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INTRODUCTION

Scope of Assignment

General Objective

Oliver Wyman Actuarial Consulting, Inc. (Oliv&¥yman) has been engaged by the Department
of Labor and Industries, State Washington (L&l) to conduct aactuarial review of issues
related to current retrospectikating programs in the State of Washington. The primary purpose
of the review is to provide an independent el as well as recommendations regarding the
adequacy and reasonableness of retrospective rating ‘adjustanehtiow retrospective rating
adjustments impact equity:

« between employers withthe retrospective prograffretro employers”), and

e Dbetween retro employers and employers motthe retrospective program (“non-retro
employers”).

Goals

The issues under examination viitlthe scope of this project are complex and require some
understanding of concepts underlying the insceaprocess and retrospigely rated insurance
policies in general;/and application of theseogts in Washington State in particular. The list
and descriptions of specific project goalegmnted below presume a basic understanding of
these concepfs.

« Examine, analyze, and report on possible iitexgu within the retrospective program as
respects the relative treatment of (that is, puemcharges to) individual retro employers or
specific. groups of retro employers. Spewfiy, does the calculation of retrospective
premium for retro employers rdsin a distribution of refundgsurcharges) for better than
(worse than) anticipatddss experience based on sound actuarial princibles?

! The purpose of this study is not to conduct an independent audit of the L&! InsuraricesIivision.

2 The Background Section on Retrospective Rating (following) provides a description of retrospective rating in
general, and in Washington State, specifically, that will assist readers of this report.

® Final retrospective premium is calculated as a combination of fixed fees and actual loss experience. The
calculation places an individual employer’s actual loss experience into an arithmetic formudaarithmetic
formula for an individual employer is determined by afeactuarial tables and parameters. The specific table
and parameters are, in turn, determined by the type of retrospective program selected by the employer and the
employer’s size.
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« Examine, analyze and report on possible iitexgibetween retro employers and non-retro
employers. Washington S¢gategulation WAC 296-17-90402 reps that retro employers
as a group and non-retro employers as a groupthendame portion of their total claim costs
relative to their total premium charges. Thateiach group is required to generate the same
loss ratio*® Specifically, what aspects, if angf the process by which L&l determines
retrospective refunds (surcharges) potentidilstorts the measurement of loss ratios and
therefore potentially creat@sequities between retro employers and non-retro employers.

e Review current retrospective program adtigables and parameters and comment:

- as to whether the tables and parametgtsch were designed and developed 20+ years
ago, are suitable for use in the current veoskcompensation marketplace in Washington
State.

- as to whether the tables and parameters pallgnmpact equitybetween retro employers
within the retrospective program.

— as to whether the tables and parameters pallgnmpact equitybetween retro employers
and non-retro employers.

o Compare the retrospective progranWiashington to other jurisdictions.

« Offer recommendations with respect tideessing issues identified in the study.

* The ratio of total claim costs (losses) to premium charges is called the loss ratio. The loss ratio is the basic
measure of the performance of an insurance program. Loss ratios greater than 1.000 melmsdesahave
exceeded premium charges. Conversely, loss ratios lassltB00 mean tal losses have been less than total
premium charges.

® For non-retro employers, premium charges are fixed (usually). For retro employers, premium charges are based
on actual loss experience and willryaas individual employers receivefuads or surcharges.In order to
comply with Washington regulation WAC 296-17-904(&, requires that the oveltloss ratio for non-retro
employers to equal the overall loss ratio for retro emptey L&l implements this requirement by adjusting the
overall refund to retro employers until the loss ratio fetro employers equals ¢hloss ratio for non-retro
employers.
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Specific Task List

L&l prescribed the followindist of 15 tasks as a specific guide to the project:

1.

Equity of Retro Employer versus Non-retro Employer Costs

The department calculates dareoerefund target intended te@sult in retro and non-retro
employers both funding an equalrpentage of their fure expected claimosts. To what
extent does this current calculation have anya@l biases that have one party (retro or
non-retro) subsidize the other?

Equity of Claim Free Discount

What impact does L&lI's claim-free discourdting system have oretro and non-retro
standard premiums? Is any impact of thenalfiee discount actuatlg fair to both retro
and non-retro firms, both with the discount amthout? The retro gmiums are based on
the experience-rated accident and medical addstrd premiums paid to the department.
Does the current experience rating systemluging the experience trag of small claim-
free firms, produce any actuarial bias ie thvel of the retrgeective premiums?

Kept on Salary Program

Current Department comparisons. between retro and non-retro firms do not take into
consideration the avoided claim costs or th&sborne by the employers for injured workers
while they are “kept-on-salary”. Does this distort the true picture of safety or return-to-work
comparisons between retro and non-retro firmi§®o, what is an appropriate measure to
produce these comparisons?

Trends in Permanent Partial Dsability (PPD) award frequency
What has caused the larger increase in BRBxd frequency for retro firms than non-retro
firms?

Comparison of data from retro employersand non-retro employers by industry group
Comment on the data the department will provide that shows a comparison of retro
employers and non-retro employers in areas such as claim frequency, cost, and market share
in at least the follwing industry groups:

— Agriculture

-~ Wood Products Manufacturing

- Grocery/Retail

- Contractors/Construction Firms

Impact of retro employer actiors on classification base rates
What influence, if any, doetro employer actioneave on industry risklassification base
rates?

® The task list presented in this report generally preserbut does not exactly replicate L&I's presentation in the

RFP issued for this projectssed last year. For certain tasks, L&sesentation was pttioned into multiple
tasks in order to more systemicadlgidress L&I’'s underlying concerns.
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7. Medical aid premiums
Comment on the inclusion of medi aid premiums in the retro adjustment calculations. Is it
possible for an employer to receive moraefund than the employer’s share of premiums
paid? What would be the impact of excludimgf the medical aid premium from the retro
calculations?

8. Number of adjustments for retro employers
Analyze the use of three retro adjustmerdsien other considerations such as loss
development factors and the influence tmember of adjustments may have on retro
participation. How does this comparerédro programs in other jurisdictions?

9. Potential inequities within the retrospective rating program
Does the retro system reward, in dispropowite refunds, larger retro groups over smaller
groups, or smaller groups over larger? If soyk@at extent? Does thigesult in advantages
or disadvantages for groups that are othexwpsoviding the sama&ervices and overall
outcomes? Do financial inceméis impact the claims management and safety efforts of the
retro groups? If so, to what degree?

10. Performance Adjustment Factor (PAF)
Comment on the PAF. The PAF has histolychkeen less than 1.0, but has recently been
greater than 1.0. Why has this occuri@ty is this actuarilg appropriate?

11. Loss Development Factors (LDFSs)
Why are the LDFs in Washington State so.higltomparison to thoseund in other states?
Is this impacted by Washgton's case reserve practices?

12. Case reserve levels
Have case reserve levels been consistent over time?

13. Evaluation of Tables
Evaluateandmakerecommendions on the following tables:
Table of Insurance Charges
Plan Tables A, A1, A2, A3, B
Size Group Tables
— Single Loss Limitation Table

14. Examination of bias in current tables
Is there any significant actuarial bias in tuerent tables and calculation with respect to:

- Size of enrollee - Risk classes of enrollee
- Loss limitation - Chaie of table selected
- Quarter of enrollment - Loss development factors/PAF

- Third annual adjustment as the final adjustment
- Group enrollment vs. individual enrollment
- No underwriting of safety process effectiveness used by enrollee

15. Comparison of current L&l practices to industry standards
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Background: Retrospective Rating

Introduction

The purpose of this section is to providebackground on methods déveloping insurance
premium charges, in generahdaretrospective rating, specificall The section is designed to
lay the groundwork for understanding the isswigressed by this study. Those already familiar
with the background presented in this sectinay wish to move directly to the Executive
Summary.

Guaranteed Cost Policies and Non-retro Employers

Cost of Insurance Coverage

Insurance premium provides for the followifusndamental costs of insurance coverage:

e Losses
In the specific instance of wkers ‘compensation insurancesses include the cost of wage
replacement benefits and tbest of medical treatment.

o Claims Adjustment Expenses
Claims adjustment expenses include the cost of claims management expenses that may be
attributed to individual clans (usually termed “allocated expenses” and which may include
the costs of litigation, surveillance, etc.) anddbst of claims management expenses that are
not attributed to individual claims (usualtgrmed “unallocated expenses” and which may
include claims administratorlsaies, equipment costs, etc.)

e Insurance Company Expenses
These would include the cost of administratieverhead, rent and facility costs, policy
production costs, commissi, taxes, licensing, etc.

e Insurance Company Profit
Insurance companies strive to earn a redsenprofit commensuratavith the risk they
assume by engaging in the business of insurance.

Premium Rates and Exposure

Premium rates include provisions for each c# fandamental costs of insurance coverage.
Premium, in the most basic sense, is equtdid@aate multiplied by the number of exposure units.

In workers compensation insurance, exposure uamtg be payroll, hours worked, or some other
measurement of time at work. For example, an employer with 25 employees working 2000
hours per year at an average hourly rat®$2tf will generate $1,000,000tab payroll (25 x 2000

x $20) in a year. In most states, payroll, nueed in units of $100, is the typical exposure unit
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for determining workers compensation premiu Therefore, an employer with $1,000,000
annual payroll will have 10,000 exposure units.

Alternatively, if exposure is measured by howmarked (as in Washington), the same employer
will have accumulated 50,000 (25 x 2000) hours worked, in which case there will be 50,000
exposure units. Hours worked is tineasure of exposure in Washington.

In some states for some types of employmemimosm rates are charged on a per capita basis.
Using the example above, the same employer, with 25 employees, will have 25 expostre units.

Regardless as to measure of exposure, premaies are developed appropriately such that
sufficient premium is developed to provide foe tundamental costs ofsarance coverage. In
the example above, rates of $3.50 per $10¢rgtia $0.70 per hour worked, or $1,400 per
employee per year will each generate the same annual premium of $35,000.

Experience Rating and the Experience Rating Modification

In workers compensation insurance, each employer pays a premium rate based on type of work
or services provided. Premium rates are phbtisby workers compensation classification, of
which there are hundreds. Nevertheless, even tighlevel of detail in the rating system, the
premium rate for each classificatican only be viewed as an aage rate for all employers with
payroll in that classification. Relative tthe published premium rate, the actual claims
experience of some employers vkt greater while for others, ackudaims experience will be
lower. The purpose of the experience rating f$ato forecast how individual employers will
perform relative to the average employer in tressification. The forecas based on what is
conceptually a very simple measurement: Eaciployer’'s recent actual claim experience for
prior years is measured against what wouldehbeen expected based on the average for the
employer’'s classification.. The result of this measurement is the employer's experience
modification. _If an individua employer. has™ greater than emsige claim experience, that
employer is assigned an experience modibcagreater than 1.000 (also known as a debit
modification). If an individuaemployer has lower than average claim experience, that employer
is assigned an experience modification lessth.000 (also known as a credit modification).
Therefore, workers compensation premium is equal to:

Hours worked x premium rate per hour x experience modification

"In Washington, other exposure bases are used for certain specific workers compensation employee
classifications. For classifications 540, 541, 550, and 551, rates are expressed as a cost of per square foot of
wallboard installed. Similar examples exist in other states.
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Guaranteed Cost Policies

A guaranteed cost policy is the insurance poWgth which individuals are most familiar. A
predetermined premium is paid at policy inceptior as installments augs a period of time.

The premium is fixedand final, regardless as to what the employer’s actual loss experience may
turn out to be. Premium is determined as described previously:

Hours worked x premium rate per hour x experience modification

Guaranteed cost premium is said to @respective,in the sense that.premium rates and the
employer’'s experience modification are usedféoecast what the employer’'s future loss
experience will be. This forecast is the basistlier guaranteed cost premium. Guaranteed cost
premium paid by any single employer may or mayb®sufficient to fund the cost of insurance
provided to that specific employe Some employers, even afexperience rating, will generate
losses much greater than their premium payment, while other employers will generate losses
much smaller than their premium payment. @@rage, across a large number. of employers,
guarante%d cost premium is expected to becseffii to provide for benefit payments, expenses
and profit:

Guaranteed Cost Policies and Washington

Workers compensation premium rates in Washingirovide for the cost of wage replacement
benefits, medical benefits, claim and othadministrative expenses. Premium rates in
Washington do not provide for profit in the treense of the word, howevehey do include an
offset for expected investment income thall be earned on premium collections until losses
and expenses are actually paidThis offset is actually eeduction to premium rates.

In Washington, guaranteed cost premium celculated exactly as described aboesd
represents the premium charged to non-retro'employ€ngaranteed cost premium is generally
known as_standard premium in.Washington. Tine t&tandard premium will be used from this
point forward.

8 In actuality, final premium is not determined until the actual exposure (number of hours warkied) tHe
policy period is known. This is usually not known until a short time after the policy period ends.

° Insurance companies use the law of large numbers. The larger the group of employers insured under
guaranteed cost program, the greater the likelihood that actual results for the group will be as expected. This is
the principle that permits insurance companies to offer insurance to single employers who may oot
generate claim costs greater than their premium payments.

9 In other jurisdictions, insurance companies offset their profit provision for expected investment income. In
Washington, there is no gibprovision, so employers receive the fulhbit from the investment income offset.
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Retrospective Rating in General

Retrospective Premium

Standard premium for non-retro ployers (guaranteed cost policies) is based on past claim
experience for the employer’'s specific workesmpensation classification as well as the
employer's own past claim experience, asonporated into the employer's experience
modification. As discussed above, standarenpum is a forecast of expected future claim
experience for a specific employer, and is fixed (not withstanding audit adjustments to reflect
actual hours worked during the pgliperiod) at policy inception; regéless as to an individual
employer’s actual loss experience.

Premium for retrospective insance programs are determined primarily by an individual
employer’s actual claim experience during the poperiod. “Unlike guaranteed cost policies,
where premium is known and fixed at the stafr a policy period, premium for retrospective
insurance policies is not known until the final m@asnent of actual claim experience. The final
measurement of actual clainxperience can ‘be one year many years after the end of the
policy period. The actual measurerheneither specified in the poy contract, or is unspecified
with th%caveat that a final measurement is maidle the agreement dfoth the insured and the
insurer.

The formula for the calculation of respective premium is shown below:

| Actual Loss | Tax
Retrospective = | Basic. + Limited X Conversion | X Multiplier
Premium |- Premium Losses Factor |

Losses used in the above formula are lab&hedual limited losses” because an insured may
elect to purchase a per claim limit on losses that are used in the retrospective premium
calculation. Actual limited losses means the surallbfosses capped at the selected per claim
limit.

Additionally, the insured may elect to secumemaximum limit on retrospective premium
payable, as well as a minimum retrospective prempayable. Each of the terms above, as well
as the maximum and minimum limits on retragpe premium payable is defined below.

e Maximum Limit on Retrospective Premium Payable
Retrospective premium is based on actuak lexperience during the policy period. An
insured may elect to establish a maximumitliom retrospective premm payable to provide
protection against unexpected claim exparen Maximum limits provide additional
protection to the insured by limiiy payments to the insurancengmany. As such, there is a
fee for establishing a maximum limit. The fee is determined actuarially and is included in
the basic premium.

X Currently in Washington, there are three measurements of claim experience, occurring 21 months, 33 months,
and 45 months after program enrollment.

Oliver Wyman Actuarial Consulting, Inc. Department of Labor and Industries
August 2009 Page 8



Minimum Limit on Retrospective Premium Payable

Retrospective premium is based on actuak lexperience during the policy period. An
insured may elect to establish a minimdimit on retrospective premium payable. A

minimum limit guarantees the insurance compamyginimum premium, regardless as to how
low the insured’s actual claim experience may Minimum limits are a financial guaranty

to the insurance company. As such, thereciedit, or premium reduction, for establishing a
minimum limit. The credit is determined actiadly and is included ithe basic premium.

Per Claim Limit

Retrospective premium is based on actuak lexperience during.the policy period. An
insured may elect to establish a maximum garm limit.on losses that are used in the
retrospective premium calculati. For example, if an.insured establishes a maximum per
claim limit of $500,000 and incurs a $1,250,000 miiliclaim during the policy period, that
claims contributes only $500,000 (the maximumitlinto.the calculabn of retrospective
premium. Per claim limits provide additidrn@otection to the insured by limiting premium
payments to the insurance company. As such, there is a fee for per claim limitations. The
fee is determined actuarially ardincluded-in the basic premium.

Basic Premium

Basic premium provides for the following insurance costs:

- Insurance company expenses

- Insurance company profit, including anijset for expected investment income

- The actuarial cost of a limit aetrospective premium payable

— The actuarial credit for a minimuretrospective premium payable

- The actuarial cost of a limit on individual claims

-~ The cost of claim adjustment expenses assediwith losses abovadividual claim or
policy maximum limits.

Actual Limited Losses
Actual loss experience during the policy periadjusted to reflect the limit on individual
claims, as applicable.

Loss Conversion Factor (LCF)

The LCEF is typically @ number greater thane, and provides for the cost of claim
adjustment expenses. This expense is provided for as a multiplicative factor against losses
because there is a presumption that claim adgist expenses will vary directly with loss
volume, that is, the greater the loss volurtiey greater the charge for claim adjustment
expenses, and vice versa.

Tax Multiplier
The tax multiplier provides for premium taxes and assessments.
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The formula for retrospective premium provides for the fundamental costs of insurance coverage
as follows:

e Losses are provided for as follows:
Actual Limited Losses
The charge for per claim limits in basic premium
The charge for maximum @mium in basic premium
The credit for minimum premium in basic premium

o Claims Adjustment Expenses are provided for as follows:
Loss Conversion Factor
Basic Premium

e Insurance Company Expenses are provided for as follows:
Basic Premium

e Insurance Company Profit is provided foras follows:
Basic Premium

Variations

In most jurisdictions, a wide viety of programs. are available.Typical program variations
include:

Incurred versus Paid Loss Programs

In incurred loss programs, thetnespective premium is determined based on incurred losses,
which are paid loss plus case reserves. ppad loss programs, retrospective premium is
determined based on paid loss only. In botld p&d incurred loss programs, adjustments may
extend out many years. However, any agreemeiiinal adjustments in a paid loss program do
include a provision for case reserves.

Per Claim Limits
Typically, a wide variety of limits are aitable, ranging from $10,000 to $5,000,000 or more.

Minimum and Maximum Premium Payable
Typically, a wide varietyf limits are available.
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Variation in Expense Provisions

Insurance companies will negotiate an almosnite variety of prograre based on variations on

how expenses and insurance charges in the basic premium are collected. Typical variants
include shifting a portion of thexpense component of basic prem into the LCF. In this
situation, the basic premium is reduced and LtB& is increased such that if the employer
generates expected claim experience, the insurer will collect the shortfall in the basic premium
through the LCF. This is shown in a very simple example that follows:

Typical Retrospective Premium

Basic Premium = $25,000
Expected Losses = $50,000
LCF= 1.10
Converted Losses = $55,000 $50,000x 1.10
Retrospective Premium = $80,000  $25,000 + $55,000

Reduced Basic Retrospective Premium

Basic Premium = $10,000
Expected Losses = $50,000
LCF= 1.40
Converted Losses = $70,000  $50,000 x 1.40
Retrospective Premium = $80,000 $10,000+ $70,000

Examples showing actual losses at various levels:

Typical Reducedasic
Retrospective Retrospective
ActualLosses Premium Premium
$50,000 $80,000 $80,000
= $25,000 + $50,000 x 1.10 =$10,000 + $50,000 x 1.40
$20,000 $47,000 $38,000
= $25,000 + $20,000 x 1.10 =$10,000 + $20,000 x 1.40
$80,000 $113,000 $122,000
= $25,000 + $80,000 x 1.10 = $10,000 + $80,000 x 1.40

Shifting expense costs from the basic premito the LCF provides an opportunity for an
employer to significantly reduce costs. Anpayer in a reduced basic program would pay
much lower premium than with a typical progrémlaim experience is significantly lower than

expected. However, if this same employed ragnificantly greater than expected claim
experience, it would pay a much larger premiuna ireduced basic program than with a typical
program.
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In some instances, there is no basic premium, alitexpenses and actuarial charges (as well as
claim administrative expenses) included in the L@#this extreme case, if an employer were to
have no losses, premium would be zEro.

This illustration is inportant in the sense ahit serves as the basis for understanding the
differences between the various retrospectivespthat are available in Washington. These are
discussed in the following section.

2 These programs are generally reseragdy for large employers, where the likelihood of no claims is essentially
zero. Nevertheless, a large employer participating is type of program can significantly reduce the expense
portion of retrospective premium by re#lig less than expected loss experience.
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Retrospective Rating in Washington State

Available Plans

There are currently five retrospective plansilakée in Washington: AAl, A2, A3 and B.
Each is described below. Note that PlaneBen though offered in a single set of tables, is
essentially two separate plans, one foralken employers with relatively low maximum
premiums, and one for larger employers witlatreely high maximum premiums. As such, Plan
B is described separately for each circumstanadditionally, note that each plan reflects a
single $500,000 per claim limit. Per claim limithet than $500,000 are not currently offered in
Washington.

Plan A:
Basic Premium: Tabular value that deases with selected maximum premium.
Minimum Premium: Equal to Basic Premium.
LCF: 0.729, same for all employers.

Plan Al:
Basic Premium: 0.058, same value for all employers.
Minimum Premium: Tabular value tha¢cteases with selected maximum premium.
LCF: 0.729, same for all employers.

Plan A2:
Basic Premium: Tabular value that deases with selected maximum premium.
Minimum Premium: Tabular value thagcreases with selected maximum premium.
LCFE: 0.729, same for all employers.

Plan A3:
Basic Premium: Tabular value that deases with selected maximum premium.
Minimum Premium: . Tabular value thaécreases with selected maximum premium.
LCF: 0.729, same for all employers.

Plan B — Small Employers:
Basic Premium: Tabular value that deases with selected maximum premium.
Minimum Premium: Equal to Basic Premium
LCE: Tabular value that increaswith selected maximum premium.

Plan B — Large Employers:
BasicPremium: Zero.
Minimum Premium: Zero.
LCF: Tabular value that decreaseth selected maximum premium.

The different plans reflect vatians on how expenses and actabkgharges, normally in the
basic premium, are collected. This was dssed in the prior seci. Plan B for large
employers is the extreme case of zero baspmm and higher LCFs. A large employer with
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significantly lower loss experience than expected will t&ihal pay the lowest premium under
plan B, while the same employer with significantly greater than expected loss experience will
tend to pay the highestgmium under plan B.

Determining Retrospective Premium

The general formula for the calculationretrospective premium is shown below:

| Actual Loss - | Tax
Retrospective = | Basic + Limited X Conversion .| X Multiplier
Premium | Premium Losses Factor |

The formula for the calculation of retpmective premium in Washington follows:

Actual Loss Loss Performance
Retrospective = Basic + Limited XConversion X Dev. X Adjustment
Premium Premium Losses Factor Factor Factor

This formula is slightly different than the geakformula presented above. The components of
this formula, as well as the differences fréine general formula ardiscussed and explained
below. It is important to note that whitee Loss Development Factor and the Performance
Adjustment Factor are independent quantitiest twre derived and calated separately, in
practice they are combined into agle number for presentation purposes.

e Basic Premium
Basic premium serves a similar role in Washington as in the general formula, with some
differences. In Washington, §ia premium provides for:
-~ Administrative and other program-expenses, which are generally lower than they would
be in typical retrospective rating programs
- There is no profit, and the impact avestment income is included in the LCF
—  The actuarial cost of a maximummiit on retrospective premium payable
— The actuarial credit for a minimuretrospective premium payable
- The actuarial cost of the $500,000 limit on individual claims

e Actual Limited Losses
Actual loss experience during the policyripd, adjusted taeflect the $500,000 limit on
individual claims. This is the same as the general formula.

e Loss Conversion Factor (LCF)
In Washington, the LCF provides for the costctdim adjustment expenses as well as the
impact of investment income to account foveaatment income that could be earned during
the period between the time L&l collects premium and the time that losses are actually paid.

3 The impact will vary depending on the maximum premium election.
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e Loss Development Factor

Actual limited losses are developed to refldet expectation that limited losses will increase
over time as claims mature. Loss develeptnis expected in the insurance industry,
especially with workers compensation claimsn other jurisdictions, loss development
factors may be applied as paftthe retrospective premium calation, or they may only be
considered when the insured and the inswee negotiating a final adjustment. In
Washington, loss development factors areliagpas part of the retrospective premium
calculation.

o Performance Adjustment Factor (PAF)
The PAF is unique to Washington. Wasdton regulation WAC 2967-90402 requires that
retro employers and non-retro employers fundsidume percentage of losses from premium.
This is equivalent to requirinthat retro employers and noetro employers have the same
ratio of incurred losses to premium. L&kettefore requires that the overall loss ratio for non-
retro employers to equal the overall loss ratio for retro employers.. L&l implements this
requirement by adjusting the overall premium required from retro employers until this
condition is met. The adjustment is madetigh a modification to actual limited losses in
every employer’'s retrospective premium cédtion. The modification is made through
application of the PAF, which isitially set at 1.000. The PAIS either increased above, or
decreased below, 1.000 until the required retrospective premium is genérated.

e Tax Multiplier
There are no premium takarges in Washington.

14 A description of the actual process may be simplified as two basic steps:

Step One: The ratio of incurred actual unlimited losses to standard premium for non-retro employers is
compared to the ratio of incurred actual unlimited less$e standard premium for retro employers. Standard
premium for retro employers'is reduced until the loss ratio for both groups are equal. The amount by which
standard premium for.retro employers is reduced is the aggregate retrospective refund. The difference is termed
a refund because the initial premium paid by retr@kyers is equal to their standard premium.

Step Two: The retrospective premium for every retro@rapis calculated, using the formula in the text, with a
starting PAF of 1.00. This is the formula retrospeetpremium. The PAF is adjusted until the difference
between standard premium for retro employers and the formula retrospective premium equals the aggregate
retrospective refund determined in Step One.

Step one may be viewed as the process used to determine the required aggregate retrospective refund. Step Two
may be viewed as the process by which this refund is distributed to individual employers.

The actual process requires adjustments for invedtineome and rate levelhanges. However, the basic
algorithm is as described above.
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Retrospective Premium Adjustments and Refunds

Retro employers are initially charged standard prentfurRetrospective premium is calculated
using the formula described in the prior sectat three points in time: 21, 33, and 45 months
following enrollment. These points in time are generally referred to as adjustments. At the first
adjustment, the calculated formula retrospecpvemium is compared to the initial standard
premium charged. If the formula retrospectm@mium is greater than standard premium,
additional premium is paid. If the formula refpestive premium is less than standard premium,
premium is refunded to the employer. Theogass is repeated dhe two subsequent
adjustments, except comparisons are made to standard premium net of any prior premium
surcharges or refunds. The first adjustmentdeeerally resulted in pmium refunds to retro
employers because first, retro employers genetalye less than average loss experience and
second, the manner by which premium rates are lettad in Washington. This latter issue is
material, and is discussed separately far thedicalaid component and the accident fund
component of premium rates.

e The medical aid component of premium rates faldished in a manner thatexpected to be
adequate for all employers, retro and non-retnmlmoed, in the state. Therefore, prior to
experience rating, there is an egmtion that medicalid portion of rates will be higher than
necessary for retro employers, given thatoretmployers have lower than average claim
experience. Experience rating mitigatest does not eliminate, this issue.

e The accident fund component okprium rates is establishedamanner that is adequate for
non-retro employers Non-retro employers. gerally have claim expience that is higher
than average, but significantly higher theetro employers. As such, the accident fund
component of rates will be materially higheathnecessary for retro employers. Experience
rating mitigates, but does not eliminate, this issue.

The second and third adjustments are less lit@lgroduce refunds than the first adjustment.
Regardless, retro employers can expect, inatjgregate, net premium refunds after the final
adjustment at 45 months following enroliméht.

5 Hours worked x premium rate per hour x experience modification

16 Under WAC 296-17-90428, retro groups forfeit their eligibility if they are required to pay additional premium for
three consecutive coverage periods.
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The Unique Nature of the Process in Washington

Washington regulation WAC 2967-90402 and its requirementathretro employers and non-
retro employers fund the same percentage of $osen premium is unique, and serves as the
basis for the existence of the PAF. However, this requirement is more than a technical
adjustment to the general retrospective prenfonmula. Rather, the requirement established by
WAC 296-17-90402 defines the method by which theral dollar value othe retrospective
refund in Washington is calculatedThe retrospective formula used in Washington (and the
PAF) is simply a vehicle by which the overallldoamount of the retrogetive refund (which is
determined by matching retro marience to non-retro experience) distributed to individual
employers. This is different than in any otherrisdiction. <In all oher jurisdictions, the
retrospective formula is a stand alone calculati@t determines the retrospective premium due
from an individual employeindependent of any other employer’s experienchis is not the

case in Washington. In Washiongt the total retrosgtive premium due, and therefore the total
retrospective refund, is determined by comparixgeeience of all retro employers combined to

the experience of all non-retemployers combined. In thsense, the premium requirements
and experience dll employers in the state amextricably linked. Given this situation, it is
entirely possible for retro employers, as a groughaee identical.loss ratios in two consecutive
years,but have completely different refundsor example, if retro employers as a group have
loss ratios of 0.95 in 2011 and 2012, but non-retro employers as a group have loss ratios of 0.95
in 2011 and 1.20 in 2012, retro employers; as a gwilizealize a significantly larger refund in

2012 than in 2011, even though their loss ratioewdentical in both those years.
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Re-examination of Goals

The primary purpose of the review is to provide an independent analysis as well as
recommendations regarding the adequacy and reasonableness of retrospective rating
adjustments and how retrospective rating adjesits impact equity among retro employers and
between retro and non-retro employers. Givenirifmation presented ithe prior section, it

is apparent that the system in Washington peseg specific challenges as respects equity. In
particular, we note that:

e The PAF and underlying methodology is L&I'ssponse to the reqe@ment established by
WAC 296-17-90402 that retro employers and ndmremployers fund the same percentage
of losses from premium. Any issues refjag the methodology andata underlying the
calculation and application of the PAF will potentially impact equity between retro
employers and non-retro employers, as welbasveen retro employers themselves. As
such, this report has examined data, procesksapplication as applikto use of the PAF.

o Workers compensation rates in Washingtontheesum of the medical aid component and
the accident fund componéht The medical aid componentopides for the cost of medical
treatment while the accidenturfd component provides for the cost of wage replacement
benefits. This is the case in all juristheis as respects workers compensation rates.
However, Washington is unique that there is a regulatostandard that employees fund
one half the medical aid companef workers compensation rate This requirement raises
guestions as to the equity of retrospeztpremium calculations, which presume employers
have funded 100% of the medical aid compondifite situation is further complicated by the
fact that some employers do fund 100% ofrifexlical aid component. This report addresses
questions raised. by this situation.

e Washington, like other jurisdictions, has a humbkeprograms in place to mitigate the cost
of workers.compensation claims to employers particular, Washington has a kept on
salary progranf and a claim free discount program.This report addrags how, if at all,
these programs impact equity betweenareimployers and non-retro employers, and among
retro employers.

" There is also a component for supplemental pension benefits (Cost of Living Adjustments) that is corsgant acro
all rate classes. This provision is currently 8.36 sehbur worked. Like medical aid, employees fund half of
this component.

18 The kept on salary program allowmployers to continue to pay wagesnjfired employees, rather than seeking
wage replacement benefits from the workers compenssy&tem. In certain circumstances, this can result in
substantial savings to the employer by allowing the employer to maintain a claim free dissowdll as
avoiding the impact of a lost time (wage replacement) claim on the employer’s experience modification.

¥ The claim free discount program provides a discount to employers who have no lost time or disability claims
during their experience rating period.
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e This report addresses, to the extent that dathinformation was avaltée, other issues that
may impact equity either between retro employers and non-retro employers, and/or among
retro-employers. These include:

- Trends in Permanent Partial Disability (PPD) award frequency.

-~ Market share and relative experience testw retro employers and non-retro employers
by industry group.

- Potential impact of actions by retemployers on overall base rates.

- Potential inequities by group size wittthe retrospective rating program.

~ Relative level of case reserd@s

~ Relative magnitude of Loss Development Faélors

-~ Number of adjustments for retro employers

e Review current retrospective program adiidables and parameters and comment:

- as to whether the tables and parametgtsch were designed and developed 20+ years
ago, are suitable for use in the current veoskcompensation marketplace in Washington
State.

- as to whether the tables and parameters palignmpact equitybetween‘retro employers
within the retrospective program.

- as to whether the tables and parameters pallgnimpact equitybetween retro employers
and non-retro employers.

o Compare the retrospective programashington to other jurisdictions.

o Offer recommendations with respect tileessing issues identified in the study.

% Case reserves are established by the claims administrator and are based on information available to the
administrator at the time the reserve is either established or adjusted. Standards awdlprexist regarding
case reserving, but judgment and experience play a significant role. The principal question is whether there is a
difference in case reserve levals, average, between retro employensl aon-retro employers and, if so, does
this difference impact equity between the two groups.

2L | oss development factors provide foe expected growth to claim costs otiare. Growth occurs due to newly
reported claims as well as increases to reported costdadms already reported to L&I. Loss development is an
expected phenomenon common to most types of casualty insurance lines. The principal question is the accuracy
and appropriateness ofde development factors used in thieagpective premium calculations.
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EXECUTIVE SUMMARY

Key Findings

1. Retro employers generally have better than gected claim experience relative to non-
retro employers by industry group.

2. The current methodology usedto ensure that retro employes and non-retro employers
fund the same percentage of losses from pream, as required by WAC 296-17-90402 is
reasonable and equitable, and i;mdependent of concerns regarding the application of the
PAF within the group of retro-employers aswell asthe number of retro adjustments.

3. It is reasonable to conclude that the exp&nce of retro employersact to decrease the
average rate for individual classifications.

4. The number of retrospective rating adjustments should be increased.
5. The application of the Pdicy Adjustment Factor (PAF) should be changed.

6. While the medical aid pation of the refund appears.to be-appropriate in aggregate, the
method for distributing it to employers should be revised.

7. The procedure for allocating occupational dsease losses is not equitable and must be
revised.

8. L&l, in the process of preparing data fa-Oliver Wyman, has identified, and corrected,
severalimportant data issues.
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Principal Observations

Program Inteqgrity

1. Retro employers generally have better than gected claim experience relative to non-
retro employers by industry group??

a. Retro employers generate lower losseshper than non-retro employers in all industry
groups except H,, N, and R.

b. Retro employers generate lower loss sat@lative to. standargremium than non-retro
employers in all industry groups except R.

c. Retro employers generatevier experience rating modificatiotigan non-retro employers in
all industry groups exge A, H, J, and R.

d. Retro employers generally have greateerage claim frequencigsneasured per 1,000
hours worked) thanon-retro employers. Heever, claims for retremployers tend to close
faster and have lower averagestsathan non-retro employers.

Additionally, retro employers with lower than expected claimexperience pay lower
premium charges, and retro enployers with greater than eyected claim experience pay
higher premium charges, relative to a reto employer with average claim experience.
While there are concerns rgarding the equity of premium charges among retro-
employers as well as between retro employeasd non-retro employeis (addressed later in
this section), the program inWashington follows the fundamenal precept of retrospective
rating: Premium charges are based directly oractual incurred losss, as shown in the
formula used to determine retrospective premium:

Actual Loss Loss Performance
Retrospective. = Basic + Limited X Conversion X Dev. X Adjustment
Premium Premium Losses Factor  Factor Factor

22 Industry groups are defined as follows:

A Agriculture | Utilities and Communications Q Government

B Forest Products J Transportation and Warehousing R Temporary Help

C Miscellaneous Construction K Dealers and Wholesalers

D Building Construction L Stores

E Trades M Miscellaneous Services

F Food Processing and Manufacturing N Healthcare

G Metal and Machinery Manufacturing O Miscellaneous Professional and Clerical

H Miscellaneous Manufacturing P Schools
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Equity

2. The current methodolagy used to ensure that retro emloyers and non-retro employers
fund the same percentage of losses from premium, as requiregt WAC 296-17-90402 is
reasonable and equitable, and is independeitf concerns regarding the application of
the PAF within the group of retro-employers as well as the number of retro
adjustments (addressed later in this section).

a. The current methodwmy utilizes a “rolling average” techniqtieat generates results that are
credible and stable.

b. The current methodology@ppriately adjusts data generated at different times for changes
in rate level as well as for the impactimfestment income ofunds held by L&I.

c. There appears to be a néedhcrease the number of asljonents to retrospective premium
beyond the current final adjustmeof 45 months after enrollme This issue-is discussed
later in this section. Hower, the methodology used ineet the requirements of WAC
296-17-90402 is independent of the numbemldjustments to retrospective premium.
The same methodology can be used for additional adjustments.

d. There is a concern regarding the applicatibthe PAF and the impact on equity between
retro employers. This issue is discussedthe following paragraph. However, the
methodology used to meet the requirateeof WAC 296-17-90402 establishes the
benchmark premium refund, in the aggregadeetro employers, and is independent of
how the PAF is applied. Application dhe PAF addresses how to distribute the
benchmark premium refund to retro employawrsd is therefore a separate issue.

3. The current methodology usedto apply the PAF creates biass for or against specific
employers.depending orplan selected; actual loss expamce, and program availability.
The current methodology applies the PAF only to the actualimited loss component of
retrospective premium. It doesnot apply the PAF to the baic premium component. As
such, the current methodology leverages the ipact of the PAF on employers who select
programs with a small or aksent basic premium component.

a. If the PAF is greater than 1.68Cemployers in plans with liglor no basipremium will
receivelessthan their fair share of the aggregeg&ospective refundyhile employers in
plans with larger basioremium charges will receevmore than their faghare. If the PAF
is less than 1.000, emplogdan plans with little or ndvasic premium will receiveorethan
their fair share of the aggregatetrospective refund, while g@loyers in plas with larger
basic premium charges will receiless than their fair share.

2 Historically, PAF’s have ranged from 0.600 to 1.100, although they have been below 1.000 prior to the last few
years. The very low PAF’s ithe early 2000’s were a direct result lofv rate levels, and therefore high loss
ratios, during this period of time. More recently, rate levels have increased (in part due to significantly reduced
investment income). With higher rate level &owler loss ratios, PAF’s hae increased significantly.
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b. The retrospective premium formula is shobetow, and clearly demonstrates that basic
premium is not impacted by the PAF.

Actual Loss Loss Performance’
Retrospective = Basic + Limited X Conversion X Dev. Kdjustment
Premium Premium Losses Factor Factor Factor

c. The formula for retrspective premium is designed todmequate after consideration of all
components. This is easily understood aftersidering how expense and actuarial charges
are shifted from basic premium to the LCF teate different plans. The current approach
treats employers who elect plamgh higher basic premium differently than employers who
elect plans with smaller or no basic premiunfihis is not justifible from an actuarial
perspective, nor does there appear to dmy other reasonable explanation. Our
understanding is this approasis taken to simplify computer code designed decades ago.

d. The equalization of non-retro employegdoratios and retro employer loss ratios, as
required by WAC 296-17-90402, is based on the combined losses and total premium of
all employers in the non-retro program and the combined losses and total premium (basic
premiumand loss based premium) of all employershie retro program. Therefore, the
PAF methodology, which distributes the impatthe equalization process to individual
retro employers, should impact all retrosfpee premium componesiequally. Clearly, it
does not.

e. A simple adjustment to the retrospectivenpum formula will address this issue, as shown

below:
| |
| Actual Loss Loss | Performance
Retrospective = | Basic / + Limited X Conversion X Dev. | Adjustment
Premium | Premium Losses Factor Factor Factor

4. The current number of adjustments to Retospective premium is not sufficient to
capture differences in loss developmenbetween retro employers and non-retro
employers. Additionally, it is likely that there are significant differences in loss
development between employers in the retgpective program that are not captured
by the current number of adjustments.

a. There are currently three adjustmemtsgurring at 21, 33, @45 months following
enrollment. Data indicatesahloss development beyond the third adjustment for retro
employers is materially different from losdevelopment for non-retro employers.
Therefore, increasing the number of adjustts will impact and orease equity between
retro employers and non-retro employers.

% The Loss Development Factor and the Performance Adjustment Factor are independent quantities that are
derived and calculated separately. However, as merdi@aglier, in practice they are combined into a single
number for the purpose of presentation.

Oliver Wyman Actuarial Consulting, Inc. Department of Labor and Industries
August 2009 Page 23



b. Insurance industry data and studies ootedl in other states demonstrate that loss
development varies materialby hazard for workarcompensation expossreeven after 45
months. As such, there is axpectation that iplementing additional adjustments will
impact and increase equity between retro employers.

c. Consideration should be givém implementing additional adjustments at 57 months and
69 months following enrollment. Increasingethumber of adjustments can be expected
to improve equity between retro employers and non-retro employers, and between
employers within theetrospective program.

d. Consideration should be given to usindfaetent loss development factors for retro
experience and non-retro experience during piocess of equalization of non-retro
employer loss ratios and retro employer los$os, ‘as requad by WAC 296-17-90402.

The current procedure assumes identical deselopment for both groups at the time of
each adjustment. This procedure, dopted, would improve equity between retro
employers and non-retro employers, however it .would have no impact on the equity
between retro employers. As such, this pohee must be considered a complement to
increasing the number of adjustm&mniot an alternative.

5. The claim free discount rating sygtem is actuarially fair.

a. Data demonstrates tha ttlaim free discount (CFD) ragrsystem rewards employers with
lower than average loss ratios and complemth@ experience rating system for both retro
employers and non-retro employers.

Retro Participants

Those without CFD Those with CFD
Loss Ratio LR before CFD| LR after CFD
2003 76% 60% 74%
2004 65% 56% 69%6
2005 56% 449 54%6
2008 55% 42% 5046
2007 60% 54% 60%6
Non-Retro Participants
Those without CFD Those with CFD
Loss Ratio LR before CFD| LR after CFD
2003 84% 72% 84%6
2004 72% 59% 70%6
2005 67% 58% 67%6
2006 64% 51% 59%6
2007 71% 61% 65%6

b. The tables above display by year, indiviutdr retro employerand non-retro employers,
loss ratios for employers withut the claim free discount,de ratios for employers entitled
to the claim free discou before application of the disent, and after application of the

Oliver Wyman Actuarial Consulting, Inc. Department of Labor and Industries
August 2009 Page 24



discount. It is clear that etoyers entitled to thelaim free discount have significantly
lower loss ratios than those whe arot. Additionally, applicain of the discount increases
the loss ratios of employers entitled to the discount to a lesgticto that of employers not
entitled to the discount.

c. Examination of claim free discount dethy industry group andjroup size generally
demonstrates the same levelexfuity for the majority, bubot all, industry groups and
group sizes. However, significantly greateriaon is expected astatewide data is
partitioned into smaller categories.

6. Analysis of non-hearing permanent parial disability (PPD) claim frequency
demonstrated that for the period underexamination, 2003 through 2007, there were
no discernable differences between claim équency trends for retro employers and
non-retro employers. The analysis was cwlucted by size of employer, and while
relativities varied by size of employer, witlin each size group the. relativities were
approximately constant overtime, after consiération of sample size. Similar results
were found to be true for permanent totd disability claim frequency as well.

7. Kept on Salary

a. Claims for employees Kept on Salary are N€ofsistently reported to L&I. At times,
L& | is not informed that an employee hasheKept on Salary urds they are converted
to a lost time (accident fund) workers comgaion case.. The only information available
to Oliver Wyman for analysis regarded ldste claims where empyees had been kept
on salary are those that had been reported to and recorded by L&l. There is no
information available on what portion ofagins where employeesad been kept on
salary are ultimately closeditvout becoming lost time claims, or what portion of these
claims are currently open, but havet yet been closed or converfed.

b. Available data on converted claims demaiss that over 95% afonverted claims are
convertedduring the retrospective rating periodAdditionally, data does not show a
discernable difference in observed conwaisrates, by claim maturity, between retro
employers and non-retro employers. In faldfa for claims converted after the last
retrospective rating adjustmie suggests that conversios delayed for a greater
percentage of claims fromon-retro employersiather than retro employers. As such,
data does not support the assertions tedto employers will intentionally keep
employees on salary and delay conversionil after the finalretrospective rating
adjustment so as to avoid incurring the aufsh converted clairduring the retrospective
rating period.” The implication is that obged differences in loss development between
retro employers and non-retro employers is tlu phenomena unrelated to the Kept on
Salary program.

% For purposes of this discussion, a converted Kept on Salary claim is a Kept on Salary claim that evolved into a
lost time claim. Additionally, as respects reporting, the following is of note:
— The claim would have been originally reported to L&l as having medical losses only; and
— The claim would have been subsequently identified as a claim that had been Kept on Salary when it became a
lost time claim.
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Data Issues Impacting Equity

8. A portion of the loss experience for non-reb employers was double counted for one
quarter per year annually extending back to the early 1990’s. This artificially
increased the loss ratio for non-retro employers and led to artificially high
retrospective premium refunds.

a. The impact was to overstate the loss fationon-retro employergjue to double counting
losses in the loss to premium ratio.

b. As a result, the loss ratio for retro employers was increased to match the overstated loss
ratio for non-retro employerduring the process of ensagi that retro employers and
non-retro employers fund the same percentiglsses from premium, as required by
WAC 296-17-90402.

c. The loss ratio for retro employers wasreased by reducing gmium in _the loss to
premium ratio.

d. Retrospective premium is reckd by increasing the retrogpiee refunds. The result was
an increase to retrospectrefunds that was not warranted.

e. Corrections were made promphy L&I, following the discovenof this error by L&l staff.

f. The overall impact of this issuis material. The correctiaf this issuemay potentially
reduce the average retrospeetrefund by approximatell0%, according to L&I.

g. While the error goes back the 1990’s, only those periodkat have not had a third
adjustment are affected byethorrection of this error.

h. It is important to note that it error originatedvith design and comyter coding of the
retrospective rating program.in vkadone almost twenty years ago.

9. Premiums from horse racing and other clas$ications were inadvertently included with
experience used during the process of ensuring that retro employers and non-retro
employers fund the same percentage of dees from premium, as required by WAC
296-17-90402. All experience from these dsifications shouldbe excluded from
calculations during this process.

a. The impact of including theemium from horse racing anchet classifications in the loss
to premium ratio wato understate the losgioefor non-retro employers..

b. As aresult, the loss ratio for retro eoydrs was decreasedrimatch the understated loss
ratio for non-retro employers.

c. The loss ratio for retro employers was decreased by increasing retrospective premium in
the loss to premium ratio.
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d. Retrospective premium is increased by el@sing the retrospective refunds. The result
was a decrease to retrospectefinds that was not warranted.

e. Corrections were made proigrty L&I, following the discovey of this error by L&l staff.

f. The overall impact of thissue was not material becatise corrections by L&l were made
before the accumulation of a significant premium impact.

10.There was an error in the process of caldating retrospective refunds during the
period when medical aid premium was suspeated during the latter half of 2007. The
intent was to provide retrospective refunds to retro emploers as if the rate holiday
did not occur. To balance this benefit taetro employers, a comparable dividend was
issued to non-retro employers. An error dung this process resulted in understated
retrospective refunds. We note that whileghe first retro adjustments for some retro
employers were impacted by this issuegorrections were made promptly by L&l
following identification of the error by L& 1 staff. Subsequent adjustments for retro
employers affected by the error will reflectthe corrections implemented by L&I.
Therefore, there will be no effect on the final refunds issued to any participant.

Occupational Disease Issues Impacting Equity

11.Overstated occupational disase loss experience was chamgo non-retro employers
during the process of ensuring that retroemployers and non-retio employers fund the
same percentage of losses from premiunas required by WAC 296-17-90402. This
artificially increased the loss ratio for non-rero employers and led to artificially high
retrospective premium refunds.
a. Occupationaliseasdosses may be partition@tto four segments:
A.An amount chargeable directly to retro employers
B. An amount chargeable directly to non-retro employers

C. The non-chargeable portion of claimsenda portion of the loss may be attributable
to either retro employers or non-retro emplofers

D. The total cost of claims theannot be attributed to any empldyer

Ideally, only “A” would be charged to reteammployers and only “B” would be charged to
non-retro employers. During the procesp$uring that retro employers and non-retro

% |t is possible that the portion of the cost of an occupational disease claim mayilbeatexdtito an individual
employer, and the remaining portion is non-chargeable. Portions of claims may be deemed norblghargea
because the employee previously worked for a selfédsemployer, or because exposure to the underlying
hazard began prior to the earliest open retrospective rating period.

2" This represents the cost of claims where no portion of the cost may be charged to a simglerempl
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employers fund the same percentage s$dés from premium, as required by WAC 296-
17-90402, programming in L&l data systemsigsed “A” to retroemployers, excluded
“D” from the calculation, butassigned occupational disea®ss experience from “B”
and“C” to non-retro employers. “C” should have been excluded as well.

This occurred because programming usednanage occupational disease data was
designed and implemented decades ago wbesupational disease losses were an
immaterial component of overall loss exgeice. Occupational skase losses currently
represent a significant portion of overals$oexperience, and the older programming
code is no longer appropriate.

b. The impact was to matdlyaoverstate the loss ratio for non-retro employers by including a
portion of non-chargeable occupational disedgsses with non-retro employer loss
experience.

c. As a result, the loss ratio for retro employers was increased to match the overstated loss
ratio for non-retro employers.

d. The loss ratio for retro employers was increased by decreasing retrospective premium in
the loss to premium ratio.

e. Retrospective premium tkecreased by increasitige retrospective refunds. The result
was a material increase tarospective refunds that was neairranted. Correcting this
issue may potentially reduce the "averageospective refund by approximately 20%,
according to L&l.

f. It is important to note thahe programming deficiencies thateated this issue originated

with the original design and computer aagliof the retrospective rating program decades
ago.

Medical Aid Premium

12.The treatment of medical aid premium and Isses in the calculatio of retrospective
refunds may result in retrospective premium that is either too high or too low for
individual employers. 'In this respect, the maner by which retrospective premium and
therefore retrospective refurds are currently calculated are actuarially unsound.
However, given the complexity othe issue, and the variety ofeasonable perspectives on
the issue, it likely is not pasible to address the issue ia manner that addresses all
actuarial issues unless all employerfsind 100% of medical aid premium.

a. The current process of determining th&alt@ggregate retrospect refund to retro
employers (that is, balancing loss ratios between non-retro employers and retro employers,
as required by WAC 296-17-90402) incorporates all premium and loss dolléng in
calculation of the loss ratio ifaretro employers, regardless as to whether medical aid
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premium was funded by employers or employ&esWhile the current process of
determining the total ggegate refund can be viewed as appropriate, the current process of
distributingthe total aggregate refund to individual retro employers is not appropriate. It is
our opinion that the process does result in a fair distribution of costs between retro
employers and non-retro employers, but it does not result in a fair distribution of refunds to
retro employers.

The current process distributing the total aggregate refund itaividual retro employers
presumes that employers fund 100% of steshgaemium and are respsible for 100% of
losses. In theory, emploge fund 50% of medical aid premium and are therefore
responsible for 50% of medical aid lossese €arrent process could potentially result in:

- Overstatedefunds

- Overstatedurcharges

- Situations, in the extream where an employer miginéceive a retrospective refund
greater than the employer pon of standard premium

b. There are numerous factors that interactremate an extraordanly complex issue as
respects this issue. These factors are retatélde determination aftatewide rate level,
application of the experience rating plan, theatam in medical aid costs by classification,
the cost of loss prevention alugs control, balancing the expance of retro and non-retro
employers, as required by WAC 296-17-904@2d individual employer behavior as
respects actual funding ofedical aid premium.

- Accident fund rates are at a materiallgh@r level than medical aid fund rates (see
discussion.at end of background sectioAs such, accident fund rates are the primary
driver of retrospective refunds.

- The medical aid portion of overall ratearies significantly by classification.

- Experience modifications impact both medmial premium and accident fund premium.
After application of experiencating, and consideration akerage rate level, medical
aid premium is significantly cles to required levels for retro employers than accident
fund rate level, which would bmeasurably greater than required.

- The employer funds the cost of loss cohand loss prevention, which result in lower
experience madifications which beneadfinployeedoth in terms of reduced medical aid
premium payments, as well tee reduced likelihood of a serious disabling accident.

- Employers assume all riglssociated with participation the retrospective program.

- A portion of employers in Washirggt fund 100% of medical aid premium.

2 There are other interpretations where arguments coulddmerthat some or all of medical aid experience should be
removed from the process of determining the total aggeemdtospective refund to retro employers. We are not
suggesting that these interpretations be adopted by L&l.
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Actuarial Tables and Plan Variety

13.The current actuarial tables in Washingtonfor all retrospective plans are over twenty
years old and do not reflect changes in woks compensation claims and exposure that

have occurred over thepast twenty years. These inclug, but are not necessarily limited
to:

—Impact of medical inflation on claim costs

—Impact of changingmedical technology

—Impact of shifting hazard across industry groups

—Impact of aging population

—Impact of decreasing claim frequency

—Impact of shift in mix of claims by type

—Impact of changes and improvemert to loss mitigation procedures
- Impact of changes and improvemert to loss prevention procedures

In the simplest case, the current tables refle@ single per claim limit of $500,000. Twenty
five years ago, 10% of total losses could‘habeen expected to be alve a $500,000 limit.
Currently, that value is 25%.>° This demonstrates the neetb update andexpand these

tables. However, this processepresents and extraordinary anount of work, as discussed
in the recommendation section.

2 This is based on information published by the National Council on Compensation Insurance for Virginia, and is
included only to demonstrate how the impact of inflation on average claim costs haveddoasghstributions.
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Recommendations

Program Inteqrity

1. There are no genel concerns or recommadations regarding program integrity. The
Retrospective Rating Progam rewards employers with better than average loss
experience, and properly distributes premiun charges to employers based on each
individual employer’'s loss experience (notwitetanding issues addressed later in this
section).

Equity

2. There are no general concern®r recommendations regardirg the methodology used to
ensure that retro employers and non-retro erployers fund the samepercentage of losses
from premium, as required by WAC 296-17-90402. The methodology is reasonable and
equitable (notwithstanding issuesddressed later in this section).

3. We recommend that the methodology used to gty the PAF be adjusted in a manner such
that the PAF impacts all retrospective premium components. Additionally, in order to
ensure transparency, we recommend that th® AF be displayed as a separate factor in
calculations, rather than being combined with the loss development factor component.
The recommended adjustmat is displayed below:

Current Formula

Actual Loss Loss Performance
Retrospective = Basic + Limited X Conversion X Dev. Kdjustment
Premium Premium Losses Factor Factor Factor

*In the current formula, the PAF is combined wiitle Loss Development Factor as a single number.

RecommendeBormula

Actual Loss Loss | Performance*
Retrospective = | Basic + Limited X Conversion X Dev. | Adjustment
Premium | Premium Losses Factor Factor Factor

*|f adopted, the PAF would necessarily have to Bpldiyed as a separate number in the above formula.
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4. We recommend that the numberof adjustments to Retrosgctive premium be increased
to a minimum of four adjustments at 21,33, 45 and 57 months after enrollment, but
more preferably to five adjustments includinga final adjustment at 69 months. We also
recommend that L&l monitor loss development between retro employers and non retro
employers to at least 120 months.

5. There are no general concerns or recommentians regarding the claim free discount
rating system. It is actuarially fair.

6. There are no general concerns or recommendations regarding the Kept on Salary
program itself. However, we do recommend that L&I begin tracking all Kept on Salary
claims, both before and after conversion, andompiled.a detailed information data base
on all claims.

Data Issues Impacting Equity

7. L&I has addressed the issue regarding the double counting of loss experience for non-
retro employers.

8. L&l has addressed the issue regarding mmiums from horse racing and other
classification experience.

9. L&l has addressed the issue regarding ta error in the process of calculating

retrospective refunds during the period when medical aid premium was suspended
during the latter half of 2007.

Occupational Disease Issues Impacting Equity

10.We recommend that the issue regarding occupianal disease data beaddressed. There
are likely a number of different ways that this can be donen an equitable manner that
does not distort the process of ensuring #t retro employers and non-retro employers
fund the same percentage of losses from @mium, as required by WAC 296-17-90402.
Two relatively straightforward methods that yield similar results are presented below.
To assist the reader, the maner in which occupational disase losses are partitioned is
repeated below:

A. An amount chargeable directly to retro employers

B. An amount chargeable directly to non-retro employers

C. The non-chargeable mion of claims where a poon of the claim may be
attributable to either retremployers or non-retro employers

D. The total cost of claims theannot be attributed to any employer
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L&l assigned “A” to retro employers, but incorrectly assigned “B” and “C” to non-
retro employers. Two equally appropriate approaches are:

Approach 1: Assign “A” to retro employers
Assign “B” to non-retro employers
Excluded “C” and “D” from the calculation

Approach 2: Assign “A” to retro employers
Assign “B” to non-retro employers
Distribute the sum of “C"+“D” to retro and non-retro employers in the
same proportion that each groups chargeable losses bears to total
chargeable losses. This is shown as follows:

(C + D) X A/I(A + B)is allocated to.retro employers

(C + D) X B/(A + B)isallocated to non-retro employers
Approach 1 has the advantage of only using dathat can be clearly asgined to either retro
employers or non-retro employers, while Approach 2 has the advantage of giving

occupational disease claims a more ‘approjte weight in the overall calculation.

Medical Aid Premium

11.We do not recommend that L&l change the currentmethodology used to determine the
total aggregate retrospective premium refad. However, we do recommend that L&I
change the method by which te overall retrospective refund isdistributed to individual
employers. The method should be adjusted ta.-more actuarially appropriate approach.
Suggested approaches are discussed in the d@¥ing section of the reprt. However, given
the complexities of the situation concerning naical aid, any new method is likely to have
deficiencies. The ultimate goakhould be to reduce the defieincies to as low a level as
possible and distribute premium requiremens as equitably as possible between retro
employers.
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Actuarial Tables and Plan Variety

12.We recommend that the actuarial tables baupdated and reworked to reflect current
exposure, hazard, claim frequeng, and claim costs. Specifically, tables must reflect the
current probability distribution of losses and claim frequencyn order to account for at
least the following changes that have occred since the current tables were first
designed:

—Impact of medical inflation on claim costs

—Impact of changingmedical technology

—Impact of shifting hazard across industry groups

—Impact of aging population

—Impact of decreasing claim frequency

—Impact of shift in mix of claims by type

—Impact of changes and improvemert to loss mitigation procedures
—Impact of changes and improvemert toloss prevention procedures

The following should be considere during redesignand updates:

—Tables should be constructed to reflectariation of hazard by classification.
—Tables should be constructed to refict a larger variety of per claim limits
—Tables should be constructed to reflec larger variety of minimum premiums
- Tables should be constructed to reflec larger variety of maximum premiums

This recommendation, if adpted, will require a very large number of work hours and
time to implement. Data acqusition and analysis must be tbrough and complete. It is
therefore important that the resulting actuarial work products be designed in a manner
such that key components can be easily upt annually. This will avoid the need to
update the entire tabdar system annually (whtch is not feasible)but will maintain the
overallintegrity and accuracy. of the redesiged tables for an extaded period of time.
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DISCUSSION AND ANALYSIS

Equity of Retro Employer versus Non-Retro Employer

Introduction

The following items were identified in this study as impacting equity between retro employers
and non-retro employers:

« Treatment of occupational disease data

e Issue regarding double counting of non-retro employer experience

e Issue regarding premiums from horaseing and other classifications

e Issue regarding error in the pess of calculating retrospectivefunds during period when
medical aid premium collection was suspended

e Number of retrospective rating adjustments

« Kept on salary program

The latter two items are discusseeparately later in this semi. . Detailed discussions of the
other items follow.

Treatment of Occupational Disease Data

Occupational disease losses are charged to individual employers based on a set of rules in place in
Washington. The rules &mine what portion afin occupational diseast&aim may be charged to

a specific employer. These d@gnations depend on the empdays work life, service for the

current employer, and service for prior employersyelsas the nature of the insurance program for

prior employers. As sii¢ losses due to occupational diseasgmd may be partined into four

general segments:

A. An amount chargeable directly to retro employers

B. An amount chargeable directly to non-retro employers

C. The non-chargeable portion of claimsenda portion of the loss may be attributable
to either retro_ employers or non-retro employfers

D. The total cost of claimsahcannot be attributed to any empldyer

%01t is possible that the portion of the cost of an occupational disease claim mayilbatedtito an individual
employer, and the remaining portion is non-chargeable.

3L This represents the cost of claims where no portion of the cost may be charged to a simglerempl
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The following diagram displays the distribani of occupational disease losses for 2003 through
2007 by segment:

All Occupational Disease claims
5 years experience (2003 - 2007)

$135.7M
26.2% $116.0M
22.4%

@ Charged to Retro Groups

O Charged to Non Retro Groups

06750000

O Not Charged

$112.0M
21.6%

$153.7M
29.7%

The chart shows the distritbon by segment as follows:

A. The amount chargeableréctly to retro employers
$116.0million

B. An amount chargeable directly to non-retro employers
$153.7million

C. Themnon-chargeable portion of claims where éiggoof the loss may betabutable to either
retro employers or non-retro empgers (coded as “6750000” in data)
$112.0million

D. The total cost of claims theaannot be attributed to any employer
$135.7million

As a result, there is a total 8247.7 million of norchargeable losses. buyg the process of
ensuring that retro employers and non-retro emptofgend the same percentage of losses from
premium, as required by WAC 296-17-90402, there are two approaches of treating the non-
chargeable losses, both of which wébkult in similar equitable results.
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Approach 1: Eliminate non-chargéaldollars in their entirety.

A. $116.0 million would be charged to retro employers
B. $153.7 million would be charged to non-retro employers
C. plus D., $247.7 ($112.0 + $135.7) million would be removed from the calculation

Approach 2: Distribute non-chgegable dollars to retro emplens and non-retro employers in
the same proportion that each group’s chalotge losses bear to total chargeable
losses.

A. $116.0 million, or 43% of tal chargeable dollars, ackarged to Retro employers
B. $153.7 million, or 57% of tot@hargeable dollars, are charged to Non-Retro employers

C. plus D., $247.7 ($112.0 + $135.7) milli@me total non-chargeable dollars

Then $106.5 million, or 43% of total naiargeable dollars ($247.7 million),
would be allocated to retro employers

Then $141.2 million, or 57% of total nafargeable dollars ($247.7 million),
would be allocated to non-retro employers

During the process of ensuring that retroptoyers and non-retro employers fund the same
percentage of losses from premium, aguned by WAC 296-17-90402, programming in L&l
data systems assigned A to retro employeksluded D from the calculation, but assigned
occupational disease loss experience froanBC to _non-retro employers. C should have been
excluded as well, or, C and D should have been included and distriprgportionately as
described above.

This oceurred because programming used to g@oacupational disease data was designed and
implemented decades ago when occupationa&adis losses were an imerdal component of
overall loss experience. Occupational diseassel® currently represeatsignificant portion of
overall loss experience, and the oldesgyzamming code is no longer appropriate.

The impact was to materially overstate the losie far non-retro employers by including a portion
of non-chargeable occupational disease losséis mon-retro employer loss experience. The
magnitude of the overstatement is illustrated bymaring what the allocatn should have been if
all non-chargeable losses were exed, versus what was actually done.

Retro  Non-Retro
Correct Allocation Excludingll Non-Chargeable Losses

(in millions) $116.0 $153.7
Actual Allocation
(in millions) $116.0 $265.7
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As a result, the loss ratio for retro employers was increased to match the overstated loss ratio for
non-retro employers. The loss ratio for oetemployers was increased by decreasing
retrospective premium in the loss to premiuatio, that is, by increasing the retrospective
premium refunds. The impact of this issueswaaterial. Correcting for it may potentially
reduce the average retrospective refapépproximately 20%, according to L&l.

Double Counting of Non-Retro Employer Experience

In the process of responding to and reconcifipgcific data requests issued by Oliver Wyman,

L&l discovered an error that had been embedaledl masked in ebscure computer code written
many years ago, at least to the early 1990se error involved the double counting of accident
fund losses paid on open claims tbe first quarter ohon-retro employer ks experience. As a
result, non-retro employer lossesvbabeen materially overstatéol a period of approximately
fifteen years. L&l estimated thaince 2000, over $400,000,000 of losses for non-retro
employers was double counted. The impact wandterially overstate non-retro employer loss
ratios during this period of timeAs a result, during the process of ensuring that retro employers
and non-retro employers fund the same percergalgesses from premium, as required by WAC
296-17-90402, loss ratios for retro-employers weoeeiased to match the artificially high loss
ratio for non-retro employers. Loss ratios for retro employers were increased by decreasing
premium in the retro employer loss toe. premium ratio.  Premium was decreased by increasing
retrospective premium refund. LL&stimated that retrospectivefunds were overstated between
10% and 15%.

We understand that enroliment periods that @rkeady gone through thieird adjustment prior

to the correction being.made were not affectedo neairticipants were not asked to return any of
the funds that had been paidtt@m. However, for those eiroent periods that had not had
their final adjustment, correoms will flow through the systenat the time of their next
adjustment.

Premiums from Horse Racing and Other Classifications

Classifications associated with horse rating arepact of the retrospective rating system. It is
our understanding that for many years these pmasiwere reported ictly to the Horse
Racing Commission and were not eetkinto L&I’'s computer system.

This procedure changed in early 2004 and prenfiagan to be reported. However, losses were
still excluded. To correct for this misncat the horse racing @mium, which totaled
approximately $6.4 million, was removed.

Given that the premium in question was nonere&dmployer premium, the correction increased
the non-retro loss ratio. The correction increased the target loss ratio for determining
retrospective employer refunds. Therefospective refundacreased slightly.
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Error in Retrospective Refund Calculation during Rate Holiday

During the Rate Holiday in Washington duritige second half of 2007, medical aid premium
was not collected from either employers or employees.

However, retrospective refunds reecalculated as if the rate llday did not take place. In

effect, participants were given a refund of pramn that they had not paid. A similar dividend
was granted to employers who do patticipate in retro in ordéo maintain the equity between
the programs.

However, an error occurred when hours workedewewered during the audprocess. In this
process, the assumed medical premium wagembved; rather the medical aid premium due
upon deposit was added to the medical premiumgeltaat audit. As a result, the resulting
medical aid premium used in the calcwatof retrospective refunds was too high.

Non-retro employers had more audits than retmployers..As a result, the correction of this
error reduced non-retro employer premium$#7.4 million and retremployer premium by
$8.5 million. Given that a significantly largenount of premium was removed from the non-
retro employer loss ratio calculation than thatrigiro employers, non-retro employer loss ratios
increased by a larger amount thatro employer loss ti@s. This resulted in a net increase to
retrospective employer premium refunds.

It should be noted that since this error was tified less than threeears after it occurred, the
correction will affect all retro employers.
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Equity of Claim Free Discount

Data demonstrates that the claim free disc¢QRD) rating system rewascemployers with lower
than average loss ratios and complements theierpe rating system for toretro employers and
non-retro employers. The charts below demondinatehe claim free discotiprogram adjust loss

ratios for employers entitled to tioaim free discounto levels comparabke those employers who

are not. This issue was discussed taitlen the Executivessummary.

Retro Participants

Those without CFD Those with CFD
Loss Ratio LR before CFD| LR after CFD
2003 76% 60% 749
2004 65% 56% 699
2009 56% 44% 549
2006 55% 429 50¢
2007 60% 549% 604

Non-Retro Participants

Those without CFD Those with CFD
Loss Ratio LR before CFD LR after CFD
2003 84% 72% 844
2004 72% 599 70¢
2005 67% 58% 67¢
2006 64% 519 59¢
2007 71% 61% 65¢

oy O O oY O

oY O O O O
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Kept on Salary Program

The Kept on Salary program @ optional program in Washirgt in which employers elect to
pay employees their regular saéem;i even if they are unable to work due to a workplace injury.

Employers, both retro and non-retro, can bene@imfrthis program. As respects experience
modifications, avoiding lost time cases argbariated wage replacement costs will reduce
experience modifications, all elbeing equal, which results ini@r overall premium charges.
Additionally, the Kept on Salary program will assemployers in maintaining their claim free
discount. In situations where retro employerBzgtithe program, there & beneficial impact on
the retrospective refund. We ndteat several large Retro Groupsguire their pdicipants to
utilize a Kept on Salary programin all situations, the interaf the program is to motivate
employers to retain a portion of claim coatsl therefore reduce ovérsystem costs.

Data on claims where employees are kept on salary is limited. These claims.are not consistently
reported to L&l unless they aemdnverted to a lost time (adent fund) workers compensation

case. The only information available from L&Ida claims that have been converted. There is

no information available on how many claims where employees are kept on salary are ultimately
closed without conversion, or whportion of claims are currentlgpen, but have not yet been
closed or converted. As sudh,is difficult to.draw broad quantitativeonclusions from the
available data.

However, data is available, separately fara@mployers and non-retro employers, showing the
relationship between conversion and claim matdatyconverted claimslt has been suggested
that retro employers 'will interdnally keep employees on salamyd delay conversion until after
the final retrospective rating adjustment. The nadton is to avoid incurng the cost of a lost
time claim during the retrospective rating périand therefore pay overall lower premium
charges. Available data does sopport this suggestion. Datamonstrates that excess of 95%
of converted claims are convertéddring the retrospective rating periodAdditionally, the data
does not show a discernable difference in dabserved conversion rates, by claim maturity,
between retro employers and non-retro employénsfact, data for clamns converted after the
last retrospective rating adjustniesuggests that comgon is delayed foa greater percentage
of claims fromnon-retro employersather than retro employers.

The implication is that observed differences in loss development between retro employers and
non-retro employers is due to phenomenalated to the Kept on Salary program.

These issues are illustrated in the charttloe following page, which shows the ratio of
unconverted Kept on Salary claims to total Kept Salary claims by maturity (measured in
calendar quarters fronhate of loss).
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Trends in Permanent Part ial Disability Awards

L&l has expressed concern regagl the possibility of increasing trends in permanent partial
disability (PPD) awards for retro employer$he following process was used to determine if
there is a foundation of dasaipporting this concern:

— PTD and PPD non-hearing claims were gpadl. Based on information from L&l,
hearing claims, which tend to have highguency and low seveyit were excluded from
the analysis due to the potehtfor distortion of results.

-~ The data provided encompassed fiscal years 2003 through 2007.
-~ Open and closed claim counts werensued to obtain a total claim count.

— Total claim counts per 1 million derived hours weadculated by fiscal year, and by size
group. Size groups used in this analysisc@fned below. The size groups used in this
analysis were defined by L&l for the purposkthis analysis ogl Additionally, size
groups 13 and greater were combined for theagae of this analysis due to relatively
low data volume.

Premium?*

Size From To
0 Negative or 0
1% 0 $ 100
2% 101 $ 200
3$ 201 % 500
4% 501 % 1,000
5% 1,001 $ 2,000
6 % 2,001 $ 5,000
7% 5,001 $ 10,000
8 % 10,001 $ 20,000
9% 20,001 $ 50,000
10 $ 50,001 $ 100,000
11 $ 100,001 $ 200,000
12 $ 200,001 $ 500,000
13 $ 500,001 $ 1,000,000
14 $ 1,000,001 $ 2,000,000
15 $ 2,000,001 $ 5,000,000

16 $ 5,000,001 $ 10,000,000
17 $ 10,000,001 $ 20,000,000
18 $ 20,000,001 $ 50,000,000

*excludes Supplemental Pension Fund premiums
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- A ratio of the non-retro employer claim dreency (total claims per 1 million derived
hours) to total (retro employer plus norroeemployer) claim frequency was calculated
by fiscal year and by size group.

- A weighted average of these values usingved hours as weights was used to calculate
an overall average by fiscal year.

The chart below summarizes the results ofahalysis for non-hearing PPD claims. The chart
demonstrates that the relative ratio of PPDnel&iequency for retro.employers to the statewide
average has remained relatively constant undepehied of examination, in total, as well as by
size group.

Relative Ratio of Non-Retro Employer Claim Frequency to
Statewide Claim Frequency

PPD Non-Hearing Claims

Fiscal Year

Size Group 2003 2004 2005 2006 2007

1 5% 100% 100% 100% 100%

2 100% 5% 100% 100% 100%

3 33% 6% 100% 10% 100%

4 51% 18% 28% 39% 46%

5 42% 45% 27% 37% 48%

6 46% 43% 40% 42% 42%

7 45% 44% 52% 47% 42%

8 46% 45% 47% 47% 45%

9 45% 42% 44% 42% 43%

10 44% 44% 45% 46% 46%

11 42% 41% 41% 43% 48%

12 42% 44% 43% 43% 44%

13 + 38% 35% 38% 40% 43%

Weighted Avg 44% 41% 44% 43% 46%
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A similar analysis was conducted for permanetdltdisability (PTD) awards. The chart below
summarizes the result of the analysis for PTDnttai The chart demonstrates that the relative
ratio of PTD claim frequency for retro emplogeto the statewide average has remained
relatively constant under the period of exaation, in total, as well as by size group.

Relative Ratio of Non-Retro Employer Claim Frequency to
Statewide Claim Frequency

PTD Claims
Fiscal Year
Size Group 2003 2004 2005 2006 2007
1 100% 100% 100% 0% 100%
2 100% 100% 100% 100% 100%
3 100% 3% 100% 100% 100%
4 100% 100% 8% 100% 100%
5 22% 15% 100% 15% 100%
6 48% 50% 55% 43% 17%
7 41% 51% 49% 67% 33%
8 50% 47% 40% 57% 33%
9 47% 50% 49% 41% 42%
10 46% 41% 44% 53% 57%
11 37% 44% 46% 55% 51%
12 36% 41% 44% 46% 50%
13 + 34% 36% 36% 40% 41%
Weighted Avg 46% 45% 48% 50% 48%

Results for non-hearing' PPD claims and PTD claiomebined are similar to the results of the
individual examinations of each claim type and are displayed in the chart below.

Relative Ratio of Non-Retro Employer Claim Frequency to Statewide
Claim Frequency

PTD and Non-Hearing PPD Claims

Fiscal Year

Size Group 2003 2004 2005 2006 2007

1 6% 100% 100% 100% 100%

2 100% 5% 100% 100% 100%

3 35% 5% 100% 10% 100%

4 53% 20% 22% 40% 47%

5 39% 39% 28% 35% 49%

6 46% 43% 41% 43% 41%

7 44% 45% 51% 47% 42%

8 46% 45% 47% 47% 44%

9 46% 43% 44% 42% 43%

10 44% 44% 45% 47% 47%

11 42% 41% 41% 43% 48%

12 41% 43% 43% 43% 44%

13 + 38% 36% 38% 40% 43%

Weighted Avg 44% 41% 44% 43% 46%
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Comparison by Industry Group

Task 5 requested a comparison of data from retro employers and non-retro employers by industry
group. Industry groups in Waslgton are defined as follows:

A | Agriculture J| Transportation and Warehousing
B | Forest Products K Dealers and Wholesalers
C | Miscellaneous Construction L Stores
D | Building Construction M Miscellaneous Services
E | Trades N Healthcare
F | Food Processing and Manufacturing O. Misceous Professional and Clerical
G | Metal and Machinery Manufacturing FSovernment
H | Miscellaneous Manufacturing Q Schools
| | Utilities and Communications R Temporary Help

The letters are used as labels for each indgstyp in the graphs and charts that follow.

L&l had requested that we examine at leastinlestry groups engagedimarily in agriculture,

wood products manufacturing, grocery/retail. @pens, and contractg/construction. The
analysis was conducted for all industry groups.

In the tables that follow, the “All” industry gup was calculated as a weighted average of the
underlying data.
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Market Share

Percentage Retro Based on Accident Fund Premium

Fiscal Year
Industry 2,00: 2,004 2,005 2,006 2,007
A 64.3% 65.3% 64.3% 66.8% 63.7%
B 72.4% 73.1% 75.9% 74.3% 71.6%
C 60.9% 62.3% 63.1% 64.5% 62.5%
D 56.7% 58.9% 58.2% 56.7% 57.4%
E 53.6% 55.2% 55.5% 55.2% 55.1%
F 71.4% 73.9% 75.1% 73.0% 70.1%
G 58.2% 61.7% 61.7% 61.7% 61.9%
H 56.3% 58.6% 58.9% 59.1% 57.6%
I 24.3% 28.6% 32.5% 34.2% 38.0%
J 43.4% 45.4% 44.7% 44.3% 45.6%
K 48.2% 49.5% 49.4% 46.8% 47.3%
L 40.7% 39.1% 38.1% 35.2% 34.1%
M 41.2% 42.6% 39.3% 38.2% 39.5%
N 52.3% 52.5% 54.6% 46.0% 48.9%
O 9.4% 8.5% 10.0% 10.4% 12.9%
P 7.3% 8.9% 7.3% 9.2% 9.1%
Q 22.6% 38.7% 25.3% 18.5% 17.9%
R 41.5% 40.4% 41.2% 40.0% 42.0%
All 48.0% 50.2% 49.0% 47.9% 48.1%
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Percentage Retro Based on Medical Aid Premiun

Industry

Fiscal Year

2,00¢

MO U O0OzZ=rrX"ue—-—IOTMMUOwmD>

All

65.4%
72.8%
60.8%
56.6%
52.7%
72.9%
58.4%
56.6%
25.0%
42.1%
46.7%
39.7%
41.1%
56.9%

9.4%

7.6%
23.3%
42.5%
46.7%

2,004 2,005
66.4% 65.5%
73.7% 76.3%
62.3% 63.3%
58.7% 57.9%
54.6% 55.0%
75.3% 76.3%
62.3% 62.1%
58.9% 59.1%
29.8% 32.9%
44.1% 43.5%
48.3% 48.2%
38.4% 37.7%
42.8% 39.2%
57.0% 59.5%
8.2% 9.6%
9.3% 7.5%
39.2% 26.6%
40.9% 41.6%
49.0% 47.8%

2.006 2.007
68.2% 64.9%
74.8% 712.2%
64.9% 62.7%
56.4% 57.0%
54.7% 54.4%
74.1% 71.5%
62.3% 62.3%
59.6% 58.3%
34.6% 39.1%
43.4% 44.8%
46.2% 46.5%
35.0% 33.9%
38.1% 39.4%
49.8% 52.4%
10.2% 12.9%

9.7% 9.4%
19.6% 18.8%
40.5% 42.8%
46.7% 46.9%
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Percentage Retro Based on Total Premium

Industry

Fiscal Year

2,00

MO U O0OZEErXoe—-—IO0OTMMUOwm@D>»

z

64.8%
72.6%
60.9%
56.6%
53.3%
72.1%
58.2%
56.4%
24.6%
42.9%
47.6%
40.2%
41.1%
54.4%

9.4%

7.5%
22.9%
41.9%
47.5%

2,004 2,005
65.8% 64.9%
73.3% 76.1%
62.3% 63.1%
58.8% 58.1%
55.0% 55.3%
74.5% 75.7%
61.9% 61.9%
58.7% 59.0%
29.1% 32.6%
44.8% 44.2%
49.0% 48.9%
38.7% 37.9%
42.7% 39.2%
54.7% 57.0%

8.3% 9.8%

9.1% 7.4%
38.9% 25.8%
40.6% 41.4%
49.7% 48.5%

2.006 2.007
67.5% 64.3%
74.5% 71.8%
64.6% 62.6%
56.6% 57.2%
55.0% 54.9%
73.5% 70.7%
62.0% 62.1%
59.3% 57.9%
34.4% 38.4%
43.9% 45.3%
46.5% 47.0%
35.1% 34.0%
38.2% 39.4%
47.7% 50.4%
10.3% 12.9%

9.4% 9.2%
18.9% 18.2%
40.2% 42.3%
47.4% 47.6%
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Experience Modifications
Comparison of Mod's by Industry
All Years Combined
1.200
1.000
0.800
0.600 A O Retro
0.400 @ Non-Retro
0.200
A B CDETFGHI JKLMNOTPA GQR
Industry Group
Comparison of Mod's by Industry
Fiscal Year 2003
1.200
1.000 -
0.800
0.600 - O Retro
0.400 @ Non-Retro
0.200
A B CDETFGHI1I JKILMNOTPA QR
Industry Group
Comparison of Mod's by Industry
Fiscal Year 2004
1.200
1.000 -
0.800
0.600 - O Retro
0.400 @ Non-Retro
0.200
A B CDETFGHI1I JKLMNOTPA QR
Industry Group
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Comparison of Mod's by Industry
Fiscal Year 2005
1.200
1.000
0.800
0.600 O Retro
0.400 ® Non-Retro
0.200
A BCDETFGHI JKLMNOTPAO QR
Industry Group
Comparison of Mod's by Industry
Fiscal Year 2006
1.200
1.000 o
0.800 -
0.600 O Retro
0.400 E Non-Retro
0.200 -
A B CDUEFGMH 1 J KL MNUOUPA QR
Industry Group
Comparison of Mod's by Industry
Fiscal Year 2007
1.200
1.000
0.800 -
0.600 @ Retro
0.400 - m Non-Retro
0.200
A BCDEVFGH I JKLMNOPRO QR
Industry Group
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Claim Frequency

Total Claims per 1,000 Hours
0.120 All Years Combined
0.100 -
0.080 A
O Retro
0.060 M
B Non-Retro
0.040 1
0.020
A B CDETFGHI JKILMNOTPAO QTR
Industry Group
Total Claims per 1,000 Hours
Fiscal Year 2003
0.120
0.100
0.080
0.060 ' [ @ Retro
0.040 - B Non-Retrg
0.020 -
ABCDEFGHI JKLMNOWPAOQR
Industry Group
Total Claims per 1,000 Hours
Fiscal Year 2004
0.120
0.100
0.080
0.060 - O Retro
0.040 - B Non-Retrg
0.020 -
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
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Total Claims per 1,000 Hours
Fiscal Year 2005
0.120
0.100
0.080 -
0.060 - O Retro
0.040 - B Non-Retrg
0.020
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
Total Claims per 1,000 Hours
Fiscal Year 2006
0.120
0.100 -
0.080
0.060 - I I Retro
0.040 - B Non-Retrd
0.020 -
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
Total Claims per 1,000 Hours
Fiscal Year 2007
0.100
0.080
0.060 i
0.040 - O Retro
B Non-Retrg
0.020
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
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Loss Ratios: Total Losses

Total Losses per Total Premium
All Years Combined
1.000
0.800
0.600 O Retro
B Non-Retro
0.400 I
0.200
A B CDETFGH 1l J KLMN P Q R
Industry Group
Total Losses per Total Premium
Fiscal Year 2003
1.400
1.200
1.000
0.800 O Retro
0.600 B Non-Retro
0.400
0.200
A B CDETFGHII J KILMN P Q R
Industry Group
Total Losses per Total Premium
Fiscal Year 2004
1.200
1.000 -
0.800 -
0600 i O Retro
0.400 B Non-Retro
0.200 -
A B CDETFGHI I JKLMNOTPIA QTR
Industry Group
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Total Losses per Total Premium
Fiscal Year 2005
1.000
0.800 -
0.600 1 O Retro
e T T
. IIIIIIIIIIIIII|I|II
A B CDETFGHI1 JKLMNOTPA QR
Industry Group
Total Losses per Total Premium
Fiscal Year 2006
1.200
1.000 -
0.800 -
0600 i O Retro
0.400 B Non-Retro
0.200 -
A B CDETFGHII1 JKLMNOTPA QR
Industry Group
Total Losses per Total Premium
Fiscal Year 2007
0.800
0.700 -
0.600 -
0.500 -
0.400 @ Retro
0.300 - B Non-Retro
0.200 -
0.100 -
A B CDETFGHI1l JKLMNOTPA QR
Industry Group
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Loss Ratios: Medical Aid Only

Medical Losses per Medical Premium
All Years Combined
1.400
1.200
1.000
0.800 - O Retro
0.600 A
B Non-Retro
0.400 - I I
0.200 - I I
A B C D E F G H I J K L M N OP Q R
Industry Group
Medical Losses per Medical Premium
Fiscal Year 2003
2.000
1.500 -
1.000 - O Retro
0.500 - B Non-Retrd
ABCDEFGHI JKLMNOWPAOQR
Industry Group
Medical Losses per Medical Premium
Fiscal Year 2004
1.400
1.200 -
1.000 -
0.800
0.600 - O Retro
o LM TR TR g e e
ozo0. |} | A LA LA AL AR AR
ABCDEFGHI JKLMNOUPAOQR
Industry Group
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1.000

Medical Losses per Medical Premium
Fiscal Year 2005

0.800 A
0.600 -
0.400 -
0.200 -

ABCDEFGHI JKLMNOPQR

Industry Group

@ Retro
B Non-Retrgd

2.000

Medical Losses per Medical Premium
Fiscal Year 2006

1.500 -
1.000 -

0.500

ABCDEFGHI JKLMNOPQR

Industry Group

@ Retro
B Non-Retrg

1.200

Medical Losses per Medical Premium
Fiscal Year 2007

1.000
0.800
0.600 -
0.400 A
0.200 -

ABCDEFGHI JKLMNOPQR

Industry Group

@ Retro
B Non-Retrg
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Loss Ratios: Accident Fund Only

Accident Fund Losses per Accident Fund Premium
1.000 All Years Combined
0.800
0.600 1 @O Retro
0.400 W Non-Retro
0.200 -
A B CDETFGHI JKILMMNOTZPI QR R
Industry Group
Accident Fund Losses per Accident Fund Premium
Fiscal Year 2003
1.400
1.200 -
1.000 -
0.800
0.600 - O Retro
0.400 B Non-Retrg
0.200
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
Accident Fund Losses per Accident Fund Premium
Fiscal Year 2004
1.200
1.000 -
0.800 -
0.600 1 @ Retro
0.400 1 B Non-Retrg
0.200
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
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Accident Fund Losses per Accident Fund Premium
Fiscal Year 2005
1.200
1.000 -
0.800
0.600 1 O Retro
0.400 - m Non-Retrg
0.200
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
Accident Fund Losses per Accident Fund Premium
Fiscal Year 2006
1.000
0.800
0.600
0.400 - O Retro
E Non-Retrg
0.200
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
Accident Fund Losses per Accident Fund Premium
Fiscal Year 2007
0.700
0.600
0.500
0.400
0.300 - O Retro
0.200 - E Non-Retrg
0.100
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
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Reported Loss Rates per Derived Hour: Total Losses

Total Losses per Total Derived Hours
All Years Combined
1.600
1.400
1.200
1.000 -
8288 8 O Retro
0:400 | @ Non-Retro
0.200
A B CDETFGH I J KLMNGOTPA QR
Industry Group
Total Losses per Total Derived Hours
Fiscal Year 2003
2.000
1.500
1.000 - @ Retro
0.500 - B Non-Retrg
ABCDEFGHI JKLMNOWPAOQR
Industry Group
Total Losses per Total Derived Hours
Fiscal Year 2004
2.000
1.500
1.000 - @ Retro
0.500 - E Non-Retrg
ABCDEFGHI JKLMNOWPAOQR
Industry Group
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Total Losses per Total Derived Hours
Fiscal Year 2005
1.500
1.000 ~
O Retro
0.500 - B Non-Retrg
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
Total Losses per Total Derived Hours
Fiscal Year 2006
1.500
1.000 -
O Retro
0.500 - B Non-Retrg
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
Total Losses per Total Derived Hours
Fiscal Year 2007
1.200
1.000
0.800
0.600 - O Retro
0.400 - B Non-Retrg
0.200
ABCDEFGHI JKLMNOUZPAOQR
Industry Group

Oliver Wyman Actuarial Consulting, Inc.

August 2009

Department of Labor and Industries

Page 61



Reported Loss Rates per Derived Hour: Accident Fund Losses

Accident Fund Losses per Total Derived Hours
0.900 All Years Combined
0.800
0.700
0.600
0.500 O Retro
0.400 W Non-Retro
0.300
0.200 | |
0.100 J:L
A B CDETFGHI JKILMNOTPAO QTR
Industry Group
Accident Fund Losses per Total Derived Hours
Fiscal Year 2003
1.200
1.000
0.800 -
0.600 1 @ Retro
0.400 7 B Non-Retrg
0.200 -
ABCDEFGHI JKLMNOWPAOQR
Industry Group
Accident Fund Losses per Total Derived Hours
Fiscal Year 2004
1.200
1.000
0.800 -
0.600 -
O Retro
0.400 - = Non-Ret
0.200 - e
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
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Accident Fund Losses per Total Derived Hours
Fiscal Year 2005
1.000
0.800
0.600 -
0.400 - O Retro
0.200 - E Non-Retrg
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
Accident Fund Losses per Total Derived Hours
Fiscal Year 2006
1.000
0.800 -
0.600 -
0.400 O Retro
0.200 - E Non-Retrg
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
Accident Fund Losses per Total Derived Hours
Fiscal Year 2007
0.800
0.600
4
0.400 O Retro
0.200 - B Non-Retrg
ABCDEFGHI JKLMNOUPAOQR
Industry Group
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Reported Loss Rates per Derived Hour: Medical Fund Losses

Medical Losses per Total Derived Hours
0.600 All Years Combined
0.500 -
0.400
0.300 - O Retro
B Non-Retro
0.200 -
0.100 -
A B CDETFGHI JKILMNOTZPOQR R
Industry Group
Medical Losses per Total Derived Hours
Fiscal Year 2003
0.600
0.500
0.400 -
0.300 - O Retro
0.200 1 B Non-Retrd
0.100 -
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
Medical Losses per Total Derived Hours
Fiscal Year 2004
0.700
0.600 -
0.500 -
0.400 -
0.300 - O Retro
0.200 1 B Non-Retrg
0.100 -
ABCDEFGHI JKLMNOWZPAOQR
Industry Group
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Medical Losses per Total Derived Hours
Fiscal Year 2005
0.700
0.600 -
0.500 -
0.400 -
0.300 - O Retro
0.200 1 B Non-Retrg
0.100 -
ABCDEFGHI JKLMNOUPQR
Industry Group
Medical Losses per Total Derived Hours
Fiscal Year 2006
0.700
0.600 -
0.500
0.400 -
0.300 - O Retro
0.200 1 B Non-Retrgd
0.100 -
ABCDEFGHI JKLMNOUPQR
Industry Group
Medical Losses per Total Derived Hours
Fiscal Year 2007
0.600
0.500
0.400 -
0.300 1 I @ Retro
0.200 -
0.100 | E Non-Retrg
ABCDEFGHI JKLMNOUPQR
Industry Group
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Open Claim Share: Total Claims

Percentage of All Claims that are Open
All Years Combined
0.040
0.030 -
0.020 | O Retro
B Non-Retro
0.010
A BCDIEFGH 1 JKLMNOPROQRAI
Industry Group
Percentage of All Claims that are Open
Fiscal Year 2003
0.025
0.020
0.015 4 O Retro
0.010 + ® Non-Retro
0.005 -
A B CDEFGH I JKLMNOUPOQ R AI
Industry Group
Percentage of All Claims that are Open
Fiscal Year 2004
0.030
0.025
0.020
0.015 - O Retro
0.010 | B Non-Retro
0.005 -
A B CDETFGHII JKILMNOTPOQRAI
Industry Group
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Percentage of All Claims that are Open
Fiscal Year 2005
0.035
0.030
0.025 -
0.020 O Retro
0.015 m Non-Retro
0.010 -
0.005 -
A BCDEFGHI I JKLMNOTPQRAI
Industry Group
Percentage of All Claims that are Open
Fiscal Year 2006
0.050
0.040
0.030 - I Retro
0.020 m Non-Retro
0.010
A B CDETFGH I JKLMNOTPQ R AI
Industry Group
Percentage of All Claims that are Open
Fiscal Year 2007
0.070
0.060 -
0.050 -
0.040 - O Retro
0.030 @ Non-Retro
0.020 -
0.010 -
A BCDEFGHI I JKLMNOTPRQRAI
Industry Group
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Open Claim Share: Accident Fund Claims

Percentage of All Indemnity Claims that are Open
All Years Combined
0.140
0.120
0.100
0.080 O Retro
0.060 W Non-Retro
0.040
0.020
Industry Group
Percentage of All Indemnity Claims that are Open
Fiscal Year 2003
0.070
0.060 -
0.050
0.040 - Wi
0.030 - O Retro
0.020 B Non-Retrg
0.010 -
ABCDEFGHI JKLMNOPROQOR
Industry Group
Percentage of All Indemnity Claims that are Open
Fiscal Year 2004
0.100
0.080 -
0.060 -
0.040 + O Retro
0.020 - E Non-Retrg
ABCDEFGHI JKLMNOPROQOR
Industry Group
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Percentage of All Indemnity Claims that are Open
Fiscal Year 2005
0.120
0.100
0.080
0.060 O Retro
0.040
0.020 - E Non-Retrg
ABCDEFGHI JKLMNOUZPAOQR
Industry Group
Percentage of All Indemnity Claims that are Open
Fiscal Year 2006
0.140
0.120
0.100
0.080
0.060 O Retro
0.040 1 B Non-Retrgd
0.020
ABCDEFGHI JKLMNOWPAOQR
Industry Group
Percentage of All Indemnity Claims that are Open
Fiscal Year 2007
0.300
0.250
0.200
0.150 7 @ Retro
0.100
0.050 - E Non-Retrg
ABCDEFGHI JKLMNOWPAOQR
Industry Group
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Impact of Retro Employers on Classification Rates

There is an expectation thattivibetter than expected expexenthe impact of retro employer
experience would be to decrease the average sfiateates for the classifications in which they
participate. We have not compared retr@kayer experience to non-retro employer experience

by individual classification. Hsever, we have calculated inced losses per derived hour by
industry group separately for retro employarsd non-retro employers. The comparison was
done for total losses combined, and individually for medical aid losses and accident fund losses.
The graphs summarizing the results of this analysis are presented in-a prior section of this report,
but are reproduced on the following pdgethe convenience of the reader.

For almost all industry groups, retro employersenbbwer average costs per derived hour than
non-retro employers. This is true for total losseswell as.individually for medical aid losses as
well as accident fund losses. An argument cdaddmade that it wodl'be inappropriate to
conclude that retro employers act to lowessification rates because the observations based on
these graphs could be due to varying marketeshgrclassification within each industry. If this
were the case, though, retro employers would havee greater market share in lower hazard
classifications. This is known not to be ttese. Additionally, the observations extend across
almost all industry groups. Fingllsimilar charts presented earlier in this report show that retro
employers have lower average experiencedifications than their non-retro employer
counterparts.

Given this information, it is reasonable to concltiti the experience oétro employers acts to
decrease the average rateifalvidual classifications.
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Total Losses per Total Derived Hours
All Years Combined
1.600
1.400
1.200
1.000
8288 O Retro
0.400 B Non-Retro
0.200
A B CDETFGH 1 J KLMNDOTPA QTR
Industry Group
Accident Fund Losses per Total Derived Hours
0.900 All Years Combined
0.800
0.700
0.600
0.500 O Retro
0.400 B Non-Retro
0.300
0.200
0.100
AB CDETFGHI1I JKILMNOTPAGQR
Industry Group
Medical Losses per Total Derived Hours
0.600 All Years Combined
0.500
0.400
O Retro
0.300
E Non-Retro
0.200
0.100
A B CDETFGHI JKILMNOTPI QR
Industry Group
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Medical Aid Premiums

The treatment of medical aidgmium and losses in the calculatiof retrospective refunds may
result in retrospective premium thateither too high or too low fdndividual employers. In this
respect, the manner by whichtraspective premium and therefore retrospective refunds are
currently calculated are actuariallypysound. However, given thernaplexity of the issue and the
various interpretations that may b®de regarding the situation\iashington, it is unrealistic to
expect a stand alone actuarial solution indeperafaght various interptations of the situation.

The current retrospective premium calculation ymess that employersrd 100% of standard
premium and are responsible for XW®f losses. However, in Whaington, it is suggested that
employees fund 50% of medical aid premium. Tikisrue for many. employers; however, our
understanding is that a subgial portion of empyers fund 100% of medical aid premium.

Retrospective premium and therefore refunds tro i@mployers are based on the presumption that
employers fund 100% of medicablgoremium and are responsible for 100% of medical aid losses.
Assuming that all employees fu®% of medical aid losses aate responsible for 50% of all
medical aid losses then the cumrgprocess of determining retrospective refund is actuarially
unsound and potentially could result in:

- Overstated refunds to individual employers

- Overstated surcharges (or overlgueed refunds) to individual employers

- Situations, in the extrem&here an employer might receieeretrospective refund greater
than standard premium paid in.

The issue of actuarial soundness could potentialhacnthe magnitude of the overall retrospective
refund, as well as‘the distributiah the overall retrospective refund individual employers. The
magnitude of the impact, or wther there is any impact atl, will depend on the specific
interpretation othe situation.

There are a number of diffamt ways to interpret ammbssibly correct the sittian. In all frankness,
the mast appropriate meith, at least from a thaoical perspective, would be to ensure that all
employers fund 100% of all workers compensapigmium, including medical aid premium, as is
the case in all other jurisdictisnlf this path werdaken, then the current approach would be
appropriate and medical aid premiwuauld no longer be an issuen fact, for employers that fund
100% of medical aid premium, the current appromchppropriate.) However, what might be
appropriate and commonplace frartechnical perspective may rm¢ appropriate from a socio-
economic viewpoint in Washingtorin any case, an examinationtb&é appropriateness of funding
a portion of medical aid premium through employisdseyond the scope of this analysis. We will
continue the discussion with theesumption that the current praetis desired and will continue.

As noted, there are differenttémpretations and courses of aotito adjust the calculation.
However, before discussing varying interpretatiamd adjustments, it important to understand
underlying factors that complicate this issue. eSéh factors are related to the determination of
statewide rate level, applicatiaf the experience rating plan, thest of loss prevention and loss
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control, balancing the experience of retro and non-retro employers,uagddoy WAC 296-17-
90402, and individual employer behavior as respects actuahfuofimedical aid premium.

- Accident fund rates are at a materially leiglevel than medical @ifund rates (see discussion
at end of background section)As such, accident fund rateare the primary driver of
retrospective refunds.

- The medical aid portion of overall ratearies significantly by classification.

- Experience modifications impact both medical aid premium and accident fund premium.
After application of experience rating, and ddesation of average rate level, medical aid
premium is significantly closer to required levels for retro employers than accident fund
premium, which is measurigigreater than required.

- The employer funds the cost loss control and loss @rention, which result in lower
experience modificains which benefiemployeesoth in terms of reduced. medical aid
premium payments, as well tee reduced likelihood of a serious disabling accident.

- Employers assume all risissociated with participation the retrospective program.
- A significant portion of eployers in Washington fund @8 of medical aid premium.

In order to better understand how philosophy aterpnetation of the isgs above can impact the
view of how medical aid premium and lossésuld be treated, consider two extremes:

Guarantee€ostinterpretation

In one extreme, an approach could be takanttbats the employeerided portion of medical
aid premium, and therefore one half of medaidl losses, as non-retro experience. With this
approach, the following would apply:

- « Determination of Oveill Retrospective Refund
For the purpose of balancitige experience of retro and non-retro employers, as required
by WAC 296-17-90402, one half of the mediaa premium and one half of the medical
aid losses would be removed from retropéoger experience usetb determine the
overall retro employer loss ratio and transferred to non-retro employer experience used to
determine the overall non-retro employer log®raThe impact would be a reduction to
the total retrospective pream refund from the current approach in Washington.

- Distribution of Overall Retrogetive Refund t&ketro Employers
For the purpose of determining individuaroeemployer refunds, the employer is presumed
to have paid one half of the medical aid prem and therefore one half of the medical aid
losses are included in the fanta used to determine individual retro employer premium.
The impact would be a redistribution ofethoverall (reduced, as described above)
retrospective refund between retro employeren compared to the current approach in
Washington.

Oliver Wyman Actuarial Consulting, Inc. Department of Labor and Industries
August 2009 Page 73



Ultimate Payerinterpretation

The other extreme would treat the retro eyet as the ultimate payer of medical aid
premium>? In this extreme, an approach couldtdleen that treats the employee funded portion
of medical aid premium, and dtefore one half of medical chilosses, as ultimately the
responsibility of retro emplays. With this approacthe following would apply:

- Determination of Oveill Retrospective Refund
For the purpose of balancitige experience of retro and non-retro employers, as required
by WAC 296-17-90402, all medical aid premmuand all medical aid losses would be
included with retro employer experience useddetermine the overall retro employer
loss ratio. This is the current approach in Washington.

- Distribution of Overall Retrogetive Refund t&Retro Employers
For the purpose of determining individuatoeemployer refunds, the employer is presumed
to have paid 100% of medical aid premiundaherefore 100% of medical aid losses are
included in the formula used ttetermine individual retro employer premium. This is the
current approach in Washington.

The guaranteed cost interpretation gives nom-retnployers the benefit of retro employer medical

aid experience. The ultimate payer approacsymes that employers pay 100% of workers
compensation premium and arespensible for 100% of medicalid losses, and ignores the
principle of employee funding iWashington. While arguments_could be made for both extremes,
given the considerations discussed earlier, it.is apparent that neither extreme is an appropriate
approach. Unfortunately, the second extreme uttinate payer approachks in fact the current
approach in WashingtorThis is the basis for our criticism tife current appras in Wasington.

Given the above discussion, onegible approach is as follows:

Determination of OverbRetrospective Refund

The current method of determiniripe overall retrospéiwe refund, which isequivalent to the
ultimate payer interpretation, coutemain unchanged. The refund is generated by the better than
expected experience of retro goyers, regardless as to theusce of premium payment, and
should therefore benefit retro employers.

Distribution of Overall Retrospaee Refund tdRetro Employers

In perfect world, all considerations listed earlierthis section could be appropriately considered
and a method devised to properly distribuaeheemployer’s refund to the appropriate premium
payer (employee and employer). This is not fbsgheoretically, due tomnumerable ways that
these considerations could be interpreted. It is also not possible from a practical vigiviet.

32 With this interpretation, the source of funding & #mployee’s portion of medicail premium is presumed to
be the employer, who therefore bears responsibility for 100% of medical aid losses as well.

3 Given that final retrospective refunds are not determined until 45 months after enrollment (possibly longer if
recommendations in this report are adopted) employees would have to be tracked in order to delinat the
refund. Consideration would have to be given to situations where there would be an accilleefufioah, but a
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possible way to partially itigate the issues with ¢hcurrent approach would be to reflect the reality
that many employers fund only one half of medadl premium and are tredore responsible, in
theory, for one half of medicaldilosses. Therefore, for the purpad determining individual retro
employer refunds, the employer is presutfiédl have paid one half efiedical aid premium, and
therefore one half of the medical aid losses are included in the formula used to determine individual
retro employer premium.

Overall Impact

This approach would leave the overatrospective refund unchanged. Howewenould result in

a redistribution of the overall refund amongstraeemployers when cormped to the current
approach in Washington. This would partiadlggdress concerns withetbcurrent approach, but
would not eliminate them. Additnally, it is possible that thispecific approacttould require
modifications to the manner by wh rates are established for individual classifications. Finally,
this approach still could, in theory, lead to tuaion where an employer receives a retrospective
refund greater than what w@aid into the system.

During the course of this examation, numerous permutationsnealiscussed and examined. The
approach suggested above is pressbias a practical and realistic.way of partially dealing with an
extraordinary complex issue. However, thigproach IS not presented as a recommendation
because, as mentioned above, it only partadlgiresses concerns wite current approach, and
potentially may generate additional issues as respects ratemaking.

medical aid fund assessment, in which case an employeld have to be asked for payment. These and other
considerations were discussed at length with L&I.

34 A possible variant on this approach would be to identify those employers who fund 100% of medical aid premium
and modify their retrospective premium formula appropriately. We have not discussed the practicatiimgl
of this suggestion with L&l.
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Number of Adjustment s for Retro Employers

Introduction

Currently there are three adjments for retrospective prairm, 21, 33, and 45 months after

enrollment. At the time of the adjustmente tbverall retrospective premium requirement and
refund is determined by balancing the experience of retrom@maetro employers, as required by

WAC 296-17-90402. Additionally, theremium requirement for individual retro employers, and
therefore the disibution of the overallretrospective refund to individual employers, is
determined through the use of the retrospectivagdtrmula, as describeghrlier in this report.

Therefore, the number and timing of retro adjpestts impacts all aspects of the retrospective
premium calculation.

Determination of Overall Retrpsctive Refund: Equity betwe@&etro and Non-Retro Employers:
To the extent that loss dewpiment differs between retro empdoy, as a group, and non-retro
employers, as a groupeyond the current thirdnd final adjustment, therwill be an inequity
between the groups and the requirements as established by WAC 296-1780862iolated.

In order for the current third and final adjustthéo be appropriate, loss development for both
groups of employers would have toidentical after the third adjustment.

Distribution of Overall Retrospective fRed: Equity amogst Retro Employers:

To the extent that loss developnt differs between individual retro employers beyond the current
third and final adjustmenthere will be an inequity between individual retro employers. In order
for the current third and final adjustment b@ appropriate, expected loss development, on
average, would have to be the same for eackithgil retro employer after the third adjustment.

The following is a more datad discussion of each diese individual items.

Equity between Retro and Non-Retro Employers

We reviewed studies conducted by L&I, and examimstbrical loss developemt data provided by

L&l. Information proviced demonstrated that the currentdhand final retro adjustment at 45
months following enroliment isot sufficiently long to capter differences in loss development
between retro employers @&mon-retro employersAs such, the current siem creates inequities
between retro employers and non-retro employers.

The following chart (supplied by Li&illustrates this concern:
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Refund Development
All enrollments 4/1/1991 - 1/1/2003

(refund rate at 5th Adjustment - refund rate at nth Adjustment)
refund rate at nth Adjustment

-6.3%

The chart above shows refund development tiheoretical fifth adjushent. The chart is
interpreted as follows:

At the first adjustment, refunds can beepected to decread®y 2.2% through a fifth
adjustment

At the second adjustment, refunds.carekpected to decrease by 6.3% through a fifth
adjustment

At the third adjustment, currently thendl adjustment, refunds can be expected to
decrease by 4.0% through a fifth adjustment

At the fourth adjustment, refunds can dagected to decreasy 0.3% through a fifth
adjustment

The implication is that refundsea#t.0% to high, because subsequeeasures of loss experience
at a theoretical fourth and fifth adjustmet@monstrate significantlgifferent (greater) loss
development for retro employers than for non-retro employers.
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The following chart (supplied by L&) displays tisame information, but individually for older
enrollment periods and more recent enrollment periods.

Refund Development
enrollments 4/1/1991 - 7/1/2000 (38 observations)
enroliments 10/1/2000 - 1/1/2003 (10 observations)

0.4% 0.4%

-1.0% -

-2.0% +

-3.0% -

-4.0% -

-5.0%

-6.0% . .
6.0% (refund rate at 5th Adjustment - refund rate at nth Adjustment)
refund rate at nth Adjustment

-7.0% A
-71.3%

-8.0%

Equity amongst Retro Employers

Loss development will naturally. vary betweemployers with different risk exposure.
Employers in_hazardous classifications that increlatively large number aferious claims that
are reported and adjusted at relatively immatages will have materially different loss
development patterns than another employer aithwer number of serious cases, but which are
reported at later maturities. Both of thesmployers will have materially different loss
development patterns than an employbpse primary exposure is clerical.

Industry data and experience susfgethat differences in logkevelopment between employers
are material beyond the current third and fingusithent of retrospective premium, 45 months
after enrollment. Therefore, increasing the namtf retrospective rating adjustments will not
only increase equity between retro employansl non-retro employers, but will also increase
equity amongst retro employers as a group.
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Potential Inequities between Retro Employers

The following items were identified in this sjuds potentially impacting equity between retro
employers:

e Performance Adjustment Factor

e Number of Retrospective Rating Adjustments

e Actuarial Tables

e Analysis of Group Size

The first three items are discussed in detail in igpasections of this report. Brief discussions
are presented below for completeness. A monepbete discussion of thenalysis of group size
follows.

Performance Adjustment Factor

The equalization of non-retro employer loss ratiod retro employer loss ratios, as required by
WAC 296-17-90402, is based on the combined lossddaal premium of all employers in the
non-retro program and the combined losses and total premium (basic pranmduass based
premium) of all employers in the retroggram. Therefore, the: PAF methodology, which
distributes the impact of the equalization prodesadividual retro employs, should impact all
retrospective premium components equally. Asulised elsewhere in this report, it does not.
The current PAF methodology excludes the basorm component of retrospective premium.
The entire impact of the PAF is levgeal onto the actual limited loss component.

Notwithstanding equity issues, the current appraash creates a market bias towards one type
of retrospective plan or the other, depending enctinrent values of the PAF. When the PAF is
less then 1.000, as.it has been, the impact of the PAF is to incetaspective refunds. It is
then advantageous for retro employers to selptarawith the lowest value of basic premium in
order to realize the highest leveraged impacthef PAF. This has, in fact, been the case,
according to information provided by L&l. Ownderstanding is that theis a preference for
Plan B, which in fact, has the lowest valudsbasic premium charges, relative to the other
available plans.

Number of Retrospective Rating Adjustments

Industry data and experience susfgethat differences in logkevelopment between employers
are material beyond the current third and fingusitnent of retrospective premium, 45 months
after enrollment. Therefore, increasing the namtf retrospective rating adjustments will not
only increase equity between retro employansl non-retro employers, but will also increase
equity amongst retro employers as a group.
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Actuarial Tables

The current actuarial tables in Washington flbretrospective plans are over twenty years old
and do not reflect changes in workers compeosatiaims and exposure that have occurred over
the past twenty years. These inclublet are not necessarily limited to:

- Impact of medical inflation on claim costs

—Impact of changing medical technology

—Impact of shifting hazardcross industry groups

—Impact of aging population

—Impact of decreasing claim frequency

—Impact of shift in mix of claims by type

—Impact of changes and improvements to loss mitigation procedures
—Impact of changes and improvenmetu loss prevention procedures

These issues have been discussed earlier. A&ganple, the current tables reflect a single per
claim limit of $500,000. Twenty five years ago, 10%athl losses could hau®een expected to
be above a $500,000 limit. Currently, that valu@586 (using another state as an example).
This is an expected change due toithpact of inflation on claim costs.

Therefore, an employer with a relatively highmefmber of large claims is being undercharged

for the expected cost above $500,000. This is secthe current tablesere constructed at a

time when this charge was 10% of total loss.rréntly, this charge is expected to be 25% of
total loss (using another state as an example). Overall retrospective premium is determined by
the requirements of WAC 296-17-90402, which dedsathat the overalbss ratio for retro
employers equal the overall loss ratio for fswetro employers. Therefore, the impact of
undercharging one employer for costs exceés80®00 is to overcharge another employer for
costs excess $500,000. In this example, lomarard retro employers are subsidizing higher
hazard retro employers. Updatiagd adjusting the actuarial tables will increase equity amongst
retro employers.

Analysis of Group Size

General Observation

We do observe that the relatisize of a group is important, ancetk are measurable differences
in cost based on group size. Thafifferences are due to practi@lailability of claim free
discounts to smaller groups, whiate offset by tabular advantagasich are likelyactuarial in
nature, for larger groups.
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Discussion

L&l provided a five year history, separatdty each retro groumf the following data:

e Standard premium
e Incurred loss (Medicalrad Accident Fund separately)
e Paid loss (Medical andakident Fund separately)

We examined the historical losses and puemof 472 retro groups from 2003 to 2007. Many of
these retro groups did not have complete hidbegause their retro parpation began or ended
within the five year period. 211 of the regooups had the complete 5 year history and an
additional 63 groups were examined when we examined-only the three year period of 2005-2007.

We observed that the retro groups of smaller Isamk greater variability dheir loss experience,

as demonstrated in the chart below. The gsowith fewer years of experience in the retro
program also tend to have the greater variability.

Variablility of the Three Year Loss Ratio by Age of Retro Group

OAIl Groups W63 Groups with Only 3 Years of Experience 0211 Groups with at least 5 Years of Experience

350.0%

300.0% A

250.0%

200.0% -

150.0%

100.0% -

- m I I I i H ' il o B |
0.0% T T T T
60-63 55-59 50-54 45-49 40-44 35-39 30-34 25-29 20-24 15-19 10-14 less
than 10

Standard Deviation of Loss Ratio
]

Group Size (smallest group is in Group 63)

While the retro groups of smalleizei have greater varidiby in their loss experiencethey also
have the most potential for bettexperience. We examindte retro groups in three size
groups:

e Small Group Size - Premium <$100,000,
e Medium Group Size - Premium $100,000 - $749,999, and
e Large Group Size - Premium >$750,000.
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Over 75% of the Small Group Size produced an veld@ed loss ratio of 35% or less. Nearly
half of the Medium Group Size pitaced a loss ratio &5% or less, while fger than 10% of the
Large Group Size produced loss ratios this low.

These results are not necessarily unexpeeatedxplained by the law of large numbers.

(Undeveloped) Loss Ratio Ranges by Gr  oup Size Range
Small Group Size Medium Group Size Large Group  Size
m0% - 1%
11% 2% 1495 0% 7%
0,
m1% - 35% 4% 20%
33%
0
035% - 70% 8% 0
43% 209
11%
W 70% - 100% °
W 100% +
44% 24%

The particularly good loss experiencethe smaller sized retro groussutilized in the claims

free discount program. Examining the indemnityydoks experience of ¢hthree year period
2005-2007, from 274 retro groups, we see thatiydwlf of the smaller retro groups could
receive a claims free discount.

(Undeveloped) Indemnity Three Year Loss Ratio Ranges by Group Size Range
Small Group Size Medium Group Size Large Group Siz e
0% - 1%
12% 13% 4% 13% 4%
1% - 35%
035% - 70% 17% 17%
47% 41% 41%
W 70% - 100%
W 100% +
25% 25%
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The propensity of the smaller groups to obtastaams free discount is offset however by some
of the tabular advantages of the larger gro(pse same advantage is seen when comparing a
larger employer to a group of smaller employe#tso, together, generate the same standard
premium as a larger employer.)

Consider a risk with 80% expected losgiaaand $800,000 in Standard Premium. Their
expected refunds should be someghsimilar to what appears below:

Loss (Return)/Payable Using Maximum of 1.20
Ratio Plan A Plan B Plan Al Plan A2 Plan A3
50.0% (342,800) (418,400) (90,400) (139,200) (342,800)
80.0% (167,840) (189,440) (90,400) (139,200) (167,840) ‘
110.0% 7,120 39,520 (90,400) (52,080) 7,120

Now consider a group that is exactly 10 timeattbize, also with an 80% loss ratio. Their
standard premium would be $8,000,000 and the refund would look like this:

Loss (Return)/Payable Using Maximum of 1.20
Ratio Plan A Plan B Plan A1 Plan A2 Plan A3
50.0%  (4,164,000)  (4,688,000) " (928,000) . (1,600,000)  (4,000,000)
| 80.0%  (2,414400) (2,700,800)  (928,000)  (1,600,000)  (2,414,400) |
110.0% (664,800) (713,600)  (928,000) (888,800) (664,800)

Depending on the.plan, the larggmoup would recognize a refurstgnificantly greater than 10
equal-sized smaller groups, even thoughetkerience that developed is identical.

For example, if each of the 10 smaller groupsettgped the same experience, they (in total)
would have $8,000,000 of standar@mium and an 80% loss ratiget their refunds would look
muchdifferent:

Loss (Return)/Payable Using Maximum of 1.20
Ratio Plan A Plan B Plan A1 Plan A2 Plan A3
50.0% (3,428,000) (4,184,000) (904,000) (1,392,000) (3,428,000)
80.0% (1,678,400) (1,894,400) (904,000) (1,392,000) (1,678,400)
110.0% 71,200 395,200 (904,000) (520,800) 71,200

Only in Plan Al is the difference negligibleFor the other plans, the difference could be

significant.
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Performance Adjustment Factor

[A large portion of this information was preged earlier in this report in the Background
Section, and the Executive Summary. It is ceaere for the sake of completeness.]

The formula for the calculation of retgmective premium in Washington follows:

Actual Loss Loss Performance
Retrospective = Basic + Limited >Conversion X . Dev. X Adjustment
Premium Premium Losses Factor Factor Factor

This formula is slightly different than the geakformula for-determining retrospective premium
presented earlier in this report. The components of this formula, as well as the differences from
the general formula are discussatd explained below. It is important to note that while the
Loss Development Factor and the Performancgigithent Factor arendependent quantities

that are derived and calculateeparately, in practice they arxembined into a single number for
presentation purposes.

e Basic Premium
Basic premium serves a similar role in Washington as in the general formula, with some
differences. In Washington, $ia premium provides for:
- Administrative and other program expenses, which are generally lower than they would
be in typical retrospective rating programs
-~ There is no profit, and the impact ovestment income is included in the LCF
— The actuarial cost of a maximummiit on retrospective premium payable
— The actuarial-credit for a minimuretrospective premium payable
— The actuarial cost of the $500,000 limit on.individual claims

e Actual Limited Losses
Actual‘loss experience during the policyripd, adjusted taeflect the $500,000 limit on
individual claims. This is the same as the general formula.

e Loss Conversion Factor (LCF)
In Washington, the LCF provides for the costctdim adjustment expenses as well as the
impact of investment income to account fovaatment income that could be earned during
the period between the time L&l collects premium and the time that losses are actually paid.

e Loss Development Factor

Actual limited losses are developed to refldet expectation that limited losses will increase
over time as claims mature. Loss develepimis expected in the insurance industry,
especially with workers compensation claims$n other jurisdictions, loss development
factors may be applied as paftthe retrospective premium calation, or they may only be
considered when the insured and the inswaee negotiating a final adjustment. In
Washington, loss development factors areliagpas part of the retrospective premium
calculation.
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o Performance Adjustment Factor (PAF)
The PAF is unique to Washington. Wasiton regulation WAC 2967-90402 requires that
retro employers and non-retro employers fundséame percentage of losses from premium.
This is equivalent to requirinthat retro employers and noetro employers have the same
ratio of incurred losses to premium. L&kettefore requires that the overall loss ratio for non-
retro employers to equal the overall loss ratio for retro employers. L&l implements this
requirement by adjusting the overall premium required from retro employers until this
condition is met. The adjustment is madetigh a modification to actual limited losses in
every employer’s retrospective premium cédtion. The modification is made through
application of the PAF, which igitially set at 1.000. The PAB either increased above, or
decreased below, 1.000 until the required retrospective premium is gerBrated.

e Tax Multiplier
There are no premium takarges in Washington.

Retrospective Premium Adjustments and Refunds

Retro employers are initially charged standard premifurRetrospective premium is calculated
using the formula described earlier in this reé@drthree points in time: 21, 33, and 45 months
following enrollment. These points in.time are generally referred to as adjustments. At the first
adjustment, the calculated formula retrospecpvemium is compared to the initial standard
premium charged. If the formula retrospectm@mium is greater than standard premium,
additional premium is paid. If the formula refpestive premium is less than standard premium,
premium is refunded to the employer.  Theogqass is repeated dhe two subsequent
adjustments, except comparisons are made to standard premium net of any prior premium
surcharges or refunds. The first adjustmentdeserally resulted in pmium refunds to retro
employers because first, retro employers genetalye less than average loss experience and
second, the manner by which premium rates are lettadd in Washington. This latter issue is

% A description of the actual process may be simplified as two basic steps:

Step One: The ratio of incurred actual unlimited losses to standard premium for non-retro employers is
compared to the ratio of incurred actual unlimited Ies$e standard premium for retro employers. Standard
premium for retro employers is reduced until the loss ratio for both groups are equal. The amount by which
standard premium for retro employers is reduced is the aggregate retrospective refund. The difference is termed
a refund because the initial premium paid by retr@kyers is equal to their standard premium.

Step Two: The retrospective premium for every retro@rapis calculated, using the formula in the text, with a
starting PAF of 1.00." This is the formula retrospeetpremium. The PAF is adjusted until the difference
between standard premium for retro employers and the formula retrospective premium equals the aggregate
retrospective refund determined in Step One.

Step One may be viewed as the process used to thetdhm required aggregate retrospective refund. Step Two
may be viewed as the process by which this refund is distributed to individual employers.

The actual process requires adjustments for invedtineome and rate levelhanges. However, the basic
algorithm is as described above.

% Hours worked x premium rate per hour x experience modification
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material, and is discussed separately fa thedical aid component and the accident fund
component of premium rates.

e The medical aid component of premium rates taldished in a manner thistexpected to be
adequate for all employers, retro and non-retnmldoed, in the state. Therefore, prior to
experience rating, there is an egfation that medicalid portion of rates will be higher than
necessary for retro employers, given thatoregmployers have lower than average claim
experience. Experience rating mitigatest does not eliminate, this issue.

e The accident fund component okprium rates is establishedamrmanner that is adequate for
non-retro employers Non-retro employers gerally have claim expience that is higher
than average, but significantly higher theetro employers. As such, the accident fund
component of rates will be materially higheathnecessary for retro employers. Experience
rating mitigates, but does not eliminate, this issue.

The second and third adjustments are less lik@lgroduce refunds than the first adjustment.
Regardless, retro employers can expect, inatpgregate, net premium refunds after the final
adjustment at 45 months following enrollméht.

The current methodology used to apply the PAdaters biases for or against specific employers
depending on program selectettual loss experiencand program avaislity. The current
methodology applies the PAF only to the actuaiteéd loss component oftrespective premium.

It does not apply the PAF todhbasic premium component. Asch, the current methodology
leverages the impact of the PAR employers who select programs with a small or absent basic
premium component.

If the PAF is greater than 1.008mployers in plans with little or no basic premium will recéags
than their fair share of the aggregate retrospertiued, while employers in plans with larger basic
premium charges will receive motiean their fair sare. If the PAF idess than 1.008 employers

in plans with little or ndbasic premium will receivenore than their fair share of the aggregate
retrospective refund, while emplogein plans with larger basicgmium charges will receive less
than their fair share.

37 Under WAC 296-17-90428, retro groups forfeit their eligibility if they are required to pay additional premium for
three consecutive coverage periods.

38 Historically, PAF’s have ranged from 0.600 to 1.100, although they have been below 1.000 prior to the last few
years. The very low PAF's in the ea2000’s were a direct result of low rate levels, and therefore high loss
ratios, during this period of timeMore recently, rate levels have incredggn part due to significantly reduced
investment income). With higher rate level anidploss ratios, PAF's havacreased significantly.
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The retrospective premium formula is shown belamg clearly demonstrates that basic premium is
not impacted by the PAF.

Actual Loss Loss Performance®
Retrospective = Basic + Limited X Conversion X Dev. Kdjustment
Premium Premium Losses Factor Factor Factor

The formula for retrospective premium is desigriedbe adequate afteconsideration of all
components. This is easily understood aftersmtering how expensend actuarial charges are
shifted from basic premium to éhLCF to create differeé plans. The current approach treats
employers who elect plans withghier basic premium differentihan employers who elect plans
with smaller or no basic premium. Théseno actuarial jusii€ation for this.

The equalization of non-retro employer loss radiod retro employer loss ratios, as required by
WAC 296-17-90402, is based on the combined lossdgatal premium of all employers in the
non-retro program and the combined losses and total premium (basic pranmduass based
premium) of all employers in the retroggram. Therefore, the PAF methodology, which
distributes the impact of the equalization prodesadividual retro employs, should impact all
retrospective premium componeetgually. Clearly, it does not.

The current approach also creates a markettbw@ards one type of respective plan or the

other, depending on the currenfues of the PAF. When the FAs less then 1.000, as it has
been, the impact of the PAF is to increase retrospective refunds. It is then advantageous for retro
employers to select a plan witie lowest value of basic premiumorder to realize the highest
leveraged impact of the PAF. This has, in faeten the case, accorgito information provided

by L&I. Our understanding is thétere is a preference for Plan B, which in fact, has the lowest
values of basic premium charges, ti@ato the other available plans.

On the.other hand, when the PAF is grediten one, the impact of the PAF is decrease
retrospective refunds. It would then be advantagdor retro employers teelect a plan with the
highest value of basic premium, in ortiedilute the impaobf the PAF.

% The Loss Development Factor and the Performance Adjustment factor are independent quantities that are derived
and calculated separately. Howevag mentioned earlier, in practiceey are combined into a single number
for the purpose of presentation.
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A simple adjustment to the retrospective premiummitda will address thissue, as shown below:

| Actual Loss Loss | Performance
Retrospective = | Basic + Limited X Conversion X Dev. | Adjustment
Premium | Premium Losses Factor Factor Factor

This is the approach we recommend that L& ulsés importantto nat that this adjustment
does not impact the ol retrospective refundHowever, it will redistribute the overall
retrospective refund more equitablRetro employers with'a lagg portion of their retrospective
premium in the basic portion will see theiruedls increased, all elbeing equal, and retro
employers with a smaller portion of their retrospective premium in the basic portion will see
their refunds decreasedl| else being equal.
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Loss Development Factors & Case Reserving

This task considers the level of loss developrfastors in Washington as imgared to other states,
and addresses the concern astiether it is impactelly Washington’s case reserve practices.

An examination of loss development factors ulsgd.&I in the retrospective formula shows that
the loss development factors aignificantly higher than workempensation insurance industry
factors from other states.

STATE PD/INC TYPE |12 24 36 48 60 72 84 96

NCCI® Inc Ind 1.945 | 1.351 | 1.182 | 1.114 | 1.083 | 1.066 | 1.052 | 1.045
NCCI Pd Ind 7.152 | 2520 | 1.703 | 1.419 | 1.288 | 1.214 | 1.168 | 1.137
NCCI Inc Med 1.620 | 1.318 | 1.261 | 1.230 | 1.206 | 1.188 | 1.168 | 1.153
NCCI Pd Med 3.253 | 1.721 | 1.502 | 1.406 | 1.351 | 1.312 | 1.284 | 1.259
OR Inc Ind 2.180 | 1.255 | 1.095 | 1.064 | 1.046 | 1.035 | 1.024 | 1.014
OR Pd Ind 5968 | 2.078 | 1.461 | 1.273 | 1.196 | 1.152 | 1.128 | 1.111
OR Inc Med 1.786 | 1.381 | 1.354 | 1.339 | 1.319 | 1.297 | 1.258 | 1.217
OR Pd Med 3.086 | 1.689 | 1.519 | 1.449 | 1.410 | 1.376 | 1.350 | 1.329
WA INC COMB | 3.872 | 2.451 | 1.989 | 1.738 | 1.594 | 1.499 | 1.445 | 1.420

There are a number of reas for this observation.

First, this’is not a correct comparison. The sgelopment factors usedtime retrospective rating
calculation exclude pension claimgnsurance industry data fromhet states is for all claims.
Excluding pension cases, which tend to be thigekt cases, will likgl have the impact of
increasingloss development factors besauthese cases, once established, tend to develop very
slowly into the future. Les development factors are ratios ofestpd final cost to reported costs to
date. Removing pension cases from the calamas equivalent to removing large fixed amounts
from the numerator and denominator of the LEftio. The remaining ratio will likely be
significantly larger.

Second, case reservingaptice in Washington does not paa case reserve on a claim until that
claim is eight months old. Thisas the impact of delaying loss development early on in a claim’s
life cycle. This explains the very high factorsl&t and 24 months of ag These ages may be
interpreted as time from esliment for the purpose @bmparison to Washington.

0 Combined experience from all states reportméNational Council on Compensation Insurance
(NCCI).
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Finally, nearly every state in tlo®untry allows for theesolution and settlement of claims prior to
awarding a pension disability This program, referred to 4&ompromise andRelease,” is not
permitted under Washington statuté&s a result, there is no abjlito settle claims for a fixed
amount, or lump sum.A direct result is that the avemagclaim duration in Washington is
significantly longer than in ber jurisdictions (as nmy more claim$ecome pension claims, and
those claims are paid for thie of the irjured worker).
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Case Reserve Levels

This task asked Olivelwyman to examine whether case reserve levels have been consistent over
time.

In order to examine this question, Oliver Wymasked for, and received from L&I, a random
sampling of claims that hadosled in the fitowing ranges:

= Between $24,000 and $26,000
= Between $74,000 and $76,000
= Between $123,000 and $127,000
= Between $245,000 and $255,000

L & | does not maintain develognt records for individual-claimseyond seven years, so they
were not able to fulf our original request of teclaims that closed in ela of these nages for each
of the last ten years.

The intent of this ndew was to identifyany shifts in data that mightdd us to condlde that there
had been a material change teseceeserve levels over time.

Using this data, we were unable to identify any padtéen the data that walilead us to conclude
that loss reserves have been inconsistent.

We also held a teleconference with Dan Dorri€age Reserve SupervisairL&l. Dan informed

us that there have‘not been amgngicant changes in hosase reserves have been handled over the
past several years and also that there idifference in how case serves are handled for
retrospectively rated claims and non-retro claims.

Finally, we examined a historgs available, of the average eagserve per open claim. This
history did not indicate a changedase reserving practices over time.
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Evaluation of Tables

Evaluateandmakerecommendons on the following tables:
Table of Insurance Charges

Plan Tables A, A1, A2, A3, B

Size Group Tables

— Single Loss Limitation Table

Oliver Wyman has reviewed the Tables and offers the following conclusions.
Table of Insurance Charges and Plan Tables

The Table of Insurance Charges and Plan Taiteswell out of date. Absent of any other
changes, the Tables should be updated to reflacent experience. Whilg is impractical to
adjust Tables annually, we would recommend that Tables be revideon a regular cycle —
perhaps every 3 to 5 years. This would allowThbles to reflect the changes in experience as
they occur.

The Workers Compensation market has changedfisigmily since these tables were first used
in the 1980’s or 1990’s. Thedlribution of losses has changad,well-as claim frequency.

The “A” Tables (A, Al, A2, A3) inalde a Loss Conversion‘Factor of .729The factor is
calculated using the following parameters:

e Claims Administration Expense Ratio( to Loss ) = 9%
e Discount Factor =66.9%

Neither of these factors has been revised inynarany years. Again, just from the passage of
time, these factors need to be revisited and updated.

Each of the five plans (six, if you consider tRdn B is really two plans combined as one) has
its own advantages and disadvantages Hlans are outlined in the table below:

Plan Basic Minimum LCF
Premium Premium
A Tabular Equal8asic 729

Al .058 Tabular 729

A2 Tabular Tabular 729

A3 Tabular Tabular 729
B (small employers) Tabular Equal8asic Tabular
B (large employers) 0 0 Tabular

“1 The Loss Conversion Factor for Table B variesdoasn the size of risk and the Maximum Premium
selected.
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For entries shown as Tabular, the value decseasé¢he selected maximum premium increases.

Each of the plans appeals to slightly differesksi and the final cost paid by a retro participant
could differ significantly based omhe plan that is chosen, particularly if the retro risk
experiences particularly good particularly bad experience.

The differences can be hundreds of thousandekdrs, even for a oderately sized risk.

Consider, for example, a risk that generai860,000 of standard premium, with an expected
loss ratio of 80% and selected maximum @0%. Depending on the gl selected, if the
insured was to realize an 80% loss rati@ytlcould expect afend ranging from $90,000 to
$190,000. However, if this risk were to haveaticularly good year and realize a 50% loss
ratio, the refunds would rangeom $90,000 to $418,000 while if they kgeto have a particularly
poor year and realize a 110%s$oratio, the resultasould range froma $40,000 charge to a
$90,000 refund.

The Table below demonstrates the range of results:

Loss (Return)/Payable Using Maximum of 1.20
Ratio Plan A Plan B Plan Al Plan A2 Plan A3
50.0% (342,800) (418,400) (90,400) (139,200) (342,800)
80.0% (167,840) (189,440) (90,400) (139,200) (167,840) ‘
110.0% 7,120 39,520 (90,400) (52,080) 7,120

The usage of the multiple tables provides fomynahoices for insureds. Some of the tables
prevent wide swings. In the example above, fan Al insured would have had the same
refund under-any of the three scenarios. Plarmé B, however, can have significant swings,
$350,000-and $450,000 respectively in the above example.

Other factors can influence thbaaice of Plan, particularly thezs of insured. In the example
above, Plan B would have produdée greatest retrospectivdued at the 80% Expected Loss.

However, with the same loss ratio and a steshgaemium of $80,000, Plan A2 would have been
more favorable. If the same loss ratio wageeted with a standard premium of $8,000,000, the
retrospective return under Plan B wouldftien $300,000 - $1.8 million greater than any of the
other plans.

There is a significant effect on this analysisnfrthe Performance Adjustment Factors (PAF),
which are discussed earlier in this report. Asspntly utilized, the PAF is applied only to the
loss portion of the retrospective premium and toothe basic premium portion. As a result,
when the PAF is less than 1.0 (which is the usaak), large risks in Pla® benefit more than
other risks because large risks in Plan B paybasic premium. As a result, their entire
retrospective premium is reduced by the PARisks in Plan A are less affected, because the
PAF is not applied to basic premium. krent quarters, the PAF has been approaching 1.000.
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Should the PAF become larger than 1.0, the reverse effect could be seen, with Plan
participants being penalized to a greater degreedtiar participants. Absent of other changes,
this could lead to a movement of paipants from Plan B to other plans.

Having five Tables does complicate the issue soma¢. However, as long as the tables are
updated correctly, the same Tables could remaimsé It is up to the Department to consider
whether streamlining the number oftles would be a worthwhile revision.

Size Group Tables

The Size Group Tables are updated annually leyDRepartment. The Tables are based on
Standard Premium and are ad@asby the annual change in‘/Adent and Medical Aid rates.

The Size Group Tables are used as entry paintshe retrospective ratj plan tables. The
purpose of updating them annually is to not havemployer change groups solely due to rate
changes.

The NCCI, and most other juristions use an Expected Loss Table for a similar purpose. In
those plans, the Expected Lossesease each year for inflation.

While different from the NCCiwe don't find.a problem with #acurrent Washington method as
it appears to be accomplishing the intended purpose.

Single Loss Limitation Table

The Single Loss Limitation Table in Waington is not a tablat all. It's a single value, and we
view this as inappropriate.

The value of any loss applied in a retrospective rating calculation in Washington is limited to
$500,000. This produces numerous issues, not limited to the following:

e . The $500,000 limitation is toolarge for smallesuneds. Smaller insureds will never
benefit from the limitation becae a large loss will hit themaximum premium before it
ever hits the $500,000 threshold. Considaskawith an expected loss of $300,000 and a
150% maximum premium. The maximum prem of $450,000 (regardless of Plan) is
below this threshold. These insureds would benefit from lower optional limitations
because there would at leasttbe possibility of coverage.

e The $500,000 limitation is too small for largesimeds. Larger inseds can hit this
limitation fairly frequently; in some cases several times a year. Those losses can be
planned for, and thus the limitation is notfpeming the function thait was designed.
These insureds would benefit from highetiopal limitations because the charge for a
higher limitation would be lower thahis for the current $500,000 limitation.
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e Beyond the value of the limitation being $500,0004t insureds, ther are other equity
issues. There is no distinct charge/creditthe limitation, so essentially all insureds are
paying the same amount for it. As demonstratledve, this is unfair to small risks, as
they are paying for coverage from which thvall never collect as well as to large risks,
who are paying for coveragleat they don't need.

e Even if the $500,000 level was appropriate & insured, Hazard Groups, which are
utilized by the NCCI in othgurisdictions, do not apply iiVashington. Two risks could
have identical expected losses, but one msl be in a more hazardous group and thus
more likely to have a large loss. For example consider the following:

0 Risk A expects 100 losses of $10,000 each:
Total expected loss $1,000,000
Loss for retro rating calculation $1,000,000

0 Risk B expects 20 losses of $10,000 each and one loss of $800,000
Total expected loss $1,000,000
Loss for retro rating calculation $700,000

An actuarially appropriate s limitation must recognize thdifference in expected losses
entering the retro rating calculation. Tdw@rent program in Washington does not.

In other jurisdictions, the Single Loss Limitatigaries by the size of the insureds, and to some
degree by the insureds’ choice of limWe view this as a better process than in Washington and
recommend that L&l move to a program maom@ifar in construction to other jurisdictions.
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Examination of Bias in Current Tables

14. Examination of bias in current tables
Is there any significant actuarial bias in therent tables and calculation with respect to:

- Size of enrollee - Risk classes of enrollee
- Loss limitation - Chaie of table selected
- Quarter of enrollment - Loss development factors/PAF

- Third annual adjustment as the final adjustment
- Group enrollment vs. individual enrollment
- No underwriting of safety process effectivenessused by enrollee

Oliver Wyman has reviewed the Tables and offers the following conclusions.

Size of Enrollee

As detailed in our response to previous Taskee Tables are designed in such as way that a
larger participant will generally have a betrasult than smaller participants, even if you
combine smaller participants’ expence so that it mirrors a largemrpepant. This is one of the
reasons why Retro Groups have been so populMfashington as compared to individual retro
particpants.

Loss Limitation
As detailed in our response.to the previous THske is clearly a bias in the current tables and
procedures with respect to loss limitation.

Quarter of Enroliment

Retrospective rating participants camoll effective the first datef each calendar quarter. This
improves the flexibility of the program, by notqrering enrollees to wait nearly a full year
before they could enter the program. While equarter’s results is caltated individually, the
resultsare rolled together for a fyéar before refunds are calculated.

While results for the SLand & quarters are often significantlyffdirent from the other, larger
quarters, they are then combined with the results for'thar2l 4' quarters. As a result, we do
not see any bias in this procedure.

Third annual adjustment as the final adjustment

As detailed in our response to previous Taskesdidta provided cleariyndicates a bias in only
having three annual adjustmentRetro losses develop at a ratieabout 4% higher than non-
retro losses between the third annual adjestt and the fifth annual adjustment.

Group enrollment vs. individual enrollment

Groups that enroll in retro do benefit from tlev of large numbers as compared to individual
enrollees. A group enrollee wld potentially benefit froma Single Loss Limitation, for
example.
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The functioning of the Tables gldl also produce significantlipwer costs for group enrollees
(assuming the enrollment is ofeoup of equal sized insureds).

For example:

Consider an individual enrollee with $80,000 of standard premium and an 80% loss ratio. Given
a maximum premium ratio of 1.2, their costl range from $69,000 to $87,000 if losses match

the expected. (The exact residipends on which Table is selected)

Now consider a group enrollee with $800,000 ohdtad premium and an 80% loss ratio. Given
a maximum premium ratio of 1.2, theiosts will range from $610,000 to $710,000.

While the group enrollee could experience aimefof 11% < 23%, the individual enrollee will
see results ranging from 4d% debit to a 9% refund.

No underwriting of safety process effectiveness &sl by enrollee

Whether or not the safety proces®ffectively underwritten is imaterial. Retrospectively rated
insureds develop better loss expade than those risksathdo not enroll in retrospective rating.
As a result, Washington law requires that theses nekeive a reduction in their premium. If one
enrollee were to more effectively underwrite saféiien, all else being equal, their results would
be better than other enrollees.

Risk classes of enrollee
We have not found any bias based on risk class.

Choice of table selected

As detailed in our response to the previous T#sire is clearly a bias regarding the application
of PAF’s to the current Tables, as PAFs aregy@mplied to the loss portion of the retrospective
premium calculation. As a result, Table B will beferred, particularly by larger risks, if the
PAF is significantly less than 1.@therwise, the Tables represanthoice for the enrollee as to
how much risk they are willing ttake and what reward thatethwill recognize given that risk,

if their results are good. Howeveare do not view this as a bias.

Loss development factors/PAF

Other than the application of the PAF to yomhe loss portion of the retrospective premium
calculation, we do not believe thakre is any bias. The calculatiof the PAF does result from
what we believe to be a misallocation of occup@i disease losses, however this does not mean
that the PAF itself is biased.

The Department is currently introducing raore precise loss development methodology.
Currently, the other separation lsses is between accidesmtd medical fund losses. The
revised methodology should lead to a more accuestiglt as generally speaking retro employers
engage in more hazardous work; applying develmynfiactors that are spéc to the type of
loss should improve equity.
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Comparison to Industry

Task 15 asked Oliver Wyman to identify diffapes between the Retrospective Rating Program
in place in Washington with the pn@gns in place in other jurisdictions.

For the purpose of completing this task, we aomparing the Washington program to three
other programs:

e The standard NCCI program, usednaltiple jurisdictions, including (unless
otherwise noted) the neighboring state of Oregon

e California

e New York

Many of the differences, as will be defined bel@ng necessitated by some of the intricacies of
the Washington program, including the provisioattretro and non-retro policyholders pay an
equitable share of premium.

Effective Date:
In the three other programs citele effective date for retrospective rating generally matches the
effective date of the policy.

In Washington, entities can enratl one of four dates: ther§it day of each calendar quarter
(January 1, April 1, July 1.and October 1).

The restriction on enroliment date is required\ashington due to thgrovision that retro and
non-retro policyholders pay an equitable shargmmium. In Washington, the intent is to
balance all retrospective rating policies vs. all-netnospectively rated policies; to do this, it is
expected that overala significant retrospeee rating refund will be earned. In other
jurisdictions, the intent.is for retrospective rating to be balanced on an individual policy level,
and the expectation is that credssome policyholders will ofét debits to other policyholders.

Number of Retro Adjustments:

In the three other programs cited, there are no liamtthe number of retradjustments. Rather,
the NCCI rules state that there should be “.masy (adjustments) as they need until carrier and
insured agree to no longer adjusNew York’s language is theame while California notes that
there can be “one or more” adjustments.

In Washington, there are presentityee, and only three adjustms. Adaptation of the NCCI

rule would be impractical in Washington due to the requirement that retro and non-retro
policyholders pay an equitable sbaf premium. As noted eanlien our report, Oliver Wyman

is recommending that the number of adjustts be increased from three to five.
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Eligibility:

In the three other programs dierisks are eligible for Retrospective Rating is the standard
premium is at least $25,000. Workers Comptosacan be combined with other casualty
insurance to reach the $25,000 threshold as agllunder the NCCIl and New York plans, a
$75,000 threshold for a 3-year plan. The 3-yean mloes not exist in California; risks in
California are eligible for the Large Risk Altative Rating Option if Standard Premium is
greater than $1,000,000.

In Washington, many smaller riskseagligible for Retrggsective Rating. Riskare eligible if the
Annual Standard Premium is greater than $3,202.

Standard Premium s defined differently betweethe various rating algorithms.

NCCI — Premium for the risk determined on the baxi authorized ratesny experience rating
modification, loss constants where applicakd@d minimum premiums Determination of
standard premium shall exclude:

1. Premium discount

2. Expense constant

3. Premium resulting from Non-Ratabledftent Codes listed in the Experience
Rating Plan Manual

4. Premium developed by the passenger seatharge under Code 7421 — Aircraft
Operation — flying crew

5. Premium developed by the occupationakdise rates for risks subject to the
Federal Coal Mine Health and Safety Act.

6. Premium developed by catastrophe provisias outlined in Rule 3-A-24 of the
Basic Manual

New York — Standard Premium meatise premium for the risk dermined on the basis of
authorized rates, any experience rating. modifon, loss constants where applicable, and
minimum premiums. Determination standard premium shall exclude:

1. Premium discount

2. Expense constant

3. Premium resulting from Non-Ratablegiaient Codes listed in the New York
Experience Rating Plan Manual

4. Premium developed by the passenger seatharge under Code 7421 — Aircraft
Operation = flying crew

5. Premium developed by provisions fordégn terrorism, domestic terrorism,
natural disasters anddustrial accidents.

California — Standard premium is the WC insurance premium for the risk determined on the
basis of the insurer's authped rates, the exposure subject this plan, any applicable
experience modifications and #hanclude any other authorizegremium charge applicable,
excluding premium discount. Stamdgpremium shall exclude preéam charges arising from the
Terrorism Risk Insurance Act of 2002 as amehbig the terrorism Risk Insurance Extension Act

of 2005.
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The definition in Washington is simpler. Standard premium denotes the total accident fund and
medical aid fund premium paid (due) by a groupnalividually enrolled employer for a given
coverage period.

Incurred Losses:

NCCI — Incurred losses are the actual losseisl pad outstanding, tarest on judgments,
expenses incurred in obtainingrthparty recoveries, and allocatkxds adjustment expenses for
employers liability insurance.

Incurred losses resulting from an acciddantolving two or< more persons under any
classification code containingren-ratable catastrophe element shall be limited to the two most
costly claims, subject to any further loss limitation applicable.

The rating formula shall not include losses imimg passenger employees resulting from the
crash of an aircraft under Classification Code 7421.

New York — Same as NCCI except expenses incuimedbtaining third party recoveries are
limited to the amount of a third party recovery.

California — Incurred losses used in.the retrongtformula are the agal losses paid and
outstanding, incurred against the policy, including ALAE on employers’ liability. Incurred
losses directly arising from certified terrorisnsses, as defined by the Terrorism Risk Insurance
Act of 2002 as amended by the terrorism Riskurance ExtensioAct of 2005, shall be
excluded.

Washingtorn— Same as NCCI except assume a 56ébvery on pending third party recoveries
and do not have an exception for passeerg#loyees under Classification Code 7421.

Premium Determination:
While the terminology . is slightly different, thieree other programs cited use a similar formula
for determining retro premium

Retro Premium = [Basic PremiumGenverted Loss] * Tax Multiplier
Retro Premium is subject to Min and Max

We note that in'some jurisdiotis (although not California or NeMork), ALAE is included in
the definition of Converted Loss.

In Washington, the formula is similar, but thes a major difference in the calculation.

Washington- Retro Premium = (Basic Premium RatiStandard Premium) + (Loss Conversion
Factor * Developed Losses)
Retro Premium is subject to Min &Max, although company/group can forego
maximum premium protection if enrolled Hian A and large enough to qualify as
a self-insurer under Washington Law.
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While (Basic Premium Ratio * Standard Premiumgssentially analogous to Basic Premium in
other jurisdictions, the Loss Comgeon Factor in Washington, as currently used, incorporates
the Policy Adjustment Factor (PAF). The PARplied in such a manner as to balance the loss
ratios between Retro and Non-Retro policyholderdaVashington. We note that this factor
currently is applied only to &ses. Previously in our reposie noted that this introduces
inequities between retrospectiyatated risks and recommendeatththe PAF be applied to the
entire Retro Premium and not just the loss portion.

Large Risk Alternative Rating Option (LRARO):
This is a common option that allows larger risgse retrospectively rated as mutually agreed
upon by carrier and insured.

Under the NCCplan, LRARO is an available option for risks with an estimated annual standard
premium of at least $1,000,000 imwiually or in any combinatin with GL, HPL, Commercial
Auto, Crime, Glass, or WC. We note thatARO is not an available option in Oregon. (The
NCCI is currently filing a revision that euld reduce the premium eligibility. standard to
$500,0000.)

New York follows a plan similar to the NCCI; howaveisks need to havan estimated annual
standard premium of only $500,000 to. qualify.

California— Offers LRARO for risks with an @mated annual standard premium > $1,000,000.

LRARO is not offered in Washington; however, Washington does offer an option, as noted
earlier, for risks to foregmaximum premium protection.

LCF:
The Loss Conversion Factor is a commonly ugeth; however its application differs amongst
the programs cited.

NCCI —The Loss Conversion Factor usually cowdam adjustment expenses and the cost of
the insurance carrier's claim services such asiigation of claims and filing claim reports. For
the ALAE Option, the LCF would not typically indle allocated claim adjustment expense.

The definition of the LCF in New York is simildao the NCCI's LCF. However in California,
the Loss Conversion Factor is established bgeement of the insured and insurer. The
California LCF should not be large enough to resuftagative expenses ihe calculation of the
basic premium factor.

Washington’s application is sligi different, in that the LCF pmresents an expense charge for
claims handling and the present value of developed losses.
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Tax Multiplier:

For the NCCI, a tax multiplier covers licenses, fees, assessments and taxes which the insurance
carrier must pay on the premium which it eslis. The multiplier includes a provision for
subsidiary of the assigned risk market.

In New York the tax multiplier covers licenses, fees and taxes which the insurance carrier must
pay on the premium which it collects.

In California, the tax multiplier primarily reflectehe cost of premium taxes and other
miscellaneous costs that the insurer pays basguesnium that is-not otherwise provided for in
this plan.

There is no explicit tax multiplier in Washington.

Per Occurrence Limitations:

The NCCI's program currently has a ruletistg that the. minimum per claim limitation is
$25,000 (with a standard premium thresholdb®00,000). The NCClllaw higher per claim
limitations, provided that they do not exceed 509%tahdard premium. However, the NCCI is
currently filing a program that wodiremove all such constraints.

In New York, per occurrence limits ranff@m $25,000 to $10,000,000. The credits for these
limitations vary by hazard group.

California also offers a variety of per ocrnce loss limitations, also ranging from $25,000 to
$10,000,000.

In Washington, the Per Occurrence Limitatioi$%0,000, regardless of the size of the insured.
The single limitation is too large for smaller insds (the losses needed to reach the maximum
premium are smaller than $500,00@d4ds too-small for larger inseds (the insureds would be
willing, and able, to absorb moxelatility in their losses in ehange for a greater discount on
the rate).
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CAVEATS AND LIMITATIONS

1. The conclusions within this study are developethe accompanying text and exhibits, which
together comprise the report.

2. The report was prepared for the o$¢€&l. This report may be diributed only irits entirety.

3. The information and advice contained in this doeat is not intendedy Oliver Wyman to be
used, and it cannot be used, for the purposevoiding penalties under the Internal Revenue
Code that may be imped on the taxpayer.

4. Oliver Wyman's findings that spdid processes, judgments, @samptions were reasonable, or
its lack of issue with the samdo not necessarily mean ti@liver Wyman endorses them or
would take the same approach if Oliver Wynagare to conduct its own independent analysis.

5. The exhibits and conclusions drawn thereof in tgort rely on the accacy and completeness
of the data and information provided without independent audit. If the data or information is
inaccurate or incomplete, the findings.and casiolus of this report may have to be revised.

6. The conclusions are projectionstbe financial consequencesfafure contingent events and
are subject to uncertainty. There may have bbearenal statistical fluctations in the past, and
there may be such fluctuations in the futuBae to the inherent uncertainties actual costs may
vary significantly from published rates.

7. Unanticipated “changes in factors such ‘adicjal decisions, legislative actions, claim
consciousness, claimanagement, claim sefthent practices, and @wmic conditions may
result in actual experienteat is significantly different from estimates.

8. In addition to the assumptionsatd in this report, numeroasher assumptions underlie the
calculations and results presented herein.

9. Numbers in tables and exhibigse generally displayed to more significant digits than their
accuracy suggests.

10.The opinions set forth in this document are porposes of discussion of Oliver Wyman'’s
findings with L&l. Oliver Wyman reservethe right to revise & recommendations should
additional analysis performed in the future, or additional data and information that emerge in
the future, indicate the need to do so.

11.These caveats and limitations notwithstanditg, conclusions represent Oliver Wyman’s
professional opinion asspects the analysis presented in this report.
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