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· · · · · · · · · · WEDNESDAY, APRIL 9TH, 2025

· · · · · · · · · · · · MORNING SESSION

· · · · ·THE COURT:· Please come to order.· All right.· Once

again, good morning.· I'm Karl Fredric-Seligman,

Administrative 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 Insurance Company, File

Number PA-2024-00011, PA-2024-00012, and PA-2024-00013.

· · ·At the conclusion of yesterday's proceedings we had just

taken the first witness in this matter after spending the

morning on a number of matters that were raised by the

parties, some of which are continuing in discussion and

decision-making, and before we turn to that, I will take

appearances starting with the carrier, State Farm General?

· · · · ·MS. WELLINGTON:· Katherine Wellington for State Farm

General.

· · · · ·MR. MADDIGAN:· Michael Maddigan, Hogan Lovells, also

for State Farm General.

· · · · ·MS. MCKENNEDY:· Good morning, your Honor.· Nikki

McKennedy for the California Department of Insurance.

· · · · ·MR. MONTGOMERY:· Duncan Montgomery for the

Department.

· · · · ·MR. PLETCHER:· Good morning, your Honor.· Will
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Pletcher for Consumer Watchdog.

· · · · ·MS. PRESSLEY:· Good morning.· Pamela Pressley for

Consumer Watchdog.

· · · · ·THE COURT:· Is that it for Consumer Watchdog's

appearances for today?

· · ·Good morning.· Thank you everyone for being here, and

welcome back.· I -- There was some filings since we left

yesterday.· I wanted to touch base with the parties with

respect to whether those had been seen by everybody.

Specifically we had a declaration from the proffered witness

Watkins that was dealt with in in limine motion yesterday, and

an additional brief from Consumer Watchdog on the RBC matter.

Starting with the Department, have you had an opportunity to

review those materials?

· · · · ·MS. MCKENNEDY:· Briefly, yes, your Honor.

· · · · ·THE COURT:· Okay.· And as to Consumer Watchdog's

materials, has State Farm General had an opportunity to look

at that?

· · · · ·MS. WELLINGTON:· Your Honor, we reviewed them, but

would request an opportunity to respond in writing, and we

could do that later today?

· · · · ·THE COURT:· Okay.· I'll revisit that in a little bit,

and as to Consumer Watchdog, did you have an opportunity to

look at the declaration filing from State Farm General?

· · · · ·MR. PLETCHER:· Yes, we did, your Honor.
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· · · · ·THE COURT:· All right.· As a matter of preliminary

remarks, although I understand there's an interest in looking

at those more, or responding in a written format, does anybody

have any preliminary comments they want to make substantively

now?

· · · · ·MS. MCKENNEDY:· Your Honor, the Department could

respond now to the supplemental declaration of Nancy Watkins?

· · · · ·THE COURT:· Okay.

· · · · ·MS. MCKENNEDY:· With respect to the RBC ratio

briefing that was submitted by Consumer Watchdog, we would

suggest perhaps we could do what your Honor suggested

yesterday, which is a voir dire of Ms. Shaw on the witness

stand that might help elicit some underlying facts to clarify

the RBC issues, and after that we could perhaps decide whether

further briefing or argument is necessary.

· · · · ·THE COURT:· Okay.· Thank you.· Further comment on

that, or indications as to whether or not that seems 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 motion

for reconsideration, or along those lines.· As sort of a

motion for reconsideration for the one fact it seemed 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

https://www.kennedycourtreporters.com


revisit your orders.

· · · · ·THE COURT:· Okay.

· · · · ·MR. MADDIGAN:· Your Honor, may I speak to the

declaration briefly?

· · · · ·THE COURT:· Yes.· Go ahead.

· · · · ·MR. MADDIGAN:· With respect to Ms. Watkins, you

requested yesterday that we make an offer of proof, and the

offer of proof would be her original declaration, which as was

discussed at length yesterday, no one found to be problematic

in terms of scope, and her declaration filed last night, which

made clear that she did not rely on any confidential

information in any of the work she did to prepare that

information, and I'd further note, your Honor, that in this

matter of the interim rate hearing, the Department and State

Farm General have, as you know, stipulated to an interim rate,

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:· I appreciate that remark.

· · · · ·MS. MCKENNEDY:· May I address that, your Honor?

· · · · ·THE COURT:· Certainly.

· · · · ·MS. MCKENNEDY:· I just want to start by saying the

Department believes that the Court was correct in excluding

the testimony of Ms. Watkins based on yesterday's rulings.

The Department has not, and is not waiving the conflict of
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interest that is present when an expert is representing two

separate parties at the same time in the same proceeding.

Nancy Watkins has indisputably received confidential

information from the Department.· Her declaration in the offer

of proof does not satisfy State Farm's burden here.

· · ·She says in Paragraph 10, "In my opinion, none of the

information I was privy to on CDI's behalf would in any way

benefit SFG in 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 actually disclosed.

· · ·It's a matter of necessity.· The Department can not know

what was or was not shared with State Farm, nor can the

Department, or even Nancy Watkins for that matter, know what

would or would not be of benefit to State Farm General.· Um,

excuse me.

· · ·Once the Department made its showing, than the rebuttal

of presumption arises that the information that has been used

or disclosed, or was used or disclosed in the current

employment.· This is a matter of necessity.· The parties

seeking disqualification cannot know what confidential

information was actually disclosed.

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

any matter.· We just don't know what she's told them.· We
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don't know what Consumer Watchdog is going to ask her, and I

go back to the fact that State Farm was aware that Ms. Watkins

was working for the Department at the time they engaged her.

They asked us to waive the conflict.· We expressly did not.

They hired her anyway.

· · ·Ms. Watkins says in Paragraph 11 that, "I am not aware of

any question that CW would ask that would require me to

disclose confidential information."· Again, this does not meet

the standard.· It doesn't matter whether she is aware of what

CW may ask.· The Department has asked CW to agree not to

cross-examine her on confidential information, and they have

not agreed to that, your Honor, and I understand why not.

We're not criticizing them for that.· They are entitled to a

full cross-examination 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 CW's exhibit list includes the contract

between the Department, and Milliman, and Ms. Watkins, and so

at a minimum it seems that they do intend to cross-examine her

on potential bias or conflict.· This could be unduly

prejudicial, and this is why again we ask that her testimony

continue to be entirely excluded.

· · ·I also want to address State Farm's comment that we are

on the same side in this matter.· I agree that we have reached

a stipulation, actually two stipulations with State Farm, but
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as we talked about a lot yesterday, it took us some time and

some efforts to reach agreement with State Farm.· We are not

on the same side.· The Department needs to be neutral.· We are

trying to get to the right result.· We are not party-oriented.

· · ·I wouldn't say we're opposing parties.· I would say that

the Department tries very hard to not take sides, so we are

not siding with Consumer Watchdog or State Farm.· We stand

alone, your Honor.· We're trying to get to the right result.

· · ·And finally, again, Nancy Watkins' contract says that she

shall 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

Department believes otherwise.· We believe there's an actual

conflict of interest.

· · ·And whether there ends up being an actual conflict may

depend on whether she actually opines on any of the aspects

which she's consulted with the Department on, or whether the

new regulations are used, but at a minimum, your Honor,

there's a potential for a conflict of interest, and we look to

the Actuary Standards Board which advises that transparency is

key when evaluating potential conflict.· An actuary shall not

knowingly perform actuarial services involving an actual

potential conflict of interest, unless the actuary's ability

to act fairly is unimpaired.· That's one.

· · ·Two, there has been disclosure of the conflict to all
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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

the performance of the actuarial services by the actuary.· We

do not agree, your Honor.· She did not disclose, and we do not

agree.· Her client asked us to waive.· We refused.· Based upon

all of that, she should be excluded.· Her declaration simply

does not rebut the presumption or satisfy State Farm's burden.

· · · · ·THE COURT:· Thank you.· Remarks?

· · · · ·MR. MADDIGAN:· 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 submitted yesterday

evening she states, "I have abided by my contract with CDI,

and have not disclosed confidential CDI information to State

Farm General, counsel, or anyone else."

· · ·And second, just to make sure I was clear in what I was

saying, I certainly didn't, I don't think I said, I didn't

mean to say that the Department 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 same.· That's all.

· · · · ·THE COURT:· Thank you.· Anything from Consumer

Watchdog on this motion?

· · · · ·MR. PLETCHER:· Nothing further, your Honor.
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· · · · ·THE COURT:· All 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 confirmed.

· · ·I agree with the Department in this regard.· It is not a

conclusion that there was some form of malfeasance.· It's

simply an application of the law.· Also, did not rely upon the

professional responsibility in making that determination, but

I did note that it seems to be consistent with the result.

· · ·As I 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 talk about nevertheless eliciting testimony

from this witness that would form an additional offer of

proof, we can talk about that, but I'd rather you confer about

that first, and see whether or not that's something 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, I appreciate

the remarks from the Department, and also to the extent that I

have commented on it, to be very, very clear, when I've

indicated alignment, it is only in the sense of seeking

approval for the stipulation, because that's the Department's

current position, although it could change its position at any

time, so it's free to do that.
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· · ·All right.· It sounds like -- What suggestions do I have

as to what you want to do given that we have the outstanding

briefing from Consumer Watchdog, and having to deal with this

RBC issue?

· · ·I will share with the parties now that, you know, as I

study it, I indicated already did yesterday, I'm troubled by

this plain language that the statue indicates that Consumer

Watchdog has an appropriate argument.· The Department

acknowledged some of that, I 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 nevertheless be allowed because of

Subsection A to the statute, but, you know, I don't know that

that's really -- I can see that argument, but the plain

language, even in context is very restrictive, and I'd ask you

to go back and look at the statutes before we talk about it

further, and I'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?

· · · · ·MS. MCKENNEDY:· It was during the last State Farm

rate hearing, your Honor, and in fact CW offered RBC evidence

in rebuttal argument by its expert Allen Schwartz, and I

believe it took the same position that the Department and

State Farm are taking here, which is that RBC values derived

from publicly available information is available 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?· I don't mean to

put you on the spot.· If you want to decline to answer me.

· · · · ·MS. MCKENNEDY:· Well, that was 10 years ago, and I've

only been here for 13 years, so --

· · · · ·THE COURT:· Okay.· But you're not aware of other

cases where RBC was --

· · · · ·MS. MCKENNEDY:· -- That was the last rate hearing,

your Honor, and it was 10 years ago.

· · · · ·THE COURT:· I 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

solvency-oriented.· Is that a fair way to put it?

· · ·At least by presentation from State Farm General, and the

expert so far, but I, at the same time, as everyone is well

aware, at counsel table we sometimes have allotted thereto

that doesn't conform to lots of things, and I don't know that

I could read in an exception or exclusion to the -- to the

subsection below it, given the greater context, but I would

still like to have you talk, so if that happens, it's going to

make our work a little bit more -- We have to navigate a

little bit differently, and that's why I want to -- to get

ahead of it now, if at all possible.
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· · ·Although, the witness was targeted -- The Department's

witness was targeted, with respect to the example in the in

limine motion, the relief sought was to exclude all evidence

across the case in connection with RBC evidence, so that's

whey I raised it when the first witness came on yesterday,

cause I didn't -- I didn't -- I 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.

· · · · ·MS. MCKENNEDY:· Your Honor, if I may?· I think that

might be an overly broad interpretation of the statute.· As I

read it, it's trying to prohibit the Commissioner or the

Department from using confidential reports that the insurers

provide to the Commissioner or other regulators as part of

rate-making, because it doesn't want insurers to be both

statutorily required to provide those materials, and then have

those materials used against them in the rate-making.

· · ·I believe that was the concern, so if these are

publicly-available data points that actuaries can use

independently to calculate the same solvency measure or

measurement, that is not prohibited by the statute is what I

believe.

· · · · ·THE COURT:· I appreciate that respect, and I

understand that, and I don't -- What I do want to say, is I

don't want to have a ruling resulting in cutting off our

ability to have a complete record, because that defeats, for
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lots of reasons, but including under the time constraints

we're operating, it also is not efficient, nor is it

expeditious, which are some of the cornerstones of having an

administrative trial, so having things not considered, or not,

you know, some how be able to be subject to review and

analysis, not withstanding whatever I decide, is also a

problem, which is why I brought up the voir dire option, but

we have other ways to do it too.· It's just that we have to, I

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

excluded evidence that's being just mentioned because of the

-- the offer of proof.

· · · · ·MS. WELLINGTON:· Your Honor, may I respond?

· · · · ·THE COURT:· Yes.

· · · · ·MS. WELLINGTON:· So we'll submit something on writing

on this, but I think there are two separate terms, as Ms.

McKennedy is getting at.· There is the RBC ratio.· That is not

a statutorily defined term in 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

look at the definition of each of those terms, it is not

defined as an RBC ratio.

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

divides them.· It's something totally different, so I think
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there's a little bit of confusion here.· We are not seeking to

bring an RBC report, an RBC instruction, an RBC plan, or

anything like that into this hearing.· We are simply providing

testimony on the RBC ratio, which again, is publicly-available

information, and is not a statutorily defined term in Section

C, so we agree it's not confidential under A, Subsection A,

but is also not a statutorily defined term under Subsection C.

· · · · ·THE COURT:· Okay.

· · · · ·MS. WELLINGTON:· Thank you.

· · · · ·THE COURT:· Anything further today?

· · · · ·MS. MCKENNEDY:· Your Honor, just that the Department

would like to make an offer of proof if and when we could put

Ms. Shaw on the witness stand of this issue?

· · · · ·THE COURT:· Okay.

· · · · ·MS. MCKENNEDY:· Thank you.

· · · · ·THE COURT:· I won't forget that, because of my

comments.· I meant, I'm really trying to guard the record, and

I know it slows us down, but it's better in the bigger picture

of things, because then if I'm wrong, somebody else has

something to look at, and it doesn't have to come back down,

which is not a good outcome, and those of you who have had to

do it, you know, it's very cumbersome, cause then we have to

brief, we have to reassemble, etc.

· · ·All right.· So if I take a recess, what amount of time do

you think is appropriate to sort of just look at this a little
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bit more?· Talk about what it is you exactly want to do.· I'm

hearing additional briefing.· I'm hearing about thoughts about

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

be subject to cross.· Do you want to talk amongst yourselves

about that and make a suggestion, or do you want me to decide?

· · ·I think it's worth counsel talking, at lease for a few

minutes about it, because you're about to do a

cross-examination.· 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, I don't think

we'll go into detail on the RBC issue.· I think that was

covered on direct, and that was pointed out, and it's clear in

his declaration where he's talking about RBC, and where he's

not, so with 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.· I'm not holding you to it.  I

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:· I 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 discussed, but to preserve that idea with respect to

his declaration, and the parts of his testimony referencing

RBC, I 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:· All right.· So unless somebody else feels

differently?· All right.· So recalling our expert, there you

are.

· · · · ·THE WITNESS:· Your Honor, I apologize.· I thought you

were going to take a break.· May I just run to the restroom?

· · · · ·THE COURT:· We'll take a break.· Five minutes.

Five-minute break.· We'll come back at 10:35.· In recess till

10:35.

· · · · ·THE WITNESS:· Thank you

· · · · ·(Pause in the proceedings from 10:29 a.m.

· · · · · until 10:35 a.m.)

· · · · ·THE COURT:· All right.· Back on the record after a

short recess.· Parties proceeding with the examination of the

last witness, who is now making his way to the stand.

· · ·I've been asked to remind everybody to speak about four

inches from these mikes.· See if we can do a little bit better

job with it.· It helps even the reporter, as well as those in

the room to hear, and anyone that's trying to listen in
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remotely.· As a reminder, you are still under oath.· Counsel?

· · · · ·MR. PLETCHER:· Thank you, your Honor.

· · · · · · · · · · · ·CROSS-EXAMINATION

BY MR. PLETCHER:

· · Q.· ·Good morning, Dr. Appel.

· · A.· ·Good morning.

· · Q.· ·If I can ask you to turn to Exhibit 103, which I

believe was your declaration we were talking 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

economic and financial condition; is that right?

· · A.· ·Well, it says, "SFG's".

· · Q.· ·Oh.· Thank you, yes.· And in this proceeding, we've

been referring to State Farm as 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 Company.· They are different

entities, and so if yesterday I was not as precise in speaking

to that difference, I will try to do more so today.

· · Q.· ·Oh, that's fine, and I appreciate that distinction,
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and these questions I'm referring to State Farm, I'm talking

about State Farm General.· If I want to talk about the parent

company, I'll make that clear, but just talking about State

Farm, that's my habit, and I'm talking about State Farm

General.

· · A.· ·Okay.· Okay.

· · Q.· ·Okay.· So your declaration, this is an economic

financial condition report.· It's focused on that, correct?

· · A.· ·I think it states in Paragraph 9 exactly what it's

focused on.· Part of it is to provide an overview of State

Farm General's financial condition, and another part of it is

to respond to Consumer Watchdog allegations, and another part

is to talk about the implications of the financial condition.

· · Q.· ·And in fact, in Paragraph 9 you do describe this.· If

we look 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 regulatory and market

implications of SFG's current surplus?

· · A.· ·Yes.

· · Q.· ·And you're assignment here, or part of it was to
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provide an opinion as to whether it would be reasonable for

the Commissioner to approve the proposed stipulation in this

matter?

· · A.· ·Yes.· Provided that.

· · Q.· ·And Dr. Appel, you're not an actuary, correct?

· · A.· ·That's correct.

· · Q.· ·You're an economist?

· · A.· ·I am.

· · Q.· ·Okay.· So when we look in Paragraph 9, when you're

assessing the regulatory and market implications of SFG's

current financial, or sorry, current surplus position, you

don't mean the regulations with respect to setting rates?

· · A.· ·No.· I'm talking about the implications for the

market given State Farm's -- State Farm General's current

surplus.

· · Q.· ·And I understood your testimony yesterday, as you

were discussing that, you were talking about the various

potential regulatory action levels regarding the surplus?

· · A.· ·Correct.

· · Q.· ·And those are the regulations you're generally

referring to here in Paragraph 9-B?

· · A.· ·Well, I talk about it sort of at greater length in

the remainder of the testimony.· The regulatory implications

are potential concerns about the company'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 implications, I think, I discussed are

different.· The market implications are if the --

· · · · ·THE REPORTER:· I'm sorry, Doctor.· I'm sorry.  I

can't hear you.

· · · · ·THE WITNESS:· I'm sorry.· If the company's rating

declines due to its current financial condition, then the

market implications could be very severe, and I think I

mentioned some of them yesterday, but most prominently, the

fact that up to a million policies could be placed on the

market, and that's just homeowners policies placed on the

market.

BY MR. PLETCHER:

· · Q.· ·But these regulations, you would agree that these

regulations regarding action levels and so forth are a

separate set of regulations from the rate-setting regulations,

correct?

· · A.· ·Yeah.· They're -- I think that's correct.

· · Q.· ·Okay.· And your declaration, you don't include a rate

level calculation?

· · A.· ·No.

· · Q.· ·And you don't discuss the Department's rate

templates, or the rate-making formula under Proposition 103

anywhere?
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· · A.· ·No.· That's not part of my assignment.

· · Q.· ·Okay.· If you could turn to Paragraph 12?

· · A.· ·I'm there.

· · Q.· ·You're ahead of me.

· · A.· ·I hope I 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 with a fair and reasonable

return on capital, and in general if insurers earn that fair

return and retain the earnings in their firm, that will

provide surplus growth sufficient to meet the growing needs of

the company," is that correct?

· · A.· ·Yes.

· · Q.· ·And in fact, the Department's prior approval rate

template, that includes a profit provision, right, that has a

built in rate of return?

· · A.· ·There is, as I best understand it, a rate of return

and a profit provision built into the template.

· · Q.· ·And under these regulations insurers are entitled to

a profit of a maximum of the risk-free rate, plus about six

percent, correct?

· · A.· ·That's my recollection.

· · Q.· ·And the risk-free rate we're talking about that in

the regulations, that means the average of the short, and

intermediate, long term U.S. government bonds?· Is that how
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that's calculated?

· · A.· ·I don't recall the details.· That sounds correct, but

I was not attending to that portion of the rate filing.

· · Q.· ·I want to turn to your examination of State Farm's

market share for the past several years, so let's move to

Paragraph 51?

· · A.· ·Okay.

· · Q.· ·You state in Paragraph 51 that SFG's market shares

stood at 19.7 percent in 2015, and was 19.5 percent in 2024?

· · A.· ·That's correct.

· · Q.· ·So those are, you know, approximately the same

numbers, or .2 percent apart, but more or less the same?

· · A.· ·Correct.

· · Q.· ·But if I understood sort of some of your further

explanation yesterday, if we're looking 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 similar?

· · A.· ·Mm-hmm.

· · Q.· ·But in between it goes down, and then it comes back

up.· That's what we would mean by a U-shaped curve?

· · A.· ·Yeah.

· · Q.· ·And during this same time frame, 2015 to 2024, up

until the recent approval of the 20 percent increase, State
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Farm in that time frame either applied for no increase, or a

6.9 percent increase?

· · A.· ·Could you say that again?

· · Q.· ·Sure.· Over the time period we're looking at, this

U-shaped curve, during that time period, excluding the most

recent 20 percent increase that State Farm received, during

that time, the increase was either 6.9 percent, or they

requested no increase?

· · A.· ·That sounds correct, but I would like to look to the

-- Mr. Armstrong's supplemental declaration, because he has a

table there, and I'd like to confirm that statement?

· · Q.· ·Sure.

· · A.· ·So can you point me to where that is in this binder?

· · Q.· ·I'm not sure that's in the binder, but we might have

to get it from someplace else.

· · A.· ·I have a copy of it.

· · Q.· ·You have a copy of it?· Sure.· Okay.· That'd be very

helpful.

· · · · · · · ·(Brief pause in the proceedings.)

· · · · ·THE COURT:· The record will reflect that the witness

is leaving the stand to retrieve something.· The document he

wishes to refer to.

· · · · · · · (Brief pause in the proceedings.)

· · · · ·THE WITNESS:· So I'm turning to the page that's five

pages from the end of the document that has a heading called,
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"Exhibit M", and this is an attachment to the supplement to

the declaration of Benjamin Armstrong, and here it shows that

there were rates requested of 6.7 percent twice, and 6.0

percent once during that period that you mentioned before the

20 percent increase in 2023.

BY MR. PLETCHER:

· · Q.· ·Thank you.· I appreciate that clarification.· So I

think we're in agreement here that it was either a zero

percent increase, or an increase in the 6 percent range?

· · A.· ·You're talking about what was requested, not what was

approved?

· · Q.· ·Yes, right.

· · A.· ·Yes.· 6.2.

· · Q.· ·Okay.· Now, I understand the bottom of this U-shaped

curve that for market share that we've been discussing, and

I'm just talking broadly, I'm not trying to get a specific

day, but that would be approximately 2018 as where the market

share bottomed out?

· · A.· ·In 2017, but according to Mr. Armstrong's declaration

-- I'm sorry.· 2018.

· · Q.· ·Okay.· So it sounds like we agree on approximately

2018?

· · 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.· ·Well, I 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 I discussed briefly yesterday.

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

· · A.· ·Yeah.· That was, as I understand it, filed while the

preceding case was still in dispute, and so it was a filing

made based on new data, but it was during the pendency of the

proceeding --

· · Q.· ·-- I understand.· Thank you.· And just as a -- Taking

a step back here, just as a matter of supply and demand, I

hope you'll agree that all else being equal, consumers will,

you know, usually prefer the lower-priced product among the

choices?

· · A.· ·Of like grade and quality?

· · Q.· ·Yes?

· · A.· ·There are many insurance products on the market, and

I wouldn't say every one is of the like grade and quality as

State Farm General.

· · Q.· ·But just as a general economic principal, all else

being equal, the lowest price should be the preferred price?

· · A.· ·Without the qualification of like grade and quality

that's not correct, but with that qualification, I would

agree.

· · Q.· ·Okay.· And that' what I'm trying to get at with the

all else being equal, to make those things equal, so what
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we're really looking 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 underwriting losses."· That

should be about Lines 20 to 21?

· · A.· ·Yes.

· · Q.· ·But you also don't dispute when you're addressing

Consumer Watchdog's presentation about reinsurance, that State

Farm paid about 3 billion dollars to the parent company in

reinsurance premiums?

· · A.· ·I believe that they were talking about the net cost

of reinsurance, but the 3 billion dollar figure is one that

appears in the documents.

· · Q.· ·And then in Paragraph 24, you give an example of, you

know, potential lower cost reinsurance deals as your

addressing this topic, but those are purely hypothetical,

correct?

· · A.· ·Yeah.

· · Q.· ·Take a moment to turn to Paragraph 24?

· · A.· ·Yeah.· I said in the beginning of that paragraph,

"Consider the following hypothetical," and I also note that

the hypothetical is what if State Farm General had been able

to buy reinsurance at half the net cost, but I'm very careful
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to say I'm not suggesting that that would have been possible.

It is purely for illustration.

· · Q.· ·Thank you, I appreciate that.· I want to return here

to the interim rate.· You concluded that the interim rate is

increased, and that's reasonable and justified?· That language

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

out?

· · A.· ·Right.

· · Q.· ·And that's correct?

· · A.· ·Yeah.

· · Q.· ·Reasonable and justified?

· · A.· ·I thing that's repeated towards the end.· I believe

that's repeated at the end.· That's a summary conclusion I

draw from all of the analysis I've done.

· · Q.· ·Now, we discussed how you didn't use a rate template,

or a rate-making formula, correct?

· · A.· ·That's correct.

· · Q.· ·And you wrote that, "The interim rate increase is not

only reasonable and justified, but critical"?

· · A.· ·Yes.

· · Q.· ·But there's no analysis in your declaration showing

that the current rate is plainly invalid, right?

· · A.· ·I did not conduct an actuarial analysis as part of my

summary, no.

· · Q.· ·So you didn't analyze whether the proposed interim
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rate is within the allowable ranges under 10 CCR, Sections

2644.1, .2, .3?

· · A.· ·I did not do or perform a rate analysis using the

rate template.· My conclusions are based on my analysis of

State Farm General's financial condition, and the implications

of that with the California homeowners insurance market, and

that's the basis for my conclusion that the interim rate is

fair and reasonable.· That, along with the fact that I 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

allegations about State Farm's pricing strategies, correct?

· · A.· ·Yeah.

· · Q.· ·That's Paragraph 10-D?

· · A.· ·Oh, okay.· Okay.· I'm there.

· · Q.· ·Did you read the article?

· · A.· ·Yes.

· · Q.· ·Okay.· The article discusses risk exposure in

specific neighborhoods, Pacific Palisades, and similar areas.

You recall that?

· · A.· ·I don't recall the details.

· · Q.· ·Okay.· Your market share analysis, however, when you

were looking at State Farm's market share, that was a

statewide analysis?

· · A.· ·That's the only kind I could do based on
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publically-available data.

· · Q.· ·Okay.· So you were you not looking, you know, at

neighborhoods or ZIP codes?

· · A.· ·No.

· · Q.· ·Okay.· If we go back to your conclusion about the

interim rate being reasonable and justified a little bit, you

expand on that a little bit in Paragraph 10, and you say, "The

interim rate increase is not only reasonable and justified,

but in fact is critical to the health of SFG and the home

insurers market?

· · A.· ·California homeowners insurance.

· · Q.· ·Thank you.· Yes.· That's what you -- one of your

conclusions?

· · A.· ·Yes.

· · Q.· ·Okay.· And I think you testified yesterday, if I

understood you correctly, that you thought perhaps 600,000

homes could go on the market due to mortgage concerns if State

Farm doesn't get this rate?

· · · · ·MR. MADDIGAN:· I think that -- Objection.· I think

that misstates his testimony, although he can clarify.

· · · · ·THE WITNESS:· 680,000 is the number, I think, I put

in there based on an assumption that State Farm --

· · · · ·THE REPORTER:· -- Doctor, I can't hear -- Doctor, I

cannot hear you.· 680,000?

· · · · ·THE WITNESS:· I'm sorry.· 680,000 based on an
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assumption that State Farm writes a million homeowners

policies and that 68 percent of homeowners have mortgages,

which is based on the census data that we talked about

yesterday.

BY MR. PLETCHER:

· · Q.· ·Okay.· So --

· · · · ·THE COURT:· Just a moment.· Was the answer sufficient

to clarify the record despite your objection, Counsel?

· · · · ·MR. MADDIGAN:· I don't think so.· I think --· I don't

think so.

· · · · ·THE COURT:· Okay.· As a reminder, please pause when

there's an objection so we can address it.· Can you rephrase

that, or restate that, please?

· · · · ·MR. MADDIGAN:· Yes.· If I heard the question

correctly, I thought it asked about homes being put on the

market, rather than homeowners policies being forcibly

cancelled, and I don't believe the witness testified about the

homes being put on the market.· He can speak to that, but I

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 misstating the --

· · · · ·MR. MADDIGAN:· -- Misstating the prior testimony.

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

that?· You got away from me.
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· · · · ·MR. PLETCHER:· Sure.· The question was, "I thought

you testified yesterday that 680,00," I revised that, "homes

could go on the market due to mortgage concerns," and that's

how I understood the testimony yesterday.

· · · · ·THE COURT:· Okay.· So you can answer yes or no to

that?

· · · · ·THE WITNESS:· That was not what I was saying.· I was

saying that 680,000 homeowners that currently have State Farm

insurance might have to find or seek alternative insurance

coverage, because if State Farm's ratings are pushed below the

minimum levels required by Fannie Mae, and Freddie Mac, and

the banks, then the more -- the insurance will no longer serve

as protection of the collateral of the home.· That's what I

meant to say.· Not that 680,000 homes were going to be placed

on the market for sale.· Not at all.

BY MR. PLETCHER:

· · Q.· ·Okay.· Great.· I misunderstood you yesterday with

that testimony.

· · A.· ·I think everywhere where I've spoke to this issue in

my testimony, I talked about insurance serving as collateral,

and policies, or a large block of policies being placed on the

market.· I don't believe I ever referenced anywhere homes

being placed on the market for sale, so --

· · Q.· ·-- Okay.· And I I agree with you as to your written

testimony.· I just misunderstood your oral testimony
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yesterday.

· · A.· ·Okay.

· · Q.· ·If we could go back to the interim rate is critical

to State Farm, and forgive me if I missed it, but you didn't

name that interim rate anywhere in your declaration?

· · A.· ·Well, at the time I was writing the declaration, I

think the stipulation had proposed 21.8 percent, and I

understand that the revised stipulation, the supplemental stip

reduces that to 17.0, but I was just talking about whatever

the parties have agreed to, I believe it's absolutely

necessary both to immediately assist State Farm General in its

current financial condition, and also to send a signal to the

market that State Farm General is here to stay.

· · Q.· ·Whatever the parties agree to?

· · A.· ·Well, as between 17 and 21.8 percent, yes.· Whatever

the parties agree to, and I believe that State Farm would not

agree to something that was demonstrably inadequate or

wouldn't serve the purpose of attempting to restore some

semblance of financial condition.

· · Q.· ·But you haven't analyzed rates, so you don't have an

opinion whether 20 percent or 17 percent is critical to the

health of State Farm?

· · A.· ·I'm relying on State Farm to do that analysis, and if

they come to agreement with the Department as to a particular

value, I'm not going to second-guess that, and you're right.
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I haven't done any analysis that would support any specific

figure.

· · Q.· ·And I appreciate what you're saying about State Farm

is likely to select a number that's protective of its

interest, on the low end, but you didn't test the upper --

upper bound of that particular number?

· · A.· ·I didn't do any rate analysis of any kind.

· · Q.· ·Okay.· And you'd agree in general the self-interest

of State Farm would be to have as high a rate as possible that

could be approved?

· · A.· ·I would not necessarily agree with that.

· · Q.· ·Go back to Paragraph 10 here.· You write, and again,

this is in 10-E, "The interim rate increase poses no risk to

policyholders."· That's on Page 5, Lines 25 to 26.

· · A.· ·I see that.

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

· · A.· ·The sentence continues on.· "The stipulation includes

terms that require SFG to pay refunds to policyholders if the

interim rates proposed in this filing are determined to be

excessive."· That's an important clause of that sentence.

· · Q.· ·Let's explore this risk to policyholders.· Not

withstanding what you've got here in your declaration, I heard

you yesterday acknowledging hindrances, I believe was your

word, to policyholders from an interim rate?

· · A.· ·What word did you say?
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· · Q.· ·Hindrances?

· · A.· ·Maybe you can point to it in the record.· I don't

remember using that word.

· · Q.· ·Unfortunately, we don't have the transcript, so

that's -- I'm going off my notes.

· · A.· ·Yeah.

· · Q.· ·Okay.· Is it still your position that an interim rate

poses no risk to policyholders?

· · A.· ·Yes.· Because refunds with interest will be paid if

the rate that is implemented is determined to be excessive.

· · Q.· ·I think you emphasized this point in your declaration

again here in the same paragraph.· You wrote, "In light of

SFG's current financial condition, the benefits to the market,

and the absence of risk to policyholders, it seems obvious

that the interim rate should be approved."· Is that correct?

· · A.· ·And implemented as soon as possible, yeah, that's

correct.

· · Q.· ·So you see no risk here for policyholders?

· · A.· ·There's -- There's no obvious economic risk to the

policyholders.· There is perhaps a deferral.· If the rates

were ultimately determined to be excessive, and refunds had to

be paid with interest, then the policyholder would have

advanced some funds to State Farm General, but they would be

receiving back those funds with interest.

· · Q.· ·Let's -- Let's talk about that, cause now we're
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moving away from the interim rate, and -- and the process of

potential refunds, or just talking about advancing funds.· Now

as an economist, you'll agree that if I give you $600 right

now, because you promise to pay me back in one year, there's

real risk to me, right?

· · A.· ·Of what?

· · Q.· ·That you won't pay me back?

· · A.· ·I think the risk associated with that instance is

virtually none.

· · Q.· ·That may be true.· You might keep your promise to pay

me back, but, you know, even if you pay me back on time, in

one year, I still -- I don't have the money that money during

that year, correct?

· · A.· ·Right.· The interest is the compensation for the risk

you're bearing, and the time that money --

· · Q.· ·Right.· Part of that value could be captured by

interest rate, but there is still cost.· There's an

opportunity cost to me not having that money, and I gave it to

you for a year?

· · A.· ·That's the time-value-of-money part, and the risk

part is the part which is additional compensation above and

beyond the time value of money to reflect the risk of the

counter party.· I make a loan to you, and it's possible you

won't pay it back.· I'm going to charge you more than the risk

you made to make that loan.
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· · Q.· ·Right.

· · A.· ·So both things are accounted for.

· · Q.· ·Yes.· And if you and I agree to an interest rate for

this money I'm going to advance you, that's one thing.· If a

third party is setting the interest rate, and it's not the

interest rate I would select, then that's a real loss to me

too, right?

· · A.· ·I 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 time that it's gone?

· · A.· ·That's certainly possible.

· · Q.· ·And under the stipulation, if it's accepted, there's

no additional features for consumers other than paying a

higher rate?· You're not aware of any additional policy

enhancements, or anything that they're getting for paying a

higher rate?· Any changes?

· · A.· ·Not that I know of.· Not that I've seen in the

stipulation.

· · Q.· ·So as you understand it, nothing changes with respect

to the policies from the consumer's perspective, other than

there's a higher rate?

· · A.· ·Yeah.· That's what happens when costs exceed revenue,

is you have to charge higher rates.

· · · · ·THE COURT:· Counsel, can I just inquire what you're
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estimate is on the further cross?· Looking at taking a short

break.

· · · · ·MR. PLETCHER:· I think we will wrap up here in a few

questions, your Honor.

· · · · ·THE COURT:· Okay.

BY MR. PLETCHER:

· · Q.· ·Yesterday, you testified the primary role of the

Insurance Commissioner is solvency protections for insurers,

correct?

· · A.· ·I think I -- In my written testimony I think I said

absent -- I understand that insurance commissioners have

multiple roles, but from my view, the primary role is to

maintain solvency of the company's under that Commissioner's

jurisdiction.

· · Q.· ·That's your opinion?

· · A.· ·Yes.

· · Q.· ·Okay.· Now, here in California, you're aware that the

elected insurance commissioner position was created by

Proposition 103, correct?

· · A.· ·Yes.

· · Q.· ·And Proposition 103 is a consumer protection

initiative?

· · A.· ·It was a initiative to roll back rates by 20 percent,

and then to impose a different regulatory regime in

California.
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· · Q.· ·And that regulatory regime is prior approval for

rates?

· · A.· ·Yes.· With the exception of workers compensation

rates, I think.

· · Q.· ·And part of that prior approval process includes

public participation?

· · A.· ·Under certain circumstances, yes.

· · Q.· ·So would you agree that the Commissioner also has a

role in enforcing California's insurance consumer protection

laws under Proposition 103?

· · A.· ·Well, I certainly believe the Commissioner has a role

in enforcing the provisions of Proposition 103 --

· · · · ·MR. PLETCHER:· Thank you.· I appreciate your time.  I

have no further questions, your Honor.

· · · · ·THE COURT:· All 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 from 11:14

· · · · ·until 11:31 a.m.)

· · · · ·THE COURT:· All right.· Back on the record.· Resuming

after a morning break, late in the morning, with continuing

examination of the witness.· Now, I think the posture, unless

there's anything more from Consumer Watchdog for redirect, is

the Department gonna ask questions of this witness?

· · · · ·MS. MCKENNEDY:· Yes, your Honor.· The Department has
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just a few questions.

· · · · ·THE COURT:· Please go ahead.

· · · · ·MS. MCKENNEDY:· Thank you.

· · · · · · · · · · · · CROSS-EXAMINATION

BY MS. MCKENNEDY:

· · Q.· ·Good morning, Dr. Appel.

· · A.· ·Morning.

· · Q.· ·I was going to ask you, you just spoke about the

potential risks of a $600 loan to policyholders for State Farm

if they have this interim rate approved, even if it's subject

to refunds with interest, there's still a risk.· Do you recall

that testimony from a few moments ago?

· · A.· ·I think I said that I thought the risk, the counter

party risk for failure to pay was virtually none.

· · Q.· ·Thank you for the clarification.· I just want to find

out, in exchange for the $600 increase in rates, or whatever

the actual increase is, what are the State Farm General

policyholders getting in return?

· · A.· ·They're getting insurance coverage during the period

of time the policies in place.

· · Q.· ·If State Farm General doesn't get this interim rate,

in your opinion, are there any risks to these State Farm

General policyholders?

· · A.· ·I think there's certainly a risk that in the event of

another large significant catastrophic event the company
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becomes insolvent.

· · 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.· ·Absolutely, because regardless of insolvency, as I

stated quite extensively in my declaration, the impact on the

market of a reduction in credit rating, financial strength

rating, State Farm General would have potentially very serious

implications marked.

· · · · ·MS. MCKENNEDY:· Thank you, Dr. Appel.· No further

questions from the Department, your Honor.

· · · · ·THE COURT:· All right.

· · · · ·MR. MADDIGAN:· No redirect from us.

· · · · ·THE COURT:· Is there any reason that this witness

cannot be excused?· Any reason this witness cannot be excused?

All right.· Hearing none, thank you for your testimony.· We

appreciate your time today and yesterday.· You are excused.

· · · · ·DR. APPEL:· Thank you, your Honor.

· · · · ·THE COURT:· So during the break I received additional

filings.· This one from State Farm General, opposition to

Consumer Watchdog's motion that has been the subject of our

discussions earlier and yesterday about excluding the RBC

evidence.

· · ·Who -- Has anyone not seen that?· I don't mean that

you've read it, and digested it, but you've at least seen it?
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· · · · ·MS. MCKENNEDY:· Your Honor, the Department did see

it, and we essentially approve of the same arguments that

State Farm General's counsel is making.· We do renew our offer

of proof with respect to Ms. Shaw's testimony.· We remain

confident that we can clarify this issue.

· · · · ·THE COURT:· And with respect to Consumer Watchdog,

have you looked at that in connection with your position yet,

or do you need to still do so?

· · · · ·MR. PLETCHER:· If I could have a moment, your Honor?

There we go.· We have received it, and I'll say, skimmed it.

I did get it here in the e-mail.· At this point, you know,

we've put in our briefing, and State Farm's put in theirs, and

we'd appreciate an opportunity to reply.

· · · · ·THE COURT:· Okay.· 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:· Okay.· When do you think you could be

prepared to do that?

· · · · ·MR. PLETCHER:· We'll put it together as quickly as

possible.· We were able to meet our expectation to get it in

last night, and we'll try to do that as quickly as possible as

folks are available to work on it.

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

about how we navigate, you know, continued testimony given the
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broad request, and the motion 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:· I appreciate that concern.· We 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 come out.· That's sort of the

best solution I could think of to keep this proceeding moving,

and also to simultaneously address this issue.

· · ·I acknowledge with Ms. Shaw could be a more complicated

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

categories there.· That's -- Sitting here, that's the best

proposal I could think of, and certainly open to other ideas

as well.

· · · · ·THE COURT:· Well, let's be clear.· Ms. Shaw, I did

disqualify her, so we could -- subject to -- subject to that.

· · · · ·MR. PLETCHER:· Yeah.

· · · · ·MS. PRESSLEY:· Your Honor?· May I?

· · · · ·THE COURT:· Oh, absolutely, yes.

· · · · ·MS. MCKENNEDY:· I'm prepared to cross-examine Ms.

Shaw, and I don't plan to cross-examine her on her RBC

analysis.· I have some questions, as you suggested, that we

could ask her how she -- the testimony that she has in her --

that she consulted, or she considered the RBC instructions,
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that will go to the issue that we're talking about in the

motion, and in just the limited time that I had to review

State Farm's opposition, they actually say that they're

leaving to the Department 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 allowed

to consider in a rate proceeding, so regardless of, you know,

the arguments about what constitutes a report or the ratios,

she clearly said that, so I think our argument still stands

that she violated the statute, and so that information cannot

be used.

· · · · ·MS. MCKENNEDY:· Your Honor, I would object, because

that mischaracterizes Ms. Shaw's declaration testimony, and

again, I offer to provide an offer of proof to explain those

statements in her declaration.· I would also say if that is

the problematic set of a few lines in her declaration, the

solution is to exclude and strike those lines, but not exclude

or disqualify her as a witness.

· · ·She is the Department's only witness.· I am confident the

Commissioner wants to hear from her, and if you are inclined

to disqualify her as a witness, CDI immediately requests the

opportunity to respond in writing.

· · · · ·THE COURT:· I didn't disqualify her.· I misspoke.  I

disqualified Ms. Watson, so the record will reflect that those

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

· · · · ·MS. MCKENNEDY:· Thank you.

· · · · ·MS. PRESSLEY:· Yeah.· I would just have one response

is that our motion specifically identified in Ms. Shaw's

declaration the specific lines and page numbers that we're

seeking to strike, so we're not talking about disqualifying.

· · · · ·THE COURT:· Okay.· What I was trying to do is

outline, when you have a witness that's disqualified like

Watson, 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 I had suggested yesterday, and

just consistent with your comments now.

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

discern which is which to the extent it becomes 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 examinations very well, so

I'm trying to accommodate the parties and not, you know, make

it harder.· It sounds like you're on same page I'm on, so that

sounds good.

· · · · ·MR. PLETCHER:· And one further update, if I may, your

Honor?· I'm hopeful that, based on update I just received,
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that we would be able to get a reply brief in perhaps soon

after the lunch break.

· · · · ·THE COURT:· Okay.

· · · · ·MS. MCKENNEDY:· Your Honor, perhaps the Department

could have the opportunity to file an opposition first, before

they file a reply brief?· I 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 written

opposition, then I prefer to handle it --

· · · · ·THE COURT:· Yeah.

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

· · · · ·THE COURT:· So what does your timing look like, cause

you're here?

· · · · ·MS. MCKENNEDY:· I'm here, your Honor.· I believe,

some time tonight, but probably you'll be sleeping, so I

imagine you'll look at it first thing in the morning.

· · · · ·THE COURT:· Maybe.· Maybe.

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

Honor.

· · · · ·THE COURT:· Presumptions, presumptions.· So you want

to take the next witness?· Call the next witness?· We're at a

quarter to noon?

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

start with our next witness, or --
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· · · · ·THE COURT how long do you think the direct is?

· · · · ·MR. MADDIGAN:· More than 15 minutes, but less than

Dr. Appel.

· · · · ·THE COURT:· So is it a half hour?· I'm not holding

you to it.

· · · · ·MR. MADDIGAN:· Probably 45 minutes.

· · · · ·THE COURT:· What's the sentiment in the room?· You

want to break now, or do you want a 12:30 break, which pushes

us late into the afternoon when we come back?

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

· · · · ·THE COURT:· Okay.· So we'll -- we'll resume at 1:30?

All right.· Recess till 1:30.

· · · · ·MR. PLETCHER:· Thank you.

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

· · · · ·(Pause in the proceedings from 11:43 a.m.

· · · · · until 1:32 p.m.)

· · · · · · · · · ·WEDNESDAY, APRIL 9TH, 2025

· · · · · · · · · · · · AFTERNOON SESSION

· · · · ·THE COURT:· Everybody set?· All right.· On the

record.· Good afternoon.· Welcome back.

· · ·Our afternoon session in the matter of the rate

applications of State Farm General Insurance Company, and the

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

· · ·While on our lunch hour, both the parties were able to do

that, I see that there's been some distribution materials, so

looks like folks have been busy.

· · ·I am going to provide an instruction given the ongoing

filings, and the in limine motion on the RBC matter, but

before I do that, I'm also gonna do another housekeeping

thing, but is there anything from the parties that I need to

know before?

· · · · ·MR. MADDIGAN:· No, your Honor.

· · · · ·MS. MCKENNEDY:· No, your Honor.

· · · · ·THE COURT:· Is the next witness ready to be called?

· · · · ·MR. MADDIGAN:· Yes, your Honor.

· · · · ·THE COURT:· Before we do that, like I said, I'm going

to given an instruction, but I'm also going to do this, is

there somebody that can do me the favor of coming to the

bench?· Could you give one for yourself, and one for each of

the other parties, please?

· · · · ·MR. MADDIGAN:· Okay.

· · · · ·THE COURT:· So take a moment to look at that.· So in

the spirit of full and total transparency, which I assured you

of yesterday when this matter of the certificate of service

designees were, which I understand was in fact, as I had

somewhat speculated, a copy and paste from an earlier document

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

· · ·I only saw this, even though it's dated from this

morning, or timed from this morning, at the lunch hour, and

specifically the Special Counsel's Office asking for a copy of

briefing from Consumer Watchdog.· I provided no instruction in

connection with this.· This was handled by the clerical staff

without my input in any way, and they complied with the

request, as you can see from the face of the document.· Yes,

Ms. Pressley?

· · · · ·MS. PRESSLEY:· Your Honor.· I 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:· -- I only know what you see there, but if

you want to make inquiries, because I'm very sensitive to this

subject, and I'm just disclosing that this communication

occurred, especially on the heels of our conversation

yesterday.

· · · · ·MS. PRESSLEY:· Okay.· Okay.

· · · · ·THE COURT:· So you know that it did.· Especially,

Consumer Watchdog was heavily inquiring about forwarding

documents yourself, which I'm not going to say more to at this

point.· To be transparent, I just wanted to show the e-mail.

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

· · · · ·THE COURT:· Okay.

· · · · ·MS. MCKENNEDY:· Your Honor, should the parties
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request clarification regarding whether we should continue to

keep the Office of Special Counsel on our proofs of service,

or should we take them off?

· · · · ·THE COURT:· Well, for purpose of this proceeding, I

have jurisdiction, and I indicated yesterday, and I'll make

greater clarification that I think that we have to adhere to

the regulation, and like I 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 I think that

let's -- let's keep it clean, and not do anything that brings

into any question whether or not there's something happening

that there isn't, okay?

· · · · ·MS. MCKENNEDY:· Thank you, for the clarification.

· · · · ·THE COURT:· All right.· So the parties have continued

an argument in connection with the motion in limine brought by

Consumer Watchdog to exclude risk-based capital for insurers,

citing Evidence Code Section 739.8.· Only relevant evidence is

admissible under Evidence Code Section 350, and relevant

evidence itself is not admissible if a statute provides

otherwise, Evidence Code Section 351.

· · ·Consumer Watchdog's motion targeted the Department's

witness Shaw as a justification, but the form of relief sought

is broad, and seeks preclusion of all RBC evidence in this

case.· I effectively advised the parties at the outset of the

hearing, and in discussions following intermittently from the
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bench, that I would continue to receive their written and/or

hear their oral arguments on this motion with the ruling to

trail, but intended to cautiously guard development of the

record, both to protect the positions of the parties, and

avoid added delay in efficiency.

· · ·While motions in limine are appropriate vehicles for

excluding improper evidence, in this case we don't necessarily

have the comfort of knowing that a ruling, if later held to be

in error, will be -- have sufficient time to remand and

reopening of the record.

· · ·Initially, I suggested use of a voir dire as means of

witness navigation, which we may be revisiting, but at least

as to the initial witness, the parties seemed to have settled

on the use of continuing objections, and remain mindful of

developing the testimony 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

the evidence reserves the right to appeal only if the

substance, purpose, and relevance of the evidence is made

known by the questions asked, an offer of proof, or by other

means.

· · ·New theories of admissibility of excluded evidence may be

barred from presentation on appeal, and additionally, to

preserve an objection to erroneous admission of evidence, a
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party must timely object, or move to strike the evidence,

making clear the specific ground of the objection or motion,

so I'd just like you to please keep these considerations in

mind as we go forward.

· · ·With that, you can call the next witness.

· · · · ·MR. MADDIGAN:· Thank you, your Honor.· Applicant

would like to call Bryon Ehrhart.

· · · · ·THE COURT:· And I see him making his way to the

stand.· As you get settled there, try to position the

microphone so that when you speak it's, you know, about three

to four inches.· It's a little bit close maybe, but you get

used to it.

· · ·I will ask the court reporter to place you under oath

now.

· · · · ·THE REPORTER:· Thank you, your Honor.· Please raise

your right hand?

· · ·Do you solemnly swear or affirm the testimony you shall

give in this matter will be the truth, the whole truth, and

nothing but the truth?

· · · · ·THE WITNESS:· I do.

· · · · ·THE REPORTER:· Thank you.

· · · · ·MR. MADDIGAN:· May I proceed?

· · · · ·THE COURT:· Yes.

· · · · ·MR. MADDIGAN:· Thank you.

///
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· · · · · · · · · · · ·DIRECT EXAMINATION

BY MR. MADDIGAN:

· · Q.· ·Good afternoon, Mr. Ehrhart.

· · A.· ·Good afternoon.

· · Q.· ·You prepared a declaration in this matter, correct?

· · A.· ·Yes.

· · Q.· ·Please look at Exhibit 109 in the binder in front of

you?

· · A.· ·Okay.

· · Q.· ·You intended this declaration to be your direct

testimony in this matter; is that right?

· · A.· ·Yes.

· · Q.· ·We won't go through the entire declaration, but I

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 auditor of insurance, and insurance companies.· Also

advising on insurance risk before I joined AON 31 years ago.

I founded the analytic support group, supporting the

reinsurance business and reinvestment.· In that role I 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 intermediary.· We

handle a significant portion of the U.S. personalized

reinsurance business.

· · Q.· ·In your work at AON, do you have experience with

reinsurance for California risks?

· · A.· ·Yes.

· · Q.· ·Can you briefly describe that?

· · A.· ·Yes.· I've been involved in the reinsurance market

since after the Northridge earthquake, which occurred on

January 17th, 1994.· I joined AON two weeks later to work on

the build-up capacity for California and other states, working

in effect with Florida at the time, so we had a combined

problem of not being able to find sufficient insurance for

many of your clients at the time.· I have devoted most of my

career to raising capital for catastrophe risk.

· · Q.· ·Before we get into some of the more specific aspects

of your testimony, can you also just provide a general

description of reinsurance, and why it's important for

property catastrophe risk in particular?

· · A.· ·Yes.· Reinsurance, particularly for catastrophe

reinsurance, is necessary to help insurance companies stay

within their risk tolerances, and when we say risk tolerances,

many times the companies specify what portion of their

capital, or what portion of their annual earnings they're
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willing to lose in a single catastrophic event or a series of

catastrophic events, and we advise under the reinsurance

structure, companies that have gross exposure larger than

their capital or their earnings they're willing to use, how to

transfer that risk for a price to the international

reinsurance market.

· · Q.· ·Let's talk more specifically about some of the points

in your declaration, so one of the points you address is

whether State Farm General had too much reinsurance; is that

right?

· · A.· ·Yes.

· · Q.· ·What's the answer to that question?· Did State Farm

General have too much reinsurance?

· · A.· ·It did not.

· · Q.· ·Okay.· Can you explain why you believe that?

· · A.· ·Well, I took it in three parts, just to make sure we

were complete in our analysis, or my analysis.· The first part

was on, did they buy at too low of a retention, meaning buying

too much at the bottom of the program where it's particularly

costly to buy reinsurance.

· · ·The second part was, did they buy too much at the top,

meaning an exhaustion point was too high.· High relative to

the risk the company was exposed, and then I took the third

component, which was, did they pay too much for the

reinsurance that they purchased.· I took each of those three
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steps.

· · Q.· ·Okay.· So let's walk through each of those, starting

with the attachment point.· In your view, did State Farm have

the wrong attachment point?

· · A.· ·No.· Their attachment point was probably at the high

end of what we would see for companies of similar ratings.· As

I say in the declaration, we would typically see companies

with ratings similar to State Farm General's being 3 to 10

percent of capital.· State Farm General through the period of

the 10 years that I studied was consistently at the 24 to 26

percent of capital at risk for a single occurrence.· They

supplemented that, recognizing that's a high number, with an

aggregate retention protection, which generally, almost

perfectly consistently, left them exposed to no more than one

and one half of their earnings retentions retained during any

one year.

· · Q.· ·What about the second point that you looked at,

whether there was too much coverage at the top of the

reinsurance structure?· Did -- In your view, is that -- Was

that the case?· That did State Farm's program exhaust too

high?

· · A.· ·No.· They bought a prudent amount 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 requirements for the company's so
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they can sustain the ratings necessary to support the primary

and secondary mortgage markets.

· · Q.· ·Okay.· So let's talk about a couple of things that

you mentioned.· First, you used an expression, 1 in 250 year

event.· What does that mean?

· · A.· ·Yes.· We call those, as I say in the declarations,

the probable maximum loss.· Companies exposed to catastrophe

risk look at a range of potential events.· There's a range of

wildfire events in the case of California, as one of the

parallels that involved in the company such as State Farm

General.· They will look at the range of potential for

wildfires, for example.· Smaller wildfires not causing much in

insured losses are considered among 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

ascending order.

· · ·You can put a probability on each of those events.· When

you accumulate the probability up to 99.6 percentile, that's

the 1 in 250 year event, and State Farm General, like other

insurers, look at events of that level of severity to make

sure that they have sufficient coverage to protect their

capital.

· · Q.· ·Okay.· The third area of inquiry that you stated you

provided was to examine 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

low price compared to if you had to place it into the

unaffiliated reinsurance market.· As we've listened to, and I

state in my declarations, more than 80 percent of this cover

is 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

reinsurance price that we know, because we transact in the

unaffiliated reinsurance market.

· · Q.· ·So let's pause on that for a minute.· When you say,

"We transact in the unaffiliated reinsurance market," just

explain what you mean by that?

· · A.· ·Yes.· AON as a reinsurance broker, as I mentioned

before, we transact reinsurance for State Farm for a limited

portion of this program and place it in the unaffiliated

reinsurance market.· The remainder of the program is placed by

State Farm itself with its parent and other affiliates.

· · Q.· ·In your work on this matter, did you examine whether

State Farm benefitted from its reinsurance programs over the

10-year period prior to now?

· · A.· ·Yes, I did.· In many ways benefitted from it, but

going back to your price question just for a moment?

· · Q.· ·Sure.
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· · A.· ·You know, we estimated at various increases and

external prices are unaffiliated reinsurance prices, so as you

see in the declarations, we estimate that each of 2 billion

dollar additional occurrence limits, prices that are multiples

up to 4 times what they were able to acquire that cover for

from mainly their affiliated reinsurers, and that was a

benefit on its own.

· · ·The fact that, first, they could place as much as they

did.· They wouldn't have been able to complete this program in

the unaffiliated reinsurance market.· This is the largest

program, as I say in the declarations, in the State of

California that's exposed to wildfire.· Without its parent

willing to take over 80 percent of it, this program just would

not would have been placed at any terms that would have been

affordable by State Farm General.· The fact that the parent

provided it at such affordable prices means that policyholders

in the State of California certainly benefitted from the

existence of that reinsurance treaty, and not just on price.

· · Q.· ·Okay.

· · A.· ·Not just on capacity, but also on the performance of

the program throughout the years.· I noted in the 2017 and

2018 accident years, where there were material wildfires in

California, that the program worked as intended to remove rate

uncertainty from State Farm General's financial statements.

· · ·I'll take 2017 to start.· In 2017 the company incurred
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nearly 5 billion dollars worth of losses in accidents,

including wildfires.· In the initial estimate, the section was

about 1.8 billion dollars through the reinsurance agreements

that were in place at the time, and that was an important

moment for State Farm General to be able to see that

volatility, because at 1.8 billion, at the time they had

higher capital, so it was about 40 percent of their capital as

I recall, so without that the company would have had a severe

financial negative outcome that probably would have led to a

downgrade, or other things that are, you know, they're

manageable today because as the company's capital has

deteriorated, we're talking about those things.

· · ·So first in 2018 there was a material benefit, and I

knowing in some of the allegations from Consumer Watchdog,

that their work relied on the Schedule b or other schedules

that all treat the 2017 accident year average of recovery of

subrogation, but this reinsurance agreement provided for 2017

provided cover to the company until subrogation monies came

in, and those monies 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 losses down by about 900 million dollars, if I

recall properly, and even at that lower number, there were

still material cessions from State Farm General to the

reinsurers, and I 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 alone.

· · ·So the reinsurance was very effective.· Policyholders in

California benefitted from that volatility, and removed, and

just to be clear, the 2017 losses, and also 2018 losses that

exceeded the attachment 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

material balance sheet relief, and cash flow relief were there

and performed.

· · ·Later, you'll see that subrogation recoveries were made

in 2020, and early 2021 in the amount of about a 1.· -- 1.55

billion dollars, if I recall properly.· That's listed in the

audited footnotes at Note 12 from the 2020 financial

statements.· Those recoveries go back and reduce the direct

losses the company paid, because it's a subrogation

settlement, and therefore then reduced the amount of loss

ceded under the reinsurance treaties of 2017 and 2018.

· · ·So while it appears that there's less 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 performed very well for State Farm

General.

· · Q.· ·You reviewed Mr. Armstrong's declaration; is that
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right?

· · A.· ·Yes, I did.

· · Q.· ·And you saw that he took a snapshot of the

reinsurance program for a 10-year period ending in 2024?

· · A.· ·Yes.

· · Q.· ·I have two questions about that.· One is a conceptual

question, and the other one is a specific question about State

Farm's program.· Just conceptually, is that the right way to

look at a reinsurance program?

· · A.· ·No.· It's not the right way to look at, particularly

catastrophe reinsurance program.· When we use catastrophe

models in the reinsurance market for quoting and pricing,

reinsurance layers that may or may not ever get hit by a

catastrophe, or they may get hit.· Maybe only lower layers

will get hit.· Taking a 10-year snapshot across a time period

that we use to develop the models that are decades, not one

decade, but decades long, we just think in any comparison of

the, you know, annual calendars and the ceded losses, 1 year,

10 years is just not enough to complete, or to even figure out

if it meets expectations or doesn't meet them.· It's just a

short -- too short of a period for things that are multi-year

phenomenon, multi-decade phenomenon.

· · Q.· ·Okay.· Now the specific question about the analysis

of State Farm's program over that period.· It's -- Do you also

think that looking at the program only from the end of the
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period is the wrong way to look at it?

· · A.· ·It is, because as I mentioned before with

subrogation, the way subrogation is accounted for in the NAIC

annual statement, it reduces the direct losses that occur and

are paid by the company once subrogation recoveries are made.

When the subrogation recoveries come in, it's as if they never

existed in the next year's financial statements when you're

accounting for it on an accident year basis in Schedule b, so

I made sure in my study, to support my declarations, I went

back and look 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 financial

statements for those years, you saw the benefits from

increased recoveries that did not appear in the later year's

statements?

· · 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 statements

for 2020 for State Farm General.

· · Q.· ·In the course of your testimony today, a few answers

ago you referred to something called "capacity", and what did

you mean by that?

· · A.· ·Yes.· Capacity is the important part, and one of the
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most material benefits of State Farm General by buying the

reinsurance from its affiliate that it has the capacity to

fill such a large program, over 9 billion dollars of

reinsurance placed by State Farm General in the overall

market, and more than 80 percent is with its parent and its

affiliates, so without that parentage, strong parentage, there

would not have been enough capacity in the reinsurance market,

certainly after the 2017 and 2018 wildfires, and certainly not

now after you look at the first quarter of 2025.

· · ·I'll give you a little bit more about just the capacity,

because I believe your question runs into appetite, which I

mentioned in my declaration that following the 2017 and 2018

wildfires in California, we've had, in the reinsurance market,

a pretty strong reset in terms of what reinsurers believe is

possible in terms of severity for the events.

· · ·I think the CAL FIRE record of historical losses 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

I'd say the reinsurance market really had a reset moment after

2018.· Well, certainly after 2017 and 2018.· We've been

working with the reinsurance market trying to encourage the

rebuild of capacity, and the rebuild of confidence around

California wildfire management for reinsurance purposes, and I

think that the January 7th, 2025 events are -- I 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 look at information related to 2025 in course

of your work?

· · A.· ·I did.· It's actually noted in Note 22 to State

Farm's annual statement, and the renewal exposure to the

January 7th fires, or the January fires.· 7.9 billion dollars,

plus it's related assessments from the California FAIR plan,

F-A-I-R plan, and exposure, I believe, is noted around 400

million dollars.

· · Q.· ·And that's in the 2024 annual statement?

· · A.· ·Yes, sir.

· · Q.· ·Which came out in 2025 after the fires?

· · A.· ·Yes.· Those are due to the insurance departments on

March 1st and so they -- There's the note, '22 is labeled,

"Subsequent Events", and as accountants we take the time in

our financial disclosures, even though I'm not working for

State Farm, but as a former accountant, I know that there's a

"Subsequent Events" footnote where you have material

subsequent events listed there meant to be reported, so that

users of financial statements are fully informed if there is

something material that occurred beyond the balance sheet

date, but before the report date.

· · Q.· ·Did you see in the material that you reviewed that

was presented by Consumer Watchdog in this matter an
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allegation that State Farm's reinsurance program was designed

for the benefit of its parents, rather than State Farm --

rather than for State Farm General itself?

· · A.· ·I certainly did see that, and that is certainly,

seems to be not true.· It seems to be designed to sustain

State Farm General's financial stability for its policyholders

in California.

· · Q.· ·Let's talk a little about that.· Did you review also

Mr. Armstrong's declaration?

· · A.· ·I did.

· · Q.· ·Did you see anything in there that you disagreed

with?

· · A.· ·Well, the fist thing is just the omission to go back

and look at Schedule B completely, and not just the last

Schedule B, which fails to show the subrogation impact on

accident years 2017 and 2018, and I just know that that's an

important part of assessing the effectiveness of the

reinsurance treaties.· I think he goes on to say that you

can't assess the effectiveness of treaties looking at one data

point, and I think he's referring to the January 7th fires,

but I think if you look more comprehensively 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.

https://www.kennedycourtreporters.com


· · Q.· ·You talked about subrogation, and how subrogation

recoveries in later years effectively reduce the amount of

loss that needed to be ceded to reinsurers in prior years.

Who's at risk for whether subrogation is recovered or not?

· · A.· ·Well, certainly the company directly that pays the

losses, and the subrogation comes back, they will return money

to policyholders, but as a reinsurance broker, the losses that

are prior to the recovery of subrogation are higher, and

therefore they reach past the occurrence retention of the

reinsurance program, and when losses go through the retention,

losses are recovered from the reinsurers.· They're not, and we

refer to those as ceded-losses.· They remain ceded-losses

until such time as settlements with the utilities, in these

cases PG&E and SoCal Edison, reached settlements 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 time, reserves were ceded and actual cash payments

were transferred, so reinsurers paid State Farm General for

losses that they paid to their policyholders that exceeded the

attachment point of the occurrence salary.

· · Q.· ·What -- We touched on this as well, but let me ask

you directly as it relates to the question of whether the

reinsurance principal is designed to benefit State Farm

General.· What is the relationship, in your experience, or in

your view, what is the prudent relationship between a
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reinsurance program and a company's surplus?

· · A.· ·The reinsurance program and the company's surplus

come into view when we have thoughts around what is the risk

tolerance that's appropriate?· As I mentioned earlier, and in

the declarations, the typical range of capital or surplus in

this wording is 3 to 10 percent for people with ratings

similar to State Farm General's.· State Farm General at all

times during the 10 years that were under study here, had a

much larger retention for occurrence at about, in the range of

24 to 26 percent in my 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 Automobile

Insurance Company, and the fact that the company also

structured a cheaper form of reinsurance than occurrence

protection in the form of an aggregate retention program which

provided what the company needed to retain one and a half

times the occurrence retention.

· · Q.· ·You made a reference to the credit rating agencies,

and I wanted to, the last area I wanted to cover with you --

· · ·First of all, explain what you mean when you talk about

them, and also --

· · ·Well, first, elaborate what you mean 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 companies for

insurance companies financial strength, and in their review of

the financial strength they're looking at the capital surplus,

the premiums, the reserves, and the reinsurance programs to

establish whether or not an entity will have sufficient funds

to meet its needs upon stress events, which including, but are

not limited to, catastrophe events.

· · ·The reinsurance program that I studied in relation to

State Farm General was around their catastrophe business,

catastrophe exposure.· It was obviously sufficient to meet

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 from what you said, in your view,

there's a relationship between the reinsurance protection that

a company can -- between the protection that State Farm thinks

is maybe between the rating that State Farm had from the

agencies and the reinsurance protection --

· · · · ·THE REPORTER:· -- I'm sorry, Counsel.· Could you -- I

didn't get that.· The last sentence?

· · · · ·MR. MADDIGAN:· Sure.

BY MR. MADDIGAN:

· · Q.· ·It sounded to me like you said there has been a

relationship between the -- Well, what is the relationship, if

any, between the reinsurance program and the credit rating?
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· · A.· ·There's a strong relationship there.· The rating

agencies will look at stress events, maybe 1 in 200, 1 in 250

year event, and look at what the company's net results were

after the application of the reinsurance treaties, that in

this case, State Farm General purchased.· It will look at

those retentions then, or the amount that's left for the

company to cover and judge its impact to the company's

earnings and capital, and they'll make a judgment about

whether it's too much, and if it is too much, the company can

be subject to downgrade.

· · Q.· ·Have you been involved personally in discussions

about increasing the capacity of the reinsurance market in

California?

· · A.· ·Yes.· As I said, I joined AON two weeks after the

Northridge earthquake, and about 16 months after Hurricane

Andrew, recognizing that our clients were running very short

on catastrophe reinsurance capacity, so the reason I formed

our analytics group was to turn catastrophe risk into

financial language that would grow the marketplace, and so

I've devoted over 31 years of my life to doing that,

thankfully, successfully, but not up to the level of

occurrence limits that State Farm General requires.· I'm still

trying.

· · Q.· ·Do you think that State Farm General would have been

able to get the reinsurance that it needed without obtaining
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insurance from related or affiliated reinsurers?

· · A.· ·I don't think they could have.· Unfortunately, not

close.

· · · · ·MR. MADDIGAN:· One second, your Honor.· Okay.· Thank

you, those were the questions I had for you.

· · · · ·THE COURT:· And who's taking up the -- Who's taking

up the --

· · · · ·MS. MCKENNEDY:· The Department has no questions, your

Honor.

· · · · ·THE COURT:· Cross-exam?

· · · · ·MS. PRESSLEY:· Yes, your Honor.

· · · · · · · · · · · CROSS-EXAMINATION

BY MS. PRESSLEY:

· · Q.· ·Good afternoon, Mr. Ehrhart.

· · A.· ·Good afternoon.

· · Q.· ·So you are the Global Head of Growth and Strategic

Development for AON, correct?

· · A.· ·Yes.

· · Q.· ·Okay.· When were you first contacted to work for

State Farm General on this interim request?

· · A.· ·Probably a month ago.

· · Q.· ·And who contacted you?

· · A.· ·Heather Pierce.

· · · · ·THE REPORTER:· One more time?

///
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BY MS. PRESSLEY:

· · Q.· ·And what were you asked to do specifically?

· · A.· ·He asked for one more time.· It was Heather Pierce.

· · ·And I was asked to join a conference call with State

Farm's counsel, and discuss the role that they wanted me to

play.

· · Q.· ·Okay.· And do you have a written 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, 2024?

· · A.· ·No.· No.

· · Q.· ·Okay.· So you have -- You're here today, you're

expressing no opinion on the amount of the interim rate

request that is being sought by State Farm General?

· · A.· ·I'm here to talk about the reinsurance replacement of

State Farm General.

· · Q.· ·And you also are not here to testify to about State

Farm General's financial strength?

· · A.· ·No.· It's on the reinsurance, which of course is a

component of its financial strength, but I'm talking about the

reinsurance.

· · Q.· ·Right.· And you would not also be here to opine on

financial strength ratings in general?

· · A.· ·I'm not opining on them.· I'm just characterizing how
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the reinsurance program impacts them, mainly focusing on the

minimum ratings, cause there's a certain rating level that

State Farm General needs to remain above in order to continue

to serve policyholders in California.

· · Q.· ·Could 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 legal

proceedings or re-proceedings?

· · A.· ·Yes.

· · Q.· ·And what was that -- Can you name what those

proceedings, or do you recall generally when they were?

· · A.· ·I think they were about 10 years ago, and they

involved State Farm General's rates in California, and again,

my testimony related to the reinsurance program in place for

State Farm General.

· · Q.· ·Was that in the 2015 State Farm homeowners rate

hearing?

· · A.· ·It's in -- You're in the right section of time, I

think.

· · Q.· ·And I believe you already answered, but the substance

of your testimony 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

General?

· · A.· ·Yes, I do.· Yes, we do.

· · Q.· ·Can you describe, just briefly, that work?

· · · · ·MR. MADDIGAN:· Other -- Other State Farm affiliates,

is that the question?· I can't hear.

· · · · ·MS. PRESSLEY:· Other State Farm Affiliates of State

Farm General.

· · · · ·MR. MADDIGAN:· I object to the relevance of that.

· · · · ·THE COURT:· I'm going to allow it.· Overruled.

· · · · ·THE WITNESS:· So, yes, we do.· We place reinsurance

for other State Farm affiliates.

BY MS. PRESSLEY:

· · Q.· ·Besides the 2015, or about the proceeding that you

were just discussing about 10 years ago, do you know about how

many other times you've previously testified on behalf of an

insurance company?

· · A.· ·Maybe two or three other times.

· · Q.· ·And that would include administrative?· Civil

proceedings?· Any type of legal proceeding?

· · A.· ·One other time for a beach plan in North Carolina I

testified, and then multiple times, I guess, in front of

legislatures considering legislation generally around
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catastrophe insurance, and provisions in those states around

it where clients will ask me to testify about reinsurance

capacity and other matters.

· · Q.· ·So in your role with AON, do you mostly, commonly

work in association with insurance companies directly?

· · A.· ·Insurance companies, and states are involved with

generally catastrophe-related issues for both insurance

companies and states.

· · Q.· ·Okay.· Do you recall if you've ever testified on

behalf of insurance policyholders in any proceedings?

· · A.· ·No policyholders asked me to testify, but generally

in the states, when the states are asking me for their

assistance in creating solutions, those solutions are very

much focused on making sure policyholders have insurance

that's available and affordable.

· · Q.· ·Okay.· And are you doing, or have you ever done work

on behalf of the California Department of Insurance?

· · A.· ·I haven't.· Maybe I should disclose, back when the

California Earthquake Authority was formed, our firm, not me

personally, but our firm was involved in the creation of that,

and want to make sure that we're clear that our firm's been

involved with solutions in California for the state.

· · Q.· ·Do you recall about what year that would have been?

· · A.· ·1994.

· · Q.· ·Okay.· I'm gonna 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 knowledge of the facts and information provided

in your declaration for your work at AON, and that AON is the

broker of record for reinsurance placements in State Farm,

meaning State Farm General, correct?

· · A.· ·For certain placements, and by that I mean the

unaffiliated placements.

· · Q.· ·Okay.· How much of State Farm's reinsurance is placed

through AON?

· · A.· ·For State Farm General, less than 20 percent of the

reinsurance programs are placed through our firm.

· · Q.· ·And do you work in a personal capacity with State

Farm on reinsurance, or is it somebody else in your firm?

· · A.· ·It's a large team of us, and I lead that team.

· · Q.· ·How -- How long has AON been, I guess you would say,

a broker, or on behalf of State Farm General?· How long have

you personally worked with State Farm in placing its

reinsurance?

· · A.· ·So I've personally been involved in it since, I

think, 2001, but our firm has been involved since 1998, I

believe.

· · Q.· ·Okay.· Can you briefly describe what documents or

other materials that you reviewed in connection with your

declaration?
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· · A.· ·Yes.· I reviewed every annual statement of State Farm

General from 2014 through 2024.· I reviewed the audited

financial statements for those same periods.· I reviewed

certain exhibits that had reinsurance-related information that

were filed by State Farm in response to questions from the

California Department of Insurance related to the rates.  I

also reviewed the declarations of your firm as well.

· · Q.· ·Okay.· I believe it was in Paragraph 19 of your

declaration where you stated that, "My study of State Farm

General's reinsurance limits, retentions, and pricing included

all material reinsurance purchases it made during the period

2015 to 2024," and you said, "Therefore, my study was not

limited to limits, retentions, and pricing of the 20 percent

certain reinsurance layers and placed with unaffiliated

reinsurers."· Is the information that you relied on that's

listed there in Paragraph 19 publicly available?

· · A.· ·Yes.

· · Q.· ·Can you identify where that information would be

located?

· · A.· ·In -- Certainly, the Schedule B shows reinsurance

sessions each year.· The footnotes to the financial statements

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 Q to response to the CDI, there's a showing by State
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Farm of the retention, and the occurrence limit, the aggregate

retention, and the aggregate limit for each year of the 10

years of the study.

· · Q.· ·Okay.· And where there any other documents that you

reviewed in connection with your testimony that were not

public -- publicly-available documents?

· · A.· ·No.· Everything I used was publicly available.  I

should have mentioned that Exhibit Q, the premiums are also in

Exhibit Q for both the occurrence and the equity.· I think

that completes all the columns that are in Exhibit Q.

· · Q.· ·Okay.· What about the reinsurance contracts

themselves?

· · A.· ·Reinsurance contracts for the unaffiliated

reinsurance, frankly, I didn't have to review them again in

this context, because I'm very familiar with them.· I know how

they work.

· · ·The reinsurance contracts between State Farm General that

it purchases from its affiliates, including State Farm Mutual

Automobile Insurance Company were not provided to me, and I

don't believe they're public.

· · Q.· ·Okay.· So for the ones that you are -- that you said

you're familiar with, are those publicly available?

· · A.· ·I believe that holding company filings merit public

disclosure, but I'd have to ask.· I know that we prepare them

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

· · Q.· ·Okay.· And you've stated in your declaration that,

"State Farm General purchased reinsurance from its parent and

affiliated companies at costs well below the prices State Farm

General could have negotiated in the unaffiliated reinsurance

market," correct?

· · A.· ·Yes.

· · Q.· ·Have you done any type of analysis that would show

that the costs that it received from State Farm General are

lower?· Have you done any studies, or presented any other

information about the unaffiliated reinsurance market in this

case?

· · A.· ·Yes, I did, and I presented it in the paragraph that

explains the multiples of additional cost that would be

necessary to place meaningful increments of State Farm

General's program in the unaffiliated market, so each of those

increments that you see in that paragraph are roughly 2

billion dollars of unaffiliated limit that would need to be

procured, and transacting in those markets, or living.

· · ·I made estimates of what the additional cost State Farm

General would incur to place each of those increments.  I

didn't go all the way to the 100 percent immediately, because

that's just another 8 billion dollars, roughly, of limit that

would need to be placed, and it's just an amount that could

overwhelm the entire reinsurance plan, so I thought it would
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be useful in this context to explain in 2-billion-dollar

increments of addition at a time, so those numbers are

clearly displayed, and they go from 50 percent more, to up to

400 percent more.

· · Q.· ·Okay.· 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.· ·Okay.· And of the remaining 80 percent, how much of

that is -- of the affiliated reinsurance is placed with its

parents, State Farm Mutual, versus other affiliates?

· · A.· ·I believe substantially all of it, but I noticed in

Schedule F there were small amounts for two other State Farm

affiliates that, I just wanted to be inclusive of my comments,

but I believe the vast majority is with State Farm Mutual

Automobile Insurance Company.

· · Q.· ·Would it be more than 85 percent of that 80 percent?

· · A.· ·It is probably 99 percent of it.· I'm not showing the

Schedule F for the other affiliates.

· · Q.· ·Okay.· Thank you.· And then you also said in your

declaration, Paragraph 33, that State Farm General benefited

very materially from placing the majority 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 also have an opinion on

whether State Farm Mutual had a financial gain from this

reinsurance arrangement?

· · A.· ·I looked at the period under study, and I could see

the results for the period under study, and the period was

inclusive of the January 7th events, yes.

· · Q.· ·Okay.· Can you quantify the net financial result for

State Farm Mutual for the period of 2015 to 2024?· 2015 to

2024?

· · A.· ·The excess of ceded-premiums to all reinsurers, not

just State Farm Mutual, from State Farm General was about --

it was over 3 billion dollars worth of an excess of premium

over the ceded-losses.· I believe the calendar 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.· ·Okay.· But did you -- Do you have a quantification of

how much of that was just placed with State Farm Mutual in

terms of their financial gain from that time period?

· · A.· ·From a capacity perspective, I think we've discussed,

even in response to your questions, it was about 80 percent,

or more than 80 percent were placed with the affiliates, so --

· · Q.· ·Okay.· Would you -- I know that you've reviewed

Mr. Armstrong's declaration, and Paragraph 7 of his

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

· · A.· ·Would you mind?· If you just tell me the exhibit, and

I can just look at the same area you're asking me about?

· · Q.· ·Yeah.· 253.

· · · · ·MR. MADDIGAN:· It may not be in that binder.

· · · · ·MS. PRESSLEY:· I don't believe it was in that binder,

so is it okay for my colleague to hand it?

· · · · ·THE COURT:· You can approach.

· · · · ·THE WITNESS:· 253?

BY MS. PRESSLEY:

· · Q.· ·Yes.

· · A.· ·Is there a page number in particular?

· · Q.· ·Paragraph 7, it's Page 7.

· · A.· ·Thank you.

· · · · ·THE COURT:· Just so the record is clear, I do want to

identify that this is Consumer Watchdog's updated exhibit

list.· The attachments of 253 to 254.

· · · · ·MS. PRESSLEY:· Yes, your Honor.

· · · · ·THE COURT:· Okay.· Go ahead, please.

BY MS. PRESSLEY:

· · Q.· ·So do you agree that, at least with the dollar amount

there, that that seems correct?

· · A.· ·I don't agree with that.· This is meant to show the

performance of the reinsurance treaty over time, and it fails

to show the material sessions in 2017 and 2018, which numbers
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in reserves and payments 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 I

don't believe this chart accurately reflects the performance

of the treaties.

· · Q.· ·But do you agree with the statement that State Farm

-- there was a total net outflow from State Farm General to

the parent company with premiums, minus losses of nearly 3

billion during that time period?

· · A.· ·I see where these numbers come from, and they are all

after subrogation, so I think it was State Farm General did

receive recoveries during the period that were later returned

to all reinsurers because subrogation was received.· If you

look at the snapshot at the end, it does look like this, but

material benefits were derived by State Farm General during

the period shown that are not reflected.

· · Q.· ·Okay.· But we're not talking about the benefit to

State Farm General.· I'm just talking about what was received

directly by the parent company?

· · A.· ·I note that these numbers tied to the calendar-year,

and accident-year numbers in the end, post-subrogation.

· · Q.· ·Okay.· So is it through that State Farm's parent and

other affiliates are providing reinsurance coverage across

many or all layers 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 General

with its parent and the insurance affiliates.

· · Q.· ·Okay.· In Paragraph 14 of your declaration you stated

that, "If State Farm Insurance became insufficient coverage

for mortgages, the results would be that policyholders,

homeowners would be required to obtain insurance elsewhere,

potentially at a substantially increased price, if it would

even be possible for them to do so."· You recall that?

· · A.· ·Yes.

· · Q.· ·Did you perform any analysis, or examine any data to

support your claim that they would be required to obtain

insurance at substantially higher prices?

· · A.· ·It's my experience in this state following the 2017

and 2018, that many companies non-renewed policies that were

on their admitted forms, and those policyholders have had to

go to something called the California FAIR plan, and generally

they have received less coverage at higher prices than they

were not renewed for.

· · ·Further, the admitted market is only part of my

experience.· We are active in the non-admitted market too, and

that market also has quite limited capacity, but does provide

a form, that by definition, can't be as complete as an

admitted policy, and is at a higher price.

· · Q.· ·So that statement is based mainly on your experience,

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

· · A.· ·I'm in the business of looking at what's happening 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 my understanding from looking 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 terms than the policy form

and at a higher price.

· · Q.· ·Okay.· Did you perform any analysis, or examine any

data to support your exclaim that policyholders would be

unable to obtain coverage elsewhere?

· · 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 wholesale broker to enter the E&S market.· Both things

are difficult for a policyholder to pursue.

· · Q.· ·Is if possible that policyholders could obtain

comparable or even more affordable coverage from a different

insurer?

· · A.· ·I don't think so.

· · Q.· ·There's no other option in California besides State

Farm?

· · A.· ·There are other admitted carriers, but many of them

have gone through non-renewal cycles following the 2017, and
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2018, and from what I understand from my experience is that

risk appetite for writing more California wildfire exposed

businesses is not something on their agendas, at least until

they can better understand the peril.

· · Q.· ·Okay.· I believe you also stated that Consumer

Watchdog's objections contend that State Farm General

purchased too much insurance.· You recall that?

· · A.· ·Yes.

· · Q.· ·Can you identify where in Consumer Watchdog's

objections Consumer Watchdog made that contention?

· · A.· ·After reading the documents, I believe it was my

takeaway that you were critical of the amount of reinsurance,

that it was structured, I believe you said, to benefit the

affiliate rather than State Farm General.· Maybe I

misconstrued that to say you thought that they were buying too

much from their affiliate, or structured it improperly,

neither of which I find to be true.

· · Q.· ·Okay.· But you -- There was no direct statement that

stated that, to your knowledge?

· · A.· ·That was my takeaway from reading them, but I guess I

could probably go to try and find something more specifically,

but --

· · Q.· ·Okay.· Thank you.· Okay.· You also stated in your

declaration, I believe this is at Paragraph 30, that without

its parent and affiliates reinsuring over 80 percent of these
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reinsurance limits State Farm General would not be able to

place the entire program, correct?

· · A.· ·Yes.

· · Q.· ·So based on that, would you agree that State Farm's

market share would be lower than it is now without the

availability of reinsurance from its affiliates?

· · A.· ·I'll let the company talk about its market share.

I'm just saying that the reinsurance requirements from its

exposure required more reinsurance than would be available in

the unaffiliated reinsurance market, so what I'm saying there

is that without State Farm Mutual Automobile Insurance

Company's reinsurance affiliates, this program would not have

been possible to place in an unaffiliated market that would

have been suitable for State Farm General or its

policyholders.

· · Q.· ·Okay.· And just touching briefly back on the issue of

the rating agencies, financial strength rating agencies, you

haven't done any analysis to support your claims that State

Farm General -- that policyholders would suddenly have their

mortgages dropped if their financial strength ratings go down?

· · A.· ·It's a fact that the primary and secondary mortgage

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 homeowners

insurers become insolvent.· Those policyholders that have

https://www.kennedycourtreporters.com


mortgages end up having to scramble 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,

policyholders of insurers that get downgraded below those

levels really struggle to find maximum coverage.

· · Q.· ·Okay.· So you're not -- You're not testifying, either

in your declaration or here today, that any type of timeline

of when that would happen?

· · A.· ·I didn't put it in the declaration, but I know it

happens quickly upon a downgrade, because the mortgage

companies generally that generate a mortgage sold it to GSA's

or to the Federal Government that have rules, and those rules

at each of the insurance rules come 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 knowledge of

the -- how quickly, based on State Farm General's current

financial condition, a potential downgrade could happen?

Whether that would be in the next two months?· Three months?

Six months?· You're not here to testify to that process, and

how quickly they are, or how close they are to being

downgraded, correct?

· · A.· ·I believe that's addressed by Dr. Appel, so I just

know that those ratings come into play for making sure that

reinsurance is structured prudently.
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· · · · ·MS. PRESSLEY:· Okay.· Nothing further.

· · · · ·THE COURT:· All right.· Given that we had the cross,

is there anything from the Department, before I go and turn it

over for redirect?

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

· · · · ·THE COURT:· All right.· Any on redirect?

· · · · ·MR. MADDIGAN:· Yes.· A few questions.

· · · · · · · · · · ·REDIRECT EXAMINATION

BY MR. MADDIGAN:

· · Q.· ·First, I 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 General, true?

· · A.· ·True.

· · Q.· ·In your discussion with counsel for Consumer

Watchdog, particularly when you were talking about the chart

in Mr. Armstrong's declaration on Page 7, you -- you said

something that hadn't been explained before, so I just want to

make sure that it's clear.· You talked about a loss ratio, and

you talked about it increasing from 16 percent to 234 percent;

is that correct?

· · A.· ·That's correct.

· · Q.· ·Can you explain what you meant by that?

· · A.· ·Yes.· The 10-year period under study as a ceded-loss

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 mentioned, it's a tremendous amount of

catastrophe insurance, so it's expected to be low, but just

adding in seven days into 2025, that 16 percent goes to 234

percent.

· · Q.· ·And explain how that happens if you go into 2025?

· · A.· ·It happens because in note 22 of the State Farm

General annual statement it says 7.9 billion dollars worth of

losses were incurred, and all but I think 200-and-some million

of that are ceded to the reinsurers, so the 7.7 billion or so

of losses are ceded under that, so that wipes out any prior

gains from prior treaty years that were under study.

· · Q.· ·So if you extended this timetable in Mr. Armstrong's

chart by six months, what would it look like?

· · A.· ·It looks like 234 percent, and you only have to

extend it seven days.

· · · · ·MR. MADDIGAN:· No further questions.

· · · · ·THE COURT:· Anything further?· Is there any reason

this witness cannot be excused?

· · · · ·MR. PLETCHER:· Nothing further here, your Honor.

· · · · ·THE COURT:· All right.· You are excused.· Thank you

for your testimony today.· Enjoy your afternoon.

· · ·All right.· I'm gonna probably take a break, but I just

want to say, inquire as to what's up next.

· · · · ·MS. MCKENNEDY:· Your Honor, Consumer Watchdog has

asked to take their witness Ben Armstrong out of order in
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order to accommodate his travel schedule.· The Department's

fine with that, but I do want to let you know that Ms. Shaw

has a hard stop tomorrow at 4:00 p.m. for a family engagement.

· · · · ·THE COURT:· Okay.· Thank you.· And any input from

State Farm General?

· · · · ·MR. MADDIGAN:· There's no objection to taking him out

of order, as long as we have sufficient time with him.

· · · · ·THE COURT:· Okay.· What's the anticipated direct from

this witness?

· · · · ·MR. PLETCHER:· For Mr. Armstrong, hoping to get it

done in about 45 minutes, maybe a little bit more.

· · · · ·THE COURT:· Okay.· So I'm asking because of the

Department indicating on their pending witness, which even if

they have a hard stop tomorrow, maybe they don't want to stay

around today, but you want to try and see if -- I don't know

what's your -- how long your direct will be, but it looks like

it's pretty put together?

· · · · ·MS. MCKENNEDY:· Yes, your Honor.· I don't think the

Department will have more than half an hour worth of direct on

Ms. Shaw, so I imagine that she's the only witness tomorrow,

we should be able to get her done, but --

· · · · ·THE COURT:· That should be fine.

· · · · ·MS. MCKENNEDY:· Hopefully.

· · · · ·THE COURT:· But I don't think we're going to get it

in today.· All right.· So we'll take a recess till 3:00
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o'clock.· 15 minutes.· Off the record.

· · · · · (Pause in the proceedings from 2:44 p.m.

· · · · · ·until 3:00).

· · · · ·THE COURT:· All right.· Please come to order.· Okay.

Back on the record after a short break, or the afternoon break

in our State Farm General Insurance Company, Cases

PA-2024-00011, PA-2024-00012, and PA-2024-00013 on the matter

specifically dealing with the matter of the proposed

stipulation.

· · ·All right.· Ready to call the next witness out of order,

right?

· · · · ·MR. PLETCHER:· Yes, your Honor.

· · · · ·THE COURT:· All right.

· · · · ·MR. PLETCHER:· We'll call Benjamin Armstrong out of

order.

· · · · ·THE COURT:· All right.· With the party's agreement,

we are calling Consumer Watchdog's first witness.

Mr. Armstrong?· And I think you were in the room when I

mentioned earlier today to try to keep the mike within four

inches of your --

· · · · ·MR. ARMSTRONG:· -- That's correct.

· · · · ·THE COURT:· -- direction of your speaking.· You don't

have to worry about turning around.· I didn't say that to the

witness yesterday, but I can see you on the screen here, so

facing counsel is just fine.· I appreciate you wanting to give
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me your attention, but I can pay attention from here, and

please be mindful that -- that you speak clearly, and pause if

there is an objection so that I can deal with that before you

provide the answer, okay?

· · · · ·MR. ARMSTRONG:· Yes, your Honor.

· · · · ·THE COURT:· All right.· With that I'll have the court

reporter put you under oath, please?

· · · · ·THE REPORTER:· Yes, your Honor.

· · ·Mr. Armstrong, please raise your right hand?

· · ·Do you solemnly swear or affirm the testimony you shall

give in this matter will be the truth, the whole truth, and

nothing but the truth?

· · · · ·THE WITNESS:· I do.

· · · · ·THE REPORTER:· Thank you.

· · · · · · · · · · · ·DIRECT EXAMINATION

MR. PLETCHER:

· · Q.· ·Good afternoon, Mr. Armstrong.· Would you please

state your name and current role?

· · A.· ·Benjamin Armstrong.· I am the staff actuary for

Consumer Watchdog.

· · Q.· ·Would you briefly describe your actuarial credentials

and professional experience?

· · A.· ·Yes.· I'm a fellow of The Casualty Actuarial Society,

and I've been performing actuarial work for the past 12-plus

years.
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· · Q.· ·And what is the fellow of The Casualty Actuarial

Society?· What is that?

· · A.· ·Yeah.· The Casualty Actuarial Society is foremost

society aggregation of actuaries in the United States,

performing actuarial services for property casualty insurance,

and to be a fellow means that you've passed a rigorous set of

examinations, and have been designated as such.

· · Q.· ·And are you a member of any other actuarial

organizations?

· · A.· ·Yes.· I'm a member of the American Academy of

Actuaries.

· · Q.· ·And what is that?

· · A.· ·That is a interdisciplinary organization that

promulgates the actuarial standards and practices, among other

things.

· · Q.· ·Prior to joining Consumer Watchdog, what did you do?

· · A.· ·I was an actuarial for Markel Insurance based out of

Richmond, Virginia for about 11 years.· Started out doing

pricing work for workers compensation insurance in about 32

states, including California, and toward the end of my tenure

I began doing primarily reserving work on workers

compensation, as well as splitting my time about 50, 50 with

reserving for global reinsurance across multiple commercial

and personal lines.

· · Q.· ·And did you submit a CV in connection with this
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matter?

· · A.· ·I did.

· · · · ·MR. PLETCHER:· Your Honor, may I approach?

· · · · ·THE COURT:· Yes.

· · · · ·THE WITNESS:· Thank you.

· · · · ·THE COURT:· Thank you.· The witness and I have just

been handed Consumer 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

230?

· · A.· ·Yes, I'm there.

· · Q.· ·Is that the CV that you submitted in this matter,

Exhibit 230?

· · A.· ·Yes, it is.

· · Q.· ·Did you prepare any declarations with respect to this

matter?

· · A.· ·Yes, I did.

· · Q.· ·Could you please turn to Exhibit 253, that's a

handout in front of you?

· · · · ·MR. PLETCHER:· Your Honor, that's the amended exhibit

list that we passed out to the earlier witness.

· · · · ·THE COURT:· Yes.· Yes, I have it.

BY MR. PLETCHER:

· · Q.· ·What's Exhibit 253?
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· · A.· ·I'm looking at it right now.· That's my first

declaration in this matter.

· · Q.· ·Was that submitted in connection with the objections?

· · A.· ·Yes.

· · Q.· ·And then if you could turn to Exhibit 254?

· · A.· ·Okay.· I'm there.

· · Q.· ·If you recognize it, would you please describe this

exhibit?

· · A.· ·Yes.· This is a supplemental declaration that I filed

in support of Consumer Watchdog's reply brief.

· · Q.· ·And do you intend for these declarations to serve as

your testimony here today, in addition to other testimony that

you'll offer here orally?

· · A.· ·I do.

· · Q.· ·Okay.· I'm gonna ask you about your declarations now.

What was the purpose of preparing the declarations?

· · A.· ·The declarations were prepared primarily to show that

State Farm has not met its burden of proof to show that its

current rate is plainly invalid, thus making it eligible for

an interim rate increase under California law.

· · Q.· ·And did you reach a conclusion?

· · A.· ·I did.

· · Q.· ·I what was your conclusion?

· · A.· ·State Farm's current rates are not plainly invalid,

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

· · Q.· ·Okay.· We'll return to the plainly invalid language

here in a moment.· If I could just get you to turn to Exhibit

254?

· · A.· ·Okay.· I'm there.

· · Q.· ·And to Paragraph 5?

· · A.· ·Okay.· I'm there.

· · Q.· ·Could you describe the analysis occurring here in

Paragraph 5?

· · A.· ·Yes.· In order to ascertain whether State Farm's

current rates are plainly invalid I conducted five different

scenarios ranging from the original analysis that I provided

with my initial declaration, and then changing one variable at

a time up to the fifth scenario, which is identical to the

indicated rate changes shown in State Farm's interim rate

filing, and developing these different indications in

increasing order of favorability to State Farm General shows

that for none of them is State Farm's current rate proven to

be plainly invalid.

· · Q.· ·Okay.· Let's -- Let's take them sort of one at a

time.· We go to the bottom of Paragraph 5, you see a chart?

· · A.· ·I do.

· · Q.· ·Does this chart -- What does this chart show?

· · A.· ·These are the results from the five different rate

indication scenarios that I just described, ranging from
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Number 1, which was my original analysis provided with my

initial declaration, and then subsequently changing one

variable at a time to get to Scenario 5, which is identical to

the interim rate template provided by State Farm.

· · Q.· ·Okay.· Let's start with the first scenario.· Could

you please describe that scenario and what results were

reached?

· · A.· ·Yes.· On February 5th, 2025, State Farm General filed

their interim rate request, and I was asked to quickly perform

an analysis based on what was provided, and add to that my own

methodology, and my own assumptions about the most actuarially

sound elements to use in that analysis, and this is the result

of that initial analysis showing that the minimum rate change

for State Farm General for the homeowners line would be

negative 27.4 percent, and the maximum was still negative

slightly at negative 0.1 percent.

· · Q.· ·Thank you.· And I think you touched on this, but can

you explain by what you meant by your own analysis?· What you

-- How you did all of this?

· · A.· ·Sure.· The California prior approval rate filing

instructions in the associated rate template have a pretty

narrow definition of elements that can be changed within an

actuarial analysis to result in a range of indicated rates,

maximum and minimum as shown here in this table, and so what I

did was look at the elements that State Farm General had
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provided in their initial filing in mid-2024, as well as in

their updated interim rate filing on February 5th, 2025, and

made my own judgments as far as the most actuarially sound

values for things such as their catastrophe load, loss

development factors, trend selections, and incorporated those

elements into this initial analysis.

· · Q.· ·Turning to Scenario 2, can you please describe this

scenario and your results?

· · A.· ·Yes.· In this scenario I changed one element from the

initial scenario, which was the loss development factor.  I

increased that to 7, or 1.739 in keeping with the loss

development factor selected by State Farm General.

· · Q.· ·So if I understand you correctly here, we're moving

from Scenario 1, which involved selections that you made, but

here you're introducing one of State Farm's selections?

· · A.· ·That's correct.

· · Q.· ·Could you turn to Scenario 3?

· · A.· ·Yes.

· · Q.· ·And could you please describe this scenario and the

results?

· · A.· ·Yes.· Can you -- Which one this is?

· · Q.· ·If you look at Paragraph 5 on your declaration?

· · A.· ·Oh, yes.· Thank you.· It's right in front of me.

This is the one where I took my calculated AIY or Amount of

Insurance Years trend factor from Exhibit 9, which is used to
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calculate the catastrophe adjustment factor, and increase that

to State Farm's selected 9.3 percent from their interim rate

template.· Just note, that these changes are cumulative, so

this builds on Scenario 2.

· · · · ·THE REPORTER:· One second.· One second.· One second.

One second.· Can I ask you to slow down, please, Mr.

Armstrong?

· · · · ·THE WITNESS:· Oh, yes.· I'm sorry.

· · · · ·THE REPORTER:· That's okay.· Thank you, Counsel.

BY MR. PLETCHER:

· · Q.· ·So here you've introduced two of State Farm's

selections?

· · A.· ·Correct.· By Scenario 3, yes.

· · Q.· ·Okay.· How about Scenario 4?

· · A.· ·And in keeping with the pattern, this takes Scenario

3 and adds an additional element of State Farm General's

selected CAT to AIY ratio rating scheme that was presented, so

the rating scheme that they presented first in their interim

rate filing from February 5th, I added that as an element of

my Scenario 4.

· · Q.· ·And finally, if you could turn to Scenario 5, and

explain 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 General's selected

non-catastrophe trend factors, and these were from their
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original filings, since they did not submit an updated

standard exhibits template with their interim rate filing in

February of 2025.

· · Q.· ·So if I understand you correctly, this is identical

to the February scenario?

· · A.· ·The February 5th, 2025 scenario submitted by State

Farm has the same range of indicated rate change as my

Scenario 5, because it uses the same assumptions.

· · Q.· ·Okay.· Can you draw any conclusions across all five

scenarios with regard to the rate?

· · A.· ·Yes.· When analyzing whether a current rate is

plainly invalid we want to look at the change at minimum in

the first column of percentages in this table, and the reason

for that is if a rate were plainly invalid, even the minimum

indicated change would be a positive number.· In other words,

if a rate were plainly invalid, the minimum indicated change

would be an increase, however, in all five of these scenarios,

the change at minimum is not only a negative number, but a

double-digit negative number, 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 minimum percentage rather than the change

at the maximum percentage?

· · 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 minimum indicated rate is a positive or

negative number.· If positive, that would indicate that the

minimum indicated rate change is an increase, however,

contrary to that, here we're seeing that in all five

scenarios, even Number 5, which uses assumptions that are most

favorable to State Farm, that is a double-digit decrease.

· · Q.· ·Thank you.· If I can ask you to turn to Paragraph 7

in your declaration?

· · A.· ·Yes.· I'm there.

· · 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 amount of the

filed rate change by State Farm General.· Again, this is

pertaining to their February 5th, 2025 interim rate filing

wherein the homeowners line had maximum indicated rate change

of 21.8 percent.· The results in dollars of that rate change

from the earned premium amounts shown in their interim rate

filings for all of the lines was a total of 914 million dollar

increase, and 753 million dollars for the homeowners line

alone.

· · Q.· ·And I understand you're looking at Column 4 here of

that chart?

· · A.· ·That's correct.

· · Q.· ·And that reflects the 21.8 percent rate in the

original stipulation?
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· · A.· ·It is the 21.8 percent from the interim stipulation

from February.

· · Q.· ·And could you describe Column 3?

· · A.· ·Yes.· Subsequent to that, there was a number, I

believe, suggested by CDI, and I believe agreed upon in a

two-way stip between the CDI and State Farm General 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

Column 3.

· · Q.· ·Thank you.· I want to briefly turn your attention to

reinsurance.· Do you claim that State Farm had too much

reinsurance?

· · A.· ·No.· I do not.

· · Q.· ·Okay.· Let's take a step back.· As part of your

analysis, did you analyze State Farm's reinsurance structure?

· · A.· ·To the extent possible using publicly-available data.

· · Q.· ·And based on your analysis, what did the data show in

terms of net payments to affiliated reinsurers?

· · A.· ·From the information I was able to obtain that's

publicly available it showed that for every individual year

from 2015 to 2024, State Farm General paid out more in

reinsurance premiums than it received in reinsurance

recoveries as of the 2024 annual statement.

· · Q.· ·And approximately how much more as a total?
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· · A.· ·Roughly 3 billion dollars across all 10 of those

years.

· · Q.· ·Did your analysis look at attachment points with

respect to State Farm's occurrence treaties?

· · A.· ·Yes.· I reviewed Exhibit Q, which shows the

attachment points for the occurrence treaties for three years,

2015 through 2024.

· · Q.· ·And what were you conclusions about those attachment

points?

· · 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 wildfire year, and

then subsequently decreased to 250 million dollars as of 20 --

the latest year, which I believe was 2023 or 2024.

· · Q.· ·And what were you conclusions about those, or did you

have conclusions?

· · A.· ·The conclusion would be that State Farm did not

purchase enough reinsurance in those years where their --

their attachment point was 1 billion dollars.

· · Q.· ·And why did you conclude that?

· · A.· ·Because they paid out more than they ultimately

received back in reinsurance recoveries during those years,

particularly 2017 and 2018.

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

is an attachment point?
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· · A.· ·It's similar to a deductible for personal insurance,

like auto insurance.· It's the level below which the primary

insurer, State Farm General in this case, is liable for

payment of claims.· Beyond that attachment point is when the

reinsurance recoveries kick in.

· · Q.· ·Market share has been a recurring topic in this

proceeding, so I want to turn to that really quickly.· Could

you please to turn to Paragraph 18 in your exhibit?

· · A.· ·Yeah.· I'm there.

· · 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'm sorry.· Thank you.· Yeah.· The rate increase

history?

· · A.· ·Yeah.· So this shows State Farm General's rate

increase history from the period late-2016 through mid-2023.

· · Q.· ·And what does this chart show?

· · A.· ·This chart shows that State Farm's filed and approved

rate increases for the homeowners line were 6.9 percent in

every year that a rate increase is shown, and notably, no rate

increase was filed or approved effective in the years 2019 and

2017.

· · Q.· ·Do you know if during those years State Farm's

maximum rate indication was higher than 6.9 percent?
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· · A.· ·I do.· For each of those years in question their --

their -- Did you say filed?· I'm sorry.· Could you repeat the

question?

· · Q.· ·Sure.· Do you know if during those years State Farm's

maximum rate indication was higher than 6.9 percent?

· · A.· ·Thank you.· Yes.· The maximum rate indication in all

of those years was considerably higher than 6.9 percent,

ranging from the upper teens to the low 30's in terms of

percentages.

· · Q.· ·All right.· Now let's turn to market share.· If you

could look at Paragraph 24?

· · A.· ·Okay.· I'm there.

· · Q.· ·State Farm has argued that it's market share has

remained stable.· Did you look at this?

· · A.· ·Yes, I did.

· · Q.· ·And what did you find out about their market share

from the decade roughly 2014 to 2024?

· · A.· ·Yeah.· It's true that the market share percentage of

21.4 is identical between the year 2014 and 2023, but just

looking at the endpoints misses the fluctuations in the middle

of the period where we can see that while their market share

decreased from 2014 to 2018, beyond that, up to 2023, they

experienced growth in market share.

· · Q.· ·And I think you said earlier in 2015 and 2019 there

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

· · Q.· ·Turning back to your original declaration, did you

have any concerns as far as State Farm's methodology in their

filings?

· · A.· ·Yes, I did.

· · Q.· ·Could you describe those, please?

· · A.· ·Sure.· Primary concerns would have been the mismatch

between the data endpoints used for the amount of insurance

years trend, and the -- Well, no.· I think I'm thinking of the

interim rate increase.· Pardon me.

· · Q.· ·Take -- Yeah.· Take your time.· There's different --

different parts here.

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

original filing from mid-2024, correct?· This is the original

--

· · Q.· ·-- Yeah.· Yes.· Exactly.· The February filing?

· · A.· ·Okay.· Now I've got my head on straight.· Thank you.

· · · · ·MR. TETI:· Can you just re-ask the question, please?

I'm sorry.· I didn't follow the question.

· · · · ·MR. PLETCHER:· Sure.

BY MR. PLETCHER:

· · Q.· ·Considering the February 5th interim rate filing, the

rate template that was filed there, did you identify any

methodology concerns with that filing?

· · A.· ·Yes, I did.· Primary among those was the mismatch in
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the data used for the non-catastrophe rate indication,

non-catastrophe loss date and premium data through year-end

2023, and the amount of insurance years trend data through

year-end 2023, versus the catastrophe loss data, which had

been updated through the first few weeks of 2025.

· · Q.· ·And why were those inconsistencies important to you?

· · A.· ·Well, to create an actuarially sound ratio, such as

the catastrophe to AIY ratio that I spoke about earlier, you

want to use consistent data endpoints just to be sure that

there isn't any kind of offsetting or mismatch between what's

going on in -- in data that may be interrelated, and so using

an amount of insurance years trend that is cut off at year-end

2023, while allowing the catastrophe loss data to be updated

through the first few weeks of 2025, results in a potentially

distorted CAT to AIY ratio, which directly impacts the

catastrophe adjustment factor, and that factor has a

significant influence on the final rate indication.

· · Q.· ·And why isn't that actuarially sound?

· · A.· ·Again, because if you are using -- creating a ratio

between two values that are derived using data that is updated

through 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 time period.

· · Q.· ·I believe you also noted changes in State Farm's

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

· · A.· ·That's correct.· Exhibit 9 is the derivation of the

catastrophe adjustment factor, the CAT to AIY ratio that I was

talking about a moment ago is part of Exhibit 9.· An

additional issue I had was change in the weighting methodology

applied to the individual years of catastrophe loss.· In their

original filing from mid-2024, State Farm General used 34

years of catastrophe-loss data with a weight to the latest

period of 6.2 percent, and then contrast that with the Exhibit

9 submitted with their interim rate filing in February 2025.

They moved to use only 20 years of catastrophe-loss data, and

most concerningly, the weight to the latest period increased

nearly 2 percentage points from 6.2 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 LA wildfires, and the increased

weight to that period gave an outsized weight to the -- the

extraordinary loss amounts that resulted from the LA fires.

· · Q.· ·Did you make any adjustments to the catastrophe

weighting between your declarations?

· · A.· ·I'm trying to recall if this was between the two

declarations I submitted.· I guess in my initial declaration I

reverted the original weighting scheme used by State Farm

General in their initial filing from mid-2024, this is the one
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I referenced a moment ago, which had a weight of 6.2 percent

on the latest period, so I applied that weighting scheme to

their updated catastrophe-loss data, inclusive of the 2025

wildfires in an attempt to offset what I felt was an

unsupported increase in the weight to that latest period, and

then subsequently in my supplemental declaration, as I stated,

I began with those weights, the lower weight, from State

Farm's original filing from mid-2024, and then in Scenario 4,

I believe, one of the scenarios, I moved to the weighting

scheme that they used in their interim filing, which applied a

7.8 percent weight to the latest year and used 20 years of

catastrophe-loss data.

· · Q.· ·Okay.· I'm gonna refer back to Paragraph 5 in your

declaration?· Does that help you recall?

· · A.· ·Yeah.· That's -- That's correct.· I guess I guessed

right.· Scenario 4 is the one where I went to State Farm's

selected 7.8 percent weight for the latest year and use of 20

years of catastrophe-loss data, moving to that from the

original weighting from their 2024 filing, which I had used in

the previous scenarios.

· · Q.· ·Could you please describe what you found with the AIY

trend?· In the -- between the State Farm's filings, and how

you understood it?

· · A.· ·Yeah.· I appreciated information that helped me

understand the derivation of that number, and support
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therefore was shown in Exhibit T.· The value of 9.3 percent

that State Farm is using for AIY trend is supported in their

Exhibit T, although it must be noted that the endpoint of that

data runs out of year-end 2023, so this is concerning because

they're applying that AIY trend to year-end 2023 data, and

then combining it with catastrophe-loss data through the

beginning of 2025.

· · Q.· ·And that's what I wanted to ask you about next would

be the combined effect of these adjustments, both to the

catastrophe weighting, and the AIY trend?

· · A.· ·Are you referring to any analysis I would have done

subsequent to my supplemental declaration?

· · Q.· ·No.· With respect to your scenarios?

· · A.· ·So the combined effect of using the updated weighting

scheme and reverting to State Farm's 9.3 percent AIY trend,

that would result in the rate indication range shown in

Scenario 4.

· · Q.· ·So just to conclude here.· In your actuarial

judgment, does any evidence in this proceeding show that State

Farm's rates are invalid?

· · A.· ·No.

· · Q.· ·And based on your actuarial analysis, is there any

justification for granting interim relief at this time?

· · A.· ·No.

· · · · ·MR. PLETCHER:· Thank you, your Honor.· No further
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questions.

· · · · ·THE COURT:· Okay.· For cross is the Department going

to question this witness?

· · · · ·MS. MCKENNEDY:· The Department would like to question

this witness, but it is State Farm's case, so I defer to let

them go first if they'd like that?

· · · · ·THE COURT:· Sure.· I just wanted to check in with

you.· Okay.· Cross-examination?

· · · · ·MR. TETI:· Yes, your Honor.· First, your Honor we

have a binder of documents 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 I'm looking at a binder

that's just been handed to me with a cover page saying, "State

Farm Interim Rate Hearing Armstrong Examination."

· · · · · · · · · · · CROSS-EXAMINATION

BY MR. TETI:

· · Q.· ·Good afternoon, Mr. Armstrong?

· · A.· ·Hi.

· · · · ·THE COURT:· I should say too, it has tabs for

sections marked as Exhibits A and B.· 1, actually 1 through

15, some with subsections, some with numbers, and those

lettered.

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

· · · · ·MR. TETI:· The binder is comprised of exhibits that

have -- your Honor has received otherwise in other binders

that are already part of the exhibit list in this matter.

There are tabs that will help direct us to the documents

easily over the course of the cross-examination.

· · · · ·THE COURT:· Thank you.

BY MR. TETI:

· · Q.· ·Okay.· Mr. Armstrong, you're familiar with State Farm

General's interim rate submissions that occurred in February

of 2025, correct?

· · A.· ·Yes.

· · Q.· ·You reviewed the information that was submitted by

State Farm General at that time, correct?

· · A.· ·Yes, I did.

· · Q.· ·Two days later on February 7th, 2025, Consumer

Watchdog informed CDI and State Farm General that it would not

stipulate to the interim rates requested; isn't that right?

· · A.· ·That's correct.

· · Q.· ·And Consumer Watchdog's position was based in part on

an actuarial analysis that you performed between February 5th

and February 7th, correct?

· · A.· ·Yes.

· · Q.· ·In about 48 hours?

· · A.· ·Yes.
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· · Q.· ·And in that 48 hours you concluded that the maximum

rate indication change with homeowners line, to use one

example, should instead be negative .1 percent, correct?

· · A.· ·Yes.

· · Q.· ·And at that time you called that conclusion

preliminary?

· · A.· ·Yes.

· · Q.· ·Over six weeks later on March 24th, you submitted

your declaration for this interim rate hearing, right?

· · A.· ·Correct.

· · Q.· ·In that time you had the opportunity to update your

February 7th analysis of the proposed interim rates; isn't

that right?

· · A.· ·Theoretically, yes.

· · Q.· ·But you did not do so, correct?

· · A.· ·Not at that time.

· · Q.· ·Exhibit B, to be specific, Exhibit B to your March

24th declaration is the same actuarial report that you

provided on February 7th, right?

· · A.· ·It looks like it, yes.

· · Q.· ·You made no changes?· Is that a yes?

· · A.· ·Yes, sir.· Sorry.

· · Q.· ·You continued -- In your March 24th declaration, you

continued to call your analysis, quote, "preliminary"; 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 Consumer

Watchdog's position regarding the appropriate maximum and

minimum permitted earned premium indications," end quote.· You

stand by that testimony?

· · A.· ·Could you repeat that, please?

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

it?

· · A.· ·That would be great.

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

· · A.· ·I don't see a Tab 1.· Oh, there.· All right.· So

first tab, Paragraph 5?

· · Q.· ·Paragraph 6, Page 5?

· · A.· ·Page 5, Paragraph 6.

· · Q.· ·And this is also Consumer Watchdog labeled as

Exhibit, just for the record, earlier today.· Let's see?

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

· · Q.· ·Yes, and just for the record, I just want to identify

the exhibit number for the court reporter.· Consumer Watchdog

253, and we're looking at this -- State Farm General also

identified this as an exhibit prior, State Farm General 182.

· · ·Okay.· So back to your -- back to your declaration, so I

was just quoting from it, and in the declaration you state,

quote, "Your actuarial report does not reflect Consumer
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Watchdog's position regarding the appropriate maximum and

minimum permitted earned premium indications," 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.· ·Okay.· Okay.· Let's turn to Tab 2, which is your

supplemental declaration, Mr. Armstrong.

· · A.· ·Okay.· I'm there.

· · Q.· ·Great.· And as you walked through with Mr. Pletcher,

your supplemental stipulation provides five different

scenarios, right?

· · A.· ·Correct.

· · Q.· ·So hopefully you can help me better understand these

today.· As we move down the list of scenarios, you change a

variable to show the impact of that change, right?

· · A.· ·Yes.

· · Q.· ·Change of a key assumption, and then you show the

impact?

· · A.· ·Yes.

· · Q.· ·And just to quickly tick through a couple examples,

Scenario 1 is the original range from your February and March

reports, right?

· · A.· ·That's correct.

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

of assumption, one assumption, to show the impact to the loss
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development factor; isn't that right?

· · A.· ·That's correct.

· · Q.· ·Okay.· And the other two, other three scenarios

similarly illustrate the impact of changing some key

assumption, right?

· · A.· ·It's cumulative impact, yes.

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

· · A.· ·Okay.· I'm there.

· · Q.· ·And for the record, that's Exhibit State Farm General

152, and let's turn to Page -- what is Page 4 of that

document, and the footnote at the bottom, footnote 6, now you

said you were familiar with State Farm General's February

submissions in connection with its interim rate, right?

· · A.· ·That's correct.

· · Q.· ·And do you see footnote 6 on this document?

· · A.· ·I'm sorry.· You said Page 4?

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

· · A.· ·Okay.

· · Q.· ·What is this document?· Have you seen it before?

· · A.· ·I'm looking at it.· Just a moment.· Yes.· I've seen

this.

· · Q.· ·What is it?

· · A.· ·This is a letter from officers of State Farm General

to Ricardo Lara dated February 3rd, 2025.

· · Q.· ·Okay.· Now let's turn to page three of the original

https://www.kennedycourtreporters.com


letter, footnote 6.· Just let me know when you get there?

· · A.· ·Yes, I'm there.· Thank you.

· · Q.· ·Okay.· And you see where it states that State Farm

General quote, "Requests a full hearing for final rate

analysis to be based on fully updated rate templates using

data from the first quarter of 2025," end quote.· You see

that?

· · A.· ·Footnote 6?· Yes, I see that.

· · Q.· ·Yes.· Okay.· And then do you see the next sentence

where it states, "For purposes of determining the interim

requested we have calculated an updated rate indication using

the standard rate templates including -- included in the

filings by changing two inputs."· Do you see that?

· · A.· ·Yes, I do.

· · Q.· ·So isn't it true that what State Farm was doing here

is taking its original rate templates, and updating them to

show the impact of two inputs; isn't that right?

· · A.· ·Yes.

· · Q.· ·In similar fashion to the scenarios that we walked

through earlier, correct?

· · A.· ·I think there's a bit of a mismatch.

· · Q.· ·And the two inputs, though, that State Farm General

updated from its original rate templates were the May 1st,

2025 effective date, correct?

· · A.· ·Yes.
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· · Q.· ·And, quote, "A new catastrophe provision that

incorporates wildfire loss estimates up through the most

recent fires," right?

· · A.· ·Yes.

· · Q.· ·Now let's turn to Tab 6?

· · A.· ·Can I make a statement before we do that?

· · · · ·THE COURT:· Do you have an objection, Counsel, to

making a statement before that?

· · · · ·MR. TETI:· Just as a procedural objection, I would

ask a question before he could make a statement.

· · · · ·THE COURT:· What is it you're trying to offer?  I

mean, what are you speaking to?

· · · · ·THE WITNESS:· Shall I say it on the record?

· · · · ·THE COURT:· Well, the nature of it, not the --

· · · · ·THE WITNESS:· -- It's -- It's to clarify that it's a

mischaracterization 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 WITNESS:· Okay.· Thank you.

BY MR. TETI:

· · Q.· ·Let's turn to Tab 6, please?

· · A.· ·Okay.· I'm there.

· · Q.· ·And this is Exhibit State Farm General 162, have you

seen this document before?

· · A.· ·I'm looking at it.· Doesn't necessarily look familiar
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or unfamiliar.· I 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 last page, Page 8, please?

· · A.· ·Okay.· I'm there.

· · Q.· ·You see the date March 2017?

· · A.· ·I see the date March 17th, 2025.

· · Q.· ·And are you familiar with the -- some of the official

filings and records from the Insurance Commissioner in this

case?

· · A.· ·Yes.

· · Q.· ·Do you recognize this to be one such filing by the

Commissioner's Office in this case?

· · A.· ·I mean, I can't read through the whole thing right

now, but yeah.· It looks 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 complete set of

rate-setting data through the end of the first quarter of

2025, or another mutually agreed-upon updated data cutoff date

by, between the parties, and as may be ordered by the ALJ."

· · · · ·MR. PLETCHER:· I'm sorry.· Could you read, just to

the location of that?

· · · · ·MR. TETI:· Lines 12 to 15?
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· · · · ·MR. PLETCHER:· Which 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

complete set of rate-setting data through the end of first

quarter of 2025," right?

· · A.· ·That's correct.

· · Q.· ·That wasn't ordered to be done for the interim rate

hearing, right?

· · A.· ·That's correct.

· · Q.· ·Okay.· So let's return to your declaration

Mr. Armstrong.· Your supplemental declaration, which is Tab 2.

· · A.· ·Okay.· I'm there.

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

have on Page 3, okay?

· · A.· ·Okay.

· · Q.· ·As you stated in your declaration and your testimony

earlier, under each scenario, the current rate, in your view,

falls within what you've called, quote, "a lawful range",

right?

· · A.· ·I'm not -- I didn't mention lawful range early.  I

said that it's not plainly invalid.

· · Q.· ·Okay.· Well, let's look at the language of your
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declaration then, particularly Page 2, Lines 23 to 24.· Let me

know when you're there?

· · A.· ·Okay.· That says, "lawful range".

· · Q.· ·Do you mean something different by "lawful range"

versus "plainly invalid"?

· · A.· ·Let me review that.· One moment.· Yes.

· · Q.· ·You do mean something different?

· · A.· ·Yes.

· · Q.· ·Okay.· Well, let's start with your declaration?

· · A.· ·Okay.

· · Q.· ·And Lines 23 to 24.· Quote, "The results are

consistent under each scenario.· The current rate falls within

a lawful range."· End quote.· Okay.· You stand by that

statement?

· · 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,

right?

· · A.· ·Yes.

· · Q.· ·A rate reduction of 15 percent would be within a

lawful range, right?

· · A.· ·Yes.

· · Q.· ·A rate reduction of 27.1 percent would be within a

lawful range, right?
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· · A.· ·Yes.

· · Q.· ·And to use a term from Consumer Watchdog's reply

brief, you believe a rate reduction of within that lawful

range would be within also what Consumer Watchdog has termed

a, quote, "zone of reasonableness", correct?

· · A.· ·Based on the maximum and minimum rate indications

shown here, yes.

· · Q.· ·So a rate reduction of 25 percent would be within the

zone of reasonableness, in your view?

· · A.· ·Based on the maximum and minimum indicated rate

changes shown here, yes.

· · Q.· ·And is the term, "zone of reasonableness" an

actuarial that you're familiar with?

· · A.· ·No.

· · Q.· ·And you don't use the term "plainly invalid" in your

declaration at all, right?

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

· · Q.· ·You want to take a quick look and see if you can

refresh your recollection?

· · A.· ·Let's -- Let's assume not for the purposes.

· · Q.· ·But you've used that term today, right?

· · A.· ·Yes.

· · Q.· ·That's not an actuarial standard is it?

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

an actuarial.
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· · Q.· ·It's a legal term, right?

· · A.· ·Yes.

· · Q.· ·And you're not a lawyer, right?

· · A.· ·That's correct.

· · Q.· ·All right.· So I'd like to turn to some of the

different factors that you've been talking about with respect

to components of the rate change model, and let's start with

loss development factor?

· · A.· ·Sure.

· · Q.· ·All right.· What's loss development factor?

· · A.· ·So that is factor used to take losses as of a given

evaluation, typically, for example, 12, 24, 36 months, and

develop them to the amount that will ultimately be paid out

when all claims are settled.

· · Q.· ·And you assert in your February, sorry, your March

declaration that State Farm's original loss development factor

was, quote, "excessive", right?

· · A.· ·Yes.

· · Q.· ·And in that report, with respect to loss development

factor, was your objection for State Farm General's use of

that LDF for homeowners only, or for all lines?

· · A.· ·Homeowners only.

· · Q.· ·Are you familiar with the loss development regulation

10 CCR 2644.6?

· · A.· ·To the extent that it governs the prior approval rate
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template, yes.

· · Q.· ·Are you aware that it requires selection of loss

development based on the three-year dollar-weighted average

from the loss development triangle?

· · A.· ·Unless 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 turn to -- It's been

Bates labeled, and so let's turn to the page that's been Bates

labeled SFG-182051?

· · A.· ·Okay.· I'm there.

· · Q.· ·Let's look at your selection for LDF on this page.

Can you describe that for us, please?

· · A.· ·Yeah.· You said 051, correct?

· · Q.· ·Yes?

· · A.· ·Okay.· So this is the renter's coverage?

· · Q.· ·Yes.· What was your loss development factor selection

for renter's coverage?

· · A.· ·Sorry.· I need something straight to make sure I'm

looking at the right thing.

· · Q.· ·I'll just ask, was it 1.610?

· · A.· ·Yes.

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

SFG-12403?

· · A.· ·Okay.· I'm there.

· · Q.· ·Okay.· And do you see -- What is this page?· Maybe
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you can just help orient us with this?

· · A.· ·Yeah.· This is one of my favorite pages in all of the

prior approval rate templates.· This is Exhibit 7, loss

development triangles.· This is the non-catastrophe paid, loss

development triangles for the renter's coverage.

· · Q.· ·And do you see 1.610 on this?

· · A.· ·I sure do.

· · Q.· ·And -- So is this where you got the 1.610 for the

loss development factor we just covered on the last page?

· · A.· ·You figured me out.

· · Q.· ·Okay.· All right.· Let's try another example.· Make

sure I understand this.· So we'll go to Tab, back to Tab 2,

Exhibit B, and Page 052 this time?

· · A.· ·Okay.· I'm there.

· · Q.· ·And what was the loss development factor you chose --

Well, sorry.· Withdrawn.

· · ·Let me just ask, what is this page in your Exhibit B?

· · A.· ·What is this page?· This is the rate change

calculation for the condominium unit owners coverage.

· · Q.· ·And what was the loss development factor you chose

for this?· For condo coverage?

· · A.· ·1.485.

· · Q.· ·Okay.· Now let's go back to the triangles in Tab 8.

This time, let's turn to Page 7, so we're in exhibit SFG-1247?

· · A.· ·Got it.
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· · Q.· ·And do you see at the bottom where it says 1.485 on

this loss triangle document?

· · A.· ·Yes.

· · Q.· ·Is this where you got the 1.485 in your original --

in your model?

· · A.· ·It sure is.

· · Q.· ·Okay.· And that's compliant with the reg, right, to

select it from the loss triangle?· The three-year

dollar-weighted average?

· · A.· ·To the extent the reg informs the prior approval rate

template instructions, yes.

· · Q.· ·And your selection in those two instances were

compliant with the reg, right?

· · A.· ·Correct.

· · Q.· ·And they matched exactly State Farm General's

selections for those two loss development factors, right?

· · A.· ·That's correct.

· · Q.· ·You agreed with State Farm General's loss development

factor selections for those two -- for those two lines of

business, right?

· · A.· ·That's correct.

· · Q.· ·Okay.· Now let's turn to Tab -- We're going back to

your model, Tab 1, Exhibit B.· This time let's look at Page

49, this is Exhibit SFG-18249.· Strike that.

· · · · ·Let's go to 47, Page 47.
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· · A.· ·Okay.· I'm there.

· · Q.· ·Okay.· What was the loss -- What page is this in your

-- in your rate change calculation model?

· · A.· ·This is the rate change calculation for non-tenant

homeowners.

· · Q.· ·And what was the loss development factor that you

selected for the homeowners model --

· · A.· ·-- 1.725.

· · Q.· ·Okay.· Now let's go, like we've done before, back to

Tab 8, this time -- Actually, let's go to Tab 9.· Tab 9.

SFG-123, Page 3.

· · A.· ·Okay.· I'm there.

· · Q.· ·And do you see the same place where we saw those

other numbers that matched your model, it reads 1.793?

· · A.· ·I do.

· · Q.· ·Okay.· And that does not match the loss development

factor selection you made in your model, right?

· · A.· ·You're right.

· · Q.· ·Why not?

· · A.· ·I felt that the 1.793 was excessive based on outsized

values in the latest diagonal, and so I made an attempt to

adjust those in my initial analysis, however, I changed that

in my subsequent analyses to 1.793 consistent with what State

Farm is using, and that can be seen in Scenarios 3 and up from

my supplemental declaration.
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· · Q.· ·And when you made that adjustment originally, did you

assume a variance would apply?

· · A.· ·No.· I did not.

· · Q.· ·So under the reg we discussed earlier, without a

variance, you were required to pick 1.793 in the loss

development 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

declaration, supplemental declaration.· Sorry, one moment.

· · ·So in your April 7th declaration, your supplemental, you

state that, "Consumer Watchdog has reverted to State Farm

General's selection -- selected value of 1.793", correct?

· · A.· ·For Scenario 2?

· · Q.· ·You used the word "reverted" specifically?

· · A.· ·Can you -- Can you point me to where that is, please?

· · Q.· ·Yes.· Page 4, Lines 22 to 24.· You see that now?

· · A.· ·Yes.· Thank you.· I do.

· · Q.· ·Okay.· So State Farm has reverted to State Farm --

I'm sorry.· You have reverted to State Farm General's selected

value of loss development factor value of 1.793, because

that's the correct loss development factor, correct?

· · A.· ·Because that's the only loss development factor

available without a variance.
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· · Q.· ·And when you say, "reverted" in your declaration, you

mean you corrected what had been a mistake, right?

· · A.· ·That's correct.

· · Q.· ·Now, let's look at the impact of that on your chart

on Page 3.· By your own calculations at Scenarios 1 and 2,

correcting for that mistake would have the effect of

increasing the maximum range of the rate indication from

negative .1 to 3.6, right?

· · A.· ·Correct.

· · Q.· ·Okay.· Now let's turn to another concept that you

discussed earlier, AIY trend factor.· Are you familiar with

that?

· · A.· ·Yes.

· · Q.· ·Okay.· What is AIY trend factor?

· · A.· ·AIY refers to Amount of Insurance Years, the exposure

base for homeowners, and the AIY trend is how the total amount

of insurance years changes over time.· It could be considered

as, like, a -- consistent with inflation in home values, for

example.

· · Q.· ·Could you repeat the -- the full title of the acronym

that you just -- AIY that you just --

· · A.· ·-- Sure.· It's Amount of Insurance Years.

· · Q.· ·Okay.· I was confused, because in your supplemental

declaration at Paragraph 11 you stated that AIY stands for

Annual Incurred Year.· You see that?
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· · A.· ·I do see that.

· · Q.· ·That's wrong?

· · A.· ·Yeah.· I'm honestly not sure how that ended up in the

declaration.· I'm aware that it's Amount of Insurance Years,

and what it represents.

· · Q.· ·Okay.· Let's turn to Tab 10, which is State Farm

General 1181.

· · A.· ·Okay.· I'm there.

· · Q.· ·And then you can turn to Page 2?

· · A.· ·Okay.

· · Q.· ·What's this document?

· · A.· ·This is Exhibit 9, Page 2, used for the calculation,

or used as part of the calculation for the catastrophe

adjustment factor.

· · Q.· ·Now, in your February and March report, you did not

identify the AIY trend factor that you used for your

calculations, did you?

· · A.· ·That's correct.

· · Q.· ·Okay.· And to put a specific number 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 AIY Trend", right?

· · A.· ·That's correct.
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· · Q.· ·Okay.· And not only did you not identify what that

number was in your previous declarations, but you didn't

explain how you went about determining whatever AIY trend you

selected, right?

· · A.· ·That's correct.

· · Q.· ·Sitting here today, do you -- do you know what AIY

trend factor you used in that model?

· · A.· ·It was 5-point-something.

· · Q.· ·5-point-something?· If we look back at your original

report, which you don't have to turn to just yet, but you

identify what you call AIY trend factors as zero percent for

homeowners from 2023 to 2024.· Do you remember that?

· · A.· ·Yes.

· · Q.· ·And you identified AIY trend factor as negative 4.2

for homeowners from 2024 to Quarter One, 2025; is that

correct?

· · A.· ·That's correct.

· · Q.· ·Can you explain to us how you calculated that?

· · A.· ·Incorrectly.

· · Q.· ·Why is it incorrect?

· · A.· ·Because I was using the total amount of insurance

years as shown on Exhibit 9, Page 2, Column 2, and I should

have used the average amount of insurance years per exposure

from Exhibit D.

· · Q.· ·Okay.· So if we change, we go back to supplemental
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declaration that you provided in the scenario page, that State

Farm General 181, Page 3, and we correct for that mistake, we

move from Scenario 2 to Scenario 3, right?

· · A.· ·That's correct.

· · Q.· ·And that would indicate a maximum rate change of 7

percent, right?

· · A.· ·Yes.

· · Q.· ·Let's turn to Tab 10 again, Exhibit 9?

· · A.· ·All right.· I'm there.

· · Q.· ·And do you see the weight column, Column 5 on Exhibit

9?

· · A.· ·I'm sorry, what page are you on?

· · Q.· ·Page 2?

· · A.· ·Yes.

· · Q.· ·What is that column?

· · A.· ·Those are the weights applied to Column 4, the CAT to

AIY ratio.

· · Q.· ·In your original model that you provided, you did not

explain what your weighting scheme was -- Well, let me

withdraw that.

· · ·Column 5 in Exhibit 9 shows a weighting scheme, correct?

· · A.· ·Yes.

· · Q.· ·And to put together your model, presumably you had a

weighting scheme too, right?

· · A.· ·Correct.
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· · Q.· ·You didn't provide that in your February or March

reports dud you?

· · A.· ·I didn't need to, because I simply used the weighting

scheme provided by State Farm General in their original filing

from mid-2024.

· · Q.· ·The weighting scheme in mid-2024 had how many years

attributed to it?

· · A.· ·34.

· · Q.· ·And the Exhibit 9 that is submitted in 2025 has

additional time periods, right?· It has Q-1, 2025, so how many

time periods does it have?

· · A.· ·36.

· · Q.· ·So wouldn't it have been helpful to explain how you

adjusted from the 34 months to the 36 months?

· · A.· ·Potentially.· I just moved the weights down, because

the earliest weights were at or close to zero for the years

1990, 1991, so I just moved the latest weighted period down,

and each prior weight down the appropriate amount.

· · Q.· ·And you didn't provide a table like this to explain

how you did that, right?

A.· I didn't feel it was necessary.· I indicated that I simply

used the weights provided by State Farm General provided in

2024.

· · Q.· ·Over a different time period, correct?

· · A.· ·Different calendar years, but the same weights
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applied to the same number of years, with the same weight

given to the latest year in the period.

· · Q.· ·Okay.· Let's turn to another concept.· Non -- First

of all, what's the term Non-CAT mean?

· · A.· ·It refers to losses excluding catastrophe losses.

· · Q.· ·And CAT is for catastrophe losses, right?

· · A.· ·Yes.

· · Q.· ·And what's this concept of loss trends in Non-CAT

losses?· Explain that to us?

· · A.· ·Yeah.· That analyzes how loss experience has changed

over a number of years, and then uses that to trend the losses

in the recorded period up to the period during which the

proposed rates would be in effect.

· · Q.· ·And would you say that loss trends play an important

role in calculating the indicated rate change?

· · A.· ·Yes.

· · Q.· ·In your February analysis, that was repeated in

March, you used the 3.8 percent loss trend, right?

· · A.· ·I believe it's a 3.8 percent net trend.

· · Q.· ·Did you provide that number in your February or March

analysis at all?

· · A.· ·I wouldn't have needed to, because it is included in

the prior approval rate template.· I put -- I indicated that I

used the 20 point reported/paid trend selections, which

naturally create the 3.8 percent net trend.
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· · Q.· ·Okay.· Now, in your original report, you never

explained why you chose that particular loss trend, right?

· · A.· ·It's one of the 20 available loss trend selections

within the rate template.

· · 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

the 20?

· · A.· ·It's standard procedure to make loss trend

selections, and it's understood that those are the trend

selections that the actuary performing the analysis feels are

the most actuarially sound.

· · Q.· ·Not only that, but you critiqued State Farm General's

loss 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 I made

is the one that I feel is the most actuarially sound based on

my analysis.

· · Q.· ·So that's a yes?· You did not explain why?

· · A.· ·Yes.

· · Q.· ·And your declarations don't consider the impact of

demand surge on loss trend, do they?

· · A.· ·Demand surge is not a component of the prior approval
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rate template.

· · Q.· ·Your view is that demand surge has no impact on loss

trend?

· · A.· ·Demand surge is not a component of the prior approval

rate template.

· · Q.· ·Your declarations don't consider the impact of the

anticipated increases in building costs on the loss trend, do

they?

· · A.· ·That's not part of the rate template.

· · Q.· ·You don't consider the impact of inflation, right?

· · A.· ·Trend is inflation.

· · Q.· ·Why don't you explain that?

· · A.· ·The loss trends are designed to reflect inflation in

losses over time, and project those losses from the latest --

excuse me -- point and reported period through to the period

during which the proposed rates will be in effect.

· · Q.· ·Right, so loss trend anticipates loss trend going

forward; is that right?

· · A.· ·Loss trend is based on historical data, and used to

project the recorded period losses into the period during

which 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 largest
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wildfires in state history, as well as the single deadliest

and most destructive wildfire," end quote.· Didn't consider

that, right?

· · A.· ·That's considered in the catastrophe adjustment

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 supplemental declaration, you point to a

few more 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 loss trends.

· · Q.· ·Okay.· Let's -- Let's just turn to your declaration

on this.· Tab 2, Paragraph 12?

· · A.· ·Okay.

· · 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 more than two standard deviations from the

mean," end quote.· You see that?

· · A.· ·I do see that.

· · Q.· ·Based on that two standard deviation issue, you

through out those numbers, right?
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· · A.· ·I'm not sure I can discuss this, because it refers to

the Watkins declaration.

· · Q.· ·You didn't use those numbers, right?· Let me ask a

different question, Mr. -- Mr. Armstrong.· Sorry.· Go ahead.

· · A.· ·No.· No.· Yeah.· Go ahead, please.

· · Q.· ·Okay.· Those two numbers were part of those 20

options for you to select for loss trend, right?

· · A.· ·For net trend.

· · Q.· ·For net trend?· Okay.· Correct?

· · A.· ·Yes.

· · Q.· ·And you didn't use those two numbers, right?

· · A.· ·I didn't use 19 of the 20.

· · Q.· ·Okay.· The number you selected was the lowest

non-negative option, right?

· · A.· ·I don't think that's accurate at all.

· · Q.· ·What were lower non-negative options?

· · A.· ·I don't have the 20 available net trends in front of

me.

· · 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

supplemental declaration, Page 6?

· · A.· ·Okay.

· · Q.· ·And to your discussion of rate application?
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· · A.· ·I'm there.

· · Q.· ·Okay.· All right.· And specifically, your chart,

which has a column for "Effective Date", right?

· · A.· ·Yes.

· · Q.· ·And you don't have a column for "Filing Date", do

you?

· · A.· ·No.

· · Q.· ·Okay.· 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" column in your

chart?

· · A.· ·That's correct.

· · Q.· ·Which is not the same thing, right?

· · A.· ·That's right.· Looking at this again, "File for a

rate increase in either, "should have been, "File for a rate

increase effective in either."

· · Q.· ·All right.· Well, let's try to clarify the record by

turning to Exhibit M, that's part of your supplemental

declaration.

· · A.· ·Can you give me a tab, please?

· · Q.· ·Yes.· We're staying in Tab 2.· It's Bates numbered

State Farm General 181019.

· · · · · · · (Lights in courtroom went out.)
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· · · · ·THE COURT:· There's the light.

· · · · ·THE WITNESS:· Sorry.· So Tab 2, there's, like,

Exhibit A and Exhibit B.· Is it before Exhibit A and Exhibit

B?

BY MR. TETI:

· · Q.· ·It's within Exhibit B?

· · A.· ·Within Exhibit B?

· · Q.· ·Yes.

· · A.· ·Okay.· And what was that Bates number one more time,

please?

· · Q.· ·SFG-181019?

· · A.· ·019.· Yes.· Exhibit M.· I see it.

· · Q.· ·Okay.· And you see the column, "Filing Date" here in

Exhibit 9?

· · A.· ·I do.

· · Q.· ·Do you see the date May 30th, 2019 for a filing date?

· · A.· ·I do.

· · Q.· ·Okay.· 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 term should have been, "Filed for a

rate increase ultimately effective in 2019."

· · Q.· ·Now, I want to understand the logic of your point in

that same paragraph when you stated that, "If State Farm

General filed for a rate increase in 2017 and 2019, that would
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have increased the cumulative rate level by 14.3 percent."

Why?

· · A.· ·1 plus 6.9 percent, times 1 plus 0.69 --

· · · · ·THE REPORTER:· -- One more time, Mr. Armstrong?· I'm

sorry.

· · · · ·THE WITNESS:· Sorry.· 1, plus 6.9 percent squared,

minus 1, is 14.3 percent.

BY MR. TETI:

· · Q.· ·Okay.· And with -- Just so I understand, with that

calculation, are you assuming that a rate increase would be

approved in the same year it is requested?

· · A.· ·Not necessarily.· This was a misstatement and should

have been, "File for a rate increase ultimately effective in

2017 and 2019."

· · Q.· ·Okay.· I just want to compare that with the actual

history of rate requests and approvals.· Let's turn back to

Exhibit N, State Farm General at 181, Page 19.

· · A.· ·Okay.· I'm there.

· · Q.· ·Okay.· And let's just use a couple of examples, there

was a filing date of December 4th, 2014 for a 6.9 percent rate

increase.· Do you see that?

· · A.· ·Yes.

· · Q.· ·And I'm having trouble understanding your for and

effective date clarification, but do you see the "Effective

Date" column there?
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· · A.· ·I do.

· · Q.· ·It states the effective date of that rate request was

December 8th, 2016, right?

· · A.· ·Yes.

· · Q.· ·And that means, if I'm reading this chart correctly,

my understanding is that means 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 assumed that if State

Farm General requested a 6.9 percent increase that that is the

same rate that would be approved, right?

· · A.· ·I believe that's based on the pattern of request and

approvals shown after that filing that we're talking 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 system until 2022?

· · A.· ·I was not.

· · Q.· ·Okay.· Let's also look at the time period in terms of

one year from filing to approval, let's look at some other

examples.· 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.· ·October 15th, 2020.

· · Q.· ·How much time is that that elapsed?· Between the

filing date and the effective date?

· · A.· ·2 years, 1 month, and 16 days.

· · Q.· ·Do you know how many days on average it took for the

files on your list to get approved?

· · A.· ·I do not.

· · Q.· ·You didn't think that was relevant to your analysis

of that 14.3 percent cumulative increase?

· · A.· ·The point I was making was that had State Farm filed

for those two additional 6.9 increases, they would be at a

cumulative rate increase 14.3 percent higher than they are

now.

· · Q.· ·And with the assumption that the rates would get

approved at that same level, right?

· · A.· ·Correct.· Based on the pattern of every rate increase

that I'm seeing here following the one filed in December of

2014.

· · Q.· ·Okay.

· · · · ·THE COURT:· Counsel, can I check in with you on how

long you estimate further questioning?

· · · · ·MR. TETI:· Not much longer, your Honor, actually.

· · · · ·THE COURT:· Okay.· You want to -- I'm not saying that
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I'm cutting you off, but I think maybe a couple people want a

quick break, so should we do that now?

· · · · ·MR. TETI:· Sure.· Yes, your Honor.· That's fine.

· · · · ·THE COURT:· Okay.· I'll say five-ish minutes recess

to take a quick break.

· · · · ·MR. TETI:· Thank you, your Honor.

· · · · ·(Pause in the proceedings from 4:32 p.m.

· · · · · until 4:39 p.m.)

· · · · ·THE COURT:· Okay.· Back on the record after a recess

in the matter of the rate applications of State Farm General

Insurance Company and the stipulation that's before us in the

evidentiary hearing, and the File Numbers PA-2024-00011, 12,

and 13 respectively, and the continuing direct examination of

the witness.

· · ·As a reminder, you are still under oath.· Please proceed.

· · · · ·MR. TETI:· Thank you, your Honor.· We have no further

questions.

· · · · ·THE COURT:· Okay.· And from the Department?

· · · · ·MS. MCKENNEDY:· Just a few questions, your Honor.

· · · · · · · · · · ·CROSS-EXAMINATION

BY MS. MCKENNEDY:

· · Q.· ·Good afternoon, Mr. Armstrong.

· · A.· ·Hi.

· · Q.· ·Did you conduct any analysis of State Farm General's

current overall financial condition?
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· · A.· ·I'm thinking.· I looked at some publicly-available

information, but didn't conduct any analysis.

· · Q.· ·If you were to conduct an overall financial condition

analysis, what would you look at?

· · A.· ·My goodness.· That sounds like a daunting task.  I

would look at things, and I'm trying to remember what's

admissible currently, actuarial metrics, such as IRIS ratios,

potentially RBC ratios due to the extent those are able to be

admitted.· I would love to have more information about their

reinsurance agreements, understanding that it's unlikely for

me to get such information due to confidentiality issues.· I'd

also like to understand more details about the financial

relationship between State Farm General and their parent

company State Farm Mutual Automobile Insurance Company.

· · Q.· ·And just so I'm -- I make sure I'm clear, have you

formed any opinions about the overall financial condition of

State Farm General at this time?

· · A.· ·Based on what I'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 mean?

· · A.· ·Things such as looking at their annual statements,

information that has been provided by State Farm General as

part of their filings in this matter are two examples that
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come to mind.

· · Q.· ·Are there any risks to California policyholders of

State Farm General from the Commissioner's granting the

interim rate increase here?

· · A.· ·Yes.

· · Q.· ·What are those?

· · A.· ·That they will be saddled with an increase in their

homeowner's insurance rates, that State Farm is alleging no

risk is associated with because of the possibility of refunds,

but for individual homeowners, an additional average $600

increase to their homeowner's insurance could have a

detrimental effect on their personal finances.

· · Q.· ·And what do you base the $600 average increase on?

· · A.· ·That's simply comes from the values supplied by State

Farm in their rate filing, so the total premium volume, times

the proposed rate increase, divided by the number of

policyholders for the homeowners 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 Commissioner subsequently determines

that the interim rate is too high?

· · A.· ·I 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 make good on a promise that it makes, or an order
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from a -- a -- a regulatory body or entity such as the

Commissioner.

· · Q.· ·So you think there's a risk that State Farm General

would not obey an order from the Commissioner requiring

refunds with interest?

· · A.· ·I think it could become a protracted legal matter to

the detriment of the policyholders potentially.

· · Q.· ·But let me ask my question again.· Do you think

there's a risk that State Farm General does not obey an order

from the Commissioner requiring refunds with interest?

· · · · ·MR. PLETCHER:· Objection.· Calls for a legal

conclusion.

· · · · ·MS. MCKENNEDY:· Your Honor, he said that was one of

the risks.· I just want to make sure I understand the risks

he's identifying.

· · · · ·THE COURT:· Can you ask him to clarify them?

· · · · ·THE WITNESS:· I can hear, you, Nikki.· I can't really

hear well, your Honor.

· · · · ·MS. MCKENNEDY:· I believe the -- your Honor asked you

to please clarify?

· · · · ·THE COURT:· Ask the question again?

· · · · ·THE WITNESS:· Thank you.

BY MS. MCKENNEDY:

· · Q.· ·I just want to make sure I understand.· Do you think

that there is a risk that State Farm General would not obey an
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order from the Commissioner that it pay refunds with interest?

· · A.· ·I can't give an unqualified yes or no.

· · · · ·THE COURT:· Wait -- Okay.· He can't answer, is the

answer.

· · · · ·MS. MCKENNEDY:· I'm sorry?

· · · · ·THE COURT:· Cant answer is the answer.

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

BY MS. MCKENNEDY:

· · Q.· ·Mr. Armstrong, do you think there are any risks to

the State Farm General policyholders if the Commissioner does

not grant the interim rate request?

· · A.· ·Potentially, yes.

· · Q.· ·What are those risks?

· · A.· ·That State Farm General would become insolvent and be

unable to pay claims.

· · Q.· ·What do you base that on?

· · A.· ·The facts submitted by State Farm General in this

case.

· · Q.· ·Do you have an opinion regarding how likely it is for

State Farm General to become insolvent?

· · A.· ·I do not.

· · Q.· ·Do you have any opinion regarding whether there are

any risks to the California marketplace as a whole if the

Commissioner does grant the interim rate increase request?

· · A.· ·I'm thinking.· Yes.
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· · Q.· ·Was is your opinion?

· · A.· ·Granting an interim rate request such as this would

open the door for similar requests from other insurers

potentially driving the costs for homeowners insurance in

California up to levels that are unaffordable.

· · Q.· ·Do you have an opinion regarding whether there are

any risks to the California marketplace as a whole if the

Commissioner does not grant State Farm General's request for

an interim rate?

· · 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 Farm's financial

strength rating could become downgraded, and their mortgages

that are backed by their homeowners insurance could become --

could go away, I'm not sure what the term for that is in

mortgage law, leaving these customers to scramble for

homeowners insurance.

· · Q.· ·Do you have an opinion regarding how likely that is

to happen?

· · A.· ·I do not.

· · Q.· ·Did you analyze whether State Farm General's

in-effect rates are plainly invalid based on any factors other

than the Prop 103 rate formula?

· · A.· ·My assignment was to look at the prior approval rate
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and make a judgment based on those.

· · Q.· ·So is that a yes or a no?

· · A.· ·No, I did not.

· · Q.· ·When you analyzed whether State Farm General's

in-effect rates are plainly invalid, did you apply Variance 6

from the rate formula?

· · A.· ·I did not.

· · · · ·MS. MCKENNEDY:· Thank you, your Honor.· That's all I

have.

· · · · ·THE COURT:· All right.· Is there anything else before

I get to -- back to Consumer Watchdog?· No?

· · · · ·MR. TETI:· No, your Honor.

· · · · ·THE COURT:· Okay.· There's three parties.· Trying to

vacillate a little bit.· All right.· And follow-up from

Consumer Watchdog?

· · · · ·MR. PLETCHER:· Yes, your Honor.· Brief redirect.

· · · · · · · · · · · ·REDIRECT EXAMINATION

BY MR. PLETCHER:

· · Q.· ·Mr. Armstrong?

· · A.· ·Yes.

· · Q.· ·Were you asked to look at insolvency issues?

· · A.· ·No.

· · Q.· ·And you're an actuary, correct?

· · A.· ·Correct.

· · Q.· ·If we could return to the Tab 2, Exhibit B, Page 19?
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· · A.· ·I'm sorry.· Are you in the binder I was given by

opposing counsel, or?

· · Q.· ·That's correct.

· · A.· ·Okay.· One more time on the tab, please?

· · Q.· ·Tab 2, Exhibit B, Page 181-019.· This is the exhibit

to your second -- your supplemental declaration?

· · A.· ·Sorry.· Okay.· 2, B, and, all right.· This is looking

promising.· Okay.· Exhibit M?

· · Q.· ·Correct.

· · A.· ·Okay.

· · Q.· ·This is the same exhibit you were just discussing

with counsel for State Farm?

· · A.· ·Yes.

· · Q.· ·If we look at just the "Filing Date" column in the

top chart?

· · A.· ·Yes.

· · Q.· ·There are still two years when we're looking from

where there was no filing, correct?

· · A.· ·I'm reviewing that now.· I see no filing in 20 --

· · Q.· ·-- I'm sorry.· Three years?

· · A.· ·Okay.· So in the "Filing Date" column I see no filing

in 2015, 2016, 2017, or 2020, for four years.

· · Q.· ·Four years.· Okay.· If we go back to Paragraph 19?

· · A.· ·Can I have a tab number, please?

· · Q.· ·Sorry.· Paragraph 19 of Tab 2.· We're going back to
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your declaration.

· · A.· ·Okay.· Okay.· I'm there.

· · Q.· ·This is where we were discussing the effective date

versus the filing date in the chart.· If -- Just taking your

hypothetical here in Paragraph 19, if there are four years

without an increase, without a filing, and again, building in

the assumptions that you have in your hypothetical here that

there would have been a 6.9 percent increase in every year,

then that number would just be higher, correct?

· · A.· ·That's correct.

· · Q.· ·And the math on that would just be the 6.9 percent

building cumulatively over the four years?

· · A.· ·Exponentially, yes.

· · Q.· ·During your cross you acknowledged several

adjustments that you made in your calculations from your

original declaration to your supplemental declaration.· Yet,

you also described 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 emergency

process, and the analysis that you've had to do, and the

adjustments that you've made?

· · A.· ·Yes.· As you noted, my original analysis was made

under an extremely tight 48-hour timeline.· I concede that my

declaration was filed in the following month, however, I do

have other work obligations in addition to this, so this is

https://www.kennedycourtreporters.com


not the only thing I work on, and then from my original

declaration to my supplemental, I did make additional

adjustments in the form of the Scenarios 1 through 5 that are

shown in my supplemental declaration.

· · Q.· ·So as adjustments have been pointed out to you,

you've made them throughout this process, if you thought they

were actuarially sound?

· · A.· ·Yeah.· I think it would be helpful to just step

through those one more time.

· · Q.· ·That's okay.

· · A.· ·Okay, yes.

· · Q.· ·If we could go to Tab 4 now to Exhibit B?

· · A.· ·What's the Bates number?

· · Q.· ·Turning your attention to Page SFG152-04?

· · A.· ·Okay.· I'm there.

· · Q.· ·And turning your attention to footnote 6?

· · A.· ·Yes.

· · Q.· ·Do you draw any conclusions from the negative 10

percent in the non-tenant homeowners line there?

· · A.· ·I'm looking at it.· This appears to say that the

initial indication was negative 10 percent without Variance 6

for non-tenant homeowner.· Is that the figure you're referring

to?

· · Q.· ·That's the figure I'm referring to.· We were earlier

talking about negative values, meaning that a rate change
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would not be appropriate.· Is this the same type of negative

value?

· · A.· ·I can't tell.· It says, "The following table shows

the initial indication."· Typically, that's understood to mean

the maximum indication, but it's not clearly stated here.

· · Q.· ·Okay.· 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:· All right.· I asked if there was cross,

and I got a negative answer, I believe?

· · · · ·MR. TETI:· That's right, your Honor.· No further

questions.

· · · · ·THE COURT:· Anything further from the Department?

· · · · ·MS. MCKENNEDY:· Yes, your Honor.· No further

questions.

· · · · ·THE COURT:· All right.· Is there any reason I can't

excuse this witness?· Hearing none, we thank you for your

testimony today.· You are excused.

· · · · ·MR. ARMSTRONG:· Thank you.· Okay.· I'm sure everybody

is hoping to get out of here in the next four minutes.· I just

have a couple of things to touch base with you on.

· · ·The -- I'm informed that there are a lout of requests for

documents that have been filed in this case, and the normal

process is, I won't go into, is very antiquated, so you don't
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have to answer this now, and I -- Everything's come in public

so far, so it's not really an issue of whether or not they're

disclosable.· It's whether -- I'm just touching base with the

parties as to whether or not there would be concern if they --

the Department puts them more forward-facing in order to

reduce the number of those requests building, so if you can --

· · ·I wanna condition this by saying, I don't -- We're not

doing it now, so don't panic.· Secondly -- If you're getting

alarmed by it, but secondly, I don't -- I'm doing it as a

courtesy to check with the parties, that's what I'm trying to

say, as to whether or not there's concerns about that taking

place, and I don't exactly -- I can't tell you exactly what is

being envisioned, except to make it up, maybe, like, there's

gonna be a blank on the calendar or something that opens up

the file.· I'm just -- I don't know that as a fact.· It's just

something that was floated, and I was asked about it, so I

wanted put it out there, again, to get your feedback on it.

· · ·You can do that in the morning, and you could also share

it now.· It's easier in the morning if you already, you know,

after you've thought about it otherwise to raise issues with

it.

· · ·If you have it ready now, you can, but otherwise we'll

leave it on the table.· So we're gonna be looking at the

Department's witness in the morning?· Is that what's

happening?
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· · · · ·MS. MCKENNEDY:· Yes, your Honor.

· · · · ·THE COURT:· Okay.· And there's a couple filings

coming in, or at least one that the Department would like to

do, and in addition to that, I wanted to inquire with the

Department about how you felt, Ms. McKennedy about a

Bates-stamped copy of the entire underlying administrative

record?

· · · · ·MS. MCKENNEDY:· How do I personally feel, your Honor?

Sorry.· I might be misunderstanding.

· · · · ·THE COURT:· Well, is that something the Department

can make happen?· Is it --

· · · · ·MS. MCKENNEDY:· -- The entire administrative record?

I can ask for staff to help, but that is a big ask, and I

can't promise it right away.

· · · · ·THE COURT:· Okay.· Why don't you make the inquiries,

if you would?· If you can implement it, you know?

· · · · ·MS. MCKENNEDY:· The Department actually Bates-stamped

its own exhibits.

· · · · ·THE COURT:· Yes.· I mean, I know, you put a lot of

things in with the notice and nothing further, but as opposed

to having the typical entire administrative file, which I

can't speak to what they did, because I didn't look 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 something that we could talk about, or maybe we --

maybe we hold for the full rate hearing.

· · ·It may not need to be now, so that's why I wanted some

dialogue with you as to whether or not, you know, it was -- it

was gonna be, because I 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

the case record, because then when they prepare it, it just

goes.

· · · · ·MS. MCKENNEDY:· I understand, your Honor.· I think

that my bureau is probably not staffed sufficiently to address

this, but I can raise it with our general counsel, and she may

want to talk with the different resources at the Department.

· · · · ·THE COURT:· Okay.

· · · · ·MS. MCKENNEDY:· So I can only speak for the Rate

Enforcement Bureau, and I'm pretty sure we do not have the

staff.

· · · · ·THE COURT:· Okay.· I'm not instructing at this point.

I just want to make an inquiry.

· · · · ·MS. MCKENNEDY:· Absolutely.· I will inquire.

· · · · ·THE COURT:· All right.· Is there anything further

that we should raise today before we exit the record?· Resume

tomorrow morning at 10:00 a.m., still?

· · · · ·MR. MADDIGAN:· Your Honor, may we start earlier

tomorrow?
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· · · · ·THE COURT:· How do the other parties feel about that?

· · · · ·MS. MCKENNEDY:· I'm hopeful if we only have one

witness, your Honor, that starting at 10:00 a.m. should be

sufficient.

· · · · ·THE COURT:· You can come early though.· We're open.

We're here.· We're here a lot earlier than that.

· · ·Okay.· We are adjourned until 10:00 a.m., tomorrow, April

10th.· Have a good night, everybody.

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

· · · · ·MR. TETI:· Thank you, your Honor.

· · · · ·THE COURT:· Thank you for your efforts.

· · · · ·(Whereupon the proceedings were continued.)
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· · · · · · · · ·REPORTER'S CERTIFICATION

· · · · ·I, the undersigned, a Certified Shorthand

Reporter of the State of California, do hereby certify:

· · · · ·That the foregoing proceedings were taken before

me at the time and place herein set forth; that any

witnesses in the foregoing proceedings, prior to

testifying, were duly sworn; that a record of the

proceedings was made by me using machine shorthand, which

was thereafter transcribed under my direction; that the

foregoing transcript is a true record of the testimony

given.

· · · · ·Further, that if the foregoing pertains to the

original transcript of a deposition in a federal case,

before completion of the proceedings, review of the

transcript was not requested.

· · · · ·I further certify I am neither financially

interested in the action nor a relative or employee of any

attorney or party to this action.

· · · · ·IN WITNESS WHEREOF, I have this date subscribed

my name.

Dated:· APRIL 16, 2025
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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.
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          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







�

                                                                       23







          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?







�

                                                                       29







          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
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          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.







�

                                                                       39







          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.
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          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
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          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   ///
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          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
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          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







�

                                                                       89







          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
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          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
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          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
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          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







�

                                                                      107







          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
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          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







�

                                                                      119







          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?
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          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.
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          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







�

                                                                      160







          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







�

                                                                      165







          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?
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          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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