FINAL STATEMENT OF REASONS

November 17, 2010 File Number: REG-2010-00001

REGULATIONS ON STANDARDS AND TRAINING FOR ESTIMATING
REPLACEMENT VALUE ON HOMEOWNERS’ INSURANCE

UPDATED INFORMATIVE DIGEST

The California Department of Insurance (“Department”) gave Notice of Regulatory Action on
April 2, 2010. Subsequently the Department received a number of comments concerning the
noticed proposed regulations. In response thereto, on October 27, 2010, the Department gave
Notice of Availability of Changed Text and of Addition of Material to Rulemaking file and of
the Amended Text of Regulations. The proposed amended regulations take into consideration the
changes requested by the comments received and act to more clearly set forth the obligations of
licensees when communicating an estimate of replacement cost in the homeowner insurance
market.

The Informative Digest published in the Notice of Proposed Action indicated that the regulations
specified certain requirements, including disclosure requirements, for construction cost estimates
that did not qualify as replacement costs estimates, as defined. The regulations were
subsequently amended to eliminate these separate requirements for construction cost estimates.
In the amended text of regulation, the definition of the term “replacement cost” has been
broadened, and a definition of the term “replacement cost estimate” has been added, so that these
“other” construction cost estimates now fall within the definitions of replacement cost and of
replacement cost estimates. However, language has been added in the amended text of
regulation restricting the regulations’ substantive requirements on the use of these estimates to
situations where they are communicated in the context of certain homeowners’ insurance
policies.

UPDATE OF INFORMATION CONTAINED IN INITIAL STATEMENT OF REASONS

As above, on October 27, 2010, the Department issued a Notice of Amendment to Text of
Regulation. In consideration of public comments received in response to the originally noticed
text of regulations the Department has amended the regulations. When the amended text is
quoted herein, the amended portion is indicated by double underline, and deletions are indicated
by deuble-strikethrousgh-

There were comments that because of the nature of the type of construction, manufactured
homes (mobile homes) are generally not reconstructed but replaced following a total loss. The
Department concurs that the replacement cost estimate process is different than the process for
site-built homes. As the comments suggested, replacement cost estimators for manufactured
homes typically do not provide components such as foundation costs, whether the structure is
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located on a slope, the type of frame, or nonstandard wall heights.

Based upon comments regarding reference to manufactured (mobile homes), proposed Section
2188.65 (a) (1) and proposed Section 2695.180 (a) are amended as follows:

““Homeowners’ insurance policy” shall have the same meaning as “policy of residential
property msurance” as deﬁned in subd1v1510n (a) of Insurance Code sectlon 10104%pt=&he¥=&

. olion.”

Comments were received that use of the terms “replacement value” and “replacement cost”
created ambiguities and clarity problems, as these terms relate to operating provisions of these
proposed regulations. Since the standards set forth in these proposed regulations more
specifically address that the costs shall include all expenses that would reasonably be incurred to
rebuild the structure in its entirety [Section 2695.180(a)] and shall not include a deduction for
physical depreciation [Section 2695.180(d)], the terms “replacement value” and “replacement
cost” should not be defined so narrowly. Therefore, proposed Section 2188.65 (a) (2) is
amended as follows:

“’Replacement value’ shall have the same meaning as “replacement cost” and is defined as the
amount it would cost to repalr ggngt ct, rebulld or replace a eempletely damaged or destroyed
structure. =wathew & HOE-PHYS & .

In the same regard, proposed Section 2695.180 (b) is amended as follows:

“ ‘Replacement value’ shall have the same meaning as “replacement cost” and is defined as the
amount it would cost to repair, construct, rebuild or replace a -eempletels damaged or destroyed
structure.”

Further, to clarify that estimate of replacement value shall have the same meaning as estimate of
replacement cost, and to assure that there are no ambiguities concerning their meaning, proposed
Section 2695.180 (e) has been added as follows:

(13

"Estimate of replacement value’ shall have the same meaning as ‘estimate of replacement cost’

nd means any estimate, statement, cal ion roximation or opinion, whether expr
rall in writing, regarding the proj lacement value of a particular structure or
t res.”

Proposed Section 2188.65 (b) provided California fire and casualty broker-agents and personal
lines broker agents ninety days after the effective date of the section to complete one three hour
training course. The Department received comments that ninety days would not provide
sufficient time in which to complete the course. Additionally, there was concern that those who
had already taken the course would be required to take it again. So as to provide broker-agents
sufficient time to meet the requirement, the amended language provides for 180 days. Further,
the proposed amended regulation clarifies that the requirement is limited to those who have not
already completed such training as follows:
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“On end or after the day that is simets 180 days after the effective date of this section, every
California resident fire and casualty broker-agent and personal lines broker-agent who has not

1 k ners’ insur ion traini must satisfactorily complete
one three-hour training course on homeowners’ insurance valuation meeting the requirements of

this section prior to gstimating the replacement value of structures in connection with, or
xglalnmg the vgrlous levels of ggverage under, g homeowngrs 1n§ur@cg policy selieiting
peividual-consumers—in-ord RE ers>=insuranee. For resident
broker-agents thls requlrement shall be part of and not in addition to, the continuing education
requirements of Insurance Code section 1749.3. The homeowners’ insurance valuation training
course needs to be taken only once in order to satisfy the requirements of this subdivision (b

Because one of the issues surrounding the need for training on estimating replacement cost
surrounds potential underinsurance of dwellings [where there are not sufficient insurance
proceeds under the policy], proposed Section 2188.65 (d) (1) is amended as follows:

“How loss settlement provisions in an insurance policy apply to major claims, and the potential
causes of underinsurance and the potential effects that underinsurance may have on settlement.”

Section 2188.65 (d) (3) required that the broker agent training must include the components of a
structure necessary to estimate replacement cost, including but not limited to the listed items.
Comments offered that the term “components” alone was unclear. In this regard, the Department
has amended the proposed regulations to add the term “features.” Further, a number of
comments stated that the “including but not limited to” language was problematic. Since the
regulations required consideration of specific components, the comments argued that “including
but not limited to”” would require licensees to consider other components not delineated. In this
regard, the amended proposed regulation has been amended as follows:

“The several components and features of a structure necessary to estimate replacement cost, as
well as &l the other costs incident to reconstruction, including but-nethmmited=te at least the

following:”

Based upon comments and in the interest of assuring that the regulations are clear concerning the
licensees’ obligations in estimating replacement value to consider the types of interior features
and finishes, the proposed regulations are amended. Proposed amended Section 2188.65 (d) (3)
(D) provide a more specific statement that the licensee is required to consider generic types of
interior features and finishes, and provide, as well, examples, where applicable, as follows:

“Materials used in, and M types of, interior features and ﬁnlshesw

Based upon comments that the proposed regulations were unclear regarding how architect’s
plans, and permits should be factored into an estimate of replacement cost, the proposed
regulations are amended. Further, consideration of “engineering reports” is eliminated as a
specifically required component to be considered, as not all rebuilding projects necessitate
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engineering reports. In this regard, so as to make clear that it is the cost of permits and
architect’s plans that must be considered, proposed Section 2188.65 (d) (3) (K) is amended as
follows:

“Cost of permits and architects plans #

Further, based upon the realization that the type of attached garage be considered, proposed
Section 2188.65 (d) (3) (M) is amended to add in the size and type of attached garage, and
noticed (M) is now lettered (N) as follows:

“(M) Size and type of attached garage; and

(NM) Additional costs associated with building a single or custom home.”

Section 2188.65 (d) (6) did include a review of the California Standard Form Fire Policy and
FAIR Plan coverages, as described in California Insurance Code sections 2071 and 10090,
respectively, but did not include review of earthquake insurance coverages, including coverage
offered by the CEA. In this regard, based upon comments, as so as to clarify that earthquake
coverage is included, the text has been amended as follows:

“Review of the California Standard Form Fire Policy and FAIR Plan coverages, as described in
California Insurance Code sections 2071 and 10090, respectively; review of earthquake
insurance coverages as described in Insurance Code section 10081 et seq., including covera

offere the CEA.”

To assure that licensees and consumers have a clear understanding of the meaning of the terms
replacement cost, replacement value, estimate of replacement cost and estimate of replacement
value, the terms “construction cost(s)” and “estimate of construction cost” used in the originally
noticed regulations, are removed from the proposed amended regulations. Construction cost(s)
and estimate of construction cost described estimates that did not include all of the components
of an “estimate of replacement cost” as required in Section 2695.183 (a) — (¢). In this regard
proposed Section 2695.182 (a) is amended to remove the reference. [It should be noted, as well,
for the same reason the text has been amended in the following proposed sections to remove
“construction cost(s)” and/or “estimate of construction cost(s)”: 2190.3 (f), 2695.182 (b),
2695.183, 2695.183 (g) [noticed as subdivision (h)] and 2695.183 (h), 2695.183 (i).] Further,
based upon comments, and with the goal of establishing clearly that the regulations create
obligations for licensees when they prepare or “‘communicate” an estimate of replacement cost,
only in those circumstances when the application or renewal is for a policy which provides
coverage on a replacement cost basis, proposed Section 2695.182 (a) is amended to read:

“In the event an estimate of replacement cost erasy eosts is provided or

comm Lmlcatgd by a hcensee to an applicant or 1nsured in connectlon w1th an ag_ghcatlgn for or

e poli

the llcensee shall document and mamtaln in the apphcant s or 1nsured’s file the followmg
information:”
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In consideration of comments, the proposed regulations are amended to clarify that the
documentation to be maintained by licensees relates to the estimate of replacement value.
Further, certain comments objected to the term “provide” as arguably establishing some sort of
duty to communicate replacement cost estimates, which was not intended. In this regard, the
proposed regulations are amended to reflect that the estimate is not necessarily “provided” but
rather “prepared.” In this regard, proposed Section 2695.182 (a) (1) (2) and (3) are amended as
follows:

“The status of the person pressding preparing the estimate of replacement value, as the
insurer underwriter or actuary or other person identified by the insurer, a broker-agent, a

contractor, an architect, a real estate appraiser, or other person or entity permitted to make such
an estimate by Insurance Code section 1749.85;

(2) The name, job title, address, telephone number, and license number, if applicable, of
the person prevsding preparing the estimate of replacement value-es-eenstruetton-eests;

(3) The source from which or method by which the estimate of replacement cost »akue-es
eenstruetion-eost-was determined prepared, to include any replacement cost calculator,
contractor’s estimate, architectural report, real estate appraisal, or other source or method; and

(4) A copy of any reports, inspection reports, contractor s estimates, or other documents
used to prepare the estimate of replacement valuc-er-eensiraetion-eests.

Comments were offered that it was onerous and unnecessary to have record-keeping
requirements when an estimate of replacement cost is provided by a licensee to an applicant to
whom an insurance policy is never issued. In consideration of these comments, the following
proposed Sections 2190.2 (q), 2190.3 (f), 2695.182 (b) and 2695.183 (i) have been amended and
to remove the record-keeping requirement in such circumstances.

Section 2190.2 (q) was added to the originally noticed regulations to refer to the record keeping
requirements in the proposed Section 2695.182 and Section 2695.183. Similarly, proposed
Section 2190.3 (f) was added to the originally noticed regulations, again, to refer to the record
keeping requirements in proposed Section 2695.182 and Section 2695.183. These subsections
have now been amended so as to acknowledge that the record keeping requirements as
enunciated in amended proposed Section 2695.182 and Section 2695.183 no longer require
record keeping when the policy is never issued, as follows:

Section 2190.2 (q): Any documents required to be maintained pursuant to Section 2695.182,
except that documents to which the last sentence of Section 2695.182 applies must be maintained
for the three-vear period specified in that sentence or subdivision (i) of Section 2695.183.

Section 2190.3 (f): “An agent or broker who provides an estimate of replacement cost e=an
estimato-of-oonstrtetion-eosts 10 an apphcant or insured with respect to a policy of homeowner s
insurance shall maintain records as mandated by Section 2695.182 an n (i

of Section 2695.183.”

The amended proposed Section 2695.182 (b) makes clear the record keeping requirement [stated
in proposed Section 2695.182 (a)] is limited. It applies to licensees who provide an estimate of
replacement cost to either an insured or an applicant for insurance. It is limited to an application
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for or renewal of a policy that provides coverage on a replacement cost basis, and does not
require record retention when the applicant does not buy the insurance policy:

“In the event the estimate of replacement cost eref-eenstruetion-eests is provided by a licensee
to an applicant or insureds in connection with an g_ggllcatlgn for or renewal of a policy that

provides coverage on a replacement cost basis, the licensee shall maintain in the insured’s file

the records specified in subdivision (a) of this Section 2695.182 for the entire term of the
insurance policy or the duration of coverage, whichever terminates later in tlme and for five
years thereafter. In the event the estimate of replacement cost er-efeenstruetion 8 1S
prov1ded by a llcensee to an apphcant to whom an 1nsurance pollcy is never 1ssued ﬂae%%see

2695 182

To make clear that the proposed regulations do not establish a duty to obtain and maintain
information or documents that would not, in the absence of the proposed regulations, come into
the possession of a broker-agent in the ordinary course of business, proposed Section 2695.182
(c) is added as follows:

upon a brokgr aggn; tg obtain from the insured and maintain ang 1nformgtlon or gocumgn; ;hat in

the nce of this section would not come into the pos ion of the broker-agent in th
ordinary course of business.”

Again, as with proposed Section 2696.182 (b), proposed Section 2695.183 (i) is amended to
make clear the record keeping requirement is limited. It applies to licensees who provide an
estimate of replacement cost, only, to either an insured or an applicant for insurance. It is limited
to an application for or renewal of a policy that provides coverage on a replacement cost basis,
and does not require record retention when the applicant does not buy the insurance policy.
Additionally, language is added to proposed Section 2695.183 (i) to specifically address the
length of time the records that are required to be retained, are maintained:

“Licensees shall maintain (1) a record of the information supplied by the applicant or insured
that is used by the llcensee to generate the estimate of replacement cost e&%&&e@#&ny

: 8 mate and (2) a copy of any : : ot
ees% estlmate f reglacemen; cost supplied to the apphcant or 1nsured pursuant to subd1v151on Lgl
(1) or (sh) of this Section 2695.183. If a policy is issued, these records and copies shall be
maintained sa-the-insureds-file for the entire term of the insurance policy or the duration of
coverage, whichever terminates later in time, and for five years thereafter. However, if in-the
ewent the estimate of replacement ¢ost is provided to an applicant to whom an insurance policy is
never issued, the records and coples referred to in the ﬁrst sentence of thxs subd1v151on (1) shall
be mamtamed 8 e=fe . RE-the-tie-] :

hcensgg is ablg to comglx Wlth the grgvmogg of this subd1v1§1on in the gvgn; the gghcx is 1§ §ged
to the applicant.”
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Comments argued the noticed regulations were vague and unclear concerning the obligations of
a licensee in estimating replacement value. Further, there was concern by those commenting that
any reference to “set” or “recommend” placed a legal obligation on licensees that does not exist.
In response to the comments, and to make clear that the regulations refer specifically to
standards for estimates of replacement value communicated to applicants and insureds in
connection with an application or renewal of a homeowners’ insurance policy that provides
coverage on a replacement cost basis, proposed Section 2695.183 is amended as follows:

an apphcant or 1nsured- n connection W1th an ggghcatlon for or renewal gf a homeowners
nsurance p_gllcx that grg_wges coverage on a replacement cost basis erte-previde-io-the-applieant
sE=insured=tor] : asideratien unless the requirements and standards set forth in
subd1v151ons (a) through (e) below are met:.

In consideration of comments, so as to make more clear that the requirements in estimating
replacement cost apply to the expenses which would be incurred in rebuilding the structure using
like or equivalent construction, and that those required components must include at least what is
referenced in the regulations, and not, as stated in the earlier version of the regulation, “but not
limited to,” which the comments noted as being overbroad, Section 2695.183 (a) had been
amended as follows:

“The estimate of replacement cost shall include aH the expenses that would reasonably be
incurred to rebuild the insured structure(s) in its entirelty, including but-net-Hmted-te at least the

following:...”

In consideration of comments, so as to make more clear the components and features to be
considered when estimating replacement cost, proposed Section 2695.183 (a) is amended and re-
structured. Subsection (a) now provides a list of five cost components to be considered. These
components, though referenced in the restructured subdivision (a) are identical to the cost
components referenced in the originally noticed regulations except for the following. The
originally noticed proposed regulations 2695.183 required a consideration of: “Architect’s plans,
engineering reports and permits, as well any other plans and reports reasonably necessary to
effectuate a complete rebuilding of the structure...” As this component was considered to be
overbroad, it has been revised and inserted under proposed Section 2695.183 (a) (4) as “Cost of
permits and architect’s plans...”

Further, in the interests of clarity, 2695.183 (a) (5) has been amended. There remains a
requirement that components and features of the insured structure be considered in estimating
replacement cost, but the overbroad language that the estimate include “all other costs incident to
construction” is removed from the proposed amended text.

The originally noticed regulations required that the estimate of replacement cost account for the
“size of the entire structure...” This proposed Section 2695.183 (a) (5) (F) is amended to read:
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“The square footage of the living space...”

The originally noticed regulations required that the estimate of replacement cost account for the
materials used in, and types of, interior features and finishes. So as to make more clear the
requirements and to give provide further information to licensees concerning their obligations,
proposed Section 2695.183 (a) (5) (I) is amended to read:

“Materials used in, and generic types of, interior features and finishes, such as, where applicable,
the type of heating and air conditioning system, walls, flooring, ceiling, fireplaces, kitchen, and
bath(s)...”

Further, based upon the realization that the type of attached garage be considered, proposed
Section 2188.65 (d) (3) (M) is amended to add in the size and type of attached garage, and
noticed (M) is now lettered (N) as follows:: “Size_and type of attached garage...”

In this regard, as detailed above, proposed Section 2695.183 (a) is amended to read as follows:

“(1) Cost of labor, building materials and supplies;
(2) Overhead and profit; and
(3) Cost of demolition and debris removal;

(4) Cost of permits and architect’s plans; and
(%=) g gg g;onslgeratlgn of A components and features of the insured structure, as=wekl-as

s including, but-nettimited<te at least the following:

(A) Type of foundatlon
(B) Type of frame;

(C) Roofing materials and type of roof;

(D) Siding materials and type of siding;

(B) Whether the structure is located ona slope

(F) Size-e ke The square footage of the
living space;
(G) Geographic location of property;
(H) Number of stories and any nonstandard wall heights;
(I) Materials used in, and generic types of, interior features and finishes, such as,
where applicable, the type of heating and air conditioning system, walls, floorin

ceiling, firepl kitch n and h(s);

(=159 Q) Age of the structure or the year 1t was bu11t » Ld
K) Size and type of attach >

So as to make clear that_proposed Section 2695.183 (b) refers to an estimate of a replacement
cost of dwellings, specifically, it is amended as follows:

“The estimate of replacement cost shall be based on an estimate of the cost to rebuild or replace
the structure taking into account the cost to reconstruct the single property being evaluated, as
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compared to the cost to build multiple, or tract, properties dwellings.”

In consideration of comments that the regulations were unclear and onerous regarding the
requirement that a licensee verify that the sources and methods used to estimate replacement cost
proposed Section 2695.183 (e) is amended. The proposed amended regulation has removed any
reference to setting or recommending a policy limit, as the comments argued that this language
could be interpreted as establishing an obligation on the part of licensees to set or recommend
policy limits, which is not the intent of the regulations. Further, the proposed subsection is
amended to require that the licensee take reasonable steps to verify the sources no less frequently
than annually and that the estimate shall be based on reasonable current sources and methods.

In this regard, proposed Section 2695.183 (e) is amended as follows:

“The 4 licensec +he

shall no less frequently than annually take reasonable steps to verify that the sources and
methods used to generate the estimate of replacement cost are kept current to reflect changes in
the costs of reconstruction and rebuilding, including changes in labor, building materials, and
supplies, based upon the geographic location of the insured structure. The estimate of
replacement cost shall be created using such reasonably current sources and methods.”

There was concern as expressed in the comments that in order to properly estimate replacement
cost, “demand surge” should be considered. Demand surge is a phenomenon characterized by a
substantial increase in the cost of construction due to unusually high demand for contractors,
building supplies and construction labor. Demand surge typically occurs after a disaster, such as
a wildfire, earthquake, or other natural disaster. The originally noticed regulations prohibited
licensees from considering demand surge in estimating replacement value. Thus, in consideration
of comments that prohibiting “demand surge” in an estimate of replacement cost might limit the
ability of the insured or applicant to purchase higher policy limits to account for demand surge,
noticed Section 2695.183 (f) has been removed from the proposed regulations. The removed text
is as follows:
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The text of the noticed Section 2695.183 (g) is moved to Section 2695.183 ().

There were comments offered that oftentimes broker-agents, when estimating replacement cost,
are required by insurers to use tools, including software programs, provided by the insurance
carriers writing the policies. So as to make more clear that although the provisions are binding
upon licensees, notwithstanding the fact that information, data or statistical methods used or
relied upon by a licensee to estimate replacement cost may be obtained through a third party
source, the amended text in subdivision (f), referring to subdivision (k), demonstrates that there
is an exception in circumstances when insurers require that a broker-agent utilize a specific
source or tool to create an estimate of replacement cost.

“(f) €& Except as provided in subdivision (k) of this Section 2695.183, Fthe provisions of this
article are binding upon licensees, notwithstanding the fact that information, data or statistical
methods used or relied upon by a licensee to estimate replacement cost may be obtained through
a third party source. Any and all information received by the Department pursuant to this article
shall be accorded the degree of confidential treatment required by section 735.5 of the Insurance
Code or Chapter 2 of Part 1 of Division 3 of Title 2 of the Government Code, commencing at
section 11180.”

There were comments that the noticed regulations did not delineate the extent of the obligation
on licensees to provide copies of replacement cost estimates to applicants and insureds. The
comments noted that oftentimes replacement cost estimates are communicated telephonically. In
this regard, proposed Section 2695.183 (g) (1) is amended.

Initially, the word “communicates” is used rather than “uses” to make clear, again, that the
regulations apply to communications to an applicant or insured. Further, as noted above in other
circumstances, the terms “set” and “recommend” have been removed, as these terms led to
comments that the regulations were establishing an obligation on the part of licensees to set or
recommend policy limits, which is not the case. The amended language provides that the
communication must be related to a policy that provides coverage on a replacement cost basis,
and not other policy types. As noted above, the reference to “construction cost” is removed, as
well. The amended proposed regulation contains new language stating specifically that if an
estimate of replacement cost is communicated to an applicant and the licensee determines an
insurance policy shall not be issued, then the licensee is not required to provide a copy of the
estimate. Further, the new language provides that if the estimate is communicated telephonically
to an insured, the copy shall be mailed no later than three business days after the time of the
telephone conversation. Finally, if an estimate is communicated by telephone to an applicant,
the copy of the estimate shall be mailed no later than three business days after the applicant
agrees to purchase the coverage. Proposed Section 2695.183 (g) (1) [noticed as subdivision (h)]
1s amended, then, as follows:

to an apphcant or msured- i wi n 1' ti I Of Ienew. l h

insurance policy that provides coverage on a rgglaggmgnt cg§t bas1s, the hcensee must provide a

copy of the estimate of replacement cost estimaa 3 3 g
or insured at the time the gstimate is communicated, peliey-tmitis-set=

ate to the apphcant
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otherwise-the-subiec communication-by-the-l - However, in the event the estimate of
replacement cost is cgmmumgateg by_ a llgensee to an applicant to whom the licensee determines
an insurance policy shall ngt be issued , then thg hcenseg is not required pursuant to the

teleghgng ggnversatlon In thg gvent the estlmatg of reglgggment cost is communiggteg_i gx
le C 9

busin s after the a hcan rchase the rage %@M

Pursuant to the proposed regulations an estimate of replacement cost must itemize the projected
cost of components and features specified in proposed Section 2695.183 (a). Proposed Section
2695.183 (g) (2) [noticed as subdivision (h)} is amended to reflect the changes and restructuring
of proposed Section 2695.183 (a) and to specify more precisely that the itemization is related to
a homeowners’ insurance policy that provides coverage on a replacement cost basis and that the
requirement is as to the projected cost. Proposed amended Section 2695.183 (g) (2) [noticed as
subdivision (h)] is amended, then, to read as follows:

“An estimate of replacement cost ¢ rovided in connection with an

application for or renewal of a homggwners insurance policy that provides coverage on a
replacement cost basis must itemize the projected cost for each element specified in paragraphs
subdivasion (a)(1) through (a)(4), and shall identify the assumptions made for each of the

relevant components and features listed in paragraph (a)(5), of this Section 2695.183.”

Clarification was needed concerning circumstances when a licensee revises an estimate of
replacement cost and communicated it to an applicant or insured. In this regard, proposed newly
amended Section 2695.183 (h) now requires that the licensee comply with proposes amended
Section 2695.183 (g) (1) or provide the estimate simultaneously with the renewal offer. Further,
this subdivision shall not apply to updates or revisions solely from the application of an
inflationary provision in the policy, itself, or an inflation factor applied at renewal. As important,
the amended language states that the subdivision does not obligate a licensee to recalculate an
estimate of replacement cost annually. In this regard, in keeping with the effort to make clear the
obligations of licensees, proposed_Section 2695.183 (h) is amended as follows:

h) If an stim te of replacement cost is updated or revised Io half of, the licensee and
he revi i frepl i ni icant or in in

cgnnectlgn w1th an g_fi'gr of renewal ofa h_gmeowners insurance gohgx that Qrovidgs coverage

f re lacement st to h applicant as provided in paragr h 1) of th1s ect on 269 183 r
t i Itan ly with the ren | offer Thi isi

shall not apply when the update or revision to the estimate of replacement cost or the policy limit
results solely from the application of an inflationary provision in a policy or an inflation factor.

This subdivision (h) shall not obli licensee to recalculate an estimate of replacement cost
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kAl

n an annual basis.

The Department received comments that the regulations were unclear as to what would be
considered a misleading statement under Insurance Code Section 790.03. The comments implied
that the regulations were establishing an obligation on the part of licensees to set or recommend
policy limits, which is not the case. The comments also implied that merely using the words
“replace” or replacement” in a conversation with an applicant or insured would limit the ability
of a licensee to have a conversation with an applicant or insured without exposing the licensee to
liability for making a misleading statement. In this regard, Section 2695.183 (j) has been
amended so as to remove reference to the terms “setting” and “recommending” define more
clearly and specifically the obligation to communicate an estimate that comports with 2695.183
(a) through (e) [these subdivisions specify with particularity those features and components to be
considered when estimating replacement value] as follows:

“To communicate an estimate of replacement value not comporting with subdivisions (a)

hrough f thi tion 2695 18 toana 11 ant or 1nsured in connection with an lication

The Department received comments that when an insurer requires that a broker-agent utilize a
specific source or tool to create an estimate of replacement cost, that the insurer shall provide
written procedures and written training materials. In this regard, Section 2695.183 (k) has been
amended to make this suggested change. Additionally, non-substantive changes have been made
to this section to remove the term “construction costs” and to change the reference to
subdivisions (a) through (f) to (a) through (e) in keeping with the re-lettering referenced above:

“When an insurer Fe atize identifies & one or more spemﬁc sources or
tools that a br gl;g; agent mgg; use to create an estimate of replacement cost ex=ees :

(1) the insurer shall prescribe complete written procedures to be followed by broker-
agents when they use the sources or tools,

(2) the insurer shall provide the broker-agent with the training e and written training
materials necessary to properly utilize the sources or tools according to the insurer’s prescribed
procedures, and
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(3) the insurer, and not the broker -agent, shall be responsible for any noncompliance with
the-provis: ubdivisions- pugh-(B-ef this Section 2695.183 that results from the failure
f th stlm t to s the requirem nts of subdivision through (e), unless that
noncompliance results from failure by the broker-agent to follow the insurer’s prescribed written
procedures when using the source or tool.”

The Department received comments that the regulations were establishing new legal obligations
on licensees in violation of California case law and in contradiction to statutory law. Further
comments stated that the regulations were, in essence, illegal underwriting requirements. So as to
make clear that this is not the intent of the regulations and in consideration of the comments,
proposed Section 2695.183 (m) is amended to state specifically that nothing in the article may be
construed as requiring a licensee to prepare, communicate or use an estimate of replacement cost
as follows:

“No provision of this article shall be construed as requiring a licensee to estimate replacement
cost or to set- or recommend policy limit to an applicant or insuredye-peliey-Hrar-ona

tex. No provision of this article shall be construed as requiring a
llcensee to advrse the applicant or insured as to the sufficiency of saek an estimate of

Further, in consideration of the comments that the proposed regulations are in conflict with
California statutory law and somehow would limit a licensee’s communication about the
California Residential Property Insurance Disclosure, the proposed regulations are amended to
add Section 2695.183 (n) as follows:

“No pr visi n of this icle hall limit or preclude a licensee from providi xplaining the
allfo idential Pr Insurance Disclosure, as ¢i 1n Insuran ode s t10n1 102

or exglgrmng hgw reglgeement cost ba51§ gghcres oggrgte to p_ag cla1m§

In response to comments that the noticed regulations prevented an applicant or insured from
obtaining his or her own estimate of replacement cost, the regulations are amended to add
Section 2695.183 (o) as follows:

“No provision of this article shall limit or preclude an applicant or insured from obtaining his or
her own estimate of replacement cost from an entity permitted to make such an estimate by
Insurance Code section 1749.85.”

In response to comments that the noticed regulations illegally mandate underwriting guidelines
and interfere with licensees’ rights in determining their own eligibility guidelines and minimum
policy limits in writing homeowners’ insurance policies, the proposed regulations are amended
to add Section 2695.183 (p) as follows:

“For purposes of this subdivision (p), “minimum amount of insurance” shall mean the lowest

amount of insurance that an insurer ires to be purch in order for the insurer to
underwrite the coverage on a particular pr based upon an insurer’s eligibili ideline
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underwriting practices and/or actuarial analysis. An insurer ma mmunicate to a licant or

insured that an applicant or insured must purchase a minimum amount of insurance that does not
comport with subdivisigng (a) ;hrough ge! of this Sectlon 269; 183i howevgr! 1f the mmlmgm

In response to comments regarding the applicability date of the regulations, the regulations have
been amended to add Section 2695.183 (q) as follows:

“This article shall lv only to estimates of replacement value that are prepared, communicat
Qr us icens n or after the day that is one hundred eighty (180) calendar days after
filing with th Cr f e.”

UPDATE OF MATERIAL RELIED UPON
These documents have been added to the Rulemaking File pursuant to the 15 Day Notice:

Transcript of Proceedings before the Department of Insurance May 17, 2010

NAMIC PADIC comment letter May 11, 2010

United Policyholders comment letter May 17, 2010

PIFC comment letter May 17,2010

IBA West comment letter May 17, 2010

Automobile Club of Southern California comment letter May 17, 2010

ACIC comment letter May 17, 2010

Insurance Agents and Brokers Association of California comment pleading May

17,2010

Insurance Trade Association, Alliance of Insurance Agents and Brokers,

Association of California Insurance Companies, Insurance Agents and Brokers

Association of California, National Association of Mutual Insurance Companies,

Pacific Association of Domestic Insurance Companies, Personal Insurance

Federation of California, Western Insurance Agents Association letter of June 18,

2010 of August 27, 2010

10.  Notice of Availability of Change Text and of Addition of Material to Rulemaking
File

11. Amended Text of Regulation, October 27, 2010

12.  Declaration of Mailing

13.  United Policyholders Survey 2007 Wildfire Victims

14.  Marshall Swift Beck Estimate screenshot (redacted)

15.  AccuCoverage Website screen shot views

16.  Union Tribune Article: Fighting off Fraud After the Disaster, November 3, 2007

17.  Orange County Register article: Living Under a Risky Roof, 2007-11-04

18.  North County Times article: Wildfire Pace Aims to Reduce Losses, November 12,

2007

XN

o
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19.

20.

21.

22.

23.
24.
25.
26.
27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

41.

42,
43.

NY Times article: After Fires, Homeowners Feel an Insurance Pinch, November
13,2007

North County Times article: Financial Impact of Rice Canyon Fire Coming into

Focus, November 11, 2007

Insurance Journal article: Survey: 96 Million Households Lack Knowledge on
Protecting Electronics, November 20, 2007

Risk and Insurance article: Burning Through Limits, December 1, 2007

Union Tribune article: Burned-out Homeowners Begin Insurance Process,
November 29, 2007

Union Tribune article: Homeowners Express Concerns Over Insurance,
November 30, 2007

North County Times article: Insurance Commissioner Offers Advice to Fire
Victims, November 30, 2007

North County Times article: Insurance Means More Than Just Paying Premiums,
December 4, 2007

Union Tribune article: Funding Stalled after Wildfires, December 13, 2007
CNN Money article: Burned out: Recovering From a Fire, December 12, 2007
North County Times article: Victims of 2003 California Wildfires Lend Their
Expertise to the Latest Burned-out Homeowners, December 14, 2007

Malibu Times article: State Insurance Commissioner Talks to Fire Victims,
December 19, 2007

North County Times article: Keep Your Insurance Up to Date for 2008,
December 27, 2007

North County Times article: Deadline Approaching for Fire Assistance, January
3, 2008

Ventura County Star article: Area Wildfires lllustrate Need for Adequate Home
Insurance, January 6, 2008

L.A. Times article: Houses Slid Down, Not Hope, January 5, 2008

Klipinger article: Burned out in the California Hills, February 2008

Insurance Journal article: Southern California Wildfire Losses Could Reach More
than $2 Billion, January 11, 2008

Union Tribune article: Companies, Underinsured Homeowners Still in Dispute
over Settlements Stemming from 2007 Wildfires, October 12, 2008

North County Times article: Region: Rebuilding Slow in Fire-ravaged Areas,
October 22, 2008

L.A. Times article: 4 Year Later, Victims Say Carriers Misled Them, October 23,
2008

North County Times article: Region.: Wildfire Victims Demand Help Fighting

Insurance Companies, October 23,2008

Insurance Journal article: Californians Take Responsibility for Underinsurance,
October 23, 2008

San Diego Newstips: Many Struggle to Rebuild After Last Year’s Wildfires,
October 23, 2008

L.A. Times article: Hot Zone, October 26, 2008

Associated Press report: Victims of San Diego Fires Criticize Insurers, October
24,2008

15



44,

45.

46.
47.

48.

49.

50.

51.

L.A. Times article: Wildfire Victims Burned Again When Coverage Comes Up
Short, November 19, 2008

Insurance Journal article: California Commissioner Declares Insurance
Emergency to Expedite Fire Claims Processing, November 17, 2008

Claims article: Wildfires Add to Catastrophe Counts, November 18, 2008
Insurance Journal article: Study: SoCal Fires Strike Those Who Often Reject
Insurance, November 21, 2008

KCOY report: November Wildfire Victims Have 30 Days to Register for Federal-
State Assistance, December 18, 2008

Insurance Journal article: California Hosts Insurance Recovery Forum for
Wildfire Survivors, January 9, 2009

Napa Valley Register article: Home Insurance in Wildfire Country, March 14,
2009

Sacramento Bee article: Agencies Scramble to Meet Rural Residents’ Need for
Fire Insurance Inspections, May 29, 2009

MANDATE UPON LOCAL AGENCIES AND SCHOOL DISTRICTS

The Department has determined that the proposed regulations will not impose a mandate upon
local agencies or school districts.

ALTERNATIVES

The Commissioner has determined that there are no alternatives that would be more effective, or
as effective and less burdensome to affected persons, than the proposed regulations.

#614462v1
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