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| INTRODUCTION

43 Faclity Association (Facility” or "Company™) filed supporling documents
and materials (“Application”) with the Nova Scotia Wility and Review Board ("Board") for
approval to modify lts rates and risk-classification system for miscellaneous vehicles:
all-terrain vehicles ("ATV"), and snow vehicles. The Application, dated January 24,
2014, was filed electronically on January 27, 2014, and the original documenis ware
racelved on January 30, 2014,

2} information Mequestis (“IRs"} ware sent to the Company on February 11,
March 4 and B, 2014, and responses were recalved an February 21, March 5 and 8,
2014, respectivaly.

3] As a result of & review by Board staff, a staff report dated March 17, 2014,
was prepared and provided to the Company for review on the same date. The
Company responded on March 28, 2014, indicating that it had reviewed the report and
had comments, and a revision o the proposed rates.

{4] Staff prepared a response to the reply which was provided to Facllity on
April 22, 2014, 1o which it responded on April 30, 2014, Simultanecusly with this
Application, Facllity had applied to change its rates for private passenger vehicles, The
rates for ATV and show vehicles use the same loss trends as for private passenger
vehicles. A major srror was discovarsd in the modsl that calculated the Indications for
private passenger vehicles. As a consequence, Faclilly asked for time to reconsider its
Application for miscellaneous vehicles.

[8] Facility provided the revised Indicatlons for miscellaneous vehigles on

August 21, 2014, An IR about the revision was sent on Septerber 2, 2014, to which a
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8.

response was received on September 10, 2014, A supplemental staff report was
prepared on September 11, 2014, and sent to Facility on the same date. The Company

responded on Saptember 18, 2014, stating that they had no further comments,

[6] The Board did not deem It necessary to hold an oral hearing on the
Application,

it IB5UE

[71 The {ssue In thiz Application is whether the proposed rates and changes 1o

the rigk-classification system ara just and reasonable and In compliance whh the

insuranve Act ("Act’} and ts Regudations,

i ANALYSIS

(8] Facility sought approval to change its rates and its dsk-classification
system for misselianecus vehiclas, The Application was mads in accordancs with the
Board's Rate Filing Regulremenis for Aufomobile Insurance - Section 1556 Prior
Appmvafv ("Rate Filing Requirements”). The Company’s mandatory filing date was

January 1, 2014,

[9 The proposed effective date for new and renewal business is 100 days

after the ssuance of the Order In this matler,
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Aate Level Changes
{10} The Company proposed to changa lts rates and risk-classification system,
The proposed change represents an overall rate level increase of 13.9% for ATV and

7.4% for snow vehicles.

[11] In considering Facility’s Application, Board staff reviewed all aspects of the

ratemaking pracedure, Including the following:

L.oss trends and the effects of reform;

Loss developrment;

Credibility standards and procedure;

Premium (rate group drlft) trends;

Expense provisions, including Unallooated Loss Adjustment Expenses;
Experience perlod and welghts;

Premium to surplus leverage ratio; and

Target Return on Equity

. & & » & B B B

{12] Based on the review of the filing, the only issues that arose surrounding
Facility's analysis of its rate lavel needs were the selection of loss trends and the
profiticost of capital provision. Any other concems that were raised In Information

Requests were resolved satisfactorily,

Loss Trends and the Effects of Heform

[13) Because miscellanecus vehicles lack sufficient experience to develop
trends dlreclly, Facliity used tha loss trends it had selscted for private passénger
vehicles, Because of the paucity of specific data, the use of private passanger vehicles
loss trends, ag a proxy for miscellaneous vehicle trends, is common in the industry,

[14] With the release of the Industry colalms experience data through to
December 2012, Oliver Wyman ("OW"), the Board's consulting actuarios, were asked o

develop assumptions for loss trends for private passenger vehlicles.
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(18] In developing Rs selections, OW tended to focus on the trends for the
industry loss costs while still reviewing and commenting on frequency and severity
trends, OW selected trends after examining both five and 10 years of data, For Bodily
Injury ént% Accident Benefits, the past trend was spiit infto two time periods 1o reflact
observed changes in trend patterns {(some of which were caused by insurance reforms),

[18] After salecting Bodily Injury past loss cost trends, OW selected future
trends to mateh the sslections for past trands, For Bodlly Injury and Accident Benefits,
tha selection for the more tecent time perlod was used for the future trend.

17 Facllity sslacted loss trends that differ from those selested by OW. Facility
based thelr sslectsd loss trend rates primadly on a review of industry experience in
Nova Scotin through to Decembser 31, 2012,  Pacllity reviewed loss experience,
axcluding Allocated L.oss Adjustment Expense ("ALAE"), from 1890-2008 to develop its

“Indemnity only” loss cost frend selsctions. The time frame Is longer than that used by

QW and Facillty oxplains;

As we undsrstand, the OW loss irond analysls uses Industry historical accident year loss
and loss adjustment expenses dafa, developed to Uilmate using the link ratio
assumplions they seiecied as desmed appropriale Tor thal data. The FPagllity’s loss trand

andlysis uses industry historical accldent vear Indemnity only, dovesloped lo ultimate
thipugh our intamal pracesses.

As Indicated in the OW paper, they considar the most recent 10 accident years, but give
mors welght to the more recent expedence. Az we understand the OW approach, they

are interested In eslablishing "rends” (that Is, rales of change) that can then be applied to
applicable experlencs,

In condrany, we dovelop a bend structre model that we fes! iz appropriste the latest 20
andldent yaars, Insluding trends (rates of changa or "slopes™ and “scglar” adjustmaents
{onedimop Increass or deereass in the melrie baing analyzed), We beliove that this
approach allows us 1o see histodcal impacts better, and sesms (to us) to cleatly show

that tiend changes and / or scalar adjustments tend 1o ocour at of around product
raforms.
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We believe our filing shows that in general, the trend stiuctures selected explain a
sigrificant pottion of the historieal changee In the metrics we wers modsting.

[iR-1, question 2}

18] Faclity goes on to explain the polential difference In trends for “indemnity
only” costs versus the ioss cost plus ALAE as follows:

We believe that it Is reasonabls o suspeot trend models sefected on ndsminity and ALAE
could be signiticantly difterant than indamntty alons. For Instance, over time, insurers
may change the {evel of oulscurced glaims adjudication; olalmant use of legal counssl
may changs over time, resulting In more or less external resources required by an Insurer
to adjudicate clalms; times of product reform may reguire addifonal extamal expertise
and rasourses during “lsarning phases” as insurars (and claimanta) tearmn to work within
the system; as well, durlng product reforms, there may be moere rigorous Hiigation satly
o untll sush time as appropriste precedents are sslablished,

Due to the Facillty Assoclations unique claima fee arangement with the Servicing
Canlors, we believe & makes intultlve sense thal, as indemnity only deta je reacdily
available and required for our provess anyway, rends strustures on this same basis Is
appropriate,

{IR-1, question 4]

[19) The loss trend rates used by Facllity are generally higher than those
selected by the Bourd's consulting actuaries. As expscted, when the Indications are
racaloulated using the OW loss trends, the results show that smaller overall incroases
&re sugested.

{20 The OW selections produss much lower Indicated changes. It is difficult to
determine if the lowsr Indicated changss are caused by the OW use of "Indemnity plus
ALAE" as opposed to Facllity's use of “indernity only” data or by the longer time frame
used by Facility. Board staff believe that the major reason for the difference between
the loas trands is the experience period over which the trends are selected. OW uses
three to five years of experience while Facliily goes back to 1900 (20 years). Faoliity
argues that the longer term is inherently mote stable. That may be true but, Board staff

stale that it is also less responsive to changes. OW's approach Is much more
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mors responsive to changes bgt may introduce Instabliity in the calculation of fulure
indications.

21 The Board asked Faoflity If it actually reviewed loss trends on an
Yindemnity plus ALAE” basls befors opting to use the “Indemnity only® data, Facility
advised that it does not develop loss trends on the “indemnity plus ALAE® basls as 1t
has no direct use for the resulis.

{22} In the past, the Board has selected the shorter time hotizon as opposed to
that used in appllcations made by Facility. Desplte the potential future instabllity, Baémi
staff recommends the use of the OW selected trends for the purpose of developing
Indications against which o judge the appropriatenass of Facility's proposal,

[23] Thie Board accepls the use of OW trends in the calculation of indications,

Cost of Capital Provisions

[ad] As it has for applications made after the Board declded that Facliity could
incorporate & easé of capital provision in its rate Indications, the Company Included a
provision using a 12% aftertax return on equity ("ROE") and a 2:1 premium-to-surplus
ratio.  Facility used, in the opinion of Board staff, a low Investment retum on surplus
assels in the developrnent of its indications.

{25} The Board, In recent declsions, has made the finding that a reasonable
HOE should be in the 10-12% range. The ROE selected by Facillty is within the tangs,
albelt at the top end. A 12% selection was offen used {or had been ordered to ba used)
in many applications from automebile insurers, The Board has become concemad,

however, that the level of profits in the industry exceeding the levels the Board has
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approvad. The higher level of profits has been reported In the General Insurance
Statistical Agency Financial Information Report that had been released in the fall of
2018,

[28] The Board asked why Facility should be treated differently from other
companies where the ROE was lowersd to 10% (especially when It Is financially
supported by the Industry). Fagility responded:

Our discussion of rehurne generally foouses on the “Cost of Capltal®, being the return
requited of caplial providers that ig In excess of an avallable *risk-free” ratum. This “cost”
ie the Incentive newded for capital providers to put thelr capital at risk. '

In relation to the appropilate level of a Gost of Capltal proviston, at a hearing before the
Nava Scolla Insurance Feview Board in Novembaer of 2004, that Board's actuaral advisor
(Mr. Ted Zubuleke of Memer Oliver Wymar) acknowledged that Faolily Assoclation
oparations are Inherently more uncedaln that those of the voluntary ket aml that
appropriaie levels of retura on equity should vary directly withy {he lavels of uncerainty
facing the enterprige {from the transcripts, page 604):
Mr. Zubulake: “..to the exient a farget = a nost of capital provision Is
aflowsd the Facllity Association and o then -- and to the extent that & larget
of & cost of caphtal o a profit contingency provision is « & standard one Is
identified and selected for the regular rrarket that parhaps [ siould sertainly
suggest or belleve that conskderation should be given to parhiaps a stightly
higher return for the Facllity Associalion, How much highsr, what the
absolute number is, 1 dor't know.” Wa halieve that the volatiiity in both the
slze of Facllity Asscciation and in Its nat operaling resulls pose a signifieant
husiness ssk to mamber compéntes dus to thell compulsory partleipation in
Fagtlity Aesoclation,

HR-1, question 18}

{271 The Board noles, with interest, that, despite this argument, Fadility, in past
applications, asked for a 12% ROE using a premium-to-surplus ratio of 2:1, reflecting
the standard industry provision at the time. The Company did nol sesk higher returns In
those applications.

(28] Board staff understands thal Facllity may experisnce more uncertainty

than the reguisl market, however, the Board censiders this does not warrant the use of
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a profit provision resulting from the use of a 12% ROE. The use of an ROE of 11%,
which Is higher than that ordered for other companies, In its indleations, will produce &

reasonable profit provision In the circumstances of this Application and concurrently

address Board staff concerms aboui the low Investment tetum,

Gomparison of Proposed Rates to Staff indications

[29] Using the amended Application thet corrected the major error, plus the
OW loss cost trends and an 11% ROE, new Indications ("Staff Indications”} were
calculated by Facillly. As expected Fadility's indications are generally higher than the
Staff Indications. Overall, the Staff Indications are 8.8% lower for ATV and 8.9% lower
for snow vehicles. These lower indications are mainly caused by the use of the lower
OW loss {rends and the lower ROE,

[30] The Staff Indications are used by the Board as the target to measure
whether Facility's proposed changes are just and reasonable.

[31] A comparison of Staff Indications to proposed changes, shows that for
both ATV and snow vehicles the components for Third Party Liabliity rate changes are
significantly below Staff Indications, The proposed changes for the other coverages
lead 1o higher rates than those suggested by the Staff Indications. The proposed
overall changes ate far below the indications, resulting in negative ROEs.

[32] Hequiring Facility to move the rates 1o the Steff Indications will see very
large increases for many clients. However, leaving the rates as they stand wil simply

postpone tha large Increases for cerlaln coverages that appear to be needed.
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[33] According to Board staff, Facllity appears to be willing to accept the rates
as proposed. Thie will result in a more gradual move towards the indicated Third Party
Llabliity component levels while taking some Increases that may be larger than
Indicated for all other coverages. On the whole, Board staff concludes that the prapoéa]
is heneficial to most chants.

{34] The Board approves the proposed rate changes. In doing so the Board
nofes the large difference between Indicated and proposed Third Pady Llability
component rates and the gradual approach used by Facllity to namow the gap. The
Board expects Facllity to maintain this gradual approach as it closes the gap for these

components in fulure applications,

Other Changes

Muttiple Uses

[35] Faciity proposes to add a paragraph to ity manual explaining that when a
vehicle is used for more than one purpose (e.g. a motoreycle used for pleasure and for
a courier buslness), the vehicle will be rated as the class which produces the higher
premium. While this may resemble a risk-classification change, Faglility indicates that
this change is merely clarifying the process that Is already being used.

[36] The Board spproves this proposed change as filed,
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Minor Corviction Definition

[37] Facility proposes {0 remove the phrase “Driving imprudently” from the fist

of minor convictions as #t may be confused with “Carsless driving” which Is categorized

as Major or Sericus and not Minor.

[88] The Board approves this proposed changs as filed,

Right Hand Drive Vehloles

391 Faciiity Is acting to add Rlght Hand Drive vehioles and impotted vehlcles
to @ list of "Home Made vehicla® that requires additional information at underwriting and

places limits on tha physical damage coverage.

140} The Board approvas this proposed change as filed.
Flaet Definition
[41] Facliity proposss to change the flest definition from five vehicles 1o 10,

Once the fleet imit Is reached, the vehicles are rated using fleel pricing. A number of
changes to othar rules are nacessary o implement this new definition, This change will

see more vehicles wiltien individually {e.g. those dlients who have between five fo nine

vehicles) rather than as a flaet,

j42] The Board approves this proposed change as filed,

Hate Manual Review

[43] Board staff have reviewsd the rate manual on file and found no Instances

where the Company Is in violation of the Fegufations, The Company proposed no
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changes to fts rate manual other than those necessary to effect the changes noted In

this Deoislon,

v FINDINGS
{44) The Board finds that the Application complles with the Act and
Regulations, as well as the Rate Filing Requiraments.
[45] The financlal Information submitted by Facilty satlsfies the Board,
pursuant to Section 16561(1)(¢) of the Act, that the proposed changes are unlikely to
impalr the solvency or financial well-being of the member comparnies.
[46] The Board linds the proposed rales are just and reasonable.
147} The Application included full actuarial indications and the required
territorial analyses; therefore, 1t qualifies o set the new mandatory filing date for
miscellansous vehicles for Facility to February 1, 2017,
[48] The Board approves the effective date to be 100 days from the lssuance
of the Order in this matter for naw and renewal business,
[49] Facifity la required to post an electronle verslon of its updated Rate
Manual to i{s webshe within 30 days of the issuance of the Order in this matter.
{50} An Order will issue acoordingly.

DATED at Halifax, Nova Seotis, this 28™ day of October, 2014,

e

e

Murray E. Doshler
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