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THE QUESTION: Who determines whether workers' compensation premium pricing is

appropriate (adequate, not excessive, and not unfairly discriminatory in insurance terms)?

. For the private sector, the answer is a combination of the market (in which profits are
balanced against the risk of going out of business because of too-low rates) and the
State Auditor's Office, which adds a layer of regulatory oversight.

. For the Montana State Fund, the balancing act is done by a citizen board advised by
staff and an independent actuary. Additional input, but not regulatory oversight, comes
from reviews provided by the Legislative Audit Division and an independent actuary.

THE CONUNDRUM: The balancing act for Montana State Fund's premium pricing has a
"darned if you do, darned if you don't" flavor. If premiums are priced low (to customers' delight),
the Montana State Fund runs the risk of future shortfalls requiring a legislative or taxpayer
bailout. If premiums are priced higher, for example by not applying the full loss cost ratio that a
national rating agency recommends for work comp insurers in Montana (see below), the
Montana State Fund runs the risk of losing customers but presumably is more solvent.

BACKGROUND: This year the National Council on Compensation Insurance,
Inc. (NCCI) recommended an average loss cost filing of 6.4% less than the
current loss cost filing, which would allow an average drop in premiums of about
6.4% (without all the other pricing factors being taken into account). Montana
State Fund's Board could have applied a similar average decrease to its
premiums but instead chose a 4% average decrease.

In selecting a 4% average decrease rather than the NCClI's recommended 6.4%
decrease, the Montana State Fund Board voted to increase a contribution to
equity, going from 5.4% to 7.3%. Because the Montana State Fund Board does
not include the contribution to equity in its budget, it is difficult for an outside
reviewer to determine whether the money generated by the 2.4% difference in
the two loss cost ratios is being used for operations, pay incentives, or dividends,
or to shore up solvency. In essence, it is difficult to know whether Montana State
Fund is charging more than is necessary for a balancing of premiums and
solvency.

IS DIFFERENT OVERSIGHT OR REGULATION NEEDED? Statute requires Montana State
Fund to be "neither more nor less than self-supporting" and to "ensure adequate funding”. For
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the past 20 years, Montana State Fund has created no solvency scares and has earned kudos
as well as complaints from customers. The purpose of this memo is to review whether current
oversight is adequate for Montana State Fund or whether some form of third-party regulation
might provide the assurance for those on the hook for a bailout (taxpayers) at a level that is not
onerous for current customers. As this review relates to oversight and regulation, it falls within
the scope of the Senate Joint Resolution No. 30 study of workers' compensation to examine the
operations and structure of the Montana State Fund, the Fund's relationship with state
government and other insurers, and state oversight of the Montana State Fund. There are two
guestions:

(1) Is the current situation, which may have worked well in the past, sufficient for the
future? and

(2) If further oversight or enforcement protection is considered important, then what
options are there?

KEY ISSUES
. All workers' compensation insurers are subject to solvency tests.
> Private insurers must meet capital requirements in Title 33, the Insurance Code,
with enforcement by the State Auditor/Insurance Commissioner.
> Private insurers are subject to a competitive market analysis, which excludes

Montana State Fund. In a noncompetitive market, the Insurance Commissioner
can delay rates or require a 30-day waiting period before rates go into effect and
may require additional information from the filer. See 33-16-1030, MCA.

> Currently only private insurers based in Montana are subject to a market conduct
examination. Private insurers based outside Montana and operating here have
market conduct exams done in their home state, but reports from Oregon and
California are that these states use only home-state data for market conduct
exams, not insurers' data from other states.

> Montana State Fund's requirements are set forth in Title 39, chapter 71, part 23,
with review (not enforcement) by the Legislative Auditor.
> The Legislative Audit Division (LAD) is responsible for seeing that all state

agencies are following state law. The Legislative Auditor is required to conduct
(or "have conducted") a financial and compliance audit of Montana State Fund
annually (39-71-2361).

. Rate review

> Private workers' compensation insurers submit their rates for review by the State
Auditor. Under 33-16-1021, MCA: "Rates may not be excessive, inadequate, or
unfairly discriminatory”. The meanings of excessive, inadequate, and unfairly
discriminatory are contained in the statute. The schedule of rates is subject to
further review if an insurer's rates are lower or higher than the prospective loss
costs filed by the designated advisory organization. If any rate is lower, a waiting
period applies (under 33-16-1026(6) and 33-16-1027).

> Montana State Fund's rates are to be reviewed by the legislative auditor "to
determine if the rates are excessive, inadequate, or unfairly discriminatory". The
examination is to take place between October 1 and the end of the fiscal year. A
report of the findings "of the examination and rate review" is to go to the
governor, the legislature, and the board of directors of the state fund. This
provision was enacted in 1993. The report from the independent actuary hired by
the Legislative Audit Division to conduct an analysis of Montana State Fund lists
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the following for the review of rates:
"In evaluating the reasonableness of the possible rate actions,
Principle 4 of the "Statement of Principles Regarding Property and
Casualty Insurance Ratemaking" adopted by the Board of
Directors of the Casualty Actuarial Society (CAS) May 1988,
states:

A rate is reasonable and not excessive, inadequate, or unfairly
discriminatory if it is an actuarially sound estimate of the expected value
of all future costs associated with an individual risk transfer.

Reviewing the results outlined above, it is CACI's opinion that any
rate change, beyond the program pricing variables discussed
above, in the range of a 5.0% decrease to a 5.0% increase would
be reasonable on a discounted for investment income basis.
However, it should be remembered that when rates are
established on a discounted basis, a portion of the future
investment income earned may need to be used to offset the
planned underwriting deficit. Therefore, that portion of the
investment income may not be available to add to surplus or to
fund any potential dividends."

. Use of actuaries for estimating premiums, reserves, etc.

> All workers' compensation insurers are likely to either employ actuaries internally
or hire outside actuaries to help determine adequacy of premiums and rates.
Private insurers and Montana State Fund both rely on the actuarial analysis of
NCCI in determining rates. If deviations occur, private insurers have to provide
supporting documentation to the Insurance Commissioner. Montana State Fund
can provide this documentation to its citizen Board with review by an
independent actuary.

> Montana State Fund also bears the expense of the Legislative Auditor's hiring of
an outside actuary, which analyzes the data for reasonableness in the rate
setting process. Appendix 1 includes statements from the outside actuary hired
by the Legislative Auditor regarding solvency and the review of rates for
adequacy, excessiveness, or unfair discrimination.

Table 1: Comparing Rate and Solvency Reviews for Private Insurers, Montana State Fund

lCasualty Actuarial Consultants, Inc., "Actuarial Report: Review of MSF Rates Effective 7/1/09
and Estimated Claims Liability as of 6/30/09", November 3, 2009, pp. 11-12. It
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Private Insurers

Montana State Fund

Adequate capital or surplus (Title 33, chapter 2,
part 19 - Risk-based capital for insurers) --
Insurance Commissioner determines

The Montana State Fund Board determines--
using a report from an independent actuary hired
by the board.

Loss and loss expense reserves regulated under
33-2-518, MCA -- Insurance Commissioner
determines

The Montana State Fund Board, with a report from
an independent actuary hired by the board.

Participation in a guaranty association (to cover
liabilities in cases of bankruptcy) -- Insurance
Commissioner determines and can liquidate
insurers unable to meet obligations.

The State of Montana backstops bankruptcy of the
Montana State Fund.

Review of rates to determine they are neither
excessive, inadequate, or unfairly discriminatory
(33-16-1021, MCA); -- Insurance Commissioner
does review

The Legislative Auditor hires an outside actuary,
which uses generally accepted actuarial standards
to determine if a rate is actuarially sound.

Participation in a workers' compensation advisory
organization designated by the Insurance
Commissioner (in this case NCCI), although a
private insurer may deviate from NCCI rates by
providing supplemental information to the
Insurance Commissioner..

Under 33-16-1024, MCA, Montana State Fund
can be a member of the same advisory
organization designated by the Insurance
Commissioner or report to that organization and
use forms and rules of that organization but
deviate from the organization's uniform statistical
plan, classification system, and experience rating
plan.

Rate filing review requirements under 33-16-1027,
which also allows for file and use. -- Insurance
Commissioner does review

Premium rates are to be set annually "at a level
sufficient to ensure the adequate funding of the
insurance program..." 39-71-2311, MCA, and 39-
71-2330, MCA.

Enforcement of solvency

>

For private insurers, the State Auditor is responsible for monitoring solvency, rate
adequacy, etc. If solvency is a problem, the Insurance Commissioner can initiate
liquidation procedures. A guaranty fund of competitors provides assurance that
benefits will be paid if an insurer goes bankrupt.

For Montana State Fund, enforcement is less clear. The LAD report, written by
the independently hired actuary, is to go to the governor, the legislature, and the
Montana State Fund Board. Since 1990, there is no known instance of any of
these entities taking action if there is a disagreement among actuaries. The
presumption is that over the past 20 years, no disagreement has been
significant. However, the question is: who has authority to intervene if a dispute
over data is significant?

In terms of determining solvency for Montana State Fund, the presumption is that
the LAD report from the outside independent actuary will provide a red flag to
each of the entities to whom the report is given.



POLICY OPTIONS

Rate Review of all work comp insurers -- including by Montana State Fund -- by the
Insurance Commissioner for solvency and rate adequacy, excessiveness, or
discrimination. This option would also:

> (1) provide authority to set limits on rates above or below a certain percentage of
the NCCl-prescribed loss cost multiplier for Montana State Fund,;

> (2) exempt the Insurance Commissioner from initiating liquidation proceedings
based on potential of insolvency for Montana State Fund; and

> (3) require the Insurance Commissioner to draft legislation, if insolvency is

projected, to address potential defaults.

This option would address concerns expressed by legislators and the Insurance
Commissioner in 1990 when the Insurance Commissioner at the time threatened to
declare the New Fund as insolvent -- based on the Montana State Fund being a mutual
insurer under the regulation of the Insurance Commissioner at the time of the special
session in May 1990, when Montana State Fund's status was changed. Statutes at that
time required liquidation proceedings to begin if certain insolvency criteria were met.

Complete, independent actuarial analysis of Montana State Fund by an outside
actuary hired by the Legislative Auditor or Legislative Fiscal Division, not using the
Montana State Fund's actuary as a base for analysis. This is similar to current statute
(unless the hiring agency is changed), but the directive could be for a more complete
analysis and require that the reports of both the legislative branch's independent actuary
and the Montana State Fund's actuary's be provided to the Insurance Commissioner for:
(1) a summary as to any disagreements between the two actuarial analyses and (2)
recommendations either to the governor, the Legislative Audit Committee/Legislative
Finance Committee, or the appropriate interim committee (or another legislative entity).
> This option would build on existing statutes but be more specific as to the type of
outside actuarial analysis that would be necessary. The option also would
address what to do in cases of dispute and use the Insurance Commissioner as
an independent third party, with the necessary skills to interpret actuarial
analyses, to provide information to the governor and the legislature. This also
would retain the Legislative Auditor's role but remove any non-audit
assessments. This also would avoid presentation of separate actuarial reports
without any guidance as to the meanings and disagreements, if any and provide
a resolution of disputes.

Comprehensive budgetary and fiscal analysis by the Legislative Fiscal Division on
both an accrual basis and a cash basis.

Interim Committee Monitoring Duties. Currently, as a state agency attached to the
Department of Administration, the Montana State Fund comes under the purview of the
State Administration and Veterans Affairs Committee (SAVA) rather than the Economic
Affairs Committee. From the 2001 interim until the current interim, the Economic Affairs
Committee and SAVA had a memorandum of understanding for the Economic Affairs
Committee to handle monitoring duties of Montana State Fund along with all other
workers' compensation issues. This interim, the decision was to follow the law as written.

For the benefit of Committee members, the following statutory requirements are in play:
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The only "oversight" mentioned for the State Fund in Title 39 names no specified
legislative entity: "39-71-2351(3) The legislature further determines that in order to
prevent the creation of a new unfunded liability with respect to claims for injuries for
accidents that occur on or after July 1, 1990, certain duties of the state fund should be
clarified and legislative oversight of the state fund should be increased. "

Audit reviews.

> Reviews required under 39-71-2361, MCA, include an annual financial and
compliance audit, including operations and evaluations of the claims reservation
process, the amounts reserved, and the current report of the State Fund's

actuary.

> Without this specific statute, 5-13-304, MCA, requires financial and compliance
audits of every state agency every 2 years.

> Audits also are allowed under 5-13-308, MCA, for financial compliance,

performance, and information systems to determine whether:

(1) the agency is carrying out only those activities or programs authorized by
the legislature and is conducting them efficiently, effectively, and in accordance
with legislative intent;

(2) expenditures are made only in furtherance of authorized activities and in
accordance with the requirements of applicable laws and regulations; ..."

Authority of Legislative Auditor. Under 39-71-2362, MCA, the legislative auditor is to
"review rates established by the board to determine if the rates are excessive,
inadequate, or unfairly discriminatory. Each year, the legislative auditor shall:

(1) examine the state fund beginning no sooner than October 1.... and

(2) report the findings of the examination and rate review to the governor, the legislature,
and the board of directors of the state fund.”



Appendix |.

Copy of Page 2 of November 2009 Actuarial Report from Casualty Actuarial Consultants, Inc.,
regarding contract for analysis of Montana State Fund.



