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California’s New Earthquake Program

Earthquake insurance is now available to
California homeowners and renters under a
new system that was established through leg-
islation enacted in 1995 and 1996. This legis-
lation created the California Earthquake Au-
thority (CEA) and provided a means for the
CEA to pool various sources of finances to
underwrite earthquake insurance sold by in-
surance companies that agree to participate in
the new system. The underwriting fund con-
sists of:

< An initial cash amount of up to $1 bil-
lion, supplemented by premium rev-
enues (working capital).
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of up to $9.5 billion—consisting of ad-
ditional assessments on participating
insurers, assessments on policyholder
premiums, and reinsurance provisions.

This California Update describes this new
system and how it will operate.

Access to additional contingent funds |

What Is the CEA?

The CEA is a state entity, consisting of a

Governing Board and an Advisory Panel. Cur-

rent law authorizes the CEA to hire up to 30
employees to manage its day-to-day opera-
tions: 25 civil service employees and five posi-
tions exempt from civil service. Additionally,
the CEA may contract for services related to its
operations.

Current law limits the operating expenses of
the CEA to no more than 3 percent of the
insurance premiums received by the CEA. At
this time, the CEA expects premiums to total
about $1.2 billion annually. On this basis, the
CEA’s operating budget could be up to $36 mil-
lion annually. The CEA operating budget is not
subject to state approval. The CEA, however,
mustsubmitan annual reportto the Legislature
and is subject to an annual audit by indepen-
dent auditors approved by the state Depart-
ment of Finance.
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The CEA will be responsible for collecting the
required initial cash contribution and insurance
premium revenues from participating insurers,
establishing rates, obtaining contingency fund-
ing, and the ongoing operations of the author-

ity. The CEA is responsible for all claims pay-

ments under this program in the event of an
earthquake. Its liability, however, is limited to
the amount of funding available. In the event of
a funding shortage, claims payments would be
prorated. In no event does the state General
Fund bear any liability for payments.

What Coverage Is
Available Under the CEA?

Insurers participating in the CEA are re-
quired to offer the same minimum earthquake
insurance coverage that all insurers in Califor-
nia must offer. This minimum coverage is com-
monly referred to as a “mini-policy.” It typically
requires 100 percent coverage for the residen-
tial dwelling at the same value as the basic
homeowners’ policy, witha 15 percent deduct-
ible. Thus, a homeowner would be responsible
for the first $15,000 of earthquake damage on
ahomevalued at$100,000. “Outbuilding” struc-
tures—such as patios, swimming pools, or
detached garages—are specifically excluded
from the required coverage.

How Can You Buy CEA Financed
Insurance Under the CEA Program?

Any homeowner, condominium owner, or
renter can purchase earthquake insurance
under the CEA program from an insurer who
participates in the program. However, as was

the case priorto the CEA program, earthquake -

insurance must be purchased from the same
insurer that provides the owner (or renter) their

otherresidential property insurance (commonly
referred to as homeowners’ insurance).

Individuals who already have earthquake
insurance and whose insurance companies
participate in the CEA program will have their
earthquake coverage continued underthe CEA
program when it comes up for renewal. These
insurance companies are required to send
notices informing a policyholderthattheir earth-
guake insurance policy will be transferred to
the CEA. Thus, the way an individual buys and
receives earthquake insurance will not change
under the CEA program. The only time an
individual will deal with the CEA directly is if
there is a dispute over claims.

How Are the Insurance Rates Set?

The CEAisresponsible for establishing rates
for earthquake insurance issued under the
new system. Interim rates have been set by the
CEA. The CEA may modify these rates, how-
ever, depending on the CEA’s review of a
recent geological study that identifies probable
earthquake magnitudes through the state.

Figure 1 compares the interim rate for a
15 percent deductible policy on a typical home
located within various counties to the rates for
the same coverage offered by three insurers
before they joined the CEA. (Prior rates for the
other 15insurers participating in the CEA were
not available from the Department of Insur-
ance at the time this report was written. When
the prior rates are available for these other
insurers, it may be more clear what effect the
CEA will have on earthquake insurance rates
in California.) Based on this limited compari-
son, the CEA rates for this category of struc-
ture are generally lower than prior rates.
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Comparison of Earthquake Insurance Rates’

County

Westerh
F

ansurer s Rates (Prior to CEA)

Farmer's $1.74 $2.26
AAA So. California 1.60 1.96
FAIR Plan 119 345
Rates through CEA $1.00 $2.70

deductible.

All insurers who participate in the CEA pro-
gram will sell policies according to CEA rates.
The rates include specific amounts (based on
a percentage of each premium) that will be
retained by the insurer to cover operating costs,
compensation for agents selling CEA policies,
and expenses associated with claims after an
earthquake. All premium payments less the
amount retained by the insurer will be trans-
ferred to the CEA.

What Is Required of Insurers in
Order to Begin the CEA Program?

Insurers representing 70 percent of the Cali-
fornia homeowners’ earthquake insurance
market must agree to participate in the CEA
program in order for it to begin operations.
Furthermore, to participate an insurer must
pay to the CEA an initial cash contribution.
Insurers with more than 1.25 percent of the
California homeowners’ earthquake insurance
market or with more than $1 billion in surplus,
may join the CEA by paying a capital contribu-

Southwest
Los Angeles S

%Rate comparison, per thousand dollars of coverage, single family dwelling, wood frame, 15 percent

Western
Di

$4.88 $4.88 $1.74
570 - -
347 628 1.19
$2.70 $4.50 $1.00

tion of its percentage share of the market
multiplied by $1 billion. If an insurer has less
than 1.25 percent of the market or has less
than $1 billion in surplus, the payment may be
made over five years in 60 equal installments.

Todate, insurers representing approximately
72 percent of the market have agreed to par-
ticipate. Figure 2 (see next page) provides a
list of these insurers and their contributions.

How Will the CEA
Cover Liabilities?

The CEA will cover liabilities from earth-
quake insurance claims through the initial cash
contributions and annual premiums (working
capital), and from various sources for contin-
gency funding. This contingency funding is
needed especially in the near term when re-
serves are inadequate to cover against the
losses from a serious earthquake or a series of
earthquakes
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California Earthquake Authority
Status Report of Insurer Participation (As of January 1997)
(Dollars in Millions)

Earthquake Insurance Cash
Carrier l.'l;ariketshareﬂ Contribution

s e e R e e

State Farm Fire & Casualty 24.030% $240.0
Alistate Insurance Company 16.650 166.5 ﬁi:
Farmer's Group 14.280 143.0 l%
CSAA 4560 456
State Farm General 2.780 278 e
USAA 2710 27.0
Automobile Club of Southern California 1.400 14.0
Prudential - 1.200 12.0
California FAIR Plan 1.080 10.8
USAA Casualty 0.810 18.1
Liberty Mutual 0.700 7.0
C.NA. 0.500 5.0
Continental 0.400 40
Mercury Insurance 0.210 21
Allstate Indemnity 0.190 1.9
Armed Forces Insurance Exchange 0.160 1.6 .
Preferred Risk 0.020 02
MidWest Mutual 0.001 0.0 o
Totals 71.681% $716.8 i
®percentage of market. :

The CEA can initially access a total of about
$10.2 billion. The different sources of financing
must be accessed in a sequential order for
paying out earthquake claims. For example,
working capital must be used first to pay earth-
quake claims, followed by the first layer of
contingency financing, and so on. The amount
used from each layer is dependent on the level
of insurance claims and the requirement that
the CEA maintain a minimum working capital of
$350 million.

Working Capital. The first source of funds to
pay claims is working capital—the $717 million
cash contribution from the participating insur-
ers plus accumulated premiums. Working capi-
tal mustbe maintained atnoless than $350 mil-
lion. That is, claims that would otherwise re-
duce working capital below this level have to
instead be paid from the layers of contingency
funding. (The federal tax status of the CEA is
an important aspect of this layer of the CEA’s
capitalization. The Internal Revenue Service
ruled that the CEA will be exempt from federal
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taxes. This is important because it allows the
- CEA to accumulate reserves more quickly
than a private insurance company.)

There are five layers of contingency funding,
including assessments on insurers and policy-
holders and forms of reinsurance. The assess-
ments are one-time funding mechanisms—
once the maximum funding for each layer is
depleted, it cannot be accessed again. Fig-
ure 3shows the sequence of the layers and the
amount of funds that can be accessed under
each layer if insurance claims reduce the CEA
working capital to less than $350 million.

Layer 1: Assessment on Participating In-
surers, $3 Billion. This layer of financingis an
assessment of up to $3 billion on participating
insurers. Insurers would be assessed based

on their market share of earthquake insurance -
under the CEA program (similar to their initial
contributions). After the CEA has been in op-
eration for 12 years, this layer of financing is
eliminated.

Layer 2: Reinsurance, $2 Billion. The
CEA must obtain reinsurance contractsinan
amount of at least 200 percent of the total
initial cash contributions from participating
insurers. To meet this requirement, the CEA
has obtained a two-year contract for $2 bil-
lion in reinsurance. The cost of this contract
is $148 million annually.

Layer 3: Assessment on Policyholders,
$1 Billion. To obtain this financing, the State
Treasureris authorized to secure a “credit facil-
ity” and/or issue up to $1 billion in revenue

California Earthquake Authority
Layers of Contingency Financing to Meet Liabilities

(In Billions)

Accumulated $10

| Layer4 24
| Reinsurance

] LaYera
| Policyholder Assessment .

{ Layer2
| Reinsurance 5

Contingency
Funding
8
6
4,.
2

i Layer 1
| Assessment on Insurers

® Provided through Berkshire Hathaway.

5 These contingency layers of financing are accessed in order (beginning
with layer 1) whenever working capital falls to a level of $350 million.
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bonds. The State Treasurer has opted to se-
cure a line of credit which should be in place in
January 1997. The CEA is authorized to levy
an assessment on all policyholders to pay off
the cost of obtaining this layer of financing. This
assessment cannot exceed 20 percent of the
annual earthquake insurance premium.

Layer 4: Reinsurance. The CEA may ac-
cess any otherprivate market for fundingin this
layer. Current law does not set a limit for the
amount of funds raised from this source. The
CEA governing board, however, has approved
a reinsurance contract with Berkshire
Hathaway Inc. to provide up to $1.5 billion
under this layer of claims financing. This con-
tract costs about $161 million annually for four
years.

Layer 5: Assessment on Participating In-
surers: $2 Billion. This layer is essentially the
same as the second layer, except that while the
first assessment is eliminated after 12 years,
this assessment is gradually reduced once the
CEA’savailable capital exceeds $6 billion. The
amount of the reduction is limited to a maxi-
mum of 15 percent per year.

Accessing the Capital Layers for CEA
Financing. The different capital sources would
be accessed depending onthe amountof claims
resulting from an earthquake. For example,

suppose the CEA had beenin operation forone

year and had $2 billion in working capital from

the initial cash contribution and accumulated
insurance premiums. If there were an earth-
quake that resulted in $4 billion in claims, the
CEA would pay the claims as follows:

%* $1.65 billion from the working capital
(reduced to $350 million).

% $2.35 billion from the $3 billion industry
contingent assessment layer (layer 1).

Conclusion

- The CEA was established to deal with the
unique insurance risks inherentin earthquakes.
By pooling resources from a variety of sources,
the CEAis intended to provide insurance at the
lowest possible cost to California homeowners
and renters. There are still important ques-
tions—especially in the short-term—that will
only be answered in time. For example, will
there be sufficient funds to cover liabilities in
the event of a series of earthquakes or a major
earthquake in the near term? How will
homeowners respond to the policies offered
through the CEA, given the premium cost, the
15 percent deductible, and the potential pre-
mium surcharges and prorated claim pay-
ments? The Legislature will want to monitor
these areas as well as the overall administra-
tion of the program so that any changes that
may be needed to help assure success of the
program can be made in a timely manner.

Prepared by Meg Svoboda
Contact—Gerald Beavers—(916) 322-8402
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Economic and Revenue Developments

The 1997-98 Governor’s Budget, released
on January 9, contains an updated economic
forecast, along with new revenue projections
for 1996-97 and 1997-98.

The Economy

The budget’s economic forecast reflects the
continuing positive economic performance that
has been occurring in California, including
healthy year-over-year gains in employment
and income. In general, the forecast assumes
continued, although moderating, broad-based
economic growth through 1997 and 1998. For
example, California personal income is fore-
cast to increase by 6.6 percent in 1997 and
5.9 percent in 1998.

The budget’'s overall economic forecast is
consistent with other economic projections
made near the end of 1996, including the
forecast made by our office in November (see
California’s Fiscal Outlook—The LAO’s Eco-
nomic and Budget Projections, 1996-97
Through 1998-99). The budget's estimate of
personal income growth, however, is slightly
higher than the consensus view.

Revenues

The budget assumes that revenues will in-
crease from $45.4 billion in 1995-96, ‘to
$48.4 billion in 1996-97 and $50.7 billion in
1997-98. This new estimate for 1996-97 is
- $461 million above the 1996-97 Budget Act
estimate adopted last July. The budget's pro-
jections for 1996-97 and 1997-98 are lower

than our November projections—by $266 mil-

lion and $399 million, respectively. We will
update our own economic and revenue projec-
tions for The 1997-98 Budget: Perspectives
and Issues, which will be released by our office
on February 19.

Figure 4 shows actual monthly collections of
General Fund revenues for July through De-
cember of 1996-97, along with the budget’s
projection for the remainder of the fiscal year.
December receipts reflected growth in per-
sonal income taxes and sales and use taxes
consistent with the economy’s continued mod-
erate economic expansion. Bank and corpora-
tion tax receipts, however, fell below the De-
cember 1995 level, raising some questions
regarding the underlying strength in California
taxable corporate profits.

Proposed Budget's Projection of
1996-97 General Fund Revenues

Revenues by Month (In Billions)

Actuals

Projected
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January is expected to be a fairly large rev- We will be monitoring monthly revenue
enue month, with nearly $5 billion in collec- performance in future editions of California
tions projected. Partial-month data arethusfar ~ Update.
consistent with the projection for the month,
but full-month data will not be available until
early February. Contact—Brad Williams—{(916) 324-4942

Analysis of the 1997-98 Budget Bill and
The 1997-98 Budget: Perspectives and Issues
(February 19, 1997). These documents will
present the results of our detailed examina-
tion of the 1997-98 Governor’s Budget.

California Update is published monthly—except in February—by the Legislative Analyst's Office (LAO).
The LAO is a nonpartisan office which provides fiscal and policy information and advice to the Legislature. The LAOis located
at925L Street, Suite 1000, Sacramento, CA95814.To request publications call (916) 445-2375. Reports are also available
on the LAO's World Wide Web site at http://www.lao.ca.gov.




