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

September 30, 2003Date

Dan Zohar, Pamela PressleyTo

From Allan 1. Schwartz

There are three areas of the Norcal filing that I will comment upon at the current time.1
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 cunent 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 Develooment Factor

Development Factor
Incurred ~

Ratio of
Paid to IncurredDevelopment Period

36.459 14.72.488st to Ultimate

3.080 2.9,0552nd to Ultimate

1.60.987 1.5323rd to Ultimate

I 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$l,OOO,OOO has an impact on the projected ultimate losses of$36,459,OOO.
By contrast, a change in the reported incurred losses of$l,OOO,OOO 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 Develooment Factors for Incurred and Paid Data

Coefficient ofVariation2 of Development Factors For
Incurred ~

Development
Maturities (Mos)

12 to 24 15% to 200/0 60% to 100%

24 to 36 10% to 15% 20%

36 to 48 5% to 100/0 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.

Furthennore, 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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For all these reasons, it is appropriate to rely on the indications from the incUITed
development method to derive the projected ultimate values for losses & ALAE. The paid
development method should not be used for the analysis of this filing.

~

Norcal's use of a higher than appropriate trend factor results in the projected rate period
losses & ALAE being inflated by about 8%. (Exhibit page 7)

We analyzed the indicated pure premium3 trend over various time periods. (Exhibit
pages 8 and 9) The results of this analysis is set forth in the following table.

Summary of Indicated Annual Pure Premium Loss & ALAE Trend

Time Period Indicated Annual Loss & ALAE Trend

1994 - 2002 +3.6%

1995 - 2002 +3.4%

1996 - 2002 +3.3%

1997-2002 +5.2%

1998-2002 +6.3%

1999 - 2002 +5.6%

2002 +0.9%

- 2002 -3.0%

Average +3.0010

The longer tenn trends (over 7 to 9 years) are in the range of about 3Y2% a year. The
intennediate term trends (over 4 to 6 years) are in the range of about 5Y2% a year. The shorter
tenn trends (over 2 to 3 years) are about flat (0.9%) to decreasing (-3.0%). This may indicate a
turning point and lower trends into the future. The average of all the trend indications is about
3% a year. The average excluding the two year trend from 2001 to 2002 is about 4% a year.

3 The pure premiwn takes into account both claim frequency and claim severity.
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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.~/o a year higher than a reasonable value
of 4%. The average number afyears 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) ofa
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 contractS, 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.

4 ( 6.9% - 4.00/0 ) X 3 = 8.7%

S The terms or details of this reinsurance contract have not been supplied.
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NORCAL MUTUAL INSURANCE COMPANY

Incurred Loss DeveloDment as of December 31.2002

36 to 48

2.616
1.467
0.869
0.867
0.852
0.806
1.012
0.752
0.923
1.014
1.042
0.868
0.908
0.861
0.952
1.083
1.103
1.027
0.913
0.908
0.910
1.010
0.914
1.007
0.985

12 to 24

2.201
1.216
1.694
2.654
1.258
1.629
1.400
1.325
1.842
1.356
1.516
2.078
1.613
1.552
1.684
1.566
1.427
1.929
1.952
1.905
2.336
1.807
1.641
2.121
2.339
2.255
2.470

g~to36
0.796
1.054
1.369
1.171
1.075
0.888
0.859
1.177
0.899
0.897
1.187
1.085
1.065
1.006
1.135
1.061
1.137
1.032
1.082
1.075
0.883
1.019
1.260
0.893
1.135
1.166

Reoort Year

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

1.806
1.807
1.894
1.979
2.106

1.054
1.045
1.076
1.068
1.095

1.027
0.950
0.966
0.986
0.979

Average:
All Years
1980 to Present
1985 to Present
1990 to Present
1995 to Present

0.386
0.336
0.319
0.319
0.283

0.134
0.116
0.096
0.106
0.140

0.351
0.088
0.074
0.069
0.044

Standard Deviation:
All Years
1980 to Present
1985 to Present
1990 to Present
1995 to Present

21%
19%
17%
16%
13%

13%
11%
9%
10%
13%

34%
9%
8%
7%
5%

Coefficient of Variation:
All Years
1980 to Present
1985 to Present
1990 to Present
1995 to Present

preliminary draft: for settlement discussion purposes only
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NORCAl MUTUAL INSURANCE COMPANY

Incurred Loss Develooment as of December 31.2002

36 to 48

1.000

1.349

3.430

2.093

1.253

1.918

2.002

1.307

1.291

1.280

1.247

1.391

1.361

1.379
1.357

1.378

1.454

1.212

1.266

1.102

1.158

1.209

1.202

1.241

1.311

24 to 36

1.617
10.917
3.046
1.839
2.002
3.399
2.372
2.492
1.991
2.077
2.281
1.540
2.688
2.996
2.283
2.436
3.319
2.275
2.578
2.195
2.295
2.393
3.129
1.779
2.240
2.023

12 to 24Reoort Year

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

2.654
2.280
90.617
18.445
36.539
6.675

42.048
135.228
32.275
19.409
54.320
11.834
24.953
27.572
5.532
9.763

24.962
16.729
37.256
31.972
9.077
4.521

22.190
8.448
35.711
9.045

1.448
1.353
1.285
1.253
1.241

27.694

27.548

20.782

17.934

14.832

2.700
2.418
2.403
2.424
2.313

Averaae:
All Years
1980 to Present
1985 to Present
1990 to Present
1995 to Present

1.712
0.463
0.450
0.429
0.418

0.479
0.219
0.097
0.099
0.051

28.697
27.047
13.220
11.559
11 .684

Standard Deviation:
All Years
1980 to Present
1985 to Present
1990 to Present
1995 to Present

33%
16%
8%
8%
4%

63%
19%
19%
18%
18%

104%
98%
64%
64%
79%

Coefficient of Variation:
All Years
1980 to Present
1985 to Present
1990 to Present
1995 to Present

preliminary draft: for settlement discussion purposes only
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Exhibit 5NORCAL MUTUAL INSURANCE COMPANY
California 2004
California Physicians and Surgeons Professional Liability
Incurred ALAE Evaluated as of 12/31/2002
Report Year Totals

Projected Ultimate ALAE Using Development
Technique on Incurred ALAE

Projected
UIUmate
ALAE

(2) x (3)
(4)

Development
Factor to
Ultimate

Report
Year

Incurred
ALAE

(2)" (3)(1)

27,748
575,389

1,957,034
3,377.288
5,172,671
6,816,287
7,830,433
8,448,053

10,124,924
10,938,980
14,218.380
11,586,037
19,174,886
17,073,197
20,369,528
24,223,885
28.338,849
30,850,475
35,481,317
32.233,838
38,999,890
48,292,285
42,331,654
38,735,230
37,881,716
45,137,155
40,433,110
20,937,097

1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.002
1.010
1.020
1.037
1.089
1.374
2.768

1;75
1;78
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

27,748
575,389

1,957,034
3.377,288
5,172,671
6.816,287
7,830,433
8,446,053

10,124,924
10,938,980
1.,216,380
11,586.037
19.174,886
17.073,197
20,369,528
24.223.885
28.338,649
30.850,475
35,481,317
32,233,838
38,999,890
48,388.870
42,755,648
39,514,434
39.300.695
49,169,304
55,540,798
57,951.740

Total S601,se3.098 $660,436.338
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Exhibit 6
Sheet 1

NORCALMUTUALINSURANCECOMPANY
California 2004
California Physicians and Surgeons Professional liability
Incurred Indemnity Evaluated as of 12/31/2002
Report Year Totals

Projected Ultimate Indemnity Using Development
Technique on Incurred Indemnity

Projected
Ultimate

Indemnity
(2) x (3)

(4)

Development
Factor to
Ultimate

Report
Year

Incurr-ed

Indemnity
(2)11\ (3)

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

13,573
2,563,533
6,953,564
9,582,984

11,254,774
12,196,144
17,269,450
13,944,354
18,087,154
14,423,444
24,264,436
17,077,914
17,315,179
16,542,810
22,662,395
30,636,044
30,301,726
36,517,460
44,487,678
40,056,748
44,168,661
61,980,515
53,760,463
43,369,675
54,212,451
65,354,118
63,722,151
25,652,664

1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
1.000
0.999
1.002
1.002
1.002,
1.062
1.025
0.989
1.068
2.350

13,573
2,563,533
6,953,564
9,582,984

11,254,774
12,196,144
17,269,450
13,944,354
18,087,154
14,423,444
24,264,436
17,077,914
17,315,179
16,542,810
22,862,395
30,636,044
30,301,726
36,517,480
44,487,678
40,016,692
44,256,866
62,104,290
53,867,822
46,063,661
55,564,658
64,639,780
68,067,704
60,284,523

Total $796.572,061 $841,160.629

)

~
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EXhIlit 20
Sheet 2

NORCAL Mutual Insurance Company
Indic.ted Rate Change for Policy Vear 2004 with 7.02% PrOjected Yield

Report Po.porl
Year Vear
2000 2001

163.722

.
Report
Yea,
2002 Source

(1) Historic Indemnity Losses Incurred ($000) $65.354 $25.653 Form RA-5. Row (6)

2.35 Form RA-5. Row (8)

1.1~7 Form RA-5. Row (10)

(2) Indemnity Loss Development Factor 0.989 1.06&

(3J Indemnity Trena 1.316 1.228

(") Projected Indemnity Losses (50001 $85,060 S83.572 $89,146 ~ (1) X (2) X (3)

(5)

(6)

tot.fOliC AlAE Incurred ($000) $45,137 $40,4c33

ALAE Development Fador 1.089 1.374

(7) ALAE Trend

(8\ Projected ALAE (SOOO]

1..316 1.228

$64.687 $88.221

(9) Base Class Equivalent Exposure, 18,578 17.083

$66.473 . (5) x (8) x (7)

17.3&0 Form RA-5. Row (5)

:10) Projected Indemnity Loss per Exposure $5,132 ~.898 $3.983 . (~) I (9) x 1000

S3.829 . (8) I (9) x 1000$3.902 $3,998(11) Projected ALAE per Expolwe

(12) DO&R Load 1.0SO Norcal

(131 $0 so so Fonn M-S. Row (18)

('4)

Othe$" Acquisi1ion Expenses

General Expenses S1~.047 $14,292 $15.369 Form RA-S. Row (19)

(15) Tlxes. Licenses. & Fees (excluding S~le TaK) $120 $284

(11) unallocated Loss Adjustment Expense $18.853 $17.682

117) Other Expense Items $1,707 $1.854

18) Tolal Fixed Expenses $34.727 $3~.112

(19) Fixed ~pen$e per ExpO&lXe $2.095 $1.999 '
::~!(20) Commi$sion (as % or premium) 2.8% 4.2-/0 3.Q% Form M.S. Row (17)

(21) Premium Tex (I' % 01 premklmJ 2.35% 2.35% 2.35%

;Y;;~:~
,,;,..:~

;";1"~
.,1:;,;i.::..~

(221 Total Variable Expenses (as % 01 premium) 5 t5% 6.55%; 6.25%

Dept, of Insurance

. (20) + (21)

(23) Maximum After-Tax Rile of RelIXn 15% 15% 1S% Dept. of InstXance

1.0 1.0 1.0 Dept. of In$uranc:e

21.0% 21.0% 21.0% Dept. of Insurance

0.790 0.790 0.790 = 1 . (25)

19.0% 19.0% 19.0% . (23) 1(24) x (28))

7.02% Dept 01 Insurance(28) Projeded Yield

(291 Indemnity Loss Reserves 1$000) 5188.301 $168.359 Form RA-5. Row (27)

(30) LAE Reserves ($000) $138.569

t311 Unearned Premium Reserves (SOOO) $26.372

(32) Tolal Reserves (SOOo)
$353.242 . (29) + (30) + (31)

.(

(33) 5338.388 Average of (32)

(~)

Average Reserve$ ($000)

Earned Premium

Q(35) Reserves Ralio

S1~7 .2~5 Form RA-5. Row (2)

2.30 . (33) I (34)

$123. 1~ Forni RA-5. Row (28)

$32.069 Form RA-5. Row (29)

$323,533
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Exhibit 16NORCAL MUTUAL INSURANCE COMPANY
California 2004
Medical Malpractice - Physicians and Surgeons Professional liability

Anclllsrv Income

(1) 2000 AncIllery Income 12~.341
~ UIt 1202. ~. 4 d NO~C.AJ... 2000 Afw"Iu. 81BI.nwII

93.199(2) 2001 Ancillary Income
Sour~ L.r1e 1302. Pg. 4 of NORCAL's 2001 M'\1161 S\ale~

3g,187(3) 2002 AncIII8IY Income
~ ~81402. Pg. 401 r.K)RCAI..'S 2002 A1nJ816Iat~

85,909(4) Average Mclllery lnoome
Av«a~ or (1). (2). &, (')

(5) 2003 AI'Iclnary Income .. of 6/30/2003 (492.390)
iou~: ~e 1~02. Po. ~ of Gi3On>3 QIJ~ ~nd8 SIat.men'

(6) Projected Ancillary Income for 2003 (984.780)
~::::::~ ~ (e) x 2. We IXp8d fuhn 8rd&fY ~ 10 b8 nogt~ ~ II. / M~.'~~loI~ofMW~~rCrad C~ --

effeCil\le 1 '1/1003. ~ aIIt for II. ~ six n.w\thI of ~ y.--
II IXo-IaI8CS 10 a tww.. na~ ~

(7) 2002 Net Tax LIabilIty (4.550,000)
6~: Lh. 1 e, Pg. . of NOR~~', 2002 NWN8I Slaltmenl

(5.534.780)(8) Projected Ancillary Income
(5) + (T)

CCR Section 2844.1&:

(a) "Federal Income tax fa~". means 1.0 minus the InsU~r'"
effective fed8rallncome tax rate reported In the most recent year
for which hIstorical data ere avaIlable, giving fUll account ~ 811
tax credits nd offsets used or avaneblt to the Insurer. Where
there has been 8 ch8nge in tax laws between tt18 recorded
perjod and the rating period. the effectivG tax rate shaD be
~I~lated u.ing the historical data and the tax Nlea for the rating
period.

(b) Where the insurer had a net tax credit, or where the In$u~r
had a net tax lIability on a net pretax 10M, the effective tax
rato .hall be ~&ro and

(1) if the ins\lrer had a net ta)( credit, the amount of the credit $~II
be added, 86 a po61tlve number to nationwide projected ancillalY
Income;

(2) If the In.uter had a net tax liability, the amount of the
liability shall be 8ubtracted from nationwide proJect8d
anctll.ry income,

7..,
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