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February 19, 2014

The Honorable Chester A. McPherson, Commissioner

District of Columbia Department of Insurance, Securities and Banking
810 First Street NE

Suite 701

Washington, D.C. 20002

Re: Surplus Review of Group Hospitalization and Medical Services,
Ine. (GHMSI)

Dear Commissioner McPherson:

Thank you for your initial responses to D.C. Appleseed’s data requests
addressed to the Rector Report and for scheduling a conference call
with Rector this Friday for us to discuss the requests. We also
appreciate your willingness to provide us with additional information
responsive to several of our requests and look forward to receiving that
information.'

Meanwhile, as discussed with Philip Barlow, we write now to further
clarify our requests, to explain why we believe the data we are secking
will be important to the upcoming hearing and to the constructive role
we hope to play in that hearing. We also hope this letter will make the
conference call more productive, and lead to a more efficient resolution
of our data requests.

To achieve these objectives, we first want to explain why we think the
data will be useful not just to us, but also to DISB as it reviews
GHMSTI’s surplus. Attachment A provides a detailed clarification of
each of our nine data requests and explains why the requested data are
important to a fair resolution of the issues that will be addressed in the
hearing.

We have read the Rector Report with great care. To the extent the
Commissioner intends to rely on the Report to determine whether
GHMSTI’s surplus is excessive, the Report does not, standing alone,
provide DISB with sufficient information to conduct an informed

1 Specifically, Rector is determining whether it is feasible to isolate the impact of each
of the revisions Rector made to the Rating Adequacy and Fluctuation variables
(Request # 1.C); second, the Commissioner has asked CareFirst to inquire of
Milliman whether a spreadsheet can be generated that provides the projected impact
on GHMSP’s surplus after the loss outcome is incorporated into pro-forma financial
projections (Request # 2.B); and R&A is in the process of further analyzing the
causes for the change in the appropriate benchmarks for GHMSI’s surplus levels, as
determined during the current surplus analysis and during the surplus analysis
performed by R&A described in its 2010 Report (Request # 8).
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assessment, reach an independent conclusion, or write an opinion that would satisfy the heavy
burden of explanation imposed on DISB by the Court of Appeals. The agency must not only be
fully informed of the assumptions Rector used in its model, and the proffered bases for them, but
also how the model then employed those assumptions to produce the surplus levels Rector is
recommending. The information needed by the agency to do this is not contained in the Rector
Report. Our data requests are therefore designed to obtain that information.

The burden imposed by the Court of Appeals reflects the statutory requirements of MIEAA, the
highly technical nature of the issues, and the millions of dollars at stake. As the Court said in
reversing the prior Commissioner’s decision, “the technical nature of the actuarial reports requires a
far more detailed discussion of a decision in which even a small variance can implicate millions of
dollars.”” D.C. Appleseed Ctr. for Law and Justice, Inc. v. District of Columbia Dep't of Ins., Secs., & Banking,
54 A.3d 1188, 1219 (D.C. 2012). “The more technical and complex the subject matter, the more
explanation the agency ought to provide for this decision.” Id. at 1217. This burden to explain
includes the need to “explain the assumptions . . . used in preparing the model. . . .” I4. n.38 (citing
Sierra Club v. Costle, 657 F2d 298, 333 (D.C. Cir. 1981). The Commissioner must also “make factual
findings on all material contested issues, the findings must be supported by substantial evidence on
the record, and the conclusions must rationally flow from the findings.” Id. at 1216.

We believe that sharing information with Appleseed would also help the Commissioner to fulfill the
requirement to maintain an “official record” in this contested case proceeding. See . at 1199
(holding that the MIEAA surplus review process is a “contested case” under the D.C. APA); see also
D.C. Code § 2-509(c). The D.C. Court of Appeals has emphasized the importance of this official
record and its significance, noting that the record-making requirement “has ‘the fundamental
purpose . . . to assure the parties an adequate opportunity, az the administrative proceeding, to challenge and
respond to the evidence which forms the basis of the agency’s decision.” Fair Care Found., A.G. v. District of
Columbia Dep't of Ins. and Secs. Reg'n, 716 A.2d 987, 996 (D.C. 1998) (emphasis added). The Court also
emphasized that it is “basic to the notion of fairness in administrative proceedings that ‘the mind of
the decider should not be swayed by evidence which is not communicated to both parties and which
they are not given an opportunity to controvert.”” Id.

Furthermore, the Court’s decision entitles D.C. Appleseed to receive that information, having
emphasized that the Commissioner should “ensur[e] . . . that the regulated entity discloses
information . . . necessary to the development of analyses by participants that contribute to the
Commissioner’s determination.” D.C. Appleseed Ctr. for Law and Justice, 54 A.3d at 1218 n.41. Equally
important, we believe D.C. Appleseed’s participation in the process will assist DISB in developing
the fully informed analysis required by the Court. D.C. Appleseed has a history of “long and
sustained dedication of resources” directed at GHMSI’s health reinvestment, 7d. at 1210, and we are
prepared, if there are complete responses to our requests, to make the fullest possible contribution
to this record to ensure a proper decision in this proceeding, and a proper basis for simplified
determinations in the future.

The Rector Report says that, relying on the Milliman model, it has employed 12 different factors,
and, for each of the factors, it selected the probability and magnitude of certain occurrences related
to the factors. These occurrences are, of course, assumptions and not facts, and are only as good as
the bases and reasoning advanced to support them. The Report also says that, “to be appropriately
conservative,” it included among the assumptions for the 12 factors “the possibility that extremely
adverse events could occur, including the possibility that multiple adverse events could occur
simultaneously.”” However, the Rector Report identifies only three of the 12 factors (Rating
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Adequacy and Fluctuation; Catastrophic Events; and Unidentified Growth and Development),
leaving the remaining factors unidentified and providing no information regarding what assumptions
were made about them. The May 31, 2011 Milliman Report, on which Rector relies, identifies a total
of seven factors, including the three listed above.” See Milliman, Development of Optimal Surplus
Target Range 15-16 (May 31, 2011). Given the discrepancy between the twelve factors referenced by
Rector and the seven factors specified by Milliman, we cannot be sure to which twelve factors
Rector refers. Moreover, Rector and Milliman have not provided sufficient information about the
assumptions underlying the factors, or the assumptions regarding the simultaneous impact of
multiple factors to allow us to independently review Rector’s conclusions. Our data requests 1,2,3,
and 9 ask for information explaining these matters. To the extent that Milliman or CareFirst claim
that the factors are confidential, this is undercut by the fact that Milliman and Rector each appear to
have disclosed a subset of the twelve factors.

The Rector Report also assumed significant future increases in premiums, which would produce a
significant upward adjustment in surplus over what would be required if premium levels remained at
closer to historical levels. Our data request number 4 secks information about how the premium
growth factor was used and what its impact was on surplus.

In addition, the Rector Report made assumptions about the impact of health reform that are
incorporated into the model. But the Report does not explain what those assumptions were or how
they were used in the model. Our data request number 7 asks for information explaining this.

The Rector Report also used certain confidence levels which, the Court made clear, have to be
explained. D.C. Appleseed, 54 A.3d at 1218 (finding the decision inadequate in part because there was
no explanation for why the prior Commissioner used such high confidence levels). Our request
number 6 asks for that explanation.

The Report also says that Rector performed tests to validate the model. Our data request number 5
asks to see the tests Rector performed. (We assume the February 7 FTT report you recently sent us
constitutes Rector’s validation testing in its entirety, but we are not sure of that.)

Because Rector measured needed surplus by the amount needed to ensure with 98% confidence that
the surplus would not fall below 200% RBC, and because the number this produced was
significantly higher than the analogous number Rector produced three years ago, we asked in data
request number 8 for an explanation of the increase.

Finally, our request number 9 addresses Rector’s statement that it built in certain assumptions for
“extreme adverse events” in order to be “appropriately conservative.” It is important for Rector to
disclose these outlier assumptions and the bases for them.

In our view, these are all reasonable requests, given that they all involve data that DISB itself will
need to understand, assess, and explain in order to meet the Court’s requirements. And because we
think these data are necessary to our ability to contribute fairly and meaningfully to DISB’s decision,
we believe the data should be provided to us as well.

Finally, we believe the factual information we are seeking can be provided to us without the need to

2 In addition to the three above, Milliman identified Unpaid Civil Liabilities and Other Estimates; Interest Rate and
Portfolio Asset Value Fluctuation; Overhead Expense Recovery Risk; and Other Business Risks.
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transmit confidential materials. > If needed, we are prepared to sign appropriate confidentiality
agreements. We assume that DISB itself may also need to enter such agreements in order to have
the information it needs to meet the Court’s requirements.

In addition, while we note your reference to D.C. Code § 1404(f), we do not think that provision
applies to this contested proceeding under MIEAA. This section of the Code relates to examination
reports. The current proceeding is not an examination and that section is inapposite. For example,
any hearing conducted as part of an examination is “a nonadversarial confidential investigatory
proceeding,” D.C. Code § 31-1404(d)(2). Once an examination report is adopted, it must be held as
“private and confidential information for a period of 10 days™ at least. Id. § 31-1404(e)(1). MIEAA,
on the other hand, is a separately and later enacted statute specifically addressing surplus. It requires
a public proceeding, in which members of the public have the opportunity to comment, 4. § 31-
35006(e)(2); 26A DCMR § 4602, and that proceeding is a “contested case” subject to appellate review
by the Court of Appeals. D.C. Appleseed, 54 A.3d at 1199. The public nature of the surplus review
process makes sense, given that MIEAA is designed to protect a public asset, GHMSI’s surplus. It
would be error to import into MIEAA a provision from a chapter that governs an entirely different
DISB function, and to do so in a way that is the opposite of the fairness, disclosure, and
opportunity for D.C. Appleseed participation, contemplated by MIEAA and the Court of Appeals.”

We look forward to talking with DISB and Rector this Friday and to continuing to play a
constructive role in DISB’s review of the GHMSI surplus.

Sincerely,
%4/&\ /Frn— / 3‘%7 W
Walter Smith, Executive Director Richard B. Herzog Deborah Chollet, Ph.D.
DC Appleseed Center Harkins Cunningham LLP
Wi b Wheo
/ = A .
%,UM - a //%Jf /IMQWLD
Marialuisa S. Gallozzi Mark E. Shaw, FSA, MAAA, CERA, FLMI
Covington & Burling LLP Senior Consulting Actuary

United Health Actuarial Services, Inc.

3 In this letter, we address the Commissioner’s statements concerning confidentiality, particularly the relevance of section
1404(f). We do not address the contentions in GHMSI’s letter of February 4, 2014, but look forward to doing so at a
later date.

4 Finally, we note that although certain documents and information are cited as confidential and proprietaty, some of the
referenced information is already publicly available. For example, the May 31, 2011, Milliman Report entitled
“Development of Optimal Surplus Target Range,” is currently available online and was provided as an attachment the
June 1, 2011 GHMSI filing required by MIEEA.



Attachment A
Requests Needed to Analyze 12/9/2013 Rector Report

We note as a threshold matter that the starting point for Rector’s analysis was the Milliman
model and its underlying assumptions. Thus, to understand Rector’s analysis fully, it is
important to know not only how Milliman made its calculations and the factual assumptions on
which those calculations were based, but what changes Rector made to Milliman’s assumptions
based on historical experience or expectations for the future when it re-ran the Milliman model.

Data Request #1

Appleseed requested detailed information about Rector’s analysis of the Rating Adequacy and
Fluctuation factor, which Rector identified as the factor with the greatest impact on the Rector
modeling results." The Rector report states:

“The rating adequacy and fluctuation factor incorporates a number of different variables...
modeling choices relating to the rating adequacy and fluctuation factor are crucial in the
methodology used to select a loss outcome. . .. Of the assumption changes that we made in
the Milliman model, the changes made to the rating adequacy and fluctuation factor had the
most significant impact on the modeling results.”

Rector Report, at 21 (emphasis added). The Rector Report provides a chart of the probabilities
and charges against surplus as a percentage of Non-FEP premiums that Rector asked Milliman to
incorporate into its model. Id. at 22. However, Rector does not provide information regarding
the probabilities and charges included in the original Milliman model. In contrast, Rector
provided information regarding Milliman’s modeling factors for Catastrophic Events, id. at 24-
25 (providing a chart entitled “Milliman Modeling”), and for Unidentified Growth and
Development, id. at 25-27 (providing a chart entitled “Milliman Modeling”). It did not provide a
similar chart for Rating Adequacy and Fluctuation. Accordingly, we request the “Milliman
Modeling” chart for this factor, which Rector identifies as the factor with the most significant
impact.

The Rector Report lists the following aspects that went into Rector’s revisions of Milliman’s
rating adequacy and fluctuation factor:

1) Trend Miss Modeling — The Rector report indicates that Milliman did not incorporate
probabilities relating to Trend Miss into the stochastic modeling process but instead
applied two different trend miss periods to develop two alternative loss scenarios that
were incorporated into GHMSI’s pro forma financial statements. Rector revised the

! Although subparts (a) and (b) of Data Request #1 sought “documents” provided by Milliman to Rector or used by
Rector, the heart of Data Request #1 is subpart (¢) which requests details on how much each of Rector’s revisions to
Milliman’s model impacted the probabilities and charges in the tabular values presented on page 22 of the Rector
Report.

DC: 5173470-3



Milliman model to incorporate Trend Miss into the Rating Adequacy and Fluctuation
noting that the Trend Miss factors are “variables with their own probability distribution.”
Id. at 22. However, Rector does not specify what those probability distributions are.
Accordingly, we request the probability distributions Rector used for its Trend Miss
analysis.

2) Trend Modeling — Rector states that it “made changes to the trend variability assumption
and the manner in which trend is incorporated into the rating adequacy and fluctuation
factor.” Rector does not say what changes it made to the trend variability assumption and
to the way in which this was incorporated into the rating adequacy and fluctuation factor.
We therefore request that information.

3) Modeling for Increased Regulatory Oversight Over Premium Rates — Although
Rector agrees with Milliman that it is appropriate to assume an increase in the time
necessary for regulators to review premium rate filings, Rector does not say what time
periods it assumed, the probabilities it assigned to them, or what impact those
assumptions had on the Rating Adequacy and Fluctuation factor. We thus request that
information.

4) Modeling for Effects of Health Care Reform on Rating and Adequacy Fluctuation
Not Reflected in Milliman Model — Milliman did not model the effect of health care
reform; this variable was added entirely by Rector, which states that it “included in the
rating adequacy and fluctuation factor the following effects of health care reform that
were not included in Milliman’s modeling: underwriting restrictions; policyholder
behavioral changes; and coverage mandates.” 1d., at 23. Rector lists these effects but
does not say how it accounted for each when it revised the Milliman model. We request
specific information on how each of these factors was accounted for by Rector in the
revised modeling, including any probability distributions employed with respect to these
factors.”

Although these requests were not based on the FTI Memorandum (they were made before we
received that memorandum), we note that the importance of Data Request #1 is highlighted by
comparing Rector’s analysis to information in the FTI memao.

To take one example, as adjusted by Rector, the model predicts standard deviations in predicted
surplus changes that are more than two and half times the historical experience. To illustrate, as
adjusted by Rector, the annual one-year change in surplus based solely on the Rating Adequacy
and Fluctuation factor ranges from a reduction in surplus of 30.1% of non-FEP premiums to an
increase in surplus of 18.2% of non-FEP premiums. In contrast the historical one-year changes
in surplus due to all factors ranges from a 3.4% reduction to a 9.6% increase in surplus. Large
outlier results require greater surplus. Thus, modeling of this single factor appears to require
surplus that is significantly larger than historical experience would suggest is necessary. This

% We request further information about how Rector’s analysis took account of health care reform in request #7,
described below.



discrepancy between the modeling results and historical experience underscores how important it
is to examine the assumptions that yielded such a result.

Data Request #2

In this request, Appleseed sought information related to the output results from the stochastic
modeling. The Rector Report indicates that the Milliman model is a three component process
with the first component being to “use a stochastic modeling process to calculate potential gain
or loss outcomes.” Id. at 18. The Rector Report indicates that the Milliman model generated
“hundreds of thousands of potential gain or loss outcomes taking onto account a number of
potential events and the probability of occurrence and relative severity of those outcomes.” Id. at
10. The outcomes are then ranked from most favorable gains to least favorable losses. Id.

Using a desired confidence level, Milliman selects the loss outcome that leads to the result
corresponding with that confidence level (for example, if using a 98% confidence level,
Milliman selects the loss outcome that produces the 98% worst result of the hundreds of
thousands of possibilities.) Milliman then incorporates the financial result associated with that
loss outcome into pro-forma financial projections to determine the impact of that loss outcome
on GHMSI’s surplus. Appleseed thus requested a spreadsheet of the rank-ordered gain or loss
outcomes from the first component of the process and, for each outcome, the value of each of the
13 factors (the 12 from Milliman plus the premium growth factor created by Rector) that helped
to create the outcome. Appleseed also requested a spreadsheet of the projected impact on
GHMSTI’s surplus after incorporating the loss outcomes into pro-forma financial projections.

In response to Appleseed’s request for rank-ordered gain or loss outcomes, the Commissioner
stated that “R&A was not provided with a spreadsheet listing the hundreds of thousands of
potential gain or loss outcomes. DISB has asked CareFirst to inquire from Milliman if this data
is available. .. .” As noted above the Rector Report indicates that these outcomes were ranked
by Milliman and then used as an input to the pro-forma financial projections. These outcomes
must exist in a readily available electronic format, even if they were not provided in that format
to Rector. We therefore request that information. Moreover, even if Rector was provided with,
and used only, certain gain or loss outcomes for the financial projection component, we request
that those outcomes used by Rector for the financial projections component be identified.

In response to Appleseeed’s request for a spreadsheet showing the projected impact on GHMSI’s
surplus after pro-forma financial projections were made, the Commissioner responded that “R&A
does not believe it is possible to generate such a spreadsheet during the pro forma financial
projection component of the modeling process.” However, we understand from extensive
discussions with Milliman, Rector, and the Commissioner’s representatives that the stochastic
modeling results were rank-ordered to allow outcomes associated with various certainty
thresholds (75%, 85%, 95%, 98%) to be identified and input through the pro-forma financial
projection component of the modeling process. Although we understand that not all gain/loss
outputs from the stochastic modeling component were put through the pro-forma modeling



component, we request, for all scenarios that were put through the financial projection
component, the resulting projected impacts on GHMSI’s surplus after the loss outcomes were
applied to the pro-forma financial projections.

The stochastic modeling is the basis for Milliman’s model. It drives Milliman’s and Rector’s
conclusions. The outputs and inputs at each stage are critical for any independent assessment of
those conclusions.

Data Request #3

Appleseed requested complete tabular information for each of the nine factors for which Rector
agreed with Milliman regarding the probability of the occurrence and the outcome of certain
events. If any of these factors represents the impact of more than one component we requested
detailed information on each component of each factor.

The model was driven by 12 factors. Rector has disclosed only three of them,® and included in
its report probability distributions for those three, which, it says represent revisions to the
distributions initially employed by Milliman. As with the other elements in our data requests, a
“black box” approach to the other nine would be inconsistent with fairness; would mean that
there is not a complete record; would preclude the possibility for independent assessment; and
would not enable the Commissioner to perform his MIEAA review function as intended by the
DC Council and as required by the Court of Appeals.

Data Request #4

Rector asked Milliman to include selected probabilities of premium growth levels in the model.
Premium growth increases risks (whether of size or probability), and it increases RBC. The
greater the assumed premium growth, the greater the calculated surplus requirement.
Accordingly, Appleseed requested information relative to assumptions concerning Premium
Growth Levels.

Although Rector offers some reason for departing from historical experience concerning
premium growth, it is not clear how some of the cited factors bear on future premium revenue or
why premium growth rates used by Rector depart so far from historical experience. See id. at
28-29. Full disclosure is clearly essential here.

Moreover, Appleseed needs information about current enroliment data in order to understand
Rector’s results. The Commissioner’s response states “current enroliment data is available in

® Rector disclosed the following factors: Rating Adequacy and Fluctuation; Catastrophic Events; and Unidentified
Growth and Development. The May 31, 2011 Milliman Report, on which Rector relies, disclosed seven total factors
including the three listed above and four additional factors (Unpaid Civil Liabilities and Other Estimates; Interest
Rate and Portfolio Asset Value Fluctuation; Overhead Expense Recovery Risk; and Other Business Risks). Given
the discrepancy between the twelve factors referenced by Rector and the seven factors specified by Milliman, we
cannot be sure to which twelve factors Rector refers.



the annual statement and if there is specific current enrollment data that is not in the annual
statement that you want, that can be provided. ” The annual statement does not contain this
detailed information. We therefore request that the 2012 earned premiums for comprehensive
medical insurance be split into Individual, Small Group, and Large Group. It is now evident that
this level of specificity is essential for a complete analysis of Rector’s premium growth
assumptions.

The Commissioner’s response indicates that projected increases in the company’s individual
enrollment were based on the “Society of Actuaries’ March 2013 research report titled “Cost of
the Future Newly Insured Under the Affordable Care Act.” This report does not provide any
carrier-specific information, and, for markets, provides a variety of scenarios. Accordingly, it is
important for Rector to explain how these data were used to derive premium growth levels
specific to GHMSI.

Data Request #5

Appleseed asked for all data for all validation tests Rector performed. Please confirm that there
is no additional validation information other than the FTI memo dated February 7, 2014, which
was provided to us

Data Request #6

Appleseed asked Rector to identify each MIEAA standard it applied and how it applied that
standard. The Commissioner has addressed this to some extent in his response, and we will
assume this is a complete response unless the Commissioner or Rector supplements it.

Data Request #7

Appleseed asked for each of the positive and negative impacts of health care reform that Rector
took into account, and a quantification of the impact of each of those in the model used by
Rector. Although the Rector Report does, in a general way, identify some impacts it considered,
it does not quantify any of those impacts or explain the choices Rector made. The
reasonableness of Rector’s choices cannot be determined without the requested data.

Data Request #8

Appleseed asked that Rector explain, in detail, why Rector’s target surplus ratio changed from
600% (to avoid a 200% RBC level at a 99% confidence level) in its 2009 report to 958% (to
avoid a 200% RBC at a 98% confidence level) in the current report.

This 60 percent increase in Rector’s recommended surplus level clearly requires full, detailed,
explanation. The Commissioner stated on February 10 that Rector is “in the process of further
analyzing the causes” of this change, and we look forward to receiving this analysis.

Data Request #9




Appleseed asked that Rector explain the “extremely adverse events” that have been incorporated
into the model in order to be, in Rector’s phrase, “appropriately conservative,” and any
adjustments to the assumed probabilities or magnitudes for such events. There were two reasons
for this request.

First, it was our understanding from the discussions with Milliman, Rector, and the
Commissioner’s representatives that Rector was going to choose probabilities and magnitudes
that were “down the middle of the fairway” (i.e., best estimate) and neither conservative nor
aggressive, because the confidence level in addition to the underlying RBC calculation itself
would provide an appropriate degree of conservatism under the MIEAA standards. If Rector has
instead incorporated “conservatism” in any of the probabilities or magnitudes with regard to any
of the three factors (not only catastrophic events) as to which Rector made adjustments to
Milliman’s assumptions, or if Rector incorporated “conservatism” in any other respect into the
model, we ask for data explaining how that “conservatism” was implemented in order to allow
an analysis of how this approach comports with the statutory standards.

Second, we asked for a description of the multiple extremely adverse events that the model
assumes could occur in order that we (and the Commissioner) would have an opportunity to
assess whether it is appropriate under MIEAA to increase surplus (and correspondingly
decrease community reinvestment) to guard against such events. Without a description of those
events, such an assessment cannot be made.



