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Section |. Executive Summary

In late 1999, the NAIC's Accident and Health Working Group (a subcommittee of its Life and
Health Actuarial Task Force, or LHATF), under the leadership of Julia Philips, FSA, MAAA,
asked the American Academy of Actuaries for assistance in developing rate filing regulatory
methodologies for health insurance products. The Academy subsequently appointed a Task
Force, under the leadership of William Bluhm, FSA, MAAA, FCA, to help the NAIC. That
task force is called the Health Rate Filing Task Force (RFTF). Its mission is to help redraft
the NAIC’s Guidelines for Filing of Rates for Individual Health Insurance Forms.

The RFTF met a number of times throughout 2000 and 2001 to define the scope of the
project and to begin work. As discussion progressed, it became clear that the issues
needing to be addressed in the RFTF’'s work were much larger than a simple rewrite of the
NAIC's guidelines. Aside from being simply an update of recommended rate filing
techniques and practices, it included two major issues: (1) a proposed solution to the
“closed block problem,” which we will discuss in greater detail later in this report, and (2)
inclusion of elements which would make the individual health market more attractive to
insurers.

The RFTF spent much time discussing various potential solutions to the closed block
problem. It also sought and received input from LHATF as to the policy goals they viewed as
being paramount in any solution. Ultimately, the RFTF concluded that there are four major
categories of potential closed block solutions, each of which would require a very different
regulation to be drafted in order to implement it.

Therefore, this report to the NAIC is a document presenting two major results to LHATF, with
a request for decision:

e It presents four major alternatives intended to help solve the closed block
problem, along with a discussion of the advantages and disadvantages of each.
If the NAIC decides which solution it prefers, the RFTF can continue its work in
drafting a proposed regulatory guideline; and

e |t presents the RFTF’s thinking on a number of other issues related to re-writing
the guidelines. We ask that the NAIC review the proposals contained herein,
and, if necessary, provide specific guidance on how they might need to be
changed. In this way, we can redirect our work before we commit further
resources to a proposal that would be unacceptable.

It is important to note that our work product was designed to respond to a specific charge
from LHATF. LHATF members attended our meetings and provided input along the way.
The boundaries of our discussion were often determined by those regulators who provided
input as to what the acceptable answers might be to various questions the group put to them.
For that reason, it should not be assumed that any particular decision regarding the shape of
this report are necessarily based on the preferences of either LHATF or RFTF, but represent
a merging of the two.
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Membership of the Task Force

The Task Force was composed of various volunteer members of the American Academy of
Actuaries. The meetings also were attended by interested parties. Members of the Task
Force were asked to act and speak in an unbiased manner, to provide advice to the NAIC
regarding the impact of policy decisions, without advocating any. Each member agreed to
do so. Those who decided to pursue a given public policy goal or goals declared themselves
as part of the “interested party” group, along with others who decided not to be official Task
Force members. In practice, interested parties contributed to our final work product
alongside members.

As with any other project, individual members of the Task Force might be viewed as having a
potential conflict between the Academy’s goal of an unbiased work product and their
employers’ or other goals. We believe that by making such potential clear through
membership status, by being alert to the potential for such conflicts on specific subjects, by
having broad representation from competing market segments and geographies, and by fully
disclosing and discussing all parts of our work with all members and interested parties
(including regulators), we have successfully produced an unbiased work product.

Participants are listed below, along with their status as members, interested parties, or staff:

Members Interested Parties

William F. Bluhm, FSA, MAAA, FCA, Chairman Timothy I. Martin, FSA, MAAA
James E. Oatman, FSA, MAAA, FCIA, Vice Chairman  Bernard Rabinowitz, FSA, MAAA, FCIA, FIA
Michael S. Abroe, FSA, MAAA Randi Reichel

Rowen B. Bell, FSA, MAAA Diane R. Seaman, FSA, MAAA
Karen Bender, ASA, MAAA, FCA David A. Shea, Jr., FSA, MAAA
Damian A. Birnstihl, FSA, MAAA Thomas J. Stoiber, FSA, MAAA
Cecil D. Bykerk, FSA, MAAA Ronora E. Stryker, ASA, MAAA
Kenneth L. Clark, FSA, MAAA John F. Troy, JD

Steven M. Dziedzic, FSA, MAAA

Paul R. Fleischacker, FSA, MAAA Staff

James M. Gabriel, ASA, MAAA Joanna Ossinger, MPP, HIA

John A. Hartnedy, FSA, MAAA
Richard H. Hauboldt, FSA, MAAA
Peter G. Hendee, FSA, MAAA
Steven Kessler, MAAA

Mark E. Litow, FSA, MAAA

Julia T. Philips, FSA, MAAA
Richard J. Ruppel, ASA, MAAA
Daryl M. Schrader, FSA, MAAA
Martha M. Spenny, ASA, MAAA
Roderick E. Turner, FSA, MAAA
Thomas F. Wildsmith, FSA, MAAA
Jerome Winkelstein, FSA, MAAA

Particular Thanks
The chairman would like to particularly thank Messrs. Wildsmith, Hauboldt, Birnstihl, and

Turner, for their extraordinary personal commitment to this project, which was evidenced by
their enormous time commitment.
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Section Il. Background

The NAIC'’s current rate filing guideline (“Guidelines for Filing of Rates for Individual Health
Insurance Forms”) was adopted in 1980, with amendments in 1983.

As health care rate reform has attempted to address consumer-oriented concerns such as
portability, the individual major medical marketplace has, in general, been subject to much
less reform than the small group market. One of the major issues in this market is the
relatively large size of rate increases relative to trend. Often the cause of this is attributed to
what has become commonly labeled as the “closed block problem.” No completely
satisfactory solution has yet been found for this problem, although recently individual states
have used various regulatory technigues in an attempt to address the issue.

Another underlying cause of large rate increases may be the differential between medical
trend and wage growth. This difference affects consumer affordability and can result in high
lapses causing adverse selection and consequently higher rate increases. The models in
this report do not address this overall issue of affordability. The drivers of rate increases are
discussed in Appendix B.

In presenting the analysis, the task force is not advocating for any particular approach
among the four described, nor does the task force believe that any approach is preferable
from the standpoint of any individual company. The task force is not advocating, directly or
indirectly, for any approach that would unreasonably limit companies’ ability to make
competitive market decisions or to compete effectively in the marketplace.

The Closed Block Problem

It is a commonly observed practice of the current individual health insurance market that an
insurer will periodically “close” a block of business (meaning they will no longer issue new
business in that pool of policies). There can be many reasons for closing a block of
business. Regardless of why a block of business is closed, that block will typically
experience claim costs rising more rapidly than would a block that was still open. If the
insurer raises premiums at an equally rapid rate, policyholders may find it difficult to keep
their policies in force due to the increased cost, which is a particular problem for those who
have developed serious health conditions and are unable to find new policies. If the insurer
does not continue to raise rates, then claims will eventually exceed premiums, and the
resulting losses must be funded from some other source (such as premiums on other blocks
of business, reserves established in earlier years, or company surplus).

Whether a block is open or closed, each year a substantial number of existing policyholders
typically reconsider whether they should keep their existing policies in force. This process
tends to be biased against the block, because standard insureds are more likely than
impaired insureds to find less expensive coverage elsewhere, or to decide that the benefits
they are likely to receive no longer justify the cost of coverage. As a result, lapse rates for
standard insureds tend to be significantly higher than those for individuals who have become
impaired. This is described as antiselection at lapse, and the cumulative impact of this over
time is known as Cumulative Antiselection (CAST). This happens when a portion of
standard policyholders (who can easily pass underwriting under another company’s
standards for new business) leave the closed block, resulting in a greater portion of impaired
policyholders (who have greater trouble finding coverage) maintaining their coverage in the
closed block.

May 12, 2004 PAGE 3



Because there are no new entrants to a closed block, experience in the closed block often
worsens over time, leading to relatively large rate increases. This typically happens in cases
where rate increases are based on the experience of that closed block only, rather than on
multiple blocks, including currently sold business. Larger rate increases, in turn, raise the
level of antiselection at lapse by further increasing the financial incentive for standard
individuals to shop for more attractive prices or drop coverage. This increased antiselection
leads to even higher rate increases. This process is known variously as a “premium rate
spiral,” “death spiral,” or “antiselection spiral.” In some cases, a point of equilibrium may be
reached, where most of the policyholders who are inclined to change coverage have already
done so, and experience and premium levels may stabilize, albeit at levels higher than would
be typical for an open block of policies. In other cases, the process may continue
indefinitely, leading to a situation where only the sickest policyholders remain covered,
paying very high premiums, with no standard policyholders in the block to subsidize costs.

The claim costs experienced in individual insurance tend to initially be relatively low, then
rise dramatically over time. This is due to the effect of initial underwriting, including possibly
an initial pre-existing condition period as well as due to the CAST effect described above.

This market is very price sensitive. Insurers can charge the lowest prices by charging
premium rates which mirror the increasing nature of claim costs over time. This results in
relatively low initial rates followed by sizeable rate increases. To the extent insurers follow
this philosophy, the CAST effect is magnified, increasing the likelihood of an antiselection
spiral.

The RFTF feels that this evolution of the marketplace, combined with the current regulatory
approach, have encouraged the closed block problem. In many cases, it is very difficult for
insurers to keep rates at a level adequate to cover the losses caused by this rating spiral.

For purposes of this report, this dilemma in the current marketplace is what we refer to as the
‘closed block problem.’

LHATF's Goal:

During its discussions, the RFTF determined that, in order for the Task Force to be able to
help the NAIC in its redrafting goal, the NAIC needed to prioritize its public policy goals
behind the request. We asked for and received guidance from LHATF, in the form of their
top three policy goals, in order of priority: (1) rate stability over time, (2) consumer choice,
and (3) disclosure. Further descriptive material is included as Appendix A of this report,
which includes the relevant portions of the A&H Working Group’s minutes from the
applicable meeting.

LHATF also asked the RFTF to identify and propose changes in the rate filing guidelines that
might make the individual major medical marketplace more attractive to insurers, without
compromising the public policy goals. This report addresses one such change (Section V).
We intend to address this more fully in our subsequent work.

Other Considerations
Many other public policy considerations were discussed by the Task Force as it developed
these alternative solutions to the closed block problem. In many cases, results associated

with these solutions will not create ideal solutions to the regulators’ goals described above.
As is often the case, the regulators’ dilemma will be to balance these solutions optimally.
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Our work included measurement of a variety of statistics which might be used by regulators
in evaluating the efficacy of various closed block solutions.

Representative Market

The work of the task force was focused on modeling the relative impact of alternative
regulatory approaches— not on measuring the impact that any particular state, or even the
average state, would experience if a particular approach were adopted. The diversity and
complexity of state specific market and rating rules (see Appendices D and F) precluded any
effort to model state-specific results, or even results for an “average” state. While a baseline
“current market” model was developed as a point of comparison for the various alternatives,
it is a representative approximation of the current rating environment in states that have not
enacted comprehensive individual market reforms. This current market baseline illustrates
some of the important dynamics seen in today’s markets — particularly those relevant to the
closed block problem - but ignores other important factors, such as the federal Health
Insurance Portability and Accountability Act of 1996 (HIPAA), guaranteed issue rules, and
the prevalence of state high-risk pools. The presence of these, and any state reform efforts
such as guaranteed issue, community rating, or rate band rules, must be taken into account
in interpreting these results and evaluating their relevance for any particular state.

Scope

Our work is designed to study and apply to individual major medical policies. By this, we
mean insurance contracts made directly between the carrier and the individual. It is not
intended to apply to plans other than major medical plans, such as those for Medicare
Supplement, Limited Benefit, Hospital Indemnity, Critical lllness, Long Term Care, Dental, or
Vision plans. In some cases, major medical plans sold to individuals take the legal form of
group master policies in which certificates of insurance are issued to individuals instead of
policies. Our work could be applied to these types of plans, as well as to true individual
policies.

In our modeling, we have assumed that all legal entities in a state (insurance companies,
HMOs, Blues plans, and others) would follow the same set of rules in each state under each
of these methods. Other situations would create different environments, requiring a different
analysis.

We warn strongly that these results were modeled to take into consideration only policies
issued after enactment of these solutions. We have not modeled the effect of in force
policies on the results. These transition impacts will need to be addressed to fully
understand how these solutions would work, including, possibly, additional modeling.
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Section lll. Overview and Global Assumptions

In order to evaluate alternative solutions to the closed block problem, a financial model was
developed. The model is not intended to be a pricing model for a given policy form. The
intent of the model is to provide a means to compare the financial implications of the
alternative solutions to current market behavior. In addition, and most importantly, the model
results should be viewed as a relative basis for comparing one method to another.

The Current Market Model provides an overview of the average behavior of the carriers in
the market and is not intended to model the experience of any particular carrier. In fact
individual carriers will have experience varying from the average based upon each carrier’s
underwriting, marketing, pricing, network arrangements, managed care activities and claim
adjudication practices. The RFTF believes that these individual variances in experience and
practice do not distort the validity of the Current Market Model's representation of the market
as a whole.

The following points summarize the key components, assumptions, and structure of the
model:

e It is a prospective view from the effective date of implementation of a particular
closed block solution through the 30th year after the original effective date;

e A policy form or group of policy forms is assumed to be open for new sales for a
three year period (an ‘era’), and then it is subsequently replaced by another
policy form or group of policy forms;

e Five such policy eras were modeled. New policies are thus issued for the first 15
years of the 30 year model;

e The insured population was divided between ‘standard’ and ‘impaired’ segments.
They were modeled separately, and then were combined to show the total
experience;

e As new business rates change over time, both in absolute dollars and relative to
other insurers in the market, sales levels are assumed to change inversely;

e Covered claim costs increase each year based on trend and deductible
leveraging. (Deductible leveraging is an acknowledged phenomenon where
observed claim trend is higher than the underlying cost trend due to having a
fixed deductible applied to trended costs.) Claim costs do not include cost
containment expenses as defined by the NAIC;

o Lapse rates are adjusted based upon the level of the rate increase implemented,
as well as the absolute level of the resulting premium. Larger than expected rate
increases and larger premiums can increase lapse rates, and lower rate
increases can reduce lapse rates; and

o Effective rate increases (the increases actually experienced by the block) will be
lower than requested rate increases (those calculated as needed), due to
regulatory limits and constraints. This effect is assumed to be more pronounced
on larger rate increases.

The baseline for comparisons is called the Current Market Model. This is a projection of
premium, claims, expenses, enrollment, and other key variables based on a set of global
assumptions and a premium rate calculation that we believe to be common. The Current
Market Model was constructed to represent what is currently happening in the individual
market in general (but, again, is not intended to represent any particular state).
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Each of the potential solutions to the closed block problem has its own model. For
consistency in comparing the output of these models and the Current Market Model, the
same set of global assumptions is used for each. These assumptions are not necessarily
reflective of conditions at any particular company, nor are they intended to suggest any
particular set of conditions to which insurers should conform their operations. Rather, these
assumptions are used for illustrative purposes only, recognizing that individual insurers’
circumstances can and will differ, perhaps significantly, from the assumptions the task force
selected. In addition, each closed block solution’s model may contain some specific
assumptions that are unique to it, some of which modify portions of the global assumptions.

Global Assumptions

These assumptions recognize the following list of key global forces and parameters common
to all spreadsheets. Rigorous definitions for all variables are contained in Volume Il of this
report, entitled “Documentation.” For some of the major assumptions, a separate discussion
is provided in this section of the report immediately following the discussion of the Current
Market Model.

At a conceptual level, it is important to understand that the models first mimic the original
rate calculation done by an insurer in setting rates. These assumptions produce an initial
premium rate which is a starting value for the projection. The assumptions used in
developing the starting premium rate do not necessarily match the assumptions used in the
projection, which is intended to model emerging experience that will naturally vary from
original assumptions.

e Claim Trend — Premium Rates

This assumption reflects the claim trend used in the initial premium rate
development of each block of business. Claim trend assumptions reflect the
underlying base trend, deductible leveraging trend, and the impact of benefit
reductions or “buy-downs”.

The initial premium rates for each block of business are based on a level claim
trend rate assumption of 12%. No fluctuations in the claim trend rate are
anticipated when a new product is being priced. This 12% trend assumption
assumes the actuaries pricing the product have gone through an analysis of
trend which matches the analysis described elsewhere in this report.

e Premium Rate Increases

Premium rate increases are applied to both hew business premiums and renewal
premiums for a given era’s block of policies. The first rate increase is based on
the expected claim trend in the first renewal year, since sufficient experience is
not available in time to influence it. After the first rate increase for a policy form,
future premium rate increases are based on actual claims experience and reflect
the most recent actual claim trend pattern.

e Claim Trend - Actual Claims
This assumption allows us to test various scenarios of how actual trend might
unfold over the projection period of the model. As described above, these claim

trends are different than the trend assumed in the initial rate computation. Claim
trend assumptions reflect the underlying base trend, deductible leveraging trend,
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and the impact of commonly observed voluntary benefit reductions or “buy-
downs”.

e Interest Rate

This assumption is used as the discount rate to calculate an initial premium rate
in each spreadsheet.

e Target Lifetime Loss Ratio

A target lifetime loss ratio is chosen for purposes of initial premium rate
development in all but the Prefunding model (described later in this report). In
that model, a target is not used directly, but intended to be met via other means
of calculating premium that is intended to be equivalent.

e Maximum Allowable Loss Ratio

A maximum allowable experience loss ratio for any one year, used for purposes
of renewal rate increases.

¢ |Initial Claim Cost Level — Standard Lives and Impaired Lives

Distinct claim cost level assumptions for the first year of each block for standard
and impaired lives.

e Base Lapse Rates — Standard Lives

This assumption reflects the underlying annual lapse rates for standard lives
before the impact of rate increases in excess of claim trend and aging, as well as
other adjustments described below.

o Base Lapse Rates — Impaired Lives

This assumption reflects the underlying annual lapse rates for impaired lives
before the impact of rate increases in excess of claim trend and aging as well as
other adjustments described below.

e Adjustments to Base Lapse Rates
Adjustments to base rates are made in the following situations:

— premium rates change at a different rate than the actual claim trend;

— the ratio of the company’s renewal premium rate to the market new business
premium is other than 1.0 (this applies only to standard lives’ base lapse
rates);

— the ratio of the company’s initial premium rate to the reference premium rate
is other than 1.0 (this applies only to standard lives’ base lapse rates).

However; the composite adjustments from all sources are limited such that no

annual lapse rate shall be less than 15% or greater than 80% for standard lives,
or less than 5% or greater than 50% for impaired lives.
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e Reference Premium

Defines the aggregate level of premium that exists in today’s market. Over time,
market rates may move away from the reference premium rate as the model
causes them to separate. For example, if a new model law causes an abrupt
change in the average market rate, a portion of the difference from the reference
premium rate is used to adjust lapse rates as noted above in the adjustments to
base lapse rates.

e Rate of Impairment

This assumption reflects the net migration from standard to impaired status from
one year to the next.

e Durational Deterioration Limitation Period (DDLP)
This durational period is used in the initial pricing calculation, to reflect the period
of time within which the insurers’ pricing model portrays deterioration of overall
claim costs by duration. This reflects the limited way in which durational
deterioration is recognized in today’s rate practices. It also determines the time
period after which the pricing recognizes no variation in persistency between
standard and impaired lives.
The term "durational deterioration limitation period" was coined for this report; it
is not standard actuarial nomenclature. The DDLP is an important parameter in
our model. It represents a common aspect of individual medical pricing that is
not always explicitly recognized by the pricing actuary.

e Aging

This assumption models the increase in claim costs and premium rates due to
annual increases in attained age of the insured block.

e Durational Rate Increases
This assumption reflects a pricing practice which has automatic increases in
premium rates due to duration, in addition to annual attained age and claim trend
rate increases. The model generates additional lapses due to such increases.

e Production Assumptions

Production reflects underlying uniform sales volumes adjusted for market and
carrier price sensitivity.

¢ Expenses and commissions

The assumptions reflect commissions paid on initial policy premium, but not on
rate increases.

e RBC levels and the cost of capital
The models estimate the amount of capital which will be held by insurers, as a

flat 24% of premium. A separate assumption is made for the opportunity cost of
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capital (the difference between what that money could be earning vs. what it
earns as conservatively invested assets in an insurers general fund). The
opportunity cost is currently set at five percent. These are both global
assumptions common to all of the models. (This should not be confused with the
separate, global interest rate assumption, which is only used to calculate net
present values for summarizing the results of each model.)

To calculate the opportunity cost of capital, each of the models calculates target
capital and surplus held each year, and the net opportunity cost of that capital.
The Prefunding model also reflects a portion of the Prefunding reserve when
modeling the cost of capital. The reserve margin is currently set at 10 percent.
Because "natural” reserves (reserves calculated with no margin or modifications)
are assumed to be funded out of premiums, and ultimately go to pay claims, they
are not treated as capital. The margin on the reserves, however, is treated as an
additional capital requirement for the block, and is added to the RBC when
calculating the opportunity cost of capital. Considered over the lifetime of a
policy, reserve margins are not funded out of premiums, but are in the nature of a
loan; the margin set up in early years (reducing earnings in those years) is
released back into the profit stream at later durations.

¢ Regulatory dampening of rate increases and maximum rate increase levels

Rate increases actually approved and implemented are assumed to be less than
those filed, due to restrictions placed on rate increase levels in the current
regulatory environment.

Sensitivity testing of the model, described in detail later in this report, involves varying the
global assumptions to determine what effect they have on the results. With respect to the
actual future claim trend assumption, we tested multiple alternative trend scenarios, both in
terms of level and pattern. See Section IX for additional details.
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Section IV. Current Market Model

This spreadsheet contains the financial model describing today’s market. The assumptions
in the model were chosen by task force members to reflect realistic levels based on historical
information and observations within the individual health insurance industry. Individual
insurers’ circumstances will undoubtedly differ from those modeled in the spreadsheet.

Initial premium rates are set to achieve a target lifetime loss ratio (assuming an illustrative
target loss ratio). After the first renewal (when rates are set on expected trend), rates are
assumed to be recalculated based on an actual-to-expected analysis. Expected loss ratios
are based on the durational loss ratio patterns which formed the basis of initial pricing, and
are not adjusted to reflect past deviations from expected levels.

The first era of policies is assumed to be issued evenly over three years. Subsequent eras
of policies are modeled in a similar manner, with initial premium rates based on the market
new business premium rate level, which is based on actual emerging claim trend levels. A
key characteristic of the Current Market Model is that the rates for each era are modeled
independently, without regard to the experience of the other eras.

Appendix E lists the various trend scenarios used to “stress test” each of the models. Our
baseline trend scenario was the one called “Medium”, which is a constant claim trend over
time. The results of the tests are described in Section IX, Sensitivity Testing.

Detailed Discussion of Major Assumptions
e Overall Average Claim Trend Assumptions

The starting point in developing the overall average claim trend assumption was
the historical mean change in the Medical CPI for the period 1970 to 2000. This
change averaged 7% per year. To reflect typical health insurance experience, the
Medical CPI must be adjusted for a number of factors including: different medical
services included in the Medical CPI versus those typically included in a health
insurance product; changes in claim utilization patterns; cost shifting; medical
technology; leveraging of medical costs due to deductibles, co-payments and
maximum out-of-pocket limits; and benefit plan changes over time. These were
estimated to be an additional 5% above the overall Medical CPI average claim
trend of 7%, for a total claim trend of about 12%. The overall average claim
trend of 12% does not include the impacts of aging and the wear-off of
underwriting selection over time.

e Claim Trends-Actual Claims

As mentioned above, the baseline projection assumes a constant claim trend.
This is shown in Appendix E, Claim Trend Scenarios, and labeled Medium, a
level 12% annual trend rate per year. Cyclical claim trend patterns, such as those
described as Cyclic A and Cyclic B, are representative of typical cycles of trends
seen historically. Running the model with Cyclic A and Cyclic B demonstrate the
effects of implementing these closed block solutions at different points in the
cycle.
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e Standard vs. Impaired Claim Cost Assumption

A certain portion of insured lives is assumed to become impaired after issue.
Impaired lives are assumed to have an average morbidity cost about four times
that of standard risk lives. The proportion of standard versus impaired lives
changes over time based on lapse rates that vary for standard and impaired
lives. Standard lives have higher lapse rates than impaired lives. Also, in each
year there is a net transfer of policies from a standard to an impaired status.
Initially, no impaired lives are assumed. This assumption would not be true in
states that impose HIPAA guarantee issue requirements on the individual
market.

. Persistency Assumption

The Current Market Model, which we sometimes refer to as the baseline
scenario, assumes an annual lapse rate that varies by the policy year since issue
(duration), by standard and impaired lives, and the following three relationships:

— The difference in the premium rate change versus the actual claim trend;

— The ratio of renewal premium rate to market new business rate (this applies
only to base lapse rates for standard lives);

— The ratio of initial premium rate to reference premium rate (this applies only
to base lapse rates for standard lives).

However; the composite adjustments due to these relationships are limited such
that no annual lapse rate shall be less than 15% or greater than 80% for
standard lives, or less than 5% or greater than 50% on impaired lives.

The functional relationship of lapse rate to these three variables was based upon
the combined expertise of the authors of this report.

. Other Assumptions
Other assumptions typically made for pricing of individual policies were made in a
simplified manner for modeling purposes, but did not vary by model. These are

based on typical assumptions readily verifiable by information often available in
actuarial memoranda filed with DOIs.
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Section V. Discussion of the Sub-Issues

Early in our discussion of how to address the major issues of the ‘closed block’ problem, we
realized how important it would be to at least recognize the series of underlying issues that
may cause us difficulty in arriving at a clear-cut solution. Any model legislation or regulation
that may ultimately result from the work here of the RFTF may also have to address these
underlying, but important issues. Consequently, we discuss them here.

We group our discussion of the sub-issues into three major categories: actuarial, industry,
and consumer issues.

Actuarial Issues

e Should the numerator be net of changes in policy reserve in the reported loss ratio?
Current guidelines indicate that the numerator of the loss ratio calculation be stated
before adjustment for contract reserves (including durational reserves). While such
an approach does avoid the risk of potential manipulation (not seen as a significant
long term risk by the RFTF), it may be counter to the NAIC’s primary goal of rate
stability. This is because the use of unadjusted claims figures tends to cause an
increasing durational loss ratio.

e Should the reported loss ratio include certain cost containment expenses? LHATF
has already addressed this issue, and agreed conceptually to the inclusion of such
expenses within the numerator of the loss ratio.

e Can past losses be recovered, up to the lifetime loss ratio (which reflects past and
anticipated future experience), or must the future loss ratio match the originally
anticipated loss ratio over the same period? This would seem to be a public policy
guestion, as each of the options implies a separate public policy standard.

e What are parameters for assessing credibility of a block’'s experience? How can
theoretically sound credibility rules be structured so that there is consistency among
states?

Industry Issues

o If a closed block solution requires insurers to establish additional contract reserves,
such reserves should be deductible for federal income tax purposes. Lack of tax
deductibility would create substantial incentive for insurers to minimize these
reserves, making the prefunding method problematic.

e The framework for any proposed solution must include prompt review of filings on the
part of regulatory authorities. Regulatory responses and actions must be fact-based
and rational, not arbitrary.

e Proposed solutions must provide for consistent rules and application, both among
states and within a state.

e Solutions should create an environment of consistent regulation among all insurers
participating in the individual market.

Consumer Issues
e From the consumer perspective, the main problem with the current market situation

is large percentage rate increases relative to perceived inflationary trends.
Consumers generally do not understand the drivers of premium rate increases.
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e Potential solutions will greatly impact availability and affordability of individual
medical insurance. Reducing the cost of coverage for some consumers requires
increasing premiums for others. Since the primary direction given to this task force is
to reduce premium increases on policies in later durations to make them easier to
keep in force, all solutions studied ultimately end up increasing premiums at the
earlier durations — often including new business premiums. Since the cost of
coverage is one of the primary reasons so many individuals are uninsured, in
evaluating the results of this study it will be important to consider the impact each
potential solution would have on the new business premiums.

e Consumers probably need assurance that any solution will entail rate structures that
produce reasonable equity between similarly situated risks.

e Disclosure of rating methodologies at the time of purchase is essential to consumer
understanding of expected future rating actions.
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Section VI. New Business Rates and Competition

It became clear in both the RFTF and the LHATF discussions that the level of premium rates
for people buying new individual major medical policies is hot a major concern of regulators
for purposes of this work, so long as the subsequent rate increases are within an acceptable
range. If a particular market could be demonstrated to be competitive, the RFTF feels that
those competitive pressures are more than sufficient to ensure the rates are no higher than
needed to achieve target profit. However, each solution studied will have differing impacts
on the level of these initial premiums. Regulators will need to decide if any methods affect
initial premiums in such a way as to put them outside of an acceptable range.

It cannot be assumed that higher initial premium rates will guarantee lower renewal rate
increases or even, if set high enough, renewal rate increases equal to trend. There is also a
behavioral effect that needs to be taken into consideration; as initial premium rates increase,
the underlying morbidity level of the insureds that purchase coverage also increases. Taking
this to the extreme, if the initial premium rates are set too high, the only purchases who will
buy coverage are those who will expect to have claims greater than the premium; this will
require the carrier to increase rates, and will lead to an insured pool with even higher
morbidity levels, etc; thus, if initial premium rates are too high, an assessment spiral could be
created.

For any given solution, if a company’s new business rate is higher than needed to achieve
target profit, any such overpricing will be corrected in future years because of the minimum
lifetime loss ratio requirement. In such a case, the result would be smaller rate increases
after issue than would have occurred with a lower initial rate.

The RFTF has investigated standards for a competitive marketplace. As a result of that
research, we propose the following rule for LHATF decision:

New business rates are not subject to prior approval where there is a
competitive market in that geographic area. The definition of such a
competitive market is one where the Herfindahl Index (HI) is .4 or less
across a state, or .7 or less for a smaller geographic area. The
Herfindahl Index is defined as: HI = Z(MSn)Z, where MS, is the market
share of competitor n.

The assumption here is that competition will motivate insurers to develop rates consistent
with state regulation that attract and keep the most customers. See Appendix C for a more
detailed discussion of competitiveness within the Individual Medical Marketplace.
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Section VII. Potential Closed Block Solutions

The Task Force discussed many different potential solutions for the closed block problem. In
our early deliberations, we asked for all potential solutions to be put on the table by all
stakeholders, and we then worked at categorizing the solutions.

The Task Force developed four generic categories of solutions to the closed block problem:

1. Individual Medical Pooling (IMP)

The IMP method assumes that all carriers in the individual medical market will share the
cost of financing individual policies by providing an industry wide safety-net for policies
that may be rated high in relation to the market. This method does not solve the closed
block problem, but provides a safety net for those who might be in a rate spiral.

2. Prefunding

Prefunding operates on the premise that each issue year cohort of policies must be
financed with premiums and claims from that cohort. Reserves are set aside at early
durations when loss ratios are low to fund claims at later durations when loss ratios are
higher. The advantage of this method is that the carrier may discontinue sales at any
time and the in-force business will be self-supporting and future rate increases after that
point should parallel new business rate increases in the market. The disadvantage of
this method is that the size of the reserves depends upon the slope of expected loss
ratios by duration which may vary widely by carrier and by block of business. Another
disadvantage is that this method does not provide for any direct recognition of high policy
acquisition costs which results in a combined ratio that varies less over time than the
medical loss ratio. This method also has the intention of preventing a rate spiral, but
does not guarantee the avoidance of a rate spiral, since no relationship is specified
between new business premiums and renewal premiums and no relationship is specified
between renewal premiums and market premiums.

This method also has the disadvantage of establishing large reserves which will increase
prices for all policyholders and those reserves may not be deductible by the carrier for
federal income tax purposes.

3. Interblock Subsidy — Durational Pooling

Interblock Subsidy — Durational Pooling (referred to as Durational Pooling) is a method
that combines the experience of all policy forms of a duration greater than N for all blocks
of business with similar characteristics in a given business segment of one insurer for
experience rating purposes. This results in policyholders on some forms subsidizing
policyholders on other forms. It does not limit the maximum rate increase for the blocks,
but it does reduce the rate increases needed by the blocks with the worst experience as
they will be subsidized by the blocks with better experience.

4. Interblock Subsidy — Rate Compression

Interblock Subsidy — Rate Compression (referred to as Rate Compression) is a method
that limits the rate differential for similar (after adjustment for benefits, area,
demographics, etc.) policies in different blocks of business, within a given business
segment of one insurer, to a maximum amount. Rate increases will still be requested
separately by block, but the method will generate subsidies between blocks. This occurs
when the rate increases for the blocks with the highest rates are restricted by the
maximum differential, and the lowest rated blocks are increased to subsidize these other
blocks.
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In addition a fifth (experience rating, or reclassifying individuals’ rate class at renewal based
on their health status) was later raised, given initial consideration, and ultimately excluded at
the direction of the NAIC.

These four approaches have been modeled in order to determine not only the extent to
which the objectives can be achieved, but also to evaluate the implications these approaches
may have on the individual major medical insurance industry. This section describes each of
those four approaches. Following is a brief key word summary of each of the approaches,
followed by a separate section for each. Each section attempts to describe in a more
thorough manner several aspects of the approach in narrative form, including its principles,
specific objective, and mechanics. A later section describes the implication of each, such as
a risk of capital, reserves, and existing model laws and regulations.

Before discussing each approach individually, it is useful to describe a few terms:
e Policy

A “policy” is the unit of individual medical insurance coverage that controls the
premium payment, typically covering the policyholder and possibly his or her
family. Many individuals purchase and are covered by a policy that, as far as
that person is concerned, behaves very similarly to an individual policy, but, in
fact, the individual enrolls, usually showing evidence of insurability, as a
“subscriber” to a master policy which may be a trust or association plan. In such
case, the individual is provided a “certificate” certifying his or her coverage as a
member covered under a master policy. For the purpose of this section, both
these “certificates” and “policies” are referred to as “policies.” The approaches
are intended to cover both situations in identical manners.

e Duration

“Duration” is the ordinal number measuring the time since the policy became
effective, usually expressed in years. For example, if a policy was effective 9
months ago, it is said to be in its first policy duration, or Duration 1.

e Form

In an individual insurance policy situation, a “form” is the collection of the legal
document pages that together form the unique set of policy benefits and terms to
which the respective state insurance department approves, These forms provide
for a limited number of variable items which usually depend upon the selections
made by the policyholder (deductible, coinsurance, riders for maternity, drugs,
etc.). As described in the definition of policy, for this section, form also refers to
the set of benefits and terms to which the certificate applies if individual coverage
is provided through associations or group trusts.

e Block
A “block” is an aggregation of policies of one or more forms having similar claim

cost characteristics over time, which an actuary has grouped together for the
purposes of determining appropriate premium rates.
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e Incurred claims

“Incurred claims” are claims that are ultimately to be paid by the terms of the
policy, that were incurred during a specified period of time. The period of time
usually is a calendar year or duration. A claim is incurred, for the purpose of this
definition; in the period a claim becomes a liability as determined by the policy
(usually, the period in which a hospital admission occurs or a medical service is
rendered). It does not include any change in contract reserves, or any similar
reserves that might come about due to the approaches described in this study.
The amount of claims that ultimately will be paid is often estimated to be the paid
claims plus the change in claim reserves from the beginning to the end of the
period, or the cumulative incurred and paid claims with an estimate of the
remaining payments to be made. Incurred claims can include cost containment
expenses that are defined by the NAIC, but these expenses are included with
claim expenses in our model.

e Segment or Era

A “segment” or “era” is a logical grouping of all blocks of business that for
reasons other than benefit differences have similar expectations for developing
experience. The following are some possible, but not the only, reasons for which
a carrier may establish multiple segments:

— Blocks closed to new sales,

— Blocks open to new sales,

— Blocks of obsolete forms,

— Blocks whose business originates from different distribution sources,

— Blocks whose business originates from distinctly different underwriting
practices (such as guaranteed issue during an open enrollment period vs.
medically underwriting each and every application), and

— Blocks with different claim management practices, including network
differences.

Individual Medical Pool (IMP)

This approach allows an insured who is covered by an individual policy, and whose rates
have increased beyond a trigger level, to move to a separate state-authorized program (the
IMP) that offers policies with premiums that are limited to a fixed percentage above current
market rates, and whose rate increases are limited to the average increase in the entire
individual market. As we have envisioned the program, the insured is eligible if they
purchased their current coverage after the effective date of the IMP, they have been
continuously insured for a specified number of years, and their current premium rate exceeds
the pool rate. The IMP would be comprised solely of such individuals who are eligible under
these criteria and who choose to move to it. The premium rate would be restricted to an
actuarial equivalent of a fixed percentage, such as 150%, of standard premium rates. Due to
this formula method of determining the IMP rates, the IMP’s annual rate increases will mirror
the average increase in rates of the individual market each year. The rate increases will not
be based on the experience of the IMP. The losses of the IMP program would be funded
solely by the individual major medical insurers in that state.
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Elements of Implementation

Eligible insureds (under individual major medical products) would be notified of their potential
eligibility to move to the IMP with their rate increase notices. The RFTF believes that the
number of years of coverage needed before eligibility would likely be in the area of five
years. In addition, the price of their current product must exceed the benefit-adjusted price
of the IMP product before they are eligible to move to the IMP. The IMP would be open to
state residents only.

IMP plan benefits would be similar to products purchased in the state’s individual major
medical market. Multiple deductibles would need to be offered, so that insureds could obtain
comparable coverage under the IMP. Since the purpose of this program is to control rates,
not provide additional coverage, any exclusionary waivers attached to an insured’s existing
policy would be attached to the IMP policy.

Premiums for the IMP would include variations by age, gender, geography, etc. in the same
manner as allowed for the other individual plans in the state. We believe that anti-selection
would be a problem for the pool without these variations.

The IMP products would be administered by one entity, and governed by a board of directors
who are elected by the insurers selling individual insurance in the state. The board would be
responsible for selecting the administrator, and all other administrative aspects of the
program

Losses from this program would be distributed back to the individual major medical insurers
in the state. We believe it is important that this assessment on individual companies be
allocated based on two factors: first, the number of insureds in the IMP from each company,
and second, the number of lives that company has in force in the individual major medical
market.

Discussion

The objective of this approach is to limit the ultimate spread between premium rates at later
durations and those charged to new business. This is achieved through a mechanism that
gives customers choice, without hampering an individual carrier's ability to charge
appropriate rates based on experience. The assessment mechanism is designed to
discourage companies from using a rate increase strategy that would generate significant
movement of policyholders into the IMP. (It does this through higher assessments charged
to insurers with more people in the IMP.)

Certain insurers try to minimize lapses by moderating the size of rate increases at early
durations. The IMP method would allow insurers to continue this practice. The IMP
approach will not altogether stop the need for large rate increase filings at later durations, but
it gives policyholders another option once their rate levels exceed the IMP rates.

Other Comments

A new NAIC model regulation will be needed to define the operating parameters of the
Individual Medical Pool, including specific carrier reporting and/or filing requirements and
assessment authority. Consideration must be given for the benefit structure and range of
options available in the pool, including the extent to which optional coverages are to be made
available, if at all. Specifics regarding the details of the two-part assessment formula will be
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required. Procedures are also needed for the selection process and responsibilities of the
board of directors and overall IMP governance.

Prefunding

This approach requires insurers to fund in advance some of the expected future claims at
later policy durations. The claims arising from antiselection at lapse and the “wear-off” of
underwriting are the claims that are prefunded.

As modeled, within any one block, the same level of rate increases must be applied
uniformly to new business rates and to all existing policies. Policies within a block are
pooled for determining these rate increases. The more significant “pooling” or subsidy,
however, occurs between durations within a block, as explained above.

Mechanically, premiums collected during early durations are significantly higher than
necessary to cover current year claims and expenses. The excess of the premiums over
these claims and expenses are used to establish reserves that are later drawn down to
reduce premium increases from levels dictated by their experience.

Elements of Implementation

This approach requires the creation of reserve factors by duration that will be applied to the
incurred claims per policy, or possibly to the earned premium, to build up a new type of
contract reserve. This new reserve is used to offset future needed premium rate increases
of the block. This new reserve must also be recognized on carrier financial statements.

This approach establishes required prefunding reserves, based on reserve factors which are
a function of duration, claim experience, and lapse experience. The methodology follows
that outlined in the paper “Duration-Based Policy Reserves”, published in the Transactions of
the Society of Actuaries, volume 45, 1993.

Only the claim costs that are reasonably expected to increase as a function of duration and
antiselection at lapse are prefunded into a reserve. For ease of reference, this document
refers to these increases as “durationally induced” increases. Increases in coverage costs
that are unrelated to the duration of the policy or the age of the block of policies are not pre-
funded. Claim costs that increase due to chronological aging of individuals, secular trend (net
of buy-downs), benefit changes, rating characteristic changes, and deductible leveraging are
specifically excluded from funding through the prefunding reserve mechanism.

Nonforfeiture values do not accrue, so lapses will not release any part of the prefunding
reserve directly to the individual in any form. The release of these reserves to the funding of
the block is critical to the success of this approach.

The prefunded reserve is used to offset premium rate increases that would otherwise be
needed to offset increases in claim cost antiselection at lapse, and durationally-induced
claim increases.

Prefunding does not preclude rate increases for losses in excess of anticipated levels arising

from other forms of adverse experience, such as medical trend that is greater than
anticipated.
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Because of the substantial reserves involved, the Prefunding model incorporates three
additional financial assumptions: (1) a reserve discount rate, (2) an assumed level of
investment earnings on reserves, and (3) a required reserve margin. The reserve discount
rate is currently set at 3.5 percent. This discount rate is used in calculating the reserve
factors used to establish the required reserve levels. The assumed rate of investment
earnings on reserves is currently set at five percent, and is applied to the Prefunding
reserves held each year to determine the investment earnings on those reserves. Because
the assumed earnings rate exceeds the discount rate, there is an interest spread on
Prefunding reserves that is an additional source of profit.

Discussion
Premium increases at renewal may be attributed to the following six broad causes:

aging of the policyholder,

rising medical care costs,

changes in the regulatory environment,

changes in utilization of health care services,

wear-off of underwriting, and

self-selection at renewal (Cumulative anti-selection, or CAST).

oukhwbE

The first four are not part of the “closed block” problem, and this model assumes that
premiums would still rise for those reasons. Appendix B provides more detail on this subject.
Numbers five and six above are at the heart of the “closed block” problem, and eliminating
“planned” or expected rate increases due to those effects would, if all the pricing
assumptions hold, place a closed block policyholder in the same position as an open block
policyholder. This model pre-funds for the expected cost increases from numbers five and
six, while assuming premium increases are needed to fund numbers one through four.

The model develops a series of reserve factors by duration. In calculating these factors,
claims are assumed to increase with age, trend, and duration. Differing lapse rates are
assumed for standard and impaired lives. Premiums are assumed to increase with age,
trend, and a flat chosen percentage each year. Net annual premiums are calculated under
these assumptions. Reserve factors are calculated as a percentage of claims. The model
estimated annual claim levels, but did not distinguish between paid and incurred claims.
One important implementation issue would be deciding whether reserve factors should be
applied to paid claims or incurred claims. Gross premiums are generated by adding in
expenses and profit charges, and expected gross premium loss ratios are calculated.

In projecting the financial results of a block of business, reserves are calculated by year and
by cohort. In developing these reserves, the reserve factors developed in the initial pricing
process are adjusted using CAST factors as described in Bill Bluhm’s paper “Cumulative
Antiselection Theory”, published in the TSA, Volume 34, 1982, and also in the Society of
Actuaries’ 50" Anniversary Monograph. In addition, the CAST factors increase the required
reserve level as lapse rates increase in order to adjust for an assumed increase in lapse-
related antiselection.

If actual experience is the same as the pricing assumptions, premiums will increase with age,
trend, and the assumed flat chosen percentage. If lapse rates are higher than expected, a
reserve adjustment is made, and premiums increase as the loss ratio deteriorates. The
reserve adjustment means that the loss taken by the company in the year the adjustment is
made is larger than it would be in the absence of prefunding, and, as these reserves are
released in later years, future rate increases are correspondingly smaller than they would be
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in the absence of prefunding. The model calculates the year-end reserve by applying a
reserve factor to premiums. The reserve change is the difference between the current year's
reserve and the prior year’s reserve. If claims increase by more than the expected amount,
the reserve charge will need to be correspondingly larger.

In situations where the claim cost experience on a block is not realized due to lapses
exceeding that assumed, the carrier will be required to use the release in prefunding
reserves to offset the otherwise justified increase in premium rates.

How a company is required to set the prefunding reserves will affect the pricing assumptions
and methods used by the company. Guidelines would be needed to determine how these
reserves are to be set. Companies would use these guidelines for their pricing, and
regulators would use them for their reviews.

As discussed previously, prefunding will not fund changes in the economic environment or
adverse claims experience that varies from that priced for. When these events occur,
reserve adjustments will be needed to cover the change in expected future claims

Guidelines for regulating this methodology must consider the extent that the prefunding must
balance between the smoothing of the premium for the customer, and the reserve
adjustment and solvency issues resulting from adverse claims experience of the company.

Other Comments

The current NAIC model law calls for a minimum contract reserve method of two-year
preliminary term (2YPT). The prefunding approach would be severely undermined if no
additional reserve were required during the first two years as 2YPT calls for, or if a similar
method were applied.

The current model uses a one-year preliminary term reserve. Given the high lapse rates in

the first two years after issue and the front-loading of expenses into the first year, moving to
two-year preliminary term reserves may not be practical.

Inter-block Subsidy — Durational Pooling

Durational pooling is a method in which the computation of renewal business rates requires a
carrier to pool the experience of its policies after they reach a chosen duration, across all
blocks within the applicable business segment. This means that premium rate increases will
be the same percentage increase for all policies in the pool. The effect of this is to cause
some policy premiums to be lower than they otherwise would have been, and others to be
higher.

Elements of Implementation

Prior to duration N, renewal business rate increases are calculated as in the Current Market
Model, where each block is rated on its own experience. For each issue year within a block
of policies upon reaching duration N, the experience must be pooled with that from all other
forms and blocks defined to be included in the pool for duration N or greater. For the first 2
years of the pool, if there is no experience base yet, anticipated trend can be used for pooled
rate increases. Our modeling uses this approach for simplicity. Thereafter, the experience
of the pool, relative to expected loss ratios reflecting the durational mix for the pool, is used
to adjust rate increases.

May 12, 2004 PAGE 22



Definitions would have to be developed for what forms and blocks within segments would
have to be pooled. The pooling should only occur among forms and blocks with broad yet
somewhat homogenous risk characteristics such as comprehensive major medical policies.

It may be necessary to file anticipated loss ratios by duration for each block that will be in the
pools so that regulators have some means of verifying the variation of the pool's actual loss
ratios versus expected loss ratios.

Discussion

Adoption of this approach in some states but not in others, or adoption with significant
modification, can undermine the effectiveness of this potential closed block solution, even in
the state in which the model was adopted intact. Uniformity across states is important, so
that any subsidy between blocks can also take place across state lines. The larger the pool
of business over which the subsidy can be spread the more likely rate stability can be
achieved.

The effectiveness of pooling of forms across blocks, particularly in the form of a limitation on
rate increases in some fashion, is risky because the forms have different benefit designs.
This is because each benefit design may have differing trend experience potential. For
example, forms with rich prescription drug benefits will expect to experience different cost
increases for trend. The same is true for forms with a mix of deductibles.

Pooling of durations still in the select underwriting period can limit the effectiveness of
underwriting, and minimize the effect of any new underwriting standards a carrier would like
to implement. Thus, if possible, N should be set to be a duration beyond the select
underwriting period.

Other Comments
The current NAIC model law allows for combining forms for purposes of improving credibility
of experience. This component of the model may need to be modified in order to

accommodate blocks of business, as well as subsets of forms, such as only those policies
within a form that exceed duration N.

Inter-block Subsidy — Rate Compression

Rate compression is a method in which premium rates for individuals with comparable
demographics, geographic location and benefits must be within a specified high-to-low
range. The comparison is made for all policy forms within a specified segment of forms to
which the rate compression requirement applies.

The effect of this is to cause rate increases on some policy forms to be artificially adjusted
from their true experience levels so that the resulting rates stay within the specified high-to-
low range. The result is that some policy premiums can be lower than they otherwise would
have been without the compression, and others can be higher.

Elements of Implementation

Renewal business rate increases (after the first renewal) would initially be calculated based
upon actual experience. After that, premium rates for persons of like demographics, area
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and benefits would be compared between forms within that segment. Adjustments would
then be applied as needed to bring the form rates within the high-to-low range. The result
would be that some forms would need to have their rates raised, and others lowered. It is
anticipated that these adjustments would be made in such a manner that, to the extent
possible, a carrier would maintain its calendar year profit objective that existed prior to the
impact of rate compression.

Definitions would have to be developed to determine which forms and blocks within a market
segment would be subject to rate compression. The compression should only occur among
forms and blocks with broad yet somewhat homogeneous risk characteristics.

Rate compression is performed so that rates are within the required range, exclusive of
benefit differences and predefined allowable characteristics. These would most likely follow
the state allowable rating characteristics, such as age, gender, and area.

An annual filing of a certificate of compliance may be required, similar to what is done under
many group insurance laws. This would allow the regulators to have a signed statement of
compliance for their records. The company should have a methodology statement available
for the regulators to show its process for compliance.

Discussion

The high-to-low range chosen can have an effect that varies from negligible to dramatic, as
illustrated in the following table:

Effect of Range Width on the Impact of Rate Compression

Relatively Narrow Range Relatively Wide Range

Similar rates for all policyholders Rates similar to current rates; potentially

wide variations among policyholders

Higher new business rates Small impact on new business rates

Smaller durational rate increases Little or no limitation on durational rate

increases
Could discourage people from purchasing Not likely to discourage purchases
coverage

If this method is applied to products that are priced using durational rating, it will minimize the
effectiveness of the durational rating due to the ultimate compression of rates.

Other Comments
A new NAIC model regulation would be necessary to define what types of forms are to be

combined for purposes of rate compression, and to discuss what types of rating factors could
be excluded from the compression tests.
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Section VIIl. Findings and Analysis of Solutions

This section discusses the results of our modeling efforts. We attempted to “even the
playing field” between the models, by having standardized assumptions and scenarios for
testing. Even so, each of these closed block solution models should be considered a
specific example of a spectrum of such solutions. Each of them can be made more or less
extreme than what is illustrated, by changing the parameters used in defining the method.
This might include choosing:

o The degree of prefunding, in the prefunding method,;

e The width of the rate corridor allowed, in the rate compression method;
The duration in which pooling occurs, for durational pooling and the individual
medical pool method; and

e The rate level trigger for pooling, for the individual medical pool method.

For this reason, care should be taken in evaluating the relative size of observed effects;
gualitative comparisons are much more helpful than quantitative ones.

The RFTF developed a sizeable number of metrics for possible use by the NAIC in
evaluating the results of the modeling. The stated primary goal of the LHATF was “rate
stability”, which was defined as having “rate increases...within a corridor of trend that
reduces the probability of spirals.” For this reason, our models report a number of statistics
aimed at measuring this.

This section first discusses results from each of the four solutions (models); this is followed
by a comparison between the four.

The Individual Medical Pool (IMP):

Under the IMP solution, people in the individual major medical market are guaranteed the
availability of a product whose rate cannot exceed a fixed percentage of the average rate
available in the current individual major medical market, and whose rate increases will be
limited to the average increase for the individual market. Once eligible for the IMP, the
choice to move to it or keep their current product is up to them.

The IMP has no initial effect on the current marketplace since people cannot move into the
pool until their rate exceeds the IMP premium and they have kept their product for N years.
This means that market premiums would not be affected initially when the method was
introduced. As people move into the pool, the program will begin to generate losses.
Assessments to pay for the losses are charged to all the companies in the individual
marketplace. The assessments will, in turn, be included in the rates the companies charge
to their customers. Like all solutions in this report, the model is based on prospective
application of this reform to people who buy a new individual major medical policy after the
requirement is in effect. Transition issues for previously inforce policies would require other
modeling.

As the IMP grows, so will the losses from it, and the resulting assessments.
In discussions of potential market situations, we decided to test a scenario where companies
are using aggressive rating practices in the individual major medical market. This was done

to emulate situations that may currently exist in some markets. Aggressive pricing would
include a larger amount of durational rating, and a shorter pricing horizon than we used in
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the Current Marketplace scenario. In testing this scenario we see a greater number of
people moving to the IMP, and at earlier durations. As a result of this, the ultimate
assessment level would be more than double the assessment otherwise, based upon our
modeling. This would increase premiums for the individual major medical market
correspondingly, with a corresponding decrease in participants in the future.

One result of increased premiums in the future would be a slight reduction in policies
purchased. We measured this effect by measuring the number of covered lives in the
market.

Our model proposes that assessments should be in two parts; one part would be based on
participation in the marketplace, the other based on how many former policyholders are in
the IMP. Companies with higher assessments would have to build a larger amount into their
premiums than their competitors.

The IMP does not directly control the level of rate increases that non-IMP products will need
at any duration. It does give the policyholder, once they are eligible, an option to choose a
product whose rates are limited to a fixed percentage of the average individual major medical
market rates, and whose rates will increase at the same rate as the average individual major
medical market rates.

In testing the various trend scenarios, it was discovered that varying the trend scenario had
little effect on the ultimate level of the assessment.

Due to the gradually increasing rate and the ultimate level of the amount of the assessments,
we do not feel that this method would create an unpredictable pricing situation for the
companies in the individual major medical market. A prospective assessment method,
compared to a retrospective method, would improve predictability even more. A prospective
method does, however, require the ability of the IMP to do special assessments on insurers if
the program runs short of funds. Insurers must be allowed to pass these special
assessments directly to non-IMP policyholders in the form of extra premiums. This situation
currently exists with assessments made for some state high risk pools.

Prefunding:

If cost increases attributable to the wear off of underwriting and adverse selection at lapse
are fully prefunded, consumers buying individual health insurance can expect renewal
premiums that increase at approximately the same rate as new business premiums. In other
words, their rate increases would equal the increase in costs due to age plus medical trend.
New business premiums would, however, be substantially higher. As with entry-age
Medicare Supplement policies, the higher initial cost would provide more stable premiums
over time. Consumers expecting to remain in the individual market for an extended period of
time would likely benefit from stable rate increases and lower ultimate rates, relative to the
other solutions. Consumers needing transitional coverage who expect to remain in the
individual market for a shorter period would likely find other solutions more attractive.

As with the other approaches, there are ways to moderate the effect of prefunding. The
current projections are based on prefunding part — but not all — of expected durational cost
increases. Specifically, premiums and reserves were developed to produce expected
premium increases equal to medical trend, plus the normal increase in costs due to age, plus
two percent. Allowing this additional two percent in expected renewal rate increases cut the
required increase in new business premiums roughly in half. It is important to note that we
are not modeling a rate band; rather, this is a change in the target level of future rate
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increases, which is used to develop expected loss ratios for renewal rating purposes and
reserve factors. Implementing a hard rate cap would have different results when experience
deviated from expected, and was not modeled.

Prefunding would significantly change the market. Higher initial premiums would reduce new
business sales. Lower renewal rate increases would reduce lapse rates, and increase the
number of long-duration policies. Total enroliment did not, during the 15 years in which new
business was being sold, reach the levels produced by the current market model. The
improved persistency did, however, result in total enrollment climbing to within three to five
percent of current market levels.

Reduced renewal rate increases mean that the higher cost of a prefunded policy is gradually
reduced over time. Our modeling suggests that the renewal premium for a prefunded policy
would fall below that for the current market around year 13. Rate increases are also more
stable — the minimum, maximum and average rate increases for an insurer’s entire book of
business are grouped more tightly together than under the other models (although a rate
compression approach, through the size of the rate band selected, directly controls this
relationship).

Prefunding also changes the pattern of gains and losses for an insurer. The combination of
higher initial premiums and a one-year preliminary term reserving method serves to offset
the high expenses associated with selling new business. After the first year, early duration
profits are reduced relative to the other rating approaches. However, as reserves are
released to offset high claim levels at later durations, profitability is preserved on older
policies.

The presence of substantial prefunding reserves does serve to moderate rate increases and
reduce market turnover. However, they also make results more sensitive to changes in trend
rates and assumptions. When experience deviates from what was expected when a policy
was initially priced, reserve adjustments are necessary in addition to changes in premiums.

Durational Pooling:

Durational pooling is a method in which the computation of renewal business rates requires a
carrier to pool the experience of its policies after they reach duration N across all blocks
within a limited number of segments of its business. Company new business rates are
affected indirectly by the pooling.

The following general observations of results under durational pooling are relative to the
Current Market Model.

¢ In general, fewer lives are covered than under the Current Market Model.

e Lapses vary by block/cohort with older blocks having fewer lapses, more covered
lives than under the current model because of subsidized rate increases.

o Newer blocks/cohorts show fewer covered lives and increased lapse compared to
the Current Market Model because they are subsidizing older blocks/cohorts and rate
increases are higher.

e Durational pooling can affect company new business rates because the model new
business rates for a block are increased each year after the initial year of issue by
the effective rate increase applied for the block. This method of determining new
business rates can cause the company new business rate to be higher or lower than
under the current market resulting in opposite changes in new sales volume. At later
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years when rate increases become larger for newer blocks because they are
subsidizing older blocks, new sales levels drop.

o Profitability to the insurer is slightly better across all blocks but varies dramatically by
block or cohort. Older blocks, because of subsidies from newer blocks, could have
significant losses and newer blocks could have substantial profits.

e Average rate increases in general tend to be minimally more than in the current
market, but there is significant variation by block and cohort because of the
subsidization of rate increases across blocks.

There is more variation in the number of lives, rate increases and profitability when looking at
cohorts than can be seen in averages across all blocks.

The interblock subsidy durational pooling baseline model starts pooling in duration 1. We
tested pooling starting at durations through 31. Based on the economic gain, number of
covered lives and magnitude of rate increases, durational pooling starting at duration 7
appears optimal. The economic gain is maximized with durational pooling starting at
duration 7, almost 15% higher than the current market. In aggregate, the number of covered
lives does not vary significantly with the starting duration, however, there can be substantial
variation by issue year and duration. Rate increases were reviewed for durational pooling
starting at durations 1, 4, 7, 10 and 15. For cohorts 5 through 15 the minimum rate
increases are about 2% to 5% higher than the current market with durational pooling starting
before duration 7. For pooling starting after duration 7, the most notable impact is that the
block 1 maximum rate increase is significantly higher by 13% to 16%. By starting pooling in
late durations, the initial pool entrants have quite poor experience. There is significant
variation of rate increases by issue year and duration as compared to the current market.

If durational pooling starts during the DDLP, company underwriting changes in more recently
issued blocks may not be as effective since generally newer blocks subsidize older blocks in
durational pooling. In addition, the shorter the period from issue to the duration when
pooling starts, the less time a company has to fix any initial pricing inaccuracies before
pooling dilutes any remedial action.

If pooling starts after duration 7, in general our tests indicate the solution’s effect is
minimized because the high lapse rates indicative of the individual market result in pooling
applied to only a small portion of the initial exposure since issue.

We performed some sensitivity tests for claim level experience deviations under durational
pooling. If poor experience deviations were modeled, the impact before durational pooling
starts would be the same as in the Current Market Model since each block would still be
rated independently of the others. Rate increase corrective actions on/or after durational
pooling starts would be dampened, in most cases, due to the cross-subsidies. Thus older
business would not benefit fully from the corrective action while new business would see
higher rate increases and more lapses due to the subsidy inherent in durational pooling. If
experience deviations develop in more recently issued blocks, durational pooling will still
show dampened rate increases for that block because all other blocks subsidize the needed
increase for the experience deviation. However, the average rate increases for more
recently issued blocks would increase relative to that in the current market and the minimum
rate increases would be even higher since there are fewer policies in older issued blocks to
add to the subsidy. Aggregate lives and the economic gain in dollars would drop from that in
the current market. If there were issues modeled after year 15, this result would not be as
pronounced.
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This solution requires a definition of what “blocks” get pooled: similar benefits, deductible
levels, level of network restrictions, etc. The model does not show premium rate differences
by age/gender, area, industry, benefits and health status (claim costs by impaired vs.
standard are in the model, however).

There also needs to be a definition of duration: examples include true duration, year of
issue, year that block was closed, or other. The model uses year of issue but with true policy
year. This definition will impact both the carrier and the regulatory agency. The definition
needs to allow some carrier flexibility while still allowing for appropriate regulatory controls.
The definition that facilitates one carrier’s rating system may be very difficult to implement for
another carrier.

Rate Compression:

Rate compression is a method in which premium rates for blocks with comparable
demographics, networks, geographic location and benefits must be within a specified high-
to-low range.

The baseline rate compression (2:1) model results as compared to the Current Market show
no change in sales because compression is not necessary until later years since there is little
variation between the five blocks in the Current Market Model.

The following general observations of results under rate compression are relative to the
Current Market Model.

e Total lives covered in the market are slightly down but almost the same as compared
to the Current Market Model.
Rate increases are almost the same as Current Market.

o Profitability is almost the same as in the Current Market, just slightly higher.

However, these results vary by block because, as with the durational pooling model, rate
compression results in newer blocks subsidizing older blocks.

Rate compression at 3:1 or 4:1 shows little or no impact primarily due to little or no variation
between blocks. Using assumptions of more heterogeneous blocks of business may result
in more rate compression. However, the higher this rate compression ratio is, the closer
results will be to those of the Current Market Model.

The rate compression models attempts to restore lost profits due to compression by
increasing rate increases in aggregate up to 2% of premium each year. Block 1 loses
considerably more money because rate compression limits its rate increases and all blocks
attempt to maintain the original annual profit objective by increasing all rates slightly.
Significant rate increases to maintain profitability likely would not be allowed due to the
regulatory review. A macro in the spreadsheet performs the profit restoration process. It is
imperative that the macro be run every time any change is made to the assumptions that
would affect the rate compression model.

To create some variation between blocks, we increased claim level experience on the two
oldest blocks by 40% and 20%, respectively. When the claim level adjustment is also made
to the current market, the current market economic gain and covered lives drop substantially.
Comparison of the rate compression and current market models with this adjustment shows
the economic gain under rate compression is now about 1% less than the current market and
the covered lives in total are about 500 less. Rate increases under rate compression,
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however, are about 8% lower in block 1 around years 13 and 14 as compared to the current
market but in later years the increases stay in the 20% to 24% range. Whereas, in the
current market with the claim experience adjustment, the rate increases at these later years
typically range from 16% to 24%.

The 2:1 rate compression scenario is the minimum ratio tested in our model and is in our
baseline scenario since the small group market uses +/- 25% to +/-35% in most states and
that has shown to be difficult for survival of some insurers and the viability of small group
markets. We believe that any rate compression used in the individual market should have a
wider range than that in the small group market such as 2.5:1 or greater.

It will be necessary to define what “blocks” are subject to rate compression. Note that all
models in our analysis do not show rate differences by age/gender, area, benefits, industry
and health status.

Operationally, insurers need to standardize rates among blocks for differences in allowable
rating characteristics such as age/gender, area, industry, benefits or health status. This will
add complexity to a company’s rating procedure since first they have to standardize rates to
a common basis and determine if they then meet the rate compression range. If not, then
they need to adjust rates, rebalance rates and likely try to build in a margin to restore lost
profits due to compression. A company may hot be able to recoup lost profits due to
compression if the compression impact is too large.

The model assumes that a carrier will decrease their older rates to conform to the necessary
rate compression range. This assumption was made because it was assumed that it would
be preferable that new business rates, which are typically the lowest rates, would usually be
unadjusted or be impacted the least. Other methodologies could be used, but were not
modeled.

New Business rates could be affected by rate compression, except that compression in our
modeling usually starts after new business has stopped, unless significant variation among
blocks is assumed. Rate compression could cause new business rates to increase and in
that case rate compression limits the premium effect of any change in underwriting criteria.

The following is a discussion of model results in terms of the impact of each potential
solution on the indicated components.
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A. Market and Company New Business Premium rates

Market New Business Premiums Company New Business Premiums
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In general, only the Prefunding solution has a material impact on new business rate levels,
estimated to be approximately 32% above that of the Current Market. The characteristics of
the other solutions do not call for remedial action until future years. In fact under the
baseline scenario, the initial company new business rates for the IMP and Rate Compression
solutions do not vary from the Current Market. Company rates under the Durational Pooling
solution actually decrease slightly in years 4 through 10, then increase to minimal levels
relative to the Current Market.

The IMP Model is the only model that uses issues beyond year 15; this was necessary for
the pool to reach an ultimate state. The IMP model spreads the cost of the market pool over
all in-force premiums. If new business sales are discontinued during the projection period,
pool assessments will begin to spiral rapidly upwards. To produce stable pool assessments
we modeled new business sales for the entire thirty year projection period. However, to
place the results of the IMP model on a comparable basis with those of the other models, the
exhibits only include experience from the first 15 years of issues. This provides full run-out
for those blocks, with assessment levels consistent with an active, ongoing market.
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B. New Business Sales

New Business Sales

3,200
3,100 RS
3,000 —e— Current
2,900 —a— IMP
2,800 Pre-Funding
2,700 IBS DUR
2,500
2,400 B e e e e e I e e

1 3 5 7 9 11 13 15

Results are consistent with the company new business premium results. The Prefunding
solution results in much lower sales, while Durational Pooling sales increase slightly in years
4 through 10, then decreases relative to the Current Market.

C. Total Enroliment

Total Enroliment
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Total enrollment is dependent on new business sales as well as persistency. It must be
noted that the significant drop in total enrollment after fifteen (15) years is due to the lack of
new business sales in our model after that time.

For Prefunding, enrollment is lower than the Current Market as well as the other solutions for
the first 16 years. Enroliment is also lower than the other models in total. Although, for
years 16-30, the year-by-year enrollment is slightly higher for prefunding than the Current
Market and other solutions.

None of the potential solutions, other than Rate Compression, reach an enrollment level as
high as the Current Market in terms of total life years under the 30 years modeled.
Durational Pooling reaches levels slightly above Current Market in years 7-10. Prefunding
reaches levels above Current Market by year 15 and increases relative to the Current Market
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thereafter. Among the potential solutions, Rate Compression and IMP come closest to
matching the Current Market. The Durational Pooling pattern relative to the Current Market
tends to mirror the pattern of new business sales.

D. Impaired Lives as a Percentage of Total Enrollment
Impaired Lives - Total Impaired Lives - Cohort #1
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It must be noted that the impaired lives percentage increases dramatically after fifteen (15)
years. This is due to the fact that new business, assumed to be 100% standard lives, is not
modeled after fifteen (15) years.

None of the proposed solutions show significant differences in impaired percentages relative
to the Current Market.

For IMP, the impaired percentage roughly matches the Current Market through year 18, and
then decreases steadily thereafter. As the impaired lives move to the pool, the rate increases
for the remaining standard lives are lower than they would be otherwise, resulting in lower
lapse rates for the standard lives. In order to compare the IMP results on an equivalent
basis, the pool enrollment was extended beyond the 15 year time horizon for new policy
issues.

For Prefunding, the impaired percentage actually increases relative to the Current Market
and then declines to levels below the Current Market starting in year 18 and decreases
steadily thereafter.

For durational pooling, the impaired percentage follows the Current Market through year 10,
increasing thereafter.

Rate Compression matches the Current Market in all but a few years.
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E. Rate Increases

Rate Increases for Current Market
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T Maximum Rate Increases
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Rate increase results are presented in terms of the minimum, maximum, and average of the
fifteen issue year cohorts modeled.

The Prefunding solution has the greatest impact on rate increase variation and level due to
the limitation on rate increases of trend plus 2%.

Both the IMP and Durational Pooling solutions show the same level of rate increase
variability as the Current Market until later years. For Durational Pooling, uniformity takes
over in year 20 at levels relatively close to those of the Current Market. For IMP, rate
increase variability continues, although the average rate increases ultimately decrease
steadily to levels below the Current Market as well as all other potential solutions.

Rate Compression is not significantly different than the Current Market.

F. Premium Rates by Cohort

Results are presented for issue year cohorts 1, 5, 10, and 15.

It must by noted that the in later years in which significant rate impact takes place, a minimal

number of insureds remain in force. Durational Pooling, however, results in significant
subsidization for later issues in relatively early policy years.
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The IMP solution follows the Current Market through year 14, and then begins to
steadily decrease relative to the Current Market to a level of roughly 50% of the
Current Market by year 30.

The Prefunding solution naturally begins with a rate level approximately 32% above
the Current Market decreasing steadily relative to the Current Market due to rate
increase limitations. It takes 13 years for the rate level to reach a level below the
rate level of the Current Market and ultimately reaches a level of approximately 59%
of the Current Market.

The Durational Pooling solution generally follows the Current Market through year 5,
and then begins to steadily decrease relative to the Current Market to a level of
roughly 74% of the Current Market by year 30.

Rate Compression generally follows the Current Market.

Cohort #5

Premiums for Cohort #5
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Cohort #5 results generally show the same pattern as Cohort #1 relative to the
Current Market.

The IMP solution generally follows the Current Market through year 18 (policy year
14), then begins to steadily decrease relative to the Current Market to a level of
roughly 54% of the Current Market by year 30 (policy year 26).

The Prefunding solution naturally begins with a rate level approximately 32% above
the Current Market, decreasing steadily toward the Current Market. It takes 12 policy
years (year 16) for the rate level to reach a level below that of the Current Market.
The ultimate level is approximately 59% of the Current Market.

The Durational Pooling solution is fairly close to the Current Market through year 13
(policy year 9), then begins to steadily decrease relative to the Current Market to a
level of roughly 79% of the Current Market by year 30 (policy year 26). It is apparent
that Durational Pooling has a greater impact on the older cohorts, as one would
expect.

Rate Compression generally follows the Current Market.
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Cohort #10

Premiums for Cohort #10
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A review of Cohort #10 appears to reveal a general pattern emerging. For IMP and
Prefunding, while the impact is slightly less than for older cohorts, the pattern is
generally the same. For Durational Pooling, differences from the older Cohorts is
much more pronounced and later issue years are clearly subsidizing earlier issue
years to the extent that rate levels are in excess of Current Market levels. Rate
Compression has no impact.

Cohort #15

Premiums for Cohort #15
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For IMP and Prefunding, the impact is actually greater than for Cohort #10. Premium
rates for the IMP will begin having subsidies in them after about year 14. For
Durational Pooling, subsidization is even more pronounced in later years. Rate
Compression has no impact.
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G. Rate Increases by Cohort

These results are consistent with the new business rates, overall rate increases, and
rate levels by Cohort already presented.

Results are presented for issue year cohorts 1, 5, 10, and 15.

It must by noted that in later years in which significant rate impact takes place, a
minimal number of insureds remain in force.

Durational Pooling, however, results in significant subsidization for later issues in
relatively early policy years.

Cohort #1

Rate Increases for Cohort #1
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The IMP solution follows the Current Market through year 14, then reaches a steady
rate increase level consistently lower than the current market for people in the IMP.
People choosing to keep their current policy will have increases similar to the Current
Market.

The Prefunding solution is characterized by rate increase limits of trend plus 2%,
which is generally, but not always, lower than the Current Market.

The impact of Durational Pooling results in rate increases lower than the Current
Market starting in year 9, but gradually increasing (due to the lack of new business)
and exceeding the rate increases of the Current Market at year 22.

Rate Compression follows the Current Market through year 19, then decreases
relative to the Current Market for three (3) years as rates become compressed, and
thereafter increases relative to the Current Market. This is caused by no new
business after year 15.
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Cohort #5

Rate Increases for Cohort #5
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The IMP solution follows the Current Market through year 18 (policy year 14), then
reaches a steady rate increase level consistently lower than the Current Market for
people in the IMP. People choosing to keep their current policy will have increases
similar to the Current Market.

The Prefunding solution is characterized by rate increase limits of trend plus 2%,
which is generally, but not always lower than the Current Market.

The impact of Durational Pooling results in rate increases that alternate at levels
lower than the Current Market through year 8 (policy year 4), then higher than the
Current Market through year 11 (policy year 7) then lower than the Current Market
starting in year 12 (policy year 8), but gradually increasing (due to the lack of new
business) and exceeding the rate increases of the Current Market at year 24 (policy
20).

Rate Compression follows the Current Market through year 19 (policy year 15), and
then varies slightly year to year from the Current Market.

Cohort #10

Rate Increases for Cohort #10
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The IMP solution follows the Current Market through year 24 (policy year 15), then
reaches a steady rate increase level consistently lower than the Current Market for
people in the IMP. People choosing to keep their current policy will have increases
similar to the Current Market.

The Prefunding solution is characterized by rate increase limits of trend plus 2%,
which is generally, but not always lower than the Current Market.
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The impact of Durational Pooling results in rate increases greater that the Current
Market through year 18 (policy year 9), thereafter reaching levels lower than the
Current Market despite gradually increasing due to the lack of new business.

Rate Compression follows the Current Market through year 19 (policy year 10), then
varies slightly year to year from the Current Market.

Cohort #15

Rate Increases for Cohort #15
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The IMP solution exhibits rate increases greater than the relatively low increases of
the Current Market through year 27 (policy year 13) thereafter decreasing to levels
consistently lower than the Current Market for people in the IMP. People choosing to
keep their current policy will have increases similar to the Current Market.

The Prefunding solution is characterized by rate increase limits of trend plus 2%,
which is generally, but not always lower than the Current Market.

The impact of Durational Pooling results in rate increases greater that the Current
Market through year 24 (policy year 10), thereafter reaching levels slightly lower than
the Current Market. Unlike earlier issue years, these rate increases are relatively
level through the modeling period due to the fact that subsidization of the older
blocks does not allow for significantly lower rate increases relative to the Current
Market.

Rate Compression follows the Current Market through year 19 (policy year 5), and
then varies slightly year to year from the Current Market.

H. Annual Premium
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Annual Premiums are dependent on the rate level and enrollment, presented above.
It must be noted that the significant drop in total premium after fifteen (15) years is
due to lack of new business sales in our model.

On a present value basis, Prefunding generates the greatest volume of premium,
while Durational Pooling is slightly lower than the Current Market and Rate
Compression. IMP generates the lowest premium, although it should be noted that
pool premium is not included with these results.

With respect to the premium pattern, the IMP solution follows the Current Market
through year 13 then drops steadily relative to the Current Market for people in the
IMP. People choosing to keep their current policy will have increases similar to the
Current Market. Prefunding is consistently well above the Current Market until many
years later. Durational Pooling generally follows the Current Market through year 13,
and then decreases to levels slightly below the Current Market. Rate Compression is
virtually identical to the Current Model.

[.  Annual Claims
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It must be noted that the significant drop after fifteen (15) years is due to lack of new
business sales in our model.

On a present value basis, Prefunding generates the greatest volume of claims
(including reserves), while Durational Pooling is slightly lower than the Current
Market and Rate Compression. IMP generates the lowest claims, although it should
be noted that pooled claims are not included with these results.

With respect to pattern, the IMP solution generally follows the Current Market
through year 15 then drops steadily relative to the Current Market for people in the
IMP. People choosing to keep their current policy will have increases similar to the
Current Market. Prefunding is consistently well above the Current Market with
exception of the first and last year. Durational Pooling generally follows the Current
Market through year 11, and then decreases to levels slightly below the Current
Market. Rate Compression is virtually identical to the Current Model.

May 12, 2004 PAGE 41



J. Annual Expenses

Annual Expenses (000's)
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It must be noted that the significant drop after fifteen (15) years is due to lack of new

business sales in our model.

Expense levels and patterns generally follow the Annual Premium results.

Profitability

Profitability results are presented in terms of pre-tax underwriting profit (Annual
Gain/Loss) before and after the opportunity cost of capital (Economic Gain/Loss),

both in dollars and percent of premium.

Annual Gain/Loss
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On a present value basis, IMP is the most profitable, both in terms of dollars and
percent of premium. Durational Pooling generates slightly higher profits than the

Current Market, both in terms of dollars and percent of premium.

Prefunding

generates higher profit dollars than all but the IMP, but the lowest profits as a percent

of premium. Rate Compression is virtually identical to the Current Market.

With respect to pattern, surplus strain impacts all but the Prefunding solution in the
first year. With the exception of Prefunding, profit margins increase steadily in future
years then begin to erode beginning in year 17, reaching minimum levels at about
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year 22, and increasing thereafter. The IMP model in particular increases to
significant levels in future years.

The Prefunding solution has a much different pattern than the other models. As
mentioned, the high initial rate levels eliminate surplus strain in year one. Thereafter,
moderate to low profit margins are achieved (although much lower than the other
models) through year 17, then increases steadily to levels significantly higher than
the other models, no doubt generated by reserve releases. This slow emergence of
profits will be a concern to a number of carriers in the market and may be a barrier to
new carriers entering into the market.

Economic Gain/Loss
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Economic Gain/Loss generates generally the same pattern as Annual Gain/Loss with
the following exceptions.

On a present value basis, Prefunding generates the lowest profits, both in terms of
dollars and percent of premium. This appears to be caused by higher cost of capital
due to reserves.

When comparing the results of these models to each other, it is assumed that all
external forces stay consistent. This would include such things as rating
characteristics, state mandates and rating rules, taxation, and other factors affecting
the rating of individual health policies.

Another factor affecting comparison of these methods is the relative provider
payment levels that competing companies pay. There may be situations where
some companies, who may pay lower claim costs per person, perhaps due to
negotiated discounts being significantly larger than their competitors, may already be
using a different form of rating methodology than some of their competitors. If this is
the case, then the resulting comparisons from one method to another may be
appropriate for each company, but may not be appropriate for the market in general
in that state.

For example, assume a state has a carrier that uses some form of a prefunding type
rating method and has competitive premiums because of their superior provider
discounts. If the state were to move to a prefunding rating approach the effect on
this company could be minimal. Also, assume that the other competitors in the state
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are using rating methodologies closer to what we have modeled as the current
marketplace in order to be competitive with the previous carrier. If they were to move
to the new prefunding approach, their rates might then become non-competitive due
to their lack of the same level of negotiated discounts. In the most extreme situation
this could result in a significant competitive advantage for the carrier with the low
rates.
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