BEFORE THE INSURANCE COMMISSIONER

OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of’ File AHB-WCA-14-31
SHASTA LINEN SUPPLY, INC.

Appellant,
From the Decision of the

CALIFORNIA INSURANCE COMPANY,

Respondent.

' ~ DECISION & ORDER
I. Introduction
- Shasta Linen Supply, Inc. (Shasta Linen) appeals California Insurance Company’s (CIC)
decision rejecting Shasta Linen’s claims that CIC failed to adﬁere to its rate filings and sold an
uhﬁlt_ad and unapproved insurance pro grdm titled EquityComp.

For the reasons set forth below, the Insurance Commissioner of the State of Cﬁlifornia
(“Insurance Commissioner”) finds that CIC’s EquityComp program and the accompanying
Reinsurance Participation Agreement (RPA) constitute a misapplication of the filed rates of CIC
in violation of California Insurance Code section 11737, Further, the Cbmmissioner finds that
CIC’s EquityComp program and the accompanying RPA constitute a collateral agreement
- pursuant to California Code of Regulations, title 10, section 2268, and CIC’s failure to file and
secure approval of EquityComp and the RPA, in violation of Insurance Code section 11658,

renders the RPA void as a matter of law.
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II. Statement of Issues

1. Does CIC’s EquityComp program constitute a misapplication of the filed rates of CIC
in violation of California Insurance Code section 117377

2. Does CIC’s EquityComp program’s RPA constitute a collateral agreement modifying
the rates and obligations of either the insured or insurer, and is it void as a matter of law since the
RPA was not filed with the Workers® Compensation Insurance Rating Bureau and the
Department of Insurance before its use in the State of California, pursuant to Insurance Code
section 11658 and California Code of Regulations, title 10, sections 2268 and 22187
III.  Contentions of the Parties

Shasta Linen contends CIC violated numerous Insurance Code i)rovisions, as well as the
California Code of Regulations, by failing to file the EquityComp program and the RPA with the
Workers’ Compensation Insurance Rating Bureau (WCIRB)1 and the Insurance Commissioner,
Specifically, Shasta Linen asserts the RPA constitutes a collateral agreerﬁent pursuant to
California Code of Regulations, title 10, sections 2268 and 2218, and as such must be filed and
approved by the Insurance Commissioner prior to use.> Shasta Linen argues CIC’s failure to file
the RPA violates Insurance Code sections 11658 and 11735, as well as Part 2, Section V of the
Miscellaneous Regulations for the Recording and Reporting of Data.” Shasta Linen also
coniends CIC violafed Insurance Code section 381 by failing to specify, in Shasta Linen’s

workers’ compensation insurance policy, the basis and rates upon which the final premium is to

! The WCIRB is a rating organization licensed by the Insurance Commissioner under Insurance Code sections

11750 et seq. to assist the Commissioner in the development and administration of workers’ compensation insurance
classification and rating systems. The WCIRB serves as the Commissioner’s designated statistical agent for the
purpose of gathering and compiling experience data developed under California’s workers’ compensation and
employers’ liability insurance policies. (Ins. Code § 11751.5).

% Appellant’s Post-hearing Opening Brief, 4:7-17.

? Provisions of the Miscellancous Regulations for the Recording and Reporting Data are part of the Insurance
Commissioner’s Regulations, codified in California Code of Regulations, title 10, section 2354,

2

© 2016 Workers' Comp Executive All Right Reserved Provided to you by Workers' Comp Executive - www.wcexec.com



http://www.wcexec.com

be determined and paid.* Lastly, Shasta Linen asserts CIC violated Insurance Code section
11658.5, by failing to inform Shasta Linen of its right to negotiate the policy’s dispute resolution
provisions and by failing to secure written receipt of such disclosure prior to issuance of the
policy.” Shasta Linen urges the Commissioner (o bar CIC from enforcing the terms of
EquityComp and the RPA, including the mandatory arbitration provisions, Shasta Linen also
requests the Commissioner order CIC to return all monies contributed to Shasta Linen’s cell
account, except for those used to settle workers’ compensation claims, as well as all fees
collected and disbursed to Applied Underwriters, Inc. and Applied Underwriters Captive Risk
Assurance Compemy.6

CIC initially asserts the California Department of Insurance (CDI) lacks jurisdiction over
Shasta Linen’s appeal. Specifically, CIC argues: (1) appeals filed under Insurance Code section
11737, subdivision (f) may only détermine “whether CIC has properly applied its [rate] filings to
determine how much premium to charge” ar_ld may not address the potential illegality of the rate
filing;’ (2) the RPA 1is between AUCRA and Shasta Linen, and relief in this forum is not
possible;® (3) whether the RPA is an unlawful collateral agreement in violation of the Insurance
Commissioner’s Regulations is beyond the scope of the CDI’s jurisdiction;’ and {4) only the
Insurance Commissioner may initiate a hearing to disapprove an unfiled rate.'® |

With regard to the merits of Shasta Linen’s claims, CIC argues the RPA is not a collateral
agreement because it does not change the cost of insurance under the CIC policy, does not

impact insurance rates, and does not modify the terms of the CIC insurance policy issued to

* Appellant’s Post-hearing Opening Brief, 5:7-13.

* Appellant’s Post-hearing Opening Brief, 5:15-23.

§ Appellant’s Post-hearing Opening Brief, 6:1-3; 26:3-12.
7 Respondent’s Post-hearing Opening Brief, 21:13-22:7.
¥ Respondent’s Post-hearing Opening Brief, 22:8-18.

? Respondent’s Post-hearing Opening Bricf, 23:8-14.

1% Respondent’s Post-hearing Opening Brief, 23:21-24:6,
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Shasta Linen.! Lastly, with regard to potential remedies, CIC contends the CDI may not void
Shasta Linen’s RPA. Instead, CIC argues that if the Commissioner finds that the RPA violates
the Insurance Code or its applicable Regulations, the Commissioner may issue only a prospective
order to cease use of the RPA, and is not permitted to void Shasta Linen’s RPA."

IV.  Procedural History

On August 29, 2014, Shasta Linen filed an appeal with the Department of Tnsurance,
Administrative Hearing Bureau (AHB} in response to CIC’s July 31, 2014 decision rejecting
Shasta Linen’s Complaint and Request for Action. On September 5, 2014, the Chief
Administrative Law Judge issued an Appeal Inception Notice and assigned the matter to
Administrative Law Judge (ALJ) Kristin L. Rosi.

On October 31, 2014, the ALJ conducted a telephonic status conference with all parties.

. During the conference, the parties agreed to a discovery timetable and to the statement of the
issue as identified above. The ALJ set the matter for an evidentiary hearing commencing March
.9, 2015.

At the hearing, Craig E. Farmer, Esq., of Farmer, Smith & Lane, LLP, appeared on behalf
of Shasta Linen. Spencer Y. Kook, Esq. and Richard De La Mora, Esq., of Hinshaw &
Culbertson, LLP, appeared on behalf of CIC. The parties submitted documentary evidehce and
presented witnesses. The evidentiary record includes witness testimony and all exhibits admitted
into evidence as identified in the parﬁes’ Exhibit Lists.

On March 17, 2015, CIC’s General Counsel and co-author of the EquityComp program,
Jeffrey Silver, invoked the attorney-client privilege and refused to answer any questions

regarding EquityComp’s creation or the RPA’s terms. In order to create a more complete

' Respondent’s Post-hearing Opening Brief, 26:1-28:6; 30:15-31:7; 37:19-41:4.
1* Respondent’s Post-hearing Opening Brief, 41:6-42:3,
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evidentiary record, on March 23, 2015, the ALJ convened a conference to discuss the
presentation of an additional witness. During this conference, CIC agreed to present a witness
able to testify about the EquityComp program and the RPA. In response to a joint request by the
parties, on March 26, 2015, the ALJ issued an Order continuing the evidentiary hearing to May
21 and May 22, 2015,

On April 30, 2015, the ALJ ordered additional evidence from both parties. Speciﬁcally,'
the ALJ ordered copies of CIC’s Annual Statements, the total number of EquityComp
participants, the total number of EquityComp participants who received refunds at the conclusion
of the program, a list of complaints and grievances filed regarding the pro gram, the percentage of
EquityComp participants with open claims at the conclusion of the program, and an EquityComp
loss ratio sensitivity analysis for 2013 and 2014. The ALJ also ordered copies of Shasta Linen’s
‘corporate tax returns, the total amounts paid in workers’ compensation. premium and losses for
policy years 2013 and 2014, and the most recent experience rating modification.

On May 8, 2015, CIC filed an Objection and Request for a Continuance in response to
" the ALJ’s Order for Additional Evidence. CIC objected to the production of additional evidence
arguing: (1) the ALJ lacks authority and jurisdiction to issue such an order; (2) the information is
irrelevant; and (3) the information is confidential to third-party participants.

On May 18, 2015, the ALJ overruled CIC’s objections and ordered CIC to comply with
the April 30, 2015l Order. On May 19, 2015, CIC informed the ALJ it would not comply with the
ALJ’s Additional Evidence Order. At the hearing on May 21, 2015, CIC calied Patrick Watson
to testify in response to the ALI’s request for a person most knowledgeable regarding
EquityComp and the RPA.

On July 24, 20135, the parties filed concurrent opening briefs and on August 10, 2015, the
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parties filed their concurrent reply briefs.

On August 11, 2015, CIC requested the ALJ take official notice of the Summary Denial
issued in Sportsmobile West, Inc., AHB-WCA-06-7 and the Notice of Hearing and Order to
Show Cause filed by the CDI against Zurich American Insurance Company of Illinois on
February 27, 2012. On that same date, CIC also requested permission to file a supplemental
declaration by Ellen Gardiner, pursuant to California Code of Regulations, title 10, section
2509.66. On August 24, 2015, Shasta Linen filed objections to CIC’s additional evidence and
request for official notice. On September 16, 2015, the ALJ rejected CIC’s request to file
additional evidence. On that same date, the ALJ granted, in part, and rejected, in part, various
requests for official notice and ordered the record closed.

On October 29, 2015, the ALJ reopened the record to accep‘; the parties’ executed
Stipulated Protective Order. By that same Order, the ALJ reclosed the record.

On November 20, 2015, the ALJ.submitted her Proposed Decision and Order, which was
adopted by Order of the Commissioner on January 21, 2016.

CIC filed its Petition of Reconsideration dated February 5, 2016, and Shasta Linen also
filed a Petition for Reconsideration dated February 17, 2016.

On March 22, 2016, the Insurance Commissioner issued an Order Granting
Reconsideration and Notice of Non-Adoption of Proposed Decision.

V. Findings of Fact
A review of the record found, by a preponderance of evidence, the following material

facts, that are adopted herein, "

'3 References to the transcript of the evidentiary hearing are “Tr.” followed by the page number(s) and, where line
references are used, a “.” followed by the line number(s). Thus, a reference to Tr. 35:14-138 is to page 35, lines 14-18
of the transcript. Exhibits are referred to by the numbers assigned to them in the parties’ Exhibit Lists,
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A. Shasta Linen
1. Company History

Shasta Linen is a privately-held family-owned California corporation in the linen rental
business."* Founded in 1948, Shasta Linen originally operated as a laundry and dry cleaning
service. In the 1950s, the company ceased operating as a laundry a;nd dry cleaning service and
entered into the linen rental business. Shasta Linen’s customers include restaurants, hotels,
surgery centers and doctor’s offices.'®

Shasta Linen employees pick up soiled linens and garments from their customers and
transport them back to Shasta’s Sacramento iaundry facility. There, the linens are counted,
sorted, washed, dried and pressed.'® Shasta Linen employees then return the cleaned linens to
the customers. The laundry facility employs approximately 63 people who work five days a
week. !

. Prior to December 2014, Shasta Linen had two owners; Tom Hammer, President, and
Gordon Macauley, Vice-President. Mr. Hammer and Mr, Macauley each owned 50% of tile
corporation. In December 2014, Mr. Hammer passed away and his 50% share was divided
between his daughter, Noel Richardson, the current President of Shasta Linen, and his surviving
spouse, Phyllis Hammer. Ms. Richardson received 20% of the corporate stock and Mrs.
Hammer received the remaining 30%."®

2. 2009 Purchase of EquityComp Program

For decades, Shasta Linen employed Sacramento Valley Insurance Services (SVIS) as its

Ty, 106:23-107:2.
BTy, 107:12-16.
16Tr, 108:5-11.
YTy, 108:23-25..
BTy, 100:7-9.
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insurance broker."® In each of these years, SVIS secured Shasta Linen’s workers’ compensation
insurance through a guaranteed cost policy. From 2002 through 2008, Shasta Linen’s expetience
modification ranged from 66% to 80%, demonstrating that Shasta Linen had a more favorable
loss experience than other businesses in its industry.”®

In 2009, Shasta Linen anticipated an increase in its experience modification factor due .;[0'
several earlier clairns. In late 2009, Shasta Linen’s broker presented the EquityComp program as
an alternative to tﬁe traditional guaranteed cost policy and as a means to counter the effects of an
increase in experience modification. At that same time, the broker presented quotes from other
insurers offering guaranteed cost policies.”! The quotes were presented in descending cost order
with Zenith Insurance Company quoting an annual premium of $446,541 and Insurance
Company of the West (ICW) quoting an annual premium of $301,091. The broker placed.
EquityComp on the line below ICW, with a note that stated “see attached.”” Attached fo. the
rate quétes was a Program Proposal and a Rate Quote from Applied Underwriters’ (“AU”)
EquityComp program. The EquityComp rate quote indicated a minimum single-year premium

23
3.

of $107,541 and a maximum premium of $322,62 The broker did not present Shasta Linen

with a copy of the Reinsurance Participation Agreement nor had the broker read the RPA at the

' SVIS was subsequently acquired by Pan Ametican Underwriters, a wholly-owned subsidiary of Ascension
Insurance Services. (Exh. 271-9). ‘

0 Eixh, 65. The WCIRB promulgates experience ratings for each qualified employer pursuant to the rules set forth in
the California Worlkers’ Compensation Experience Rating Plan (ERP). Experience rating utilizes a policyholder’s
past claims experience to forecast future losses by measuring the policyholder’s loss experience against the loss
experience of policyholders in the same classification to produce a prospective premium credit, debit or unity
modification. (Ins. Code § 11730, subd. (c)). The rules governing the reporting of loss data are found in the
California Workers’ Compensation Uniform Statistical Reporting Plan (USRP). Provisions of the ERP and USRP,
including the Standard Classification System, are part of the Insurance Commissioner’s regulations, codified at title
10, California Code of Regulations, section 2352.1.

*! Exh, 271-14; Exh 272-22.

%2 Exh, 272-22. The Commissioner notes for the record that the broker named Applied Underwriters as the insurance
carrier. The broker made no mention of CIC anywhere in his presentation.

» Exh. 201-3.
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time he presented the pro,g.rlram.24

After reviewing the premium and claim amount tables in AU’s marketing materials,
Shasta Linen agreed to enroll in the three-year EquityComp program.”® In December 2012, the
final month of the three-year program, Shasta Linen received a monthly bill for $77,593.66.%
By that time, Shasta Linen had already paid $934,466.60 in EquityComp costs over the three
years and its captive cell held approximately $200,000.%7 In January 2013, one month after the
program ended and the workers’ compensation insurance policy expired, Shasta Linen received a
bill for an additional $166,619.75. Shasta Linen has not paid the additional $244,213.31
arguing that such payments exceed the guaranteed cost policy’s quoted amount, were not fully
explained and are inconsistent with the guaranteed cost policy.?? CIC continues to compound
interest on these unpaid charges each month. InJ anﬁary 2014, CIC calculated Shasta Linen’s
final payment at $290,524,58 >
| B. CIC and Its Affiliated Entities

1. Organizational Structure

CIC California Insurance Company is a licensed property and casualty insurance
company, domiciled in California and licensed to transact business in 26 states. CIC is wholly-
owned by North American Casualty Company, a non-insurer, which is in turn wholly-owned by
Applied Underwriters, Inc. (AU), a Nebraska 001‘];101."ation.31 AU is an indirect subsidiary of

Berkshire Hathaway Inc. AU'is also the parent company for Applied Underwriters Captive Risk

2 Exh. 271-26. The broker had never enrolled a client in EquityComp prior to enrolling Shasta Linen,

2 The guaranteed cost policy had an effective date of January 1, 2010, Shasta Linen did not enroll in EquityComp
untif January 5, 2010.

26 Exh. 213-23.

21 Tr. 819:8-11; Tr. 232:3-7; Bxh, 31-2,

* Exh. 214-1.

» $77,593.66 + $166,619.75 = $244,213.31,

* Exh, 214-16.

3 Exh. 234-5; Tr. 1150:6-16.
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Assurance Company, BVI (AUCRA) and Applied Risk Services (ARS). The following flow

chart provides the organizational structure relevant to this proceeding:

AU is a financial service ¢orporation that provides payroll processing services and
underwrites workers’ compensation insutance through its affiliated insurance companies to small
and medium-sized employers. AU manages all of CIC’s underwriting, investment,
administrative, actuarial and claim services through a Management Services Agreement.* AU
also administers the EquityComp program on behalf of CIC. All EquityComp documents
presented and signed by Shasta Linen bear the name and logo of Applied Underwriters, Inc.
EquityComp is a registered trademark of AU and all AU employees work on CIC issues,”

AUCRA is an insurance company organized under the law of the British Virgin Islands

and domiciled in Iowa.** AUCRA’s sole purpose in the Berkshire Hathaway family is to serve

2 Exh. 274-7.
3 Exh, 203-1; Tr. 706:23~707:4.
¥ Tr. 620:2-3.
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as CIC’s reinsurance arm.> It does not reinsure any other entities or perform any other
functions.

Applied Risk Services (ARS) is the billing agent for EquityComp and serves as CIC’s
service agent.3® Under an Agency Agreement, ARS receives premium from policyholders and
pays commissions to brokers on behalf of CIC. For this service, CIC reimburses ARS for the
paid qomniissions. ARS and CIC are also parties to a Claims Services Agreement wherein ARS
pays losses and loss adjustment expenses on CIC policies.37 CIC reimburses ARS for all losses
and allocated loss adjustment expenses incurred on CIC claims.

The Boards of Directors for CIC, AU, and AUCRA are identical in ccnnposition.38 Mr,
Silver, CIC’s and AU’s General Counsel, serves on each of these Boards, as well as on the Board
of ARS. Ms. Gardiner, AU’s Chief Actuary, is an officer of all the entities involved in this
litigation, namely, AU, CIC and AUCRA.

, . CICis also a party to an intercompany pooling agreement® with its affiliated Berkshire
Hathaway cartiers. In 2010, the pooling agreement included CIC and Continental National
Indemnity Company (CNI), with CIC assuming an 85% share and CNI assuming the remaining
15%.% 1n 2011, the pooling agreement expanded to include Illinois Insurance Company (LLC).
CIC remained the lead company with an 80% share, while CNI assumed 15% and IIC assumed

5%. In 2013, affiliate Pennsylvania Insurance (PIC) was added to the pooling arrangement. As

a result, CIC’s share reduced to 75%.

3 Tr, 1154:3-15.

38 Tr, 1154:17-23; Exh. 234-6.

*7 Exh, 274-8.

% Tr. 1153:2-4; Tr. 863:1-3.

¥ In pooling arrangements, entities share exposures to possible loss. Casualty Actuarial Society, Foundations of
Casualty Actuarial Science, (4™ ed. 2001), pp. 49-50.

© CIC’s 2010 Annual Statement, Management Discussion and Analysis. CIC™s Annual Statements are available on
the California Depariment of Insurance’s website. The Commissioner takes Official Notice of CIC’s Annual
Statements from 2008 through 2014,
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2. CIC’s Workers’ Compensation Policies

CIC offers workers’ compensation insurance through a guaranteed cost policy and a

profit-sharing program. Each program is relevant to the underlying issue and described below.
a. Guaranteed Cost Policy

A great majority of California employers receive workers’ compensation insurance
coverage through guaranteed cost policies.41 Under a guara.nteed cost policy, the insured
company pays a fixed annual premium for the policy term, regardless of subsequent loss
experience. The fixed premium is the sum of the average losses and the basic fees. Average
losses take into account the base rate for each classification assigned to the policy and the
employer’s experience modification factor, The fqes are the estimated costs of providing the
insurance; that is sales, underwriting, profit and other fixed costs. Thus, a company with average
losses of $500,000, may be charged $750,000 in premium; $500,000 to cover expected loss
payments and $250,000 in basic fees.

Every guaranteed cost policy must adhere to the Insurance Code and its applicable
Regulations. All rates charged in a guaranteed cost policy must be ﬁl'ed with the WCIRB and
approved by the Insurance Commissioner prior to use. In addition, every guaranteed cost policy
must contain statutorily-required dispute resolution and canceliation language;42

CIC’s guaranteed cost policies contain standard language approved by tﬁe Insurance
Commissioner. For example, each policy states CIC’s rates are filed with the Commissioner and
open to public inspection. CIC warrants that it adheres to a single uniform experience rating

plan and applies such experience rating to each policy.” In addition, CIC’s guaranteed cost

N Ty 310:4-6.
* Ins. Code § 11650 et seq.
# Exh. 209-17.
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policies notify employers of the dispute resolution process prdvided under California Insurance
Code section 11737, subdivision (f). CIC’s Policyholder Notice provides that:

If you are aggrieved by our decision adopting a change in a
classification assignment that results in increased premium, or by
the application of our rating system to your workers' compensation
insurance, you may dispute these matters with us. If you are
dissatisfied with the outcome of the initial dispute with us, you
may send us a written Complaint and Request for Action as
outlined below.

You may send us a written Complaint and Request for Action
requesting that we reconsider a change in a classification
assignment that results in an increased premium and/or requesting
that we review the manner in which our rating system has been
applied in connection with the insurance afforded or offered you.
Written Complaints and Requests for Action should be forwarded
to: California Insurance Company, P.O. Box 281900, San

_ Francisco, CA 94128-1900, Phone No. (877) 234-4450; Fax No.
(415) 508-0374.%

Pursuant to California Code of Regulations, title 10, section 2509.44, CIC must
acknowledge the complaint within 30 days and indicate whether the complaint will be reviewed.
If CIC agrees to review the complaint, it must issue a decision within 60 days of the
acknowledgment letter. An insured dissatisfied with CIC’s decision may appeal to the Insurance
Commissioner. The policy’s dispute resolution provision does not provide for binding
arbitration or any other alternative dispute methods.

CIC’s guaranteed cost policies also include a cancellation provision and a “Short Rate
Cancellation” Notice, as required by the Insurance Code.** Pait 5, subsection E of the CIC
policy provides that following cancellation, the final premium will be determined as follows:

1. If we cancel, final premium will be calculated pro rata based on

the time the policy was in force. Final premium will not be less
than the pro rata share of the minimum premium. -

* Bxh. 208-15.
¥ Bxh. 208-93; See also Ins. Code § 481, subd. (c).
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2. If you cancel, the final premium will be more than pro rata; it

will be based on the time this policy was in force, and increased by

our short rate calculation table and procedure. Final premium will

~ not be less than the minimum premium.*®

The Short Rate penalty is a percentage of the full-term premium based on the number of days of
coverage in the canceled policy.*” The Short Rate Calculation Table in CIC’s guaranteed cost -
policies quotes subsection E and provides a formula for determining the early cancellation
penalty. For example, an employer who pays an annual premium of $300,000 and cancels its
policy after 100 days will owe $114,000; $82,192 in actual earned premium and $31,808 in
1:»enalties.43 After eﬁpiration of the policy, an employer may change insurance carriers without
penalty.

CIC’s guaranteed cost policies also set a minimum and estimated annual premium based
on an employer’s payroll estimates, experience modification factor, and CIC’s rates per $100 of
payroll for each applicable classification. After estimated taxes and fees, the guaranteed cost
policies provide an employer with an annual premium estimate. The final premium due is
calculated using actual payroll amounts assigned to a specific classification of the policy and the
employer’s experience modification factor. The final premium is not iinpacted by the actual

losses incutred during that same policy period.

b. The Guaranteed Cost Policies are fhe Sole Insurance
Agreements

The guaranteed cost policies issued by CIC in this matter all contain the same language
that the policies are the sole insuring agreements between CIC and Shasta Linen and go on to

state that, “The only agreements relating to this insurance are stated in this policy. The terms of

6 Exh. 208-87.
*'The shott-rate penaliy discourages employers from switching insurers mid-policy year.
* Exh. 208-20 to 208-22.
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this policy may not be changed or waived except by endorsement issued by us to be part of this
policy.”49
In addition, a standard form Policy Amendatory Endorsement—California is attached to

each of the policies and state, “It is further agreed that this policy, including all endorsements

forming a part thereof, constitutes the entire contract of insurance. No condition, provision,

agreement, or understanding not set forth in this policy or such endorsements shall affect such

»30

contract or rights, duties, or privileges arising therefrom.”™” [Emphasis added.] No endorsement

is attached, endorsed, or included to the policies adding any provisions or changes relating to the
RPA.

Finally, the policies each state on page five, under Part Six—Conditions, C. Transfer of
Your Rights and Duties; “Yoﬁr tights or duties under this policy many not be transferred
without our written consent.” |

c. EquityComp

In conjunction with AU, CIC offers a “profit-sharing” loss sensitive program titled
EquityComp. Loss sensitive programs are ones in which the premium for the policy year is
impacted by the actual cost of claims incurred during the policy year.”! By definition, loss
sensitive plans are “profit-sharing.”>* Generally, carriers market loss sensitive programs
exclusively to large employers.>® In fact, many jurisdictions restrict the sale of loss sensitive
programs to employers whose annual premiums exceed $500,000. Large employers are typically
better able to cope with loss and experience modification variations and are in a better position to

control claims costs. Also, given the sophistication of larger companies, these employers are

49 Exhibits 208, 209, and 210.

% 1hid.

T, 595:9-14.

2 Tr, 604:9-14.

3 Tr. 310:10-16; see also ALJ Exh, 1,
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better able to evaluate the cost effectiveness of the types of insurance policies available.** In
essence, large employers are more prudent shoppers and can evaluate whether their costs match
with an insurer’s quote.ss Loss sensitive programs are issued as endorsements to guaranteed cost
policies and require the Insurance Commissioner’s a.pproval.56

EquityComp’s profit-sharing plan is reflected in a Reinsurance Participation
Agresment.”’ -Neither CIC nor its affiliated entities filed or sought approval for the RPA or the
EquityComp 1:>rog;ram.58 The EquityComp program, and its accompanying Reinsurance
Participation Agreement, is discussed in Section C, infra.

3. Financial Statements, Ratios and Market Share

CIC is primarily a workers’ compensation insurance carrier. Approximately 98 percent
of its book of business is written in California workers’ compensation.59 EquityComp currently -
generates 80 percent of CIC’s policy premium,®® That percentage has steadily increased since
the program’s inception in 2008.

¢ In 2009, CIC’s net earned premium totaled $71,512,000 with incurred losses and loss
adjustment expenses (LAE) equaling $55,615,000.%" This resulted in a net loss ratio of
77.7% and a combined ratio of 109.7%.% Accordingly, CIC had a negative net income

0f $4,419,116.%

* Tr, 310:17-23.

% Tr, 311:4-11,

3 Tr. 875:2-4; An endorsement to an insurance policy “is an amendment to or modification of an existing policy of
insurance” that “may alter or vary any term or condition of the policy” and that “may be attached to a policy at its
inception or added during the term of the policy.” Adams v. Explorer Ins. Co. (2003) 107 Cal. App.4™ 438.

7Ty, 621:2-16.

% Tr. 1169:18-20.

* Tr. 1155:24-1156:4.

5 I'r, 865:19-22. Mr. Silver’s testimony contradicted that of Ms. Gardiner on this issue. The Commissioner credits
Ms. Gardiner’s testimony on this issue, as Ms. Gardiner serves as the chief underwriter for AU and CIC.

1 ¢C1C°s 2010 Annual Statement, Statement of Income.

% The net loss ratio is the sumn of incurred losses and incurred loss adjustment expenses divided by earned premium.
These amounts are found on lines 1 through 3 of CIC’s Statement of Income.

 CIC’s 2010 Annual Statement, Five-Year Historical Data.
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In 2010, CIC’s net earned premium increased to $87,444,676, while its incurred losses
and LAE dramatically decreased to $17,151,456. As a result of the significant decrease
in losses, CIC net loss ratio dropped to 19.6% and its combined ratio declined to 54%.%*
This resulted in net income of $28,516,390.

In 2011, CIC’s net earned premium rose 34 percent to $117,505,149 with incurred losses
and LAE’s of $34,725,831. That year, CIC’s net loss ratio equaled 29.5% and its
combined loss ratio equaled 55.7%.%° CIC’s net income for 2011 also increased to
$36,573,942.%

In 2012, CIC saw a 16 percent earned premium increase with net earned premium
totaling $135,598,473. CIC’s losses and LAE equaled $17,116,000, for a net loss ratio of
12.6% and a combined ratio of 43.2%.%7 CIC’s net income in 2012 equaled $47,582,838.
In 2013, CIC’s net earned premium increased another 37 percent to $186,034,034. CIC’s
losses anerAE totaled $59,854,816, for a net loss ratio of 32.1%. After underwriting
expenses, CIC combined ratio equaled 61 .8%.%8 CIC recorded net income of $48,928,910
for 2013.

In 2014, CIC’s net carned premium rose another 29 percent fo $240,474,973. CIC’s
incurred losses and LAE’s for that year equaled $72,484,214, for a net loss ratio of
30.1%.% CIC’s combined ratio for 2014 totaled 60% and CIC reported a net income of

$65,540,948.

# CICs 2010 Annual Statement, Statement of [ncome & Five-Year Historical Data.

% CIC?s 2011 Annual Statement, Management’s Discussion and Analysis, p. 4.

% CIC’s 2013 Annual Statement, Five-Year Historical Data.

57 CIC’s 2012 Annual Statement, Management’s Discussion and Analysis, p. 4.

%% CIC’s 2013 Annual Statement, Management’s Discussion and Analysis (Amended), p. 5.
% CIC’s 2014 Annual Statement, Management’s Discussion and Analysis, p. 4.
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In sum, CIC’s profits since EquityComp’s 2008 inception equal $227,713,912. The following

chart illustrates CIC’s increase in net earned premium and net income:

Fig. I: CIC's Net Earned Premium and Income
(in millions)
300
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200 //
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. In comparison, CIC’s total ¢ombined profit for the three years prior to EquityComp’s
2008 inception totaled $47,172,997.7
From 2009 through 2014, CIC also posted significantly lower loss and combined ratios
than other comparable carriers. CIC’s calendar year ratios versus those of the industry as a

whole are shown below:’!

" CIC?s 2010 Annual Statement, Five-Year Historical Data, p. 17.
" WCIRB’s Insurer Experience Report on December 31, 2014, released April 20, 2015. This Report is available on
the WCIRB’s website. The Commissioner takes Official Notice of the WCIRB’s Insurer Experience Report,
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Fig. 2: CIC's Net Loss Ratio v. Industry Aggregate
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Fig. 3: CIC's Combined Ratio v. Industry Aggregate
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In fact, CIC recorded the lowest loss ratio among the top 30 workers’ compensation insurance

carriers in 2013, and the lowest loss ratio among the top 15 workers’ compensation carriers in
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2012.7

From 2008 through 2014, CIC also saw its market share increase. In 2008, prior to the
inception of the EquityComp program, CIC ranked 37™ in total written workers® compensation
insurance premium with 0.867 percent of the market.” By 2010, CIC ranked 29" in total written
premium and its market share increased to 0.963%.™ In 2013, CIC ranked 10" in total written
premium as its market share increased to 2.366%", and by 2014, CIC ranked 7" in total written
Vpremium with a market ghare of 2.92%."

In 2006, the CDI conducted a financial examination of CIC’s management practices,
assets and liabilities from 2002 through 2006.”7 The financial examination noted that CIC offers
an BEquityComp program to medium-sized businesses.”® The 2006 examination also noted that
EquityComp is similar to an incutred loss retrospective rating pla.n.79 The report does not
indicate CDI reviewed the RPA or any other EquityComp program documents. The CDI
conducted a follow-up financial examination for the period of January 1, 2007 through
December 31, 2009.% The 2009 financial examination also made a passing reference to CIC’s
EquityComp program, again noting the program is similar to a retrospective rating plan.®! In
2013, CDI issued yet another financial examination for CIC. The 2013 exam mentions the

EquityComp program and its accompanying “Profit Sharing Plan” sold through CIC’s affiliate,

22012 & 2013 California P & C Market Share Report, Worlkers® Compensation Line. The Market Share Report is
published by the CDI and available on the CDI's website. The Commissioner takes Official Notice of these Reports.
2008 California P & C Market Share Report, Workers® Compensation Line.

™ 2010 California P & C Market Share Report, Workers® Compensation Line.

752013 California P & C Market Share Report, Workers® Compensation Line.

" Ms. Gardiner testified CIC’s market share totaled less than 1%. (Tr. 866:15-20.) This testimony lacks credibility
given the CDI’s published repott. In addition, CIC failed to present any documentation contradicting the CDI’s
calculations.

" Exh. 233.

™ Ms. Gardiner testified the EquityComp program began in 2008, (Tr. 867:1-4). Ms. Gardiner’s testimony is
apparently inaccurate given the discussion of EquityComyp in the 2006 report.

# Yixh. 233-11.

5 Exh. 234.

3! Exh, 234-7.
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AUCRA.* The 2013 Exam does not explain the “Profit Sharing Plan’s” terms nor does the
report indicate CDI inspected the RPA. Lastly, in 2014, the CDI issued a Market Conduct
Report regarding CIC’s operating practices. The scope of the confidential examination included
a review of CIC’s rates, rating plan, forms and underwriting rules, as well as CIC’s marketing
materials and active complaints.”> The Market Conduct Report makes only a passing reference
to EquityComp. There is no evidence CDI examiners reviewed the RPA or EquityCorﬁp
materials for statutory compliance, nor did either party call witnesses to discuss these
examinations.

C. The EquityComp Program

AU promotes EquityComp as a loss sensitive, profit-sharing plan appropriate for “middle
market” insureds. AU began marketing this product in 2008 and since that date, the number of
programs sold has increased exponentially each year. In California alone, AU writes
approximately 10 new EquityComp policies per month.** As noted above, EquityComp
comprises approximately 80 percent of CIC’s policy premium.®

CIC has not filed the terms or rates of the RPA or EquityComp with the WCIRB or the
Insurance Commissioner.

1. Trademark and Patent

On June 24, 2010, AU filed a United States Patent application for ﬁ Reinsurance

Participation Plan.*® Authored by Mr. Silver, CIC’s Chief Executive Officer Steve Menzies and

three other AU employees, the application sought to patent the EquityComp/RPA concept sold to

82 Bxh, 274-9,

* Exh. 235.

Tr. 1331:10-14.

85 CIC refused to provide the total mumber of EquityComp participants for each year from 2008 through 2014
despite being ordered to do so on two separate occasions.

% ALY Exh. 1; Tr. 1181:5-9.
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Shasta Linen, and other California employers.®” The federal government granted the RPA patent
on March 15, 2011. The “Reinsurance Participation Plan” patent application explains in detail
the motivation behind the program and the terms thereof.

Under the traditional guaranteed cost policy, there is frequently a mismatch between what
the insurance company feels is a fair premium and what the employer considers a fair premium.®
This is in part because an insurer considers an employer’s average losses to be its expected
losses, whereas most employers consider the median losses to be their expected losses. This
dichotomy led to the development of linear retrospective rating plans.

Pricing a guaranteed cost policy is straightforward. Under a guaranteed cost policy, the
insure;d company pa}.fs a fixed premium regardless of its subsequent loss experience during the
. policy term. The fixed premium is the sum of the expected average losses and the basic fees: A

linear retrospective rating plan varies the premium an employer will pay based on the employer’s
_actual losses during a coverage period. The minimum premium covers the basic fixed fees. The

premium then increases linearly with respect to actual losses until it reaches a maximum plateau.

The standard equation describing the relationship between premium and actual losses in linear

retrospective plans is;

Premium = Basic Fees + C* Actual Losses, where C is a constant
Loss Conversion Factor.

But only large companies with expected losses of over $500,000 can qualify for
retrospective rating plans in the United States. This rule is meant to protect small and mid-size
employers who are presumably less sophisticated insurance consumers and who have less of an

ability to predict their future losses.® In addition, until the advent of EquityComp and the RPA,

¥ Tr. 1179:10-15.
% ALT Exh. 1, col. 3, lines 38-44.
¥ Tr. 310:10-23.
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all retrospective plans were linear retrospective rating plans. This was due in part “to
governmental and other regulatory requirements as well as computational difficulties inherent in
providing premium quotes for a broad range of companies,”*

With the invention of EquityComp and the RPA, AU altered this landscape by

91
% The non-

introducing a “non-linear retrospective premium plan for medium sized companies.
linear retrospective premium function comprises an initial relatively steep portion, a breakpoint,
a subsequently shallow portion and a plateau. Like the linear retrospective premium plan, the
minimum premium covers the basic fixed fees and costs.”? There is a breakpoint early in the
function and then a shallow increase in the curve until the premium plateaus. Because of the
early breakpoint in the function, the plateau portion, i.e. the maximum premium due, can be
significantly lower than the plateau on & linear retrospective plan.”® AU achicves this result with
the initial steep curve which results in more premium collected at lower loss levels, where most
insurers will end up.”*

AU acknowledges that one of the challenges of a “fundamentally new premium
structure” is that “the structure must be approved by the respective insurance departments
regulating the sale of insurance.”” In addition, many states prohibit the sale of retrospective
plans to small and medium size companies. AU’s response to this regulatory challenge is “a
reinsurance based approach to providing non-linear retrospective plans to insureds that may not

have the option of such a plan dircctly.”96

% ALJ Exh. 1, column 4, lines 47-55.
*l ALJ Exh. 1, column 4, lines 6263,
2 ALJ Exh. 1, column 5, lines 42-43.
% ALJ Exh, 1, column 5, lines 44-47.
* ALY Exh, 1, column 5, lines 47-49.
% ALJ Exh, 1, column 6, lines 22-26.
% ALJ Exh. 1, column 6, lines 39-42.
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AU aitempts to achieve this compliance by introducing a “reinsurance” company into the
mix. The so-called reinsurance company enters into a separate Participation Agreement with the
insured whereby a credit or debit is assessed on the insured as a function of the losses it
experiences. First, an admitted insurance company seeks approval from a state regulator “by
using an industry standard Guaranteed Cost policy and filing prémium rate requests with the
insurance department.”’ The insurance department, already familiar with such guaranteed cost
policies, approves the rates. The insurance carrier then sells these policies, along with the
unregulated participation plan, to a targeted group of employers, in this case small to medium
sized companies.”® The participation plan requires the employer to fund a segregated cell from
which all the insured’s losses are paid. According to the Patent for the RPA, the result is the
following:

‘The reinsurance company can now provide funds to implement &

. non-lin¢ar retrospective rating plan as a “participation plan.” The
teinsurance company does this by entering into a separate
contractual arrangement with the insured. If the insured has lower
than average losses in the next year, then the reinsurance company
can provide a premium reduction according to the participation
plan. If the insurance has higher than average losses in a given
year, then the reinsurance company will assess additional premium
accordingly. The insured can now, in effect, have a retrospective
rating plan because of the arrangement among the insurance
carrier, the reinsurance company and the insured even though, in
fact, the insured has Guaranteed Cost insurance coverage with the
insurance carrier.” '

In essence, CIC sells employers a guaranteed cost workers’ compensation policy that is then
superseded by the terms of a participation plan. Premium owed under the guaranteed cost
policies is replaced by premium paid for EquityComp under the RPA. The participation plans

have a three-year term, in contrast to the one-year term of the guaranteed cost policies,

97 ALY Exh. 1, column 6, lines 53-36.
% ALJ Exh. 1, column 6, lines 60-63.
% ALJ Exh. 1, column 7, lines 42-54 (emphasis added).
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Although titled a “Reinsuraﬁce Participation Agreement,” the RPA is not “reinsurance”
as defined by Insurance Code section 620, but instead a separate contract entered into as part of
the EquityComp program. Reinsurance is the process by which an insurance company buys
insurance on its own risks. Respondent stipulated that the RPA is not a reinsurance contract. 1%°

2. Sales and Markei:ing

AU employs approximately 40 salespersons dedicated solely to selling EquityComp
nationwide.'®" - Of those 40, four salespersons specifically service California brokers,'®® Every
salesperson is a licensed insurance broker and all work out of AU’s -horhe office in Omaha,
Nebraska,'” Sales professionals receive two and one-half weeks of EquityComp training.
Salespersons d;) not receive any follow-up EquityComp training.'™ AU’s training department
performs all required training.'®®

As part of the sale and marketing of EquityComp, AU issues a five-page Program
Proposal and Rate Quotation (Program Proposal) to each potential insured.'®® AU’s
underwriting staff generates the Program Proposals and forwards them to the Sales depal'fment
for dissemination.'”’ Potential participants do not generally receive. a copy of the RPA until they

have agreed in principle to the EquityComp terms. In fact, AU’s Sales division does not

disseminate the RPAs, requests for service or officer exclusion forms.'® AU’s New Business

1001y 614:24-615:10.

0Lry 1271:20-21.

1021y 1274:89.

1031 1276:1-17.

104 T 1275:13-22; Tr. 1278:10-18.
195 v, 1277:2-17.

1% Bxh, 201.

W Ty 1337:12-21.

198 Tr 1299:8-17.
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department presents the RPA to potential participants on the day participants sign all
EquitA/Comp documents.'®

The Program Proposal introduces potential participants to the “Profit Sharing Plan”
central to EquityComp. The Program Proposal notes the reinsﬁrance plan is separate from the

[19

guaranteed cost plan and that an insured’s “risk retention is created by your participation in, and
cessation of allocated premiums and losses to our facultative reinsurance facility, Applied
Underwriters Captive Risk Assurance Company.” The Program Proposal further states that the
profit sharing plan “is not a filed retrospective rating plan or a dividend plan” and that a
minimum three-year commitment is required. Taking into account a participant’s estimated
payroll, AU provides the participant with a projected one-year and three-year minimum premium
-and maximum premium. The Program Proposal also notes that AU determines the final net cost
of the pfq gram using the participant’s ultimate claims costs, along with the factors and tables set
forth in the RPA.''® Those “factors and tables” are not provided within the Proposal. Instead,
AU informs participants they must maintain capital deposits in their cell accounts equal to: (1)
the estimated annual loss pick containment amount multiplied by 10% during the first year, 10%
during the second yéar, or 10% théreaﬂer; and (2) outstanding reserves limited so not to exceed
the maximum permissible cost. AU also informs partircipants that loss development factors,
outlined in the RPA, will be applied to all claims to estimate their ultimate cost.
Under EquityComp, an employer is charged rates per $100 of compensable payroll.'!!

These rates do not match those provided in the guaranteed cost policy sold to the employer.''* A

participant’s “loss pick containment rate” (per $100 of payroll) is multiplied by a “pay-in factor”

19Ty, 1297:13-19.
0 Exh. 201-3.
"1 Exh, 201-4.
12T 1292:13-17.
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based on the participant’s expected losses. This results in the participant’s “net pay-in rate.”
The net pay-in rate is then multiplied by the amount of payroll in that classification to calculate

the estimated annual pay-in amount.'

The estimated annwal pay-in amount differs from
amounts quoted in the guaranteed cost policy and supersedes those terms. Experience modifiers
and other guaranteed cost policy modification factors are not part of the profit sharing plan, Any
changes to those factors does not impact the rates charged under EquityComp.''* Lastly, the net
pay-in amounts do not include applicable assessments and taxes,

AU’s Sales department distributes a Program Summary & Scenario to brokers and their
clients.!”® The Scenarios demonstrate the minimum and maximum three-year program costs and
estimate the final program costs based on ultimate claims costs. The Scenarios chart the single-
year prorated amounts a participant could expect to pay. For example, if an employer has no
losses during the first year, the employer can expect to pay $100,000 in program costs for that
year. But this chart is misleading. EquityComp is sold as a three-year program and not three
one-year programs. ' Accordingly, the single-year table does not represent the one-year cost of
the program. In fact, it is the employer’s three-year loss history that ultimately guides the cost éf
the program.

The Sales division also distributes a Request to Bind Coverages & Services. The Request
to Bind must be executed along with the Reinsurance Participation Agreement. Each potential
client may participate in a conference call with an AU “technical representative” to answer any

questions about the Proposal and Summary. Lastly, the Request to Bind requires employers to

arbitrate all claims, disputes or controversies involving EquityComp or the underlying

113 Fxh. 201-4.
1 rpid.

U5 1305:14-8.
U6 Ty 1364:8-22.
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policies."!” The Request to Bind’s dispute resolution provision differs from the provision of
guaranteed cost policy sold to employers and supersedes the guaranteed cost policy.118

After disseminating all the relevant marketing materials to a broker, AU’s salespersons
initiate a conference call with the broker to further discuss the program.'*® But only 10 percent
of brokers actually participate in a conference call.™® AU does not initiate a conference call with
the employer itself, AU offers only the insurance broker a chance to discuss the program
mechanics.?! The conference calls last anywhere from 30 minutes to one hour and are not
recorded by AU.'# Salespersons do not work off a script and are permitted to answer questions
about the program themselves, A majority of the questions asked by brokers and potential
clients pertain to claims handling or the proposed scenarios.'” If a salesperson cannot answer a
broker’s question, the salesperson seeks a response from a Sales Manager. Salespersons are not
trained to answer, questions about the RPA itself, but are able to answer questions about Schedule
1 of the RPA, which contains the loss development and run-off loss development factors.'**
Questions regarding the meaning of terms in the RPA are forwarded by the Sales depa_rtment to
M. Silver for a response.'*’

Potential EquityComp participants intereéted in enrolling are directed to thé New
Business department. The New Business department distributes the RPA, as well as the Request

for Service. These documents, along with the Request to Bind Coverages and Services, must be

| signed by the participant before any coverage takes effect. Insureds that refuse to sign the RPA

U7 Bgh. 205-1.

U8 1y 1329:9-18.

U9 1y, 1299:24-1300:9.

120 v, 1300:22-1301:9.

1217 1301:10-16.

12 7 1281:6-13.

5 Tr, 1283:9.23,

' Tr 1314:23-1315:1; Tr. 1316:13-24.
5 Tr, 1315:2-8,
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lose their guaranteed cost insurance policy coverage with CIC.'* Insurance coverage does not
revert back to the terms of the guaranteed cost policy and insureds are left without insurance
coverage from CIC.'*” Tn addition, nothing in the Program Proposal, Request to Bind or
Summary and Scenarios names CIC as the insurer.'?
3. Program Mechanics

Taking the components and provisions of EquityComp by themselves does not
necessarily present a working understanding of the program’s mechanics. Indeed, the parties
presented no less than six witnesses in an effort to explain EquityComp’s operation. While most
rating plans use a straightforward formula to calculate the overall policy costs, EquityComp uses
only a narrative.'®

EquityComp pricing involves three separate components. The first is similar to the
standard premium in a guaranteed cost policy. EquityComp calls this the loss pick containment
rate and like the standard premium in a guaranteed cost policy, that amount is multiplied by $100

of payroll to generate what is effectively the base policy premium.130

The second component is a
loss cost component. The loss cost component, or ultimate cost of claims, is calculated using
paid claim amounts, reserved amounts and an estimate of future additional costs, multiplied by
the loss developments factors set forth by AU.P!" The third component of the program is fees.
Fees under BquityComp are calculated as a percentage of an employer’s loss pick containment

amount. Specifically, an employer’s loss pick containment amount is multiplied by an allocation

factor (or minimum cost factor) and by an exposure group allocation factor.”** As AU calculates

126 T 1362:21-25.

277y 1362:11-25.

128 gee Bxhs. 201, 203 and 205.
129 Ty, 352:24-353:4.

130 pr. 322:11-19.

BTy, 323:5-10.

132 Ty, 342:12-21.
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fees based on the loss pick containment amount, participants will pay significant program
expenses even when there are no claims filed."* For example, using the Scenarios presented to
Shasta Linen, an employer with no claims during EquityComp’s three-year term would pay
$322,623.1* The entire amount would constitute EquityComp “fees” since no claims were filed.
But if during that three-year period, an employer has one claim for $30,000, the program cost
more than doubles to $672,627; $642,627 of which are program fees received by CIC.!®

Participants receive a monthly EquityComp bill from ARS. The bill provides an overall
EquityComp program cost but does not delineate between premium or program costs.’® In
addition, AU distributes a quarterly Plan Analysis that outlines the program fees and summarizes
all claim costs.”*” Each open and closed claim is listed separately as are the amounts paid to
injured employees. Participants remit their monthly payments to ARS, who then forwards the
payment to CIC. CIC then allocates the monies to AUCRA in accordance with the agreement
between AUCRA and CIC.!*® Monies'ceded to AUCRA fund the participant’s captive cell and
are held in that cell until called upon by CIC.

When an employee files a workers’ compensation claim, CIC pays the claim and then
cedes that liability to AUCRA. AUCRA, in turn, cedes the liability to the participant’s cell.'®
In essence, participants pay all of their own claim costs and continue to do so until they reach 93
percent of the maximum program costs. Participantsr can expect an increase in their bill in the

month following any claim payments as the RPA calls for specific cell funding levels.'*?

133 1y, 344:13-19.

34 Exh. 46-6.

135 14 $672,627 - $30,000 = $642,627.
136 v, 774:17-22.

137 See Exh, 216,

38 Ty, 816:9-15; Tr. 893:18-894:23.
39 Tr, 895:16-896:2. :
0 Ty, 897:3-8.
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D.  Reinsurance Participation Agreement
The RPA is a 10-page contract between AUCRA and the insured. The RPA’s first six
pages state the participant’s monctary obligations, the length of the program, the dispute
resolution mechanism for the program and a choice of law provision. Pages seven through ten,
subtitled Schedule 1, sét forth the calculation and allocation of premium and loss amounts, define
the required capital depos.it amounts and the penalty for early termination of the program, outline
the applicable loss development and exposure group factors, and set the loss pick containment
rate for each applicable classification.
1. Policy Term & Extensions
The RPA’s initial “active term” is three years. During the RPA’s active term, a
participant’s guaranteed cost workers’ compensation insurance policy must be provided by a
Berkshire Hathaway insurance carrier; i.e. California Insurance Company or Continental
Insurance Company.'"! If the insurer provides workers’ compensation coverage outside of the
RPA’s active terrn; special “extension” terms apply. These extension terms require the
participant to immediately pay a cash deposit equal to 55% of the premium anticipated, to
maintain a cash deposit sufficient to cover 011tste;nding losses plus incurred but not reported
losses, and to pay an early cancellation fee equal to 20% of the premium anticipated, all of which
are determined exclusively by AUCRA. 142
In addition to the three-year active term language, RPA paragraph 7 provides that the
parties’ RPA obligations extinguish “only where the Company no longer has any potential or

actual liability to the issuing insurers with respect to the Policies reinsured by” AUCRA.

Accordingly, while the RPA is active for three years, the parties’ obligations continue until the

Y Bxh, 207-2.
142 Id.
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RPA is terminated in accordance with the terms set forth in Schedule 1, discussed below.!*

2. Choice of Laws and Dispute Resolution Procedure
The RPA provides that all disputes be exclusively governed by and construed in

144

accordance with the laws of Nebraska.”™™ The RPA also contains a two-page dispute resolution

provision subjecting all disputes to binding arbitration in the British Virgin Islands. ! All

arbitration awards must be enforced in Nebraska courts,

According to CIC, this dispute
resolution provision supersedes the language provided in the guaranteed cost policy.'*’ In
addition, nothing in the RPA or other EquityComp documents inform participants of their right
to negotiate choice of law and dispute resolution provisions.

3. Early Cancellation Provision
The RPA sets forth its own early cancellation terms and penalties, different from those in
the guaranteed cost policy. Any participant who cancels the RPA, or cancels the underlying
guaranteed cost insurance policy, prior to the end of the active term is subject to the penalties set

‘forth in Schedule 1 of the RPA.'#8

In the event of early cancellation either by the participant or AUCRA:
(a) the Eprsure Group Adjustment Factor will be multiplied by
1.25; (b) the Cumulative Aggregate Limit will be determined using
Policy Payroll annualized to reflect the full term of the Agreement;
and (c) the following amounts will be immediately due and

payable to the Company; i) any remaining premium, including
short rate penalties, due under the Policies; ii) capital deposit equal

3 Exh, 207-2. :

44 Exh. 207-5. In addition, any matter concerning the RPA “that is not subject to the dispute resolution provisions of
Paragraph 13,” shall be resolved exclusively by the courts of Nebraska without reference to its conflict of laws.

14 Exh. 207-3 to 207-4, paragraph 13(A). Paragraph 13(I) further provides that all arbitrations shall be conducted in
accordance with the rules of the American Arbitration Association and shall take place in Tortola, British Virgin
Islands. '

16 Bxh, 207-5, paragraph 14,

"7 Tr, 1329:9-18. Mr. Watson testified that once a participant enrolls in EquityComp, “the guaranteed cost policy . .
. has no effect.” Similarly, Ms. Gardiner could not provide an example where the guaranteed cost policy’s dispute
resolution provision would be applicable. (Tr. §87:7-12.)

"8 Ty, 1329:9-18.
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to the cell’s maximum liability; and iii) a Cancellation Fee equal to
8% of the Estimated Annual Loss Pick Containment Amount.'*’

The RPA does not explain these cancellation terms in monetary figures nor does AU
provide the participant with a sample calculation based on early termination figures. But Ms,
Gardiner provided uncpntroverted testimony that had Shasta Linen chosen not to renew its
guaranteed cost policy at the end of the policy’s one year term in December 2011, AUCRA
would have levied a $1.1 million cancellation penalty against Shasta Linen.'*®

4, Premiums, Capital Deposits and Applicable Rates

AU calculates EquityComp premium based on policy payroll and the loss pick
containment amount. The loss pick containment amount is an amount equal to the product of
polic.y payroll and the respective Loss Pick Containment Rates listed in Table C of Schedule 1.1
These rates are per $100 of policy payroll and are fixed for the effective period. They do not
mirror the rates provided for in the gubranteed cost policy and do not change even if 'Fhe stated
rates on the guaranteed cost policy decrease.'” In addition, changes in experience modifiers and ..
other modification factors do not affect these rates. Thus, if an employer’s experience
modification factor decreases during the active term of the RPA, this reduced experience
modification would have no impact on the EquityComp premium or costs.'”

The RPA also calculates loss developmént factors (LDFS) for each loss under the
policies. These LDFs are generated by AU’s underwriting department and are extrapolated from

valuations provided by the WCIRB.'™* During the active term of the program, AU applies the

weekly or monthly LDFs to each claim. If, at the end of the three-year active term, a participant

9 Exh. 207-8.

130T, 885:1-5.

131 Exh. 207-7.

132 Tp. 1291:16-20; Tr. 899:1-9.

3Ty, 318:12-21; Tr. 897-898:14-7; Exh. 207-7; Exh. 44-4,
13 Ty, 795:8-12.
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refuses to renew the EquityComp program or AU refuses to offer renewal, the RPA applies “run-

" off LDFs” to each open and closed claim.'™

AU coined the term “run-off LDF” for purposes of
the RPA. It is not a term used in the insurance industry-or a valuation method used by other
carriers.'*® For open claims, the run-off LDFs are 50 percent higher than LDFs applied during
the actiye term."®” In practical terms, a claim reserved at $75,000 one month prior to the end of
the program’s active term could be reserved at $293,000 the next month, resulting in a $218,000
bill from AU after expiration of the program.’™ Run-off LDFs are also generated by AU’s
underwriting department and are non-negotiable,'>

All losses under the policies are ultimately paid from the participant’s cell account and a
participant is solely responsible for paying its losses up to 93 percent of its three-year loss pick
containment amount.’®® Participant’s fund their own cell account through the premiums and
capital deposits. Participants agree to make and maintain a capital deposit equal to the estimated
‘annual loss pick containment amount multiplied by 10 percent during the first year, 10 percent

161

the second year and 10% thereafter.™ In addition, participants must make an additional capital

deposit equal to the lesser of the ultimate loss or the cumulative aggregate limit.'®
5. Cell Liquidation
At the end of the RPA’s 3-year active term, AUCRA may, at its sole discretion, liquidate

the participant’s cell and return any excess premium and fees to the participants. That said,

liquidation of the cell cannot occur unless;

155 Exh. 207-7; Tr: 886:11-19; Tr, 1318;12-21.
156 Ty 891:12-892:3; Tr. 350:2-7.

57 T, 799:1-19.

138 v, 802:4-9.

%9 Ty, 795:8-17; Tr. 1319:15-18.

180Ty, 1321:5-14.

181 Exh. 207-7.

162 Exh. 207-8.
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1) all claims under the Policies are closed and three years have
elapsed since the expiration of all of the Policies; or

ii} the Participant’s maximum liability has been reached and three
years have elapsed since the expiration of all of the Policies; or

1ii) the amount of paid losses allocated to the cell under the policies
has exceeded the Participant’s maximum liability; or

1v) seven years have elapsed since the expiration of all of the
Policies; or

v) the Company deems itself insecure with respect to Participant’s

ability or willingness to fulfill its obligations under this

Agr'aeme:nt.163 '

In essence, a program patticipant must wait, at a minimum, an additional three years after
expiration of the RPA in order to receive a return of excess funds paid to CIC and AU."** There
is no provision to accelerate this process and, indeed, AUCRA may withhold these funds for up

165

to seven years after expiration of the policy. ™ To date, AUCRA has not made any profit-

sharing distributions,'®®
E.  Dispute Between Shasta Linen and CIC
In January 2013, AU billed Shasta Linen for $244,213.31. Shasta Linen challenges this
bill. Understanding this dispute requires analysis of Shasta Linen’s guaranteed cost policies, the
terms of its RPA and AU’s claims processing.
1. Guaranteed Cost Policy

CIC issued Shasta Linen three, one-year guaranteed cost policies, the first of which

incepted on January 1, 2010 and expired on January 1, 2011. Subsequent policies incepted on

' Exh. 207-8.

' Pr. 1325:4-15; Tr. 813:20-814:3.

' Ty, 441:15-20.

185 tn order to secure a complote and acourate record, the ALT twice ordered Respondent to provide the number of
participants who received a profit-sharing distribution, the date upon which their program ended and the date upon
which they received a distribution. Respondent refused to comply with the ALJ’s Order. Pursuant to Evidence Code
sections 412 and 413, the Commissioner infers from Respondent’s failure to produce this readily available evidence
that AUCRA has not made any profit-sharing distributions.
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January 1, 2011 and January 1, 2012, and expired on January 1, 2012 and January 1, 2013,
respectively. Each policy contained the statutory language regarding dispute resolution,
premium calculation and early termination, outlined in Section B, subdivision (2)(a), infra.

Each of Shasta Linen’s guaranteed cost policies included an information page and an
extension of information page. The information page estimated Shasta Linen’s annual premium,
while the extension page listed Shasta Linen’s rates per $100 of payroll and experience
modification factor.'®” As is customary under a guaranteed cost policy, CIC multiplied Shasta
Linen’s expected payroll in each classification by the rate quoted, factored in Shasta Linen’s
experience modification and added applicable taxes and fees in order to estimate Shasta Linen’s
annual premium.

For policy year 2010, CIC quoted the following rates per $100 of payroll: $17.77 for
classification code 2585; $1.00 for classification code 8743; and $0.84 for classification code
8810, Based on Shasta Linen’s estithated payroll and experience modification fact(;r of 1.68,
CIC approximated Shasta Linen’s annual premium at $339,800."°

In policy year 2011, CIC increased Shasta Linen’s ratés per $100 of payroll as follows:
$19.59 for classification code 2585; $1.02 for classification code 8742; and $0.83 for
classification code 8810. The increase in rates, higher payroll amounts and a larger experience
modification factor of 1.94 resulted in an estimated annual premium of $407,920.'¢

CIC did not alter Shasta Linen’s rates per $100 of payroll in 2012. But Shasta Linen’s
experience modification factor dropped from 1.94 to 1.01. As a result, Shasta Linen’s estimated

annual premium for the 2012 policy year equaled $285,368.'7°

157 Exh. 208-1; Exh. 208-3.
188 Exh. 208-20.
189 Exh. 209-23.
0 Exh. 210-26.
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Shasta Linen’s estimated premium and rate charges under the guaranteed cost policy are

summarized as follows:

2585 (per $100) 8742 (per $100) 8810 (per $100) | Ex. Mod. Facior | Annual Premium

2011 $19.59 $1.02 $0.83 1.94 $407,920

2. EquityComp/RPA Program
In December 2009, AU quoted Shasta Linen a minimum single-year premium of
$107,541, a maximum premium of $322,623 and an annual loss pick containment amount of
$283,450.'" The EquityComp rates per $100 of payroll differed from those quoted in Shasta

Linen’s guaranteed cost policy ahd constitute the actual rates charged to Shasta Linen:'™

Loss Pick Containment Estimated Annual Annual Pay-In Amount
: Rate :[ Payroll

$155,000 $1,627.50

$283,484.00

The EquityComp rates remained the same for the three-year duration of the program and did not
change when Shasta Linen saw a reduction in its experience modification factor. For example,
Shasta Linen’s 2012 experience modification factor dropped from 1.94 to 1.01. This decrease
had no impact on Shasta Linen’s costs or premium under EquityComp.

Shasta Linen paid AU an initial set-up fee of $3,203 and a capital deposit of 3];2.8,345.173

From January 2010 through June 2011, Shasta Linen’s monthly payments ranged from $12,903

"1 Byh. 20143,
172 506 also Exh, 207-10.
13 BExh. 202-2; Exh, 211-1.
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t0 $36,513.' In Jﬁly 2011, AU sent Shasta Linen a bill for $83,612.49.'” The significant
increase in charges caused Shasta Linen to take a closer look at the EquityComp program.'’
'The substantial bill also forced Shasta Linen into a promissory note with AU to spread out the
payments over a four month period.'”’

In addition to monthly billing concerns, Shasta Linen became concerned that neither CIC
nor AU possessed incentive to investigate workers’ compensation claims. As evidence of this
concern, Ms. Richardson recounted the case of employee Mr. M.'® After failing to turn over
customer payﬁlents, Mr. M went out on disability and indicated he was unable to fulfill his duties
as a driver. Shortly thereafter, Ms. Richardson witnessed Mr. M driving a truck on the highway.
Ms. Richardson informed AU of this fact but AU took no action. Mr. M’s workers’

. compénsation claim ultimately cost Shasta Linen $111,679.'7

In November 2{)_12, Shasta Linen changed insurance brokers and informed SVIS of this -
chzmge.180 On Decelﬁber 19, 2012, ‘Shasta Linen’s SVIS broker informed Ms. Richardson that
AU wished to offer Shasta Linen a one-year extension on the EquityComp program.'®' Ms.
Richardson declined this offer and reminded SVIS that it no longer represented Shasta Linen.

By Decemt)er 2012, Shasta Linen had paid AU program costs totaling $934,466 despite
suffering three-year cumulative losses of only $268,000."*? In addition, nearly $200,000

remained in Shasta Linen’s captive cell. Nonetheless, in January 2013, AU requested an

™ Bxh. 212-9; Exh. 211-23.

15 Exh. 212-11. Ms. Richardson testified “we never knew what we were going to be billed” and this made budgeting
for workers’ compensation insurance extremely difficult. (Tr. 123:21-124:3) It was ultimately determined that the
$83,000 bill for July 2011 was due to a calculation error by AU and ARS, (Tr. 127:20-128: 4 )

Y6 Ty, 123:21-124:3,

T Exh. 2.

1 The Commissioner intentionally omits the full name of the employee at issue.

' Tr, 134:21-25.

1%0°Tr. 149:17-22; Exh. 33.

1Ty, 150:23-151:6. Exh. 4-6.

%2 Exh, 218-157.
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additional $244,213.31 in program costs based entirely on the application of run-off LDF's to
Shasta Linen’s two ‘remaining open claims. Shasta Linen has refused to pay these additional
costs.
3. Subsequent Workers’ Compensation Insurance Premiams

In January 2013, Shasta Linen’s secured a guaranteed cost workers’ coﬁpensation
insurance policy from Pacific Compensation with an annual premiwm of $315,283. In January
2014, Shasta Linen secured a guaranteed cost insurance policy from Insurance Company of the
West with an annual premium of $261,499."° Tn each of these guaranteed cost policies, Shasta
Linen benefitted from a reduced experience modification factor, which was the result of their
more favorable loss history while insured by CIC.'8

F. Reinsurance Treaty and Addendums

CIC ﬁled with the Depaitment the reinsurance treaty and addendums.'®® The reinsurance
treaties and addendums were signed by Steven Menzies for both CIC and AUCRA, first as
Executive Vice President and Vice Presidents for each company, respectively, and then as
President for both entities. The Department acknowledged the filings by letter dated June 25,
2008, and noted its review of the Treaty and Addendums was limited to those provisions related
reinsurance agreements. 186

The parties stipulated in this proceeding that the RPA is not actually reinsurance.'®” This
stipulation by CIC is in direct conflict to the representations made to the Commissioner by CIC

when fhe reinsurance treaty and addendums were filed and acknowledged by the Commissioner

%3 Exh. 83.

% An employer’s experience modification factors reflects a three year period, commencing four years and nine
months prior and terminating one year and nine months prior to the date for which an experience modification is to
be established. (California Workers’ Compensation Experience Rating Plan (ERP), Section 111, Rule 3.)

%3 Exh, 232

% 1bid,

87 Tr: 614:24 - 615:2
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and the testimony offered at hearing.

The RPA itself is based upon and results from the reinsurance treaties filed by CIC. As
noted in the testimony of Jeffrey Silver, General Counsel of CIC, Shasta Linen was a “party” to
the reinsurance agreement between CIC and AUCRA by virtue of the RPA, and the RPA
becomes part of and is based upon the reinsurance agreement between CIC and AUCRA.'*® CIC
was the party initiating and filing the reinsurance with AUCRA.

VI.  Applicable Law

In California, the Legislature is granted plenary power through our State Constitution to
create and enforce a complete system of workers’ compensation.'® This includes “full provision
for adequate insurance coverage against liability to pay or furnish compensation; full provision

“for regulating insurance coverage in all its aspects....”"” Therefore, workers' compensation
insurance programs are closely scrutinized and highly regulated based upon the provisions of the
California Insurance Code, and the Legislature has created a comprehensive scheme mandating
employer coverage and regulatory oversight. In order to execute this broad regulatory structure,
the Legislature charged the Insurance Commissioner with the authority to oversee the form and
substance of all workers' compensation insurance plans; everything from the scope of required
coverage provided to employees to the amount émployers pay insurers for premiums.

The Insurance Code sets forth both comprehensive workers’ compensation policy form
and rate requirements for all insurers. Article 2 of Chapter 3, which is set forth in Tnsurance
Code Sections 11651 through 11664, and Article 2 of Chapter é, which is set forth in Insurance
Code Sections 11730 to 11742, delineate these provisions. For instance, every policy must

contain a clause providing that the insurer is directly and primarily liable for payment of any

188 Ty 1210:12-20; 1212:2-4.
18 California Constitution, Art. XIV, Section 4.
190 7bid.
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1 policies must also state that the insurer is not

compensation for which the employer is liable.
relieved from payment “if the employer becomes insolvent or is discharged in bankruptcy”
during the policy period.”* The insurer will “be bound by and subject to the orders, findings,
decisions, [and] awards rendered against the employer subject to the terms of the policy.”*?
Section 11654 also specifies that the “insurance contract shall govern as between the employer
and the insurer as to payments by either in discharge of the employer's liability for
compensation.”
A, Statutory Authority for Pre-Filing of Workers’ Compensation Forms
Under both the Insurance Code and its applicable Regulations, insurers must adhere to a

two-step process before using any policy or endorsement in California. First the policy form or
endorsement must be filed with a licensed rating organization, and the licensed rating
organization is to confirm those policy forms and endorsements comply with law. The policy
forms and endorsements are then filed with the Insurance Commissioner and cannot be used until
after 30 days or, in some instances, authorized by the Insurance Commissioner. The clearest
recitation of this requirement is found in Insurance Code section 11658:

(a) A workers’ compensation insurance policy or endorsement

shall not be issued by an insurer to any person in this state unless

the insurer files a copy of the form or endorsement with the rating

organization pursuant to subdivision (c¢) of Section 11760 and 30

days have expired from the date the form or endorsement is

received by the commissioner from the rating organization without

notice from the commissioner, unless the commissioner gives

written approval of the form or endorsement prior to that time.

An endorsement may concern matters unrelated to the description of the insurer's indemnity and

! Tns. Code § 11651.
2 Ins. Code § 11655.
- " Ins. Code § 11654.
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insurance obligations.'*

Section 11750.3 provides the WCIRB, the only licensed rating organization, with
authority to examine all policies, endorsements and other forms for the purpose of determining
whether such policies, endorsements and forms comply with California law. In. addition,
California Code of Regulations, title 10, section 2218 requires “all workers’ compensation forms
be submitted in duplicate” to the WCIRB for inspection and then to the Insurance Commissioner
for final action.

The Insurance Commissioner has consistently stated these requirements. For example, in
2011, the CDI reminded the WCIRB to inform its insurer members that agreements that affect
the obligations of a workers’ compensation insurer or insured must be filed with the WCIRB and
the Insurance Commissioner prior to use. The letter noted that the Insurance Commissioner was
particularly concerned with' arbitration provisions contained in unattached collateral agreements
and considered such terms unenforceable unless the insurer demonstrated that the arbitration
~ agreement was expressly agreed to by the insured at the time the policy was jssued.'”

In sum, insurers who offer and issue workers’ compensation insurance policies,
endorsements and forms in California must submit such policies, endorsements and forms,
however titled by the insurer, for reﬁew. Such materials must be filed with the WCIRB, which
reviews them and forwards them to the Insurance Commissioner for final review before use in

California.’”® Rate information is submitted directly to the Insurance Commissioner pursuant to

section 11735. An insurer may begin offering filed policies, endorsements or other materials 30

¥ See Donakue Constr. Co. v. Transport Indem. Co., 7 Cal.App.3d 291, 303 [insurance policies may include the
duty to defend an insured]; Genuser v. Ocean Acczdent & Guarantee Corp., 57 Cal, App.2d 979, 983 [insurance
policy may limif the time within which a lawsuit may be brought under the policy].

1% Notice of Hearing and Order to Show Cause, in The Matter of Zurich American Insurance Company, DISP-2011-
00811 at p. 6. The ALIJ took Official Notice of this filing.

1% Ins. Code § 11658
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days aﬁer the Insurance Commissioner receives the materials, if the Insurance Commissioner has
not already advised the insurer that the materials do not comply with California law."’ If the
Insurance Commissioner advises the insurer at any time that the filed materials do not comply
with California law, the insurer may not issue any policy, endorsement or other form that
includes such material.'*®
B. Statutory Authority Prohibiting Unfiled Collateral Agreements
California Code of Regulations, title 10, section 2268 states that no collateral agreement

to a workers’ compensation insurance policy may.be made that modifies the obligation of the |
parties unless the agreement is made part of the policy’s terms. .Speciﬁcally, section 2268 states:

No collateral agreements modifying the obligation of either the

insured or the insurer shall be made unless attached to and made a

part of the policy, provided, however, that if such agreements are

attached and in any way restrict or limit the coverage of the policy,

they shall conform in all respects with these rules.
This regulation is clear on its face that any obli gation of either the insurer or the insured
concerning the workers” compensation insurance that is not contained in the insurance policy is
required to be made part of the policy and unendorsed side agreements are prohibited. This
regulation therefore requires the filing of any agreement that modifies or alters the insured’s: 1
obligation to reimburse or otherwise péy the insurer for loss adjustment expenses and/or other
claims or policy related expenses; (2} indemnity or loss obligation; (3) payment or
reimbursement obligation; (4) allocatién of loss adjustment expenses or other fees and expenses;

(5) timing of reimbursements or payments to the insurer; (6) collateral; (7) circumstances that

constitute a default; (8) choice of law; (9) arbitration obligation; and (10) other material

97 mhid.
9% 1hid,
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obligations under any workers’ compensation insurance program, plan or policy.'”’
C. Statutory Authority for Pre-Filing of Workers’ Compensation Rates
The regulatory obligation for insurers to file their workers’ compensation rates before use
in this state is set forth in Insurance Code sections 11735 and 11750.3 and in the California Code
of Regulations. Sectionr 11735 requires every insurer to file with the Insurance Commissioner
“all rates and supplementary rate information that are to be used in this state.” The rates and
- supplementary rate information must be filed no later than 30 days prior to use. A filed rate may
be disapproved by the Insurance Commissioner pursuant to the applicable subdivisions of
Section 11737.
D. Statutory Appeal Language
The Insurance Code also permits policyholders harmed by the application of a rate or
rating plan to file an appeal with the Insurance Commissioner. Specifically, Insurance Code
section 11737, subdivision (f) states:
(f) Every insurer or rating organization shall provide within this
state reasonable means whereby any person aggrieved by the
application of its filings may be heard by the insurer or rating
organization on written request to review the manner in which the -
rating system has been applied in connection with the insurance
afforded or offered. If the insurer or rating organization fails to

grant or reject the request within 30 days, the applicant may
proceed in the same manner as if the application had been rejected.

Any party affected by the insurer or rating organization’s response may appeal to the Insurance
Commissioner within 30 days after written notice of the action. The Commissioner, after

conducting an evidentiary hearing, may affirm, modify, or reverse that action.

% American Zurich Ins. Co. v. Country Villa Serv. Corp. (2015) 80 Cal. Comp. Cases 687, 703-704; Notice of
Hearing and Order to Show Cause, in The Matter of Zurich American Insurance Company, supra, DISP-2011-
00811 at pp. 4-5.
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The authority to hear grievances of employers for misapplication of rates, noted above, is
separate from the Commissioner’s authority to disapprove rates. Subdivisions (a) fhrough (e)
and (g} of Section 11737 deal with rate disapproval by the Commissioner. Subdivision (h) of
Section 11737 deals with the rate that will be in effect if there is no applicable rate.

E. Reinsurance

Section 620. of the Insurance code defines reinsurance as: “A contract of reinsurance is

“one by which an insurer procures a third person to insure him against loss or liability by reason
of such original insurance.” The original insured has no interest in the reinsurance as a matter of
law.>® Reinsurance is “‘a special form of insurance obtained by insurance companies to help
spread the burden of indemnification. A reinsurance company typically contracts with an
insurance company to cover a 5pe¢iﬁed portion of the insurance company's obligation to
indemnify a policyholder.,.. The teinisurance contract is not with the insured/policyholder.’ »
Catholic Mut. Relief Soc. v. Superior Court (2007) 42 Cal. 4th 358, 368, quoting Ascherman v.
General Reinsurance Corp. (1986) 183 Cal.App.3d 307, 311, fn. 5.

A reinsurance policy may not be used to change the underlying insurance policy. “An
essential feature of reinsurance is that it does not alter the terms, conditions or provisions of the
contract of liability insurance between the direct liability insurer and its insured...” Catholic Mut.
Relief Soc., supra, 42 Cal. 4th at 369. Thus, by definition, a reinsurance contract may not
involve the original insured/policyholder’s contract of insurance.

This is not to say reinsurers may not contract with the original insured at all. In fact, the
Insurance Code clearly indicates that a reinsurer may contra(.:t separately with a policyholder but
only as to rights of policyholders against the reinsurer: “The original insured or policyholder

shall not have any rights against the reinsurer which are not specifically set forth in the contract

20 Ins, Code § 623,
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of reinsurance, or in a specific agreement between the reinsurer and the original insured or
policyholder.”™! Since the Insurance Code defines reinsurance as only between an insurer and a
reinsurer, a reinsurer cannot directly insure an insurer’s policyholder, including changes in rates,
premium, claims handling, etc., so as to modify the underlying contract between the insurer and
it’s insured. For a reinsurer to do otherwise effectively results in it becoming an insurer.
VII. Discussion

Shasta Linen contends the EquityComp program, with its required RPA, modifies the
guaranteed cost policy’s rates, dispute resolution provision, and cancellation terms, and as such
must be filed and aﬁproved by the Insurance Commissioner prior to use. CIC argues the CDI
lacks jurisdiction over this appeal, that the RPA does not alter the terms of the guaranteed cost
policy, and that mention of the EquityComp program in CDI market examinations constitutes
. approval of the program. : CIC also argues the CDI may not void the RPA’s terms.
After examining the facts and applicable law, the Insurance Commissioner concludes he
has jurisdiction over this appeal; EquityComp and its accompanying RPA constitute a collateral
agreement pursuant to California Code of Regulations, title 10, section 2268, which is void as a
matter of law; CIC was the primary party instituting an illegal program to modify its rates with
its insureds and ultimately the premium charged to Shasta Linen throﬁgh the collateral
agfeement; and CIC made misrepresentations to the Commissioner concerning its workers’
compensation insurance programs and reinsurance.

A. The Insurance Commissioner’s Exclusive Jurisdiction over this Appeal

CIC initially contended that the Commissioner lacks jurisdiction to consider this case.
Specifically, CIC argues (1) appeals filed under Insurance Code section 11737, subdivision (f)

may only determine “whether CIC has properly applied its [rate] filings to determine how much

1 Ins. Code § 922.2, subd. (c).
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premium to charge” and may not addréss the potential illegality of the rate filing;** (2) the RPA
is between AUCRA and Shasta Linen and relief in this forum is not possible;”* (3) whether the
RPA is an unlawful collateral agreement in violation of the Insurance Commissioner’s
Regulations is beyond the scope of the CDI’s jurisdiction;”® and (4) only the Insurance
Commissioner may initiate a hearing to disapprove a rate on the ground that it is unfiled.*” Each
of these arguments lack merit as discussed below,

1. Section 11737(f) Appeals Address Insurer Filings

CIC contends this appeal may only consider whether CIC assessed Shasta Linen’s
premium in accordance with its approved rate filings.?*® But CIC misinterprets the statute and
inserts language that is not included.

Insurance Code section 11737 provides the Insurance Commissioner the authority to take
various actions regarding rates, including disapproval of rates that fail to comply with ﬁ_ling
requirements, result in inadequate or discriminatory premiums or threaten an insurer’s solvency.
Subdivision (f) provides employers with a similar right to challenge filed rates as they apply to
that particular employer and authorizes the Tnsurance Commissioner to determine the proper

application of the filed rate.

Every insurer or rating organization shall provide within this state
reasonable means whereby any person aggrieved by the application
of its filings may be heard by the insurer or rating organization on
written request to review the manner in which the rating system
has been applied in connection with the insurance afforded or
offered.?”’

202 Respondent’s Post-hearing Opening Brief, 21:13-22:7.
203 Respondent’s Post-hearing Opening Brief, 22:8-18.

% Respondent’s Post-hearing Opening Brief, 23:8-14.

05 Respondent’s Post-hearing Opening Brief, 23:21-24:6.
06 Respondent’s Post-hearing Opening Brief, 22:4-7,

27 Ing, Code § 11737, subd. (9.
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If the employer disagrees with the carrier’s response, it may appeal to the Insurance
Commissioner. Appeals presented to the Insurance Commissioner are heard by the
Administrative Hearing Bureau pursuant to California Code of Regulations, title 10, section
2509.40 et seq.

Nothing in section 11737, subdivision (f) limits review to premiums charged under the
rating system. Contrary to CIC’s argument, an insurer’s rating plan and rates are not
synonymous with “premium.” Section 11730, subdivision (g) defines rates as “the cost of
insurance per exposure base unit, prior to any application of individual risk variations based on
loss or expenses considerations and does not include minimum premiums.” Section 11737,
subdivision (f) provides an émployer aggrieved by an insurer’s application of is rates to that
employer with a forum for such disputes. Shasta Linen complains CIC did not adhere to its filed
rating plan and rates in assessing workers’ compensation premium and costs under EquityComp.
‘Certainly'such a dispute falls under section 11737, subdivision (f).

Even assuming section 11737, subdivision (f) pertains only to premiums charged, the
underlying complaint satisfies such a requirement. Shasta Linen argues the EquityComp
premium and rates per $100 of payroll differ from those filed and approved by the
Commissioner. CIC counters this argument by stating the RPA charges program fees, not

: 208
premiuims.

While CIC is careful to call EquityComp costs “program costs” and not premiums,
this is a distinction without a difference. Indeed, Mr. Watson used the terms interchangeably

during his testimony and the patent application itself calls the costs under the RPA

. 2 . . . .
“premiums.” % Moreover, money paid by an insured to an insurer for coverage constitutes

208 R espondent’s Post-hearing Opening Brief, 25:1-20.

2% ALY Exh. 1, col. 1, lines 44-48: “The risk sharing participation program is structured such that the insured’s net
premium payment will vary in a non-linear manner with respect o their actual losses. In particular, there will be
accelerated savings in premiums for particularly low losses over a given period of time.” See also, Tr. 1292:22-15.
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premium regardless of the name. This, of course, is consistent with the structure of the program.
Accordingly, even under CIC’s limited reading of the statute, the disputg is properly before the
Commissioner. |

Shasta Linen was aggrieved by the modification of the guaranteed cost rate and resulting
premium which was inconsistent with that which was supposed to be charged under CIC’s rate
filing and the terms of the guaranteed cost policy that was actuaﬂy issued. No other rate is
applicable except for those filed by CIC, and the RPA cannot be used as either the rate or to
calculate the premium of Shasta Linen since it had not been filed with the Commissioner.*'°

2. AUCRA is Not a Necessary Party to this Appeal

CIC asserts the RPA is a contract between AUCRA and Shasta Linen and as the appeal
names only CIC, the Insurance Commissioner cannot rule on the agreement’s legality. More
. specifically, CIC argues that AUCRA is not an insurer, and therefore not subject to the appeal
procedures under section 11737. This argument is without merit.

While it is true that the RPA is a contract between AUCRA and an employer, AUCRA is
not an independent third party or unrepresented at this hearing. AUCRA is a wholly-owned
subsidiary of Applied Underwriters, Inc.; the same corporation that owns CIC. The Boards of
Directors for CIC, AU, and AUCRA are identical in composition and officers and directors of all

three entities testified during the hearing.*"!

In addition, AUCRA’s sole purpose is {o serve as a
supposed reinsurer to CIC. As such, it is inextricably intertwined with CIC and AU. Indeed, the

affiliated entities are so enmeshed that each of CIC’s financial examinations discusses

EquityComp as a CIC product, and there is no evidence CIC sought to distinguish itself from

210 5ee Ins. Code §§ 11735 and 11737.
2 Ty, 1153:2-4; Tr. 863:1-3.
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EquifyCompzu

It is also true that the EquityComp program requires CIC or another licensed insurance
carrier partiéipate in the program. And while CIC may npt be a signatory to the RPA, CIC
represented that the rates filed and approved by the Commissioner would be the rates charged to
Califoﬁia consumers. That CIC contracted with an affiliated corporation to alter or modify
those rates does not absolve the carrier from liability in this proceeding, nor does it protect the
RPA from analysis. This is especially true given that AU structured EquityComp and the RPA to
circumvent state regulators 213

It is most important to note that CIC is the party that, through its Executive Vice
President, and then President, Steven Menzies*'* created and entered into the reinsurance treaty
- and addendums that transferred its EquityComp insured policyholders to AUCRA. The treaty
specifically notes the ceding of EquityComp business to AUCRA by CIC. CIC now stipulates
that the arrangement between it and AUCRA is not actually reinsurance. However, a party
-m‘erely stipulating at hearing does not alter or eliminate the facts in this record that CIC did enter
into reinsurance treaties with a réinsurer related to it through its corporate parent, with common
executives facilitating the transaction, iand utilized that reinsurance to perpetuate its scheme to
change its filed rates and insurance contracts with its insureds. CIC, through this stipulation, is
mereiy trying to wash its hands of responsibility as the primary party responsible for this
arrangement. -

Lastly, the Commissioner must determine whether the rates and rating plan sold to Shasta

Linen adhere to the Insurance Code and the approved rating plan. If Shasta Linen’s rates differ

12 Bxh. 233-11. _

> ALT Exh, 1, column 7, lines 42-54.

21 Steven Menzies was at the time of the signing of the reinsurance treaties the Vice President and then President of
AUCRA. See Exh, 232,
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from those quoted by CIC and approved by the Commissioner, Shasta Linen may challenge
those rates under section 11737, subdivision (f), regardless of whether CIC or AUCRA sold
Shasta Linen the RPA.

3. Conclusions Regarding RPA are Not Beyond Scope of Appeal

CIC argues that analysis and conclusions regarding the RPA are beyond the séope ofa
section 11737, subdivision (f) héaring. CIC argues the RPA does not impact the “rating system”
and thus it is irrelevant whether the RPA is an unlawful collateral agreement under the Insurance
Code and its Regulations. This argument is also without merit.

Whether the RPA impacts rates or the rating system is a question of law to be determined
by the Tnsurance Commissior.u::r.215 CIC’s argument relies upon the legal conclusion that the
RPA does not impact rates and thus is outside the Insurance Commissioner’s jurisdiction. This
appeal requires the Insurance Commissioner to consider the impact of the RPA. As stated in
CIC’s parent company’s own patent, the RPA, set up through CIC’s reinsurance agreement with
ACURA, was intended to modify the guaranteed cost policy and change it into a retrospective
rating plan.*'® Permitting the RPA to be beyond the scope of this appeal will impose upon
Sha'sta Linen tmproper rates and premium in this state, which harms both this employer and the
workers’ compensation system established by the Legislature.

4, Section 11737 Hearings May Be Initiated by Insurance Commissioner
or Insured

CIC argues that only the Insurance Commissioner may initiate a hearing to disapprove an

unfiled rate. In support of this contention, CIC cites section 11737, subdivision (a) argning the

Insurance Commissioner has discretion to approve unfiled rates and Brisiof Hotels & Resorts v.

M5 Conestoga Servs. Corp. v. Executive Risk Indem., Inc. (9™ Cir. 2002) 312 F.3d4 9706, 981; Fragomeno v. Ins. Co,
of the West, Inc. (1989) 207 Cal.App.3d 822, 827.
2 ALY Exh. 1.
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National Council on Compensation Ins. Inc. (2002) 2002 WL 387266. Neither argument is
persuasive.

Pursuant to Insurance Code Section 11735 an insurer shall file all rates and
éuppiementary rate information that are to be used in this state no later than 30 days prior to their
effective date.”!” Pursuant to Insurance Code section 11658, an insurer shall not issue a policy
unless it has been approved in form and substance by the Insurance Commissioner and the
WCIRB.*'® Similarly, California Code of Regulations, title 10, section 2218 requires insurers
submit all workers’ compensation insurance forms to the WCIRB and the Insurance
Commissioner for approval prior to use. The statute and regulations are clear. An unfiled rate or
policy form or endorsement is unlawful '® And as discussed above, under section 11737,
subdivision (f) a consumer may challenge the use of an unfiled rate.

+, CIC also cites Bristol Hotels & Resorts, supra, arguing that an unfiled rate is not an
unlawtul one. Bristol Hotel & Resorts is an unpublished California case. The California Rules
of Court however, prohibit citation to an unpublished decision for this purpose.”?® The rules
authorize reference to unpublished opinions only in a narrow set of circumstances, none of which

221

apply here.”” Accordingly, the ALJ disregards the citation to Bristol Hotels & Resorts and

CIC’s argument thereunder.”>

27 Ins, Code § 11735, subd. (a).

18 Ins. Code § 11658, subd. (a).

M9 See also, American Zurich Ins. Co., supra, 80 Cal. Comp. Cases 687, 709-710.

20 Cal. Rules of Court, rule 8.115(a).

2! a1, Rules of Court, rule 8.115(b).

2 Humane Soc'y of the United States v. Superior Court of Yolo County (2013) 214 Cal. App.4™ 1233, 1266.
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5. Subdivision (f) of Insurance Code Section 11737 Permits the
Insurance Commissioner to Apply the Applicable Filed Rate to the
Aggrieved Insured.

The Insurance Commissioner has authority to hear any dispute concerning a policyholder
aggrieved by an insurer’s application or misapplication of the insurer’s filed rates pursuant to
subdivision (f) of Insurance Code section 11737. Subdivision (f) has no time limitations for a
grievance to be filed and only requires that the policyholder bg aggrieved by the application of an
insurer’s rate. In this matter, CIC utilized an unfiled side agreement through its reinsurer to
apply an unfiled rating plan. Subdivision (f) states nothing in its provisions that requires it to be
applied prospectively. By the subdivisions own terms, it may be applied retroactively since the
provision uses the past-tense term “aggrieved” and requires the Commissioner to review the
“manner in which the rating system has been applied in connection with the insurance
afforded....””

If one were to apply subdivision (f) only prospectively, aﬁy insured that obtained a policy
would have no recourse to an insurer’s improper rating, The remedy afforded to the policyholder
under subdivision (f) is not the discontinuance of an unfiled rate, but the Commissioner applying
the proper filed rate 'applicable to the policyholder through this administrative process.”*

B. EquityComp and RPA are Collateral Agreements

Having rejected CIC’s jurisdictionﬁl arguments, the analysis turns to the agreed-upon
issue in this appeal: whether EquityComp and its accompanying RPA modify or alter the terms
and rates of the underlying guaranteed cost policy. CIC initially contends the RPA isnot a

collateral agreement since it does not modify CIC’s indemnity obligations. CIC also argues the

RPA does not alter the rates charged to Shasta Linen or modify any other terms of the guaranteed

2 Tns. Code § 11737, subd. (f).
2 Ibid.
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cost policy. But CIC’s contentions ignore the statutory language and relevant case law on this
issue, and disregard witness testimony and the terms of the RPA.
1. Modifications Not Limited to Indemnity Obligations
CIC argues the RPA does not constitute a collateral agreement since it does not limit or

restrict CIC’s obligation to pay claims.??

This narrow interpretation is not supported by the
statute or relevant case law.

The legislatively-created, comprehensive regulatory scheme requires all workers’
compensation insurance policies and forms be filed and approved by the Insurance
Commissioner. Section 11658 clearly states that all policies, as wéll as endorsements to an
insurance policy, must be approved prior to use. Similarly, Insurance Code section 11750.3
instructs the WCIRB to review for legal compliance all “policies, daily reports, endorsements or -
other evidence of insurance.” An endorsement is an amendment or modification of an existing

226 While some endorsements

policy that alters or varies any term.or condition of the policy.
make minor changes to a policy, other endorsements add or delete insureds or substantially
change the premium charged.”?” In light of such a comprehensive regulatory scheme, it is
unreasonable to limit the filing requirements of section 11658 to endorsements that modify an
insurer’s indemnity obligations for loss or liability. Nothing. in the language of section 11658, or
the language of any other related statute or regulation, requires such a limited interpretation.

In addition, the Insurance Commissioner and the federal courts have rejected this narrow
reading of section 11658, In Zurich American Ins., the Insurance Commissioner explained that

agreements that modify an insurer’s choice of law, dispute resolution options, cancellation and

default penalties or payment obligations constitute collateral agreements that must be filed and

%% Respondent’s Post-hearing Opening Brief, pp- 38-39,
25 Adams v. Explorer Ins. Co., supra, 107 Cal.App.4lh at 450-451,
2 Croskey et al., Cal. Practice Guide: Insurance Litigation {The Rutter Group 2002) 4 3:188, p. 3-50.
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approved.”® The Insurance Commissioner’s interpretation of section 11658 is cleaf and entitled
to great weight.”* Similarly, in American Zurich Insurance Co. v. Country Villa Serv. Corp.
(Country Villa), a California federal district court rejected the notion that filing requirements
pertain only to agreements that modify indemnity obligations., Relying on the Insurance
Commissioner’s interpretation and previous case law, the federal court held that it was
unreasonable to limit section 11658 to “the narrow sliver of an insurance agreement regarding
only the insurers ‘indemnity obligation for loss or liability.”**

Accordingly, CIC’s contention is without merit.

2. RPA Modifies the Terms of the Guaranteed Cost Policy

Contrary to CIC’s assertion, the RPA modifies a number of guaranteed cost policy
provisions, namely, the rates charged, the choice of law and dispute resolution requirements,
non-renewal penalties dnd garly cancellation fees, In fact, where the RPA and the guaranteed
cost policy differ, the RPA terms supplant those of the guaranteed cost policy.?!

There is no question that the guaranfeed cost policy rates charged per $100 of payroll
differ from those charged under the EquityComp program. In policy year 2010, the gnaranteed
cost policy quoted $17.77 per $100 of payroll for classification 2585, while the RPA quoted
$18.68 for that same policy year. This same discrepapcy can be seen in policy years 2011 and
2012. And there is no question that the rates Shasta Linen paid to CIC were not those quoted

under the guaranteed cost policy and approved by the Commissioner. First, the EquityComp

Proposal itself notes that the applicable rates are the “loss pick containment rates” charged under

22 In the Matter of Zurich American Insurance Company, supra, DISP-2011-0081 at pp. 10-12.
9 4ss'n for Retarded Citizens v. Dep't of Developmental Serv. (1985) 38 Cal.3d 384, 391.

0 dmerican Zurich Ins. Co. v. Country Villa Serv. Corp., supra, 80 Cal. Comp, Cases 687, 703.
21Ty, 1329:9-18. '
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the RPA and not those quoted in the guaranteed cost policy.*? Second, all witnesses agree that
the RPA terms governed Shasta Linen’s payments under the policy and plan. Both Dr, Levine
and Ms. Gardiner detailed Shasta Linen’s costs under EquityComp. Those calculations
incorporated the RPA’s loss pick containment rates and not the rates quoted under the guaranteed
cost policy.* In addition, the EquityComp Sales Manager testified that the terms of

2% Tn fact, the policy

EquifyComp and the RPA supplant those of the guaranteed cost policy.
terms are irrelevant in determining the premium and fees under the RPA.2® Third, while the
guaranteed cost policy applies an employer’s experience modification factor in calculating
premium, EquityComp specifically excludes this mandatory factor.*® The effect is yet another
change in an employer’s rate and overall premium. Although CIC asserts RPA costs and fecs do
not constitute “rates” or “premium,” this argument is simply erroneous.

The RPA also presents a dispute resolut.ion and choice of law provision intended to
supersede those of the guaranteed cost policy. Disputes under the guaranteéd cost policy are
exclusively governed by section 11735, subdivision (f), which pfovide for an evidentiary hearing
by the CDI. Language outlining this right is mandated by the Insurance Code and must be
included in each workers’ compensation policyi No provision is made for binding arbitration,
and disputes are gqverned by California law. But the RPA modifies these rights. The RPA and
the Request to Bind provide for binding arbitration of disputes. And such disputes are

exclusively heard in the British Virgin Islands using Nebraska law. This modification is

extremely disconcerting since the Insurance Code prohibits the use of arbitration provisions

2 Exh. 201-4.

3 Exh. 75; Exh. 279.

4 T, 1350:2-12.

M3 rr, 318:23-25.

73 The Commissioner notes for the record that a failure to apply an employer’s experience rating factor in
calculating premium constitutes a violation of Insurance Code section 11734, subdivision {c).
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without written notice to the policyholder that such a provision is negotiable.”’

In addition, it is
clear the RPA’s dispute resolution and choice of law provisions are meant to replace those of the
guaranteed cost policy. In fact, CIC’s witnesses could not conceive of a dispute that would fall
under the guaranteed cost policy.

Enrollment in EquityComp also significantly alters the guaranteed cost policy’s carly
cancellation terms. While the guaranteed cost policy must include statutory early cancellation
provisions, the RPA specifies its own, unapproved, early cancellation penalty. The difference
between these two contractual provisions can be illustrated monetarily. An employer with
$300,000 in premium, who °cance:l's their guaranteed cost policy after 100 days, is liable for
$114,000. That same employer, if enrolled in EquityComp, would be liable for more than $1.1
million if they chose to cancel their EquityComp enrollment or the underlying CIC guaranteed
cost policy after only 100 days.

Lastly, the RPA applies a noni-renewal penalty disfavored by the Insurancé Code. Aftera
guaranteed cost policy expires, an employer is free to select a new insurer without penalty or
restriction. That is not the case for those who enroll in EquityComp. The RPA’s terms and

obligations continue long after the end of the three-year program term. After EquityComp-

expires, all of a participant’s open and closed claims are subjected to run-off LDI's which

" Ins. Code § 11658.5 states as follows:

(2)(1) An insurer that intends to use a dispute resolution or arbitration agreement to resolve disputes arising in
California out of a workers' compensation insurance policy or endorsement issued to a California employer shall
disclose to the employer, contemporaneously with any written quote that offers to provide insurance coverage, that
choice of law and choice of venue or forum may be a jurisdiction other than California and that these terms are
negotiable between the insurer and the employer. The disclosure shall be signed by the employer as evidence of
receipt where the employer accepts the offer of coverage from that insurer,

(2) After compliance with paragraph (1), a dispute resolution or arbitration agreement may be negotiated by the
insurer and the employer before any dispute arises.

- {b) Nothing in this section is intended to interfere with any authority pranted to the Insurance Commissioner under
current law. :

(c) Failure by the insurer o observe the requirements of subdivision (a) shall result in a default to California as the
choice of law and forum for resolution of disputes arising in California.

2% Tr, 875:7-11; Tr. 1329:9-18.
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significantly increase a participant’s financial obligations, After the expiration of a guaranteed
cost policy, a participant owes nothing to the carrier. For Shasta Linen, this difference was
significant. At the expiration of the EquityComp program, Shasta Linen received a bill for
nearly $250,000. If only the terms of the guarantéed cost policy applied, Shasta Linen would
owe nothing. This provision also serves to penalize California employers who choose to switch
insurance cartiers. Run-off LDFs apply only to those employers who choose not to renew their
EquityComp enrollment. Essentially, CIC penalizes those employers who are dissatisfied for
whatever reason. Such a penalty is also contrary to public policy. As an analogy, the ALJ
considers the rules regarding dividend distribution. Under California Code of Regulations, title
10, section 2507.2, an insurer may not restrict the payment of a policyholder's dividend due to
the policyholder's failure to accept renewal of the policy or subsequent policies offered by the
same insurer. Such a practice is toercive and illegal and constitutes an unfair practice.?

" In sum, the RPA alters the underlying rates, costs and fees of an insurance policy, as well
as the choice of law, dispute resolution and cancellation terms. As such, it is by definition a
collateral agreement ﬁursuant to California Code of Regulations, title 10, section 2268.

3. Case Law Requires Filing of the RPA
Case law also supports a finding that the RPA constitutes a collateral agreement under the
Insurance Code.
A California federal court reiterated the Insurance Commissioner’s directive regarding

collateral agreements. In Country Villa, Zurich and Country Villa were parties to seven
consecutive workers’ compensation insurance policies. Each of the policies contained a

standard-form provision that stated: “The terms of this policy may not be changed or waived

29 Ihid.
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except by endorsement issued by us to be part of the policy.”240 Zurich and Country Villa then
entered into a 20-page Incurred Deductible Agreement (IDA) which by its own terms
“supersedes any Deductible endorsements to the Policy(ies), prior communications, negotiations,
participating plans or letters of election.” The IDA defined policy terms related to Country
Villa’s cost obligations, created a new aggregate deductible and further stated that policy and “all
endorsements, extensions, renewals and/or rewrites” are subject to the terms of the IDA.**!
Zurich did not file the IDA with the WCIRB nor did it seek approval from the Insurance
Commissioner. Country Villa sought a judicial declaration that the IDA was void and
unenforceable under California law as it was not filed pursuant to Insurance Code section 11658
and Regulation 2268. Zurich argued the IDAs were mere financial agreements With the “primary
purpose” of securing Country Villa's deductible obligations under the Large Deductible
agreements attached to the insurance policies.**?

The federal court held that the IDAs could not be understood as a financial agreement
separate from the underlying insurance policy but instead as an agreement that changes the
policy’s terms.>** The court further noted that the policy language and the IDAs establish that
the IDAs are part of the insurance program created by the policies. Specifically, the policies
state that a later issued endorsement may change or waive the terms of the policy, and the IDAs
state that the “Policy(ies) ... including all endorsements, extensions, renewals and/or rewrites”
are “subject to” the IDA, " Accordingly, Zurich’s failure to file the IDA constifuted a violation

of the Insurance Code.

The facts herein are similar to those in Country Villa. CIC initially sold Shasta Linen a

0 American Zurich Ins. Co. v. Country Villa Service Corp., supra, 30 Cal, Comp. Cases 687, 689,
241
Id. at 690,
2 14, at 700.
5 14, at 708.
' 1hid.
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guaranteed cost policy approved by the Insurance Commissioner. Immediately after entering
into this insurance contract, CIC required that Shasta Linen execute the 10-page RPA —a
separate side agreement that modified the payment obligations, dispute resolution mechanism,
choice of law and underlying rates, CIC did not file this separate agreement with the WCIRB or
seck approval from the Insurance Commissioner. Instead, CIC argues the RPA merely outlines
the profit-sharing mechanism and does not affect policy rates. But like the unlawful side
agreements in Country Villa, the terms of the side agreement supersede those of the policy and as
such must be, but were not, approved by the Commissioner.
4. CIC’s Policy Terms Required the RPA to be Endorsed

By the terms of CIC’s own policy with Shasta Linen, CIC was required to endorse the
RPA to the policy. CIC engaged AUCRA through the reinsurance treaty to provide to CIC’s
policyholders the.: BquityComp program and ceded these policyholders to AUCRA by means of

the treaty.*’

However, CIC stated,in both its policy and in the attached Policy Amendatory
Endorsement—California, that the insurance policy with Shasta Linen was the sole insurance
agreement, the terms could not be changed or waived except by endorsement issued by CIC, and
that no other agreement not set forth in the policy or by endorsement shall affect the insurance
contract or any rights, duties, or privileges arising from it.>*$

CIC participated in setting up an arrangement by reinsurance treaty, filed with the
Department, to move its EquityComp policyholders to the arrangements handled by AUCRA,
which circumveﬂted the insurance rates and policy terms without abiding by its own insurance

contract. By CIC’s own policy terms, such an arrangement, despite initially characterizing it as

reinsurance to the Department and then characterizing it as profit-sharing, should have been

M5 Exh, 232
M6 Exhs 208, 209, and 210
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endorsed to its policics. Based upon the patent filed for the EquityComp program, by Applied
Underwriter, Inc., the parent company of both CIC and AUCRA, CIC had no intention of
endorsing the arrangement to its policies, since the sole purpose of its EquityComp proé;ram and
arrangements with AUCRA was to circumvent the necessary regulatory checks-and-balances
' needed in a comprehensive state workers’ compensation system to protect insurers, employers,
and injured workers and assure financial accountability, fairness, and non-discriminatory
treatment of insﬁreds.247 |
C. Equitqump and the RPA Create a Non-Linear Retrospective Rating Plan
Any lingering questions regarding the operation of EquityComp and the RPA are
answered by AU’s patent application and witness testimony.
1. AU’s Patent Calls the RPA a Non-Linear Retrospective Rating Plan
AU’s patent applicaﬁbn puts to rest any remaining doubt about the nature of the
EquityComp program. Although CIC distinguishes the RPA from other loss-sensitive programs,
AU’S patent application clearly states, on more than one occasion, that EquityComp and the RPA

. - . 248
create a non-linear, retrospective rating plan.

For example, AU states the RPA is “a
reinsurance based approach to providing non-linear retrospective plans to insureds that may not
have the option of such a plan directly.”®” Under the RPA, “the insured can now, in effect, have
a retrospective rating plan because of the arrangement among the insurance catrier, the
reinsurance company and the insured even though, in fact, the insured has Guaranteed Cost

insurance coverage with the insurance carrier.”**° AU’s own admissions lead to only one

conclusion; EquityComp and the RPA create a non-linear, retrospective rating plan.

7 ALY Bxh, 1

#8 ALY Exh. 1, column 4, lines 62-63;
9 ALY Exh. 1, column 6, lines 39-42,
20 ALJ Exh. 1, column 7, lines 42-54,
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In addition, AU clearly states its objective in creating the RPA was to circumvent
governmental regulators who restrict the sale of retrospective rating plans and who scrutinize
carefully any new rating plans. But, to the extent that any participation plan modifies the terms
of a guaranteed cost policy, it must be filed with WCIRB and approved by the Insurance
Commissioner. And since AU defines the RPA as a retrospective rating plan, it follows that it
must be filed with WCIRB and approved by the Insurance Commissioner.

CIC acknowledges that loss sensitive plans, including retrospective rating plans, must be
filed with the WCIRB, approved by the Insurance Commissioner and attached as endorsements
to a guaranteed cost policy.””' Failure to do so renders the .plans unlawful. The Insurance
Commissioner finds no reason to ignore AU’s own description of the RPA. As the RPA creates
a non-linear retrospective rating plan, it must be filed and approved by the Commissioner
pursuant to 11735 before use iﬁ this State.

b2 EquityComp is Not a Fronting Arrangement

Contrary to the statements made in the patent application, CIC now argues EquityComp
is merely a captive frontin'g agreement and as such, need not be filed and approved by the two
regulatory agencies,”” This argument both ignores the patent and mischaracterizes witness
testimony.

A “fronting” policy is a policy which does not indemnify or defend the insured but which
is issued to satisfy financial responsibility laws of various jurisdictions “by guaranteeing to third
persons who are injured that their claims against” the insured will be paid.> For example, in the

arca of reinsurance, an admitted insurer may agree to issuc a primary policy with the

51Ty, 875:2-4,

52 Respondent’s Post-hearing Opening Brief, 28:7-30:11.

33 Aerojet-Gen. Corp. v. Transp. Indem. Co. {1997) 17 Cal. 4th 38, 50, Columbia Casualty Co. v. Northwestern Nat.
Ins. Co. (1991) 231 Cal. App.3d 457, 471.
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understanding that a non-admitted insurer will reinsure the entire risk. The admitted insurer
typically receives a fee or a small percentage of the premium for serving as a “front” for the non-
admitted insurer.

Nothing in the facts presented indicates EquityComp is a captive fronting arrangement.
While CIC points to the testimony of Dr, Levine and Mr. Avagliano as evidence of a fronting
arrangement, it is telling that neither Ms. Gardiner, AU’s Chief Actuary, Mr. Watson, the
Equitbemp Sales Manager, or Mr. Silver, CIC’s General Counsel described EquityComp as a
fronting arrangement. In making this argument, CIC also mischaracterizes Dr. Levine’s
testimony. First, Dr. Levine indicated that participants to a fronting arrangement are attempting
to functionally create self-insurance in situations where the employer would not qualify as a
licensed self-insurer.”** Rather tlian portraying EquityComp as a fronting arrangement, Dr.
Levine testified that EquityComp and the RPA substantially alter the terms of the guaranteed
cost policy such that the CIC policy is meaningless. Dr. Levine further testified that in his
opinion the RPA cbnstituted a collateral agreement and as such must be filed and approved by
the Insurance Commissioner.?*

In addition, the EquityComp program does not merely cede the risk unider the guaranteed
cost policy to a captive reinsurer, as is (ypical in a fronting arrangement. Instead, the RPA
modifies the rates charged énd premium paid, reallocates risk to the insured, alters the
cancellation terms, forces binding arbitration of disputes and implements non-renewal penalties.
These modifications do not describe a fronting arrangement, but rather a collateral agreement

that modifies the guaranteed cost insurance policy.

254 Ty 457:7-23. Tr. 459:13-14.
255 Ty, 450:15-452:4,
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D. CDI’s Financial Audits Do Not Constitute Approval of Unfiled Agreement

CIC also contends that prior CDI financial examinations reviewed the EquityComp
program and the RPA, and constitute approval under the Insurance Code.** CIC’s argument can
be summarized as follows; since the examinations were silent with regard to EquityComp and
the RPA, the CDI tacitly approved the RPA and EquityComp. This argument again ignores the
clear mandate of Insurance Code section 11658 and mischaracterizes CDI’s financial and market
conduct reports.

Insurance Code section 11658 set‘s a clear mandate for insurers. All policy, forms and
endorsements must be filed with the WCIRB and approved by the Insurance Commissioner prior
to use. The Insuran.ce_: Code does not permit insurers to sell unfiled and unapproved policies nor
is the regulatory scheme furthered by implicit approval. Unapproved policies and forms do not
become lawful over time, regardless of the number of examinations conducted.

In addition, CIC mischaracterizes the CDI’s reports. All three financial examinations
reviewed CIC’s assets and ﬁabilities, and evaluated CIC’s prospective risks. Financial
examiners did not review the RPA or confirm compliance with section 11658. The financial
examinations make only passing references to EquityComp, and evaluation of EquityComp was
well beyond the exam’s scope. The Market Conduct report’s silence is equally unpersuasive.
The purpose of a market conduct audit is to evaluate an insurance carrier's general operating
procedures.”’ The audit does not require the review and approval of side agreements, such as
the RPA. Indeed, CIC’s Jegal conclusions are based entirely on conjecture and silence. CIC
provided no evidence to support its contention that the CDI reviewed the RPA and found that it

complied with the Insurance Code. CDI examiners did not testify during the evidentiary hearing

36 Respondent’s Post-hearing Opening Brief, 30:12-37:18.
»7 Cal. Code of Regs., tit. 10, § 2591.
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nor did CIC make an evidentiary showing regarding the examination process. Accordingly, this
argument is unsupported and without merit.

E. The RPA is an Illegal Contract and Void as a Matter of Law

Having determined the RPA to be an unfiled collateral agreement, CIC lastly contends
the Insurance Commissioner lacks authority to void the RPA’s application to Shasta Linen. CIC
contends the Commissioner may only issue a prospective order to stop the use of an unfiled rate
after a separate hearing on the merits of the RPA. Tﬁis argument ig;nores the fact that the RPA is
void as a matter of law, as indicated by the legislature’s comprchensive regulatory scheme and
relevant case law.

1. Statutory Scheme Supports RPA is Void as a Matter of Law

A; detailed above, the RPA modifies the rates and rating plan sold to Shasta Linen by
CIC. Nothing in section 11737, subdjvision (f) limits the Insurance Commissioner’s authority to
remedy such violation where a policyholder is aggrieved or to make conclusions regarding items
that are as a matter of law. Tnsurance Code section 11658 states that a workers' compensation
insurance policy or endorsement “shall not be issﬁed by an insurer” unless it is filed with the
WCIRB and in one way or another approved by the Insurance Commissioner, and subsection (b)
states that issuing an unapproved policy or endorsement “is unlawful.” Section 11658 is clear:
the unfiled and unapproved RPA is illegal under section 11658 and therefore void as a matter of
law.>®

Subdivision (a) of Insurance Code section 11735 requires all rates and supplementary

rating information to be filed in this state before use and 30 days transpire before their effective

date. The modifications ofthe Shasta Linen’s rates or rating plan as a result of the RPA’s re-

258 Kremer v. Earl (1891) 91 Cal. 112 (stating that “[i]t is not necessary that the act itself ... declare in exXpress
words” that a contract in violation of the act is “void™); see also American Zurich Ins. Co. v. Country Villa Serv.
Corp., supra, 80 Cal. Comp. Cases 687, 709,
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rating process also support the conclusion that the RPA is void as a matter of law.>>”

In addition, if upon a review of the legislative scheme, a contract appears to contravene

the design and policy of the laws, a court of equity will not enforce it.””>*

By its own admission,
AU designed EquityComp and the RPA to circumvent workers’ compensation policy. It would
defeat the statutory purpose to allow CIC to bypass the governmental review process by simply
~ waiting until after the insurance policy has gone into effect to introduce additional or modified
terms to its insurance program. Workers’ compenéatioﬁ insurance_ is mandatory and California
employers expect the statute’s protection. CIC knew of the review and pre-approval process and
deliberately ignored that process with regard to the RPA. It cannot now argue that the Insurance
Commissioner should permit the use of an unapproved rate.

. As noted above, the légal requirement for modifying any workers” compensation

261

insurance obligation is to endorse the agreement to the insurance policy.”" This is done by filing’

the agreement with the WCIRB, which in turn will file it with the Insurance Commissioner, and

endorse it to the insurance policy after the requisite time or approval 22

Unfiled side agreements
are prohibited and shall not be used without complying with these requirements; otherwise, they
are not permitted in this state and aré void as a matter of law.?®
2. Case Law Supports RPA is Void as a Matter of Law
CIC’s argument is also devoid of case law support and ignores case law directly on point.
In Country Villa, discussed ante, the federal court using California law, determined that

Zurich’s failure to file the IDA with the WCIRB and the Insurance Commissioner violated

Insurance Code section 11658, The court held the proper remedy for such a violation was to find

259 1hid. :

20 Kremer v. Earl, supra, 91 Cal. 112.

! Title 10 CCR § 2268.

22 See Ins. Code § 11658.

3 Ins, Code § 11658; dmerican Zurich Ins. Co. v. Country Villa Serv. Corp, supra, 80 Cal. Comp. Cages 687, 695.
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the IDAs void and unenforceable.’ In so holding, the district court stated that unfiled and
unapproved side agreements are illegal and void as a maiter of law. As such, the
Commissioner’s determination that the RPA is void as a matter of law, is amply supported by
analogous case law.
3. No Compelling Reason Exists to Enforce RPA

In compelling cases, California courts will enforce illegal contracts “in order to avoid
unjust enrichment and a disproportionately harsh penalty upon the plaintiff.***® The extent of
enforceability and the reinedy granted depend upon a variety of factors, including the policy of
the transgressed law, the type of illegality, and the particular facts. Application of these factors to
the RPA supports the conclusion that the RPA should not he enforced.

First, the Insurance Code réquires full disclosure, review, and approval for workers’
compensation policies in order, to safeguard California consumers froﬁ1 discriminatory,

_unsupported, or exploitative rates and to prevent monopolies. Shasta Linen is exactly the type of

California efnployer the statutory scheme is rﬁeant to protect. It would defeat the statute’s
purpose to permit CIC and its affiliated companies to sell EquityComp and the RPA without
regulatory approval and oversight. Indeed, it would be directly contrary to sections 11658 and
11735 to allow an insurance company to bypass the regulatory review process by waiting until
after the policy has gone into effect to introduce additional or modified terms to i'ts insurance
program 268

Second, there is no risk of unjust enrichment by Shasta Linen. An insurer's issuance of an

illegal contract, even if it results in enrichment to the insured, does not result in unjust

"4 American Zurich Ins. Co. v. Country Villa Serv, Corp., supra, 80 Cal. Comp. Cases 687, 695.
*3 Malek v. Blue Cross of Cal. (2004) 121 Cal. App.4th 44, 70; Asdourian v. Araj (1985) 38 Cal.3d 276, 291.
%8 dmerican Zurich Ins. Co. v. Country Villa Serv, Corp, supra, 80 Cal. Comp. Cases 687, 710.
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enrichment, since the insured did nothing wrong.®” And if the RPA is void, Shasta Linen
remains liable to CIC under the guaranteed cost policies for the agreed-upon premium and fees
based upon the applicable filed rates.

Third, denying enforcement of the void RPA is not unduly harsh. CIC knew California’s
filing requirements for policies and endorsement and chose not to seek the required regulatory
approval. Permitting CIC to enforce the illegal RPA would encourage illegal activity by it and
othef insurers, run contrary to the workers” compensation insurance system, and would be an
abdication of the Commissioner’s regulatory oversight.

Finally, CIC is not blameless since it created a product to circumvent California’s
statutory and regulatory requirement; a product that ultimately enriched CIC at the expense of
California employers. It would not bie.equitable to allow the party who created the illegality to
enforce the illegal contact.®®

Shasta Linen argues it should be liable only for the claims paid during the duration of the
three-year program. Shasta Linen provides no support for this contention, nor does Shasta Linen
explain why the Insurance Commissioner should bar enforcement of the guaranteed cost policy.
Shasta Linen is not legally self-insured, it has a guaranteed cost policy with CIC, and it should
pay the appropriate insurance premium based upon the filed rates applicable to Shasta Linen.

Any additional remedies to which Shasta Linen is entitled based upon CIC’s conduct are outside

the scope of this proceeding.

*57 1d. at 709.
8 dmerican Zurich Ins. Co. v. Country Villa Serv. Corp, supra, Id. At 710,
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VIII. Conclusion

Pursuant to California Code of Regulations, title 10, section 2509.61, subdivision (a), a
“party has the burden of proof as to each fact the existence or nonexistence of which is essential
to the claim for relief or defense that he or she is asserting.”

Based on the foregoing findings of facts and conclusions of law, the Insurance
Commissioner finds by a preponderance of the evidence that Shasta Linen met its burden of
proof in demonstrating that it is aggrieved by CIC’s misapplication of its filed rates as a result of
an unfiled and unapproved collateral agreement that modified the terms and conditions of the
guaranteed cost policy, in violation of Insurance Code sections 11737 and 11658 and California
Code of Regulations, title 10, section 2268,

Further, CIC’s EquityComp program’s Reinsurance Participation Agreement constitutes
a collateral agreement modifying the rates and obligations of the insured and the insurer, and is
void as a matter of law since it was required to be filed with the Workers’ Compensation
Insurance Rating Bureau and filed with thé Department of Insurance before its use in the State of
California, pursuant to Insurance Code section 11658 and California Code of Regulations, title
10, sections 2268 and 2218.

ORDER

1. Shasta Linen is responsible only for the premium and costs associated with the
three guaranteehd cost policies issued on January 1, 2010, January 1, 2011 and January 1, 2012
and the rates applicable to those policies. To the extent that Shasta Linen has remitted to CIC
fqnds in excess of the amounts under the guaranteed cost policy, CIC shall refund that amount,
including all amounts held in Shasta Linen’s captive cell, within 30 days of the date of this

decision;
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2, The entirety of this Decision and Order is designated precedential pursuant to

Government Code section 11425.60, subdivision (b), and;

3. Pursuant to Government Code section 11519, this Decision shall be effective
immediately.
IT IS SO ORDERED.

DATED: June 20, 2016
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