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Rethinking Prop 103’s Approach to Insurance
Regulation

Lars Powell, R,J. Lehmann, & lan Adams’

Executive Summary

California voters passed Proposition 103 in 1988. Since that time, California’s insurance market has
struggled to keep pace with national trends and product innovations. The problems with the
regulatory regime Prop 103 created most recently came to a head with the Sept. 21 announcement
by Gov. Gavin Newsom that he had issued an emergency executive order to stabilize the state’s
rapidly deteriorating market for property insurance.

As other states consider the adoption of reforms inspired by Prop 103, it is necessary to revisit the
law’s genesis and recent history, as well as to examine the problems that it has fostered.

This paper outlines how the Prop 103 rating system is slow, imprecise, and inflexible relative to other
jurisdictions; examines the ways in which the ratemaking system has been rendered unpredictable;
and details the form, function, and questionable value proposition of the rate-intervenor system. In
so doing, the paper demonstrates that Prop 103 has created an insurance market that struggles to
work efficiently even in the best of times and is virtually impossible to sustain in periods of acute
stress.

The paper concludes with a series of policy recommendations designed to inform both the ongoing
implementation of Prop 103 by the California Department of Insurance, as well as other
jurisdictions considering elements of a Prop 103 approach.

I. Introduction

The 1980s were a period of chaotic dislocation in the California automobile-insurance market.' The
California Supreme Court’s 1979 decision in Royal Globe Insurance created precedent that third
parties could bring action against a tortfeasor’s insurer, even if they were not party to the insurance

* Lawrence “Lars” Powell is executive director of the Alabama Center for Insurance Information and Research at the
University of Alabama’s Culverhouse College of Commerce and Business Administration, and an academic affiliate of the
International Center for Law & Economics (ICLE). R.J. Lehmann is editor-in-chief and a senior fellow with ICLE. lan
Adams is ICLE’s executive director. ICLE has received financial support from numerous companies and individuals,
including firms with interests both supportive of and in opposition to the ideas expressed in this and other ICLE-supported
works. Unless otherwise noted, all ICLE support is in the form of unrestricted, general support. The ideas expressed here are
the authors' own and do not necessarily reflect the views of ICLE’s advisors, affiliates, or supporters.

''W. Kip Viscusi & Patricia Born, The Performance of the 1980s California Insurance and Liability Reforms, 2 RISK MANAG.
INSUR. REV. 14-33 (1999), available at https://law.vanderbilt.edu/files/archive/201 The-Performance-of-the-1980s-
California-Insurance-and-Liability-Reforms.pdf.



https://law.vanderbilt.edu/files/archive/201_The-Performance-of-the-1980s-California-Insurance-and-Liability-Reforms.pdf
https://law.vanderbilt.edu/files/archive/201_The-Performance-of-the-1980s-California-Insurance-and-Liability-Reforms.pdf
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contract in question.” What followed was an explosion in insurance-related litigation, as the number
of auto-liability claim filings in California Superior Court rose by 82% between 1980 and 1987, and
the severity of claims rose by a factor of four.” As would be expected, the state’s auto-insurance

premiums likewise followed suit, rising 69.8% from $4.3 billion in 1984 to $7.3 billion in 1987.*

This crisis in auto-insurance affordability came to a head in 1988, when among the 29 ballot
initiatives California voters were presented in that November’s election were five separate questions
dealing specifically with insurance issues.” Two of these were broadly supported by the insurance
industry: Proposition 104,° which would establish a no-fault system for auto insurance and limit
damage awards against insurers, and Proposition 106, which would set percentage-based caps on
attorneys’ contingency fees.’ Proposition 100, backed by the California Trial Lawyers Association,
was proposed as a counter to Props 104 and 106; if it received more votes that those initiatives, it
would have canceled the limits on both damage awards and contingency fees, as well as the proposed
no-fault system.® Proposition 101 would cap insureds’ ability to recover bodily injury damages, paired
with a promised 50% reduction in the bodily injury portion of insurance premiums.’

In the end, however, only one of the insurance measures was approved in the Nov. 8 election:
Proposition 103, also known as the “Insurance Rate Reduction and Reform Act.” Authored by
Harvey Rosenfield of the Santa Monica-based Foundation for Taxpayer and Consumer Rights (now
known as Consumer Watchdog) and sponsored by Rosenfield’s organization Voter Revolt, Prop 103
carried narrowly with 51.1% yes votes to 48.9% against. '

2 Royal Globe Ins. Co. v. Superior Court, 23 Cal. 3d 880 (Cal. 1979), 153 CAL. RPTR. 842, 592 P.2d 329.
* David Appel, Revisiting the Lingering Myths about Proposition 103: A Follow Up Report, MILLIMAN (Sep. 2004), available at

https://www.namic.org/pdf/04092 lappelfinalrpt.pdf.

*Viscusi & Born, supra note 1, at 18.
3 Jerry Gillam & Leo C. Wolinsky, State's Voters Face Longest List of Issues in 66 Years; Nov. 8 Ballot to Carry Maze of 29
Propositions, LOS ANGELES TIMES (Jul. 7, 1988), https://www.latimes.com/archives/laxpm-1988-07-07-mn-8306-story.html.

¢ PROPOSITION 104 No-Fault Insurance, LOS ANGELES TIMES (Oct. 10, 1988), https://www.latimes.com/archives/laxpm-
1988-10-10-mn-2779-story.html.

” Gillam & Wolinsky, supra note 5.

8 Kenneth Reich, Prop. 100 Evokes Unrestrained Claims From Insurers, Lawyers, LOS ANGELES TIMES (Sep. 14, 1988),
https://www.latimes.com/archives/laxpm-1988-09-14-mn-1907-story.html.

? Kenneth Reich, Prop. 101: It's Not Perfect,' Measure's Sponsors Concede, LOS ANGELES TIMES (Sep. 21, 1988),

https://www.latimes.com/archives/laxpm-1988-09-21-mn-2241-story.html.

19 Steve Geissinger, Californians Approve Auto Insurance Cuts, Insurer Files Lawsuit, ASSOCIATED PRESS (Nov. 9, 1988).


https://www.namic.org/pdf/040921appelfinalrpt.pdf
https://www.latimes.com/archives/la-xpm-1988-07-07-mn-8306-story.html
https://www.latimes.com/archives/la-xpm-1988-10-10-mn-2779-story.html
https://www.latimes.com/archives/la-xpm-1988-10-10-mn-2779-story.html
https://www.latimes.com/archives/la-xpm-1988-09-14-mn-1907-story.html
https://www.latimes.com/archives/la-xpm-1988-09-21-mn-2241-story.html
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Prop 103’s stated purpose was “to protect consumers from arbitrary insurance rates and practices,

.. . 11 :
to encourage a competitive insurance marketplace.” Proponents of the measure claim they have

achieved that, touting $154 billion of consumer savings over the first 30 years it was in effect. '

Among the specific changes mandated by the law were:

California’s insurance commissioner, previously appointed by the governor, was made an elected
position, chosen in the same cycle with the other state officers for a term of four years.

Beginning in November 1988, all automobile and other property & casualty insurance rates were
to be rolled back to 80% of their levels as of Nov. 8, 1987, and were to be held at such levels
until November 1989.

Rate increases and decreases were now subject to prior approval of the elected insurance
commissioner, replacing the “open competition” system that had previously prevailed for 40
years under the McBride-Grunsky Insurance Regulatory Act of 1947, which required only that
insurers submit rate manuals to the California Department of Insurance (CDI)." Public hearings
were mandatory for personal lines increases of more than 7% and commercial lines increases of
more than 15%, while others were at CDI’s discretion.

The law created a role at these hearings for “public intervenors,” who are empowered to file
objections on behalf of consumers, with fees to be paid by the applicant insurance company.

Prop 103 also established a rate-setting formula for auto insurance that mandated rates be based
on an insured’s driving record, number of miles driven, and years of driving experience. While
other factors could be considered, the burden would be on insurers to demonstrate they are
statistically correlated with risk.

Drivers with at least three years of driving experience, no more than one violation point during
the previous three years, and no fault in an accident involving death or damage great than $500
must be offered a “good driver discount” that is at least 20% below the rate the driver would
otherwise have been charged for coverage.

The business of insurance was deemed subject to California antitrust, unfair business practices,
and civil-rights law.

Because the law was subject to immediate and ongoing litigation, some provisions were only fully

implemented years after the proposition’s passage. But notable among the law’s other provisions was

Section 8(b), which rendered Prop 103’s text extraordinarily difficult to amend:

The provisions of this act shall not be amended by the Legislature except to further its
purposes by a statute passed in each house by roll call vote entered in the journal, two-

" Text of Proposition 103, CONSUMER WATCHDOG (Jan. 1, 2008), https://consumerwatchdog.org/insurance/text-proposition-

103.

'2 Press Release, 30 Years and $154 Billion of Savings: California’s Proposition 103 Insurance Reforms Still Saving Drivers Money,
CONSUMER FEDERATION OF AMERICA (Oct. 17, 2018), https://consumerfed.org/press release/30-vears-and-154-billion-of-

savings-californias-proposition-103-insurance-reforms-still-saving-drivers-money.

" Cal. Ins. Code §1850-1860.3.


https://consumerwatchdog.org/insurance/text-proposition-103
https://consumerwatchdog.org/insurance/text-proposition-103
https://consumerfed.org/press_release/30-years-and-154-billion-of-savings-californias-proposition-103-insurance-reforms-still-saving-drivers-money
https://consumerfed.org/press_release/30-years-and-154-billion-of-savings-californias-proposition-103-insurance-reforms-still-saving-drivers-money
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thirds of the membership concurring, or by a statute that becomes effective only when
approved by the electorate.'*

Much has changed in the world, and in California’s insurance industry, since the passage of
Prop 103, but the lion’s share of the law remains as it was in 1988.

Il. The Recent History of California’s Insurance Market

The recent story of California’s property & casualty insurance market has been one of uncertainty and
induced dysfunction.

Prior to the COVID-19 pandemic, California’s market was saddled by availability issues stemming
from a series of historically costly wildfires. California homeowners insurers posted a combined
underwriting loss of $20 billion for the massive wildfire years of 2017 and 2018 alone, more than
double the total combined underwriting profit of $10 billion that the state’s homeowners insurers
had generated from 1991 to 2016." Partly in response to those losses, as well as the inability to
adjust rates expeditiously, the number of nonrenewals of California residential-property policies
grew by 36% in 2019, and new policies written by the state’s residual-market FAIR Plan surged 225%
that same year. '

To stanch the bleeding of admitted market policies into the FAIR Plan and the surplus-lines market,
CDI in December 2019 invoked recently enacted statutory authority to issue moratoria barring
insurers from nonrenewing roughly 800,000 policies in ZIP codes adjacent to specified major
wildfires.'” As of November 2022, nearly 2.4 million policies statewide were in ZIP codes under
nonrenewal moratoria, many of them added following additional catastrophic wildfires in 2020."

During the COVID-19 pandemic, CDI instituted a rate freeze in auto insurance and accused the
industry of profiteering. In June 2020, California Insurance Commissioner Ricardo Lara took credit
for ordering $1.03 billion of premium refunds, dividends, or credits for auto-insurance

' Stats. 1988, p. A-290.

1% Eric J. Xu, Cody Webb, & David D. Evans, Wildfire Catastrophe Models Could Spark the Change California Needs, MILLIMAN
(Oct. 2019), available at https://fr.milliman.com/-

‘'media/milliman/importedfiles/uploadedfiles/wildfire catastrophe models could spark the changes california needs.as

hx.

' Data on Insurance Non-Renewals, FAIR Plan and Surplus Lines (2015-2019), CALIFORNIA DEPARTMENT OF INSURANCE (Oct.
19, 2020), available at https://www.insurance.ca.gov/0400-news/0100-press-releases/2020/upload/nr104Charts-
NewRenewedNon-RenewedData-2015-2019-101920.pdf.

' Matthew Nuttle, California Blocks Insurance Companies From Dropping Residents in Fire-Prone Areas, ABC 10 SACRAMENTO
(Dec. 5,2019), https://www.abc10.com/article/news/politics/insurance-non-renewal-moratorium/103-40050393-6915-4 1 c4-
a6f0-0e525990cce?.

% John Egan & Amy Danise, Many California ZIP Codes Get Protection From Home Insurance Non-Renewals, FORBES ADVISOR
(Nov. 22, 2022), https://www.forbes.com/advisor/homeowners-insurance/california-policy-non-renewals.



https://fr.milliman.com/-/media/milliman/importedfiles/uploadedfiles/wildfire_catastrophe_models_could_spark_the_changes_california_needs.ashx
https://fr.milliman.com/-/media/milliman/importedfiles/uploadedfiles/wildfire_catastrophe_models_could_spark_the_changes_california_needs.ashx
https://fr.milliman.com/-/media/milliman/importedfiles/uploadedfiles/wildfire_catastrophe_models_could_spark_the_changes_california_needs.ashx
https://www.insurance.ca.gov/0400-news/0100-press-releases/2020/upload/nr104Charts-NewRenewedNon-RenewedData-2015-2019-101920.pdf
https://www.insurance.ca.gov/0400-news/0100-press-releases/2020/upload/nr104Charts-NewRenewedNon-RenewedData-2015-2019-101920.pdf
https://www.abc10.com/article/news/politics/insurance-non-renewal-moratorium/103-40050393-6915-41c4-a6f0-0e525990cce7
https://www.abc10.com/article/news/politics/insurance-non-renewal-moratorium/103-40050393-6915-41c4-a6f0-0e525990cce7
https://www.forbes.com/advisor/homeowners-insurance/california-policy-non-renewals
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policyholders, as well as “an additional $180 million in future rate increases that insurance
”19

companies reduced in response to the Commissioner's orders.
In fact, most of the early rebates were voluntary, in line with similar voluntary rebates that insurers
issued across the country.” CDI would not publish its methodology for mandatory rebates until
March 2021, at which point it declared that, rather than the 9% of premium that California auto
insurers returned to policyholders from March through September 2020, they should have returned
17%.*" In October 2021, the California Court of Appeal ruled in State Farm General Insurance Co. v.
Lara that Prop 103 did not actually give the commissioner authority to order the retroactive rate
refunds.”

CDI was also slow to lift its rate freeze, even as the COVID-19 pandemic abated, and many employers
ended work-from-home policies. From May 2020 until October 2022, CDI did not approve a single
auto-insurance rate filing, even though more than 75% of the state’s auto insurers filed for an
increase during that period.”’ In the meantime, the “motor vehicle repair” component of the
Consumer Price Index (CPI) jumped by 19.2% between July 2022 and July 2023, far outstripping
the 3.2% hike in overall CP1.**

With limited options on the pricing front, insurers have been forced to limit exposure in other ways.
While California is a “guaranteed issue” state, firms are attempting to limit the policies they take on
by, for example, limiting advertising. Insurance rating agency A.M. Best Co. reported that auto
insurers cut their advertising budgets nearly 18% in the first half of 2022, compared with the same
period in 2021.% In other cases, insurers have taken to asking for more premium upfront, instead
of allowing consumers to pay via monthly or other periodic installment plans.*

19 Press Release, Commissioner Lara’s Actions Lead to More Than $1.2 Billion in Premium Savings for California Drivers Due to
COVID-19 Pandemic, California Department of Insurance (Jun. 25, 2020), https://www.insurance.ca.gov/0400-news/0100-
press-releases/2020/release056-2020.cfm.

2 Ron Lieber, Some Insurers Offer a Break for Drivers Stuck at Home, THE NEW YORK TIMES (Apr. 6, 2020),

https://www.nytimes.com/2020/04/06/business/coronavirus-car-insurance.html.

2 Ricardo Lara, Bulletin 2021-03, CALIFORNIA DEPARTMENT OF INSURANCE (Mar. 11, 2021), available at
https://www.insurance.ca.gcov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-
opinion/upload/Bulletin-202 1-03-Premium-Refunds-Credits-and-Reductions-in-Response-to-COVID-19-Pandemic.pdf.

2 State Farm General Insurance Company v. Lara et al. (2021) 286 Cal. Rptr. 3d 124.
B June Sham, California Rate Filing Freeze Starts to Thaw, Bankrate (Dec. 1, 2022),

https://www.bankrate.com/insurance/car/california-ratefiling-freeze-causes-unrest.

2 Consumer Price Index for All Urban Consumers (CPL-U): U.S. City Average by Detailed Expenditure Category, U.S. BUREAU OF
LABOR STATISTICS (Aug. 10, 2023), https://www.bls.cov/news.release/cpi.t02.htm.

5 Anthony Bellano, Where'd the Gecko Go? Auto Insurance Advertising Sees Dip, BEST'S REVIEW (Oct. 2022), available at
https://bestsreview.ambest.com/edition/2022/october/index.html#page=82.

% Ricardo Lara, Bulletin 2022-10, CALIFORNIA DEPARTMENT OF INSURANCE (Aug. 8, 2022), available at
https://www.insurance.ca.gcov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-

opinion/upload/Insurance-Commissioner-Ricardo-Lara-Bulletin-2022-10-Changes-to-Premium-Options-Without-the-Prior-

Approval-of-the-Departmentofdnsurance.pdf.



https://www.insurance.ca.gov/0400-news/0100-press-releases/2020/release056-2020.cfm
https://www.insurance.ca.gov/0400-news/0100-press-releases/2020/release056-2020.cfm
https://www.nytimes.com/2020/04/06/business/coronavirus-car-insurance.html
https://www.insurance.ca.gov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-opinion/upload/Bulletin-2021-03-Premium-Refunds-Credits-and-Reductions-in-Response-to-COVID-19-Pandemic.pdf
https://www.insurance.ca.gov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-opinion/upload/Bulletin-2021-03-Premium-Refunds-Credits-and-Reductions-in-Response-to-COVID-19-Pandemic.pdf
https://www.bankrate.com/insurance/car/california-rate-filing-freeze-causes-unrest
https://www.bls.gov/news.release/cpi.t02.htm
https://bestsreview.ambest.com/edition/2022/october/index.html#page=82
https://www.insurance.ca.gov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-opinion/upload/Insurance-Commissioner-Ricardo-Lara-Bulletin-2022-10-Changes-to-Premium-Options-Without-the-Prior-Approval-of-the-Department-of-Insurance.pdf
https://www.insurance.ca.gov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-opinion/upload/Insurance-Commissioner-Ricardo-Lara-Bulletin-2022-10-Changes-to-Premium-Options-Without-the-Prior-Approval-of-the-Department-of-Insurance.pdf
https://www.insurance.ca.gov/0250-insurers/0300-insurers/0200-bulletins/bulletin-notices-commiss-opinion/upload/Insurance-Commissioner-Ricardo-Lara-Bulletin-2022-10-Changes-to-Premium-Options-Without-the-Prior-Approval-of-the-Department-of-Insurance.pdf
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Meanwhile, as detailed more extensively in the sections below, the wildfire-driven homeowners-
insurance crisis that began before the COVID-19 pandemic has itself grown to epidemic levels,
highlighted by State Farm’s 2023 decision to exit the market. That led the environmental news
service ClimateWire to observe:

Experts say State Farm’s decision highlights a flaw in California policies that effectively
blocks insurers from considering climate change in setting premiums and discourages
them from seeking rate increases sufficient to cover the state’s growing wildfire risk. In
addition, the policies have created insurance premiums that are far too low and are
forcing insurers to pull back their coverage in California to remain profitable.’

California’s political leaders have also acknowledged the crisis. On Sept. 21, Gov. Gavin Newsom
issued an executive order noting that insurance carriers representing 63% of the state’s homeowners
insurance market had in recent months announced plans to either cease or limit writing new
policies.” He further announced that he was authorizing Insurance Commissioner Ricardo Lara to:

take prompt regulatory action to strengthen and stabilize California's marketplace for
homeowners insurance and commercial property insurance, and to consider whether the
recent sudden deterioration of the private insurance market presents facts that support
emergency regulatory action.”’

For his part, Lara announced an emergency response plan that included:

[Tlransition[ing] homeowners and businesses from the FAIR Plan back into the normal
insurance market with commitments from insurance companies to cover all parts of
California by writing no less than 85% of their statewide market share in high wildfire
risk communities. ... ;

Giving FAIR Plan policyholders who comply with the new Safer from Wildfires
regulation first priority for transition to the normal market, thus enhancing the state’s
overall wildfire safety efforts;

Expediting the Department’s introduction of new rules for the review of climate
catastrophe models that recognize the benefits of wildfire safety and mitigation actions
at the state, local, and parcel levels; ...

Holding public meetings exploring incorporating California-only reinsurance costs into
rate filings;

Improving rate filing procedures and timelines by enforcing the requirement for
insurance companies to submit a complete rate filing, hiring additional Department staff

" Thomas Frank, Calif. Scared Off Its Biggest Insurer. More Could Follow, CLIMATEWIRE (May 31, 2023),

https://www.eenews.net/articles/calif-scared-off-its-biggest-insurer-more-could-follow.

% Gov. Gavin Newsom, Executive Order N-13-23, EXECUTIVE DEPARTMENT, STATE OF CALIFORNIA (Sep. 21, 2023), available at
https://www.gov.ca.gov/wp-content/uploads/2023/09/9.21.23-Homeowners-Insurance-EQ.pdf.

¥ 1d.



https://www.eenews.net/articles/calif-scared-off-its-biggest-insurer-more-could-follow
https://www.gov.ca.gov/wp-content/uploads/2023/09/9.21.23-Homeowners-Insurance-EO.pdf
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to review rate applications and inform regulatory changes, and enacting intervenor

reform to increase transparency and public participation in the process ...*°

A. Problems With Rate Regulation Under Prop 103

Prop 103 charges California’s insurance commissioner with applying requirements articulated in the
California Insurance Code and the California Code of Regulations to determine whether an
insurer’s requested rate change is “excessive, inadequate or unfairly discriminatory.”’! If the
commissioner determines that a request is not “most actuarially sound,” he or she can require a rate
reduction or reject a rate filing completely.*

The most obvious problem with rate regulation is that it restricts the availability of insurance. As the
German economist Karl Henrik Borch put it in a landmark article on capital markets in insurance:

If premiums are low, the profitability of the insurance company will also be low, and
investors may not be inclined to risk their capital as reserves for an insurance company.
If the government imposes too low premiums, the whole system may break down, and
high standard insurance may become impossible in a free economy.*

Insurers naturally respond to rate regulation by tightening their underwriting criteria, forcing some
consumers to have to turn to the higher-priced residual market for coverage. In extreme cases, rate
suppression can lead some insurers to exit the market altogether.

The empirical evidence of this effect is manifest. After California ordered mandatory 20% rate
rollbacks following the passage of Prop 103 in 1988 (the effects of which were initially somewhat
blunted by the courts), the number of insurers writing auto coverage in the state fell from 265 in

1988 to 208 in 1993.7*

% Press Release, Commissioner Lara Announces Sustainable Insurance Strategy to Improve State’s Market Conditions for Consumers,
CALIFORNIA DEPARTMENT OF INSURANCE (Sep. 21, 2023), https://www.insurance.ca.gov/0400-news/0100-press-
releases/2023/release051-2023.cfm.

31 Cal. Ins. Code §1861.137(b)

32 Prior Approval Rate Filing Instructions, CALIFORNIA DEPARTMENT OF INSURANCE (Jun. 5, 2023), available at
https://www.insurance.ca.gov/0250-insurers/0800-rate-filings/0200-prior-approval-
factors/upload/PriorAppRateFilinglnstr Ed06-05-2023.pdf.

3 Karl Borch, Capital Markets and the Supervision of Insurance Companies, 31 JOURNAL OF RISK AND INSURANCE 397 (Sep.
1974).

* Dwight M. Jaffee & Thomas Russell, The Regulation of Automobile Insurance in California, in J.D. CUMMINS (ed.),
DEREGULATING PROPERTY-LIABILITY INSURANCE: RESTORING COMPETITION AND INCREASING MARKET EFFICIENCY,
American Enterprise Institute-Brookings Institution Joint Center for Regulatory Studies (2001).


https://www.insurance.ca.gov/0400-news/0100-press-releases/2023/release051-2023.cfm
https://www.insurance.ca.gov/0400-news/0100-press-releases/2023/release051-2023.cfm
https://www.insurance.ca.gov/0250-insurers/0800-rate-filings/0200-prior-approval-factors/upload/PriorAppRateFilingInstr_Ed06-05-2023.pdf
https://www.insurance.ca.gov/0250-insurers/0800-rate-filings/0200-prior-approval-factors/upload/PriorAppRateFilingInstr_Ed06-05-2023.pdf

RETHINKING PROP 103’s APPROACH TO INSURANCE REGULATION PAGE 9 OF 27

TABLE I: Firms Selling Auto Insurance in California, 1988-1993

YEAR ENTERED EXITED EXISTING EXITING
DURING DURING AT YEAR- MARKET

END SHARE
1988 21 28 265 1.80%
1989 13 31 247 3.53%
1990 15 12 250 0.27%
1991 16 44 222 2.93%
1992 22 32 212 0.67%
1993 24 28 208 1.35%

SOURCE: NAIC data, via Jaffe & Russell*’

More recently, Prop 103’s deleterious effects on the availability of coverage have manifested most
obviously in decisions by major homeowners insurers to exit the market. In 2019, following the
deadliest wildfire season in California history, the state’s homeowners insurers responded by
nonrenewing 235,520 policies, a 31% increase from the prior year.”® In May 2023, California’s
largest writer of homeowners insurance, State Farm, announced it would halt the sale of new
homeowners policies in the state.”” This was followed shortly after by the exit of Allstate, California’s
fourth-largest personal lines writer, which likewise announced it would cease writing new policies,’®
while Farmers, the second-largest writer, said it would limit its writing of new policies.*

While Prop 103 calls for property & casualty insurers to earn a “fair profit” rate of return of 10%,
the industry has long reported that it finds it difficult to meet the California Department of
Insurance’s requirements to justify rate increases, even when such increases would allow premiums
to better reflect true risk.” In fact, even after the state’s extreme wildfires in 2017 and 2018, and

P d.

3 Katherine Chiglinsky & Elaine Chen, Many Californians Being Left Without Homeowners Insurance Due to Wildfire Risk,
INSURANCE JOURNAL (Dec. 4, 2020), https://www.insurancejournal.com/news/west/2020/12/04/592788.htm.

37 Leslie Scism, State Farm Halts Home-Insurance Sales in California, WALL STREET JOURNAL (May 26, 2023),
https://www.wsj.com/articles/state-farm-halts-home-insurance-sales-in-california-5748c771.

% Ryan Mac, Allstate Is No Longer Offering New Policies in California, THE NEW YORK TIMES (Jun. 4, 2023),

https://www.nytimes.com/2023/06/04/business/allstate-insurance-california.html.

* Sam Dean, Farmers, California’s Second-Largest Insurer, Limits New Home Insurance Policies, LOS ANGELES TIMES (Jul. 11, 2023),
https://www.latimes.com/business/story/2023-07-11/farmers-californias-second-largest-insurer-limits-new-home-insurance-

policies.

# Rex Frazier, California’s Ban on Climate-Informed Models for Wildfire Insurance Premiums, ECOLOGY LAW QUARTERLY (Oct. 19,
2021), https://www.ecologylawquarterly.org/currents/californias-ban-on-climate-informed-models-for-wildfire-insurance-
premiums.



https://www.insurancejournal.com/news/west/2020/12/04/592788.htm
https://www.wsj.com/articles/state-farm-halts-home-insurance-sales-in-california-5748c771
https://www.nytimes.com/2023/06/04/business/allstate-insurance-california.html
https://www.latimes.com/business/story/2023-07-11/farmers-californias-second-largest-insurer-limits-new-home-insurance-policies
https://www.latimes.com/business/story/2023-07-11/farmers-californias-second-largest-insurer-limits-new-home-insurance-policies
https://www.ecologylawquarterly.org/currents/californias-ban-on-climate-informed-models-for-wildfire-insurance-premiums
https://www.ecologylawquarterly.org/currents/californias-ban-on-climate-informed-models-for-wildfire-insurance-premiums
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despite trailing only Hawaii in median home prices,*' Californians in 2020 paid an annual average
of $1,285 in homeowners insurance premiums across all policy types—less than the national average

of $1,319.%

As noted above, the homeowners-insurance availability crisis has become particularly acute in the
wake of those devastating 2017 and 2018 wildfires. Under Prop 103, an insurer must justify its
requested statewide premium for future wildfire losses based upon its average annual wildfire losses
over the last 20 years.” But as demonstrated in Figure I, a look at the data from California’s
homeowners-insurance market illustrates why such longrun averages are wholly inadequate to

project future losses.

FIGURE 2: California Homeowners Estimated Industry Profits Since 1991

1991-2016 Average annual profit: $390 million
1991-2016 Cumulative profits: $10.2 billion
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Drought from 2007-2009 and from 2011-2017 reduced water and
wind losses, but may have also increased wildfire risk by drying out
vegetation

(10.1)

Loss for 2017 and 2018 combined equals $20 billion.
The industry has been unprofitable since the last major fire.

SOURCE: Milliman*

B. Catastrophe Models and Reinsurance
Insurers have access to tools like advanced wildfire catastrophe models that would allow them to
project future wildfire losses in ways that consider both changing climactic factors and a given
property’s proximity to fuel load.* Such considerations are not currently permitted under

' Median Home Price by State, WORLD POPULATION REVIEW, https://worldpopulationreview.com/state-rankings/median-
(last updated May 2022).
# Dwelling Fire, Homeowners Owner-Occupied, and Homeowners Tenant and Condominium,/Cooperative Unit Owner’s Insurance

Report: Data for 2020, NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS (2022), available at
https://content.naic.org/sites/default/files/publication-hmr-zu-homeowners-report.pdf.

# Cal. Code Regs. Tit. 10, § 2644.5.
* Xu et al., supra note 15.

# Robert Zolla & Melanie McFaul, Wildfire Catastrophe Models and Their Use in California for Ratemaking, MILLIMAN (Jul. 21,
2023),

home-price-by-state



https://worldpopulationreview.com/state-rankings/median-home-price-by-state
https://worldpopulationreview.com/state-rankings/median-home-price-by-state
https://content.naic.org/sites/default/files/publication-hmr-zu-homeowners-report.pdf
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California’s Prop 103 system, but nor are they explicitly barred, as such models largely did not yet
exist in 1988. Indeed, the California Earthquake Authority uses catastrophe models to develop rates
and mitigation discounts; determine the amount of claims-paying capacity the authority needs; and
to estimate CEA losses after an event.* Moreover, California has begun to take steps in the direction
of permitting their use in certain limited contexts, including recent regulations requiring insurers to
disclose to consumers their “wildfire risk score.”*” In July 2023, Insurance Commissioner Ricardo
Lara hosted a workshop on catastrophe modeling and insurance, noting in a public invitation that:

For the past 30 years, the use of actual historical catastrophe losses has been the method
used for estimating catastrophe adjustments in the California rate-approval process.
However, historical losses do not fully account for the growing risk caused by climate
change or risk mitigation measures taken by communities or regionally, as a result of
local, state, and federal investments. Catastrophe estimates based on historical losses
only reflect losses after they occur. As a result of climate-intensified wildfire risk and
continued development in the wildland urban interface areas, and recent increased
efforts to mitigate wildfire risks, past experience may no longer reflect the current wildfire
exposure for property owners and insurance companies. **

Prop 103 also probits insurers from using the cost of reinsurance as justification for rate filings.*
After a long period of “soft” pricing from 2006 to 2016, reinsurance rates for North American
property-catastrophe risks more than doubled from 2017 to 2023, including a 35% year-over-year
hike in 2023, according to reinsurance broker Guy Carpenter.” When combined with prohibitions
on the use of catastrophe models, this has essentially meant that California—a state that has long
prided itself as being on the leading edge when it comes to its response to climate change—is
effectively telling insurers to ignore the science.’’

Thus, unsurprisingly, denied the ability to charge rates that reflect the future risk of wildfire,
admitted-market insurers have pulled back from the most atrisk areas. Ironically, this has meant a
migration of policies to surplus lines insurers and to the California Fair Access to Insurance

* Glenn Pomeroy, Use of Catastrophe Models by California Earthquake Authority, CALIFORNIA EARTHQUAKE AUTHORITY (Dec.
17, 2017), available at
https://ains.assembly.ca.gov/sites/ains.assembly.ca.cov/files/CEA%20Use%200f%20Catastrophe%20Models%20-
%20GP%20Statement.pdf.

T Press Release, Commissioner Lara Announces New Regulations to Improve Wildfire Safety and Drive Down Cost of Insurance,
CALIFORNIA DEPARTMENT OF INSURANCE (Feb. 25, 2022), https://www.insurance.ca.cov/0400-news/0100-press-
releases/2022/release019-2022.cfm.

* Invitation to Workshop Examining Catastrophe Modeling and Insurance, CALIFORNIA DEPARTMENT OF INSURANCE (Jun. 7,
2023), available at https://www.insurance.ca.gov/0250-insurers/0500-legal-info/0300-workshop-insurers/upload/California-

DepartmentofInsurance-Invitation-to-Workshop-Examining-Catastrophe-Modeling-and-Insurance.pdf.
# Cal. Ins. Code §623.

% Guy Carpenter U.S. Property Catastrophe Rate-On-Line Index, ARTEMIS, https://www.artemis.bm/us-property-cat-rate-on-line-
index (last accessed Aug. 8, 2023).

' RJ. Lehmann, Even California Leaders Fail to Grasp Climate Change, San Francisco Chronicle (Jan. 10, 2018),

https://medium.com/@sfchronicle/even-california-leaders-fail-to-grasp-climate-change-b960d7038fc7.



https://ains.assembly.ca.gov/sites/ains.assembly.ca.gov/files/CEA%20Use%20of%20Catastrophe%20Models%20-%20GP%20Statement.pdf
https://ains.assembly.ca.gov/sites/ains.assembly.ca.gov/files/CEA%20Use%20of%20Catastrophe%20Models%20-%20GP%20Statement.pdf
https://www.insurance.ca.gov/0400-news/0100-press-releases/2022/release019-2022.cfm
https://www.insurance.ca.gov/0400-news/0100-press-releases/2022/release019-2022.cfm
https://www.insurance.ca.gov/0250-insurers/0500-legal-info/0300-workshop-insurers/upload/California-Department-of-Insurance-Invitation-to-Workshop-Examining-Catastrophe-Modeling-and-Insurance.pdf
https://www.insurance.ca.gov/0250-insurers/0500-legal-info/0300-workshop-insurers/upload/California-Department-of-Insurance-Invitation-to-Workshop-Examining-Catastrophe-Modeling-and-Insurance.pdf
https://www.artemis.bm/us-property-cat-rate-on-line-index
https://www.artemis.bm/us-property-cat-rate-on-line-index
https://medium.com/@sfchronicle/even-california-leaders-fail-to-grasp-climate-change-b960d7038fc7
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Requirements (FAIR) Plan, both of which are allowed to use catastrophe models in setting their
premiums.

From 2015 to 2021, the number of FAIR Plan policies grew by 89.7%, in the process rising from
1.7% of the California homeowners insurance market to 3.0%.°* With just $1.4 billion in aggregate
loss retention and facing the prospect of claims-paying shortfalls in the event of another major
wildfire, the FAIR Plan recently filed a request for an average 48.8% increase in its dwelling fire
rates.”

C. An Inflexible System
Prop 103 is also remarkably inflexible, particularly given provisions that make it exceedingly difficult
to amend by legislative enactment. Any changes must not only pass by a two-thirds vote in both
chambers of the California Legislature, but they must also be found to “further the purposes” of the

proposition. As the 2nd District Court of Appeal wrote in the 1998 decision Proposition 103 Enforcement
v. Quackenbush:

Any doubts should be resolved in favor of the initiative and referendum power, and
amendments which may conflict with the subject matter of initiative measures must be
accomplished by popular vote, as opposed to legislatively enacted ordinances, where the
original initiative does not provide otherwise.>

But with the bar to amendment set that high, it has proven to be effectively impossible for the law
to respond to the enormous political, technological, and business practice changes that the insurance
industry has undergone over the past 35 years.

In addition to the emergence of catastrophe models, discussed above, another significant tool that
insurers have taken increasing advantage of in the years since 1988 is the use of credit-based
insurance scores, particularly in auto insurance underwriting and ratemaking. Today, according to
the Fair [saac Corp. (FICO), 95% of auto insurers and 85% of homeowners insurers use credit-based
insurance scores in states where it is legally allowed as an underwriting or risk-classification factor.”

But California is one of four states (along with Massachusetts, Hawaii, and Michigan) that does not
permit their use,’® because CDI has not adopted regulations acknowledging credit history as a rating

52 FACT SHEET: Insurance Policy Count Data 2015-202 1, CALIFORNIA DEPARTMENT OF INSURANCE (Dec. 2022), available at
https://www.insurance.ca.gov/01-consumers/200-wrr/upload/CDI-Fact-Sheet-Residential- Insurance-Market-Policy-Count-
Data-December-2022.pdf.

53 Jeff Lazerson, FAIR Plan Seeks Nearly 50% Premium Hike from California Department of Insurance, ORANGE COUNTY REGISTER
(May 19, 2023), https://www.ocregister.com/2023/05/19/fair-plan-seeks-nearly-50-premium-hike-from-california-

departmentof-insurance.

5% Proposition 103 Enforcement Project v. Charles Quackenbush, 64 Cal. App.4th 1473 (Cal. Ct. App. 1998), 76 CAL. RPTR. 2d
342.
% Clint Proctor, Do Insurance Companies Use Credit Data?, MYFICO (Oct. 21, 2020), https://www.myfico.com/credit

education/blog/insurance-and-credit-scores.

% Deanna Dewberry, Got a Bad Credit Score? You Pay Much More for Car Insurance in New York, NEWS10 NBC (Apr. 27, 2023),

https://www.whec.com/top-news/consumer-alert-got-a-bad-credit-score-you-pay-much-more-for-car-insurance-in-new-york.



https://www.insurance.ca.gov/01-consumers/200-wrr/upload/CDI-Fact-Sheet-Residential-Insurance-Market-Policy-Count-Data-December-2022.pdf
https://www.insurance.ca.gov/01-consumers/200-wrr/upload/CDI-Fact-Sheet-Residential-Insurance-Market-Policy-Count-Data-December-2022.pdf
https://www.ocregister.com/2023/05/19/fair-plan-seeks-nearly-50-premium-hike-from-california-department-of-insurance
https://www.ocregister.com/2023/05/19/fair-plan-seeks-nearly-50-premium-hike-from-california-department-of-insurance
https://www.myfico.com/credit-education/blog/insurance-and-credit-scores
https://www.myfico.com/credit-education/blog/insurance-and-credit-scores
https://www.whec.com/top-news/consumer-alert-got-a-bad-credit-score-you-pay-much-more-for-car-insurance-in-new-york
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factor with “a substantial relationship to the risk of loss.” This is despite the Federal Trade
Commission’s (FTC) finding that, in the context of auto insurance, credit-based insurance scores
“are predictive of the number of claims consumers file and the total cost of those claims."”’

A similar disjunction between the inflexibility of Prop 103 and the emergence of new technologies
can be seen in the development of “telematic” technologies that allow insurers to measure a range
of factors directly relevant to auto-insurance risk, including not only the number of miles driven (a
required rating factor under Prop 103) but also how frequently the driver engages in sudden stops
or rapid acceleration, as well as how often he or she drives after dark or in high-congestion

situations.’®

In July 2009, CDI adopted an amendment to the state insurance code that permitted the use of
telematics devices to verify mileage for the purpose of advertise “pay per-mile” rates.”” But other
regulations in the California code limit the ability to use telematics to offer “pay-how-you-drive”
products that have become popular in other jurisdictions. For example, insurers are currently
prohibited from collecting vehicle-location information, which rules out rating on the basis of
driving in congested areas.®® Moreover, because the regulations do permit rating on the basis of the
severity and frequency of accidents in the ZIP code where a vehicle is garaged, " identical drivers who
spend equivalent time driving in congested areas may be charged different rates, with a suburban
commuter earning a discount relative to an urban commuter.

Research by Jason E. Bordoff & Pascal J. Noel finds the status quo is that low-mileage drivers cross-
subsidize high-mileage drivers,®> and that about 64% of Californians would save money if they
switched to a per-mile plan.” The president of the California Black Chamber of Commerce has also
argued that telematics offers a potential solution to problems of bias in underwriting, given evidence
that drivers from predominantly African-American communities are quoted premiums that are 70%

higher than similarly situated drivers in predominantly white communities.®*

57 Credit-Based Insurance Scores: Impacts on Consumers of Automobile Insurance, FEDERAL TRADE COMMISSION (Jul. 2007),

available at https://www.ftc.gov/sites/default/files/documents/reports/credit-based-insurance-scores-impacts-consumers-

automobile-insurance-report-congress-federal-trade/p044804facta_report credit-based insurance scores.pdf.

%8 Daniel Robinson, What Is Telematics Insurance?, MARKETWATCH (Aug. 4, 2023),
https://www.marketwatch.com/guides/insurance-services/telematics-insurance.

* 10 CCR § 2632.5.

%10 CCR § 2632.5(c)(2).F.5.B.

110 CCR § 2632.5(d)(15-16)

62 Jason E. Bordoff & Pascal J. Noel, Pay-As-You Drive Auto Insurance; A Simple Way to Reduce Driving-Related Harms and Increase

Equity, BROOKINGS INSTITUTION (Jul. 25, 2008), https://www.brookings.edu/articles/pay-as-you-drive-auto-insurance-a-simple-
way-to-reduce-driving-related-harms-and-increase-equity.

% Jason E. Bordoff & Pascal J. Noel, The Impact of Pay-As-You-Drive Auto Insurance in California, BROOKINGS INSTITUTION (Jul.

31, 2008), https://www.brookings.edu/articles/the-impact-of-pay-as-you-drive-auto-insurance-in-california.

* Edwin Lombard 111, Telematics: A Tool to Curb Auto Insurance Discrimination, CAPITOL WEEKLY (Feb. 18, 2020),

https://capitolweekly.net/telematics-a-tool-to-curb-auto-insurance-discrimination.



https://www.ftc.gov/sites/default/files/documents/reports/credit-based-insurance-scores-impacts-consumers-automobile-insurance-report-congress-federal-trade/p044804facta_report_credit-based_insurance_scores.pdf
https://www.ftc.gov/sites/default/files/documents/reports/credit-based-insurance-scores-impacts-consumers-automobile-insurance-report-congress-federal-trade/p044804facta_report_credit-based_insurance_scores.pdf
https://www.marketwatch.com/guides/insurance-services/telematics-insurance
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By voluntarily downloading an app to their smartphone, a driver agrees to allow an
insurer to measure data about (and only about) their driving habits. This includes
behaviors like hard braking and distracted driving. Based on that data an insurance
company can assess how much of a risk the driver poses and offer fair insurance, free of
bias and inflation, that the driver may choose to purchase.®’

I1l. Prop 103 Rate Review in Practice

Dynamic aspects of insurance loss events and claim costs impose expenses on insurers if they cannot
respond nimbly in matching rate to risk. Prop 103 and similar approaches to price regulation restrain
insurers’ ability to adjust to new information, thereby causing an increase in price, a decrease in
availability, or both. Rate suppression occurs when regulators deny rate filings that request adequate
and non-excessive rates. Examples of extreme rate suppression have rarely lasted very long. Insurers
exit suppressed markets, leaving consumers with fewer choices and higher prices.

While the last section examined some of the high-level issues created by the Prop 103 system, in this
section, we draw from empirical data and recent legal precedent to demonstrate how the Prop 103
process, as applied by the CDI, has in practice amplified these dislocations in ways that have proven
extraordinarily counterproductive.

A. Ratemaking as Market-Conduct Examination

Filing for rates under Prop 103 is a complex and costly enterprise. The discretion that CDI maintains
and the ever-present risk of intervention by a third parties means that swift and predictable
resolution is the exception, not the rule.

Further complicating ratemaking in California is the intrinsically political nature of the relationship
between the insurance commissioner and regulated entities. California’s commissioner is one of 11
state insurance regulators in the United States to face direct election.®® Thus, particularly in times
of market strain or when policyholders are confronted with availability challenges or rate increases,
the commissioner faces political incentives to pressure insurers to acquiesce to popular—if not
market-based—demands. As a result, the ratemaking process can be misused as a proxy venue for
larger ongoing disputes between the commissioner and insurers. Two recent cases highlight this
phenomenon.

. Rulemaking by ratemaking proceeding

State Farm Group (SFG)—a California entity separate from the larger State Farm Mutual, which was
established to cover non-automobile lines—sought a rate increase of 6.4% in 2015. CDI rejected the
proposed increase, Consumer Watchdog intervened, and the matter went to a hearing before a CDI
administrative-law judge. The department’s hearing officer subsequently issued a farreaching

®1d.

% Insurance Commissioner (State Executive Office), BALLOTPEDIA,
https://ballotpedia.org/Insurance Commissioner (state executive office) (last accessed Aug. 16, 2023).
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opinion, which was adopted by the commissioner, ordering SFG to retroactively reduce its rates and
issue refunds, based on a novel reading of Prop 103 that erased the difference between the balance
sheets of a particular insurer and the larger group of which it is a part for purposes of ratemaking.

Faced with a foundational reinterpretation of insurance law created in the process of seeking a rate,
SFG appealed to California courts, where it ultimately prevailed, after a years-long protracted lawsuit
and subsequent CDI appeal.’

While resolving open questions about a state’s ratemaking process is appropriate fodder for any
department to undertake, the broader context in which then-Insurance Commissioner Dave Jones—
who launched what would ultimately be a failed bid to be elected California’s attorney general in
2018%—pursued the action against SFG speaks to a different motivation. Indeed, SFG had just one
year prior sought and received a rate increase using the same formula subsequently rejected by CDI.
To wit, the basis of CDI’s resistance was not the degree of the rate increase in question, but was
instead premised upon a broader question of law.

CDI has broad rulemaking authority and, when necessary, can seek legislative amendment to ensure
that the laws governing ratemaking protect California consumers. But the department also retains
substantial leverage to secure acquiescence from insurers when it pursues novel ratemaking
interpretations in the context of a particular rate application. This approach may be effective, but it
frustrates well-established norms for creating rules of general applicability and deprives the industry
as a whole of due process. Worse still, when it engages in facial abuses of its already broad discretion,
the CDI undermines the Prop 103 ratemaking system’s ability to prevent dislocation between price
and risk.

2. Corporate governance by ratemaking proceeding

The ratemaking process under Prop 103 is likewise susceptible to being used to direct the behavior
of firms beyond the scope of ratemaking itself. Predictably, delays in the ratemaking proceeding on
account of nonprice factors trigger the same marketskewing dynamics and due-process issues
discussed above. Intervenors like Consumer Watchdog have sought, e.g., to prevent Allstate from
receiving a mere 4% rate increase in its homeowners book on the basis of the firm’s decision to limit
its exposure to the California market more broadly.®” In that case, the long-time intervenor alleged
that ceasing to sell insurance—an underwriting determination—has an impact on rates and that as a
result, the decision to cease offering coverage is itself a ratemaking action demanding review by
California Department of Insurance.

87 State Farm General Insurance Company v. Lara et al. (2021) 286 Cal. Rptr. 3d 124.

5 Jeff Daniels, Becerra, Incumbent California Attorney General and Legal Thorn to Trump, to Face GOP Challenger Bailey in Fall
General Election, CNBC (Jun. 6, 2018), https://www.cnbc.com/2018/06/06/becerra-california-attorney-general-to-face-cop-
rival-bailey-in-fall. html.

% Harvey Rosenfield, Allstate’s $16M Homeowners Rate Hike Approved Despite Company Secretly Ending Sales of New Home
Insurance in California, CONSUMER WATCHDOG (Jun. 13, 2023), https://consumerwatchdog.org/insurance/allstates-16m-
homeowners-rate-hike-approved-despite-company-secretly-ending-sales-of-new-home-insurance-in-california.
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To its credit, the department maintained that inactivity by a business does not constitute the use of
an unapproved rate. But Consumer Watchdog’s broad reading of the acceptable scope of matters
judicable in a ratemaking proceeding is no doubt borne directly of previous experiences in which
insurers were made to acquiesce to demands related to business practices more broadly.

B. Prop 103’s Dead Letter Deemer
Rate-approval delays have become a hallmark of the Prop 103 system, as well as the resulting
asymmetry between rate and risk. But as originally presented to California voters, the law envisioned
that rates would be deemed accepted if no action were taken by the CDI for 60 or 180 days.™ Indeed,
Prop 103 included this “deemer” provision because a reasonable speed-to-market for insurance
products also protects consumers.

The law’s deemer provision has been effectively rendered moot in practice because, as a matter of
course, the CDI requests that firms waive the deemer. If the deemer is not waived, the CDI has two
options: approve the rate or issue a formal notice of hearing on the rate proposal. Because the CDI
is unable to complete timely review of filings within the deemer period, it always elects to move to a
rate hearing. In effect, CDI turns every rate filing without a deemer waiver into an “extraordinary
circumstance.””'

In practice, it has proven exceedingly challenging for petitioners to navigate the manner in which
rate hearings—the nominal guarantors of due process—are conducted. The administrative law judges
(ALJs) that oversee these proceedings are housed within the CDI. The hearings themselves take a
broad view of relevance that drive up the cost of participation. Upon AL]J resolution, the
commissioner can accept, reject, or modify the ALJ’s finding. There is little practical upside for an
insurer to move to a hearing against the CDI.

Wawanesa General Insurance Co. offers a case study in the differences between how Prop 103 was
drafted and the way it is currently enforced. After initially waiving the law’s deemer, Wawanesa
reactivated the deemer in a 2021 private-passenger auto filing.”” In so doing, Wawanesa elected to
move to a hearing by the CDI. Ultimately, from start to finish, its December 2021 rate filing was
not approved until March 2023—15 months after it was brought forward. Ultimately, unable to get
the rate it needed in a timely manner, Wawanesa’s U.S. subsidiary was acquired by the Automobile

Club of Southern California.”

Thus, in practice, insurers are faced with a starkly practical choice. One option is to waive their right
to timely review of rates, and hope that they gain approval in, on average, six months. The alternative
is to move to a formal hearing and reconcile themselves with the fact that approval, if forthcoming,

™ CIC Section 1861.05.

™ CIC 1861.065(d).

™ SERFF WAWA-133081408.

? Press Release, Auto Club to Acquire the U.S. Subsidiary of Wawanesa Mutual, WAWANESA MUTUAL (Aug. 1, 2023),

https://www.wawanesa.com/canada/news/auto-club-acquires-wawanesa-general.
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will take at least a year. The system of due process originally contemplated by Prop 103 simply bears
no relationship with the system as it operates today.

Figure Il shows the average number of days between submission and resolution of rate filings in each
state (including the District of Columbia as a state, for these purposes). With a five-year average filing
delay of 236 days for homeowners insurance and 226 days for auto insurance, California ranks 50th
in each category, responding more slowly than all states except Colorado. Although the average delay
is affected somewhat by extreme-outlier observations, California’s rank is unchanged if we instead

use the median delay.™

FIGURE II: Average Days to Resolution of Rate Filings by State, 2018-2022
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Another troubling aspect of California’s sluggish regulatory system is that it appears to be getting
slower over time. Obviously, California has been relatively slow to resolve rate filings since Prop 103
took effect. In recent years, however, the average delay has increased, as wildfire losses and market
conditions (e.g., inflation and the cost of capital) have increased the cost of providing insurance.
Figure III shows the annual average number of days between filing and resolution of rate changes

™ The median delay for homeowners rate filings in California is 198 days. For auto insurance rate filings, it is 185.5 days.
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for homeowners insurance in California. The average delay from 2013 to 2019 was 157 days. For
the last three years, the average delay has increased to 293 days.

FIGURE IlI: California Homeowners Insurance Rate-Filing Delays, 2013-2022
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C. The Intervenor Process
CDI’s ability to review rate filings in a timely manner is further constrained by Prop 103’s intervenor
process. Intervenors may, by right, intercede in rate filings that propose increases of more than 6.9%.
Naturally, many insurers opt to file below that threshold, even if they actually require rate increases
substantially in excess of 6.9%, simply to avoid dealing with intervenors.

The intervenor process has proven both costly and time-consuming. According to CDI data, since
2003, intervenors have been paid $23,267,698.72, or just over $1 million annually, for successfully
challenging 177 filings.” While the process results in CDI receiving more filings to review than it
otherwise would, the total number of filings it must review is significantly less than other
jurisdictions (see Figure IV).

 Data are drawn from Informational Report on the CDI Intervenor Program, CALIFORNIA DEPARTMENT OF INSURANCE, available
at https://www.insurance.ca.gov/01-consumers/150-other-prog/0l-intervenor/report-on-intervenor-program.cfm (last

accessed Aug. 15, 2023).
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FIGURE IV: Average Number of Rate Filings Per-Company by State, 2018-2022
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Intuitively, we can assume that states cannot change rates as frequently when rate filings take longer
to resolve. Figure IV confirms this assumption, demonstrating the average number of rate filings
made per-company in each state for homeowners and automobile insurance from 2018 to 2022.
Over the last five years, California ranks 49th in the number of homeowners-insurance rates filed,

and 50th in the number of auto-insurance rates filed.

D. Rate Suppression Under Prop 103
While a slow regulatory system limits the efficiency of insurance markets, a system that suppresses
rates will also inhibit deployment of capital, ultimately reducing the number of insurers who choose

to participate.

For example, if an insurer’s rate analysis indicates that a 40% increase is required for rates to be
adequate, and the regulator instead approves only a 15% increase, the effect of rate suppression is
(40%-15%=) 25%. In this category, California again ranks 50th, approving rates that are, on average,
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29% (homeowners) and 14% (auto) less than the actuarially indicated rate supported by the analysis
in the filing.”

Figure V, which measures the difference between the actuarially indicated rate and the rate approved
by regulators, demonstrates that California’s regulatory system under Prop 103 is suppressive.
Although it is common for insurers to request rate changes below the indicated rates for strategic

reasons, the measure would not differ consistently across states in the absence of suppressive rate
regulation.

FIGURE V: Regulatory Rate Suppression by State, 2018-2022
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Similar to the growing chasm of filing delays observed in Figure III, Figure 7 shows that rate
suppression in California homeowners insurance has risen in response to the unprecedented
wildfire losses incurred in 2017 and 2018. Although the level of rate suppression moderated
somewhat in 2022, the average level of regulatory rate suppression for 2013 through 2018 was 18%,
while the average for 2019 through 2022 is 30%. Moreover, at 14.5% in 2022, California is more

than one standard deviation (3.6%) above the mean (9.8%) and ranks 45th among the 50
jurisdictions reporting data.

" Data from Florida are not available for this measure; therefore, California ranks 50th out of 50 jurisdictions.
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FIGURE VI: Rate Suppression in California Homeowners Insurance, 2013-2022
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In summary, the rate-ffiling data clearly show that California’s regulatory system under Prop 103 is
expensive and slow, and that it is currently causing unsustainable rate suppression, especially in the
homeowners line.

IV. The Impact of Prop 103 on Other States

Some of Prop 103’s effects have spilled over to other jurisdictions, either directly—via states adopting
similar regulatory regimes—or indirectly. Recent research by Sangmin S. Oh, Ishita Sen, & Ana-
Maria Tenekedjieva finds a significant indirect effect in the form of rate suppression in California
and other “high-friction” states leading to cross-subsidies among policyholders of multi-state insurers
and, ultimately, “distortions in risk sharing across states.””’

First, rates have not adequately adjusted in response to the growth in losses in states we
classify as “high friction”, i.e. states where regulation is most restrictive. Second, in low
friction states rates increase both in response to local losses as well as to losses from high
friction states. Importantly, these spillovers are asymmetric: they occur only from high
to low friction states, consistent with insurers cross-subsidizing in response to rate

7 Sangmin S. Oh, Ishita Sen, & Ana-Maria Tenekedjieva, Pricing of Climate Risk Insurance: Regulation and Cross-Subsidies,
SSRN (Dec. 22, 2022), https://papers.ssrn.com/sol3/papers.cfmlabstract id=3762235.
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regulation. Our results point to distortions in risk sharing across states, i.e. households
in low friction states are in-part bearing the risks of households in high friction states.”™

In other cases, the impact of Prop 103 has largely taken the form of political influence. As
demonstrated in the previous section, states like Colorado, Maryland, and Hawaii have followed
California’s model of extended rate-review processes that significantly slow product approvals.

Among the first states to respond to Prop 103 with its own similar regulatory system was New Jersey,
which in 1990 passed the Fair Automobile Insurance Reform Act. Under terms of the law, effective
April 1992, every admitted writer of automobile insurance in the state would be required to offer
coverage for all eligible persons, with only a select group of motorists—including those convicted of
driving under the influence or other automobile-related crimes, those whose licenses had been
suspended, those convicted of insurance fraud, and those whose coverage had been canceled for
nonpayment of premium—deemed ineligible.”

While the law nominally permitted insurers to earn an “adequate return on capital” of 13%, several
companies would sue the state on grounds that the New Jersey Department of Banking and
Insurance did not approve rate requests sufficient to meet that threshold.* In addition, the state
assessed surcharged on insurers to close a $1.3 billion funding gap for the state’s Joint Underwriting

Authority.”!

As in California, New Jersey saw the exit of 20 insurers the state’s auto-insurance market in the
decade after the Fair Automobile Insurance Reform Act’s passage. When the state later liberalized
its regulatory system with passage of the Auto Insurance Reform Act in June 2003, the number of
auto writers more than doubled from 17 to 39 and thousands of previously uninsured drivers
entered the system.™

A similar effect was seen in South Carolina, where a restrictive rating system in the 1990s had
forced 43% of drivers into residual market policies undergirded by a state-run reinsurance facility.”
After adopting a liberalized flex-band rating law in 1999, as in New Jersey, the number of insurers

®1d. at 1.

®N.J. Admin. Code § 11:3 app A, available at https://casctext.com/regulation/new-jersev-administrative-code/title-11-

insurance/chapter-3-automobile-insurance/subchapter-33-appeals-from-denial-of-automobile-insurance/appendix-a.
8 High Court Upholds N.J. Surcharges on Insurers, A.M. BEST CO. (Mar. 19, 1996).
8 Anthony Gnoffo Jr., NJ, Insurers Near Deal to Close State Fund Gap, THE JOURNAL OF COMMERCE (1994).

82 Sharon L. Tennyson, Efficiency Consequences of Rate Regulation in Insurance Markets, NETWORKS FINANCIAL INSTITUTE, Policy
Brief No. 2007-PB-03 (March 2007), https://papers.ssrn.com/sol3/papers.cfm’abstract id=985578.
8 Martin F. Grace, Robert W. Klein, & Richard W. Phillips, Auto Insurance Reform: The South Carolina Story, GEORGIA STATE

UNIVERSITY CENTER FOR RISK MANAGEMENT AND INSURANCE RESEARCH (Jan. 15, 2001), available at
https://citeseerx.ist.psu.edu/document’repid=rep 1 &type=pdf&doi=bae61c3¢10a95b535a11c83094abeaObe16fa05a.
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https://casetext.com/regulation/new-jersey-administrative-code/title-11-insurance/chapter-3-automobile-insurance/subchapter-33-appeals-from-denial-of-automobile-insurance/appendix-a
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=985578
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offering coverage in South Carolina doubled,* the residual market shrank (it is, today, only 0.007%
of the market),* and overall rates actually fell.

Even in Massachusetts, which retains a fairly restrictive rate-approval process, reforms passed in April
2008 to allow insurers to submit competitive rates (they were previously set by the commissioner for
all carriers) had a notable impact. Within two years of the reforms, rates had fallen by 12.7% and a
dozen new carriers began offering coverage in the state.™ Because it is still a very regulated state,
Massachusetts still has a relatively large residual market. According to data from the Automobile
Insurance Plan Service Office (AIPSO), in 2022, 3.38% of Massachusetts auto-insurance customers
had to resort to the residual market, the second-highest rate in the nation.®” But before 2008,
Massachusetts’ residual-market share was routinely in the double digits.

While those states that have opted to copy the California model have largely lived to regret it, others
continue to explore the imposition of Prop 103-like regimes. Oregon lawmakers, for example, have
repeatedly put forward legislation that would place the insurance industry under the state’s Unlawful
Trade Practices Act, granting customers the right to sue for damages beyond even the face value of
their policies, and third parties to bring private rights of action against insurers with whom they have
no contractual relationship.®

But perhaps the most notable recent proposal to shift to a Prop 103-like system is Illinois’ H.B.
2203, which would effectively transform the state from the most open and competitive insurance
market in the country to one of the most restrictive. If approved, the legislation would require every
insurer seeking to offer private passenger motor-vehicle liability insurance in the state to file a
complete rate application with the Department of Insurance, which once again would be empowered
to approve or disapprove rates on a prior-approval basis. The bill also would prohibit insurers from
setting rates based on any “nondriving” factors, including credit history, occupation, education, and
gender.

As in California, the measure would also create a new system for public intervenors in the
ratemaking process, stipulating that “any person may initiate or intervene in any proceeding

8 Tennyson, supra note 10.

8 Residual Market Size Relative to Total Market, AUTOMOBILE INSURANCE PLAN SERVICE OFFICE (2022), available at
https://www.aipso.com/Portals/0/IndustryData/Residual%20Market%20Size%20Relative%20T0%20Total%20Market B
D040 2021 .xlsx/ver=2022-08-11-133511-543.

8 Jim Kinney, Massachusetts Auto Insurance Deregulation Brought Variety, Lower Prices, National Association of Insurance
Commissioners Says, THE REPUBLICAN (Jan. 18, 2012), https://www.masslive.com/business-

news/2012/01/massachusetts auto insurance deregulatio.html.

87 AIPSO, supra note 13.

% Nigel Jaquiss, Oregon Lawmakers Will Try Again to Bring Insurers Under the State’s Unlawful Trade Practices Act, WILLAMETTE
WEEK (Mar. 1, 2023), https://www.wweek.com/news/2023/03/01/oregon-lawmakers-will-try-again-to-bring-insurersunder-

the-states-unlawful-trade-practices-act.

% Motor Vehicle Insurance Fairness Act, H.B. 2203, Illinois 103rd General Assembly.
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permitted or established under the provisions and challenge any action of the Director under the
990

provisions.
[llinois is currently somewhat of an outlier in effectively having no formal rate-approval process at
all. In 1971, the Illinois General Assembly neglected to extend legislation enacted a year earlier to
create “file-and-use” system, and the state has continued on without any insurance rating law for
more than half a century.”

V. Recommended Reforms

It is difficult, but not impossible, to amend Prop 103. Indeed, many reforms may be enacted by
updating administrative interpretation alone. What follows is, first, a list of reforms that CDI could
champion (some of which are included, in varying forms, in Commissioner Lara’s emergency plan)
to improve speed-to-market, procedural predictability, and rate accuracy. Second is a list of structural
reforms that would require legislative approval.

A. Interpretive Reforms
I.  Fast-track noncontroversial filings

As discussed above, Prop 103 grants CDI discretion on whether to convene public hearings on rate
changes of less than 7% for personal lines or 15% for commercial lines. When the commissioner
grants such hearings, it adds expense, administrative burden, and delays to very modest changes in
product offerings. Not only is this problematic as a matter of substance, we have shown that the data
on delays in rate-filing approvals demonstrate that CDI is routinely violating the explicit text of Prop
103, which requires that “a rate change application shall be deemed approved 180 days after the rate
application is received by the commissioner” unless the commissioner either rejects the filing or
there are “extraordinary circumstances.””> CDI not only can, but must act to uphold this provision
of the law.

To do so, the CDI should entertain adopting a rate-approval “fastlane” premised on firms submitting
filings that use actuarial judgments that embrace consumer-friendly assumptions. That is, if a filing
is made on the basis of the least-inflationary or least-aggressive loss-development assumptions, CDI
should undertake a light-touch review focused on rate sufficiency to expedite the approval process.
This approach has the benefit of increasing both the predictability and speed of the ratemaking
process.

" 1d.

' Jon S. Hanson, The Interplay of the Regimes of Antitrust, Competition, and State Insurance Regulation on the Business of Insurance,
4 DRAKE LR 767 (1978-1979), available at https://lawreviewdrake.files.wordpress.com/2016/09/hanson 1.pdf.

%2 Consumer Watchdog, supra note 11.
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2. Refocus rate proceedings

If CDI were to adopt a narrower reading of the universe of rate-related issues appropriate for adjudication
in a ratemaking proceeding, it would have the important benefit of limiting the universe of issues
susceptible to controversy. In so doing, insurers and the department will better be able to focus on the
resolution of rate applications in a timely manner that allows price to reflect risk. Relatedly, the
department should continue to constrain intervenors from conflating rate-related and non-rate-related
issues in the service of broader policy objectives.

3. Transparency

There is no single cause for California’s substantial delay in approving rates, but it is clear that the
state’s unique intervenor system shapes both insurer and CDI behavior in ways that were not
immediately cognizable when the law was adopted. One way to ensure that speed-to-market improves
over the long term is to better understand the value that intervenors offer, and to ensure that
intervenor engagement is both efficient and effective.

At the moment, CDI publishes quantitative data concerning intervenor compensation and rate
differentiation in intervenor proceedings.” But while this is helpful in conveying the scope of
intervenor efforts, the data fail to capture the value actually provided by intervenors in the
ratemaking process. The qualitative contribution made by intervenors is obscured by the fact that
none of their filings appear publicly on SERFF. Not only is this an aberration relative to other
proceedings before the CDI, but there could be significant value in getting greater transparency from
the intervenor process, given the delays and direct costs related to intervention.

For one, allowing the Legislature and the public to assess the substantive value of intervenor
contributions would ensure not only substantial due-process protections for filing entities, but would
also ensure that consumers are afforded a high level of representation in proceedings. For instance,
such transparency would function as a guarantor that intervenor filings are not otherwise duplicative
of CDI efforts. It would therefore allow the public to assess whether intervenors are diligent in their

efforts on their behalf.

Therefore, CDI should consider requiring intervenors to have their filings reflected on SERFF.
Doing so would cost virtually nothing and would redound to the benefit of all parties.

4. Embracing catastrophe models

Another reform that may be possible to enact via regulatory action is allowing the use of wildfire
catastrophe models to rate and underwrite risk on a prospective basis. As mentioned above, there is
precedent for such interpretation, as the FAIR Plan and the California Earthquake Authority already
use catastrophe models for similar purposes. The Legislature could contribute to this process by

9 Informational Report on the CDI Intervenor Program, CALIFORNIA DEPARTMENT OF INSURANCE,
https://www.insurance.ca.gov/01-consumers/150-other-prog/01-intervenor/report-on-intervenor-program.cfm (last accessed

Aug. 16, 2023)
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appropriating funds for a commission to formally review the output of wildfire models, much as the
Florida Commission on Hurricane Loss Projection Methodology (FCHLPM) does for hurricane
models.” A formal review process could also provide insurers with the certainty they would need to
justify investing in refined pricing strategies without fear that regulators will later reject the
underlying methodology.

B. Legislative Reforms
The following proposals would require one of the exceptional legislative processes outlined above.
Under the most common, a bill would have to clear both chambers of the Legislature by a two-thirds
majority, and courts would ultimately be called on to rule in any challenges (and there will be
challenges) whether the measure “furthers the purpose” of Prop 103.

But there is another option. The Legislature could also, by simple majority vote, opt to pass a statute
that becomes effective only when approved by the electorate. This path has largely been eschewed
by past would-be reformers, who have considered the odds long that the voting public would choose
to make changes to Prop 103.

That may once have been obviously true, but as the California market continues to struggle, and as
banks and property owners find it impossible to secure coverage at any price, it is difficult to say with
certainty what voters would do. Prop 103 itself passed narrowly, against the backdrop of an insurance
market crisis. As we find ourselves in yet another such crisis, anything may be possible.

I. Insurance Market Action Plan

One option to address availability concerns and shrink the bloated FAIR Plan would be for the
Legislature to revive the Insurance Market Action Plan (IMAP) proposal that the Assembly passed
by a 61-3 margin in June 2020.”

Similar to the “takeout” program used successfully to depopulate Florida’s Citizens Property
Insurance Corp., under IMAP, insurers that committed to write a significant number of properties
in counties with large proportions of FAIR Plan policies would be allowed to submit rate requests
that considered the output of catastrophe models and the market cost of reinsurance. IMAP filings
would also receive expedited review by the insurance commissioner, which could alleviate the speed-
to-market issues highlighted in Section III.

2. Telematics

There has also been some legislative interest in broadening the availability of telematics. In 2020,
Assemblymember Evan Low (D-Campbell) and then- Assemblymember Autumn Burke (D-Marina

** About the FCHLPM, FLORIDA COMMISSION ON HURRICANE LOSS PROJECTION METHODOLOGY,

https://fchlpm.sbafla.com/about-thefchlpm (last accessed Aug. 9, 2023).
% A.B. 2167, California Legislature 2019-2020 Regular Session.
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Del Rey) co-authored an op-ed in which they called telematics “a sensible and fair approach” and
encouraged CDI to continue to explore the issue with stakeholders.”

Prop. 103 was passed in an age before cell phones, GPS Navigation and many other
technological advancements. Its interpretation does not allow companies to rate
customers on their driving behavior. Prop. 103 relies heavily on demographic factors,
rather than basing your rate on how you drive.

VI. Conclusion

As demonstrated in this paper, claims about Prop 103’s savings to consumers’’ must be taken with
an enormous grain of salt. Prop 103’s suppression of property-insurance rates in the private market
has contributed to an availability crisis and the shunting of policyholders into the surplus-ines
market and the California FAIR Plan, both of which will inevitably have to raise rates accordingly
to be able to meet their obligations. This displacement into what are intended to be mechanisms of
last resort also deprives consumers of the protections ordinarily offered in the admitted market.

% Evan Low & Autumn Burke, Modernize the Way We Price Auto Insurance — Telematics Is a Sensible Approach, CALMATTERS
(Aug. 19, 2020), https://calmatters.org/commentary/2020/08/modernize-the-way-we-price-auto-insurance-telematics-is-a-

sensible-approach.

T Consumer Federation of America, supra note 12.
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