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Comments on Norcal California Medical Malpractice Filing Dated July 1, 2003
CADOI Filing No. 03-5028

Date September 30, 2003
To Dan Zohar, Pamela Pressley
From Allanl. Schwartz

There are three areas of the Norcal filing that I will comment upon at the current time.!
These are : (1) development, (2) trend and (3) ancillary income.

Norcal’s selected ultimate losses & ALAE are higher than those derived using incurred
development by about 11%. Norcal’s use of a higher than appropriate trend factor results in the
projected rate period losses & ALAE being inflated by about 8%. Either of these revisions alone
would effectively eliminate any indication for a rate increase. Taken together, the indicated rate
change would be for a material decrease in rates. We have not been able to calculate the
numerical impact of our position regarding ancillary income given the time and data available.

These issues are discussed further in the remainder of this memorandum.

Development

Norcal’s selected ultimate losses & ALAE are higher than those derived using incurred
development by about 11%. (Exhibit page 1)

Norcal’s selected ultimate losses & ALAE are based upon a combination of the results
from applying incurred and paid development. Under the current circumstances, it is not
appropriate to use paid development, and the results from incurred development should be relied
upon for the rate level indication.

The paid loss development factors are much higher numerically than the incurred
development factors. These are compared in the following table.

Comparison of Incurred and Paid Loss Development Factor

Development Factor Ratio of

Development Period Incurred Paid Paid to Incurred
st to Ultimate 2.488 36.459 14.7
2nd to Ultimate 055 3.080 29
3rd to Ultimate 0.987 1.532 1.6

t It should not be assumed that we are in agreement with any of the methods in the Norcal filing
that we have not commented upon.
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As a result of the much higher numerical value of the development factors using the paid
method, the paid method is subject to a much higher degree of uncertainty and variability. This
is especially the case for a line of insurance such as medical malpractice with very high limits of
coverage. The presence or absence of one or a few paid claims at the early maturities can have a
dramatic impact on the projections of the ultimate losses. At a first maturity, a change in the
reported paid losses of $1,000,000 has an impact on the projected ultimate losses of $36,459,000.
By contrast, a change in the reported incurred losses of $1,000,000 at a first maturity has an
impact on the projected ultimate losses of only $2,488,000. This high degree of variability using
the paid development method may explain why Norcal’s projection of ultimate losses using the
paid method increased by about 120% from report year 1999 to report year 2002 (values of
$60,312,463 in 1999 and $131,536,880 in 2002) even though exposures increased by less than
10% (from 16,109 in 1999 to 17,360 in 2002) and why Norcal’s projection of ultimate losses for
2002 using the paid method was more than twice as high as using the incurred method (values of
$131,536,880 for paid and $63,819,032 for incurred)

In addition, the historical development factors show a much larger degree of variability
for the paid method than the incurred method.

Coefficient of Variation of Development Factors for Incurred and Paid Data

Development Cocfficient of Variation? of Development Factors For
Maturities (Mos) Incurred Paid
12to 24 15% to 20% 60% to 100%
24 to 36 10% to 15% 20%
36t0 48 5%to 10% 5%to 15%

This high degree of observed volatility in the paid development factors is another reason
not to rely on the indications from that method for the analysis of this filing.

Furthermore, the original Norcal filing used only the indications for the incurred
development method. (Exhibit pages 4 to 6) It was only after various adjustments were made to
the Norcal rate calculation to be consistent with the rate making regulations in California and the
recent SCPIE decision, that Norcal inserted paid development into the projected ultimate loss &
ALAE calculations. Hence, in terms of the original filing by Norcal, the company itself believed
that incurred development was the appropriate method to rely upon to derive the projected
ultimate losses & ALAE.

2 The values in the table are approximate ranges. See Exhibit pages 2 and 3 for the detailed
calculations.
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Based upon these calculations we selected an annual pure premium loss & ALAE trend of
4% a year for this analysis. This reasonably balances the trend indications over the various time
periods.

Norcal is using a 6.9% annual trend. This is 2.9% a year higher than a reasonable value
of 4%. The average number of years of trend is 3. Hence, the trends used by Norcal inflate the
projected rate period losses and ALAE by somewhat over 8%.4

Ancillary Income

Norcal calculates a projected value for ancillary income (excluding federal taxes) of a
loss of approximately $1 million. (Exhibit page 10)

The basis for this negative ancillary income is explained by Norcal as, “We expect future
ancillary income to be negative in the future as the result of expenses of new reinsurance contract
effective 1/1/2003.”

However, rate making is supposed to be done on a direct basis before reinsurance, not on
a net basis after reinsurance. Norcal, by reflecting costs of a reinsurance contract’, is effectively
doing rate making on a net basis after reinsurance. This is contrary to the applicable procedures
in California which call for rate making to be performed on a direct basis before reinsurance.

Any costs that Norcal has included in its rate request for the cost of reinsurance should be
removed.

“(69%-40%)X3=8.7%

3 The terms or details of this reinsurance contract have not been supplied.
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NORCAL MUTUAL INSURANCE COMPANY
Incurred Loss Development as of December 31, 2002
Report Year 12to 24 24 t0 36 36 to 48
1975 2.201 0.796 2.616
1976 1.216 1.054 1.467
1977 1.694 1.369 0.869
1978 2.654 1.171 0.867
1979 1.258 1.075 0.852
1980 1.629 0.888 0.806
1981 1.400 0.859 1.012
1982 1.325 1177 0.752
1983 1.842 0.899 - 0.923
1984 1.356 0.897 1.014
1985 1.516 1.187 1.042
1986 2.078 1.085 0.868
1987 1.613 1.066 0.908
1988 1.552 1.006 0.861
1989 1.684 1.135 0.952
1990 1.568 1.061 1.083
1991 1.427 1.137 1.103
1992 1.929 1.032 1.027
1993 1.952 1.082 0.913
1994 1.905 1.075 0.908
1995 2.336 0.883 0.910
1996 1.807 1.019 1.010
1997 1.641 1.260 0.914
1998 2.121 0.893 1.007
1999 2.339 1.135 0.985
2000 2.255 1.166
2001 2.470
Average :
All Years 1.806 1.054 1.027
1980 to Present 1.807 1.045 0.950
1985 to Present 1.894 1.076 0.966
1990 to Present 1.979 1.068 0.986
1995 to Present 2.108 1.095 0.979
Standard Deviation :
All Years 0.386 0.134 0.351
1980 to Present 0.336 0.116 0.088
1985 to Present 0.319 0.096 0.074
1990 to Present 0.319 0.106 0.089
1995 to Present 0.283 0.140 0.044
Coefficient of Variation :
All Years 21% 13% 34%
1980 to Present 19% 11% 9%
1985 to Present 17% 9% 8%
1990 to Present 16% 10% 7%
1995 to Present 13% 13% 5%
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NO L AL IN M
Incurr velopment as of December 31
Report Year 12t024 241036 361048

1975 1.817 1.000
1976 10.917 1.349
1977 3.046 3.430
1978 1.839 2.093
1979 2.002 1.2563
1980 3.399 1.918
1981 2.372 2.002
1982 2.492 1.307
1983 1.991 1.291
1984 2.077 1.280
1885 2.281 1.247
1986 1.540 1.391
1987 2.688 1.361
1988 2.996 1.378
1989 2.283 1.357
1990 2.436 1.378
1991 3.319 1.454
1992 2.275 1.212
1993 2.578 1.268
1994 2.195 1.102
1995 2295 1.158
1996 2.393 1.209
1997 3.129 1.202
1998 1.779 1.241
1999 2.240 1.311
2000 2.023

2001



