UNITED HEALTH
ACTUARIAL SERVICESY

July 31, 2012

Mr. Walter Smith, Esq.

The DC Appleseed Center for Law and Justice, Inc
1111 14th Street NW, Suite 510

Washington, DC 20005

RE: Group Hospitalization and Medical Services, ({iGHMSI”) Surplus
Dear Mr. Smith,

At your request, | am updating my letter of Aprél, 2012 regarding the appropriateness of the ssirplu
levels of GHMSI and a new independent review of GHl surplus which is to be undertaken by
Rector and Associates, Inc. (“Rector”). As partto$ update, | have reviewed the various materials
submitted by GHMSI on June 1, 2012 which includedenals from Milliman and OPTUMInsight
(“Optum”).

It continues to be my conclusion first and forembst Rector should develop its own surplus needs
model, rather than relying on the Milliman or Optamadels. Each of those models, in addition to other
guestionable assumptions and methodological issekss on the foundational assumption that an
underwriting cycle exists (i.e., an alternatingeof industry losses followed by industry ganbgere
losses are measured either by Net Income or UndergvGain/Loss). | will comment on this and other
major concerns with their approaches in the renwiofithis letter.

Underwriting Cycle

In a research article that | have authored andhwhas been submitted for publication in a national
actuarial publication (pre-publication draft cogtaahed), | have examined the empirical data rdltade

all mid-sized Blues affiliates (including GHMSI) é&ifound no empirical evidence of an underwriting
cycle over the last thirteen years (1999-261d) these plans. Not only has there been no uniterg
cycle during this time, but there has not beemglsiyear of aggregate industry losses among raetisi
Blues affiliates. Rather, there have been contislaggregate gains in each and every year. Aggregate
industry earnings vary from year to year, but thance of there beirngny aggregate industry loss

(which must occur periodically for a traditionalderwriting cycle to exist), however small, is I¢ésan
0.1% when measured by Net Income and less than 286 weasured by Underwriting Gain/Loss.

My study did show year-to-year fluctuations in ajiyen company’s earnings around the company-
specific mean which appear to be driven by compapegific factors. This company-specific variation
for GHMSI confirms these general findings, as tiNgt Income has been at least 1.0% in every year
and 2.9% on average from 1999 to 2011. LikewiseMSHhas experienced underwriting profits in

! The latest 13 years were used because in 199prantds-year histories, Total Adjusted Capital andhorized control
level RBC do not exist. Also, for some companiessic data (Net Income, Total Revenues, Net UMh(Eass) from the
1999 5-year history do not match the 1999 dather2003 5-year history. So, the last data yeat uses 1999 to maintain
data consistency.
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twelve out of the last thirteen years, with onlyedass year (2009) in which it experienced a minisc
underwriting loss, -0.04%. Its average annual wvdéng gain was 1.7% from 1999 to 2011.

It should be noted that based on GHMSI’s own Nebine experience, the chance of them having even
a single year of Net Income as low as 0.5% of TR&lenue is only 2%. And there is only a 0.1%
chance that they would ever have a loss of eveativeg0.7%.

My findings strongly indicate that actuarial modsésking to establish appropriate target surphside
for health insurers should not assume an undengriycle exists. Yet, the erroneous assumptiomof a
underwriting cycle is a foundational assumptiobath the Milliman and Optum models. Abandoning
this assumption in line with both actual industngd &iSHMSI experience, all else equal, should allow
companies like GHMSI to reduce their surplus witheacrificing sought-after high probabilities of
maintaining surplus above threshold RBC ratios.

Net Incomevs. Underwriting Gain

Both the Milliman and Optum models appear to foeadJnderwriting Gain/Loss rather than Net
Income. The ARM report of November 2, 2009 dematstt mathematically, using Pearson correlation
coefficients? that underwriting profitability is not the bestemall predictor of change in surplus for
GHMSI and that adjusted net after-tax income isuambetter predictot.

Net Income is a better predictor of surplus needeergenerally, as well—a point that is understopd b
actuaries at some other Blues affiliates. As ammgte, in a presentation made at the June 2012 tgocie
of Actuaries meeting, Ed Cymerys, the chief actdaryBlue Shield of California, indicated that his
company had consistently achieved an annual netrie@f between 2% and 7% in each year since
2000. He went on to explain an approach his compasyadopted to limit the company’s annual net
income to 2% of reventfean income level at which his company’s RBC ratimuid be stable over

time.

Revenue Growth

The assumption of future annual premium growthsgyaificant factor in the calculation of needed
capital. Because premium growth increases ACL R&Suming a larger growth number has the
actuarial effect of increasing surplus requiremenigny confidence level.

Milliman assumed a growth range of 12-14% in itdelaand Rector subsequently increased the range
to 10-16%, effectively increasing the required tuspThese growth assumptions should be set at more
appropriate levels similar to the 2% compound ghosate in Total Revenues that GHMSI has
experienced over the last four years (2007-2011).

There are several concerns with the levels of grdhat either Milliman or Rector assumed:

2 pearson’s correlation coefficient is the best metbf measuring the correlation between two setsuafbers (in this case
adjusted net income vs. Changes in Surplus) bedbtadess into account covariance. Pearson’s catioel coefficient gives
information about the degree of correlation betwsets of numbers as well as the direction of theetation.

% See more detailed explanation on pages 9-11 oA November 2, 2009 report.

* See Ed Cymerys’ presentation from the June 20t28oof Actuaries meetinghttp://www.soa.org/Professional-
Development/Event-Calendar/2012/Health-Meeting/Atzeand-Presentations-Day-1.aspx
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1) If GHMSI foresaw an underwriting loss period, itggestionable whether premiums would grow
at all. Implementation of corrective rate actioratidress an underwriting loss tends to slow
premium growth as policyholders seek other altéraatoverages or carriers to offset the
increases, and higher premiums discourage new. sales

2) Another reason high growth rates are inconsistéttt & underwriting loss period is that newly
written medical business tends to have the lovesst tatios of all medical business. Thus,
periods of time when the number of policyholderséeasing correlates much more closely
with underwriting gains rather than losses.

3) The reasonableness of a high premium growth assomigtundermined by GHMSI's own
testimony concerning the “unprecedented . . . m@rdgrtowards high deductible health plans,”
and lower premiums.

In summary, a more reasonable range of premiumtgrelould be assumed in any modeling. A range
of 0% - 6% is consistent with GHMSI’s experiencehe last 5 years.

Other Questionable Assumptions
The Milliman model, which all previous reviewerset than ARM relied upon, had other notable
deficiencies. As identified by Rector, the defiadms include:

1)  How Catastrophic Everftsire included:;

2) Assuming that growth and development chafgesur in time periods when losses were
occurring;

3) Whether reserve margins would be available forasfeduring times when losses were
occurring; and

4) Assuming an apparent laissez-faire management agipxuring a loss periddather
than pro-active management to intervene early.

Each of these assumptions, and perhaps espetialgssumption of laissez-faire management, should
be modified or discarded in determining GHMSI's@ént level of surplus.

Appropriate Confidence Intervals

Each of the previous analyses of surplus needisidimg Rector’s, used point estimates to create a
range. These point estimates were developed byiagaifferent confidence intervals to the avoidanc
of 200% and 375% RBC levels. A more appropriate@ggh would be to recognize different upper and
lower confidence boundaries for the 375% RBC taagetthe 200% RBC target, respectively.

Milliman proposed using a 98% confidence intereagstimate the lower boundary for the 200% RBC
standard, while Rector used a 99% confidence iatdov the lower boundary. Given that GHMSI

® Sept. 10, 2009 Tr. at 244 (Testimony of Mr. Bujrel
® See page 6 of the Rector report.

" See page 7 of the Rector report.

8 See page 7 of the Rector report.

° See page 7-8 of the Rector report.



Mr. Walter Smith, Esq. July 31, 2012 Papef 5

endorsed the Milliman report, it seems approptiatese the 98% confidence level relative to the?200
RBC standard.

For the 375% Blue Cross monitoring target, everyagrees that a lower level of confidence should be
used. Dipping below that level does not have anediate impact on policyholders (after all, it is
almost double the 200% standard which itself wagéhe NAIC at a level designed to be
conservative). While falling below 375% is not @aat for management (as they will be subject to
more intensive peer review by the Blue Cross Asgmei), a confidence interval of 75% to 90% would
be more than sufficient.

Also, both Milliman and Optum conclude that a ranfisurplus would achieve target certainty relative
to the threshold RBC ratios. | understand theirctasion to be that every point in the range attleas
meets this target. If that is indeed the case, thebottom of the acceptable range should beatiyet
level to which GHMSI manages. GHMSI could then iempént a program similar to Blue Shield of CA,
running projections late in the year and reduciregrpums in the final month(s) to keep surplus at th
minimum feasible target. This would also appedrda@onsistent with the requirements of MIEAA.

In summary, a logical range of surplus would has@&saminimum the greater of (a) a 75% probability
that the RBC ratio would not dip below 375% or &98% probability that the RBC ratio would not dip
below 200%, and as its maximum a 90% probabiliag the RBC ratio would not dip below 375%.
Anything more would not seem appropriate under MAEA

I mpact of ACA

Milliman and Optum propose that an increase inlsigris needed because of the Affordable Care Act
(“ACA"). They speculat®’ that a variety of occurrences might create morrtainty or might limit the
amount of earnings that the company could retamgood (i.e., low loss) year. But they ignore how
the ACA could benefit GHMSI:

1) The changes that have already been implemented &A@ (elimination of annual limits,
dependent eligibility, 3 dollar wellness benefits, medical loss ratios,)étave already been
incorporated in market prices with no perceptildgative impacts on GHMSI.

2) Health Benefit Exchanges (HBEs) will advantagedaeiers with the best physician and facility
discounts. Due to its market share, GHMSI has pigysiand facility discounts that are second
to none. All other things being equal, the compeaitia the best discounts will get the most
business from the HBEs because they will havedivest rates.

3) As HBEs may disconnect insureds somewhat from agamd other intermediaries, price and all
other things being reasonably equal, brand namdma great extent drive consumer purchasing
behavior. There is no other more trusted and veslbgnized brand in the health insurance space
than the Blues.

4) Because the ACA squeezes margins for all carrileestax advantage that GHMSI enjoys
relative to for profit insurers gives it an eveeater competitive advantage in pricing.

5) Even if GHMSI attracts more than its market shdnenpaired risks, it will likely not have more
than its share of excess claims due to the ACAls mitigation programs which are to be
implemented in 2014. While the details of theseggpams are not yet known, that is not

19 See for example page 5 of the Optum May 12, 28p@rt in which they “speculate”, “postulate”, makedgmental
inputs”, and term their work “directional” and “nptecise”.
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sufficient reason to hold additional surplus; itisar that the intent of these programs is to
mitigate potential underwriting loss.

Summary of Recommended Approach for Rector

Rector’s work in 2009 started with the Milliman ned@nd then made adjustments. While this may have
been an expedient approach, the method compronisezhd result. For the new independent review,
Rector should abandon the flawed Milliman and Opimadels in favor of developing a new,
independent model that, at a minimum, will:

1) Abandon the passé paradigm of a 3-4 yearrumidig cycle.

2) Use as its foundation a forecast of net incomethm®narrower measure of underwriting
gain/loss.

3) Use assumptions about future revenue growth tleatnare consistent with GHMSI’s

recent experience.
4) Address other questionable Milliman assumptiong)yraf which Rector identified in
its previous report.

5) Use appropriate confidence levels to establishramum target surplus, and assume that
GHMSI is capable of managing to that level.
6) Use a balanced approach to evaluating the impa&€Caéf and only make adjustments

that reflect sound actuarial judgment, not direwicspeculation.

Finally, an essential criterion for an effectivecRe model is that it be able to validate againsiVGsI’s
actual experience over the last 15 years. As Redtied in its earlier Report to DISB (p. 5), the
Milliman model does not validate experience.

| am available to clarify or expound on any of teeommendations made herein. | am also available to
make the recommended adjustments in order to pecaln@ppropriate surplus range for GHMSI. To do
this, 1 would need access to the same data that &Hhes provided Milliman and Optum and | would
sign an appropriate confidentiality agreement tilitate that access.

Sincerely,

T

Mark E. Shaw, FSA, MAAA, CERA, FLMI
Senior Consulting Actuary

United Health Actuarial Services, Inc.
mshaw@uhasinc.com

1 See pages 6-9 of Rector’s report to DISB.



