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An examination of 1972 financial state- 
ments of insurers discloses that many 
companies reported substantially im- 
proved operating results for group medi- 
cal expense insurance. These results may 
have been brought about more by in- 
fluences external rather than internal to 
the management of such insurance. The 
more important external influen’ces in- 
clude private and public efforts to better 
mnnnge and distribute preventive and 
curative medical resources and informa- 
tion and the effect of the economic cli- 
mate during the period, especially the 
governmental wage and price controls. 

Whether or not the improved operat- 
ing results of group medical expense 
insurance can be sustained remains to be 
seen. The financial reprieve, however, 
does give insurers opportunity to re-ex- 
amine the management principles of 
their group medical ex!;ense insurance 
under conditions more favorable than 
those existing during the several years 
preceding 1972. 

Management Principles 

A broad statement of basic insurance 
management principles is that (1) husi- 
ness which can be written in accordance 
with prescriptions of underwriting and 
rating manuals should be written; 
(2) business written which manifests 
high levels of profit should be guarded 
and business written which manifests nu 
profit should be terminated; and (3) the 
balance of business written manifesting 
profit levels approximating expected 
should be continuously evaluated. 

Realization of the management prin- 
ciples in large part is a consequence of 
the successful application of the under- 
writing processes of selecting and classi- 
fying risks and the actuarial pricing 
process of establishing adequate and 
equitable premiums for the risks to be 
underwritten. 

Underwriting 
Successful application of the underwrit- 
ing processes to a group is dependent on 
(1) compliance of the group and any of 
its subclassifications with the definition 
of a group; (2) collection and informed 
evaluation of essential and necessary 
data on the group; and (3) equitable 
funding of the premium within the 
group. 

Is a group properly constituted for 
purposes other than obtaining insurance? 
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That a group and any subclassifications 
thereof must meet the definition of a 
group before it can be selected follows 
from the requirement that only group 
determination of benefits is possible. In- 
dividual selection of benefits without a 
corresponding selection of the individual 
by the insurer must be avoided. 

To a limited extent the financial con- 
sequences of waiving in part this require- 
ment can be actuarially anticipated. In 
a number of situations partial waiver of 
the requirement is a necessary condition 
of “bidding” specifications. However, the 
financial consequences of a substantial 
waiver can only rarely be anticipated by 
the insurer, while at the same time main- 
taining a marketable premium. When 
substantial waiver of this requirement 
is indicated, an insurer either should de- 
cline to underwrite the group or should 
offer to underwrite the members of the 
group individually. 

The successful classification OF a group 
is dependent on an astute evaluation of 
essential and necessary information on 
the group and its members. Information 
on the group should include (1) number 

of prior insurance carriers, including 
dates thereon; (2) any prior experience 
(premium and benefit payments and in- 
formation on members) and policy pro- 
visions related thereto (definitions, 
benefits, limitations, classifications) ; 

memher turnover; (4) geographical 
b?t area; and (5) “environmental” as- 
pects such as nature and prospect of in- 
dustry and the group within the indus- 
try, employment methods of the group, 
and occupational and “social” or eco- 
nomic hazards of the members. 

Information on each member should 
include (1) subclassification, (2) age, 
(3) sex, (4) salary, (5) dependency 
status, (6) insurance status, and (7) em- 
ployment or “customary” status. 

To a limited extent the linancial con- 
sequences of not obtaining and evaluat- 
ing a small part of the indicated infor- 
mation can be actuarially anticipated- 
However, since the information is essel 
tial and necessary to a proper classifica- 
tion of a group, an insurer should de- 
cline to underwrite in those situations 
where the required information cannot 
be obtained. 
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There should be equitable funding of 
the premium within ;he group-that is, 
funding of the premium in a way such 
that there is a financial incentive for the 
vast majority of members to participate 
in the insurance program. This implies 
generallv that the group insurance spon- 
sor must subsidize the premium to an 
extent such that a member would not 
look outside the program to cover his 
insurance needs. If the premium subsidi- 
zation by the sponsor is insignificant, 
equitable funding would require that 
each member’s premium be assessed on a 
basis such that material cross-subsidiza- 
tion between members is avoided and 
cannot result in an “assessment” spiral. 

Pricing 
Successful application of the pricing pro- 
cess calls for assessing each group un- 
dcrwritten the true premium for its 
classification. ,4 most pertinent part of 
such a premium assessment is a reflec- 
tion therein of the effect of an evalua- 
tion of any prior insurance experience 

Graph A displays the distribution of 
the ratio of in&red benefit claims to 
earned premiums for individual single 
employer-employee group policies for 
medical expense insurance by policy 

size classification as determined by the 
range of indicated annualized premiums. 
Graph A and Graph B have been based 
on recent experience of the author’s com- 
pany and are limited in that an insuffi- 
cient number of policies at the larger 
amounts of premium was underwritten. 

It is evident from Graph A that as the 
premium size classification increases, the 
associated curve becomes more bell- 
shaped or normal. For the smallest classi- 
fication, the majority of the ratios is 
seen to fall outside any reasonable range 
bracketing the mean ratio. For the larg- 
est classification the majority of ratios 
is seen to fall within such range. These 
results imply that: 

(1) Very small groups should have 
the pricing of their insurance based on 
expected claim-to-premium ratios deter- 
mined by the application of prescriptions 
of the underwriting and rating manuals 
before consideration of any prior experi- 
ence since little OT no statistical credi- 
bility can be attached to such prior expe- 
rience ; 

(2) Very large groups should have the 
pricing based on expected ratios deter- 
mined by an evaluation of prior experi- 
ence because significant credibility can 
be attached to such prior experience; 

(3) Croups neither very small nor 
large should have their expected ratios 
determined by application of a statistical 
credibility formula which assigns weights 
to actual claim-to-premium ratios and 
those ratios inherent in the rating manu- 
al before the evaluation of any prior ex- 
perience. 

Graph B sets forth the distribution of 
Jhe ratios of incurred benefit cla:ms to 
eained premiums for successive years 
for the same policies, with the exception 
of policies in the first year and by the 
same size classifications and definitions 
as in Graph A. Graph B illustrates better 
than Graph A the non-credibility of ac- 
tual experience for the smaller classifi- 
cations. Further, the statistical parame- 
lers of Graph B may be more appropri- 
ate than those of Gm.ph A for determin- 
ing the parameters of any credibility 
formula and the number of years of ex- 
perience to be taken into the formula. 

Many insurers believe in and adhere 
to the management principles iterated in 
this article and apply them to their group 
medical expense insurance. Others in 
(re) considering their value will come to 
understand and accept them. The increcl- 
ulous should find that the current finan- 
cial reprieve for them is short-lived. 0 

Study Manuals 
We have the following information 
from Northeastern University about 
their spring study manuals. 
Parts 3 & 4: May be ordered at any 

time ($12.00 each) 

Part 6: A new manual is being 
prepared and will be 
available later in the 
winter. 

Other Parts: An information bulletin 
will be sent to all Fel- 
lows, Associates, and 
Students on the mailing 
list. 

ERRATUM & ADDENDUM 
Apparently the problem of inflation 
has been solved at least temporarily! 
Mr. H&e&s letter (pp. 4, 5 Novem- 
ber issue) cited an employee earning 
$10,000 a year at 25 ending up “with 
a $10,000 salary at nge 65”-the last 
figure should obviously be $100,000. 
Our apologies to Mr. Hbbert. 

The cost of the Medicare report re- 
viewed in the To Be Continued col- 

umn in the November issue is $1.10. 


