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INDIVIDUAL EXPERIENCE REVIEW AND PRICING

Moderator: EARL S. MAGNUSON. Panelists: DAVID §. COX, ANDREW M. PERKINS,
CATHERINE R. TURNER

1. lixperience Peview

a, Profitability and Surplus Objectives
(1) ‘'mat goals are being established?
() ‘“hat is being done to achieve these objectives?

b. Medical Expense Experience
(1) Trends in claim frequency
(2) Trends in average claim size
(3) Inflation projections
(4) Trends in loss ratios

¢. Disabilaty Experience
(1) Claim freguency trends
(2) Claim termination trends
(3) Experience under residual disabiiity benefit

d. Rate Increase
(1) How rapidly and to what extent has poor experience on a
closed block improved following a rate increase?
(R) wWhat are the persistency results following a rate increase?

2. TPricing of Health Coverage

a. Metnodology, data sources and recent experience

b. Trend - sources of data, utilization and inflation components,
new medical CPI, current and expected levels

c. Consistency between package pricing for comprehensive major
medical and base/supplemental major medical

d. Area rating methodology data sources

e« Incurred and unreported claim estimates — base, recent experience

f. Slope of prices by deductible

(This session also included a discussion on the paper, "The Individual
Accident ana Health 'Loss Ratio* Dilemma,” by Joe B. Fharr,)

EXPERTENCE PEVIEW

PROFITABILITY AND SURPLUS OBJECTIVES

MR. ANDREW M. PERKINS: In the marketing of many products, in this or any
other inaustry, price is extremely important to the realization of pro-
duction goals. As we must admit to our marketing counterparts, it is not
enough to have a good profit assumption in the premium formula; you musc
charge a price that is reasonably attractive to the public. If a company
fails in that regard, it is quite likely that antiselection and poor
economics of scale will invalidate the claim and expense assumptions used.
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In many situations price is based on the competitive environment, and then
tne business must be managed witnin the cost limits allowed by that price.
If the expected profit is not sufficient, the answer isn't necessarily to

increase the protit margin and raise the price. A better approach may be

to change the product or the way it is administered.

Under this scenario the actuary must still decide whether the protit
produced by tnis price ana this set of assumed costs is adeguate. But it
is impossible to make a general rule as to what profit margin is sutrficient.
Tnat cepends on to0 many ractors -— including the company's size, the
volume of sales on the product 1in cuestion and the actuary's confidence in
other pricing assumptions. fny margin in the rate cannot be purely 1or
prorit — it 1s also a cushion against the real possibility of adverse
experience, Each company's risk situation and each actuary's evsluation
of that risk is bound to be dirferent.

In evaluating the contribution that a particular product should make,
a decision has to be made about what is meant by "erofit." One of the parts
o that decision is the identification of those expenses which must be
covered before contributions are mace to profit. In sny larpge company thare
are a number of administrative expenses of different types which are not
directly attributable to 2ny one product and others which do not increase
or decrease in direct proportion to changes in the volume of a particular
product. Because these expenses are not directly related to actual pro-
duction, one might validly use different expense numbers under different
sets of circumstances.

For example, a company's major medical product might be "unprofitable"
when it is allocated a full share of all indirect and fixed expenses. But
if those expenses will be incurred regardless of whether that product con-
tinues to be sold, it could be the wrong management decision to stop the
sale of major medical policies. A recnalysis of the results for that pro-
duct may show that it pays all of its own direct costs and contributes
something to the general operation of the company. And its availability
may provide support for the sale of other products with better nrofitsbility.

At our company (Travelers), ¢s in many others, the last few years have been
challenging ones in the management of individual accident and health insur-—
ance, This has led to a number of activities designed to better understand
and better manage the experience under our various products. e have had
to revise premiums on some forms and make changes in our underwriting.

One of the most important actions token ic ~ cla®m review process participated
in by members of many different functionnl aress within the comany. We have
a lawyer, a claim representative, 2 medical doctor, an actuary and an under-
writer all reviewing long term disability claims which have reached the

fourth month of payment. This claim review serves at least two purposes:

First, it has an impact on the administration or payment of the parti~
cular claims we review. The group's discussions may result in additional
exams, inspections, or other actions on a given claim that would not have
been taken by the Claim Department alone. The second result of this review,
and in my opinion even more important, is an education for all of the people
in our company who deal with individual disability insurance. Uhat we learn
by looking at the individual claims including aggregate statisticoc for 21l of
the claims we have seen, is communicated to other members of the Under--
writing, Claim, Actuarial and Marketing Departments. While it is
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difficult to quantify our impact on financial results, there is almost
universal agreement within owr company that the time and effort spent on
this process is well worth it. In fact, we recently decided to conduct

the same sort of review for certain contestable period claims on our medical
expense forms,

A second area that is receiving a lot of attention is an analysis of
expenses, Considerable effort is being expended to meke sure that we are
retting the most accurate and reasonable allocation of expense dollars to
specific products and product types possible, There are a number of
cuestions about expense allocation for which there are no exact answers.
But within the range of possible allocations, there is quite a difference
in the bottom line results on a given product depending on how oite chooses
to distribute expense dollars. The changes we are ceeing in seme of
the aggrepate expense figures for different product groups is having a
significant impact on our uwnderstanding of the profit potential for different
product types.

Finally, to improve our profitability, we made a number of changes in
our disability products a year ago. The definition of disability was
chanpged from a long term regular occupation definition, to "the insured's
regular occupation provided not engaged in any occupation for wage or profit.m
At the same time, we introduced a Social Benefits Rider which is sold in
addition to the basic policy. The rider pays benefits whenever Social
Security, “orkers' Compensation and State Cash Sickness benefits do not
pay. This is an attempt to reduce the impact of overinsurance. 'Je no
lonmer sell lifetime accident only, so that all of our waiting periods and
benefit periods are now the same for accident and sickness, This eliminates
some cases of antiselection and disagreement over the cause of disability.

The new policies include the Pelationship of Earnings to Insurance
Clause. This is an imperfect tool, but we feel it is useful for the ex-
treme cases of excessive coverage. YWe also include a residual-~type bene-
fit, but I wouldn't be willing to say yet whether that is a feature that
will improve profitability.

MR. DAVID S. CC0¥: Before commenting on the specific items of today's
agenda, let me cuickly relate to you Frovident Life and Accident's modus
operandi,

Frovident is a non-participating stock company utilizing several
unigue operating departments as separate sales/%rofit centers. Bach depart-
ment is somewhat autonomous in that each has its own sales force, product
line and its own service sections such as underwriting, actuarial, agency,
etc. Even though there are some five or six separate operations, the three
primary operating departments are:

1. The Group Department operating in the large group market and
generating the largest share of Provident's premium income.

2. The Life Department offering life-related products in the
middle and high income markets. Our average size new policy
is $40-$50 thousand of face value,

3. The Accident Department specializing in the sale of non-can and
guaranteed renewsble disability income products in the professional
and business executive market.
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My department, the Accident Department, operates almost exclusively on a
brokerage basis through a branch office system, In 1977, the Accident
Department was the leading producer of individual non-can disability income
policies in the U. S. by having 37,686 paid~-for policies representing
$14,372,708 of annualized premium. My comments today will be limited to
the operation of our Accident Department,

Since the basic objective of Frovident's operating philosophy is to
achieve consistent long-term growth as a provider of insurance and related
services and in doing so to generate earnings adequate to provide increasing
cash dividends to our stockholders and increasing earnings per share for
growth, we have an cbvious concern for the profit and surplus margins built
into our premium rates.

Our profit and surplus margins consistently are related to the degree
of risk involved in the product being offered as respects coverage provisions,
market, renewal guarantees, etc, Our premium rates usually allow for re-
couping our negative cash flow associated with accuiring new business at a
yield rate 2 - 7 percentage points higher than the interest rate assumed in
our asset share calculations. In addition to this margin, we normally incor-
porate a flat dollar profit objective per unit of exposure. Overall, what
all this meens is that our largest profit and surplus objectives are usually
incorporated into the rates for our non~can products which recuire the
larger negative cash flows during the first policy year when business is
acquired and which offers the most risk to the company. This is the philo-
sophy we followed for most of our products; obviously, as with any company,
we must analyze the competitive forces in our market and adjust these margins
where necessary,

Margins are often reduced in areas where there is a low risk and the
first year negative cash flow is small or nonexistent.

In addition to these quasi-defined profit and surplus margins, we also
have built into our rating structure margins in our moribidty assumptions.
This is necessary because of the non-can or guaranteed renewable guarantees
of most of our products., As many of you realize, a guaranteed renewable
premium provision does not automatically insure that rate increases will be
pranted on a timely basis when adverse experience trends evolve; thus, the
need for a morbidity margin., Again, we have the larger morbidity margins on
our most liberal guarantees as far as the policyholder is concerned and at
the more risky issue ages.

'Je constantly monitor trends in our loss experience to discover adverse
sources of experience and take action as promptly as possible in the under-
writing arena to avoid any future sources of business we consider to be
detrimental to our overall profitability and surplus goals. This monitoring
process is done not only by policy portfolio but also in many cases by
individual office and source of business within an office.

“le also have computer systems which have as their objective to point
out brokers who are submitting what we believe to be adverse sources of
business, Once we have identified such a broker we will attempt to change
the direction of his market and selling approach. As a last resort we will
sever our relationship with the broker.
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Another means we are using to accomplish our profit and surplus objec-
tives involves periodic repricing of our basic policies and optional riders,
Also, we periodically review the overall profitability of our basic premium
rating structures for our major markets., Our experience has been to not
undertake a major repricing project any more frequently than every five to
ten years on a basic policy series.

Another means we are using to maintain our profit and surplus objectives
involves increasing our productivity both through computer and manual
systems, In today's inflationary times, this function is a necessity in
order for a company to continue profitable operations,

MS. CATHERINE R, TURNEL: At Prudential we do not have any formal established
surplus objectives but we have been guided by some general rules,

For non—cancellable disability insurance, we think it is appropriate
to have an average unessigned surplus for each policy form equal to about
2 times the annual premium. For a policy form with long term benefits, such
as sickness and accident to 65, the surplus objective might be 2.5 times an
annual premium, and for short term benefits of 1 or 2 years, the surplus
objective might be about 1.5 times an annual premium, Of course, it is not
possible to reach our objective immediately; it will probably take at least
10 years from the date a policy form is introduced. Our policies are par—
ticipating and, therefore, if the amount of surplus for a policy form sub—
sequently gets too high, the excess surplus can be used to pay dividends.
This type of objective also means that, when a policy form is no longer being
issued and therefore the total annual premium for the policy form is gradu~
ally decreasing, the amount of surplus can also decrease and the objective
will still be met.

There are practical problems with which we are foced. For in force non-
cancellable business it will not be possible to improve the surplus portion
if it is determined that premiums are deficient. If some policy forms have
more than adequate surplus but other policy forms have a deficit then it is
necessary to consider the overall position for all non-cancellable policy
forms, as well as for all health insurance policy forms. And for policies
currently being issued, it is essential that the current rate scale be at the
proper level.

For guaranteed renewable medical expense business, a surplus objective
for a policy form of about one year's premium secems adequate. Experience
should be monitored each year, and if premiums are determined to be too
low, immediate steps should be taken to increase premium rates on inforce
business, If those steps are not taken Quickly, it may be difficult to take
sufficient corrective action in the future.

For our CHIP business, which provides comprehensive major medical
expense benefits, premiums are yearly renewable term and the premium table
is increased each year, Our surplus objective for this class of business in
total is about 25% of the annual premium inforce.

For both our guaranteed renewable medical expense and our CHIT business,
surplus objectives are realized primarily through the process of rate
revisions.
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M, BARL S. MAGIUSON: Thile life insurance has used quite refincd methods
in establishing its profitability goals, health insurance (except for non—
can) seems to generally rely on a percent of premium approach for profit.
The great variety of contingencies insured asainst or benefits provided in
health insurance and the lack of adecuate statistical data have caused many
companies to take a rather simple approach in the development of premium
rates. ‘hat health insurance lacks in mathematical technirues in rating,
it more than makes up in the area of statistics which are needed to monitor
the experience. “hat is done after issue of policy to actuzlly achieve

the nrofit and surplus objectives in health insurance is more important
than the goals initially established,

Profit and surplus objectives are now beings influenced and changed by
consumerist and regulatory soals. The minimum loss ratio resqulations are =
direct result of the consumerist and rcpulatory scals to provide for the
return to the rolicyholder of a fair and seeminnly constantly increasing
nortion of the premiim dollar.

“hat is being dene to ackicve these various els is on interesting
Historically we have had the concept of dividends to improve the

return to policyholders as the result of cxperience changes, ut bhis b

been a very vopular concept in health irnsurance, ure, th

of companies using thiz avrroach, but not to the

insurance.,

The risht to adjust the premium after issue in health insurance has
been uscd by many companies in the form of a rate increase to help achieve
its nrofit or even solvency goals. /L rate decrease to reflect improved
evperience is also possible but the impact of economic trends has caused
more premium increascs than premium decreases.

In health insurance there have also been benefit changes because of
various reasons, including benefit increases or additional benefits re-
flecting improved ecxperience.

Benefit chonees will be a practical way of meetins the new objectives
of minimum loss ratios since the main ingredient of these tests is the
rortion of the premium dollar waid to the wolicyholder.

Improvements in the expense ratios or investment return will continue
to have 2 beneficial effect upon profit and surplus objectives, but these
will not affect the loss ratio nOr help companies meet minimum loss ratio
recuirements.

Many actueries have always disliked loss ratios as a measure of
experience and also as a goal or factor involved in premium ratine, Houwcver,
a number of states have already promuleated resulations and in a few in-
stances enacted statutes for minimum loss ratios, These arc the coals or
objectives which we must achicve if we are to continue to be in the individuel
health insurance business,

Physicians Mutual has been involved in new marketing concepts or
new coverafer ~nd we have not been able to uce traditional exrerience ctudies in
our rating nhilosophy. “hile our 1list of policies is not lone, it includes
some winners and loscrs. In the eyes of the regulstors who ask us to meet
the minimum loss ratio test, a "winner® is a policy with 2 high loss ratio
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and a "loser" has a low loss ratio not meeting their objectives. These are
not the usual definitions but they are becoming increasingly important as
states review and evaluate experience.

From a product managing concept, the "winner" can be adjusted by a rate
increase, if permitted, or the discontinuance of that form through replace-
ment by & rerated policy with a higher premium.

However, what used to be categorized as profitable policies that were
ignored or skipped over quickly during experience review sessions are naw
beinsg called to the forefront by certain states. Companies are now being
asked to justify the premiums for these policies and prove that the benefits
are reasonegble in relation to premiums, Actuarial memorandums stating the
assumptions used to develon the policy or giving information that the
eperience reported is still in a select category will be a suitable explana-
tion in many instances. If the policy continues to show a low loss ratio,
the very real cuestion of what to do to meet the objectives of a minimum loss
ratio must be faced. It is 2 ¢ifficult cuestion that goes beyond actuarial
concepts as discussed in the past because of contract and administrative
restraints., In the original development of a product, it is possible to set
end even chanpe the actuarial concepts used in rating; but once the policy is
issued and in force, the legal, moral and practical restraints will tax the
best health actuaries in finding 2 proper and reasonable solution. Let's
review for a moment the possible solutions,

1. Discontinuance of the policy. For a state whose only recourse
is disapproval of the form, this would work but it is a temporary
solution that does not really solve the problem.

2+ lleduce premiums on new sales. Again a temporary solution that
creates an egquity question since different classes or groups
of policyholders are rated differently.

3. Peduce premiums on in force policies as well as new sales.
This is a good solution for the minimum loss ratio but it
creates problems on maintaining sufficient monies for expense
loadings,

Le Strengthening of actuarial reserves. Tt is possible to increase
the active life or benefit reserves but unless the reserves
reflect the underlying claim cost assumptions, this will also
be a temporary solution,

5. A benefit increase for new and in force policies., This is the
most practical method of increasing the loss ratio on those
forms which fail to meet the minimum loss ratio guidelines.

During the past ten years, there have been a large number of rate
increase filings because of inflation, experience changes or, in a few
instances, a failure to estazblish proper reserves in the early policy years.
Pate increases will continhue to be a means of meeting the actuarial or cor—
porate poals of profitability and premium adequacy. There will also be a
need for benefit increases in some instances to meet the goals of a minimum
loss ratio resgulation since all policies will be affected even though a
company's total loss ratio exceeds the minimum.
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MEDICAL EXPENSE XPERIENCE

MS. TURNER: The vast majority of Prudentinl's experience is cn our

CHIP product — a comprehensive major medical policy. We are not
particularly concerned about trends in claim frequency or average claim
size because we are able to set rates for the benefits offered without
developing this detail, e are primarily concerned that we meet our anti-
cipated loss ratio objective of 61¢) each year, and we have been fortunate
to have been hitting this target almost every year since CHIP was first
introduced. The key to our success in being able to meet owr loss ratio
objective has been our ability to develop trend factors which have turned
out to be reasonably accurate., Under the guidelines of the Council on Wage
and Frice Stability we are restricted as to the maximum trend factors which
we can currently use, and our current annual factor of 13.97% meets the
requirements of those guidelines. The actual trend in medical care costs
will depend upon the effectiveness of the actions taken by the providers of
medical care to hold down the increases. Congress is considering legislation
which would have the purpose of holding down the increase in hospital costs,
but it might take some time before the effects of any such legislation are
felt. DBased on the recent reports of the general upsurge in the rate of
inflation, not only for medical care but also for energy and food, which
will affect the operating costs of hospitals, we have some doubts trat the
current trend factors we are using for CHIP will be high enough.

e watch expense experience as well as claim experience on CHIP, The
617 loss ratio objective allows us a maximum of 397 of the premium for
expenses, CHIP was initially introduced in 1973, and over the period from
1973 to 1977 our expense rate was greater than that 397 figure. However,
our expense rate in 1978 was zbout 359, and as the block of business
matures further, we shall soon reach an ultimate expense rate of about 337,
This should allow us to eliminate our present deficit in about 4 more years
and then provide for a build-up of some reasonable surplus in line with the
objectives mentioned earlier,

MR. COL: Although Provident is not noted for its individual medical
expense market, during the 6éCs and early 70s a2 $7 to $8 million block

of guaranteed renewable individual health care business did evolve. Ue no
longer sell individual health care products as of the fall of 1977. I will
spend a few minutes giving you the trends we have observed in our claim
frequency, claim costs and loss ratios of our individual guaranteed renew-
able health care block of business. This business is about 85% individual
major medical business,

The experience on our hospital indemnity and basic hospital policies
has been in line with our original premium assumptions and has proven
profitable. Ye chose not to continue this market, however, because of the
enormous amount of repulations and mandated coverages we were being faced
with from the various states. Our aggregate morbidity (for both major
medical and hospital business) during the recent past has been as follows:
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Guaranteed Denewable Health Care Experience

Iarned and Incurred Claim Claim
Loss Ratio Freguency Cost
1975 81,631 « 1484 S144.47
1976 77.18 L1471 159.14
1977 104430 «1600 182.58
1978 91.83 »15L9% 210.85%

*Including an estimate of the incurred but unreported claim
liability.
The aggregate claim costs shown above have increased at an approximate
15% compound rate over the years indicated. Our individual major medical
experience has been worse than this, however, increasing on the line of 207,

DISABILITY EXPERIENCE

IR. PERETNS: A vear ago a few people were talking about possible
improvements in disability experience, optimistic that claim costs might
have peaked. John Miller's Disability Newsletter monitors the aggregate
non~cancellable loss ratio of 25 major writers. The May 1979 issue

reports decreases in that loss ratio for the last two years. This is
encouraging although we all realize the limitations of loss ratios. At our
company, we have been doing regular tests of our claim termination rates
for a number of years. Our volume is relatively small, but the aggregate
figures have shown a steady trend, and I believe the numbers are meaningful.
They support the contention that our problem has been one of increasing
claim durations. Over the last decade the aggregate actual to expected
claim termination ratio has dropped to less than half of what it originally
was. I would like to be able to say that the results of 1977 and 1978 show
some improvement, but unfortunately the last report showed a slight further
slippage. The termination rates at the latest durations were extremely
close to the vltimate mortality of the 1965-1970 Basic Table.,

If there has been any improvement, or at least less deterioration in
disability results, I am inclined to believe that it is not because of a
change in the underlying experience. ‘e have not eliminated overinsurance,
even though our tables of issue limits have been updated. The trend in
society is still towards an increasing sense of entitlement. T do not
believe physicians are any less concerned about the possibility of mal-
practice suits when deciding the date their patients should return to work.
Certainly the regulatory and legal trends are still such as to increase
claim costs {as well as cxpenses).

It is much more likely that any positive signs in disability
experience are the result of the variety of efforts going on throughout the
industry to write more sensible contracts, to underwrite the business more
tightly, to administer claims more accurately and to manage the business
with more care in every respect. Some companies have increased their rates
or strengthened their reserves. Others have drastically reduced their sales
in the more hazardous markets. Jith all of the efforts that have been going
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on over the last few years, it would be cuite alarming if the deterioration

that we had been seeing in disability results was not reduced. This sort of
careful management of disability will continue to be necessary in the future
to counter the many factors which will continue to e:ert upward pressure on

claim costs.

14S. TURKER: The loss ratios which we have had on our non-cancellable
Disability Income ouciness for the laet four calendar years, 1975

through 1978, are 715, 725, 715, ~nd 555. The sharp drop in 1978 seemed
unreslistic, 2nd we recalculated the loss ratio for these four yenrs based on a
reconciliation of the actual emerged claims in place of estimated liabilities
and reservec. The reconciled loss ratios for the four year period were 674,
71 6l , and 5975, The results for 1978 are still subject to change, of
coursc, as actual run-off claims cmerge. Based on our reconciled loss ratio
results, it appears that we reached 2 high point in 1976 and there has been

a distinct improvement in 1977 and 1978, Some cof this improvement can be
ascribed to the rremium rates on new issues, about 257 hisgher than the
previous rates, which became effective in December 1976, At the same time

we increased ouwr minirum annual earnings from 39,60C to 318,000, and this
probably improved our grade of risk.

To analyze the trend in claim costs, we also calculate ratios of
actual to expected claim payments for the first benefit year of disability
income claims. These calculations show a slight improvement soing from
1976 to 1977 incurrals, However, these small claim cost improvements can
account for only a portion of the entire loss ratio improvement.

M. CCX: During the iact LU - 15 yenrs, we have relied more ond more
on oar own experience for pricing assumptions. e still review industry

and inter—company morbidity and take these data sources into account when we
are developing new morbidity assumptions for pricing. For our more statisti-
cally wvalid experience cells, we develop ratios of our own experience to the
1964 CDT Table in developing pricing assumptions. Such assumptions were
originally developed during the mlddle/late 1960s and were revised in late
1974. Based on recent experience we have found our actual experience chang—
ing from our 197, assumptionse. This change could lead us to reevaluate our
overall pricing structure in the not too distant future. Our aggregate
results have been favorable; however, there are segments where adjustments
are needed.

The four exhibits which follow on the next two pages highlight the
morbidity results of Provident's non-cancellable disability income line of
business during 1975-1978. The 1978 claim cost data is still subject to
validation. Also, the claim cost data for 1978 incurrals is subject to
change because of the estimate for incurred and unreported liability.
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NON-CANCELLAZLE B{PERIELCE
ALL BENEFITS AND ELI:INATICES

SEn AND WOMEN -~ ALL CLASSES

Earned and Incurred Claim (2) Cl.vim(q) Ratio of Actual to (2)(3)
Loss Ratios Frecuency' ™ Cost M~ Expected Claim Cost -

Accident and Sickness

1975 L1465 52.085(1) .0268 16929 L97L
1976 13.12 51.20 (1) L0216 18347 1.111
1977 L0 .49 52.57 (1) 0201, .15182 609
1978 L3 .28 56.13 (1) L0190 13781 .8LS
Accident Only
1975 0083 04269 .G7C
1976 Relozal 03807 .850
1977 0064, .03567 832
1978 G057 02682 .63C
Sickness Only
1975 .0185 .12560 .61
1976 L0145 14540 1.201
1977 L0140 L11615 931
1978 .0133 L211069 .C3L

WOMEL ~ OCCCUPATIOH GROUP I

Farned and Incurred Claim (2) Claim( 3) Datio of Actusl to (2)(2)
Loss Ratios Frequency'” Cost ‘~ Epected Claim Cost ™/~
Accident and Sicknegs
1975 37.36% 50 .67,§§1 L0406 8518 .6oa
1976 26.9 27.90 (1 L0287 .11782 584,
1977 20.06 24.61 (1 L0325 J16C42 618
1978 36 .48 30.48 (1 L0246 14190 659
Accident Only
1975 L0066 L0111C 290
1976 L0070 01637 JAG
1977 L0089 04558 1.289
1978 .00LG .03162 L850
Sickness Only
1975 L0240 L 11408 67G
1976 L0217 JA01LS 615
1977 C236 1485 RAvH
1978 0197 .1xoezy .636

(1) Excluding the two most recent calendar years of erperience.
(2) Excluding the first and second policy years of exnerience.
(3) Txoected claim coste are Provident's 197/ modification of the 1G64 CDT.
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I'ON--CALCELLADLE EAPERIELNCE
ALL 3ENEFITS AND BLIDIFATICLS

MEL — OCCUPATION GRCUP I

Earned and Incurred Claim 2) Claim(o) Rotio of Actunl to (2)(2)
Loss Ratios Frecuency Cost ‘7 Expected Claim Cost </\<
Accident and Sicknesc
1975 LG.525  51.145 .0158 15187 Ry
1976 39.3¢ L6 .51 L0140 17813 1.09¢
1977 38.23 51.25 L0131 J15152 .91
197¢ L2237 55.2C QL1472 QLA &73
Accident Only
1975 Q04T Lhly 958
197¢ LGk, 03352 J77L
=577 .CO4L 03788 875
1570 .C036 02256 505
Sickness Only
1975 LC111 10973 VGl
1976 LGS0 LALLEL 1.21%
1877 Relslo 11264 .28
1978 107 12061 G97
L ~ QCCUPATICI. CRCUFP IT
Earned and Incurred Claim (2) Claim(B) Ratio of Actual to (2)(3)
Loss Ratios Frequency Cost Expected Claim Cost
Accident and Sickness

1975 52,736 57.53%(1) .0593 .21630 1.169
1976 61.34 63.21 (1) .clLar .22056 1.224
1977 68,91 7C.32 (1) LGLEC .1865¢9 1.066
1978 59.02 60.86 (1) 0L16 18417 1.041

Accident Only

1975 .C293 .0BL59 1.149
1976 .0239 0954, 1.460
1977 .0207 05906 .516
1978 0194 07210 1.121

Sicknees Only

1975 L0300 .13171 1.183
1976 02448 12112 1.095
1977 .0252 12750 1.155
1978 0222 11207 1.018

(1) Excluding the two most recent calendsr years of experience.
(2) Excluding the first and second policy years of experience.
(3) Expected claim cogts nre Provident's 1974 modification of the 1964 CDT.
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Our actual to expected aggregate morbidity for all classes, both males
and femeles, has been acceptable during the past four years, 1976 being the
only year when octual morbidity cxcecded expecteds On the surface, one
would conclude that the duration of disability has increased since our
frequency rate has decreased approximately 307 but our claim cost has
decreased only 197. During the past four or five years, we have discouraged
eliminetion periods of less than 30 days and no longer offer lst day
eccident coverage,

Our male occupational group IT morbidity experience has exceeded our
cxpected experience during each of the past four years but the trend is
improving. Our male occupational group I morbidity has been very acceptable
during 1975-1978 with the possible exception of 1976,

Occupational group I femole morbidity has also erxhibited favorable
morbidity patterns during 1975-1978; however, the trend is upward. Our
e:xposure in this area is too limited for any detailed studies by specific
benefit snd elimination period. DBased on a more detailed analysis of our
1975-1977 e:merience, we have found thot ouwr actual morbidity has been
hisher than expected at the younger ages (primarily below 35) and for the
shorter elimination periods of 15 and 3C days while at the older ages
{45 and above) =nd the longer elimination periods, 90-180 days, our actual
experience has been more favorable than our 1974 pricing assumptions. I
should mention that our 197/ onricing assumptions originally assumed that our
actual morbidity will be higher than the 196/ Table at the younger ages.
However, what I am seying is that we have found it to be even higher than
we oripginally anticipated.

“e have had a residual, or proportionate, rider available for our
class 1 and 2 loss of time policies since late 1974, Our residual rider
reguires a preceding period of total disability which varies with the basic
sickness elimination period of the policy. There has to be 31 days of total
disability on a 30 day or shorter elimination period peolicy, 61 days of
total disability on a 6C day elimination period policy, and 90 days of total
disability on policies with a 90 day or longer elimination period. There
has to be at least a 257 loss of eernings in addition to the insured being
unable to perform all the duties necessary to perform his occupation or to
spend a5 much time as is normally expected to perform his occupation., Our
19751978 expericnce stucy of this rider has shown our actual claim cost to
be well within our originzl pricing assumptions. This study involved com-
piling claim costs for the residual riders on our more popular benefit
periods and elimination periods (to ase 65 with 3C and 90 day elimination
periods). In 211, 31 rosidual claims of the approximately 125 actually
incurred were included in this study. Tt is interesting to note that in
the 45 to 55 age proup, we had ratios of actual claim costs to expected
claim costs which e:ceeded onc but not by a very substantial margin. In
all other ape groups, we had claim costs which were considerably more
favorable than originally anticipeted.

For the 30 day elimination period policies, our actval claim fre~
cvency was a near perfect correlation with our expected frequency but our
actual claim costs were lower than anticipated which leads one to conclude
that the zverage duration of residuel disability was probably overestimated
when originally priced. For the 90 day elimination period policies, our
actuel to cxpected frequency ratios were somevhat less than our actual to
expected claim cost ratios vhich indicates that we were too conservative on
estimabing frecuencics but our estimate of the duration for residual dis-
ability was not as conservative.
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To date, we have been very pleased with our residual disability
experience. OSuch a rider is sold on the majority of our policies. e
have recently introduced a new residual rider which still provides for a
preceding period of total disability
waiver of premium during residual disability. The premiums for the new
residual disability rider are proportionately higher for these additional
risks assumed.

RATE TICDEASES

1. TURNER: I mentioned CHIP rate increnses carlicr. The calcul-tions

are simple for an attnirned noge policy. Cn our ;jusranteed renewable

medicnl espense ousiness ve huove found it necersory to incresce nremium

rates on only tue mzjer medical nmolicy forme, neither of vhich ic currently
being sold. IMumercus rate increases have be wue ar ench of thece

tuo policy forms, generally in every cther ye'r. TPrior tc our most recent rote
increase, which went into effect in 1978 and 1979, we nssumed rather OOulmlsth
trend factors much lecs than the rates of increase that had been actur
experienced on these forms. kﬂrcLo;e, otr noor cxperience continued 10 he
poore.  For our most recent rate increases we have usced much more
trend assumpbions which recuired very larse rate increases, As ar
our experience has improved COnul"C”TblV, and 1f we continve to us
trend factors, we should be able to hwold our deficits on th
forms to the LLTTLnt levels,

:alistic
o two policy

Owr persistency has in most years remained relatively constant, whether
or not a rate increase was implemented during the calendar year. The in—
creased premium rate for an inforce policy is generally less than the rate
would be for similar benefits under a new policy at the current attained
age of the insured. 5o the old policy is still z good buy, even for those
who are eligible for new coverage at standard 1“tes. There are exceptions
to any general rule though. In one case our rate increase excceded 1007
and the lapse rate the year that increase went into effect more than doubled.

MR. COX: During 19706, we incrensed rates on the majority of our individual
major medical businecs. We did the same thing during the second half of
1978. Experience concerning rate increases on blocks of major medical
business is ns follows:

As Lapse rates for all individual major medical business

'76-'77 Policy '77-178 Policy

Policy Year Anniversaries Anniversaries Patio
3 18.07% 16467 1.084

L 14.0 4.1 <993

5 11.8 11.7 1.009

6 1044 9y 1,106

7 9.8 9.1 1.077

8 8.7 8.l 1,155

9 8.1 8.5 953

10 7.3 6.8 1.074

The 1976 rate increase was effective for some of these
policies prior to the 1976 anniversary but the above statistics
illustrate the effect of a premium increase on lapse rates.
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B. Lo3ss ratio experience after a rate increase:

1. Tolicy Form & (involving approzimaetely 33,000,000 of
vritten premium)

Loss Patio Iate Zffective Date
Year B/1 Increase of Increase
1978 73.C5 4075 8-1-78
1977 95.5
1976 6644 307 6176
1975 6345
1974 L7.2

Policy form was effectively withdrawn for new business in
1975,

2

« Tolicy Form B (involving approximately $1,500,000 of
uritten premium)

Loss Patio “ate Effective Date
Year /I Increase of Increase
1978 93.875 - 305 9-1~73
1977 97.9
1976 68.8
1975 7548 307 11-1~75
1974 6Ll

Policy form was effectively withdrawn for new business in
1974

tR. PERKINS: At our company we have found it necessary to incresce
rates on a number of our medical expense products, including major
medical, as well as on come guaranteed renewable disability oroductc.

Some of the earlier increases ranged as high as 757 on a few policies,
though most were much lower. All of these increases were on closed blocks
of business.

The largest block of policies we have had a chance to observe under
conditions of a rate increase is a block of medical expense business with
almost $10,000,000 of earned premium in 1975. DI:xperience had been worsening
steadily, including a large increase in the loss ratio from 197, to 1975,
and the rates were raised 207 in early 1976,

In 1976 the loss ratio dropped by 6%, and in 1977, when the increase
would first be fully effective, it dropped to 857 of the 1975 level. “hile
we may have had some help from a leveling out of the underlying experience,
it s~ppears that the rate increase had a subchtentinl, favorable impact on the
loss ratio. This was true even though lapse rates were more than half
again as high as normal.

Lerger rate revisions on major medical business and guaranteed reneweble
disability were followed by less predictable results. Loss ratios did not
improve as nmuch, and in fact, it would be difficult to guess when those
increases were implemented based on 2 review of the loss ratio patterns.
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But both of these blocks are subject to much more statistical fluctuation
than the first form mentioned, a2nd the results could not be interpreted to
prove or disprove the effectiveness of the increases.

Lapse ratec on the adeavility business nearly dounled during the
implementation of increases, averaging about 35%.

1\, CLAYTCHM A. CARDIVAL: T would like panel members to comment on the social
aderuncy and consumer efficiency of those policies that have undergme re—
rating profrars.

M. 004: In Provident's case, I would any that the policies vhich have been
rernted nre socinlly »~decunte in the sense th~t our DOliCiC“ have very few
inside limite. They ore also consumer efficient in thot the revised rates
are gsenernlly ~lways lessz, 1 not seignificently lLese, thon the rates for new

mch ’L‘r'wveler*. hee found necessory to rernte
1 l“neow w;pon% or major medical
uacy de opplicable
] reg_qrds the appropri-
10 r"tes “'tc‘" b *'nxc ren u(,, the roviged roter have erally
on-ble in relotion Lo the rates for new lssues. In some instances

d rotes ore higher thon the rates for new issues, bubt this is rare.

SR, FAGIUECH:  Throughout the industry there ic 2 significant problem in
meintaining the socinl ~decuncy of benefits on some policies. There are,
for exomple, hospitel policiec still in force which provide esm:l) ~mounte
of room mnd board or miszcelloneous coverage., In some cases, because of
inflation, it has been necessary to increase rates on these old forms or to
non-rencw the policies. Ion-renewal is not n desirable solution and m-ny
componies hove ugually offered ~lternnte covernge to insureds in these
situations. At Phycicians lutun®, we have offered additional coversge to
policyholders on = noncelective basis up to current underwvriting limits to
maintain an adequate level of benefits.

IR, ALLEMN T, PARK: I would like to ask Nr. Cox whether his company has
considered recuesting more frecuent inereases of lesser degree to possibly
diminich the uopsiing in lapses.

iR. COL: Provident has not found that to be economical or practical. In
most states, we would not be nermitted to increase rates on forms based an
exnerience vhich had not yet reflected o previous increase. The state
insurance departments will politely recuest that we wait for experience to
develop on such forms. Thus, rather than implementing lesser but more fre-
cuent inereases, which would be better for us snd the insureds while also
being more reflective of the conditions, we are obliged to request higher
increases less frequently.

PRICING OF HEALTH CARE COVERAGE

115, TURMER: Ac I indicnted vreviously, the vast majority of our medical
expense business is our CHIP business. Our CHIP rate filing consists of
two tables. One igc the basic company table which shows for each of seven
similar plans the monthly premium rate based on the attained age and sex of
the 2dult. A single rate opplies for children's coverage, regardless of the
are, sex or number of children, In order to obtain premium rates reflecting
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the residence of the insured, the basic company ratec sre multipliec by

the area factors chowm in the second table. This second table shows percent-
ages, currently ranging from 5C5 to 1955, based on the first three digite

of the insured's ZIP code.

Premium rates nre vaced on the actual CHIP experience. Boch year the
basic table is changed to reflect the actual experience by plon, 2ge, ~nd
sex nnd then increased by the =nnronriate trenc fictor. The srea frctor for
each three digit ZIP ares is aleco revised each yenr to reflect the sctunl
experience. Cenerally the change in the arez f~ctor for = given ZIP ic
limited to a 50 chanpe in »ny yesr. Very similar major mediczl. benefits ~re
nrovided by CHIP and our smell group nlans. OQur experience for each ZIP
area is mainteined separately for the three categories ~ CHIP, smell groups
of 2-9¢ employees, and emall grouns of 10-49 employees. It is interestin: to
note that results are very similar for each of these three categories in sresc
vhere there 1s a reasoncble volume of exoverience. Ve therefore use the com—
bination of the three categories’' experience in setting our area factore, in
order to obtain more credible emmosure for the fine area brenkdowns.

We currently use the same age clope by sex for 2ll deductibles (2100,
$300 and $500). Up to now we have not had enough experience to be signifi-
cant on the plans with the J300 and 500 deductible, but we believe e will
have when we establish CHIP premium rotes effective March 1, 1980.

CHIP experience is monitored quarterly, and an important facet of the
trend snalysis is having an accurate estimate of true incurred claims for
each cquarter. To accomplish this, we accumulate separstely by cuarter of
incurral our claims paid through each calendar guarter. From these records
we can develop factors applicable to claims paid through a given quorter for
a particular quarter of incurral to obtain total claims incurred in thet
quarter. Except for the current cuarter of incurral, this method works very
well. Yesr-end reserves and liapilities calculated in this monner, including
the hard to estimate final cuarter, are nearly always within 5% of final
reconciled figures.

MR, MAGMUSON: At Physicians Mutual the methodology of pricing hezlth
insurance coverage consists of calculating quincuennial asset chares vhich
are then weighted by the expected distribution of business for those age
groups which are combined in our rating schedules., The basic actuarial
technicques used in the asset shares follow those used for life insurance but
it seems that special adjustments are recuired to reflect experience trends
so that health asset chares are unique in many ways. At our compeny, special
calculations are made to reflect the expected experience on a month-by-month
basis during the first policy year for both persistency and morbidity. After
the first policy year, more general adjustments are mede so that we can re-
duce the calculations tc an annual basis.

Horbidity trends, be it for inflation, secular trends or other changes,
must be provided for in the asset shares. Fast history cen give a clue but
actuarial judgment is usunlly the final basics of trend factors. Each cover-
age will have some unique aspect which must be provided for in the calcu—
lations so that the asset shares must either provide for various adjustment
factors or be capable of modification.
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Iremiums are usually assumed to be level but many companies arce using
some anticipated scale to reflect possible rate increascs in the case of
medical coverages. Calculations are also made on what I call a "break—even
premium" at selccted intervals. This amortizes the acquisition expenses
over a short interval so that those lapsing in the carly durstions pay a
prorer premium.

My asset sharc calculations also include natural reserves hased on the
expected persistency, morbidity and interest so that these can be comparcd
to the statutory reserves,

Data sources are extremely important in health insurance and while
actual company expericnce 1s the most appropriate, new coverages or modifi-—
cation of existins coverase vnﬂuircs t%b usc of general porulztion zata in

many instances. Government i source bub o areat ool
of research is needed to fi and then sctunrial
imagination is involved in v Tor ki
assect sharc calculations.

aOmCthln” "rnrorr'
4ing the material

Lack of sults
some of the la
they wers in
vorhm;p on thesc
the data must

ble dale is a problem for mnys

companies. The Inter-Company Stuiice are not o5

5, Non't misundc and me, sincz T think

ies are doing a fine job "hi the comranies CunuAlkLLT"'
lowever, it's about tlmc vie revised some

oy
stug
50 he recognized,

of the voncortc 50 that the information is %otk more tlmclJ and rclated to

W

current practices. The recent paper on the 197/ Medical Bxpensc Tables

points -out many areas where there was & lack of coxpericence data. A consider—
able amount of business is being written in areas where the Inter-Company
Sturdies provide no information. ‘e've had some mervelous advances in electronic
data processing but we seem to still be in the dark ages in certain statis—
tical areas, Sure it is a difficult subject but if we want to stay in the
individual health insurance business on a profitable basis, we are going to
have to cxpand our base of knowledge so that we can bebter explain and anti-
cipatc experience chanqes instead of simply talking about them.

‘nalyzing recent experience is a recurrent task and different for ceac
company depending on what data are available. At Physicians Mutual, our
experience studies are by policy month so that we can be as current as
possible without waiting for a policy anniversary. Some of the tabulations
are lengthy and while it 7oes up to 84 months, we summarize cxperience
after the first or second year on an annual basis, Our basic product is
hospital indemnity issues on a nonselcctive basis so our experience
characteristics <iffer somewhat from those showm in the Inter-Company Studies.

SBarlier I mentioned the combining of various asset shares by weighting
the individual ases based on expected sales, ‘e utilize our most recent
experience on a policy month basis through the first 12 or 24 months by
summarizing this information into broad age groups to eliminate fluctuations.
We then re-weight the original asset shares based on the actual sales dis-
tribution and are able to compare recent experience with revised expected
experience. “hile it is possible to review cach clement of expericnce
such as persistency, morbidity and expenses, it is a combined experience of
all elements that is needed to determine profitability, both past and future,
and compare this to the expected profit objectives.
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A

Area rating is receiving more impetus in connection with rate increases
than in connection with new product development. My cxperience has shown
thot both medical and cisability experience varies by state and there is
some justification for area ratinsg, Yet therc are also some disadvantages
which must be considercd,

Should a company area rate? That depends on the product and the rating
concept. Coverages offered on an attained age basis where cxperience varies
significantly by area and even by year because of inflation are those most
often area rated., Policyholders are accustomed to area rating in casualty
coverazes such as cutomobile and fire so coverages offerced on a similar
basis can be area rated. At the other extreme are thosce coverages rated
morc similarly to 1life insurance on an issue age basis where the premium is
intended to remain stable for some time. I feel that it is the rating con-
cept that dictates if area rating is to be used and not the coverage provided
such as medical expense or disability.

Rate changes, whether it be for reflecting experience trends or the
moving of 2 policyholder from one area to another, are expensive to administer
and arc at times disruptive to policyholders. If a company does elect to
area rate, then there is a moral obligation to do it properly and in my
opinion that includes maintaining cxperience so as to adjust premiums, both
il force and new sales, for changes to reflect experience and also the re~
rating when an individual changes areas. ‘fithout the rerating of the policy
vhen a policyholder moves, a hypothetical example of two individuals, now
neishbors, holding identicel policics with premium rates varyins three or
four fold simply because the forms were issued in different stetes and
affected by different rate increases could become a reality.

Some general information is available to justify area rating from group
:xperience, population data and possibly other companies. That experience
is appropriate only for the coVcrages which mave rise to the experience and
is apt to be cuickly outdateds i company's own experience is really the
only appropriaste experience for area rating,

Ticking 2 single statistic upon which to base area rating is difficult
since there are advantages and disadvantages to each statistie or to
statistics for a particular coverage. Let's explore disability experience
for = moment since this is one vhich has some unique variatidns by state
according to comments by other actuaries, but it is difficultd to guantify
the reasons or even identify the reasons why experience differs by area.

fictual to expected ratios are the most appropriate basis for area
rating but there is a guestion as to which ratio should be useds To mention
a few, morbidity studies have developed the following ratios:

1, Frecuency of disablement;

2. Average claim duration during the first year of disability;
3. One year claim cosi;

L, Frobability of claimants cntering the second duration;

5. hverage duration of disability that eixtends into the second duration; and

. Disability continuance rates beyond the first year of disability.
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The relztive importance of each of thece rntios differs by the type of
policy being offered and therefore the area rating criteris would differ for
each policy. Since a single combined ratio ic desired, it is most likely
that a2 model office technicue utilizing an expected distribution of businecss
would be used for combining the varicuc ratios mentioned above. It is
important to eliminate any bine in the statistics brought about by differences
in the age, sex, occupation, duration since issue or elimination period so
that there is no bias in the nrea rating from these various factors. These
biases are the reason why oremium 2nd cloims exnerience or loss ratic
experience by itself is not s proper basis for aren rating .

In medical expense it ic easy to identify a number of rensons why the
experience differs by nren. These choracteristics can be referred to ne
"medical practice" differences which are reloted to frecuency or cdurntion
and can be combined ag utilization. Ccst differences are also recognized
in different manners.

Similer frctors nre not g veadily
cince many of the itens are currertl] S :
Socinl attitudes or the work ethic are aroovblc ceuser for
ieability experience by aren but these nebulous terme ~rec
antify or really identify ae oeing the rensons for the v

DISCUSSION OF JOE 4. FHARR'S PAPER

"THE INDIVIDUAL ACCIDENT AND HEALTH 'LOSE RATIC' DILEGA"

MR. JOE B, PHARR: The »rper ic concerned with individu~l henlth insurcnce
of the level nremium tyve ~nd the reflection of =ctive life ~dditioncl
recserve changes in the develooment of locs ratioc.

The current dilemms referrec to in the prver mey be contrasted by

(1) published ctotements relstive to lose ratios by highly regarded ~nd
nztionally recognized herlih insurance rctusries, and (2) the current

state insurance repulatory environment ~nd moverentr. For ex“WDTG John
#iller in his rmoper "Dicobility Terminntion Rates" stotes that lose ratlos
developed in the Annual Statement ~re foulty indicotors, ecpecinlly for level
~remium policiesg. Furthermore, Zdwin Jartleson in the Society of Actunrice!
teritbook Health Insurance Provided Through Individual Policies indicnters
that it should be recognized that loss ratios for accident nnd heslth in-
surance at best are very rough guidelines, thot the loss ratio concept c¢an be
overerphngizged, and thet lose ratios 2are not the only cuddes for determining
vhether premiumes are reasonable. These statements by actusaries con be con-
trasted with current state insurance denartment specifications ond regulations
ng to minimum anticipated loss ratios ond also actions by o state cuch nso
Massachusette to study ~nd make recommendations relative to insursnce con--
pany financial reporting procecures for 2 better correlation between datn
("loss ratios") filed with the state periodically nnd the Fubsequent dotn
used to justify heeslth insurance pricing and roate increnses.

Further fuel to the "losc ratio" dilemma nbounds in the present
statutory Annual Statement. Changes in unearned gross premiums may sffect
premium revenue in the summery of operations, or m2y be shown as changes in
reserves in the same cummary of operntions, or mey affect incurred benefit
figures if considered »nart of active life rerserve chonges in calcul~ting
supnlemental loss ratios in Schedule H. Claim reserve chonges are showm ne
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reserve changes in the summary of operations but as part of incurred bene-
fits in Schedule M.

Tt has furthermore been observed that loss ratio calculations filed
with state insurance departments have at least been developed under the
following procedures:

1. Tresent value of future benefits comparcd to present values of
future premiums based on pricins assumptions as to interest,
mortality and persistency;

« Similer present values discounted at 1958 S50 mortality at a
relatively low interest rate in the 2% to 3% range; and

3+ In somc cases loss ratios simply represent the arithmetic
addition of cxpected claim costs over the sum of gross premium
revenues both without any discount for interest or lack of
persistency.

In the above referenced paper, it 'is indicated that some of the major
distortions in loss ratios, or the lack of meaning of such ratios, are
traceable to the approach used to reflect active life additional reserve
changes in such ratios when level premium business 1s involved. A pattern
of incurred "loss ratios" is projected in the paper over a reasonable
period of time for a level premium health coverage of the hospital indemnity
type — this pattern is expected to be similar for disability income. Such
projected incurred "loss ratios" are then modified for analysis purposes
by changes in statutory active life additional reserves under different
reserve methods, by adjusting for the interest rate assumption inherent in
the additionzl reserve calculations and then by use of realistic assumptions
in active life reserve calculations as to interest, mortality, morbidity,
withdrawal ratcs and underlying selection.

Upon reflection on the paper, further observations are as follows,
Although suggestions are made in the paper as to the development of useful
and meaningful loss ratios, the suggestions are obviously those of only one
actuary., Given the contrast between actuarial views on inherent limitations
through loss ratio analysis and the state regulatory environment, the
cuestion is raised as to whether it is appropriate for the Society of
Actuaries to seize the initiative and possibly assign the subject of what
are appropriate and meaningful loss ratios (for level premium health insur-
ance) to a task force of actuarics with coordination with interested parties
from the HIAA and the HAIC,

One might argue that the level premium individual health insurance line
of busincss today is too small in the insuwrance industry and such a declining
segment of business for the Society to be concerned. However, are actuaries
in & similar position on loss ratios to their experiences in the 196Cs and
early 197Cs when actuaries had the opportunity to take the initiative on the
actuarial aspects of GAAP reporting principles but did not take too seri-
ously (or zive priority to) the interest of regulators, accountants, in-
vestors and management in the subject? Even if an eventual solution is to
require loss ratio certification by responsible and knowledgeable health
insurance actuaries — in lieu of arbitrary "loss ratios" established by
repulatory authorities — a professionally recognized common approach to
the projections of "loss ratios” would be helpful guides to actuaries
charged with such responsibilities.
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FR. MACIUECI: T will tnke this opportunity to offer ~ few comments concerning
Joe's fine prrer. lUritlen commente ¢on ~lso be cubmittea on this paper in
~ddition to the coments made ot this meeting.

The IAIC at itc Chicngo meeting this week ncted on » reviced Schedule H
so thnt we now have three categories of reservee: TFirst, premium reéserves
vhich include unecrne¢ premium recerves, ~dvonce premiume, snd rate credits
~re to be = 2qjustment to the written premiume to produce e-rned premiums.
Second, volicy reserves including active life reserves »nd additionai reserves
for fature contingent benefits are to be shown in = separate category os
"Incre~ce in Reserve." Third, loss reserves will include the present vaiue
of amounte not yet due on claims 28 well as the accrued venefits due but not
yet paid. Separate ratios will be shown for incurred losses to enrned
premiumz. When considered sepnrately or in combinntion, these rotioc will
provide better annlyticnl indicee than those currently in use in fchedule H.
Some of the szeriocus opjections will Le eliminnted with the revised lose
rati Schecule ! but many of the ca rte included in Joe Fh=rr's poner
Loapihlicable s for me the adjustment for interest ond renlistic
sationeg are concernec .

Thie peoer hng shown thot the adjuctmert for intercet ¢on be significent,
especinlly in the later durntions vhen loge ratios are nigh, Using the

techni & ooutlir 1 the peoer, it would be possible to gfo further and show
the difference in e robios becruse of the use of 2 siatutory morbidity

teble in plsce of agsumed morbidity. Similarly, it would ve possible to
develop 1 gnin from ce’ection ond show the effect on loss ratios from this
element . While these could ve interesting analytical tools, they are subject
to micinternretation.

The subject of this pnner is very timely since there is n considerable
amount of discussion about lose ratios throughout the incustry, cspecially
the regulatory nortion. It is hoped that this paper wili provide the needed
technical assistance to pronerly describe the loss ratios incorporated in
the various repulstions and that the individunls cherged with drafting the
refulations will aleso sez that certain nspects of the methods proposed in
this noper are not ~ponlicable to the day-to-diy oreration of the health
insursnce business, ~nd sdjustments such ns outlined in this paner should
not be recmired to be submitted with rate filinge.




