AMERICAN ACADEMY of ACTUARIES

May 29, 1996 PS-96-H-15

The Honorable Commissioner Robert E. Wilcox
Utah State Insurance Department

State Office Building, Room 3110

Salt Lake City, UT 84114

Dear Commissioner Wilcox:

Enclosed is the Final Report to the National Association of Insurance Commissioners Health
Organizations Risk-Based Capital Working Group. This report represents the work of the
American Academy of Actuaries Health Organizations Risk-Based Capital Simplification Task
Force.

With this report, we have completed the items outlined in our November 28, 1995 letter to you.
Specifically, the report contains a simplified HORBC formula and the worksheets and
instructions for its implementation, The report also includes information on the variety of health
care delivery asset structures of HMOs the solvency issues they present, and the valuation and
admission considerations of these assets.

Our changes to the HORBC formula are consistent with your simplification goals to maintain the
formula’s sensitivity to the risks recognized in the December 1994 HORBC formula and to
accommodate the specificity, auditability, and availability of the inputs to the formula. Our
primary criterion for the changes was to maintain sensitivity to the original formula, which is
reflected in a formula that remains consistent with the original HORBC formula.

The package includes the report and a number of appendices. The report provides a summary of
the Task Force’s process, analyses, discussions, and simplification proposal. Appendix 4 is the
written simplification of the HORBC formula. Appendix 5 and 6 are the worksheets and
worksheet instructions that apply the simplified formula. Appendix 7 contains the annual
statement proposed changes and instructions that support the inputs or input audits to the
HORBC formula. The remainder of the appendices provide additional technical or historical
detail.

This simplified HORBC formula proposal expands the sensitivity of RBC to health risks from
the current Life and Health formula and reduces some sensitivity of RBC from the original
HORBC formula. This implies that companies will find their health coverage RBC changing
under the simplified formula depending upon their mix and size of health coverages in force.
The NAIC should expect comments on the impact of the revised formula on specific companies
and should test the formula on actual companies’ risk composition.
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Finally, as the simplified formula is reviewed by a larger number of carriers, we expect that a
number of clarifications and minor revisions will be required to the worksheets and instructions
to make them execute the simplified formula. We are prepared to support this fine tuning of the
worksheets and instructions.

As noted at the Spring NAIC meeting, we appreciate the support and guidance of your Working
Group, NAIC staff, and the large number of professionals who participated in, and provided
input and guidance to, the Task Force during its work.

Sincerely,
V. AW
Peter L. Perkins, F.S.A., M.\AA.A.

Chairman, State Health Committee
. Chairman, Health Organizations Risk-Based Capital Simplification Task Force
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The American Academy of Actuaries (Academy) is a national organization that
was formed in 1965 to bring together, into a single entity, actuaries of all
specialties in the United States. The Academy provides technical actuarial
expertise to elected officials and maintains the actuarial profession's standards of
qualification, practice, and conduct. The Academy offers expert testimony,
provides technical information, comments on proposed legislation, and works
closely with federal and state officials on insurance-related issues.

This report was prepared for the National Association of Insurance
Commissioners at the request of Commissioner Robert Wilcox, Chairman of the
Health Organizations Risk Based Capital Working Group. This report represents
the collective work of the Task Force and is not intended to reflect the views of
each individual member. The composition of this task force was dictated by the
nature of this project and its importance to the insurance industry. The Task Force
comprises representatives from the entire range of health actuarial practice,
including consultants, health service corporation actuaries, health maintenance
organization actuaries, and not-for-profit and for-profit insurance company
actuaries. The Task Force also obtained assistance from representatives from the
Society of Actuaries, staff of national health associations and their member
companies. In addition, the Task Force received guidance from staff and
regulators from the National Association of Insurance Commissioners.
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I. EXECUTIVE SUMMARY

The Health Organization Risk Based Capital (HORBC) Simplification Task Force was created to
address issues raised by the NAIC in response to the December 1994 report of the original
Academy HORBC Task Force.

The Simplification Task Force considered many possibilities in developing simplifications to the
HORBC formula, focusing on auditability, specificity, and availability of data. We made
substantial reductions in the data required without materially impacting most RBC calculations.

We reviewed the annual statement blanks and developed specific recommendations for data
items to be captured on the blanks. These items would be included, or be an audit check on the
principal worksheets, which are to be filed with the insurance department (or appropriate
regulatory body). The principal worksheets also employ back-up worksheets to be retained at the
company. At the same time, we retained the distinctions in the December 1994 formula's
recommendation with respect to types of managed care and to most of the product type
distinctions.

We changed most of the RBC formula calculations to be based on premiums rather than on other
items that are more difficult to audit and obtain, such as life counts and premium equivalent.

We compared RBC levels assumed to be produced under the December 1994 formula and our
current recommendations. Although simplification proposals impacted specific companies in
various ways, our analysis found that few companies would have their overall RBC level
materially impacted by the simplifications.

This report details our findings. Some of these are contained in our preliminary report presented
in March 1996. However, important new information has been added, particularly with respect
to assets used in the delivery of care and the relative values for the RBC formula.

The NAIC will ultimately establish the level of the Relative Value (RV) factor used in the
HORBC formula. We did however determine that an RV factor of between 0.095 and 0.105
produces HORBC answers that roughly match the same level of C-2 RBC as the current Life and
Health formula for all carriers in the NAIC database while minimizing the relative change for
any one company. We suggest, and NAIC staff has concurred, that the next step in establishing
the RV factor is to survey some health carriers to determine the precise HORBC produced for the
unique characteristics of a specific company.

We have provided some insight into the issue of health care delivery assets. We completed a
survey of current state regulation of the valuation and admission of health care delivery assets for
HMOs which showed minor variability across states. Additionally we provide a survey of HMO
asset composition and some analysis that suggests that relative RBC adequacy for HMOs is
sensitive to the valuation of such assets.
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We also offer a discussion of the complexities associated with assessing the risk associated with
health care delivery assets and also provide a Delphi survey of Task Force members with their
thoughts on possible mapping of health care delivery assets to the current Life and Health
formula. This non-quantitative information may be useful as the NAIC further investigates and
studies this assets issue while working to implement HORBC.

There are two outstanding tasks that remain on our HORBC work. These include 1), a final
check to ensure that the instructions and worksheets are consistent and 2), resolving an
outstanding issue on the accumulation of assumed premiums toward the breakpoints in the
formula elements where premium volume impacts the determination of the RBC factor.

II. INTRODUCTION
A. History

In 1993, the State Health Committee of the American Academy of Actuaries began to identify
risks that health organizations encounter and to recommend an RBC formula which would reflect
these risks and that would apply to all types of health organizations. This project was undertaken
at the request of the NAIC Health Organizations Risk Based Capital Working Group. The
Academy Task Force report was presented to the NAIC in December 1994.

As noted in the December 1994 report, there are a number of RBC formulas that are applied to
health organizations. We determined that modifications to the Life and Health RBC formula
would be the best approach for the Task Force to take, in order to reflect the unique aspects of
health insurance. A related goal of this approach was to begin the process of applying the
various regulatory capital measures consistently to different types of health organizations.

During the development of the formula modifications, we took into account many considerations
and discussed issues specific to health organizations. These issues generally related to the
variability of benefits, pricing and funding of coverages, means of financing and providing
covered care, and regulation of the coverages.

The December 1994 Task Force Report addresses these considerations and issues in developing
the formula. They are restated in the next section of this report.

The formula modifications recommended in the 1994 report incorporate the wide scope of health
coverages, including the prevalence of managed care in many health coverages. They also
recognize the large number of funding approaches health organizations offer to their customers
as well as the complexities introduced by the use of various reinsurance and corporate structures.
Additionally, we considered the wide range of existing premium and valuation regulations and
reflected them in the formula modifications.
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The range of health coverages encompasses simple indemnity products as well as medical care
and loss of income protection coverages. This wide variety of products created a challenge to
ensure the consistent assessment of the probability of financial ruin, an essential element for
establishing adequate RBC levels.

To achieve this consistency, a single model of the variability inherent in heaith coverages was
created. The model was developed to illustrate the impact of statistical and pricing uncertainties
associated with health coverages. The model used claim and loss ratio variability data submitted
by carriers providing health coverage. Moreover, assumptions as to profit targets, surplus targets
and pricing responsiveness were identified and used in the model for the various health
coverages.

The formula modifications recommended in the 1994 report take the form of factors for specific
health coverages to be applied to premiums, claims, liabilities or reserves that reflect the risks
underlying those coverages. There are credits to the factors where the actions taken by the health
organization serve to reduce risk. There are also loads to the factors where the coverage is
structured or sold in a way that would increase risk.

The 1994 formula represents risk relativities based on the particular probability of ruin we
modeled, but cannot and does not reflect the policy considerations which the NAIC will have to
address in choosing the final level of risk based capital.

B. Issues and Considerations in HORBC

As discussed in the 1994 report, these are the major issues regarding the specific formula
elements in the HORBC formula. These continue to be the focus of the simplified formula.

Managed Care Credit

The C-2 risk for health coverages, in addition to being the risk of statistical fluctuation, is related
to the degree of error in predicting and reacting to the trend in health care costs, utilization,
intensity and technology. Traditionally all of these factors have been out of the control of the
payor. Consequently, prediction has been largely a matter of extrapolation of past trends.

Some forms of managed care have had a significant impact on the degree of predictability of
costs while others have not. Some examples of managed care which reduce risk include
approaches which fix prices (e.g. negotiated fee schedules), provider risk sharing (e.g. withholds
or bonuses, capitations), and restructure of the cost basis itself (e.g. salaries, negotiated budgets).
While there is still risk due to the potential mismatch between the provider contracting period
and the pricing period, the ability to negotiate arrangements with providers improves control and
predictability. On the other hand, basic utilization management and discounts off normal fees do
little to improve the predictability of costs and therefore do little to reduce risk.
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The original formula did not provide managed care credits when providers are at risk for services
beyond those that they provide directly. They viewed them as comparable to an unregulated
reinsurer in this regard.

The approach was to establish the risk associated with traditional health coverages, and then to
develop managed care credits to reflect the extent to which managed care arrangements are in
place.

Alternate Funding Methods

There are a variety of funding arrangements in use for health insurance. They create unique
risks, in that they affect both cash flows and a carrier's ability to reflect cost changes in rates.
They also create reporting issues, in that carriers use many different terms and contract
provisions to accomplish similar funding arrangements, such as specific stop-loss, aggregate
stop-loss, minimum premiums, and ASC.

Reinsurance

When a health insurer cedes a portion of the risk, it has clearly reduced its need for capital to
support risk. However, issues arise when the assuming reinsurer may not be able to make good
on its risk assumption commitment. Additionally, reinsurance arrangements can be contingent
on other actions or results and thereby limit their true risk transfer. Recognizing this, the formula
requires that, before an RBC credit is taken, the reinsurance arrangement reflect true transfer of
risk and that the reinsurer have a reasonable likelihood of meeting its risk assumption
commitment.

General Regulatory Factors

A company's regulatory environment affects the risks it takes, its response time to a deviation of
actual results from expectations, and its management decisions regarding risk-taking. Regulation
varies from state to state. States have instituted a variety of solvency and guarantee fund
regulations.

The RBC formula reflects the impact of rate regulation, solvency regulation and other aspects of
the environment in which health carriers operate, such as assessments other than guarantee
assessments and valuation variations.

Rate Regulation Environment

There are jurisdictions that do not have the authority to approve rates. Other jurisdictions have
the ability to review rate filings, hold public hearings and ultimately approve a rate action
different than that proposed by the health insurer. This regulation delays or reduces a health
insurer's ability to reflect cost changes in premiums. The impact of this is to put a health
insurer's surplus at risk to absorb any premium inadequacy that results.

The model reflected these phenomena by assuming delays in determining cost changes and in
reflecting those changes in premiums.
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Other Coverages

Other health benefit coverages include long term care, hospital indemnity and cancer policies.
These coverages are grouped by their risk of cost and utilization variability. For example,
coverages with a fixed schedule of benefits will experience a different pattern of financial results
than coverages subject to inflation forces.

Claim Reserves and Liabilities

There is a strong relationship between solvency and the adequacy of claim reserves and
liabilities. The original HORBC Task Force discussed the issue of whether a health insurer with
reserves in excess of minimum requirements might reduce RBC. The original Task Force did
not adopted this since they did not identify an objective measure of reserves' relative adequacy.

There are some health coverages, such as Long-Term Care and Disability Income coverages, for
which claims or premiums are not an adequate measure of the risk. These coverages often have
claims being paid for long periods of time and beyond the time that premiums are paid. For
these coverages, the reserves and liabilities are used in addition to claims or premium to establish
a complete measure of the risk.

The original HORBC Task Force did agree that some recognition should be made of companies
that obtain a statement of actuarial opinion based on an asset adequacy analysis or that obtain a
statement by a member of the American Academy of Actuaries that claim reserves and liabilities
are good and sufficient to meet the underlying obligations. The absence of opinions of this type
suggest a increased risk of insolvency that should be recognized.

Rate Stabilization Reserve

Many carriers establish funding arrangements intended to avoid large fluctuations in premium
levels by maintaining a special reserve which may be legally claimed by a covered group but is
held by the carrier and available to cover fluctuations in claim experience. These funds are
usually accounted for separately for each employer group. Since these reserves are held to
moderate future rate fluctuations, they serve to stabilize financial results and in that way are
analogous to RBC. Therefore, they are considered as an offset to RBC. The credit is limited to
the RBC of the policyholder to which the reserve is attached.

Affiliated Companies

There are issues that result when companies that operate in the health insurance market are
related to other companies that may or may not also operate in the market. The issues include to
what extent related companies’ assets can be considered to support risks of each company. Also,
companies that are affiliated with health insurers but are involved in unregulated businesses
create an issue when their assets are used in the unregulated business and therefore, not available
to support the health insurance business.
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Covariance

The Life and Health Risk Based Capital formula utilizes a covariance adjustment to reflect the
fact that many of the risks modeled and reflected in the RBC formula are independent of each
other. That is, the probability that all of the risks would have an unfavorable result at the same
time is very small. The Life and Health formula based its covariance adjustment on the technical
assumption that the probability of ruin mirrored a normal distribution and that the key statistic
regarding variability would be the standard deviation. As such, it recognized that the standard
deviation of the sum of two independent variables is the square root of the sum of the squares of
this standard deviation of each of these independent variables.

The life formula further assumed that the correlation factor between C-4 risk and all other risks
was one and the correlation between C-2 risk and C-1 and C-3 risks was zero.

Recognizing the inflation sensitivity of the C-2 risk for certain health products, the Task Force
considered whether these assumptions remained valid for health products. The original Task
Force determined that insufficient data was available to substantiate any correlation between C-2
and C-1 or C-3 risks. It was perceived that a positive correlation existed between C-2 and C-3
risks and an additional term in the covariance formula recognizing that correlation was
contemplated. However, the magnitude of C-3 risk regarding health products is minimal and that
additional term would have little influence on the overall result. As such, the original Task Force
decided to not recommend any changes to the Life formula covariance adjustment at this time.

However, the Task Force recommends continued research regarding both the appropriateness of
the normal distribution assumption regarding probabilities of ruin as well as further research
regarding any correlation between the various types of nsk.

The original Task Force also discussed recognizing the less than full correlation of C-2 risks
from different product lines in a form similar to the Property and Casualty RBC formula. Again,
insufficient research existed to provide a viable adjustment within the time frame constraints of
this report. As such, although no specific recommendation is proposed, we would recommend
the NAIC continue research regarding the appropriateness of such an adjustment and a similar
adjustment regarding potentially independent C-1 risks.

C. Simplification Assignments and Definitions

A letter from Commissioner Wilcox dated September 22, 1995 (attached as Appendix 1)
requested that the State Health Committee provide additional information and simplifications
with respect to elements of the Health Organizations Risk Based Capital Formula.

The State Health Committee contacted all individuals who participated in the development of the
original formula as well as other interested parties of the American Academy of Actuaries
HORBC Task Force, inviting them to a meeting on November 20, 1995 to review the letter and
the approach for responding to the request contained therein. The results of that meeting were
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summarized in a November 28, 1995 letter (attached as Appendix 2) from Peter Perkins to
Commissioner Wilcox which outlined the process that the Task Force would follow.

The NAIC asked the Academy to modify the formula so that HORBC risk sensitivity was
maintained, while identifying areas where obtaining formula input was complicated. The
principal goal was to maintain the formula precision but to minimize the cost of collecting and
verifying data used. Further, the Task Force strove to provide that the formula would use data
that was subject to the criteria defined by the NAIC in their September letter. These criteria are:

. Specificity of Source - To the extent possible, data comes from the annual statement. The
data can be identified across all types of health carriers and can be expected to have
consistent reporting approaches.

. Auditability of Input - This is an accuracy criteria and can be achieved by using data from
the annual statement as well as balancing detailed data used to summarize data in the
annual statement. Additionally, certification of inputs similar to a valuation actuary
certification could meet the auditability criteria.

. Availability - Data should be that which would reasonably be expected to be produced to
manage and report on a health carrier’s operation.

The Task Force believes this report meets these three criteria.

First, this report provides a series of HORBC formula simplifications along with appropriate
changes to the annual statement blanks. Comments are privded on the relative sensitivity of each
of these formula changes along with more structured definition for the inputs to the formula by
the use of worksheets and instructions.

Data is available on various structures of health care delivery assets, and for the admission and
application of various RBC factors to those assets. This report includes a summary of state
variations dealing with the admission of health care delivery assets.

Finally, the report includes a discussion of the relative value factors provided in the original 1994
HORBC formula and a comparison to RBC produced by the Life and Health RBC formula. The
simplified formula is included in Appendix 4.

D. Process

The Task Force established three subcommittees to work on the deliverables described above.
First, the Blanks/Reporting Subcommittee reviewed various annual statement blanks. They
determined the data that was readily available for inclusion in the 1994 proposed HORBC
formula. As part of the process, they identified lines in the blanks that would serve to

June 1996 7



be totals to which amounts used to calculate RBC would be required to reconcile. The input
structure for the simplified formula was established by this group.

A second group, the Sensitivity Testing Subcommittee, developed models that measured the
impact of the simplifications proposed to the December 1994 HORBC formula. They reviewed
data from the NAIC database on the current life and health RBC formula for 1500 Life and
Health companies. Assuming the premiums shown in the NAIC database were representative of
the health premiums that would be used for the December 1994 formula, the report shows the
reasonable maximum anticipated impact on total health care risk-based capital from the formula
simplifications presented herein.

Finally, the Health Care Delivery Assets Subcommittee performed a process of gathering
information to produce some basic health care delivery asset data and to begin to discuss the
impact of including HMO health care delivery assets in risk based capital computations.

The Task Force believes that the formula simplifications provide for easily obtained and more
readily auditable data, while maintaining the integrity and relative significance of the items that
were previously identified by the Academy as important in computing risk based capital for
health organizations. :

II1. SIMPLIFICATION OF THE RISK-BASED CAPITAL FORMULA
A. Process

The Blanks/Reporting Subcommittee first reviewed the data required for the original HORBC
formula, and determined that little if any data in the current annual statements would be directly
usable with the HORBC formula. The group reviewed the work of the NAIC staff in developing
a large supplemental exhibit which would have been necessary if all data for HORBC was to
come directly from the statements.

The subcommittee then proceeded to develop proposals to simplify and revise the blanks
consistent with the following:

. Ttems would be added to annual statement blanks which would be used to balance
critical totals from the HORBC worksheets.

. Premium totals would balance separately on the basis of direct, reinsurance assumed and
reinsurance ceded.

. Claims Paid and Incurred would balance on the basis of direct, reinsurance assumed and
reinsurance ceded for each medical or dental line of business.
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. Claims Paid and Incurred from the above plus Other Health Claims would balance to
Total Claims in other parts of the statements.

The subcommittee adopted a number of proposals while rejecting others. The subcommittee then
developed the data requirements and worksheets necessary to accomplish the calculation for the
recommended simplified formula consistent with the principles outlined above.

In addition to the simplification changes in the worksheets, instructions are drafted for each of
the reporting documents, (including drafting notes) in order to assist in completing the RBC
calculations.

B. Annual Statement Blank Changes and Worksheets

The group identified two sets of worksheets. The first set includes three principal worksheets
that would be submitted annually to the state insurance department and the NAIC that would
include sufficient information to determine the Health C-2 portion of risk based capital. A set of
secondary worksheets would also be prepared as necessary but would be retained by the
company. These worksheets would be used to develop factors that are used on the principal
worksheets and would be available for review by a state insurance department. Key elements on
the principal worksheets are to balance to the critical items to be added to the annual statements
to meet the auditability requirement. The totals on the secondary worksheets would tie to the
principal worksheets and important sections could be verified against company records. These
principal and secondary worksheets are attached to this report (Appendices 5 and 6). Appendix 7
provides the items that are recommended to be added to the Annual Statement Blanks.

These blanks changes balance the auditability and availability criteria in that they do not
encompass all the data required to complete the HORBC formula. They do provide data to
ensure that premium used in the formula is consistent with that reported on the annual statement.
They also provide audit checks of some other key elements of the formula such as claims used in
the managed care credits and reinsurance ceded and assumed.

The blanks changes are proposed such that they work to be consistent for all health carriers
regardless of which annual statement form the carrier files. This supports the NAIC goal of
working towards a single reporting format for all types of carriers. This single format goal will
require instructions that help the various types of health carriers determine which schedules are
required for their business as well as how to complete those schedules.

Finally, the blanks changes that have been recommended are to support HORBC calculation.

The NAIC Blanks Task Force is working on proposals to use the information the changes
provide in other sections of the various blanks.
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C. Simplification Proposals

The Task Force made simplifications based on the criteria established by the NAIC: specificity
of source, auditability of input, and availability. The simplifications include overall changes
such as computing RBC based on premiums rather than claims in order to enhance auditability.

Other simplifications are more specific and truly simplify the formula. For example, we
removed elements that reference minor or non-existing business such as the distinction on dental
deductibles greater than $2,500 and for stop-loss coverages. We simplified the application of the
factors by reducing the number of categories (such as stop-loss coverages) or combining
coverages (such as hospital indemnity and specified disease coverages). The details of the
specific recommendations and the rationale for simplification are included in Appendix 3.

Additional simplifications were considered but did not meet the criteria. They included a two-tier
approach to RBC calculation, the elimination of any calculation detail filed with the regulatory
agency and a certification by an actuary of a company's RBC level and its relationship to assets.
A detailed discussion of these proposals are included in Appendix 3.

IV. SENSITIVITY TESTING

The Sensitivity Model Subcommittee conducted sensitivity tests of the simplification
recommendations as described above. The Subcommittee conducted sensitivity tests to
determine the impact of the simplifications on specific companies. These tests have generally
shown a change in risk based capital compared to the December 1994 proposal which was
acceptable to the Task Force. Appendix 8 includes a discussion of the sensitivity tests.

We conducted sensitivity tests in the following areas: combining accidental death and accident
only; combining hospital indemnity and specified disease; grading Medicare supplement
coverage by premium; condensing the specific stop-loss only table; combining aggregate
stop-loss and minimum premium and specific stop-loss when combined with aggregate;
employing premium and claim reserve thresholds rather than numbers of lives for disability and
long-term care; consolidating rate guarantee periods; and using premium for the rate approval
adjustment.

Sensitivity testing was not done on the following simplifications: company-wide medical and
dental managed care credits; removing distinction on dental deductible greater than $2,500 and
for stop-loss coverages; health alliance assessments; removing the two-year elimination period
for disability and long-term care; reinsurer RBC criteria; reinsurance managed care credits;
actuarial certifications. We did not test these simplifications because there was either no impact
on the formula (referred to as process simplifications), minimal business under the given formula
element, or no valid way to test the simplification due to data limitations.
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The subcommittee obtained data from the NAIC data base on the current Life and Health RBC
formula. The specific data included: totals of C-1, C-2, C-3, C-4; Health C-2 (including
disability, stop-loss, reserves); total adjusted capital; premiums and risk-based capital for each of
the companies. No analogous information was made available for other than Life and Health
insurance companies. The subcommittee also developed assumptions needed for average
premium, average claim, and other items based on actuarial judgement. The Subcommittee
determined the maximum reasonable error due to each of the specific simplification proposals
and calculated it with the above data to determine the impact on the C-2 portion, and the total
RBC after covariance. The Subcommittee compared the change in overall RBC to each
individual company to the RBC ratio if the maximum error occurred under the proposal.

V. HEALTH CARE DELIVERY ASSETS

The Task Force was charged with collecting and interpreting information regarding HMO health-
care-delivery (HCD) assets, i.e., the land, buildings, and equipment used by some health
organizations to deliver health-care services. This topic embraces a diverse set of assets, from
small clinic/office property presumably convertible to general-purpose use if sold, to specialized
real estate and furniture (e.g., medical centers (primary care and speciality), outpatient surgery
centers, and hospitals), to equipment which may be unusually susceptible to obsolescence.

In considering the RBC treatment of HCD assets, the Task Force reviewed their current financial
statement presentation, considered the issue of their liquidity relative to financial assets, and
reviewed methodology for their valuation. In the course of these considerations, the Task Force
also surveyed empirical literature on HMO solvency and financial impairments.

This section considers only HMO HCD-assets. Other types of organizations use health care
related assets to conduct their business. These assets may receive accounting treatment different
than that described below. These differences should be considered as the NAIC addresses the
HORBC asset issues.

A. Admissibility and Valunation

In general, the statutory accounting for HCD assets follows GAAP accounting. With assistance
from the NAIC, the Academy surveyed the state departments that regulate HMOs to determine if
and to what degree they admit health care delivery assets. We received responses from 38
departments and found that the vast majority admit these assets at book value. There were a
number of states that noted that they do limit the amount of health care delivery assets that can be
admitted but further analysis revealed that limits were relatively minor. A summary of the
survey results is included in Appendix 9.

The current NAIC model HMO Act permits HMOs to invest an unlimited amount of their assets
in land, buildings and equipment for heal*h care delivery and for necessary office administration,

June 1996 11



and that all permissible investments are fully admitted assets. Section 12 of the NAIC Model
HMO Act states that, "With the exception of investments made in accordance with section SA(1)
the funds of a health maintenance organization shall be invested only in accordance with [section
of law or regulation implementing the NAIC Health Maintenance Organization Guidelines.]"
Section 5A(1) states that the powers of an HMO include "the purchase, lease, construction,
renovation, operation or maintenance of hospitals, medical facilities or both, and their ancillary
equipment, and such property as may be reasonably required for its principal office or for such
purposes as may be necessary in the transaction of the business or the organization."

One recent accounting development that is applicable to the Task Force’s work has been the
Financial Accounting Standards Board’s Statement 121, “Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed of.” Statement of Financial
Accounting Standards (SFAS) 121 sets standards and requirements for evaluating and
recognizing the impairment of value of assets. Under the new rules implemented in January
1996, all companies must review long-lived assets to determine whether their value may be
impaired “whenever events or changes in circumstances indicate that the carrying amount of an
asset may not be recoverable”. For staff- and group model HMOs and other integrated delivery
systems, these assets include hospital and medical offices. HMOs must “write down” their
investments in fixed assets to the lower of depreciated cost or fair value.

The Task Force is aware of the significant potential for statutory accounting change which may
emerge from the NAIC’s current Codification of Statutory Accounting project. Task Force
members feel that an HORBC formula, in particular the formula’s definition of Total Adjusted
Capital (TAC), must be flexible enough to disallow (or reinstate) for RBC purposes assets which
are relevant to RBC but which are admitted (or nonadmitted) for other statutory accounting
purposes. This position is consistent with that adopted for other RBC formulae, e.g., the
reinstatement of Asset Valuation Reserve (AVR) amounts to the TAC of life insurance
companies.

B. Liquidity versus Valuation

The Task Force has received comments to the effect that HCD assets’ relative illiquidity renders
them a unique risk exposure, the risk charge for which should be substantial. The Task Force has
considered these comments and does not find them persuasive. Rather, some Task Force
members distinguish between liquidity issues (which may cause, in accounting parlance,
“temporary” reductions in realizable value) and valuation issues (“other-than-temporary”
reductions). This is because these operating assets are used primarily to meet the obligation of
providing health care services to members, rather than as an investment asset used to generate
revenue to pay cash claims. These members argue that the foreseeable reduced realizable value
of an insolvent health organization’s HCD assets is primarily a function of those assets’
diminished, post-insolvency utilization.
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The Task Force received suggestions and discussed establishing a liquidity test, or measure, for
health carriers, particularly those with significant investment in health care delivery assets. The
Task Force determined that liquidity is related to, but different from, solvency. That is, a carrier
may be solvent but have illiquid assets, and thus be subject to significant liquidity risk. With
this, the Task Force felt that liquidity risk assessment was outside the scope of the HORBC
simplification process. The Academy, at the request of the NAIC’s Risk Based Capital Task
Force, is undertaking a separate assessment of the need for minimum requirements with respect
to liquidity.

C. Valuation Methods

Financial statement values of real estate, furniture, and equipment are ordinarily the lower of
amortized cost or fair value. The fair value of these “hard assets” is customarily assessed under
three methods: replacement cost, market value, and earnings capitalization. Task Force members
agree that replacement cost is not a theoretically meaningful method in the context of solvency
regulation. Conversely, the market method (i.e., comparison of the asset with recent sales of like
assets), suffers from a practical shortcoming: sparse data; in any given geographical area,
relevant comparables are likely to be few, and therefore provide little statistically valid
information. Ultimately, the fair value of HCD assets appears to us to be a function of the
present value of the assets’ future earnings stream (i.e., their utilization) plus disposal value. We
note without further comment that this conclusion is consistent with the concepts underlying
SFAS 121.

D. RBC Implications: Deductive Approach

The RBC treatment of any exposure is governed by three considerations:

the nature of the risk;

the magnitude of the risk; and

the relationship of the risk to others faced by the enterprise or to the overall

“enterprise risk.”
The statutory accounting for and financial-statement valuation of HCD assets, while not
determinative of the proper RBC treatment, are nevertheless illuminating. Specifically, the
valuation rationale above illuminates theoretically the nature of the risk and thus, to some extent,
its relationship to other risks,

If the vatue of HCD assets is primarily a function of the enterprise’s expected future utilization of
those assets, their value will ordinarily not fluctuate significantly, independent of the activities
and fortunes of the health-care enterprise as a whole. Conversely, the adverse impact of an
enterprise’s insolvency on HCD-asset utilization will have a significant impact on asset value, an
impact which simultaneously affects the enterprise’s net worth.
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Theoretical HCD-asset-risk behavior is therefore fundamentally different from asset risk as
contemplated in insurance literature (i.e., the traditional C-1), where the principal assets and
investments fluctuate continuously (at least at the overall portfolio level) as a result of external
events. Traditionally, the insolvency of the insurer would thus not affect the value of its
portfolio, and the asset value available in an orderly liquidation would be reasonably
approximated by a financial statement value immediately prior to the insolvency. HCD-asset
values, on the other hand, may be expected to change discretely, or nearly so, upon the fact of the
insolvency; the financial statement values for such assets immediately prior to insolvency are
thus likely to represent an overstatement of the value available to the liquidator. It is this
dynamic that SFAS 121 is intended to address.

From the above, the Task Force reasons that HCD-asset risk would be unlikely to independently
and significantly affect an otherwise healthy enterprise’s probability of ruin: value impairments
arising from underutilization would become a notable solvency risk only for enterprises that are
already financially stressed. (Note, however, that the resulting asset write-downs may be the first
full financial-statement recognition of such financial stress.) Correspondingly, the Task Force
concludes that HCD-asset risk likely aggravates the degree of an insolvency once the insolvency
has been triggered.

E. RBC Implications: Empirical Approach

The Task Force also sought empirical information to evaluate the relationship of C-1 risk to
HCD assets. A subgroup surveyed the literature on health organizations’ solvency and reported
to the full Task Force. The report indicated: (1) the empirical literature is sparse; (2) the
definitions of financial impairment used in the literature vary; and (3) what empirical data exist
suggest that asset risk generally and HCD asset risk specifically have rarely if ever been cited as
the principal cause of a health organization’s financial impairment.

The literature suggests the Task Force’s view of HCD-asset risk’s impact on the probability of
ruin is correct. In light of the sparse data and the definitional ambiguities, however, the Task
Force views the literature as not contradictory of these conclusions, rather than as confirmatory.
Several Task Force members believe further study is necessary before the empirical evidence
may be regarded as confirmatory.

The absence of hard data on insolvency-related asset writedowns leaves the Task Force with no
basis from which to statistically derive an RBC factor. The HCD-asset risk represents a large
enough part of an HMO’s overall risk that further quantitative study of the phenomenon is
necessary to establish an RBC factor which is anything other than merely expedient. In the
absence of such a statistical database, however, the Task Force recognizes that approaches such
as the Delphi method, described below, may need to be employed for interim regulatory
solutions.
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The Task Force is also cognizant of the fact that what empirical evidence exists covers the time
period preceding the effective date of Statement of Financial Accounting Standards 121. The
imposition of new standards and requirements for writedowns, arising from SFAS 121, may have
a significant effect on the conclusions as to HCD assets’ impact on the probability of ruin and the
severity of the insolvency, as organizations may tend to recognize HCD-asset impairment earlier
than in the past. For this reason, too, the Task Force urges continuing study.

The study of the variability of health care delivery assets should be coordinated with the
historical data used in the original modeling for HORBC because the historical data obtained
from HMOs were changes in HMO surplus and not changes in loss ratios. Thus the historical
variability observed for HMOs would have included changes in asset values. However, the data
from the original modeling included only HMOs which were still operating and thus exclude
insolvent HMOs.

F. Delphi Approach

The Academy coordinated a survey of the Task Force members to gather opinions on the
similarity of HMO health care delivery assets and asset categories used in the Life and Health
Risk Based Capital formula. Seven of the members responded to the survey. Appendix 10isa
summary of the responses.

When forced to match health care delivery assets to Life and Health RBC asset categories, the
survey respondents recognized that most HMO health care delivery assets are similar to life and
health insurance assets that are used to deliver services or pay insurance claims. Thus, most
responses suggested that HMO health care delivery assets are similar to either cash or company-
owned and occupied real estate since both are used for satisfying claims. These asset types have
different risk characterics.

The survey and responses are intended to give the NAIC working group some subjective input on
the mapping of HMO health care delivery assets to the Life and Health RBC formula. This type
of an approach may be useful in light of the complexity of the health care delivery asset risk
issues and the short time available to analyze and quantify them.

G. American Association of Health Plans Asset Admission and Valuation Project

The Academy sought the assistance of the American Association of Health Plans (AAHP)
regarding the admissibility and valuation of assets in the proposed risk-based capital (RBC)
formula for health organizations. AAHP represents more than 1,000 health maintenance
organizations (HMOs), preferred provider organizations (PPOs), utilization review organizations
(UROs), and third-party administrators (TPAs) nationwide.

In response to the Academy's request for data on HMO assets used in health care delivery and
administration, AAHP retained the actuarial firm Milliman & Robertson (M&R) to conduct a
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comprehensive analysis. The Academy worked with AAHP and M&R representatives to design a
spreadsheet used for data collection. A database was developed that shows the distribution of
health care delivery assets. The database illustrates the relationship between various levels of
asset value recognition and the RBC factors. The entire report is in Appendix 11. One hundred
and thirteen HMOs from 39 states provided AAHP/M&R with comprehensive income and asset
data from their 1994 HMO Annual Statements ("Orange Blanks"). The HMOs in the sample had
22 million members, or 43% of all HMO enrollees in the U. S. as of December 1994.

The study shows the wide variety of asset composition across the HMO industry, with some
HMOs having very little HCD assets and others having a significant amount of HCD assets.
Additionally, the study clearly demonstrates that the asset valuation basis has a dramatic impact
on regulatory intervention requirements by states for HMOs with signrificant assets in land,
buildings and equipment.

Since this data was drawn from HMO annual statements, it may not be representative of the
financial structure of other managed care organization, such as Provider Sponsored
Organizations. Some of these organizations have significant health care delivery assets but may
only have a small amount of insured health coverage. In discussing these types of organizations,
the Task Force considered two approaches. First, the organizations may consider establishing
and capitalizing a subsidiary licensed to accept the insured risks which would be subject to
HORBC and other insurance regulation. Second, the NAIC may consider establishing a means
to identify and establish assets of the organization that are dedicated to supporting the insurance
risk. The former approach is consistent with current corporate and regulatory approaches while
the latter is more unique and would require further study and discussion to implement.

H. Conclusions

The Task Force reached several conclusions:

. A wide variety of asset structures exist within health organizations.

. Admission and valuation of HCD assets can have a significant impact on the Total
Adjusted Capital and RBC.

. There is a risk associated with the fluctuation in HCD-asset values that is appropriate to

address within the RBC framework.

. The nature of HCD-asset risk differs from classic C-1 asset risk in that it appears to
increase the probability of ruin less, but increase the severity of ruin more, than classic C-
1 risk. SFAS 121, which requires timely recognition of asset-value impairment based
upon expected future asset utilization, may be expected to move HCD-asset risk’
probability/severity profile more closely to the profile of classic C-1 risk.
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. HCD-asset risk also differs from classic C-1 risk in that it is not independent of the other
risks faced by the company. Rather, it appears to be correlated with the overall risk.

. The magnitude of HCD-asset risk, to the extent there can be a single magnitude for so
varied a topic, is not determinable with statistical confidence from data currently
available. Further study is required. In the interim, some expedient method, perhaps
derived by analogizing to other asset classes, may be required.

While this report discusses many of the issues surrounding the treatment of health care delivery
assets, the report does not address certain key issues that the NAIC must decide.

. Consistency in the treatment of all health carriers. The Academy’s studies have not
attempted to compare the proposed treatment of health care delivery assets used in certain
types of health carriers with the already mandated treatment of similar assets in other
health carriers.

. The proportion of assets in one category. The Task Force did not attempt to examine the
potential for additional risk created by a concentration of health care delivery assets as a
percentage of total assets.

. The proportion of assets in one asset. The Task Force has not attempted to look at the
additional risk created by a concentration of assets within one specific asset even if it is a

health care delivery asset.

We urge the NAIC to examine these issues as they finalize the HORBC formula.

V1. HORBC RELATIVE VALUE FACTORS

The Task Force compared the current Life and Health RBC formula C-2 levels to those produced
by the proposed simplified HORBC formula. This can be accomplished using three approaches:

. Compare assumed industry-wide C-2 risk distributions;
. Compare assumed company C-2 risk distributions;
. Compare sample or surveyed C-2 risk distributions.

The Task Force undertook to provide information on the relative value included in the HORBC
formula. To provide this information, we focused on the C-2 risk component under the current
Life and Health formula and the proposed HORBC formula.

Our testing focused on medical coverage, and was based on 1994 NAIC data for premiums and

RBC values. The testing shows that an RV of 0.1053 reproduces the total Life and Health RBC
for C-2 under the current formula in aggregate, with some variation by company in the sample.
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Further tests show that an RV of 0.0946 minimized the mean square error. The original HORBC
formula used an RV of 0.09 to represent a 5% probability of ruin.

We conducted tests for other coverages. These tests indicated that the sensitivity of RBC to RV
levels can be significant for certain coverages, and is generally going to increase RBC for smaller
lines of coverage, and decrease RBC for larger lines.

Details on the test results are available in Appendix 2.

Note that the Academy does not recommend a specific level for RBC. The NAIC should
determine the appropriate level based on its assessment of a desired probability of ruin,
considering the information supplied by the Academy in our reports and other information.

VII. CONCLUSION

The Academy is pleased to present the results contained herein to the NAIC Working Group.

We believe that the attached formula modifications represent an opportunity to simplify the
HORBC recommendations. In most instances the simplifications have a modest impact on
specific risk-based capital levels for 2 company or organization. In some of the more "leveraged”
businesses, such as stop-loss coverage, the change is more significant. The NAIC may want to
consider requesting additional information during the first few years when the HORBC formula
is used to determine the actual premium to premium equivalent ratios involved in stop-loss
coverage. These proposals do, however, still present a less complex method of determining a
risk-based capital value that is within the range of the original proposed 1994 HORBC formula.

It is important to point out that the Academy has not tested the overall formula on actual
company data. We recommend that the NAIC test this formula against data for specific
companies to validate the levels and observe how unique company characteristics are treated in
the formula.

The health care market is rapidly evolving, and the Task Force suggests that a regular review of
the elements and effectiveness of the formula be conducted.

There are two outstanding tasks that remain on our HORBC work. These include 1), a final
check to ensure that the instructions and worksheets are consistent and 2), resolving an
outstanding issue on the accumulation of assumed premiums toward the breakpoints in the
formula elements where premium volume impacts the determination of the RBC factor.
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Appendix 4

Modifications of Life Risk Based Capital Formula
for Health Organizations

Risk based capital is calculated as in the Life RBC formula. The following are
changes to be made to that formula. The changes are discussed as they relate to C-2
risk and C-4 risk, and some changes to the basis of reporting are suggested.

. C-2 Calculations for A&H Morbidity

All premium values must be separated into direct earned premiums or earned
subscriber revenue, reinsurance assumed or reinsurance ceded. An index adjustment
| is defined as: (CPI-M for July 1 of the year under discussion) divided by (CPI-M for
July 1, 1994). Most RBC values are calculated separately for these parts using
different factors. "RV" in this formula represents relative value units.

[DRAFTING NOTE: For reporting purposes, supplemental worksheets will be used for
certain specific calculations. Where the supplemental worksheets instructions are not
followed completely, they would be allowed with an actuarial certification. This would
apply where information required was either: i) detailed, ii) confidential, or iii) not
available and estimated. In any of these situations, an actuary could certify that the
work done is a fair representation of the position of that particular company with
respect to the formula. Generally, a certification would include a statement that the
technique used produced a similar and more conservative result, and would include a
description of the method used fo verify the resulf, and a description of any estimation
techniques.]

A. Medical Coverage

1. Risk Factor [C2 Principal Worksheet Premium, Line 1.1]

This section is intended to encompass all medical coverages not otherwise
addressed in this formula. This includes medical coverage with deductibles for an
individual up to $2,500. Coverages with higher deductibles are covered under
stop-loss, if such deductibles form a substantial portion of the block of business.
For individual coverage, "substantial" means that the ratio of premium for
coverage with deductibles over $2,500 to premium for all individual medical
coverage exceed 15%. For other than individual, any premium is considered
substantial.
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C x | + (1.00 minus Total Managed Care Credit Factor, if any) x RV x
(Premium x Loss Ratio), but not less than $500,000 x I,

Where C is the smaller of ($1.5 million} or (2 times the maximum retained risk
after reinsurance on any single life.)

2. Managed Care Credit [Worksheet 1.1]

Payments made under managed care arrangements which meet the foliowing
definitions are used to calculate a C-2 credit. Credit can be made under only one
category for each dollar of payment. If payments are eligible for more than one
category of managed care credit, the carrier may choose which category to use
for the calculation. Payments should be split according to the category into which
they fall in the following table.

"Factor credits" (column f) in the foliowing table are to be applied to the
corresponding "$$ paid" (column e) by category of care.

$$ Paid Factor Pro-
Category of Managed Care Credit duct
(a) (e) M @
1 |Payments made at levels set by contractual agreements. 15%
2 |Payments made subject to withholds or bonuses. XX!
3 [Capitation payments made to entities directly providing 40%
medical care, for care directly provided.
4 |Non-contingent salaries or aggregate cost’ payments, when 50%
paid directly to persons licensed to provide medical care.?
5 |None of the above. (Remaining dollars paid that are not 0%
included in one of the categories above.)

'A factor determined by the formula described in worksheet 1.1 with a maximum of 25%.

TThe "Aggregate Cost” method of reimbursement means where a health plan has a reimbursement
plan with a corporate entity that directly provides care, where (1) the health plan is contractually required to
pay the total operating costs of the corporate entity, less any income to the entity from other users of
services, and (2) there are mutual unlimited guarantees of solvency between the entity and the health plan,
which put their respective capital and surplus at risk in guaranteeing each other. The aggregate costs to be
put in this chart equal the payments of the last year, less the largest deviation of actual cost from budgeted
in the last five years.

This item will include salaries paid to doctors and nurses whose sole corporate function is utilizat:.n
review.
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. Category of Managed Care

6 [Total

7 |Total Managed Care Credit: 6(g) divided by 6(e). (Applyto
|the underlying coverage x C-2 RBC amount.)

[DRAFTING NOTE: The types of managed care in the table are generalizations of the
many managed care arrangements which are possible. Any combination of facility,
professional, drug, or other medical delivery component might be contracfed for on
any combination of a scheduled, capitated, salaried, or other basis. This complex and
changing environment creates a challenge in establishing the managed care types for
both creating an RBC formula and for a heaith plan completing an RBC calculation
and may require judgement. As managed care practices emerge, catergories should
be reassessed by the NAIC on a regular basis.]

B. _Alternative Funding Methods

For calculations in B.1. and B.3., the managed care credit factor should be used.
[Worksheet 1.1]

1. Direct Specific Stop-Loss for Medical Coverages [C-2 Principal Worksheet Premium, Line
1.2 and Worksheet 1.5 Section A]

This section will include premiums for medical coverage with deductibles of
$2,501 or more, including hospital benefits but excluding dental coverage in Line
1.2. In Worksheet 1.5, the risk based capital calculation in Section A is to be
applied to cases with direct specific stop-loss only (i.e., not written in combination
with aggregate stop-loss). Cases with aggregate stop-loss should use the
procedures in Section 1.B.3.

[DRAFTING NOTE: Cases with both aggregate and specific stop-loss may need fo
identify the appropriate specific stop-loss factors from the table in Section 1.B.1. for use
in the table and procedures described in Section 1.B.3.]

Risk based capital is calculated as actual premium under these arrangements,
times the following factors:

®
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Deductible or Factor
Attachment Points

Less than or equal to $100,000 | 1.67 RV
Greater than $100,000 2.78 RV

2. Direct Specific Stop-Loss for Coverages Other Than Medical Coverages

Risk based capital is calculated as actual premium under these arrangements,
multiplied by the following factors. Elimination period or dollar amount attachment
points will determine the factor.

Attachment Points
Elimination Period Dollars Factor

Up to and including two years Less than or equal to $100,000 | 1.11 RV
Over two years Greater than $100,000 1.85RV

This section applies to non-proportional reinsurance for disability income and
long-term care except that Section H applies to claim reserves established for
such policies.

This section applies to coverage with only direct specific stop-loss (i.e., not written
in combination with aggregate stop-loss). This section applies to coverage with
both aggregate direct specific stop-loss and aggregate-only coverage. For
coverage with both, the appropriate factor for specific must be determined from
the table and procedures in Section |.B.3. For aggregate-only stop-loss, the
factor should use the largest specific stop-loss factor from the appropriate table.

3. Aggregate Stop-Loss and Minimum Premium [Worksheet 1.5 Section B]

Coverage ASL Factor
Groups with 50 lives or <110% 15
ASL attachment points
All other 1.078

Except where noted, the C-2 element for such arrangements is calculated using
actual stop-loss premium.
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Medical Coverage ASL Only:
(Aggregate Stop-Loss Factor) x 2.78 RV x (ASL Premium)

ASL with SSL:
(Aggregate Stop-Loss Factor) x (Specific Stop-Loss Factor) x (Total Stop-Loss
Premium)

Non Medical Coverage ASL Only:
(Aggregate Stop-Loss Factor) x 1.85 RV x (ASL Premium)

4. Administrative Service Contracts [C-2 Principal Worksheet Premiums, Line 9, C-2 Principal
Worksheet-Other Risks, Line 0.3]

0.056 RV of the premium, or premium equivalents (charges plus claims)
depending on reporting basis.

[DRAFTING NOTE: To provide a level playing field between licensed insurers and
third party administrators, it may be appropriate to adopt a comparable risk based
capital standard for such administrators.]

[DRAFTING NOTE: Refer to the NAIC rules of usage of premium and premium
equivalents for reporting purposes.]

[DRAFTING NOTE: Administrative Service Contracts are contracts that are funded as
administrative services only, or self insured, but for which: (1) the carrier pays claims
from its funds and subsequently receives reimbursement from the contract holder and
(2) the certificate holders, or employees’ coverage card has the carrier's name and
logoonit]

5. Minimum Capital [C-2 Principal Worksheet Premiums]

If the value of C calculated under 1.A.1 would be increased based on the retained
amounts under 1.B.3, the higher value of C should be used.

C. Adjustment for Environmental Factors

1. Assessments Other Than Guarantee Fund Assessments [C-2 Principal Worksheet-
Other Risks, Line 0.1]

The RBC factor for this element of risk is equal to the absolute value of: (the
highest percentage assessment in the prior three years as a percentage of
premium, not including Guaranty Fund Assessments) minus (the lowest such
percentage in the last three years) multiplied by medical premium. If three years’
assessment experience is not available, two years' experience should be used.
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[DRAFTING NOTE: This is intended to reflect the risk that assessments will vary from
period to period. This variability makes estimation and inclusion of these assessments
info premiums and charges a risk factor. By using the difference between the highest
and lowest assessments in the latest three years, the fluctuation in assessments,
rather than their average values, will drive the size of the risk factor. This amount
should not exceed the absolute dollar difference in assessments paid.]

[DRAFTING NOTE: The assessments used in this calculation are those assessments
required fo be paid by the insurer relative fo health insurance and heaith insurance
only (e.g. high risk pools, demographic pools, assessments for losses in other
markets, risk adjustment, or assessments from health purchasing pools or alliances
such as adminsitrative expenses, risk adjustment, and losses) other than assessments
paid to medical providers. These arrangements can be state run or not. Assessments
used in this calculation include reimbursements that the insurer is obligafed to pay in
order to maintain membership in the arrangement, or to continue fo insure applicants
through a pool or other arrangement. This calculation includes amounts as a negative
assessmenf received by the insurer from such arrangements. Exclude assessment for
Guarantee Funds or Guaranty Associalions.]

[DRAFTING NOTE: The Task Force believes that community rate laws and their
parallel risk adjustment mechanisms can be a significant risk, particularly within the
first few years of introduction.]

2. Valuation Variations [C-2 Principal Worksheet-Other Risks, Line O.7]

C-2 risk based capital from health insurance is multiplied by 1.20 if the company's
annual statement does not include a statement of actuarial opinion that the
company's premium, policy, and claim reserves and liabilities are reasonable, and
that they include appropriate provision for all actuarial items that ought to be
established.

[DRAFTING NOTE: The Task Force believes that with current state regulation of
health insurance reserves, the possibility of inadequate but legal reserves could be a
significant risk. Therefore, a Section 7 opinion (of the NAIC model valuation
regulations} is not as high a standard as the above opinions would be. It is intended
that a Section 8 opinion would be one way to meet the above standard.]

D. Other Health Coverages

Other health insurance coverages are subject to the following risk based capital
levels. Factors, unless otherwise noted, are to be multiplied by the net earned
premiums for that coverage.
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Dental Insurance [C-2 Principal Worksheet Premiums, Lines 2.1 and 2.2]

a. $125,000 x | + 0.78 RV x (direct less ceded premiums) x (loss ratio)

b. Managed Care Credit: [Worksheet 2.1}
The managed care credit factor, separately calculated for dental but using the
same categories as 1.A.2, should be applied to the RV factor above, but not to
the flat amount.

¢. Reinsurance assumed premiums do not receive any managed care credit
factor reduction.

Medicare Supplement: [C.2 Principal Workshest Premiums, Line 3]

$50,000 + 0.68 x RV x {(premiums) x (loss ratio) x (1-Managed Care Credit for
Medical Coverage)

Ali Accidental-Only Coverage [C-2 Principal Worksheet Premiums, Line 4]

C + 0.6 x RV on the first $10 million of earned premium + 0.25 RV on the excess
eamned premium.

Where C is the smaller of $300,000 or 3 times the maximum retained accidental
death risk after reinsurance on any single life.

Cancer and Other Specified Disease Coverages and Hospital and Intensive Care
Indemnity: [C-2 Principal Worksheet - Premiums, Line 5]

$50,000 + 0.354 RV x earned premium.

Credit Disability Income: [C-2 Principal Worksheet-Premiums, line 6.1-6.3]

1.26 RV x premium. For single premium credit disability, where unearned
premium reserves exceed 50% of earned premium, a credit of 0.05 RV of such

excess divided by total earned premium can be applied to reduce the factor
otherwise applicable, to a limit where the net factor is not less than 0.8 RV.

[DRAFTING NOTE: The method of computing unearned premium reserves for single
premium credit insurance is based on gross premiums. This reserve methodology
results in a substantial overstatement of the liability for claims. This overstatement
also represents a substantial margin for absorption of claim fluctuations. Accordingly,
the C-2 factor should be and has been adjusted by reducing the C-2 percent of

. premium factor by a percent of the excess unearned premium reserve. While a similar
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overstatement of unearned premiums exists for certain other health coverages, the
magnitude is not nearly as significant as it is for single premium credit disability.]

6. Disability Income: [C-2 Principal Worksheet-Premiums, Lines 7.1 to 7.4]

a. All premium is subject to factors of 25% of the first $12,500,000 and 10% of
the excess.

b. Premium for disability income with benefit periods of 24 months or less
receive a credit of 25% (to reflect reduction to 75% of maxmium RBC value)
applied at the marginal rate.

c. Premium for reinsurance ceded under extended wait reinsurance (non-
proportional} which reduces the company’s exposure from over 24 months to
24 months or less allows a credit comparable to that provided in (b).

d. Premiums for reinsurance assumed under extended wait reinsurance must
offset credits taken by the ceding company.

e. Minimum Level:

The application of formulae a. through d. above, is subject to a minimum RBC
factor equal to three times the maximum benefit amount exposed per life,
being the largest monthly income or benefit amount retained per life insured,
net of reinsurance, multiplied by the longest benefit period in force, not to
exceed 100 months.

7. Long-Term Care Insurance: [C-2 lines 8.1 t0 8.4]

a. All premium is subject to factors of 25% of the first $25,000,000 and 10% of
the excess,

b. Premium for long-term care with maximum benefit periods of 24 months or
less receives a credit of 25% (to reflect reduction to 75% of maxmium RBC
value) applied at the marginal rate.

¢. Premium for reinsurance ceded under extended wait reinsurance (non-
proportional) which reduces the company’s exposure from over 24 months to
24 months or less allows a credit comparable to that provided in (b).

d. Premiums for reinsurance assumed under extended wait reinsurance must
offset credits taken by the ceding company.
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. e. Minimum Level:

The application of formulae a. through d. above, is subject to a minimum RBC
factor equal to three times the maximum benefit amount exposed per life,
being the largest monthly income or benefit amount retained per life insured,
net of reinsurance, multiplied by the longest benefit period in force, not to
exceed 100 months.

8. Other Health Coverages: [C-2 Principal Worksheet - Premiums, Lines 9.1 and 9.2]

For coverages where premiums are subject to inflationary trends: 1.5 RV.
For coverages where premiums are not subject to inflationary trends: 1.25 RV.

[DRAFTING NOTE: The “subject to inflationary trends” language is intended to be
consistent with the Life RBC formula. However, it is subject to substantial
interpretation. Therefore, as products emerge as material to RBC, the Task Force
believes the best regulatory approach is to treat them explicitly in the formula as
separafe categories.]

9. For At-Risk Medical Contracts, the appropriate Medical Coverages factors
(Section LA, above) should be used.

. [DRAFTING NOTE: Examples of these are Medicare and Medicaid at risk contracts.]

E. Adjustment for Limits on Premium Movement

1. Rate Filing and Process Adjustment {C-2 Principal Warksheet - Other Risks, Line ©.2.d;
Worksheet O.2d]

This section does not apply to accident only, hospital indemnity, cancer, disability
income, long-term care, Medicare supplement, and other non-inflationary
coverages. This section does include other medical coverages, dental coverages,
and Medicare and Medicaid at risk contracts.

The degree of additional risk varies with the timeliness of the carrier's response to
the need for changes in premium for inflation-sensitive health coverage.

a. Where premiums are allowed to change automatically for an approved trend
adjustment:

0.092 RV x (premiums subject to prior approval of trend) x (1-company's
managed care credit factor)
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b. Where premiums are not allowed to change without prior approval, the
company may use an average factor applied to the total such premium:

0.184 RV x (premium subject to prior approval of any increase) x (1-
company’s managed care credit factor).

An alternative is to split the premium from E.1.b. into that portion for which
rates were revised within the past 24 months and approved as filed within 45
days of filing (and within 120 days of the end of the experience period used in
developing the rates. For this portion of premium:

0.092 RV x (premium meeting specifications) x (1-company’s managed care
credit factor)

The balance of the premium from E.1.b.:
0.46 RV x (balance of premium) x {1-company's Managed Care Credit)

[DRAFTING NOTE: The Rate Approval Adjustment reflects the longer time frame
needed to implement rate actions implicit in “prior approval” and public hearing
situations. The Task Force believes this to be an important and valid risk factor.

If this element is removed, further thoughts should be given to reflect that this factor
includes some of the difference in risk between individual and group coverages.

An adjustment for the risk of ill-defined "premium caps"” discussed under various
reform proposals might be appropriate, depending on the political environment as
health care reform unfolds. However, more definition must take place before the risk
can be modeled or evaluated.

The Task Force intends that Medicare risk contracts and coverage of Medicaid
enrollees are coverages to be subject to the above rate approval adjustment, where
such rates are subject to prior approval by state or federal authorities, even though
perhaps not the Commissioner.]

2. Premium Guarantees [C-2 Principal Worksheet-Other Risks, Lines 0.2.a & b, Worksheet O.2a]

a) For medical, dental, Medicare supplement, and other inflationary coverages
where there are either (1) explicit or implicit premium rate guarantees or (2)
premium rates implemented on policy anniversaries beyond the next
anniversaries (rather than premium due dates), the premiums are subject to
the following factors:
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Guarantee Factor

Guarantees up to 15 months: N/A

Guarantees of 15-36 months: 251 RV

Guarantees over 36 months: B73 RV

b) For non-cancelable premiums reported in the statutory statement:

25% for non-cancelable premiums up to $12.5 million, plus
10% for non-cancelable premiums for the excess

3. Performance Guarantees [C-2 Principal Worksheet-Other Risks, Line 0.2.c; Worksheet O.2c]
Where such guarantees exist outside of an insurance contract, there is an
additional RBC factor of 30% of the amount at risk under the contract in the
current contract year.

4. Guarantees and Process Adjustments for Reinsurance
Where (1) the direct writer has additional RBC for rate approval and rate
guarantee adjustments and (2) the reinsurance contract limits the reinsurer’s
rights to change premiums or benefits to match changes by the direct writer,
reinsurance ceded credit against these additional RBC amounts is allowed.

F. Reinsurance Credit

A credit is allowed for certain types of reinsurance.

1. Quota Share or Proportional Reinsurance [C-2 Principal Worksheet Premiums, Line 10;
Worksheet 10]

The reinsurance credit is the percentage of risk reinsured multiplied by the C-2
RBC calculated above. This is subject to:

a. For coinsurance of excess indemnity, where the reinsurance percentage
varies for different policies depending on the amounts of insurance in force for
those policies, the percentage of risk reinsured is the total reinsured amount
divided by the total direct amount.

b. The percentage of risk reinsured is applied after adjustments for managed
care credits.
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. [DRAFTING NOTE: The intent of the managed care credit limitation is to recognize
that direct writers are unlikely to reinsure capitated coverages.]

¢. Reinsurance credits under this section apply to percentage factors only, and
not to flat amounts.

2. Non-Proportional and YRT Reinsurance [C-2 Principal Worksheet-Premiums, Lines 1.3, 3
through 9 and Worksheet 1.3]

A reinsurance credit is determined as follows:
(185% of ceded premium) x (the appropriate RBC factor).
A credit as approved by the Commissioner of Insurance of the state of domicile.

All credits in this section are subject to the same managed care credit factor,
where applicable, used in the direct calculation.

3. Qualifications for Credit [Worksheet 1.3 and 10)

a. Reinsurance credits can be taken only where:

. (1) the reinsurance arrangement meets the NAIC definition of
reinsurance,

(2) there are no contractual limits, or terms, to diminish the losses of the
reinsurer. If such limits to the reinsurer's losses do exist, any credit must
be approved by the Commissioner of the direct writer's state of domicile,

and (3) the contract is renewable by the direct writer to the end of the
underlying period of coverage on policies being reinsured.

b. Such credit can only be taken to the extent that credit is allowed by the state
of domicile for the purposes of a regulatory financial statement.

[DRAFTING NOTE: In addition to this requirement, the NAIC may want to reference
the state’s credit for reinsurance statute, which is required under the NAIC
Accreditation Program.]
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. G. Application of Size Scales
[C-2 Principal Worksheet Premiums, line 12.8]

Coverages that include an RBC with a fixed amount should have total C-2 risk
reduced by 75% of the sum of all but the highest fixed amount.

H. Claim Reserves and Liabilities

[C-2 Principal Worksheet-Other Risks, lines O.4a through O.4c]

1. For all disability income coverages, other than credit disability, claim reserves and
liabilities are subject to a factor of;

(0.04 x reserve) + [0.06 x the lesser of ($35million or the reserve)] - [0.06 x STR x
the lesser of $20 million or the greater of (reserve - $15 million or zero)]

where STR= short-term ratio, the ratio of the short-term disability premium (line 7.2
of Principal Worksheet) to all disability premium (line 7.1).

2. For credit disability income coverages, claim reserves and liabilities are subject to
a factor of 10% of net claim reserves under $7.5 million and 4% of the excess.

. 3. For long-term care coverage, claim reserves and liabilities are subject to a factor
of 10% of net claim reserves under $15 million and 4% of the excess.

I. Credit for Rate Stabilization Reserves® Retrospective Premiums and
Dividends

[C-2 Principal Worksheet-Other Risks, line 0.5; Worksheet 0.5]

Where a rate stabilization reserve is available for use by a health organization to
cover losses from any policy in any line of business, a credit of 100% of the reserve
can be taken.

Where a rate stabilization reserve is held for the benefit of a specific policy or group of
policies, a credit of 100% of the reserve can be taken, but does not have to be taken,

®Rate stabilization reserves, for this purpose, include amounts which: (1) appear on the company’s
llability page, (2) are available for use by the company to offset unexpected losses and are not required to
cover anticipated losses, and (3) are not required to be held in order to satisfy other statutory obligations
. such as valuation law. They do notinclude reserves held for retired lives and gross pr mnium valuation
Teserves,

June 1996 13



up to (1) the full amount of C-2 risk based capital attributed to that group of policies,
less (2) P% of premium. (For this purpose, risk based capital attributed is calculated
by calculating the total C-2 risk based capital with and without such policies, and
taking their difference.)

Where the policyholder is an agency of the federal government, where that agency
holds a rate stabilization reserve, and where there is contractual language which puts
such a reserve totally at risk to pay for premium shortfalls, such reserve will be treated
as though the insurer were holding the reserve.

Where (1) a contract exists requiring the policyholder to pay additional premiums to
cover losses under an experience rated contract, and (2) the prospective premium for
each policy (before application of the additional premiums) has been certified by a
Member of the American Academy of Actuaries to be self-supporting, then a credit
equal to the additional premium may be faken up to:

(1) the full amount of the C-2 risk based capital attributed to that policy,
less

(2) P% of premium, with a minimum of 1%, if the amount of the retro is not
secured by a letter of credit or funds on deposit with the health organization.

Where such a contract exists but prospective premiums are not self-supporting, then
the contract should be treated as aggregate stop-loss coverage.

Dividends paid to policyholders are treated similarly to retrospective premiums with a
credit equal to dividends paid up to (1) the fuli amount of C-2 risk based capital
attributed to that group of policies, less (2) P% of premium. (For this purpose, risk
based capital attributed is determined by calculating the total C-2 risk based capital
with and without such policies, and taking their difference.)

For purposes of this section, the value of P is (0.01 x 0.5 x [(500 + n)/n], where n is
the number of insured lives. The result, expressed as a percentage of premium, is the
remaining RBC allowed.

Credits generated by all of the adjustments described in this section for a particular
policy cannot exceed the total RBC for that particular policy.

[DRAFTING NOTE: For reporting purposes, companies should be allowed to provide
an actuarial certification of these specific calculations. This would apply where
information required was either: i} detailed, i) confidential, or iij) not available and
estimated. In any of these situations, an actuary could certify that the work done is a
fair representation of the position of that particular company with respect to the
formula. Generally, a certification would include a statement that the technique us xd
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produced a similar and more conservative resulf, and would include a description of
the method used fo verify the result, and a description of any estimation techniques. It
is expected that most of the information in this section will need to be estimated.]

J. Reinsurance Assumed

[C-2 Principal Worksheet-Premiums, fines 1.4, 2.2, 3 through 9; Worksheet 1.4]

The RBC amount for reinsurance assumed is determined by application of the
formulas above to the amounts assumed by the reinsurer, except that the managed
care credit is limited to category 1 level. Reinsurance assumed may be combined with
directly written business.

For non-proportional and YRT reinsurance: (185% of the assumed premium}) x (the
appropriate RBC factor).

[DRAFTING NOTE: By allowing the assumed and direct business to be combined,
RBC minimums and small block factors will not be multiplied when a reinsurer
aggregates small blocks. However any desire that the ceded RBC which is based on
the risk ceded will match the assuming RBC will be lost.]

[DRAFTING NOTE: Suggest that the reinsurer be allowed fo use the latest available
value for the managed care credit and other factors from the ceding company, rather
than a current factor. This is due to reinsurers being unable to obtain current year-end
information on a timely basis and the use of past factors should be allowed.]

il. C-4 Calculations

A. Adjustment for Increased Risk

[RBC Growth Adjustment to C-4]

The C-4 risk based capital for this element is 50% of the growth in C-2 risk based
capital from the prior year in excess of 20%.

This calculation should be made separately with respect to each type of business as
outlined in the RBC Instructions.

When health organizations merge or otherwise acquire both the assets and liabilities
of another health organization, the growth in C-2 RBC should be based on the growth
in RBC of the combined aorganization restated for the prior period. The (restated) RBC
for the prior period should be calculated as if the new organization had been
combined in the earlier period.
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. B. Guarantee Fund Assessment Risk

To the extent there are potential assessments by a guarantee fund, the corresponding
risk based capital is a function of the capital levels of other health plans in the service
or license area. The risk based capital from this source is the product of (1) the total
capital shortfall in the state (i.e., the dollar amount by which insurers are not meeting
200% of the Authorized Control Level), divided by the total health premium in the
state, multiplied by (2) the company's health premium. In calculating the shortfall,
only the proportion which would be assessable to health insurers should be counted.

To the extent the assessments are offset by premium taxes in the state, this risk factor
should be offset.

[DRAFTING NOTE: The Life and Casualty Risk Based Capital formulas do not
currently recognize this risk. If may be appropriate for those coverages, as well as
heaith. Note also that this risk factor assumes that the Commissioner's affice will
provide a value each year for use in this formula, based on the relative financial health
of the insurers operating in that jurisdiction. This calculation could be done as follows:

Each geographic jurisdiction must establish a risk factor that reflects the relative
solvency risk of the competitors in that area. The factor represents the capital
shortfall of all competitors in the area. It will be determined as follows:
THP = fotal health premium for the area
TP = total premium for an area
TC = total capital for all competitors in the area
AC = fotal authorized control capital levels for all competitors in the
area
The greater of {{THP/TP) x (2AC-TC)/THF} or 0.]

ll._ Modification to Basis of Reporting

A. Guarantees from Affiliated Companies

Where the contracts providing such guarantees made by other regulated insurance
carriers or health plans, where the company has an unencumbered call on the assets
of such other entities in the case of imminent insolvency, reporting for risk-based
capital purposes can be made on a consolidated basis including all such carriers, at
the insurer's option.

In other cases, recognition in this formula of such guarantees shall be made on a

case-by-case basis, and only with the approval of the Commissioner in the state of
domicile.
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[DRAFTING NOTE: The Task Force's reasoning behind this section of the formula
stemmed from the full guarantees extended between HMOs that are part of other
organizations. The Task Force feit that some recognition of these guarantees was
warranted. This is an attempt to address current practices but is not necessarily
intended to encourage new affiliate guarantees.]

B. Investments in Subsidiary Health Carriers

The RBC for subsidiary health carriers should be accumulated into the parental entity
through separately accumulating the C-1, C-2, C-3, and C-4 risks prior to the
application of the covariance formula. Appropriate adjustments should be made to
reflect percentage ownership and to eliminate any threshold amounts in the
component charges which would otherwise be double-counted. After combining the
risks of the parental entity and subsidiary entities, the covariance formula should then
be applied.

In those cases where accounting practices would require the reporting of premium
equivalents for the same business in both a subsidiary and parent company,
adjustments should be made to ensure that the corresponding RBC amounts should
be held only in the company which is directly providing the insurance guarantee or
services.
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APPENDIX 5

RBC Summary

RBC Summary

C-2 Principal Worksheet - Premiums
C-2 Principai Worksheet - Other Risks

RBC Growth Adjustment to C4
Grand Total
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. c-2 Pring Premiums .

HEALTH ORGANIZATION RISK-BASED CAPITAL
C-2 PRINCIPAL WORKSHEET - PREMIUMS

- — o
@ {b) =) (] (¢) f (3] (]
Non-Proportional @
Pramiam Net
Line Coverage Descripfion Oivect Ceded Assumed fe)dd)+{g] RBC Factorn RV REBCYalus Limm |
1.  MEDICAL EXPENSE REIM. Mgd Care -
Credit LR
1.1 Daductibles < 2500 - 1.00 x 100 x - 100
1.2 Ceduttible > 2500 - Hx 157 x 1.00 - 1800
1.3 Non-Propartional Relns Ceded - - i 100 x 1.00 1.00 -
1.4 Non-Proportional Reins. Ass, - - > 100 1.00
4.5 Stop-Loss Direct Less Ceded - @ 100 x 1.00 100
[ t5Sub-Tolals - - e T
2. DENTAL ONLY EXPENSE REIM.
2.1 Direct T ©x 078 x N 100
2.2 Non Preportional Reinsurance = ex 078. - 1.60
Assumed
ua. MEDICARE SUPPLEMENT - (o)¥185xfe-dix 068 x 100 x 100

4. ACCIDENT ONLY
4.1 Ali Benefit Periods, All Reinsurance - Mx 080 onfiet$10min+ 100 1.00
025 onexcess

4.2 Nonproportional {including YRT)
reinsurance included in line 4.1 .85x{e-d) 100 100
4.3 Sub-Totals

5. HOSPITALA.C.INDEMNITY

& SPECIFIED DISEASE - [c}*1.85x(e-d)] x 0.354 1:00.

8.  CREDIT DISABILITY 3
6.1 Uncamed Prem. Res. M 562~ .- .x -005 100
6.2 Singla Premium < He)+1.85xed) x - 2 1.00
8.3 Other Premiums - Hey.85x(e-d)) X 126 1.00.
8.4 Sub-Total N N TS i

b —
pL ———— . —_ em— e PRI

Page 2



C-2 Principal Premiums

HEALTH ORGANIZATION RISK-BASED CAPITAL
C-2 PRINCIPAL WORKSHEET - PREMIUMS

- - S ———
(@) () {c) i) {9) in (0] {n .
Non-Proportional
H Promium Not
Lina Goveraue Descripfion Dinoct Caded Assumed {e)Ldi¢ip) RBC Factora RV* RBGValus Lino H.
7. CISABILITY INCOME = 7.
7.1 All Bonefit Periods, Al Reinsurance - (0 026 cofsi$izSmlon+ _ 1.00 100 ° - 7.1
0.1 on sxcess "
7.41 Nanpropetiional (inclrding YRT) B5%e-d)x .00 100° - 7.41[
reinsurance included n fine 7.1 i
7.2 Credit for Benefit Periods of 24 - {n x - D026 e . 72J
____month orless :
7.21 Nonproportional (inclding YRT) 855 [ed)x X 0025 100 Z 721}
relasuranca included in line 7.2 i
7.3 RBC Sub-Total REC Sub-Tolalis 7. 14711472472 - 7.3r’
B.  LONG-TERMCARE® N _ ‘
8.1 All Benafit Periods, All Reinsurance - ) 0.25 nfrstsesmBon+ 1000 100 - gA|
. 01 onexcess _
8.1 Nenproporfional (including YRT} 85 (e-dx 1600 149" - 8.11
reinsurance included in line 8.1
8.2 Credil for Benefit Periods of 24 - (i1 X 0025 100 ° - 8.2
months or less
8.21 Nonproportional (including YRT) B5*{e-d)x X 0025 100 ° - 7.21
reinsurance included in fine 8.2
8.3 RBC Sub-Total - 3.3“
e
. OTHER HEALTH COVERAGE )
8.1 Inflaonary - = Hep1.85x(e-d}} X - AE 1.00 - 9.1
9.2 Non-inflationary ot = [(ee . 8hx(e-d)) X 125 1000 . - - 8.2
9.25 Non Medical Stop Loss b= ey 86x(e-d)] x A 1.00° e s, 925
9.3 Administrative Service Contrasts - X 1.056- 100 S 8.3
9.4 Sub-Total - - L g ma - = 94
L —— i ] ST
L= e ——
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c-2 Prlnc!al Premiums .

HEALTH ORGANIZATICN RISK-BASED CAPITAL
C-2 PRINCIPAL WORKSHEET - PREMIUMS

(s} ) {c} (d) {o} 4] (dl )
Line Coverage Pescripion Premium Net RBC Factors Rv'  RBCVale Lime
Direet Ceaded Asmned (cl-{die) '
10. CEDED QUOTA SHARE OR .= .- (dx 180 100 - 10.
OTHER PROPORTIONAL
REINSURANCE
11, ASSUMED QUOTA SHARE OR - - fe)x 100 1.00 - 1.
OTHER PROPORTICKRAL i
REINSURANCE ;
12, GRANDTOTALS — - -
PREMIURL: .
{1.6+21422+3+41+5+62 (16+21+22+3+43+5+62 '
121 +6.34+71 481 +94+10+11} . - - - . = - L . 124 +63+73+83+04+10+11) - 12.1
FIXED AMOUNT RBC
122 Cross Check to Schedule H 12.2 Medical Expense Reim. 12.2
123 Part4 Parl4 Part 1 12.3 Denta! 123
124 Line 62 | ne A2 Line2 12.4 Medicare Supplement 12.
125 Cal1 Col1 Col1 12.5 Accident Only 12
126 12.8 Huspital..C. Indemnity 126
Or Specified Disease
127 12,7 Disabilily income Minimum:non-negalive value of - {ina?.3th) - 127
12,75 12.75 Long Tean Care Minlmum:non-negative value of - live8.3(h) - 1278
1277 12.77 Credi Disability Minimum:adjustment if 6.4(h}6.4(f}<0.8 - 12.77
128 12.8 Adjustment For Multiple Values: -.75x[sum of 122t 12.6-langest of lines 12.2 to 12.6] T = 12.8
Total Health Premium - (1214122 +123+124 4
129 Based RBC 12.5+126+12.7412.76412.77+12.8) AP 12.8
“Not Subject to RY adjustment RV fixed by NAIC.
g_Eicaptbm gra fines 4.4, 7.1 & 8.1. These are to include proportional reinsurance. -

Page 4



WS1.1

Worksheet 1.1
. Medical Expense Reimbursement
Direct and Ceded Business

"Factor Credits” (column f) in the following table are to be applied to the
corresponding "$3$ paid" (column e) by category of care.

[ ] (a) (b} (c) ' (d)
$$ Factor
Category of Managed Care Paid Credit Product |
1 Category 1 15.0% -
Category 2
2 Factor credit = 5.56 x (withholds + bonuses) / paid claims, -
( max: 25% )
3 Category 3 40.0% -
4 Category 4 50.0% -
5 None of the above (remaining claims not included in one 0.0% )
of the categories above) s
6 Total - -
7 Total Managed Care Credit: 6(d) divided by 6(b). 0.0%
] (Apply to the underlying C-2 RBC amount.)

To Caol{g) Line 1.1,1.2, 1.3, 1.5

A factor determined by the formula described in column (a).

Loss Ratio for Medical Expense Reimbursement

B.1 Claims [Line 6(b) above]
8.2 Less Medicare Supplement Claims included above

8.3 Net Claims for Medica! -
8.4 Premium Earned [Line 1.6(c)] -
8.5 Loss Ratio [B.3) / 8.4)] 0.0%
To col(g) Line 1.1
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Medical Expense Reimbursement
Non-Proportional Reinsurance Ceded

Worksheet 1.3

(b)

(c)

(d)

(e)

=

(9)

Res. Credit
Allowed
(%)

- Attachment

Point Less Than
100K (Y/N)

Recovery for Excess
Claims
(% of expected = ASL)

Premium
Ceded

RBC for
Account

(b)x(e)x(f)

Average

i RBC Factor

Total (q)
Total (e)
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Worksheet 1.3

Adjustment and/or Rate Approval Adjustment

[Include only if Reinsurer's premiums subject to change only

- when Direct premiums change]

I (/I (k) O T (m (n) [ o T M [ (@

Ceded Rate Guarantee Period Rate Approval

Premium Percent of Percent of Rate

(from column (i) Rate column (i) Approval

above) with rate Guarantee Additional subject to Type Additional
_guarantee | (in months) RBC rate approval | (1 or2)* RBC

—




Warksheet 1.4 .

Medical Expense Reimbursement
Non-Proportional Reinsurance Assumed

(b) (c) (d) (e) (9)
Managed Care Attachment Recovery for Premium RBC for
Factor from Point Excess Claims Assumed Account
Ceded Co. Less Than (% of expected (e)x(f)x(1-b)
100K (Y/N) = ASL)

Average Total (g)
RBC Factor Total (e)
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Assumed Premiums with Additional RBC for Rate Guarantee
Adjustment and/or Rate Approval Adjustment

Worksheet 1.4

(i)

()

(k)

U]

| (m)

(n)

(o)

(q)

M| (s

|

(t)

Ceded
Premium
(from
above)

Rate Guarantee Period

Rate Approval

Percent of
column (i)
with ceding
co. rate
guarantee

Ceded
Rate
Guarantee
(in months)

Percent of
column (i)
with assuming
co. rate
guarantee

Assumed
Rate
Guarantee
(in months)

Assumed
RBC
Factor

Additional
RBC

Percent of
column (i)
subject to
rate
approval

Rate
Approval
Type
(1 or 2)*

Additional
RBC

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000

1.000




WS81.5

Attachment Paint > 100K

b. Aggregate Stop-Loss or Specific/Aggregate Combinations

Worksheet 1.5
Medical Expense Reimbursement
Stop-Loss Coverage
a. Specific Stop-Loss Only
_ () — ) __ ©)
Attachment Point Premium RBC Factor Base RBC
Attachment Point < 100K X 1.67 = -
X 2.78 = -

1. Group Size Under 60 Employees and/or Aggregate Stop-loss Attachment Point <110%

_ (a) (b) @
Attachment Point Premium RBC Factor Base RBC
Specific Attachment
Point < 100K x 2.505 = -
Specific Attachment
Point> 100K X 417 = -
No Specific X 4.17 = -
2. Group Size 50+, Aggrepate Stop-Loss Attachment Point 110% or Greater
(@) ® [ @ ]

iil

c. Totals

Attachment Point Pramium RBC Factor Base RBC l
Specific Alachment |
Point < 100K X 17853 = -

Specific Attachment
Paint > 100K X 2.9885 = -
No Specific X 2.9885 = -

Totals For Line 1.5

(a)
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ws2.1

Woerksheet 2.1
. Dental Expense Reimbursement
Direct Business

"Factor Credits™ (column f} in the following table are to be applied to the
corresponding "$$ paid” (column e) by category of care,

] (a) | {b) (c) (d)
(13 Factor
Category of Managed Care Paid Credit Product
I 1 Category 1 15.0% -
Category 2
2 Factor credit = 5.56 x (withholds + bonuses) / paid claims, -
{ max: 25%)
3 Category 3 40.0% -
4 Category 4 50.0% -
5 None of the above (remaining claims not included in one 0.0% _
of the categories above) e
.6 Total - -
7 Total Managed Care Credit: 6(d) divided by 6(b). 0.0%
{Apply to the underlying C-2 RBC amount.)
To col(g) line 2.1
A factor determined by the formula described in column (a).
Loss Ratio for Dental Expense Reimbursement
8.1 Claims [Line 6(b) above] -
8.2 Premium Eamed [Line 2.1(c)] -
8.3 Loss Ratio [8.1)/8.2)] 0.0%
To col(g) Line 2.1
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Worksheet 9.25
. Non-Medical Expense Reimbursement
Stop-Loss Coverage

a. Specific Stop-Loss Only

. T @ 1 ® | ()

[ AttachmentPoint | Premium | RBCFactor | BaseRBC
<$100K or <2years X 1.1

ii >$100K or >2years X 1.85

b. Aggregate Stop-Loss or Specific/Aggregate Combinations

1. Group Size Under 50 Employees and/or Aggregate Stop-loss Attachment Point <110%

L T @ 1 ® | () |
Attachment Point RBC Factor Base RBC

Specific Attachment
i <100K or < 2 years X 1.665 = -
Specific Attachment
. i >100K or > 2 years x .
i [|No Specific Stop-loss Coverage

Attachment Point Premium RBC Factor

Specific Attachment
i <100K or < 2 years 1.19325
Specific Attachment
ii >100K or > 2 years 1.98875

iii No Specific 1.98876

c. Totals

1 @ [ ot ] {e) |
[ | Premium | Average Factor
Totals For Line 9.25 [ -] 1.0000 [ -]
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CEDED: QUOTA SHARE & PROPORTIONAL REINSURANCE

{All Health Lines of Business)
a {C} G
Reinsurance Direct Geded Proportion of
Acct Premium Premium Risk
e Ceded -
Medical Eipense ,
Reimbursemant Reins. 1
Dental Expense
Reimbursement Reins. 1
Medicare Supplement
Reinsurance 1
Accidznt Only 2 000K | o000 | xooooox | xooomx
X000 X000 200000(K KOO
HOOOIXX JOOOX 200XXX JOOKXXX

Hospital Inderrmity/
Specified Disease

Gredit Disabllity

Single Premium
w! Reserves Ceded

e

Single Premium
wi Reserves Retained 3
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Reinsurance Direct Caded Proportion of Direct RBC Caded RBC
Acet Premium Premium Risk
1 ____ Coded
—_—
Other Credit Disabllity N EESEREE - -
XAXRXXX XXX FIOOOKXX KXXXXKK KXARXXK 20000000

h. Long Term Care & XXOCOOX XHXXXXXX | 00000 000X JXOORXXX XOO0CXK

o XXX XIXXHXXK JORKXHKXK KXXAXRX JORXAXXX KOO

L Qther Health Coverage , - -
TOTALS R S i %
Ceded Premium Ceded RBC
to line 10(d) {enter as negative)
AVERAGE FACTOR: 1.00
- to {ine 10(q)

1 Use aggregate loss ratio and managed care factor.

2 Ceded premium is assumed to be in excess of $10 mlition.

3 Calculate without cradit for reserves retained on reinsurance.

4 Companies may calculate the ratio of ceded claim reserves from quota-share ar proportional reinsurance agreements
to diract clalm reserves where the ceded premium base is not consistent with the direct premium base {e.g

ceded on YRT while direct is lavel premium). This ratio times direct premium fimes direct RBC fastor would
produce the ceded RBC.

§ Ceded premium is assumed to be in excess of $25 million.
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Ceded Premiums with Additional RBC for Rate Guarantee
Adjustment and/or Rate Approval Adjustment

[include only if Reinsurer's premiums subject to change only
when Direct premiums change]

Worksheet 10

1]} (k) {m) (n) (o)
Rate Guarantee Perlod Rate Approval
Percent of Percent of Rate
column (j) Rate column (i) Approval
with rate Guarantee RBC Additional subject to Type RBC | Additional
guarantee {in months) RBC rate approval (1or2) Factor
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ASSUMED: QUOTA SHARE & PROPORTIONAL REINSURANCE

Q-

Waorksheel 11
{Afl Health Lines of Business)
) ) @ 1 @ 1 ¢ [ ™ @ )
Reinsurance Assumed {nformation Repotied from Diract Writer
Acct Premium Olrest Ceded Proportional Coaded NMCCF Assumed
Premium Premium Relnsurance RBC RBC
Medical Expanse
Reimbursement Reins. .10 -
Dental Expense
Raimbursement Reins. Q.10 -
Medicare Supplsment
Reinsurance 1 019 . .=
Accident Only 2 XXX XOOOXXK | XXKXXXX WXXOOHK JOOOCCXX J0CO0OGC | X000006% JKXI KKK
WOOCIXXR JOOOOXX JOOAXX X000, Pttty 000K | MO0 preriedd
KOOI JOOOKXX XO0OXX XORXAXK JOO0DON XXX | 2000000¢ XXH0OK
Hospital Indemnity/ -
Spetified Disease 0.10 -
Credit Disability
Single Pramium
w/ Reserves Ceded 3 010] . -
Singla Premium o
wf Reserves Retalned 4 010 =
-
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o) b © 1 ® [ ® @ )
Reinsurance Assumed Information Reported fram Divect Writer
Acet Premium Direct Ceded Proportional Coded MCCF Assumed
Premlum Promium Relnsurance RBC RBC
Other Credit Disability -
9 Disabillty Income 5 | 200000 XOOOHX | JOV0OCOOT | X0O000IX JOUOOXNK 3000000 | XOOXXX XX0000(
100X HOOXX X00KXX YOO, KAIOORKRX WOOOXX | YOXUAX R0
_ YOOOXX XXX XIOCXNK XX¥00O0L HOXXAX XOOORX | X000 FOOXX
h. Long Tonm Care 6 RKIOKKNXR 2K FOOMHUX KACARXN 200000 RN FOOKX FOOINRX
KOO0 LXIFAK Pt OO, KAXKXXX XOKXXX | XO00CKKK J00EKXXX
YOOO0OOX JOODKNXK WIOXX XXX RAOXAX WK | 2000004 FIOHKKX
¥ Othet- Health Coverage
TOTALS L. = 2 = e L _'___(
Assumed Premium Assumed RBC
fo fine tife) o ine 11(g}
AVERAGE FACTOR: N E
Tl Tig)

4 MCCF [imited to categary 1 for assuming company.
2 Assumed premium Is applied al margin of ditect-ceded.

3 Use Single Premium rules.
4 Use Other Credit Disability nules.

B Companles may calculate the ratlo of caded claim reserves from quota-share or propariionat refnsurance agreaments
1o direct claim resarves where the ceded premium base is not consislent with the direct premium base {e.g
ceded on YRT while direct is level premium). This railo times direct premium limes diract RBC factor would

produce the assumed RBC.
& (assumed premium is applied gt margin

of direct-ceded.)
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Assumed Premiums with Additional RBC for Rate Guarantee
Adjustment and/or Rate Approval Adjustment

Worksheet 11

(h} {i) {i} {k) | (0] | (m) | {n) (0) P) (a (] (s) ®
Ceded Rate Guarantee Perlod Rate Approval
Reins Premium Percent of Percent of
Acct# {fram column (i) Ceded column (i) Assumed Percent of
above) with ceding Rate Ceded with assuming Rate Assumed column (i) Rate
co. rate Guarantee RBC co. rate Guarantee RBC Additional subject to Approval RBC Additional
guarantee (in months) Factor guarantse (in months) Factor RBC rate approval Type Factor RBC
0 1.000 1.000 - 0.184 -
0 1.000 1.000 - 0.184 -
0 1.000 1.000 - 0.184 -
0 1.000 1.000 - 0.184 -
0 1.000 1.000 - 0.184 -
0 1.000 1.000 - 0.184 |
1.000 1.000 - 0.184 -
1.000 1.000 - 0.184 -
1.000 1.000 - 0.184 -
1.000 1.000 - 0.184 -
1.000 1.000 - 0.184 -
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WS11b

Worksheet 11b

ASSUMPTIONS:

1. Info from Direct Writer would be latest available (not more than 12 months old).

2. Assumed Premium may not be consistent with Direct Premium (due to 1 above).

3. Formula for Assumed RBC: from assuming company from direct writer.

Assumed Direct Premium Proportional Ceded RBC {1 - cat 1 MCCFR}
Premium x Ceded Premiumx  Reinsurance x  ct Prem x Prop Rei MCCF
= Direct Premium Related Ceded REBC
to Ceded Premium
his reduces to: Asssumed Ceded RBC MC
Premium x Ceded Premium x Adjustment

But should approximate:

Direct Proportionate (1-cat1)x Loss Ratio
Premium x Reinsurance x -

4. Credit Insurance - Assumed single premium with reserves retained is equivalent to "Other Credit".
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HEALTH ORGANIZATION RBC
C-2 PRINCIPAL WORKSHEET - OTHER RISKS
@ (®) © ) @) 0]
Line Risk Daseription Exposure Amount RBC Factor BY RBC Valug Sourco
0.1 a. Assessments ofher than 1.00 - Worksheet 0.1
Guarantee Fund Assessments
0.2 a. Rate Guarantee Ad| 1.00 - Worksheet 0.2a
b. NonCan Adjustment {0.25) up to $12.5 million 1.000 1.00 - Schedule H-Part 1
£07) up 1o $25 million + {005} of excess Column 5 Line 2
c Performance Guarantee 1.00 - Workshest 0.2¢
d Rate Approval Adj. 1.00 - Workshest 0.2d
03 ASC and Cost Plus x 0.005 1.00 -
Premium Equivalents (From New Statement Lina)
04a. Claim Reserve-Credit {0 1} up (o $7.5 milfion 1.000 1.00 -
Disability + {04) of excess
b. Claim Reserve-Dis Income {0. 1} up fo $35 milian 1.000 1.00 -
+ (.04) of excess
- {06) x STR x min (max {reserve - 15M,0),20M)
(- Claim Reserve-LTC {0.1) up to $15 million 1.000 1.00 -
+ (.04} of excess
0.5 Credit for Rate Stabilization 1.00 - Worksheet 0.5
Reserves, Dividends and
Retrospective Rate
Adjustments
0.6 SUBTOTAL -
0.7 Statement of Actuarial Opinion? (Y/N) N
Valuation Variations - x 020 -
0.6{o) + 12.9(h) from OTHER HEALTH
premium w/s TOTAL C-2
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ASSESSMENTS OTHER THAN GUARANTEE FUND ASSESSMENTS
WORKSHEET 0.1

1 [iCurrent Year Assessment

2 ||Prior Year Assessment

3 |Previous Prior Year Assessment

4 |[Current Year Line 1.6 col(c) from Primary Worksheet-Premiums -

§ |lPrior Year Line 1.6 col(c) from Primary Worksheet-Premiums

(o]

Previous Prior Year Line 1.6 col(c) from Primary Worksheet-Premiums

Current Year Assessment Ratio -

-J

Prior Year Assessment Ratio - ||

w

Previous Prior Year Assessment Ratio - “

11 “(Smallest of Lines 7,8,0r 9) -

10 |[{Greatest of Lines 7,8,or 9) - “

12 [lLine 10 - Line 11 -

13 l&olute Value of Line 12 % Line 4 - “
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WORKSHEET 0.2.a
RATE GUARANTEE ADJUSTMENT

® © @

PREMIUM SUB-TOTAL (1.6 +2.1 + 3 +8.1) -

% with rate guarantee < 18 months or anniversary

1
2
.3[% with rate guarantee 16-38 months
4

.4]|% with rate guarantee > 36 months “

(b)
.|Direct RGA .1 x (RGA.3 x .261 + RGA.4 x .673) -

.{Ceded - Non-Proportional - w/s 1.3 -

a
b.|Ceded - Quota Share/Proportional w/s 10 -
c
d

.JAssumed - Quota Share/Proportional w/s 11 -

e.{Assumed - Non-Proportional - w/s 1.4 -

IIOTAL(a-b-c+d+e)




PERFORMANCE GUARANTEE RBC

Part 1. Expense Margin Guarantees

Description of Annualized

Guarantee Exposure

WORKSHEET 0.2.¢

Additional
RBC'

Part 2. Claim Trend Increase Limitation
(a) (b) [ @@ [ @
Group ID Description of Annualized Additional
Guarantee Exposure RBC'

Part 3. Other

Group ID

Description of Annualized
Guarantee Exposure

Additional
rRec'

Description of
____Guarantee
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. WORKSI.U.Z.d

RATE APPROVAL ADJUSTMENT

PREMIUM
{c) (d)

Other Total

1jRate changes up to pre-approved trend allowed
2|IAll other approvals

PERCENTAGE

OPTIONAL

{c)

[ @ 1 () 0
Medicare |Medicaid
Risk Risk Other

ifine @) wih approvalwith dbdays | | ] | 0
4l[(line 2)-(line 3) VN

DITIONAL RBC:

a. Line 1col(d) x .092 + Line 2col(d) x .184 0

b. .092x(Line 1col(d)-Line 3col(d))+.46x(Line 4col(d)) 0 |
b5. Lesser of (Line a or b) x [1-mgd care fctr(w1.1)] o |
c. Ceded - Quota Share/Proportional w/s 10 0

d. Ceded - Non-Proportional - w/s 1.3 0

e. Assumed - Quota Share/Proportional w/s 11 0

Iif. Assumed - Non-Proportional - wis 1.4 0
||TOTALb5+(e+f-c-d) | 0 ]|
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(a)

(b)

CREDITS FOR RATE STABILIZATION RESERVES

DIVIDENDS AND RETROSPECTIVE RATE ADJUSTMENTS

(c)

(d)

{e)

U]

(9)

(h)

WORI(‘AT 0.5

(U]

0

Group
identifier

Type of
Health

Direct
Premium

Allgcated
Direct

RSR, Div,
OR Retro

Ceded
Premium

Ceded
RBC

Number
of Lives

Value
of 'P’

RBC
Offset

Insurance RBC Amount (2) (3) (4) (5)

(1)

0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01
0.01

L

(1) For type of business use ratio from C-2 Principal w/s- Premium col (h)/ col (f).

2) (col(d) / col(c)) x 1.85 x ceded premium for the group.

(3) If details for Lives is not available, use number of certificates (l.e. no averages by family composition).
{4) Greater of 1% or .01 x .5*{{500 + (h)}/(h)}.

(5) Lesser of (e) or [(d)~(i)x(c)-g].

Show Subtotals: for RSR (should not exceed insert to line 11.2 on page 3).

for DIVS (should not exceed line 10 col (2) schedule H-Part 1).

for RETROS (no cross check available - actuarial certification required).
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HEALTH ORGANIZATION RISK BASED CAPITAL
Principal Worksheet - C-4

RBC Growth Adjustment to C-4
(a) (b) (c) {d) (o) () (9)
C-2 Princlpal wis 10 wis 11 Net RBC 120% of Prior Difference
Worksheet Ceded RBC | Assumed RBC | (b)- {(¢) + (d) Year (e)-(H>0
Col (h) Value Net RBC
GRAND TOTAL

Page 26
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APPENDIX 6

HEALTH ORGANIZATION RISK-BASED CAPITAL
C-2 PRINCIPAL WORKSHEET - PREMIUMS
General instructions:
The net earned premiums will be calculated automatically as column (c) - (d) + (e).
Column ‘d’ for lines 1 to 9 should include only non-proportional reinsurance ceded and column ‘d’ line 10
should include all proportional reinsurance ceded. Column ‘e’ for lines 1 to 9 should include only non-
proportional reinsurance assumed and column ‘e’ line 10 should include all proportional reinsurance

assumed.

Earned premiums should total to those reported in the annual statement. For any state that reports cost plus
revenue as premium include cost plus revenue with ACS on line 9.3.

All credits to RBC are optional.

1. Medical Expense Reimbursement

Include data on policies providing for medical coverages including hospital, surgical, major medical,
Medicare risk coverage, Medicaid risk coverage and stop-loss, but excluding dental only, accident expense,
specified disease coverage and hospital indemnity.

1.1 Deductibles < 2500

Earned premiums for medical policies with annual deductibles for an individual less than or equal to
$2,500.

The managed care credit for worksheet 1.1 comes from that worksheet.

The loss ratio from worksheet 1.1 comes from that worksheet.

1.2 Deductibles > 2500

Earned premiums for medical policies with annual deductibles for an individual over $2,500 should be
entered. If individual deductibles are not specified, include premiums for policies with family deductibles
over $2,500. If the premium for individual coverage with deductibles over $2,500 do not exceed 15% of
premiums for all individual coverage, include these premiums in 1.1 Deductibles < $2,500.

The managed care credit for worksheet 1.1 comes from that worksheet.

1.3 Non-propertional reinsurance ceded

Earned premiums ceded comes from the total of column ‘E’ in worksheet 1.3.

The RBC factor comes from worksheet 1.3.

The managed care credit comes from worksheet 1.1

1.4 Non-proportional reinsurance assumed

Earned premiums assumed comes from the total of column ‘B’ in worksheet 1.4.
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The RBC factor comes from worksheet 1.4.

The managed care credit comes from worksheet 1.4

1.5 Stop-loss direct less ceded

Direct less ceded earned premiums comes from Total Line 1 column ‘A’ in worksheet 1.5.

The RBC factor comes from Total Line 2 column ‘B’ in worksheet 1.5.

The managed care credit comes from worksheet 1.1

2, Dental Expense Reimbursement

Include data on policies providing for dental only coverage issued as stand alone dental or as a riderto a
medical policy which is not related to the medicat policy through deductibles or out-of-pocket limits.
2.1 Dental expense reimbursement

Enter earned premjums for dental policies.

Enter the managed care credit from worksheet 2.1.

The loss ratio from worksheet 2.1 comes from that worksheet.

2.2 Dental non-proportional reinsurance assumed

Enter premiums for non-proportional reinsurance assumed.

3. Medicare supplement

Enter camed premiums for Medicare supplement policies.

Enter the managed care credit from worksheet 1.1.

The loss ratio should be calculated using the earned premiums and incurred claims from the general
interrogatory from Medicare Supplement.

4. Accident Only
Enter earned premiums for accident only policies.
S. Hospital and intensive care indemnity and specified disease

Earned premiums for policies providing for hospital and intensive care indemnity and for those which
provide benefits specifically for cancer, dread disease and/or specified diseases.

6.1 Credit disability unearned premium reserve

Enter the unearned premium reserve for credit disability income coverage from Schedule H of the Life and
P&C annual statement blank Part 2 Section A line 1 Column 3 or comparable amounts.

6.2 Single credit disability premium

05/01/96 8:35 PM



Enter earned premiums for single premium credit disability policies.
6.3 Other credit disability premium

Enter earned premiums for credit disability policies other than single premium policies. Include data on
policy forms that provide Overhead Expense Benefits and Morigage Disability Income Benefits.

7. Disability Income

Include data on policies providing monthly or weekly income benefits for disability arising from sickness
and/or accident Include data on policy forms that provide Overhead Expense Benefits and Mortgage
Disability Income Benefits. Policies providing limited benefits, for example, where benefits are payable
only in the event of injury in a public conveyance, should be placed in “Accident Only”.

7.1 Disability income earned premiums

Enter earned premiums for disability income policies.

7.2 Credit for short benefit period coverages.

Enter premiums for disability income policies with benefit pericds of 24 months or less.

8. Long term care

Include data on all long term care insurance policies except for accelerated death benefit-type products.
8.1 Long term care earned premiums

Enter earned premiums for long term care policies.

8.2 Credit for short benefit period coverages.

Enter earned premiums for long term care policies with benefit periods of 24 months or less..

9. Other health coverage

These coverages include all health premiums not included above

9.1 Inflationary

Earned premiums for other coverages that are subject to the effect of medical inflation should be entered
9.2 Non-inflationary

Enter premiums for other coverages that are not subject to the effect of medical inflation.

9.25 Non-meidcal stop loss

Direct less ceded earned premiums comes from Total Line 1 column *A’ in worksheet 9.25.

The RBC factor comes from Total Line 2 column ‘B’ in worksheet 9.25.
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9.3 ASC

Enter ASC premium from the ASC interrogatory.

10. Ceded quota share or other proportional reinsurance.

Enter total ceded quota share or other proportional reinsurance premiums from worksheet 10.
Enter the average RBC factor from worksheet 10.

11. Assumed quota share or other proportional reinsurance.

Enter total quota share or other proportional reinsurance premiums from worksheet 11,

Enter the average RBC factor from worksheet 11.

12,2 Medical expense reimbursement

Enter 2 times the maximum retained risk after reinsurance on any single life not to exceed $1,500,000.
12.5 Accident Only

Enter 3 times the maximum retained risk after reinsurance on any single life.

12.7 Disability Income

Enter 3 times the maximum benefit amount retained per life over a benefit period not to exceed 100
months.

12.8 Long Term Care

Enter 3 times the maximum benefit amount retained per life over a benefit period not to exceed 100
months.
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° Managed Care Credits

Worksheet 1.1 Instructions
General Instructions

Payments made under managed care arrangements which meet the following definitions are subject to a C-
2 credit. Credit can be obtained under only one category per each dollar of payment. If payments are
eligible under the definitions provided for more than one category of managed care credit, the company
may choose the category to use for the calculation. In addition, there may be cases in which a risk-
reducing payment arrangement has not been accounted for within the managed care categories. In such
cases, a company will determine the appropriate category based on analogous treatment of the payment
arrangements.

Payments are to be separated according to the category in which they belong as defined below. Additional

definitions include: category of managed care; the managed care, risk-reducing payment type, $$ Paid; the
dollar amount paid to providers, factor credit; the managed care credit percent applied to the dollar amount
or claims paid, product; the result of the calculations which are described below,

Category 1 Definition
Category 1 is payments made at levels set by contractual agreements, as fixed fees. The levels set by
contractual agreements are specified at the beginning of the contract and are good for at least one year,
Category 1 includes the following sub-categories which represent the major risk-reducing payment types:
* Per Diems
= Physician Reimbursement Scheduled

« Case Rates
* DRG's

Category 2 Definition
Category 2 is claim payments made under coniractual agreements with withholds. The credit can only be
taken if the prior year's total paid withholds and bonuses divided by the total withholds is greater than 50%.

Category 3 Definition
Category 3 is capitation payments made to entities directly providing medical care, for care directly
provided and capitation as a percentage of premium. If such payments are demonstrably less than 5% of
the total capitation payments, the full credit can be taken. This category excludes capitations where
retroactive adjustments in excess of 5% can be made to such capitations as a result of specific performance
targets other than total corporate financial results of the health plan. Excludes capitations paid to an
organization where any payments are made by that organizations to another corporate entity for provision
of care, unless such payments are made by that organization to another corporate entity for provision of
care, unless such payments can be explicitly identified, in which case they should be used to reduce the
credit otherwise ailowed in this item.

Category 4 Definition
Category 4 is non-contingent salaries or aggregate cost payments, when paid directly to persons licensed to
provide medical care. It includes the portion of payments made to entities which is passed on to medical
care personnel directly providing care, where all payments are non-contingent salaries. This category is for
the highest level of control a plan may exercise over variation in health ¢are costs due to price or volume.
[Examples to be included per task force approval]



Instructions for the Chart on Worksheet 1.1

Line 1, column (¢)
Line 1, column (g)

Line 2, column (¢)

Line 2, column (g)
Line 3, column (¢)
Line 3, column (g)
Line 4, column {e)
Line 4, column {g)
Line §, column {e)
Line 5, column (g)
Line 6, column (e)
Line 6, column (g)

Line 7, column (f)

Enter the amount paid that meets the above definition of Category 1 on line 1(¢).
Enter the amount of line 1(e) multiplied by 15%.

Enter the amount paid that meets the above definition of Category 2 on line 2(e). This
an_lou.nt is the sum of the ¢laims paid subject to withholds if the company meet the 50%
criterion.

Enter the amount of line 2(e) multiplied by 25%.

Enter the amount paid that meets the above definition of Category 3 on line 3(g).
Enter the amount of line 3(e) multiplied by 40%.

Enter the 2mount paid that meets the above definition of Category 4 on line 4(¢).
Enter the amount of line 4(e) multiplied by 50%.

Enter the remaining amount not included in one of the above categories.

Enter the amount of line 5(e) multiplied by 0%.

Enter the sum of line 1(e), 2(e), 3(¢), 4{¢), 5(¢).

Enter the sum of line 1(g), 2(g), 3(g), 4(g), 5(g).

Enter the amount of line 6(g) divided by line 6(e). This is the total managed care credit
percentage. Enter this amount on the Principal Worksheet line 1.1 column (g).

Instructions for the bottom portion of Worksheet 1.1; Loss Ratio for Medical Expense Reimbursement

[Line references used are from earlier worksheets and may need to be updated]

Linea Enter the amount on line 6(e) above.

Lineb Enter the amount of Medicare Supplement Claims

Linec Subtract line b from line a and enter amount

Lined Enter Premium earned from line 1.7© of the Principal Worksheet

Linee Enter the amount of line ¢ + ling d. This amount is the loss ratio. Enter this amount on the Principal
Worksheet, line 1.1 column (g).



Worksheet 1.3

Instructions for the Top Portion of Worksheet 1.3

This is an optional worksheet designed to compute the average RBC credit for medical
expense reimbursement non-proportional reinsurance ceded. Reinsurance agreements can
have individual attachment points (Column c) or aggregate attachment points (Column d)

or both.

1. Column a - For each eligible reinsurance agreement, enter in column (a) the
company’s uniquely identifying number (or description) of the agreement.

2. Column b - This is the indicator showing to the extent to which reinsurance is allowed
as a credit. For reinsurance that receives no credit, the premium ceded is included in
column e, with zero shown in columns f and g.

3. Column ¢ - This indicates the attachment point of the reinsurance account with regard
to any specific claim and is used to determine the RBC factor for the account.
Attachment points under $2,500 are included as non-proportional reinsurance and
shown on this worksheet.

4. Column d - This is the percent of aggregate expected claims which is the attachment
point for the reinsurance.

5. Column ¢ - This is the amount of premium ceded on each reinsurance account. The
total is carried forward to the principal worksheet, line 1.3, column d.

6. Column £ - This is the RBC factor for the reinsurance account. It is chosen from the
table included in the gray shaded area based on the attachment points indicated in
columnn ¢ and d.

7. Column g - This is the result of multiplying column ¢ by column f by column b.

8. The Average RBC Factor - This is calculated as the total of column g divided by total

of column e. The result is carried forward to the principal worksheet, line 1.3,
column g.



Instructions for the Bottom Portion of Worksheet 1.3

This portion is an optional worksheet designed to compute the RBC credit associated
with the rate guarantee adjustment and the rate approval adjustment for non-proportional
reinsurance ceded. The results of this worksheet are carried forward to Worksheet 0.2.a,
line ¢ and Worksheet 0.2.d, line d. This portion of Worksheet 1.3 should be included
only if the reinsurers’ premiums can be changed only when the direct premiums change.
In other words, this portion of the worksheet should not be used if the reinsurer has the
contractual right to change the premiums at any time other than when the direct premiums
change.

1.

Column h - This is the company’s uniquely identifying number for the reinsurance
program from column (a), above, for which some premium is subject to rate
guarantees or rate approval,

Column i - This is the amount of premium ceded if any is subject to the rate guarantee
adjustment or the rate approval adjustment. It should equal column ¢ for the
reinsurance agreement.

Column j - This is the percent of the subject premium which is subject to a rate
guarantee exceeding 15 months.

Column k - This is the number of months of the rate guarantee.

Celumn 1 - The factor from the gray area for the appropriate rate guarantee period.
Column m - This is column i muliplied by column j muliplied by column 1.

The total for column m is transferred to Worksheet 0.2.a, line c.

Column n - [columns related to rate approval adjustment, for which instructions have
not been completed]



Worksheet 1.4

Instructions for the Top Portion of Worksheet 1.4

This portion of the worksheet is designed to compute the average RBC factor for medical
expense reimbursement non-proportional reinsurance assumed. The assuming company
may use information from the ceding company as long as it is not over one year old.

1.

Column a - For each eligible reinsurance agreement, enter in column (a) the
company’s uniquely identifying number (or description) of the agreement.

Column b - This is the average managed care factor for the company ceding this
reinsurance subject to a limitation that it cannot exceed the Category 1 factor.

Column c - This indicates the attachment point of the reinsurance account with regard
to any specific claim and is used to determine the RBC factor for the account.
Attachment points under $2,500 are included as non-proportional reinsurance and
shown on this worksheet.

Column d - This s the percent of aggregate expected claims which is the attachment
point for the reinsurance.

Column e - Regardless of whether reinsurance credit is allowed to the ceding
company, 100% of the assumed earned premium should be included in column c.
The total is carried forward to the principal worksheet, line 1.4, column e.

Column f - This is the RBC factor for the reinsurance account. It is chosen from the
table included in the gray shaded area based on the attachment points indicated in
column ¢ and d.

Column g - This is net RBC computation. It is equal to column e multiplied by
column { multiplied by 1 minus the managed care factor shown in column b.

The Average RBC Factor - This is calculated by dividing the total from column g by
the total from column e. The result is carried forward to the principal worksheet, line
1.4, column g.



- ° Instructions for the Bottom Portion of Worksheet 1.4

This portion of the worksheet is designed to compute the additional RBC associated with
the rate guarantee adjustment and the rate approval adjustment for non-proportional
reinsurance assumed. The results of this worksheet are carried forward to Worksheet
0.2.a, line ¢ and Worksheet 0.2.d, line d. This portion of Worksheet 1.3 should be
included when the reinsurers’ premiums can be changed only when the direct premiums
change or if the reinsurer’s premium rates are guaranteed for more than 15 months.

1. Column h - This is the company’s uniquely identifying number for reinsurance
program from column (a), above, for which some premium is subject to rate
guarantees or rate approval.

2. Column i - This is the amount of premium assumed if any is subject to the rate
guarantee adjustment or the rate approval adjustment. It should equal column e for

the line.

3. Column j - This is the percent of the subject premium which is subject to a rate
guarantee exceeding 15 months as determined from the reinsured’s records.

4. Column k - This is the percent of the subject premium for which the reinsurer has
guaranteed its premium rates to the reinsured for a period exceeding 15 months.

5. Column | - This is the number of months of the rate guarantee.
6. Column m - The factor from the gray area for the appropriate rate guarantee period.

7. Column n - This is column i multiplied by the sum of column j plus column k,
multiplied by column m.

8. The total for column n is transferred to Worksheet 0.2.a, line c.

9. Column o - [columns related to rate approval adjustment, for which instructions have
not been completed. |



INSTRUCTIONS FOR WORKSHEET 1.5

This worksheet is for Aggregate and Specific coverages sold for medical benefits.

Line a(i)

Line a(i})
Line b.1{D)

Line b.1(i)

Line b.I(iif) Enter the premiums in cols

Line b.2(i)

Line b.2(1i)

Enter the premium In column (a) for Specific Stop Loss (SSL) coverages not sold in
conjunction with A, s Stop Loss (ASL) Coverage and with attachiment points less than
$100,000
Enter the premium in column (a) for Specific Stop Loss coverages not sold in conjunction
with Aggregate Stop Loss Coverage and with attachment points greater than $100,000

Enter the ASL and SSL jurns in colwnn (a) for Aggregate Stop Loss coverages sold in
conjunction with Specific Stop Loss Coverage where the SSL attachment point is less than
$100,000 and either the ASL attachment point is less than 110% or the coverage Is sold to
groups with fewer than 50 eligible employees

Enter the ASL and SSL. jums in column (8) for Aggregate Stop Loss coverages sold in
conjunction with Specific Stop Loss Coverage where the SSL attachment point is greater than
$100,000 and either the ASL attachment point is less than 110% or the coverage is sold to
groups with fewer than 50/eligible employees

n {a) for Aggregate Stop Loss coverages sold without Specific
Stop Loss Coverage and efther the ASL attachment point is less than 130% or the coverage is
sold to groups with fewer than 30 eligible employees

Enter the ASL and SSL premiums in column (a) for Aggregate Stop Loss coverages sold in
conjunctlon with Specific Btop Loss Coverage where the SSL attachment point is less than
$100,000 and either the ASL attachment point is greater than 110% or the coverage is sold to
groups with more than 50 E:Lgible employees

Enter the ASL and SSL premiums in column (8) for Aggrepate Stop Loss coverages sold in
conjunction with Specific Stop Loss Coverage where the SSL artachment point is greater than
$100,000 and either the ASL attachment point is greater than 110% or the coverage is sold to
groups with mors than 50 pligible employees

Line b.2(iii) Enter the premiams in column (a) for Aggregate Stop Loss coverages sald withow Specific

Line e{i}

Line c{ii)

Stop Loss Coverage and elther the ASL arachment point is greater than 110% or the
coverage is sold to groups|with more than 50 eligible employees

Sum all lines of Column (8} and Column (c)

Divide Line c(i)eol{¢) by Linec(ii}eol(a)




. Managed Care Credits
Dental Only
. Worksheet 2.1 Instructions

General Instructions

Payments made under managed care arrangements which meet the following definitions are subject to a C-
2 credit. Credit can be obtained under only one category per each dollar of payment. If payments are
eligible under the definitions provided for more than one category of managed care credit, the company
may choose the category to use for the calculation. In addition, there may be cases in which a risk-
reducing payment arrangement has not been accounted for within the managed care categories. In such
cases, a company will determine the appropriate category based on analogous treatment of the payment
arrangements.

Payments are to be separated according to the category in which they belong as defined below. Additional
definitions include: category of managed care; the managed care, risk-reducing payment type, $$ Paid; the
dollar amount paid to providers, factor credit; the managed care credit percent applied to the dollar amount
or claims paid, product; the result of the calculations which are described below.

Category 1 Definition
Category 1 is payments made at levels set by contractual agreements, as fixed fees. The levels set by
contractual agreements are specified at the beginning of the contract and are good for at least one year. It
includes discount fee-for-service.

Category 2 Definition
Category 2 is claim payments made under contractual agreements with withholds. The credit can only be
taken if the prior year’s total paid withholds and bonuses divided by the total withholds is greater than 50%.

6 Category 3 Definition
Category 3 is capitation payments made to entities directly providing dental care, for care directly provided
and capitation as a percentage of premium. If such payments are demonstrably less than 5% of the total
capitation payments, the full credit can be taken. This category excludes capitations where retroactive
adjustments in excess of 5% can be made to such capitations as a result of specific performance targets
other than total corporate financial results of the health plan. Excludes capitations paid to an organization
where any payments are made by that organizations to another corporate entity for provision of care, unless
such payments are made by that organization to another corporate entity for provision of care, unless such
payments can be explicitly identified, in which case they should be used to reduce the credit otherwise
allowed in this item.

Category 4 Definition
Category 4 is non-contingent salaries or aggregate cost payments, when paid directly to persons licensed to
pravide dental care. 1t includes the portion of payments made to entities which is passed on to dental care
personnel directly providing care, where all payments are non-contingent salaries. This category is for the
highest level of control a plan may exercise over variation in health care costs due to price or volume.



Instructions for the Chart on Worksheet 2.1

Line 1, column (e)
Line 1, column (g)

Line 2, column (e)

Line 2, column (g)
Line 3, column (e}
Line 3, column (g)
Line 4, column (¢)
Line 4, column (g)
Line 5, column (e)
Line 5, column (g)
Line 6, column (¢)
Line 6, column (g)

Line 7, column (f)

Enter the amount paid that meets the above definition of Category 1 on line 1(g).
Enter the amount of line 1{¢) multiplied by 15%.

Enter the amount paid that meets the above definition of Category 2 on line 2(¢). This
amount is the sum of the claims paid subject to withholds if the company meet the 50%
criterion.

Enter the amount of line 2(e) multiplied by 25%.

Enter the amount paid that meets the above definition of Category 3 on line 3(¢).
Enter the amount of line 3(e) multiplied by 40%.

Enter the amount paid that meets the above definition of Category 4 on line 4(e).
Enter the amount of line 4(e) multiplied by 50%.

Enter the remaining amount not included in one of the above categories.

Enter the amount of line 5(e) mulitiplied by 0%.

Enter the sum of line 1(¢), 2(e), 3(e), 4(e), 5(e).

Enter the sum of line 1(g), 2(g), 3(g), 4(g), 5(g).

Enter the amount of line 6(g) divided by line 6(e). This is the total managed care credit
percentage. Enter this amount on the Principal Worksheet line 2.1 column (g).

Instructions for the bottom portion of Worksheet 2.1; Loss Ratio for Dental Expense Reimbursement

[Line references used are from earlier worksheets and may need to be updated]

Linea Enter the amount on line 6(e) above.

Lineb Enter the amount of Medicare Supplement Claims

Line ¢ Subtract line b from line a and enter amount

Lined Enter Premium earned from line 2.7 column c of the Principal Worksheet

Line e Enter the amount of line ¢ + line d. This amount is the loss ratio. Enter this amount on the Principal
Worksheet, line 2.1 column (g).



INSTRUCTIONS FOR WORKSHEET 9.25

This worksheet is for Aggregate and Specific coverages sold for benefits other than medical.

Line a(f)

Line a(ii)

Line b.1{i)

Line b.1(ji)

Line b.1(ili) Enter the premiums in col

Line b.2(i)

Line b2(li)

Enter the premium in eolumn (a) for Specific Stop Loss (SSL) coverages not sold in
conjunction with Aggregate Stop Loss (ASL) Coverage and with attachment points less than
$100,000 or 2 years
Enter the premium in column (a) for Specific Stop Loss coverages not sold in conjunction
with Aggregate Stop Loss Coverage and with attachment points greater than $100,000 or 2
years
Enter the ASL and SSL premiums in column (2) for Aggregate Stop Loss coverages sold in
conjunction with Specific Btop Less Coverage where the SSL attachment point is less than
£100,000 or 2 years and either the ASL attachment point is less than 1102 or the coverage is
sold to groups with fewer than 50 eligible employees

Enter the ASL and SSL premiums in column (a) for Aggregate Stop Loss coverages sold in
conjunction with Specific Stop Loss Coverage where the SSL atachment point is greater than
$100,000 or two years and either the ASL attachment point is less than 110% or the coverage
1s sold to groups with fewer than 50 eligible employees

n (a) for Aggregate Stop Loss coverages sold without Specific
Stop Loss Coverage and ejther the ASL attachment point is less than 110% or the coverage is
sold to groups with fewer than 50 eligible employees

Eniter the ASL and SSL premiums in column (2) for Aggregate Stop Loss coverages sold in
conjunction with Specific Btep Loss Coverage where the SSL attachment point is less than
$100,000 and either the ASL attachment point is greater than 110% or the coverage is sold to
groups with more than 50 pligible employees

Enter the ASL and SSL prgmiums in column (2) for Aggregate Stop Loss coverages soid in
conjunction with Specific Stop Loss Coverage where the SSL arrachment point is greater than
$100,000 and either the ASL attachment point is greater than 110% or the coverage is sold to
groups with more than 50 pligible employees

Line b2(1ii) Enter the premiums in column () for Aggregate Stop Loss coverages sold without Specific

Line ¢{i)
Line e{ii)

Stop Loss Covernge and elther the ASL attachment point i§ greater than 110% or the
coverage is sold to groups with more than 50 eligible employees

Sum all lines of Column (4) and Column (¢)

Divide Line ¢(f)col(c) by Linec(ii}col(a)




Instructions for HORBC Worksheet 10

Purpose of this Worksheet:

To calculate the HORBC C-2 factor to be applied to reinsurance premiums ceded under quota share and other
proportional reinsurance agreements.

“Proportional reinsurance” as used in these HORBC Worksheets means reinsurance where the reinsurer’s share of
any given loss is a constant proportion of the direct writer’s loss, The most obvious example of proportional
reinsurance is quota share or coinsurance in which the reinsurance premiums and losses are a constant proportion of
the direct premiums and losses. The reinsurance premiums themselves, however, need not necessarily be
proportionate to the direct premium; for example: on reinsurance of the excess of a monthly income benefit
retention on disability policies, in modified coinsurance, or where the reinsurance premium is attained-age-based
(e.g., YRT) while the direct premium is issue-age-based.

Also include on this Worksheet 10 any nonproportional ceded reinsurance agreements not reported elsewhere in the
HORBC calculation.

[Note: while the instructions below generally refer to *direct” premium, that term is intended to include for the
purposes of this worksheet any assumed premium subject to proportional refrocessional agreements reported here.]

Steps To Complete the Top Portion of Worksheet 10:

1. For each eligible reinsurance agreement, enter in column (a) the company’s uniquely identifying number (or
description) of the agreement.

2. For each reinsurance agreement, enter in column (b) the total direct earned premium for policies subject to
proportional reinsurance.

3. For each reinsurance agreement, enter in column (¢) the ceded earned premium.

4. In column (d) enter the proportion of risk reinsured, if and only if the ratio of ceded premium to direct premium
is not used to represent the proportion of risk reinsured. In many situations the proportion will be a percent fixed by
the reinsurance contract, e.g., 50% quota share. In other situations, e.g. excess of retention contracts, the proportion
should determined based on total reinsured exposure to total direct exposure. For example, it is acceptable to use
the ratio of ceded claim reserves to total claim reserves for disability income as an approximation of this percentage.

5. Enter in column (e) the ratio the direct premium from column (b) times the ratio of column (h) to column (c) for
the appropriate line of business on the Principal Worksheet - Premiums. [For credit disability, use the values from
line 6.3. For disability income, use the RBC value of line 7.1 plus 7.2, and divide by the value from line 7.1 column
(c). For long-term care, use the RBC value of line 8.1 plus 8.2, and divide by the value from line 8.1 column (c).]

6. If you have entered a value in column (d), enter in column (f) the product of {d) times (e).
Otherwise, enter (e) times (c) divided by (b).

7. Enter the totals of columns (c) and (f), and enter as the average factor the ratio of the total of column (f) to the
total of column (c).

Worksheet 10
Ceded Quota Share and Other Proportional Reinsurance

(a) (b) © Proportion of O] ®
Reins Acct# Direct Premium | Ceded Premium Risk Ceded Direct RBC Ceded RBC
Totals
Average Factor

last saved: 05/02/96 3:03 PM Page 1




Instructions for HORBC Worksheet 10

Steps to Complete the Bottom Portion of Worksheet 10:

This portion is an optional worksheet designed to compute the RBC credit associated with the rate guarantee
adjustment and the rate approval adjustment for proportional reinsurance. Such adjustments apply only to medical
expense reimbursement, dental, and other inflationary lines of business.

The results of this worksheet are carried forward to Worksheet O.2.a, line (b) and Worksheet O.2.d, line (¢). This
portion of Worksheet 10 should be included only if the reinsurers’ premiums can be changed only when the direct
premiums change. In other words, this portion of the worksheet cannot be used if the reinsurer has the contractual
right to change the premiums at any time other than when the direct premiums change.

1. Column (g) - This is the company’s uniquely identifying number for the reinsurance program from column (a),
above, for which some premium is subject to rate guarantees or rate approval.

2. Column (h) - This is the amount of premium ceded if any is subject to the rate guarantee adjustment or the rate
approval adjustment. It should equal column (c) for the reinsurance agreement.

3. Column (i) - This is the percent of the subject premium which is subject to a rate guaraniee exceeding 15 months.
4. Column (j) - This is the number of months of the rate guarantee.

5. Column (k) - The factor from the gray area for the appropriate rate guarantee period.

6. Column (1) - Equals column ¢h) times column (i) times column (k).

7. The total for column (1) is transferred to Worksheet 0.2.a, line (b).

8. Column (m) [columns related to rate approval adjustment, for which instructions have not been completed]

Rate Guarantee Adjustment (m)
@ (h) ) M k) M Rate
Reins Acct# Ceded Pct Subject to Period of RBC Factor Additional Approval
Premium a Guarantee Guarantee RBC Credit Adjmt
Total

last saved: 05/02/96 3:.03 PM Page 2
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Instructions for HORBC Worksheet 11

Purpaose of this Worksheet:

To calculate the HORBC C-2 factor to be applied to reinsurance premiums assumed under quota share and other
proportional reinsurance agreements.

“Proportional reinsurance” as used in these HORBC Worksheets means reinsurance where the reinsurer’s share of
any given loss is a constant proportion of the direct writer’s loss. The most obvious exampie of proportional
reinsurance is quota share or coinsurance in which the reinsurance premiums and losses are a constant proportion of
the direct premiums and losses. The reinsurance premiums themselves, however, need not necessarily be
proportionate to the direct premium; for example: on reinsurance of the excess of a monthly income benefit
retention on disability policies, in modified coinsurance, or where the reinsurance premium is attained-age-based
(e.g., YRT) while the direct premium is issue-age-based.

In developing the RBC for assumed reinsurance, the company may use the most recent data information received
from its reinsureds if it is less than a year old.

[Note: while the instructions below generally refer to “direct” premium, that term is intended to include for the
purposes of this worksheet any assumed premium resulting from proportional retrocessional agreements reported
here.]

Steps To Complete the Top Portion of Worksheet 11:

1. For each eligible reinsurance agreement, enter in column {a) the company's uniquely identifying number (or
description) of the agreement.

2. For each reinsurance agreement, enter in column (b) the assumed earned premium.

3. Datato be entered in columns (c), (d), and (e) are to be obtained from the reinsured:
Column (c) is ceded premium, from reinsured’s Worksheet 10, column (c).
Column (d) is ceded RBC, from reinsured’s Worksheet 10, column (f).

Column (e) is the managed care credit factor (MCCF) (if applicable), from reinsured’s Worksheet 1.1 (for
medical coverages) or 2.1 (for dental coverages).

4. Enter in column (f) the result of column (b) times the ratio of column (d) to column (c), times (1 - adjusted
MCCF). The adjusted MCCF lesser of the reinsured’s MCCF or the Category | factor from Worksheet 1.1 or 2.1.

5. Enter the totals of columns {b) and (f), and enter as the average factor the ratio of the total of column (f) to the
total of column (b).

Worksheet 11
Assumed Quota Share and Other Proportional Reinsurance

(a) (b) © Y] G N
Reins Acct# Assumed Ceded Premium Ceded RBC Managed Care Assumed RBC
Premium Factor
Totals
Average Factor

iast saved: 05/02/96 3:20 PM

Page 1




Instructions for HORBC Worksheet 11

Steps to Complete the Bottom Portion of Worksheet 11:

This portion is an optional worksheet designed to compute the additional RBC for proportional reinsurance
associated with rate guarantee adjustments and the ratc approval adjustments. Such adjustments apply only to
medical expense reimbursement, dental, and other inflationary lines of business.

The results of this worksheet are carried forward to Worksheet 0.2.a, line (d) and Worksheet O.2.d, line (). This
portion of Worksheet 11 should be included if the reinsurer’s premium rates can be changed only when the direct
premiums change or if the reinsurer’s premium rates to its reinsured are guaranteed for more than 15 months.

1. Column (g) - This is the company’s uniquely identifying number for the reinsurance program from column (a),
above, for which some premium is subject to rate guarantees or rate approval.

2, Column (h) - This is the amount of assumed earned premium if any is subject to the rate guarantee adjustment or
the rate approval adjustment. It should equal column (b) for the reinsurance agreement.

3. Column (i) - This is the percent of the subject premium which is subject to a rate guarantee exceeding 15 months,
as determined from the reinsured’s records.

4. Column (j) - This is the percent of the subject premium for which the reinsurer has guaranteed its premium rates
to the reinsured for a period exceeding 15 months.

5. Column (k) - This is the number of months of the rate guarantee.

. Column (1) - The factor from the gray area for the appropriate rate guarantee period.

6
7. Column (m) - Equals column (h) times the sum of column (i) and column (j) times column (1).
8. The total for column {m) is transferred to Worksheet O.2.a, line (d).

9

. Column (n) [columns related ta rate approval adjustment, for which instructions have not been completed]

Rate Guarantee Adjustment (n)
® () () ()] ) { (m) Rate
Reins Assume | PctSubjecttoa | Pet Subject | Period of RBC Additional | Approval
Accti d Guarantee toa Guarantee Factor RBC Adjmt
Premium by Reinsured Guarantee Credit
by
Reinsurer
Total

last saved: 05/02/96 3:20 PM
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Instructions for Principle Worksheet - Other Risks

Line 0.2 - The Non-cancelable (NC) Net Earned Premium comes from Schedule
H - Part 1 Column 5 Line 2 for L&H and P&C Blanks. For HMO and HMDI
filers, the information comes from company records.

Line 0.3 - The amount is the sum of cfii) and c(iii) from General Interrogatory
#___(37 for L&H, 36 for P&C, 25 for HMDI and 29 for HMO).

Line 0.4 - The Claim Reserve for each specific type of coverage is Lo come from
company records. It is the portion for each type of:
Schedule H - Part 2C Line 1 for L&H and P&C Blanks.
Schedule H, Section II, Line 5, column 4 for the HMO Blank
Underwriting and Investment Exhibit, Part 2, Line 5, column 3 for the
HMDI Blank.



INSTRUCT]

[ONS FOR WORKSHEET 0.1

Line] Enter the amount reported as a5sessments other than guarantee fund assessments from the current

year general interrogatory

Line2 Enter the amount reparted as assessments other than guarantee fund assessments from the prior

year general interrogatory

Line 3 Enter the amount reportad as mmm other than guarantee fund assessments from the

_previous prior year general int

Line4 Eater Total Direct Medical
for the current year

ory
iums from Primary Worlksheet - Premiums (Line 1.6 Column (c}))

Line 5 Entar Total Direct Medical Premiums from Primary Worksheet - Premiums (Line 1.6 Column (¢))

for the prior year

Line § Enter Total Direct Medical Premiums from Primary Worksheet - Premiums (Line 1.6 Column (¢))

for the previous prior year
Line? Lme4/Linel
Line® Line5/Line2
Line9 Lineé/Line3

Line 10 Enter the greatest of lines 7, 8,

or%

Line 11 Enter the smallest of lines 7,8,0r 9

Line 12 Line 10- Line 11

Line 13 Absolute value of Line 12 x Li

ng 4 -




RATE GUARANTEI]

Line .1
Line .2

Line .3

Line .4

Line a
Line b
Linec
Lined
Linee

TOTAL

HORBC W

RKSHEET INSTRUCTIONS

. ADJUSTMENT WORKSHEET 0.2.a

Sum the premium amnounts from column (¢) in the C-2 Principal Worksheet-
Premiums for lines 1.6, 2.1, 3 and 9.1.

Pervent of direct premium in Line .1 with rates that will or can be changed
in less than 16 months from their effective date, based on company records.
Percent of direct premium in Line .1 with rates that will or ean be changed
only after 16 months from their effective date and less than 36 months from
their effective date, based on company records.

Percent of direct

jum in Line .1 with rates that will or can be changed

only after 36 months from their effective date, based on company recorls.

Multiply the premium amount from line 0.1 times the sum of the percentage
from line 0.3 times 251 1RV and the percentage from line 0.4 times .673RV
RBC amounts from [Waorksheet 10 total lines for column (m).

RBC amounts from [Worksheet 1.3 total lines for columns {m).

RBC amounts from Worksheet 11 total lines for columns (n).

RBC amounts from Warksheet 1.4 total lines for columns (n).

Linea-Lineb-LirTec-f-Lined+Linee




o®

WORKSHEET 0.2.C.
RATE APPROVAL ADJUSTMENT

1.a Rate changes up to a pre-approved trend allowed - Premium Medicare Risk

Enter earned premium for Medicare Risk contracts where rate increases can be made for
pre-approved anticipated trend amounts without further approval.

1.b Rate changes up to a pre-approved trend allowed - Premium Medicaid Risk

Enter earned premium for Medicaid Risk contracts where rate increases can be made for
pre-approved anticipated trend amounts without further approval.

1.c Rate changes up to a pre-approved trend allowed - Premium Other

Enter earned premium other than Medicare or Medicaid risk contracts where rate
increases can be made for pre-approved anticipated trend amounts without further
approval.

1.d Rate changes up to a pre-approved trend allowed - Total

Total line 1 column a. b. and c.

2.a All Other Approvals - Premium Medicare Risk

Enter earned premium for Medicare Risk contracts where all rate increases must be
approved.

2.b All Other Approvals - Premium Medicaid Risk

Enter earned premium for Medicaid Risk contracts where all rate increases must be
approved.

2.c All Other Approvals - Premium Other

Enter earned premium other than Medicare or Medicaid risk contracts where all rate
increases must be approved.

2.d All Other Approvals - Total.

Total line 2 column a. b. and c.

05/22/96 1:59 PM
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3.2 Percentage of line 2 with approval with 45 days - Medicare Risk

Percentage of Medicare Risk rate increases contracts where all rate increases must be
approved and which have historically been approved within 45 days.

3.b Percentage of line 2 with approval with 45 days - Medicaid Risk

Percentage of Medicaid Risk rate increases contracts where all rate increases must be
approved and which have historically been approved within 45 days.

3.c Percentage of line 2 with approval with 45 days - Other

Percentage of earned premium other than rate increases contracts where all rate increases
must be approved and which have historically been approved within 45 days.

6. [1.d x.092xRV] +[2.d x.184 x RV]
7. [[092xRVx(1.d-3.d)] +[.46 x RV x 4.d]
8. [Lesser of line 6. or 7.] x [1 - managed care factor from worksheet 1.1]
9, Ceded - quota share/proportional
Enter additional RBC from worksheet 10.
10. Ceded - non-proportional
Enter additional RBC from worksheet 1.3.
11. Assumed - quota share/proportional
Enter additional RBC from worksheet 11.
12. Assumed - non-proportional
Enter additional RBC from worksheet 1.4.
13. Total

Add lines 8., 11. and 12. less lines 9. and 10.

05/22/96 1:59 PM



WORKSHEET 0.5

CREDITS FOR RSRs, DIVIDEND AND RETRO RATE ADJUSTMENTS

General Instructions:

Rate stabilization reserves (RSR), for this purpose, include amounts which: (1) appear on
the company’s liability page, (2) are available for use by the company to offset
unexpected losses and are not required to cover anticipated losses, and (3) are not
required to be held in order to satisfy other statutory obligations such as a valuation law.
They do not include reserves held for retired lives and gross premium valuation reserves.
Where the policy holder is an agency of the federal government, where that agency holds
a rate stabilization reserve, and where there is contractual language which puts such a
reserve totally at risk to pay for premium short falls, such reserve will be treated as
though the insurer were holding the reserve.

Show subtotals for rate stabilization reserves for non-federal government programs, for
federal government programs where a federal agency holds the RSR, for dividends and
for retrospective rate adjustments. For carriers filing the Life or P&C annual statement
blanks the RSR for non-government programs should not exceed the insert to line 11.2 on
page 3 and dividends should not exceed line 10 column(2) of schedule H - Part 1.

(a) Group Identifier

Internal identifier used by the health organization for the group which qualifies for the
rate stabilization reserve, dividend or retrospective rate adjustment.

(b) Type of Health Insurance

Enter type of health insurance per the categories used on the Principal worksheet. e.g.
medical, dental, etc.

(c) Direct or Assumed Premium

Annual earned direct or assumed premium for this group.

(d) Allocated Direct or Assumed RBC

This is a calculation of the direct RBC applicable to this group using an average RBC per
dollar of direct earned premium or the RBC calculated for the group on worksheet 11 for
assumed premium. for direct premium divide the appropriate total (column h. of the
Principal Worksheet) RBC by the corresponding total direct premium (column c. of the

Principal Worksheet) and multiply the resulting ratio by the direct premium in column ¢
of this worksheet.
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(e) RSR, Div or Retro Amount

Enter the rate stabilization reserve, dividend paid or maximum retrospective rate
adjustment payable for this group. If the RSR is for a Federal Employee Health Benefit
Plan enter the amount held by the federal government that is allocated to this contract.
Rate stabilization reserves credits can only be taken if based the experience of the specific
group identified in column a. That is, RSR credit can not be taken if the RSR is held for
a block of business in total.

(f) Ceded RBC

Calculate the ceded RBC as ceded premium x 1.85 x column d divided by column c.

(g) Number of Lives

Number of lives covered counting dependents as individual lives. If detail for lives is not
available, use number of certificates without adjustment for family composition.

(h) Value of ‘P’

For retrospective premiums that are not secured by a letter of credit or funds on deposit
with the health organization ‘P’ is the greater of 1% or .01 x [(500 + (g)) + 2(g)]. For
RSRs and dividends ‘P’ is .01 x [(500 + (g)) + 2(g)].

(i) RBC Offset

Lesser of (¢) or (d) - (f) - [(h) x (c)]
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