  Yes.  I mean, I know, you put a lot of



         20   things in with the notice and nothing further, but as opposed



         21   to having the typical entire administrative file, which I



         22   can't speak to what they did, because I didn't look whether



         23   those were previously entertained, but it is a common practice



         24   to do so, and capture it in the record, and given the, you



         25   know, the disputes between the parties, and the nature of
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          1   this, it's something that we could talk about, or maybe we --



          2   maybe we hold for the full rate hearing.



          3        It may not need to be now, so that's why I wanted some



          4   dialogue with you as to whether or not, you know, it was -- it



          5   was gonna be, because I know that they're big, so, and we're



          6   not really focused on that piece now, but if ultimately it



          7   goes up, it will have to generate, and it's nice if it's in



          8   the case record, because then when they prepare it, it just



          9   goes.



         10            MS. MCKENNEDY:  I understand, your Honor.  I think



         11   that my bureau is probably not staffed sufficiently to address



         12   this, but I can raise it with our general counsel, and she may



         13   want to talk with the different resources at the Department.



         14            THE COURT:  Okay.



         15            MS. MCKENNEDY:  So I can only speak for the Rate



         16   Enforcement Bureau, and I'm pretty sure we do not have the



         17   staff.



         18            THE COURT:  Okay.  I'm not instructing at this point.



         19   I just want to make an inquiry.



         20            MS. MCKENNEDY:  Absolutely.  I will inquire.



         21            THE COURT:  All right.  Is there anything further



         22   that we should raise today before we exit the record?  Resume



         23   tomorrow morning at 10:00 a.m., still?



         24            MR. MADDIGAN:  Your Honor, may we start earlier



         25   tomorrow?







�

                                                                      166







          1            THE COURT:  How do the other parties feel about that?



          2            MS. MCKENNEDY:  I'm hopeful if we only have one



          3   witness, your Honor, that starting at 10:00 a.m. should be



          4   sufficient.



          5            THE COURT:  You can come early though.  We're open.



          6   We're here.  We're here a lot earlier than that.



          7        Okay.  We are adjourned until 10:00 a.m., tomorrow, April



          8   10th.  Have a good night, everybody.



          9            MS. MCKENNEDY:  Thank you, your Honor.



         10            MR. TETI:  Thank you, your Honor.



         11            THE COURT:  Thank you for your efforts.



         12            (Whereupon the proceedings were continued.)
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