











SB 706, Page 3

it is grossly unfair to homeowners and bad for the real estate market to
cancel a homeowners insurance policy simply because a CEA surcharge
isn't paid canceling a CEA policy

Finally, the CEA governing board has hired a team of consultants to
review operations. The author may amend this bill after the CEA
governing board receives its report. The report is expected by May. |f
the bill is amended the author commits to returning the bill to this
committee for review.

3. Opposition.

None
4. Prior/similar legislation.

2000-2001 session: AB 1132 {Calderon)- would authorize use of
additional forms of financing for the CEA ; AB 1384 {Cox)- would
require the CEA board to appoint one of its members to review
legislation ‘

1999-2000 session: SB 1925 (Speier)-Fiscal solvency of CEA, notices
to insureds, and other proposed changes; SB 622 (Speier)- Statute of
limitations for earthquake insurance claims; SB 966 (Judiciary
Committee-Chapt. 83, Statutes of 1899) - code maintenance; AB 964
(Aroner-Chapt. 715, Statutes of 1922)- membership in CEA and
changes to CEA retrofit program

POSITIONS

Support

None
Oppose
None

Consultant: Brian Perkins 445-0503
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To Whom It May Concemn:

SB 706, as in print on March 27, 2001, needs an amendment. Section 2 of the bill, starting on

page 4 at line 35, needs to be deleted. We would appreciate these amendments by Tuesday,
April 10, 2001. ‘

Sincerely,

! :
Brian Perkins

Senate Insurance Committee -
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SENATE RULES COMMITTEE SB 706
- Office of Senate Floor Analyses
- 1020 N Street, Suite 524 ‘

(916) 445-6614 Fax: (916) 327-4478

THIRD READING

Bill No: SB 706
Author: Speter (D)
Amended: 4/17/01
Vote: 21

SENATE INSURANCE COMMITTEE: 7-0, 4/4/01
AYES: Speier, Escutia, Figueroa, Johnson, Olier, Scott, Soto

SENATE APPROPRIATIONS COMMITTEE: Senate Rule 28.8

_ ‘ SUBJECT: California Earthquake Authority

SOURCE: Author

DIGEST: This bill eliminates uneamned premium from the definition of
the California Earthquake Authority’s available capital.

ANALYSIS:

Existing Law

L. Existing law provides for the creation of the California Barthquake
Authority (CEA) to be administered under the authority of the Insurance
Commissioner. The CEA is authorized to sell policies of basic
earthquake insurance in conjunction with policies of residential property
insurance issued by insurers that have transferred their earthquake risk to
the CEA. | :

' 2. Existing law defines “available capital” for purposes of the CEA,
excludes reinsurance proceeds and capital market proceeds from the
_ definition of available capital.

LIS-5 CONTINUED
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This bill revises the definition of “available capital” to exclude unearned
premium.

In brief, unearned premium is that portion of premium that is not yet earned
by an insurance company because the premium is intended to cover a future
risk. In the event a policyholder cancels coverage, all or a portion of
unearned premium may be refunded.

The author’s office states that the CEA, and other insurers, do not count
unearned premium as capital available to pay claims because, among many
reasons, the money may be needed to make refunds to policyholders.
However, existing law governing the CEA does not exclude unearned
premium from the definition of the CEA’s available capital. The author is
proposing a change in the law because the discrepancy between current
practices by the CEA and the existing law may become significant after a
major quake depletes the CEA’s cash balance. If the CEA is holding
millions of dollars as unearned premium, there may be a temptation for
participating companies to argue that this money should be used to pay
claims before member companies are asked to make further monetary
contributions. The author believes that this amendment, although
substantive, is also clarifying in the sense that it reflects an existing practice
considered prudent in the insurance industry and already followed by the
CEA.

FISCAL EFFECT: Appropriation: No Fiscal Com.: Yes Local: No

SUPPORT: (Verified 5/7/01)

Consumers Union
Personal Insurance Federation of California

DLW:cm 5/8/01 Senate Floor Analyses
SUPPORT/OPPOSITION: SEE ABOVE
dede kR END krkx
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Date of Hearing: July 11, 2001
ASSEMBLY COMMITTEE ON INSURANCE
Thomas M. Calderon, Chair
SB 706 (Speier) - As Amended: April 17, 2001

SENATE VOTE : 39 - 0

SUBJECT : Insurance: earthquake coverage policies

SUMMARY : Revises the definition of "available capital” for the
purposes of the California Earthquake Authority (CEA) to exclude
unearned premiums.

EXISTING LAW:

1)Provides for the creation of the California Earthquake
Authority (CEA) to be administered under the authority of the
Insurance Commissioner (IC).

2)Authorizes the CEA to sell policies of basic earthquake
insurance in conjunction with policies of residential property
insurance issued by insurers that have transferred their
earthquake risk to the CEA.

3)Provides for the CEA to be governed by a three member
governing board authorized to conduct the affairs of the
authority including entering into financial obligations
relating to the operation of the authority.

4)Defines "available capital"” for the purposes of the CEA to

mean the sum of all moneys and invested assets actually held
in the CEA Fund (Fund), except as otherwise allocated to pay
specific losses and loss adjustment expenses under policies of
basic residential earthquake insurance. "Available capital”
includes all interest or other income from the investment of
money held in the Fund. "Available capital" does not include
the proceeds of contracts of reinsurance procured by or in the
name of the authority or any funds realized on account of any
transaction pursuant to capital market contracts.

FISCAL EFFECT : Unknown

COMMENTS =

LIS-6
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Unearned premium is that portion of premium that has already
been paid to the insurer by the consumer but that has not yet
been earned by the insurer. Unearned premium is that part of
the written premium that is applicable to the unexpired portion
of the policy period. The unearned premium, which is intended
to cover a future risk, may be reimbursed to the consumer in
full or on a pro-rata basis in the event the insurer or the
policyholder cancels or discontinues coverage.

The author's office states that this bill is intended to "solve
a glaring problem in the existing CEA statutes - the incomplete
identification of "available capital." The author's office
also contends that this bill should "serve as a vehicle for
other needed changes” that are expected to be recommended by the
report on the CEA which was released to the public on July 6,
2001.

The author's office states that the CEA, and other insurers, do
not count unearned premium as capital available to pay claims
because, among many reasons, the money may be needed to make
refunds to policyholders.

The author is concerned that if unearned premium is not excluded
an insurer or reinsurer may refuse to pay either an assessment
or reinsurance, when called upon to do so, arguing that the CEA
must first use unearned premium as available capital before
requesting that the insurer pay. If this scenario did occur, it
is possible that CEA policyholders would not be paid; or, that
the CEA might be forced to pay claims pro-rata.

COMMITTEE RECCOMMENDATIONS:

California Insurance Code sections regulating title, mortgage
guarantee and various other types of insurance lines require
that unearned premium be kept in a reserve account maintained by
the insurer. The purpose of the requirement is to ensure that
in the event that unearned premium is due the consumer that it
has not been spent and will be readily accessible for
reimbursement to the insured. The author may want to consider
imposing this requirement on the CEA.

However, this bill is in spot form.

Further, this bill and the other bills related to it are
candidates for a conference committee relating to the CEA and

SB 706
Page 3

the recommendations suggested in the much anticipated and

http://www.leginfo.ca.gov/pub/01-02/bill/sen/sb_0701-0750/sb_706_cfa 20010710 135525... 8/9/2006
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recently released Tillinghaust-Towers-Perrin report.
SUPPORT:

The Personal Insurance Federation of California supports the
basic public policy change in the bill because it allows the CEA
to act in a "consumer friendly and business wise fashion."

RELATED LEGISLATION:

AB 940 (Keeley), expands voting membership of the CEA board to
include appointees of the President Pro Tempore of the Senate
and the Speaker of the Assembly.

AB 1182 (Calderon), allows the CEA to consider financial
investment options that reasonably provide the same financial
framework as reinsurance and capital markets in order to achieve
maximum capacity for earthquake coverage.

REGISTERED SUPPORT / OPPOSITION

Support
Personal Insurance Federation of California

Opposition

None on file

Analysis Prepared by : Liberty Sanchez / INS. / (916) 319-2086

http://www.leginfo.ca.gov/pub/01-02/bill/sen/sb_0701-0750/sb_706_cfa 20010710 _135525... 8/9/2006



SB 706 (Speier)

L. Who is source of the bill?  Author as sponsor.

et ——

2. Similar bill been introduced before?

2000-2001 session: AB 1132 (Calderon)- would authorize

use of additional forms of financing for the CEA ; AB

1384 (Cox)- would require the CEA board to appoint one

of its members to review legislation. AB 940 (Keeley) would expand
voting membership of CEA board to include appointees of

the President pro Tem of the Senate and Speaker of the Assembly

1999-2000 session: SB 1925 (Speier)-Fiscal solvency of
CEA, notices to insureds, and other proposed changes;

SB 622 (Speier)- Statute of limitations for earthquake
insurance claims; SB 966 (Judiciary Committee-Chapt.

83, Statutes of 1999) - code maintenance; AB 964
(Aroner-Chapt. 715, Statutes of 1999)- membership in CEA
and changes to CEA retrofit program

3. Interim hearing reports? :
a. Senate Insurance Committee report, “Consumers On Shaky Ground,” an
Assessment of the California Earthquake Authority,” March 2000.

b. A financial, actuarial, and management review of the CEA by

Tillinghast - Towers Perrin (TTP), submitted to the CEA on July
14, 2000.

c. A more extensive review of the CEA’s management, marketing,
capitalization and related issues to be released shortly by the CEA.

4. Problem or deficiency in law?

The bill is intended to solve on glaring problem in the existing CEA statutes — the
incomplete 1dentification of “available capital,” and to serve as a vehicle for other needed
changes that are expected to be identified once the Tillinghaust report is released.

Available capital: Under current statutes, available capital is identified, but the category
of unearned premium has not been excluded from available capital. It must be excluded.
Unearned premium is premium that insurers need to keep on hand, and that they are
generally not permitted to use to pay claims, because policyholders may need a refund at
a mid-point in the policy term. SB 706 excludes unearned premium from available
capital, in keeping both with the current accounting practices of the CEA and with
industry standards on this issue. If unearned premium is not excluded, then it raises the
possibility that an insurer or reinsurer will refuse to pay either an assessment or

f
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reinsurance, when called upon to do so, arguing that the CEA must first use unearned
premium as available capital before requesting that the insurer pay. If an insurer or
reinsurer refused to pay then, at a minimum, it is possible that CEA policyholders would
not be paid or that the CEA might be forced to pay claims pro rata. A defect in the
statutes should not result in such a hardship for earthquake-damaged policyholders.

Other issues. The Department of Insurance (DOI), in recent conversations with the
author’s staff, has indicated that there may be other categories of capital that need to be
excluded. The author’s staff has asked the DOI to produce a memorandum explaining
the other categories, and to make this memorandum available to interested parties for
purposes of evaluation and comment. It is the author’s intent that SB 706 eventually go
to conference committee where the issues of the CEA can be examined in light of the
input from all interested parties and the public, and that other bills that impact the CEA
will also be sent to that conference committee for inclusion in the overalt CEA
discussion. There is no intent by the author to include any recommendations by the DOI
as a substantive amendments to this bill prior to the conference committee.

Background materials: See committee report and analysis of this bill
Letters of support/opposition.
No substantive amendments.

Staff contact: Brian Perkins 445-0503
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California’s Personal Lines Trade Association
REPRESENTING THE LEADING AUTOMOBILE AND HOMEOWNERS INSURERS

204
MEMORANDUM

Date: July 2, 2001

Assemblyman Tom Calderon, Chair
Members, Assembly Insurance Committee
From: Dan C. Dunmoyer, President %
G. Diane Colborn, Vice President of Legislative and Regulatory Affairs
Michael A. Gunning, Senior Legislative Advocate
Re: - 8B 706 (Speier): Earthquake

Assembly Insurance Committee Hearing: July 11, 2001
PIFC Position: Support

The Personal Insurance Federation of California (PIFC), representing insurers
selling over 50% of the earthquake insurance written in the California Earthquake

\/Authority (CEA) and nearly half of all earthquake insurance sold in the state of

California, supports SB 706 by Senator Speier. Senate Bill 706 (Speier) makes
one modest change to the CEA statute.

SB 706 amends the definition of “available capital” to clarify that available capital
does not inciude “unearned premium”. We support this basic public policy

change because it allows the CEA to act in a consumer friendly and business
ise fashion,

Section 1 of the measure that changes the definition of “available capital”
to exclude unearned premium is an appropriate change to make to the
CEA. To understand the benefit of this change, it is best to explain the difference
between earned and unearned premium.

Th

oney a policyholder pays to keep insurance in force is called premium:
Earned Premium: The portion of the total premium that applies to the
amount of the policy already expired is called “ggrned premium”. Put more
simply, earned premium is the amount of the premium that has been “ysed
Lp” during the term of the policy period. For example if a six month policy
has been in effect for three months, half of the total premium is said to be
‘earned”.

2. Unearned Premium: The part of the policy premium that a company has
collected but has yet to earn (because the policy still has an unexpired
portion of the policy period to run) is called “unearned premium”. Put more
simply, unearned premium is that part of the written premium that is
applicable to the unexpired portion of the policy period. So, for an annual

- premium, at the end of the second month of the premium, five-sixths of the

SUITE 2030 « SACRAMENTO, CA 95814 -
E-MAIL: info@pifc.org

PHONE (916) 442 » 6646 «
* WEBSITE: www.pifc.org

FAX (916) 446 - 9548
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premium is unearned. What should be noted is that on a traditional insurance company balance
sheet, unearned premium is recorded as a liability. !t is recorded as such because the insurer
would be required to repay this balance to its policyholider should the policyholder elect to
cancel the policy before the full term of coverage expires.

Therefore, changing the definition of available capital within the CEA to exclude uneamed
premium is not only standard insurance practice, it is appropriate policy to ensure that if a
policyholder elects to cancel a policy there is money to provide for a refund. We believe this is
one of the first of hopefully a number of incremental changes that will allow the CEA to operate
in @ more business wise fashion. :

For the reasons stated above the Personal Insurance Federation of California supports
8B 706. If you have any questions or concerns regarding the position taken in this letter, please
contact Dan Dunmoyer at (916) 442-6646.,

cc: Honorable Jackie Speier, Author
Ann Richardson, Deputy Legislative Secretary, Govemor's Office
Mike Mattoch, Assembly insurance Committee

Kevin Hanley, Assembly Republican Caucus
4.8B 708-Senins7/11.doc
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