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DEPARTMENT OF INSURANCE
EXECUTIVE OFFICE

300 Capitol Mall, 17" Floor
Sacramento, CA 95814

Tel. (916) 492-3500 Fax (916) 445-5280

BEFORE THE INSURANCE COMMISSIONER
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of File AHB-WCA-14-13
SHASTA LINEN SUPPLY, INC,, ORDER ADOPTING PROPOSED
_ DECISION
Appellant,

From the Decision of the
CALIFORNIA INSURANCE COMPANY

Respondent.

'This matter came for hearing before Kristin L. Rosi, Administrative Law Judge (“ALJ”)
of the Administrative Hearing Bureau. The ALJ closed the record on October 29, 2015,
submitted her Proposed Decision on November 23, 2015, and recommended its adoption as the
decision of the Insurance Commissioner, which the Insurance Commissioner then considered.

Now, therefore, pursuant to the pfovisions of California Insurance Code section 11737(f),
and California Code of Regulations, Title 10, section 2509.69, IT IS SO ORDERED that the
attached Proposed Decision is hereby adopted by the Insurance Commissioner as his Decision in

the above-entitled matter,

This Decision shall become effective 30 days after it is delivered or mailed to the parties
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unless reconsideration is ordered within that time.

DATED: January %\ | 2016.

D

DAVE JONES
Insurance Com

I
H
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DEPARTMENT OF INSURANCE
ADMINISTRATIVE HEARING BUREAU
45 Fremont Street, 22" Floor

San Francisco, CA 94105

Telephone: (415) 538-4251

FAX: (415) 904-5854
www.insurance.ca.gov

BEFORE THE INSURANCE COMMISSIONER
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of

| )

SHASTA LINEN SUPPLY, INC., ; FILE AHB-WCA«14~31
Appellant, : ;
From the Decision of the ;
'CALIFORNIA INSURANCE COMPANY, 3
| Respondent. ' g
)

PROPOSED.DECISION

L Infroduction
* Shasta Linen Supply, Inc. (Shasta Lineﬁ) appeals California Insurance Company’s (CIC)

decision rejecting Shasta Linen’s clain&s that CIC failed to adheré to its rate filings and sold an
‘unfiled and unapproved insurance program ﬁtled EquityComp.

For tﬁe reasons set forth below, the ALJ finds that CIC’s EquityComp program and the
acc-ompanying Reinsura.ncé Participation Agreement constitute a collateral agl;eement pursuant
‘to California Code of Reguiations‘,‘title 10, section 2268, and CIC’s failure to file and secure
‘approval of thé EquitYComp and Reinsurance Participation Agreemeﬁt violates Insui:ance Code

section 11658.




I.  Statement of Issue
1. Does Respondent’s EquityComp program, along with its Reinsurance Participation

Agreement, constitute a collateral agreement modifying the pbligation of either the insured or
insurer such that it must be filed with the Workers’ Compensation Insurance Rating Bureau and
approved by the Department of Insurance pursuant to Insurance Code section 11735 and
Caﬁfpmia Code of Regulations, title 10, sections 2268 ﬁnd 22187
1. Contentlon of the Parties

“Appellant contends CIC violated numerous Insurance Code provisions, as well as the
California Code of Regulations, by failing to file the EquityComp program and the Reinsurance
Participation Agreement (R.PA) with the Workers Compensatmn Insurance Rating Bureau
(WCIRB)" and the Insurance Conumsswner. Specifically, Shasta Linen asserts the RPA
constitutes a collateral agreemenl pursuant to California Code of Regulations, title 10, sections
.2.261 and 2218, and aé such must be filed a1\1d approved by the Insurance Commissioner prior to
use.” Appellant argues CIC’S failul*e to file the RPA violates Insurance Code sections 11658 and
11735, as wpll. as Part 2, ‘Seétion Vof the Miscellaneous Regulationé for the Recording' and . |
Reporting of Data.’ Shasta Linen also contends CIC violated Insurance Code sectmn 381 by
failing to specify, in Appellant’ s worker s compensation insurance pohcy, the basis and rates
| upon which the final premiur is to be determined and paid.* Lastly, Appellant asserts CIC

violated Insurance Code section 1 1658.5, by failing to inform Shasta Linen of its right to

! The WCIRB is a rating organization licensed by the Insurance Commissioner under Insurance Code sections
11750 et'seq, to assist the Comumissioner in the development and administration of worker’s 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 worket’s compensation and
employer § liability insurance policies. (Ins. Code § 11751.5)

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

? Provisions of the Miscellaneous Regulations for the Recording and Reporting Data are part of the Insurance
Commissioner’s regulations, codified California Code of Regulations, title 10, section 2354,
* Appellant’s Post-hearing Opening Brief, 5:7-13.




negotiate the policy’s dispute resolution provisions and by failing to secure writteﬁ receipt of
such disclosure prior to issuance of the policy.” Appellant urges the Commissioner to bér CIC
from enforcing the terms of EquityComp and the RPA, including thp mandafcory arbitration
provisions. Shasta Linen also requests the Commissioner order CIC return all monies contributed
. to Shasta Linen’s cell account, except for those used to settle worker’s compensation cla1ms, as

well as all fees collected and dlsbursed to Applied Underwriters, Inc. and Applied Underwriters
Captive Risk Assurance Company.G

Respondent initially asserts the California Department of Insurance (CDI) lacks
jurisdiction over Shasta Lineﬁ’s épl;eal. Specifically, Respondent argues: (1) appeals filed under
Insurance Code section 11735, squivision () may only determine “whether CIC has properly
gpplie'd its [rate] filings to determine how much preniiu_m to charge” and may not aﬂdress the
potential illegality of the rate filing;’ (2) the RPA. is between AUCRA and Shana 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 thé scope of the CDI;s
jurisdiction;? and (4) only the Ipsurance Coﬁunissioner may initiate a hearing to disprove an
unfiled rate. 10 | |

With regﬁd to the merits of Shasta Linen’s claims, Respondent argues the RPA is not a
collateral agreemeﬁt because it does not change the cost of insurance under the CIC policy, does
not impact insurance rates, and does not modify the ténns of the CIC insurance policy issued to

Shasta Linen. 1 1 astly, with regard to potential reinedies, CIC contends the CDI may not void

5 Appellant’s Post-hearing Opening Brief, 5:15-23.
§ . Appellant’s Post-hearing Opening Brief, 6:1-3; 26:3-12,
Respondent’s Post-hearing Opening Brief, 21; 13 2217,
Respondent’s Post-hearing Opening Brief, 22:8-18.
Respondent’s Post-hearing Opening Brief, 23:3-14.
Respondent’s Post-hearing Opening Brief, 23:21-24:6.
' Respondent’s Post-hearing Opening Brief, 26:1-28:6; 30:15-31:7; 37:19-41:4.




Shasta Linen’s RPA. Instead, Respondent 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 6f the RPA, and is not permitted o void Shasta Linen’s RPA."
IV.  Procedural History

» .On August 29, 2014, Shasta Linen filed an appeal with the Department of Insurance,
Administrative Hearing Bureau (AI—I]é) 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 T. Rosi. |

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

Durmg 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 sub.m_itted- documentﬁry evidence and
presented witnesses. The evidentiaty record includes witness testimony and all exhibits admitted
into evidence as identified in the parties’ Exhibit Lists.

On March 17, 2015, Respondent’s General Counsel and co-author of the EtiuityComp
program, Jeffrey Silver, invoked the attornejf—client privilege and refused to answer any
quesﬁons regarding EquityComp’s creation or the RPA’s terms. In order to create a more
corﬁplete evidentiary record, on March 23, 2015, the ALJ convene;d a conference to discuss the

presentation of an additional witness. During this conference, Respondent agreed to present a

> Respondent’s Post-hearing Opening Brief, 41:6-42:3.




witness able to te;stify about the EquityComp piogram and the RPA. In response to a joint
request by the parties, on March 2'6, 2015, the ALJ issued an Order continning the evidentiary
hearing to May 21 and May 22, 20135.

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 aﬁd grievances filed regarding the program, the percentage of
EqﬁityComﬁ pétl*ticipants with open claims at the conclusion of the program, and an EquityComp
loss ratio sensitivity analysis for 2013 and 2014. The ALY also ordered copies of Shasta Linen’s

- corporate tax returns, the total amounts paid in worker’s conipensation premium and losses for

policy years 2013 and 2014, and the most recent experience tating modification.

On May 8, 2015, Respon'dént filed an Objection and Request for a Continuance in
response to the ALY’s Order for Additional Evidence. Respondent objected to the production of
additional evidence arguing: (1) the ALJ lacks authority and jurigdiction to issue such an order;
(2) the information is irr-elevant; and (3) tﬁe information is confidential to third-party
participants. : : | b

On May 18, 2015, the ALT overruled Respondent’s objections and ordered CIC to
comply with the April 30, 2015 Order. On May 19, 201'5, CIC informed the ALJ it would not
comply with the ALI’s Additional Evidence Order. At the hearing on May 21, 2015, Respondent |
called Patrick Watson to testify in response to the ALJ’s request for a person moét
knowledgeable regarding EquityComp and the RPA.

On July 24, 2015, the parties filed concurrent opening briefs and on August 10, 2015, the

parties filed their concurrent reply briefs.




On August 11, 2015, Respondent requested the ALJ take official notice of the Summary
' Denial issued in Sportsmobile West, Inc., A}IB»WCA-OG—7 and the Notice of Hearing and Order
to Show Cause filed by the CD] against Zurich Aﬁlerican Insurance Company of Illinois on
February 27, 2012. On that same date, Respondent also requested pennigsion tofilea
suppleﬁlental declaration by Ellen Gardiner, pursugnt to California Code ;)f ﬁegulations, title 10,
section 2509.66. On August 24, 2015, Appellant filed objections to Respondent’s addiﬁonal
evidence and request for official notice. On September 16, 2015, the ALJ rejected Respondent’s
request to file additional evidence, On that same déte, the ALJ granted, in patt, aﬁd rcj ected, in -
part, varic;us requests for official notice and ordered the record closed. | |

On October 29, 2015, the ALJ reopened the record to accept the parties’ executed
Stipulated Protective Order, By that same Order, the ALJ reclosed the record.
V.  Findings of Fact |

~ The ALJ finds, by a preponderance of evidence, the following material facts.ié
A, Shasta Linen
' Shasta Linen is a privately-held, family-owned California corporation in the linen rental

bl-].Sil.’leSS.M Founded in 1948, Shasta Linen o.riginally operated as-a laundry and dry cleaning
service. In the 195 0s, the company ceased operating as al lau:ndfy and dry cleaning service and
entered into the linen rental business. Shasta Linen’s customers include réstaurants, hotels,
surgery centers and doctor’s offices. s |

Shasta Linen employee’s pick up soiled linens and garments from their customers and

transport them back to Shasta’s Sacramento Jaundry facility. There, the linens are counted,

¥ References to the transaript of the evidentiary hearing are “Tr.” followed by the page mumber(s) and, where line
references are used, a “:” followed by the line number(s). Thus, a reference to Tt. 35:14-18 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.

" 1r. 106:23-107:2,

B Tr. 107:12-16.




sorted, washed, dried and pressed.'® Shasta Linen employees theﬁ return the cleaned linens tolthe
customers. The laundry' facility employs approximately 63 people who work ﬁvel days a week.!”

Prior to December 2014, Shasta Linen had two o@ers; Tom Hammer, President, and
Gordon Macauley, Vice-President. Mr. Hammer and Mr. Macauley each owned 50% of the
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
rec':eived;the remaining 30%.'®

o 1. 2009 Purchase .of EquityComp Program

For _decades, Shaéta Linen employed Sacramento Valley Insurance Services (SVIS) as
theif insurance broker.’® In each of these years, SVIS secpred Shasta Linen’s vsfbrker’s
compensatidn insurance through a guaranteed-cost policy. From 2002 ﬂuouéh 2008, Shasta
Linen’s experience modification ranged from 66% to 80%, demonstrating fhat Shasta Linen had
a more favorable loss expericnce than other busines;ses in their industry. 2

In 2009, Shasta Linen anticipated an increase in its experience modification factor due to
several earlier claims. In late 2009, Shasta Linen’s broker presented the EquityCorp program as
an alternative to the traditional guaranteed-cost policy and as a méans to qountér the effects of an

increase in experience modification. At that same time, the broker presented quotes from other

% Tr, 108:5-11,

7 Tr, 108:23-25..

% Tr. 100:7-9. ‘

® SVIS was subsequently acquired by Pan American Underwriters, a wholly-owned subsidiary of Ascension
Insurance Services. (Exh. 271-9). :

* Exh. 65. The WCIRB promulgates experience ratings for each qualified employer pursuant to the rules set forth in
the California Workers’ Compensation Experience Rating Plan (ERP). Experience rating utilizes a policyholder’s
past msurance 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 premivm credit, debit or unity
modification. (Ins. Code § 11730, subd. (c)). The rules governing the reporting of Joss 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 tifle
10, California Code of Regulations, section 2352.1.




insurers offeringl 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 to the rate
quotes were a Program Proposal and Rate Qucote from Applied Underwnters EqultyCornp
program. The EquityComp rate quote indicated a minimum single-year premmm of $107,541
and a maximum premium of $322,623.> The broker did not present Shasta Linen with a copy of
the Reinsurance Participation Agreement nor had the broker read the RPA at the time he
presented the program.?*

After reviewing‘ﬂle 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 re}ceived. a ménthly bill for $77,593.66.%¢ By
tﬁat time, Shasta Linen had already ‘paid $934,466.60 in EquityColmp. costs over the three years
and ifs captlve cell help approximately $200,000.%” In January 2013, one month after the
program ended and the worker’s compensatlon insurance pohcy expired, Shasta Linen recelved a
bill for an additional $166,619.75.%% Shasta Linen has not paid the additional $244,213.31
arguing that such pé.yments eﬁceed the gﬁarar;tged-cost policy’s quoted amount; were ﬁot fully |

explained and are inconsistent with the guarénteed-cost policy.” Respondent continues to

*! Bxh. 271-14; Exh 272-22.
2 Exh, 272-22. The ALJ notes for the record that the broker named Apphed Underwriters as the insurance carrier,
The broker made no mention of CIC anywhere in his presentation.
% Bxh. 201-3,
 Bxh. 271-26, The broker had nevet enrolled a client in EquityComp prior to enrolling Shasta Linen.
% The guaranteed-cost policy had an effective date of January 1, 2010. Shasta Linen did not enroil in EqultyComp
until January 5, 2010,
2 Exh, 213-23.
* Tr. 819:8-11; Tr. 232:3-7; Exh. 31-2.
% Exh, 214-1.
* $77,593.66 + $166,619.75 = $244,213.31.




compound interest on these unpa;id charges each month. In January 2014, Respondent calculated
Shasta Linen’s final payment at $290,524 .l58.3 0

B.  CIC and its Affiliated Entities

L Organizational Structure

Respondent California Insurance Compény 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 Coinpany, a non-insuret, which is in turn wholly-owned by
Applied Underwriters, Inc., a Nebraska corporation™! Applied Underwriters, Tne. (AU) is an
indirect subsidiary of Berkshire Hathaway Inc. AU is also the parent company for Applied
Underwriters Captive Risk Assurance Company (AUCRA) and Applied Risk Services (ARS).

The following flow chart provides the organizational structure relevant to this proceeding:

mpany.” .

Applied Undrwrite

Risk
- Services, Ine.

% Bxh. 214-16.
31 pixh, 234-5; Tr. 1150:6-16.




Applied Underwriters, Inc. is a financial service cotporation that provides payroll
processing services and underwrites worker’s compensation insurance through its afﬁligted |
insurance companies to small and medium-sized employers. AU manages all of CIC’s
underwriting, investment, administrative; actuarial and claim sérvices through a Maﬁagerﬁent
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 Towa,>* AUCRA sole purpose in the Berkshire Hathaway family is to serve as
CIC’s reinsurance arm.” It does not reinsure any other entities or perform any éther 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 behe_tlf of CIC. For this service, CIC reimburses ARS for the
paid commissions. ARS and CIC are also i)arties 10 a Claims Services Agreement wherein ARS
pays losses and loss adjustment‘ expenses on CIC policies.’” CIC reimburses ARS f01: all loéses
an& allocated loss adjustment expenses incurred on CIC claims,

The Boards of Directors for CIC, AU, and AUCRA are identical in composition.?® Mr.

Silver, CIC’s and AU’s Gelneral' Counsel, serves on each of these Boards, as well as on the Board

2 Exh. 274-7.

% Exh. 203-1; Tr. 706:23-707:4.
% Tr, 620:2-3.

3 1r, 1154:3-15.

36 Tr, 1154:17-23; Exh. 234-6.
3 Bixh, 274-8.

8 Tr. 1153:2-4; Tr. 863:1-3,

10




of ARS. Ms. Gardiner, AU’s Chief Aétuary, is an officer of all the entities involved in this
litigation, namely, AU, CIC and AUCRA.

CIC is also a party to an intercompany pooling agreement” with its affiliated Berkshire
Hathaway carriers. In.20 10, the pooling agreement included CIC and Conﬁﬂental National
Indemnity Company (CNI), with CIC assuming an 85% share and CNI assuming the remaining _
15%.% In 201 1, the pooling agreement expanded to include Illinois Insurance Company. (IIC).
CIC remained the lead company with an 80% share, while CNI assumed 15% and IIC assu:cﬁed
5%. In 2013, affiliate Pennsylvania Insurance{z (PIC) was added to the pooling arrangement. As a
result, CIC’s share reduced fo 75%. |

2. CIC’s Worker’s Compensation Policies

CIC offers worker’s compensation insurance through a guaranteed-cost policy and a
profit-sharing pro graﬁl.'Each program is relevant to the underlying iésue and described below.

| a. Guaranteed-Cost Policy |

A great majority of Califorhia employers receive worker’s compensation insurance
coverage through gﬁaranteed—cost policies." Under a guaranteed-cost policy? the insured
company.pays a fixed annual premium for the policy term, regardless of subsequent loss
.experience. The ﬁﬁed premium is the sum of the average losses and the basic f;ees. Average
losses take into account the base rate for each classification assigned to the policy and the
employer’s experience modification factor. The fees are the estimated costs of providing the

insurance; that is sales, underwriting, profit and other fixed costs. Thus, a company with average

39 Inpdoling 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 Department of Insurance’s website. The ALJ took Official Notice of CIC’s Anmual Statements from
2008 through 2014, :

Y1y, 310:4-6.
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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-éost policy must adhere to the Insurance Code and its applicable
regul?.tions. All rates charged ina guaranteéd—cost policy must be filed with the WCIRB and
approved by the Insurance Commissioner prior to use. In addition, every guaranteed-cost policy
must contain statutorily-required dispute resolution aﬁd cancellation language.*

CIC’s guaranteed-cost polici'es contain standard language approved by the Insurance
Coﬁmﬁssioner. 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—éost policies
notify employets of the dispute resolution procéss provided for under California Insurance Code
section 11737, subdivision (f). CIC’s Policyholder Noti(;e 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.
Wiitten Complaints and Requests for Action-should be forwarded
to: California Insurance Company, P.O. Box 281900, San
Francisco, CA 941281900, Phone No. (877) 234-4450; Fax No.,
(415) 508-0374.%

* Ins, Code § 11650 et seq.
# Exh. 209-17.
4 Rxh. 208-15.
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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 Inéura.nce
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® Part 5 , subsection E of the CIC policy
provides that following cancellation, the final premium will be determined as follows:
1. Ifwe cancél {inal premlum 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.
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 guotes 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 their

policy after 100 days will owe $114,000; $82,192 in actual earned prenﬁﬁm and $31,808 in

penalties.*® After expiration of the policy, an employer may change insurance carriers without -

penalty.

5 Exh. 208-93; See also Ins. Code § 481, subd. ().

“6 Bxh. 208-87.

* The short-rate penalty discourages employers from switching insurers mid-policy year,
** Bxh. 208-20 to 208-22.

13




- CIC’s guaranteed-cost policies also set a minimum and estimated @uﬂ premiﬁm based
on an employer’s payroll estiinates, 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 classiﬁcatipn'of the policy and the
employet’s experience modification factor. The final premium is not impacted by the ﬁctual
losses incurred during that same policy period.

b. EquityComp

In conjunction with AU, CIC offers a “profit-sharing” loss sensitive program titled
EquityComp. Loss ‘sensitive programs are onés in whicﬁ the premium for the policy year is
impacted by the actual cost of claims incurred during the policy yeal;.49 By deﬁnitiﬁn, loss
sensitive plans are “profit-sharing.”* Generally, carriers market loss sensitive progtams
exclusively to large employers.”! In fact, maﬁy jurisdictions,reétrict'the sale of loss sensitive
programs to employers whose annual premiums exceed $500,000. Large employeré are typically
better able to cope with loss and experience modification variations and are in a better position to
conirol claims costs. And given the sophistication of larger companies, these employers aré |
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 ‘

Ty, 595:9-14,

Ty, 604:9-14.

31 Tr, 310:10-16; see also AL Exh. 1.
2 Tr, 310:17-23,

14




with an insurer_’.s quote.” Loss sensitive programs are issued as endorsements to guaranteed-cost
policies and tequire the Insurance Commissioner’s approval ** |
EquityComp’s profit-sharing plan is reflected in a Reinsurance Participatioﬁ
Agreen:uenl’c.ss Neither Respondent nor its affiliated entities filed or sought approval for the RPA
or the EquityComp program.*® The EquityComp pro grem, and its aceompanying Reinsurance
Participation Agreement, is discussed in Section C, infra.
3 Financial Statements, Ratios & Market Share
r CIC is primarily a worker’s compensation insurance carrier. Approximately 98 percent of
its book of business is written 'in. California worker’s compensation,’ EquityComp currently
generates 80 percent of CIC’s policy premium,® That percentage has steedily increased since the
program’s inception in 2008. |
* In2009, CIC’s net earned premium totaled $71, 5 12, 000 Wlth incurred losses and loss
adjustment expenses (LAE) equaling $55,615,000.%° Th1$ resulted in a net loss ratio of
77.7% and a combined ratio of 109.7%.% Accordingly, CIC had a negative net income of
$4,419,116.%
¢ In2019, CIC’s net earned preﬁim 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

53

Tr. 311:4-11,
3% T, 875:2-4; An endorsement to an jnsurance 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

§151ceptmn or added during the torm of the policy.” Adams v, Explorer Ins. Co. (2003) 107 Cal.App.4™ 438,
Tr, 621:2-16.

%5 Tr, 1169:18-20.
7y, 1155:24-1156:4.
% Tr, $65:19-22. M. Silver’s testimony contradicted that of Ms. Gardiner on this issue. The ALJ credits Ms.
Gardiner’s testimony on this issue, as Ms, Gardiner serves as the chief underwriter for AU and CIC
» " CIC’s 2010 Annual Statement, Statement of Income.
% The net loss ratio is the sum 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.
$1 CIC’s 2010 Annual Statement, Five-Year Historical Data.

15




losses, CIC net loss ratio dropped to 19.6% and its combined ratio declined to 54%.5>
This resulted in net income of $28,516,390.

In 2011, CIC’s net earnied premium rose 34 petcent to $117,505,149 with incurred losses
. and LAPE’s of $34,725,831. That year, CIC’s net loss ratio eqlilaled‘ 29.5% and its
combined loss ratio equaled 55.7%.% CIC’s net income for 2011 glso 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 ;'atio of 43.2%.% CIC’s net income in 2012 equaled $47,582,838.
In 2013, CIC’s net eamned premium increased apother 37 percent to $186,034,034. CIC’s
losses and LAE totaled $59,854,816, for a net loss ratio of 32.1%. After underwriting |
-gxpenses, CIC-combined ratio equaled 61 .5%.66 CIC fecorded net income of $48,928,910
for 2013.

In 2014, CIC’s net earned premium rose another 29 percent to $240,474,973. CIC’s
incurréd losses and L_AE’S for that year equaled $72,4S4,214, for a net loss fatio of
30.1%.% CIC’s combined ratio for 2014 totaled 60% and CIC reported a net income of

§65,540,948.

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;

% C1C’s 2010 Annual Statement, Statement of Income & 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, -

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

% C1¢’3 2013 Annual Statement, Management’s Discussion and Analysis (Amended), p. 5.
% CIC?5 2014 Annual Statement, Management’s Discussion and Analysis, p. 4.
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In compatison, CIC’s total combined profit for the three years prior to EquityComp’s

2008 inception totaled $47,172,997.5.

than other comparable carriers. CIC’s calendar year ratios versus those of the industry as a whole

From 2009 through 2014, CIC also posted significantly lower loss and combined ratios

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 ALJ took Official Notice of the WCIRB’s Insurer Experience Report,
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In fact, CIC recorded the lowest loss raﬁo among the top 30 worker’s compensation insurance
carriers in 2013, and the lowest loss tatio among the top 15 worker’s compensation carriers in
2012.7° __ |

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

Iﬁ 2006, thé CDI conducted a financial examination of CIC’s management practices,
assets and liabilities from 2002 throggh 2006.” The financial examination noted tha’; CIC offers
an EquityCOmp program to medium-sized business.’® The 2006 examination also noted that
EquityComp is similar to an incurred loss retrospective rating plan.”’ The report does not
indicate CDI rev;iewed tﬁe RPA or any other EquityComp program documents. The CDI - }
conducted a follow-up financial examination for the period of January 1, 2@07 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

72012 & 2013 California P & C Market Share Report, Worker’s Compensation Line. The Market Share Report is
?ublished by the CDI and available on the CDI’s website. The ALJ took Official Notice of these Reports.
. ' 2008 California P & C Market Share Report, Worker’s Compensation Line.
7 2010 California P & C Market Share Report, Worker’s Compensation Line.
7 2013 California P & C Market Share Report, Worker’s 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 report. In addition, CIC failed to present any documentation contradicting the CDI’s
caleulations.
™ Exh. 233.
76 Ms. Gardiner testified the BquityComp program began in 2008. (Tr. 867;1-4), Ms. Gardiner’s testimony is
: a_}:)parently inaccurate given the discussion of EquityComp in the 2006 report.
7 Bxh. 233-11. :
™ Bxh, 234,
™ Bxh. 234-7.
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201 3, CDI issue_aci yet another financial examihation for CIC. The 2013 exam mentions the
EquityComp program and its accompanying “Profit Sharing Plan” sold through CIC’s affiliate, |
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 ope;ating practices. The scope of the confidential examination included a
review of CIC’s rates, rating plan, forms and undemzriting rules, as well as CIC’s marketing
‘materials and active complaints.*! The Market Conduct Report-makes only a passing ref_éfence to
EquityComp. There is no evidence CDI examiners reviewed the RPA or EquityComp nﬁaterials
for statutory compliance, nor did either party call witnesses to discuss these examinations.

C.  The EquityComp Program

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

~ CIC has not filed the terms or rates of the RPA or EquityComyp with the WCIRB or the
Insurance Comﬁlissioner. | |
1. * Trademark and Patent -

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

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

% Bxh. 274-9,

' pxh. 235,

2 Tr, 1331:10-14.

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

8 ALJExh. 1; Tr. 1181:5-9,
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three otﬁer AU employees, the application sought to patent the EquityComp/RPA concept sold to
Shasta Linen, and ofher Célifomia employers.85 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 guéranteed-co st 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 averagé losses to be its
expected losses, whereas most emplojers consider the median losses to be their expected losses.
This dichotomy led to the developmen‘.t of linear retrospective rating plans.

Pricing a guaranteed-cost pblicy is straightforward. U.nder a guaranteed-cost policy, the
insured éoinpany pays a fixed premium regardless of its subsequent loss experience during the
| policy term. The fixed premium is the sum of the expected ﬁverage losses and the basic fees. A
linear retrospéctive rating plan val;ies the premium an employer will pay based on the employer’s
actual lossesl during a coverage period. The minitnum premium covers the basic fixed fees. The
premium then inc.*;reases liﬁearly with respect to actual losses until it reaches a maximum plateaﬁ.
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

8 Tr, 1179:10-15.
86 ALJ Exh. 1, col. 3, lincs 38-44,
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ability to predic.t their future losses.¥” In addition, until the advent of EquityComp and the RPA,
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 raﬁge of companies.”s?

With the invention of EquityComp and the RPA, AU altered this landscape by
introducing a “non-linear retrosbective premium plan for medium sized compan_ies.”89 The non-
linear retrospective premium function comprises an initial relatively steep portion, a breakpoint,
a subsecjuently shatlow portion and a plateau. Like the linéar retrospective premivm plan, the
minimum..premium covers the basic fixed fees and costs.”® There is a breakpoint earlsr in the
flméti_on and t_h_en a shallow increase in the curve unti'l the premium plateaus. Because of the
early breékpoint 111 the function, the platean f)ortion, i.e. the maxnnum premium due, can be
significantly lower than the plateau on a linear retrospecti.ve plr:m'.91 AU achievés this result with
the initial steep curve which results in more prémiu.m collected at lower loss levels, wﬁere 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

7 Tr. 310:10-23.

5 ALY Exh. 1, column 4, lines 47-55,
% ALJ Exh. 1, column 4, lines 62-63.
*® ALY Exh, 1, column 5, lines 42-43.
! AL Exh. 1, column 5, lines 44-47.
%2 ALT Exh. 1, column 5, lines 47-49.
% ALJ Exh. 1, column 6, lines 22-26.
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reinsurance based approach to providing non-linear retrospective plans to insureds that may not

have the option of such a plan directly.”**

AU attempts to achieve tlﬁs compliaﬁce by introducing a reinsurance company into the
mix. The 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 experiénces.
Fizst, an admitted insurance company seeks approval from a statel regulator “by using an induétry
standard Guaranteed Cost policy and filing premium rate requests with the insurance
department.”®® The insurance department, already familiar with such’ guaranfeed—cost policies,
approves the rates. The insurance carrier then sells these policies, along with the unregulated
particibation plan, to a targeted group of employers, in this case small to medium sized
companies.”® The participation pla,n requires the employer to fund a segregated cell from which
all the insured’s losses are paid. The result is that

The reinsurance company can now provide funds to implement a
non-linear retrospective rating plan as a “participation plan.” The
reinsurance company does this by entering into a separate
confractual 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 VVlth the
insurarice carrier.”’

* ALY ¥xh. 1, column 6, lines 39-42.
% ALJ Exh. 1 column 6, lines 53-56.
% ALJ Exh. 1, column 6, lines 60-63.
% ALY Exh. 1, column 7, lines 42 54 (emphasis added).
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In e'ssence CIC sells employers a guaranteed-cost worker’s compensation policy that is then
superseded by the terms of a participation plan. The participation plans have a three year term, in
contrast to the one-year term of the guaranteed-cost policies,
2. Sales & Marketing
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 home. office in Omaha,
Nebraska,'” Sales professionals receive two and one-half weeks o;f EquityComp training.
Salespersons do not receive any follow-up BquityComp 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 & Rate Quotation (Program Proposal) to each potential insured.'® AU’s underwriting
! staff generates the Program Proposals and forwards them to the Sales department for
dissémination 104 potential participants do not generally receive a copy of the RPA until they
have agreed in pr1nc1ple 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
department presents the RPA to potential participants on ‘the day participants sign all

EquityComp documents.'%

% Ty, 1271:20-21.

® Tr. 1274:8-9.

10Ty, 1276:1-17.

191 Ty, 1275:13-22; Tr. 1278:10-18.
2y 1277:2-17.

1% fixh. 201.

1041 1337:12-21,

1051y 1299:8-17.

196 1. 1297:13-19.
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The Program Proposal introduces potential ﬁmicipants to the “Profit Sharing Plan”
central to EquityComp. The Progtam Proposal notes the reinsurance plan is separate froin the
gua;anteed—cost plan aﬁd that an insured’s “risk retention is ¢reated by your participation in, and
cessation of allocated premius and losses to our facultative reinsurance facility, Applied
Undemiters Captive Risk Assurance Comparny.” 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 premiuni
and maximum premium. The Prégram Proposal also notes that AU determings the final net cost
of the program 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. Tnstead, AU
" informs participantls 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 year, or 10% theréafter; and (2) outstanding reserves-limited so not fo exceed
the J;naximum permissible cost. AU also infonﬁs pa;fticipants 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 for in the guaranteed-cost policy sold to the
employer.'® A participant’s “loss pick containment rate” (per $100 of payroll) is muitiplied by a
“péy—in factor” based on the participant’s expected losses. This results in the patticipant’s “net

pay-in rate.” The net pay-in rate is then multiplied by the amount of payroll in thaf classification

107 preh. 201-3.
108 mh, 201-4.
109 Ty, 1292:13-17.
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to calculate the estimated annual pay-in amount."*° The estimated f;.nnua.l pay-in amount differs
from amounts quoted in the guaranteed-cost policy aﬁd 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 theif
clients."" The Scenarios demonstrate the minimum and maximum three-yeér pfogram costs and
estimate the final program costs based on ultimate claims costs.‘. The Scenarios chart the single- |
year prorated axnoﬁn:ts a participant could expect to pay. For example, if an ernployer ha;s no
losses during the first jear, the employer can expect to pay $100,000 in program costs for that
year. But thls 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-yéai cost of the
program. In fact, it is the employer’s threc;«year loss history that ultimately guid.es th‘e. cost of the
program.

Thg: Sales division also distributes a Request to Bind Coverages & Services. i‘he Request
to Bind must be executed along with the R‘eipsu:rance 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

19 peh. 2014,
M rpid,

12 1%, 1305:14-8.
U3 Tr, 1364:8-22.

26




policies."™* The Request to Bind’s dispute resolution provision differs from the provision of
guaranteed-cost policy sold to employers and suﬁersedes the guaranteed-cost policy’s promise.!!®
,After disseminating all tile 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 c;f
brokers actually participate in a conference call.''” AU does not in_itiafe a conference cali with
the employer itself; AU offers only the insurance broker a chance to discuss the program
mechanics.!"® The conference calls last anywhere from 30 minuqu 1o oﬁe hour and are not
recorded by A‘U.“.9 Salespersons do not work off a script and are ﬁermitted to answer questions
about the program themselves. A majority of the qﬁestions asked by brokers and potential clients
pertain to claims handling or the proposed scenarios.'®® Ifa salesperson cannot answer a broker’s
question, the salespersoﬁ seeksl a response from a Sales Manager, Salespersons are not trained to
answer questions about the RPA itself, but are able to answer questioné about Schedule 1 of the
RPA, which contains the loss development and run-off los_s. development factors.'*! Questions

regarding the meaning of terms in the RPA are forwarded by the Sales department to Mr. Silver

122

for a response.
Pdte_ntial EquityComp participants interested in enrolling are directed to the 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

114 Bvh. 205-1.

- 57y 1329:9-18,

Y6 Ty, 1209:24-1300:9.

7Ty, 1300;22-1301:9.

D8 Ty, 1301:10-16.

1% 7¢ 1281:6-13.

20Ty 1283:9-23,

21Ty, 1314:23-1315:1; Tr. 1316:13-24.
2 Ty, 1315:2-8,
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signed by the participant before any coverage takes ef‘fect.l.23 Insuteds that refuse to sign the RPA
lose insurance coverage.'>* Insurance coverage does not revert back to the terms of the
guaranteed-cost policy and insureds are left without insurance coverage from CIC.' In addition,
nothing in the Program Proposal, Request to Bind or Summary ,and Scenarios names CIC as the
insurer, %6
3. Program Mechanies

Taking the components and provision_s 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 EquityCom'p’s operation. While most
rating plans use a stréightforward 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. BquityComp calls this the loss pick conitainment
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.*® 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.'* The third component of the program is fees.

Fees under EquityComp ate calculated as a percentage of an employer’s loss pick containment

'Z Although titled a “Reinsurance 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. (Tr. 614:24-615:10.)

24 Tr, 1362:21-25.

25 Tr. 1362:11-25,

%6 See Exhs. 201, 203 and 205.

2T Tr, 352:24-353:4.

2 Tr, 322:11-19.

™ 71, 323:5-10.
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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
feés based on the loss pick containment amount, participants will pay s_igrﬁﬁcant program
expenses even when there are no claims filed.ll'q’1 For examplé, 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 EquitjrComp “fees” since no claims were filed.
But if during that three-year period, an employer has one claim for $3 0,000, the program cost
more ﬁxan doubles to $672,627; $642,627 of v»;hich are program fees received by Respondent,*?

Participants receive a monthly EquityComp bill from ARS, The bill provides an overail
EqﬁityComp program cost but does not delmegte between premium or program costs.”** In
addition, AU distributes a quarterly Plan Analysis that outlines the program fees and éummarizes
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 z;lgreemént
between AUCRA and CIC."*® Monies ceded to AUCRA fund the partlc1pant’s captlve cell and
are held in that cell until called upon by CIC.

When an employee files a worker’s 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

13 peh, 75; Tr. 342:12-21,

BTy, 344:13-19,

132 fixh, 48-6.

133 Id $672,627 - $30,000 = $642,627,
Ty, 774:17-22.

135 gee Exh, 216.

1% Tr. 816:9-15; Tr. 893:18-894:23,

137 1y, 895:16-896:2.
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percent of the maximum program costs. Participants can expect an increase in their bill in the
month following any claim payments as tﬁe RPA calls for specific cell funding levels.!®

D. Reinsurance Participation Agreement |

The RPA is a 10-page coﬁtract between AUCRA and the insured. The RPA’s first six
pages state the participant’s monetary- obligations, the length of the pro grém, the dispute
resolution mechanism for the program and a choice of law provision. Pages seven through ten,
subtitled Schedule 1, set forth the calculation and allocation of premium and loss amounts, define
the required capital deposit amounts aﬁd the penalty for earlyr termination of the program, outline
* the applicable loss developmeﬁt 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 guarantee.d-cost worker’s compelnsation insurance policy must be provided by a
Berkshire Hathaway insurance carrier; i.e. California Insﬁrance Company or Continental
Insurance Company.'* If the insurer provides wotker’s compensation coverage outside of the
RI’A’S active term (i.e. a dispute arises between the parties; the insurance contract cannot be -
cancelled), ﬁpecial “extension” terms apply. These extension terms requiré the participant to
immédiately pay a cash deposit equal to 55% of the premium anticipated, to maintain a cash
deposit sufficient to cover outstanding losses plus incurred bﬁt not reported losses, and to fpay an
early cancellation fee .eqﬁal to 20% of the premium anticipated, all of which are determined

exclusively by AUCRA.

38 Ty, 897:3-8.
139 fixh. 2077-2.
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In addition to the three-year active term language, RPA paragraph 7 provides that the |
parties’ RPA obligations extinguish “only where the Company no lpnger 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
RPA is terminated in accordance with the terms set forth in Schedule 1, discussed below,*°

2. - Choice of Law & Dispute Resolution Procedure

The RPA provides that all disputes be exclusively governed by and construed in
accordance with the law of Nebraska.'** The RPA also contains a two-page dispute resolution |
provision subjecting all disputes to binding arbitration in the British Vifgin Islands.'* All
arbitration awé_rds must be enforced in Nebraska courts.**® This ldispute resolution provision
supersedes the language provided for in thé guaranteed-cost policy and renders the guarantéed-
cost policy’s dispute resolution provisiop meaningless.'* In addition, nothing in the RPA or
other EquityComyp documents inform participants of their right to negotiate choice of law and
dispute resolution provisions.

3. Early Cancellation Provision
The RPA sets forth its oﬁ‘n early cancellation terms and penalties, different from those in

the guaranteed-cost policy. Any participant who cancels the RPA, or cancels the underlying

9 Bxh. 207-2, para. 4. ,

" Bxh. 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.

"2 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. :

3 Bxh, 207-5, paragraph 14,

" 'Tr. 1329:9-18. Mr. Watson testified that once a participant enrolls in EquityCormp, “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. 887:7-12.)
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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.'
In the event of early cancellation either by the participant or AUCRA:

(a) the Exposure 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 -

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 uncontroverted testimony that had Shasta Linen chosen not to renew their
guaranteed-cost policy at the end of the policy’s one yeai term in December 2011, AUCRA
would have levied a $1.1 million cancellation penalty against Shasia Linen."#"

4.  Premiums, Capital Deposits and Applicable Rates

- AU calculates EquityComp premium based on policy payroll and the loss pick

confainment mnounf. The loss pick containment amount is an amount equal to the product of
policy payroll and the respective Loss Pick Containment Rates listed in Table C of Schedule 1,14
These rates are pei: $100 of policy payroll and are fixed for the effective period. .They do not
mirror the rates provided for in the guaranteed-cost policy and do not 'change even if the stated

rates on the gnaranteed-cost policy d.e‘créase.149 In addiﬁon, changes in experience modifiers and

other modification factors do not affect these rates. Thus, if an employer’s experience -

15 7y, 1329:9-18,

146 Bxh. 207-8.

7Ty, 885:1-5.

8 pxh. 207-7.

W Ty, 1291:16-20; Tr. 899:1-9.

32




modification factor decreases during the active terﬁ of the RPA, this reduced experience
modiﬂcatiori would have no impact on the EquityComp premium or costs.!*

The RPA also calculﬁtes loss developmenit factors (LDFs) for each-loss under the
policies. These LDFs are generated by AU’s uncierwriting department and are extrapolated from
valuations provigled 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 partiqipant :
refuses to renew the EquityComp progiam 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 vsed in the in'suranﬁe industty or a valuation method vsed by other
carriers.'® For open claims, the run-off LDFs are 50 percent higher than LDFs‘ applied during
the active term.'* In practical ténns, a claim reserved at $75,000 one.month prior to the end of
the program’s a(;tive' terin could be reserved at $293,00Q the next month, resulting in a $218,000 |
bill from AU after expiration of the program.I55 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 accountand 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 éapital deposit equal to the estimated

annual loss pick containment amount multiplied by 10 percent during the first year, 10 percent

150y, 318:12-21; Tr. 897-898:14-7; Exh. 207-7; Exh. 44-4.
Bl 795:8-12, :
152 Bxh, 207-7; Tr: 886:11-19; Tr. 1318:12-21,

198 Tr. 891:12-892:3; Tr. 350:2-7.

154 T¢ 799:1-19.

155 Ty, 802:4-9.

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

57Ty, 1321:5-14.
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the second year and 10% thereafter."® In addition, participants must make an additional capital
depoéit équal to the lesser of the ultimate loss or the cumulative aggregate Iimit.“é
5. Cell Liquidation
At the end of the RPA’s 3-year active term, A[jCRA may, at its solg 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:

i) 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 liabilitjr has been reached and three
years have elapsed since the expiration of all of the Policies; or

iif) the amount of paid losses allocated to the cell under the policies
has exceeded the Participant’s maxinum liability; or

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

v) the Company deems itself insecure Wlﬂ'l respect to Participant’s

ability or wﬂhngness to fulfill its obligations under this

Agreement
In essence, a program participant 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

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

distributions. %>

158 Bxh. 207-7.

%% Exh. 207-8.

190 Exh. 207-8.

‘1 Tr, 1325:4-15; Tr. 813:20-814:3.

' Ty, 441:15-20.

1% Tn order to secure a complete and accurate record, the ALJ tw1ce ordered Réspondent 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 ALY’s Order Pursuant to Evidence Code
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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 Appellant’s guaranteed-cost poiicies, 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
;T.anuary 1,2011 aﬁd 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 eatly 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 Shésta Linen’s annual premium,
while the extension page listed Shasta Linen’s rates per $100 of payroll and experience
modiﬁcatioﬁ factor.' As is custoniary under a guaranteed—qoét ﬁolicy, CIC muitiplied Shasta
Linen’s. expected payroll in each classification by the rate quoted, factored in Shasta Linen’s
experieﬁce mﬁdiﬁcation and added applicable taxes and fees in order to estimate Appellant’s
annwal premium. | |

For policy year 2010, CIC quoted the followihg 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 Appellant’s estimated payroll and experience modification factor of 1.68, CIC

- approximated Shasta Linen’s annual premium at $339,800,'%

sections 412 and 413, the ALJ reasonably infers from Respondent’s failure to produce this readily available
evidence that AUCRA has not made any profit-sharing distributions,

' Exh, 208-1; Exh, 208-3.

165 Eixh, 208-20.
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In policy year 2011, CIC increased Shasta Linen’s rates pér $100 of payroll as follows:
$19.59 for classification code 2585; $1 02 for.classiﬁc-ation 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 $407,920,166

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

 annual premium for the 2012 policy year equaled $2§5,3 68.167
Appellant’s estimated premium and rate charges under the guaranteed-cost policy al;e

summa;rized as follows:

2585 (per $100) [ 8742 (per $100) | 8810 (per $100) | Ex. Mod, Factor | Annual Premium

2. EquityComp/RPA Program

In December 2009, AU quoted Shasta Linen a minimum single-yeat premium of
$107,541, a maximum premium of $322,623 and an annual loss pick containment amount of
$283,450,148 The‘EquityComp rates per $100 of payroll differed from those quoted in Shasta

Linen’s guaranteed-cost policy and constitute the actual rates charged to Shasta Linen;'®

168 Exh. 20923,

167 Fxh. 210-26.

168 pxh. 201-3.

199 See also Exh. 207-10.
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Loss Pick Containment Estimated Annaal Annual Pay-In Amount

8742 (per $100)
R S
S

The EquityComp rates rema{néd the same for the three-year duration of the program and did not
change when Shasta Linen saw a reduction in their experience modification factor. For example,
Shasfa Linen’s 2012 experience modification factor dropped from 1.94 to 1.01. This decréase
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 $28,345.17°
From January 3010 through Juse 2011, Shasta Linen’s monthly payments ranged fiom $12,903
to $36,7513.”1 In July 20 171., AU sent Shasta Linen a bill for $83,612.49." The significant
increase in charges caused Shasta Lingn to take a closer look at the EquityComp I:nrogrm:ln.”3 The.
substantial bill also forced Shasta Linen intoka 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 ince‘nﬁvé to investigate worker’s compensation claims. As evidence of this
concern, Ms. Richardson recounted the casle of employee Mr. M. After failing to turn over

customer payments, Mr. M went out on disability and indicated he was unable to fulfill his duties

as a driver. Shorly thereafter, Ms. Richardson witnessed Mr. M driving a truck on the highway.

0 Fxh. 202-2; Exh. 211-1.

71 Exh, 212-9; Bxh, 211-23,

" Exh. 212-11. Ms. Richardson testified “we never knew what we were going to be billed” and this made budgeting
for worker’s 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.)

Ty, 123:21-124:3. ' .

7 Bxh, 2.

P The ALJ intentionally omits the full name of the employee at issue. .
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Ms. Richardson informed AU of this fact but AU took no action, Mr. M’s worker’s
compensation claim ultimately cost Shasta Linen $111,679.7

Tn November 2012, Shasta Linen changed insurance brokers and informed SVIS of this
chan.ge.177 On December 19, 2012, Shasta Linen’s SVIS broker informed Ms. Richardson that
AU wished to offer Shasta Linen a one-year extension on the Equi‘q.zComp proglcem'.178 Ms.
Richardson decliriéd this offer an'd_remindéd SVIS that it no longer represented Shasta Linen.

By December 2012,; Appellant had paid‘AU program costs totaling $934,466 despite
sufféring three-year cumulative losses of only $268,000.! In addition, neatly $200,000
remained in Shasta Linen’s captive cell. Nonetheless, in January 2013, AU requested an
.additi(.)nal $244,213.31 in program éosts based entirely on the application of tin-off LDF; to
Shasta Linen’s two remaining open claims. Shasta Linen haé refused to pay these additignal
costs. |

3. . Subsequent V;forker’s Compensation Insurance Premiums

In January 2013, Shasta Linen’s secﬁred a guaranteed-cost worker’s compensation
insurance policy from Pacific Compensation with an annual premium of $315,283. In January
2014, Shasfa Linen se;;cured a guaranteed-cost insurance policy from Insurance Company of the .
West with an annual premium of $261,499.'% In each of these 'guaranfeed—cost policies, Shasta
Lineﬁ benefitted from a reduced experience modification factor, which was the result of theﬁ

mote favorable loss history while insured by CIC.'8!

176 Tr., 134:21-25.

17 Fr, 149:17-22; Bxh. 33.

18 Tr, 150:23-151:6. Exh. 4-6.

" Exh. 218-157.

180 Fixh, 83. ' ’

"1 An employer’s experience modification factors reflects a three year period, commencing four years and nine
months prior and terminating one yeat and nine months prior to the date for which an experience modification is to
be established. (California Worker’s Compensation Experience Rating Plan (BERP), Section ITL, Rule 3.)
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VI.  Applicable Law

In-Califo-rnia, workers' compensation insuranée programs are closely scrutinized and
highly regulated. The Legislature has created a comprehensive scheme mandating employet
coverage and regulatory oversight. In order 16 execute this broad regulatory stracture, the
Legislature charged the Insurance Commissioner with t_he authority to oversee the foﬁn and
substance of all workers' compensation insurance plans; everything from the scope of required
coverage iarovided to _employees to the amount employers pay insurers for premiums.

Worker’s compensation insurance policies are required by str:':ltute to contain several
provisions delineated in Insurance Code sections 1 165 1 through 11664. For instance, every -
policy £nust contain a -clauée providing that the insurer is directly and pﬁmarily liable for
payment of any compensation for which the employer is liable.'® Policies must also state that
~ the insurer is not 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, deci'sibns, fand] awards rendered against-the employer subject to the terms of the
policy.”™® Section 11654 also Spe'ciﬁes that the “insurance contract shall govern as between the
employér and the insurer as to payments by either ip discharge of the employer's liability for
compensation.” In ofder to ensure compliance with these statutes, worker’s compensation
insurance carriers must disclose and seek pre-approval from the Insurance Commissioner for any
worket’s compensation insurance plan being offered.

| A, Statutory Authority for Pre-Approval of Worker’s Compensation Forms
Under both the Insurance Code and its applicable Regulations, insurers must file and seek

approval from two regulatory agencies prior to issuing any worker’s compensation insurance

"2 Ins. Code § 11651.
18 Ins. Code § 11655.
1% Ins. Code § 11654.
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policies and forms. The clearest recitation of this requirement is found in Insurance Code section

11658:

(2) A worker’s 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 endotsement 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,
For purposes of section 11658, an endorsement may concern matters unrelated to the description
of the insurer's indemnity and insurance obligations.'®

This regulatory obligation is reiterated in Insurance Code sections 11735 and 11750.3
and in the California Code of Regulations. Section 11735 requires every insurer to file with the
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,
Section 11750.3 provides the WCIRB with authority to examine all policies, endorsements and
dthg:r 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 Commissioner for final action.
The Commissioner has consistently repeated this prohibition. For example, in 2011, the

CDI reminded insurers that agreements that affect the obligations of a worker’s compensation
insurer or insured must be filed with the WCIRB and Commissioner prior to use. The directive

noted that the Commissioner was particularly concerned with arbitration provisions contained in

unattached collateral agreements and considered such terms unenforceable unless the insurer

1% Monarch Consulting, Inc. v. Nat'] Union Fire Ins. Co. of Pitisburgh, Pa. (2014) 993 N.Y.8.2d 275, 289,

40




demonstrated that the arbitration agreement was expressly agreed to by the insured at the time
the ﬁolicy was issued.'® |
In sum, insqrers who offer and issue worker’s compensaﬁon insurance policies,
endorsements and forms in California must submit such policies, endorsements and fonné, _
however titled by the insurer, for review. Such materials must be filed with the WCIRB, which
reviews them and forwards them to the Comnﬁssioner for final approval. Rate information is
submitted directly to the Commissioner pursuant to section 11735, An insurer may begin
offering filed policies, endorsements or other materials 30 days after the Commissioner receives
the materials, if the Commissidner has not already advised the insurer that the materials do not
comply with California law. If the Commissioner advises the insurer at any time that the filed
materials do not comply with California law, the insurer may ndt issue any policy, endorsement
or other form that includes such material.
B. - . Statutory Anthority Prohibiting Unfiled Collateral Agreements
California Code of Regulations, title 10, section 2268 states that no collateral agreement
to a worker’s 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.
The Commissioner interprets this provision to require the filing of any agreement that modifies

or alters the insured’s: (1) obligation to reimburse or otherwise pay the insurer for loss

adjustment expenses and/or other claims or policy related expenses; (2) indemunity or loss

% Notice of Hearing and Order to Show Cause, in The Matter of Zurich American Insurance Company, DISP-2011-
00811 at p, 6. The ALY took Official Notice of this filing. See also, Monarch Consulting, Inc. v. Nat'l Union Fire
Ins. Co. of Pittsburgh, Pa., supra, 993 N:Y.8.2d at 281.
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- obligation; (3) payment or reimbursement obligation; (4) allocation 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 obligations under the guaranteed-cost policy. ¥
C. 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:
() Every insurer or rating organization shall provide within this
state reasonable means whereby any petson aggrieved by the
application of its filings may be heard by the insurer or tating
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 affgcted by the insurer or rating organization’s response may appeal to the Insurance

Commissioner within 30 days after written notice of the action. The Coﬁnnissioner, after

condu;:ting an evidentiary hearing, may affirm, modify, or reverse that action,

VII. Discussion |
Shasta Linen contends the EquityComp program, with its required RPA, modifies the

gua;anteédwcost policy’s rates, dispute resolution provision, and cancellation terms, and as such

must be filed and approved by the Iﬁsura’nce 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

57 American Zurich Ins. Co.v. Country Villa Serv. Corp. (2015) No. 2:14-CV~03779-RSWL, 2015 WL 4163008 at
*12; 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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policy, and that mention of the EquityComp program in CDI market examinations constitutes .
approval of the program. Respondent also argues the CDI may not void the RPA’s terms.

Aftér examining the facts and applicable law, the ALJ concludes the CDI has jurisdiction
over this appeal and further concludes that EquityComp and its accompanyiﬁg RPA constitute a
qollateral agreement pursuant to ‘California Code of Regulations, title 10,lseétidn 2268.

A, AHB has Exclusive Jurisdiction over this Appeal

Respondent ihiﬁally contends the Administrative Hearing Burean lacks jurisdiction to
consider this case. Specifically, CIC argues (1) appeals filed under Insurance Code section
11737, subdivision () may only' determiﬁe “whether CIC has properly appiied its [rate] filings to
determine how much premium to charge” and may not address the potential illegality of the rate
filing;'*® (2) the RPA is between AUCRA and Shasta Linen and reli_ef in this forum is not

_possible;'*

(3) whether the RPA i;s an unlawful collateral agreemeﬁt in violation of the Insurance
- Commissioner’s Regulations is beyond the scope of the CDI’s jurisdiction;'®” and (4) only the
Insurance Qommissioner may inftiate a hearing toI disprove a rate on the ground that it is
unfiled.'”! Bach of these arguments lack merit as discussed below.
1. Section 11737(1‘) Appeais Address Insurer Filings

CIC contends this appeal may only consider whether CIC assessed Shasta Linen’s
| premium in accordance with its approved rate ﬂlings.lg:z_But CIC misinterprets the statute and
;mserts language that is not included.

Insurance Code section 11737 provides the Commissioner with the authority to

disapprove rates that fail to comply with filing requirements, result in inadequate or

1%8 Respondent’s Post-hearing Opening Brief, 21:13-22:7.
' Respondent’s Post-hearing Opening Brief, 22:8-18.

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

! Respondent’s Post-hearing Opening Brief, 23:21-24:6.
1% Respondent’s Post-hearing Opening Brief, 22:4-7.
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1

discriminatory premiums or threaten an insurer’s éolvency. Subsection (f) provides employers

with a similar right to challenge filed rates,
Every insuter 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 employer disagrees with the carrier’s response, they may appeal to the Insu:ranc;e
Commissior;er. Appeals presented to the Insurance Commissioner are heard by the
Administrative Hearing Bureau pursuant to California dode of Régulations-, title 10, section
2509.40 et seq. |
Nothing in section 11737, subdivision () limits feview to premiums charged under the
rating system. Contrary to Respondent’s argument, an insurer’s rﬁting -_plan and rates are not
synonymous with “premium.” Section 11730, subdivision (g) defines rates as “the cost of
insura:ﬁce per exposure base unit, prior to any application of individual risk variations based on
loss or expenses considerations and doés not include minimum premiums.” In addition, section
11737, subdivision (b) permits the Conunissionef to disappfove arate if premiﬁms charged under
that rate are inadequate, clearly differentiating between “rates” and. ‘premium.” Instead, section
11737, subdivision (f) provides an employer aggrieved by an insurer’s “filings” with a forum for
| such disputes, Shasta Linen complains CIC did not adhere to its filed rating flan é.nd rates in
assessing worker’s cbmpensation premium and bo sts undet EquityComp. Certainly such a
dispute falls under section 11737, subdivision (£).
- Even assuming section 11737, subdivision (£) pertains only to premiums cﬁarged, the

underlying complaint satisfies such a requirement. Shasta Linen argues the EquityComp

3 Ins. Code § 11737, subd, (£).
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premium aﬁd rates per $100 of payroll differ from those ﬁlea and approvéd by the
~ Commissioner. Respondent counters this argument by staﬁng the RPA charges program fees, not
premiums.’* While Respondent is careful to call BquityComp 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 “premiums.”**> Accordingly, even under CIC’s limited reading of the statute, the dispute is
properly before the CDI and the AHB.
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 Comﬁﬁésioner cannot rule on the agr.eement’sllégality. More specificaily,
CIC argues 'that AUCRA is not an insurer, aﬁd therefore not subject to the appeal procedures
under section 11737. This argument is specious at best. |

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, ]_nc ; the same cqrporaﬁon that owns CIC. The Boards of
. Directors for CIC, AU, and AUCRA are identical in compoéition and officers and directors of all
three entities testified during the hearing.’*® In addiﬁon, AUCRA'’s sole purpose is to serve as a
reinsurer to CIC. As such,‘ they are inextricably intertwined with CIC and AU. Indeed, the |

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

1 Respondent’s Post-hearing Opening Brief, 25:1-20.

1% ALJ Exh. 1, col. 1, lines 44-48; “The risk sharing patticipation program is structured such that the insured’s net
premium payment will vary in a non-linear manner with respect to 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.
%81y, 1153:2-4; Te. 863:1-3, o
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EquityComyp as a CIC product, and there is no évidence CIC sought to distinguish itself from
EquityComp'”’

" Itis also true that the EquityComp program fequires CIC or another licensed insurance
cartier participate in the program. And while CIC may not be a signatory to the RPA, -CIC.
represented that the rates filed and approved by the Commissioner would be the rates charged to
California consumers. That CIC conﬁacted with. an affiliated corporation to aiter or modify those
- rates does not absolve; the cafrier 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,'*®

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
from those quoted by CfC and approved by the Com_missiqne_:r, Shasta Linen may challenge
those rates ﬁnder section 11737, subdivision (f), regardless of whether CIC or AUCRA sold
Shasta Linen the RPA. |

3 Conclusions Regarding RPA are not Beyond Séope of Appeal

CIC érgues; that analysis and conclusions regardi;ig the RPA arelbeyond the scope of a
section 11737, subdivision (f) hearing. CIC argues the RPA does not impact the “rating system”
and thus it is irrelevant whether the RPA is an utilawful collateral agreement under the Insurance
Code and its Regulations. This argument is without merit. |

Whether the RPA impacts rates or the rating system is a question of law to be determined

by the Commissioner.”® Respondent’s argument relies upon the legal conclusion that the RPA

17 See Exh. 233-11.

198 ALY Exh, 1, column 7, lines 42-54.

% Conestoga Servs. Corp. v. Executive Risk Indem., Inc. (9™ Cir. 2002) 312 F.3d 976, 981; Fragomeno v. Ins. Co,
of the West, Inc, (1989) 207 Cal.App.3d 822, §27.
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doe's not impact rates and thus is outside the Commissioner’s jurisdiction. Since this appeal
requires the Commissioner to consider the impact of the RPA, such an argument is premature
and presumptuous. |
4, Section 11737 Hearings May Be Initiated by Commissioner or Insured

CIC argues that only the Insurancé Commissioner may initiate a heating to disapprove an
unfiled rate. In support of this contention, CIC cites section 11737, subdivision (a) arguing the
Commissioner has discretion to approve unfiled rates and Bristol Hotels & Resorts v. National
Council on Compensation Ins. Inc. (2002) 2002 WL 387266. Neither argument is persuasive,

.Pursuant to Insurance Code section 1165 8, an insurer shall not issue a plolicy unless it has
been approved in form and substance by the Insurance Commissioner and the WCIRB,2%
Similarly, California Code of Regulations, title 10, section 2218 requ:ires insurers su_bmit all
worker’s compensation insurance forms to the WCIRB and the Commissioner for ai)proval prior
to use. The statute and regulations are clear. An unfiled rate 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
unlawful one. Bristol Hotel & Resorts is an unpublished California casé. The California Rules of |
Court absolutely prohibit the use of an unpublished case for this purpos.e.202 The rules authorize
reference to unpublished opinions only in a narrow set of circumstances, none of which apply
here.2® Accordingly, the ALJ | disregards the citation to Bristol Hotels & Resorts and

Respondent’s argument thereunder.2**

2% s, Code § 11658, subd. (a).

21 3o also, Monarch Consulting, Inc. v. Nat'l Union Fire Ins. Co. of Pitisburgh, supra, 993 N.Y.8.2d 275, 290,
2 (tal. Rules of Court, rule 8.115(a).

% Cal. Rules of Court, rule 8.115(b). , .

** Humane Soc'y of the United States v. Superior Court of Yolo County (2013) 214 Cal.App.A™ 1233, 1266.
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B. EquityComp and RPA Are Collateral Aéreements
Having rejected Respondent’s jmisdictional arguments, the analysis turns to thelagreed
. upon issue in this appeal; whether EquityComp and its accompanying RPA modify or alter the
terms and rates of the underlying guaranteed-cost policy. Respondent initially contends the RPA
is not a collateral agreement since it does not modify CIC’s indemnity obligations. Respondent
also argues the RPA. does not alter the rates charged to Shasta Linen or modify al;y other terms
of the guaranteed-cost policy. But Respondent’s contentions ignore the statutory language and
relevant case law on this issue, and disregard witness testimony and the terms of the RPA.

1. Modifieations Not Limited to Indemnity Obligations

Respondent argues the RPA does not constitute a collateral agreement since it does hot
limit or restrict CIC’s ol;ligation to pay cla.inis."‘o5 This- narrow interpretation is not supported by
the statute or relevant case law,

The le.gislaﬁvely-created, comprehensive regulatory scheme requires all worker’s
compensation insurance policies and forrﬁs bé filed and approved by the Commissioner. Section
11658 clearly states that all policies, as well as endorsements to an insurance policy, must be -
aﬁproved prior to use. Similarly, Insurance Code seqﬁon 117 SQ.B instrﬁcts the WCIRB to review
for léggl compliance all “'policies, daily reports, endorsements or othér evidence of insurance.”
An endorsement is an amendment or modification of an existing i)olicy that alters or varies any
term or condition of the policy.**® While some endorsements make minor changes to a policy,
other endorsements add or delete insureds or substantially change the premium charged. 2%’ In
| light of such a comprehensive regulatory scheme, it is unreasonable to liﬁﬁt the filing

requirements of section 11658 to endorsements that modify an insurer’s indemmnity obligations

2% Respondent’s Post-hearing Opening Brief, pp. 38-39.

26 ddams v. Explover Ins, Co., supra, 107 Cal.App.4™ at 450-451;
%7 Croskey et al., Cal. Practice Guide: Insurance Litigation (The Rutter Group 2002) § 3:188, p. 3-50.
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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 Commissioner and the federal courts have rejected this narrow reading of
section 11658. In Zurich American Ins., the Commissioner explained that agreements that
modify an insurer’s choice of law, dispute rgsolution options, cancellation and default penalties
or payment obliéations constitute collateral agreements that must be filed and approved.?® The
Insurance Coﬁ:missioner’ s interpretation of section 11658 is clear and entitled to great weight.2%
Similarly, in American ZurichlInsumncé Co. v, Couniry Villa Serv, 'Corp., a California federal -
district court rejected the notion that filing requirements pettain only to agreements that modify
indemnity obli.gations‘ Relying on the Commissioner’s interprefation and previous case law, the
federal court heid 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 lialbili’q,r.”210

Accordingly, Respondent’s contention is without merit.

.2. RPA Modiﬁes the Terms of the Guaranteed-Cost Policy

Contrary to Respondent’s assertion, the RPA modifies a number of guaranteed-cost
~ policy provisions; namely, the rates charged, the choice‘ of law and dispute resolution
requiréments, non-tenewal penalties and early cancellation fees. In fact, where the RPA and the
@mmteed—cost policjf differ, the RPA terms supplant those of the guaranteed—ﬁost policy 21!

There is no question that the guaranteed-cost policy rates charged per $100 of payroll
differ from those charged under the EquityComp program. In policy year 2010, the guaréntee_d—

cost policy quoted $17.77 per $100 of payroll for classification 2585, while the RPA quoted

2% n the Matter of Zurich dmerican Insurance Company, supra, DISP-2011-0081 at pp. 10-12,
¥ fss'n for Retarded Citizens v. Dep't of Developmental Serv. (1985) 38 Cal.3d 384, 391,

29 dmerican Zuvich Ins. Co. v. Country Villa Serv. Corp., supra, 2015 WL 4163008, at *11.
11T, 1329:9-18.
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$18.68 for that same policy year. This same discrepancy can be seen in policy years 201i and
2012. And there is 1;10 question that the rates Shasta Liﬁen 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
| the RPA and not those quoted in the guaranteed-cost policy.?™ Secénd, 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 BquityComp. Those calculations .
inc;orpora-ted the RPA’s loss pick containment rates and not the rates quoted under the
guaranteed-cost policy.*'? In addition, the EquityComp Sales Manager tesﬁﬁed that the terms of
EquityComp and the RPA supplant those of the guaranteed-cost policy.?** In fact, the policy
terms are irrglevant in determining the premium and fees ﬁndef the RPA.*" Third, while the
guaranteed-cost policy applies an employer’s experience modification factor in calculating
premium, EqmtyComp specifically excludes this mandatory factor.?® The effect is yet another
change in an employer’s rate and overall premjium. Although Respondent asserts RPA. costs and
fees do not constitute “rates” or “premium,” the ALJ finds this argument simply erroneous.

T_he RPA also presents a dispute resolution and choice of law provision intehded.t_o
supersede those of the guaranteed-cost policy. Disputes under the guaranteed-cost policy aré
exclusively governed by section 11735, subdivision (f), which previde for an evidentiary hearing
by tﬁe CDL. Language ouﬂhﬁng this right is mandated by the Insurance Code and must be

included in each worker’s compensation policy. No provision'is made for binding atbitration,

212 Bxh. 201-4.

13 Bxh. 75; Exh. 279.

21 Ty, 1350:2-12.

215 Ty, 318:23-25.

21 The ALY notes for the record that a failure to apply an employer’s experience rating factor in calculating
premivm constitutes a violation of Insurance Code section 11734, subdivision (c).
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a1:1d disputes are governed by California law. But the RPA modifies these rights. The RPA and
_ theRequest to Bind provide for binding grbitration of disputes. And such disputes are
exclusively heard in the British Virgin Islands using Nebraska law. This mo@iﬁcation is
extremely disconcerting since the Insurance Code prohibits the use of arbitration provisions
- without written notice to the poliéyholder that such a provisioﬁ is negotiable.2!” In addition, it is
clear the RPA’s dispute resolution and choice of law provisions are meant to répléce those of the
guaranteed-cost policy. In fact,lRespondent’s witnesses could not conceive of a dispute that
‘ wc;uld fall under the gﬁaranteed—cost policy.iw

Enrollment in EquityComp also signiﬁcantly alters the guaranteed-cost policy’s early
cancellation teﬁns. While the guaranteed-cost policy must include statutory early cancellation
provisions, the RPA specifies its own, unappro*;red, early cancellation penalty. The ciifference
.beiween these two contractual provisions can be illustrated monetatily. An employer with
$300,000 in premium, ﬁrho cancels their guaranteed-cost policy after 100 days, is }iable 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.

" Tns. Code § 11658.5 states as follows: ,

(a)(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, conternporaneously with any written quote that offers to provide insurance coverage, that
choice of law and choice of venue or forum may be & 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 granted to the Insurance Commissioner under
cutrent law., : ‘ '

(c) Failure by the insurer to 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.

218 Tr. 875:7-11; Tr. 1329:9-18, :
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Lastly, the RPA applies a non-renewal penailly disfavored by the Insurance Code., After a
guaranteed-cost policy ‘expi'res, an employer s 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 af;ter 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 LDFs which
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 e);piraﬁon of the EquityComp program, Shasta Linen receix.fed a bill for nearly
$250,000. If only the terms of the guaranteed-cost policy applied, Shas;ca Linen wduld owe
nothing. This provision also serves to penalize California employets who choose to switch
inéurénce carriers. Run-off LDFs apply only to those employers who choose not to renew their
EquityComp enrollmeﬁt. Essentially, Respondent penalizes those employers who are ciissatisﬁed
~ 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¢ séction 2.507'72 , an iﬁsur_er may not restrict the payment of a policyholder's dividm.ld due to
the policyholder's failure to accept renewal of the policy or subsequent policiés offered by the
same insurer. Such a practice is coercive and illegal and constitutes an unfair practice.?'®

In sum, the RPA alters the under_lying rates, costs and fees of an insurance policy, as well

as the choice of law, dispufe resolution and ogncellation terms. As such, it is by definition a
collateral agreement pursuant to California Code of Regulations, title iO, 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.

19 rhid.,
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In Monarch éonsulrfng Ine., 993 N.Y.8.2d 275, the New York Appellate Court addressed
the binding arbitration clauses contained in unfiled side agreements to California worker’s
c;ompensation insurance policies. In that case, an insurance carrier issued worker’s compensation
insurance policies to three California employers, After issﬁing the policies, the insurer sent the
employers additional agresments regarding, among other things, credit issues, payment
obligations, deductible loss reimbursement terms, terms of default, and dispute resolution
procedures.”® The employars claimed these side “payment agreements” were invalid because the -
carrier failed to file the agreements with the WCIRB and the Insurance Commissioner.

In analyzing the employers’ claims, the Monarch court considered the Commissioner’s
2011 directive and the CDI's enforcement action against Zurich. The court found especially
persuasive the CDI’s rejection of Zurich's argument that such payment agreements were mere
financial a,gre:ements.z?1 In affording the Commissioner’s interpretation great weight, the court
stated: “We note that the CDI order to show cause and settlement make clear that the CDI does,
in fact, believe that side agreements are subject to regulatory statutes, and therefore, that thosé
agreemeﬁts are void if insurers fail to file them.”” The court concluded that the side agreements

qualiﬁed “as policy endorsements or agreements collateral to the policies” and thus should have

been submitted to the CDI for approval 2

220 14, at 280,

21 1d. at 281282, _ :

22 1d. at 287. The Monarch court also found Ceradyne, Inc. v. Argonaut Ins. Co. (2009) 2009 WL 1526071, though
unpublished, to be persuasive authority which the court “consider[ed][for] its reasoning without relying on it as
conirolling authority.” In Ceradyne, the insurance company provided a workers' compensation insurance plantoa
large corporation. Several months after the insurance policy took effect, the parties entered into an Insurance
Program Agreement (IPA), which had not been disclosed to or pre-approved by the Insurance Commissioner or the
WCIRB. The IPA contained, among other clauses, arbitration and forum selection clauses. The New York state trial
court refused to stay or dismiss the case pursuant to the arbitration and forum selection clauses in the IPA because
the court found that the entire YPA was void because it had not been disclosed or approved as required by section
11658. The appellate court found that the arbitration and forum selection clause challenged by the insured was void
for failure to file the IPAs under Section 11658.

25 Id. at 289,
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+ Even more recently, al California federai court reiterated the Commissioner’s directive
regarding collateral agreements. In Americ&n Zurich Ins. Co v. Country Villa Service Corp.,
2015 WL 4163008, Zurich and Country Villa were patties to seven consecutive worker’s
compensation insurance policies. Each of the policies contained a standard-form provision that
stated: “The terms of this policy may not bé changed or waived except by endotsement issued by
us to be part of tl_1e pblicy.”224 Zurich and Country Villa then entered into a 20-page Incurred
Deductible Agreement (IDA) which by its own terms “supere;edes any Deductible endorsements
to the Policy(ies), prior communications, negotiations, participating plans or letters of election.”
The IDA defined poliojr terms related to Country Villa’s cost obligaﬁons, created a new
aggregate deductible and further stated that policjf and “all endorsements, extensioﬁs, rencwals
and{or rewrites” are subject to the terms of the ];DA_.%ZS Zurich did not file the IDA with the
WCIRB nor did it seck approval from the Insurance Commissioner. Country Villa sougﬁt a
judicial declaration that the IDA was void and uﬁenforceéble under California law as it was not
filed pursuaﬂt to Insurance Code section 11658 and Regulation 2268. Zurich argued the IDAs
were mere financial agréemehts with the “primary purpose” pf secuting Country Villa's .

deductible obligations under the Large Deductible agreements attached to the insurance

6

policies.22
Relying on Monarch, Ceradyne, and the Commissioner’s ov;rn interpretation of the

statute, the federal court-ﬁeld thé'lt the IDAs could not be understood as a financial agreement

separate from the underlying insurance policy but instea& as an agteement that changes the

policy’s terms.??’ The court further noted that the policy language and the IDAs establish that the

24 American Zurich Ins. Co. V. Couniry Villa Service Corp., supra, 2015 WL 4163008 at *1,
225 *
Id at %2,
226 Id. at *10.
7 1d. at %15.
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1DAs 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. 2 Accbrdingly, Zurich’s failure to file the IDA constituted a violation of
the Insurance Code.
The facts herein are similar to those in Monarch and Country Villa. Respondent initially
soid Shasta Linen a guaranteed-cost policy approved by the Insurance Commissioner.

. Immediately after entering into this insurance contract, Respondent required that Shasta Linen
execute the 10-page RPA; a separate side agreement that modified the payment obligations,
dispute resolutmn mechanism, choice of law and underlymg rates. Respondent did not file this
separate agreement w1th the WCIRB or seek approval from the Insurance Commissioner.
Instead, Respondent argues the RPA merely ouﬂines the profit-sharing mechanism and does not |
af“fect policy rates. But like the unlawful side agreements in Monarch and Country Villa, the
t.erms,of the side agreement supersede those of the policy and as such must be approved by the
Commissioner.

C. EquityComp and the RPA Create a Non-Linear Retrospective Rating Plan
Any lingeting 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 application puts to rest any remaining doubt about the nature of the
EquityComp program. Although Resi)ondent d_istinguishes the RPA from other loss-sensitive

programs, AU’s patent application clearly states, on more than one occasion, that EquityComp

" Ibid.
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~ and the RPA create a noﬁ-linear, retrospective rating plan.%zg 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 retrospéctive rating plan because éf 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.”! AU’s own admissions lead to only one
conclusion; Equity(liomp. and the RPA create a non-linear, re@ospective rating plan.

In addition, AU clearly states its objective in creating the RPA was to circumvent
governmental rggulators who restrict the sale of retrospe;:tive 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, i; 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 Commissioner. . |

| Rcspondent.aclmo‘évled ges that loss-sensitive plans, including retrospective rating plans,
must be filed with thé WCIRB, approved by the Commissioner and attached as endorsements to
a guaranteed-cost policy.”* Failure to do so renders thg plans unlawful. The ALJ finds no reason’
to ignore AU’s own descripﬁon of the RPA. As the RPA cfeates a non-linear'retrospective rating
plan; it must be filed and approved by the Commissioner.
| 2. Equiinomp is not a Fronting Arrangement
Contrary to the statements made in the patent application, Respondent now argues

EquityComp is Irierely a cdptivé fronting agreement and as such, need not be filed and approved

9 ALJ Bxh. 1, column 4, lines 62-63:
B0 ALY Exh, 1, column 6, lines 39-42.
51 ALT Bxh. 1, column 7, lines 42-54.
B2y, §75:2-4.
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by the two regulatory agencies.” This argument both ignores the patent and mischaracterizés
withess téstimony.

A “fronting” policy is a policy which does not indemnify or defend the insured but which
is issued to s.":ttisfy financial responsibility laws of vai'ious jurisdictions “by guaranteeing to third
persbns who are injured that their claims é,gains ” the insured will be paid. ! For example, in the
- area of reinsurance; an eidn_;nitted insurer may agree to issue a primary policy with the
understanding that a non-admitted insurer will reinsure the entire risk. The admitted insurer
typically receives a fee or a small perc.entage of the premium for serving as a “front” for the non-
admitted insurer. - |

| Nothing 1n the facts presented indicates Equitﬁ(C(;mp is a captive fronting arrangement.
: Whﬂe Respondent points to the testimony of Dr. Levine and Mr. Avagliano as evidence of a
fronting arréng;iiient, it is telling that neither Ms Gardiner, AU’s Chief Actuary, Mr, Watson,
| the Equity(fomp Sales Manager, ot Mr. Silver, CIC’s General Counsel described EquityComp as -
a frbnting arrangement. In making this argumeﬁt, Respondent also mjschagacterizés Dr. Levine’s
~ testimony. First, Dr. Levine _indicafed that .partici:;-mants to a fronting arrangement are attempting |
to functionally create self-insurance in situations where the eﬁployer would not quahfy a
licensed sel‘f—insurer.%5 Rather than portray-ing EquityComp as a fronting arrangement, Dr.
Levine téétiﬁed 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

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

B4 derojet-Gen. Corp. v. Transp. Indem. Co, (1997) 17 Cal. 4th 38, 50; Columbic Casualty Co v. Northwestern Nat.
In.s' Co. (1991) 231 Cal.App.3d 457, 471.
23 Ty, 457:7-23. Tr. 459:13-14.
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RPA constituted a collateral agreement and as such must be filed and approvéd by the Insurance
‘Commissioner. > |

In aidditi(.)n, the EquityComp program does not merely cede the risk u:ndeI.*- .the guaranteed- -
cost policj to a captive reinsurer, as-is typical iﬁ a fronting arrangement. Instead, the RPA
modifies the rates charged and premium paid, 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.

D. CDI’s Financial Audits Do Not Constitute Approval of Unfiled Agreement

Respondent also contends that pribr CDI financial examinations revieﬁred the
EquityComp program and the RPA, and constitute apﬁ)roval under the Insurance Code,’
Respondent’s argument can be summarize& aé follows; since the examinations were silent with
regard to EquityComp and the RPA, the CDI tacitly approved the RPA and EquityComp. This
afgument again ignores the clear mandate of Insurance Code section 11658 and mi.scharacterizesr
CDI’s ﬁnanciai and market conduct reports.

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

In addition, Respondent mischaracterizes the CDI’s reports. All three financial
examinations reviewed CIC’s assets and liabilities, and evaluated Respondent’s prospective

risks. Financial examiners did not review the RPA or confirm compliance with section 11658.

28 Ty, 450:15-452:4. ,
#7 Respondent’s Post-hearing Opening Brief, 30:12-37:18.
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The financial examinations make only passing references to EquityComp and evaluation of
EquityComp was well beyond the éxam’s scope. The Market Conduct report’s silence is equally
unpersuasive. The purpose of a market conduct audit is to evaluate an insurance carriet's general
operati.ng procedures.**® The audit does not reqnire the review and approval of side agreements,
such as the RPA. Indeed, Respondent’s legal conclusions are based entirely on conjecture and
silence. Respondent provided no evidence to support their contention that the CDI reviewed the
RPA. and found it complied with the Insurance Code. CDI examiners did not testify during the
evidentiary bearing nor did Respondent make an evidentiary showing regarding the examination
process. Accordingly, this argument is unsupported and without merit.

E. TheRPAis ‘an Iegal Contrnct and Void as a Matter of Law

Having determined the RPA to be an unfiled collateral agreement, Respondent lastly
contends the Commissioner lacks authority to void the RPA’s application 1:0 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 This argument ignores the intent of the
legislature’s comprehensive regulatory scheme and relevant case law.

i. - Statutory Scheme Supports Voiding the RPA

As detailed abové, the RPA modifies the rates and rating plan sold to Shasta Linen by
CIC. Nothing in sectinn 11737, subdivision (f) limits the Commissioner’s authority to remedy |
such violation. In addition, Insurance Code section 11658 states that a workers' compensation
insurance policy or endorsement “shall not be issued by an insurer” unless it is filed with the

WCIRB and in one way or another approved by the Commissioner, and subsection (b) states that

8 Cal. Code of Regs., tit. 10, § 2591,
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issuing an Unapprovéd policy or endorsement “is unlawful.” Section 11658 is clear: the unfiled -
and unapproved RPA. is illegal under section 11658 and therefore void as a mattér of law.2*

In addition, if upon a review of the legislative scheme, a contract-éppea:rs 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 Worker_’s 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 ﬁdditibnal or modified
terms to it‘s insurance pro gram Worker’s compensation insurance is mandatory and Californja
employers expect the statute’s protection. CIC knew of the review and pre-approval process and
_ deliberately ignored that proces'g with regard to the RPA. It cannot now argue the Commissioner
should permit the use of an uﬁapproved rate.

2. Case Law Supports Voiding the RPA

Respondent’é argument is also devoid of case law support and ignores case law directly
on point.

B In Country Villa, discussed ante, the federal court determined that Zurich’s failure to file
the IDA with the WCIﬁB and Insurance Commissioner violated Insurance Code section 11658,
’l;he court held the proper remedy for such a violation was to fil:ld the IDAs void and
unenforceable.* In so holding, the district court stated that unfiled and unapproved side
agreemeﬂts are illegal and void as a matter of law. The court in Monarch came to an identical
conclusion. Noting the Commissioner’s directive and statutory authority regarding dispute

resolution provision in worker’s compensation insurance policies, the appellate court held that

* Kremer v. Earl (1891) 91 Cal. 112 (stating that “[i]t is not necessary that the act itself ... declare in express
words” that a contract in vielation of the act is “void”); see also Monarch, 993 N.Y.8.2d 275, 290-92 and American
Zurich Ins. Co, v, Country Villa Serv. Corp., supra, 2015 WL 4163008, at *16.

0 Kyemer v. Earl, supra, 91 Cal, 112. .

M dmerican Zurich Ins, Co, v. Country Villa Serv. Corp., supra, 2015 WL 4163008, at *16.
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the appropriate penalty is to refus;a to enforce the péyment agreements.>*? As such, the
Commissioner’s decision to void the RPA 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 entichment and a disproportionately harsh penalty upon the plaintiff.*?* The extent of
enforceability and the remedy granted depend upon a variety of factors, iﬁcluding the policy of
the uaﬁsgressed law, the typé of illegality, and the particular facts. Application of these factors to
the RPA supports the conelusion that the RPA should not be enforced.

First, the Insurance dee requires full disclosure, review, and approval for worker’s
comﬁeﬁsgition poiicies in order to safeguard California consumers from expioitative rates and to
prevent monopolies. Shasta Linen is exactly the type of California employer the statutory scheme
is meant to protect. It would defeat the statute’s purpose 0 permit CIC and its affiliated
companies to sell EquityComp and the RPA without regulatory approval and ove;sight. 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
infroduce additional or médiﬁed terms to its insurance program.2**

Second, thére is no risk of unjust enrichment by Shasta Linen. An iﬁsurer’s issuance of an
illegal contract, even if it results in enrichment to the insured, does not result in unjust
enrichment, since the insured did nothing wrong.2** And if the RPA is void, Shasta Linen

remains liable to CIC under the guaranteed-cost policies for the agreed-upon premium and fees,

*2 Monarch Consulting, Inc. v. Not'l Union Fire Ins. Co. of Pittsburgh, supra, 993 N.Y.—S‘.2d at 290,

. ™ Malekv. Blue Cross of Cal. (2004) 121 Cal.App.4th 44, 70; Asdourianv. Araj (1985) 38 Cal.3d 276, 291.
™ American Zurich Ins. Co. v. Country Villa Serv. Corp, supra, 2015 WL 4163008 at *17.

* Id. at *16,
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" Third, voiding the RPA is not an unduly harsh penalty. Respondent knew California’s
filing requireﬁents for policies and endorsement and chose not to seek the required regulatory
approval. Permitting CIC to enforce the RPA would encourage illegal .activity by other insurers
and would be an abdication of the Commissioner’s regulatory oversight. Additionally, because
Shasta Linen remainé liable to CIC under the guaranteed-cost policies, attached endorsements, -
and California law, refusing to enforce the RPA s not unduly harsh, %

And lastly, CIC is not blameless since it created a product to circumx-rent California’s
 statutory and regulatory requirement; a product that ultimately enriched Respondent at the
-expense of California émplbyers. It would not be equitable to allow the party who createci the

illegality to enforce the illegal contact.2*” |
VIIL. Conclusion

Pursuant to Califomia Code of Regulations, title 10, section 2509.61, subdivision (a), a
“party has the bqrden of proof as fo 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 ALJ finds by a
preponderance df the evidence that Appellant met its burden of proof in demonstrating that CIC
issued an unfiled and unapproved collateral agreement that modified tﬁe terms and cpnditions of
the guaranteed-cost policy, in violation of Insyrance Code section 11658 and California Code of

Regulations, title 10, section 2268.

N

S Monarch Consulting, Inc. v. National Union Fire Ins. Co. of Pittsburgh, supra, 993 N.Y.S.2d at 291.

™1 dmerican Zurich Ins. Co. v, Country Villa Serv. Corp, supra, 2015 WL 4163008 at *17. In addition, it would not
be equitable to institute Appellant’s suggested remedy. Appellant argues it should be liable only for the ¢laims paid
during the duration of the three-year program. Shasta Linen provides no support for this contention, nor does Shasta
Linen explain why the Commissioner should bar enforcement of the guaranteed-cost policy.
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ORDER

1. The RPA executed by Shasta Linen is void.

2. Shasta Linen is responsible only for the premium and costs associated with thé three
gummteed—cost policies issued on Jé.nugry 1, 2010, January'l, 2011 and'January 1,2012. To the
extent that Shasta Linen has remitted to CIC funds 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 thie date of this decision.

I submit this proposed decision based on the evidentiary hearing, records and files in this matter
and recommend its adoption as the decision of the Insurance Commissioner of the State of

California.

DATED: November 20,2015

L

KRISTIN L. ROSI '

Acting Chief Administrative Law Judge
- Administrative Hearing Bureau

California Department of Insurance
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NOTICE OF TIME LIMITS FOR RECONSIDERATION & JUDICIAL REVIEW
In the Matter of the Appeal of Shasta Linen Supply, Inc.
File AHB-WCA-14-13

Petitions for reconsiderétion shall be based solely upon, and shall set forth specifically, the
grounds upon which the decision of the Conumissioner allegedly is contrary to law or is
erroneous. A petition for reconsideration shall not refer to, or introduce, any evidence which was
not part of the record of the evidentiary hearing. Any such evidence nonetheless provided shall
be accorded no weight. Copies of documents received in evidence or already part of the records
shall be referenced and attached as exhibits. |

A Petition for Reconsideration must be served on all parties and should be directed to:

Geoffrey F. Margolis
Deputy Commissioner & Special Counsel

California Depaﬁment of Insurance — Executive Office
300 Capitol Mall, 17" Floor
Sacramento, California 95814

Judicial review of the Insurance Commissioner’s Decision may be had pursuant to
California Code of Regulations, Title 10, section 2509.76, by filing a petition for a writ of
mandate in accordance with the provisions of section 1094.5 of the California Code of Civil
Procedure. The right to petition shall not be affected by the failure to seck reconsideration before
the Commissioner.

A Petition for a Writ of Mandamus shall be filed with the Court, and served on the
Insurance Commissioner as follows:

Chao Lor
Attorney
California Department of Insurance — Legal Office

300 Capitol Mall, 17" Floor
Sacramento, Cahforma 95814

Any Petition for a Writ of Mandamus should also be served on the Administrative
Hearing Bureau of the California Department of Insurance as follows:

Department of Insurance
Administrative Hea.rlng Bureau
45 Freemont Street, 22™ Floor
San Francisco, Cahforma 94105




DECLARATION OF SERVICE BY MAIL

Case Name/No.: In the Matter of the Appeal of:
SHASTA LINEN SUPPLY, INC.
File AHB-WCA-14-13

I, SHANNON HEINZER, declare that:

I am employed in the County of Sacramento, California. I am over the age of 18 years and
not a party to this action. My business address is State of California, Department of Insurance,
Executive Office, 300 Capitol Mall, Suite 1700, Sacramento, California, 95814.

I am readily familiar with the business practices of the Sacramento Office of the California
Department of Insurance for collection and processing of correspondence for mailing with the
United States Postal Service. Said ordinary business practice is that correspondence is deposited
with the United States Postal Service that same day in Sacramento, California.

4 On January 22, 2016, following ordinary business practices, I caused a true and correct copy
of the following document(s):

ORDER ADOPTING PROPOSED DECISION; PROPOSED DECISION; AND
NOTICE OF TIME LIMITS FOR RECONSIDERATION & JUDICIAL
REVIEW

to be placed for collection and mailing at the office of the California Department of Insurance at 300
Capitol Mall, Sacramento, California, 95814 with proper postage prepaid, in a sealed envelope(s)
addressed as follows:

(SEE ATTACHED SERVICE LIST)

I declare under penalty of perjury that the foregoing is true and correct, and that this
declaration was executed at Sacramento, California, on January 22, 2016.

SHANNON HEINZER/ V/7



PARTY SERVICE LIST
SHASTA LINEN SUPPLY, INC.
AHB-WCA-14-13

Craig E. Farmer, Esq. Attorney for Appellant
FARMER SMITH & LANE, LL.P

3620 American River Drive, Suite 218

Sacramento, CA 95864

Tel. No.: (916) 679-6565

FAX No.: (916) 679-6575

Spencer Y. Kook, Esq. Attorney(s) for
James C. Castle, Esq. California Insurance
HINSHAW & CULBERTSON LLP Company

633 West Fifth Street, 47™ Floor
Los Angeles, CA 90071

Tel. No.: (213) 680-2800

FAX No. : (213) 614-7399

Brenda J. Keys, Esq. Attorney for

Senior Vice President — Legal Workers’ Compensation
WORKERS’ COMPENSATION - Insurance Rating Bureau
INSURANCE RATING BUREAU

1221 Broadway, Suite 900
Oakland, CA 94612

Tel. No.: (415) 778-7000
FAX No.: (415) 371-5202




