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THE RETROSPECTIVE RATING PLAN FOR
WORKMEN’S COMPENSATION RISKS

BY
SYDNEY D, PINNEY

Surprising as it may seem to many, the idea of applying the
retrospective rating principle to workmen’s compensation risks
dates back to the early history of workmen’s compensation insur-
ance. In the initial stages of development of rating technique
there was considerable argument as to whether experience rating
should apply on a prospective or retrospective basis. Thus, we
find that in 1916, twenty years prior to the adoption of the Retro-
spective Rating Plan for application to compensation risks in
Massachusetts, this subject was receiving the attention of our
Society.* Many of the points which have been argued pro and
con during the recent past were brought to light in these earlier
discussions. Whereas the idea of incorporating the retrospective
rating feature in the Experience Rating Plan was abandoned in
favor of prospective rating, it was early recognized that there was
considerable merit in this approach to the problem of establish-
ing a more equitable premium for the individual large risk, where
the exposure is sufficient to permit the absorption to a large degree
of chance deviations in the experience.

Certain observations which were made during those early dis-
cussions of experience rating in 1916 are of interest. In comment-
ing upon the distinction between prospective and retrospective
rating, Mr. Woodward stated, “The actual result to the policy-
holder is quite different under the two systems, since under the
prospective system the percentage of credit or debit derived from
past experience is applied to a future premium. Since the payroll
of the employer may fluctuate materially from period to period,
especially in the case of contracting risks, it is obviously impossible

* See Proceedings, Vol. 11, page 347, “Should the Compensation Premium
Reflect the Experience of the Individual Risk”, by Winfield W. Greene, and
page 356, “The Experience Rating of Workmen's Compensation Risks”, by
Joseph H. Woodward.

Also see Vol. II1, pages 54-75—Discussions by Messrs. Downey, Fellows,
Senior, Michelbacher, Mowbray, Fondiller, Greene and Woodward.
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to obtain results under a prospective system which are free from
discrimination.” Also, he observed, “In choosing between a pros-
pective and retrospective plan, the language of the policy contract
should be given careful consideration, and if a retrospective plan
is to be adopted, it should be made certain that the debits will be
legally collectible. Since the premium has to be adjusted at the
end of the policy term for payroll audit, the retrospective system
has the advantage of bringing the adjustment for experience gen-
erally coincident in time with the adjustment for payroll audit”.

In citing objections to the retrospective rating idea Mr. Greene
stated, “The very fairness of the modified plan would make it
most unpopular. The experience of most employers affected by the
new plan will undoubtedly exhibit a material fluctuation in com-
pensation cost from one insurance period to another. . . . As far
as the employer is concerned, the real demand for experience rating
up to this time has arisen from a desire to get insurance at better
than average cost. It is true that the new plan will permit the
employer with a consistently favorable experience to still realize
his ambitions in this regard. The employer whose experience is
unfavorable will, on the other hand, find the cost of his insurance
increased ; and in my opinion, he will complain to such good effect
that the carriers and supervising authorities alike will be most
happy to discontinue the experience plan altogether”.

Mr. Downey made the following observations: “It appears very
doubtful whether any form of experience rating will make insur-
ance attractive to an employer whose exposure is broad enough to
give a dependable pure premium. No carrier can hope to serve
such an employer as cheaply as he can serve himself. He has no
motive to insure unless it be against catastrophe and experience
rating is surely not applicable to catastrophes”. Also, he stated,
“If, then, the policy contains a definite agreement for experience
rating and if the experience adjustment is made a part of the
final settlement after audit, there would seem to be no special
difficulty about collecting such increases as may fall due. .

It (retrospective rating) offers the best possible incentive to
accident prevention, for it starts each policy year with a clean
slate and makes that year’s rate to depend upon the experi-
ence actually realized therein. . . . Furthermore, accident experi-
ence, whether as a whole or in any particular establishment, fluc-
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tuates with recurrent cycles of depression and prosperity. A cumu-
lative prospective plan, accordingly, will yield premium decreases
in a boom year following upon a period of depression and premium
increases in a dull year following flush times——which is to say that
such a plan will decrease premium income when losses are abnor-
mally high and increase it when losses are abnormally low. A
retrospective plan, on the contrary, will always reflect current
experience, thereby introducing a much needed element of elas-
ticity into premium income”.

Mr. Fellows, under the caption “A Possible Alternative for
Experience Rating”, wrote the following: “As the handling of any
commodity in wholesale quantities will permit of closer buying
and selling, likewise we might advance the theory that some
encouragement could be reasonably offered the large employer to
insure by grading the expense loading of the rate in his case by
the amount of payroll exposure or the total premium represented
in his risk. It must be conceded that it costs no more fo actually
write a policy on a large risk than on a small one, likewise little,
if any more, to keep the necessary office records of the risk (this
would not apply so literally to claim, inspection or auditing
expense). In some states commissions to brokers and agents are
graded according to the size of the premium and it seems con-
sistent that this item of saving in acquisition cost, as well as of
the other detailed office administration expense, might reasonably
be reflected in an individual rating”.

Mr. Michelbacher stated, “Personally, T know of no experience
rating plan which has attempted to apply this method (retrospec-
tive rating) to the rating of compensation risks. The reason for
this is obvious. The general rule is that, to be effective, merit
rates must be available to the agent when he solicits the business.
This is particularly true of rates produced by the application of
a plan which may either increase or decrease manual rates. ... If
the plan provides for credits only, there can be no argument
against the retrospective method. But the fact that the manual
contains average rates, which measure the cost of accidents for
the average risk in the classification, renders it impossible at the
present time to produce a workable plan based entirely upon
credits”.

The foregoing quotations have been selected in order to give a
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genera) idea of previous discussions of this subject. With these
earlier discussions forming a background we will now proceed
with the development of the Retrospective Rating Plan for
Workmen’s Compensation Risks as it is now constituted.

As employers have become more familiar with the details of
workmen’s compensation insurance, particularly as respects the
technique of claim settlement and accident prevention, there has
been an increasing demand on the part of the larger risks for a
reduction in the cost of insurance. Many employers have become
self-insurers simply because they felt the insurance premium was
too high in relation to the sum of incurred losses plus the cost of
claim settlement and accident prevention. In addition to those
employers who have already become self-insurers there are
numerous other potential self-insurers as is evidenced by the
shifting of risks from one carrier to another in the hope of secur-
ing a lower insurance cost. Undoubtedly, the depression period
of 1930-1932 and the more recent business recession have brought
into sharper focus the cost of compensation insurance along with
all other costs.

As a result of this demand for bringing the insurance premium
closer to the actual costs of the policy period, considerable thought
has recently been given to modifying the Experience Rating Plan
to make it more responsive to the trend of risk experience. How-
ever, it was early recognized that no plan of prospective rating
can produce rates which will exactly fit the experience of the
period covered by the policy to which such rates apply. Pros-
pective rating determines rates for a given policy period by using
the average experience of one or more preceding policy years.
Therefore, it is evident that the rates thus produced teflect aver-
age conditions which obtained in the past. It will be merely
coincidence if the experience of the period to which such rates are
to be applied conforms exactly to the average of the past experi-
ence period,

Retrospective rating, on the other hand, utilizes the experience
of the policy period and adjusts the premium for that period to
reflect such experience. In other words, retrospective rating deter-
mines the premium for the risk after the loss experience for the
policy period has been developed.

The principle of retrospective rating is suited to a line of insur-
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ance such as workmen’s compensation where accident frequency
and accident severity may be measured within reasonable limits
of expectancy, taking into consideration the industrial classifica-
tion and the size of the individual risk. It is obvious that retro-
spective rating could be applied only to a limited extent in con-
nection with a line of insurance where accident frequency and
accident severity fluctuate greatly from one risk to another such
as, for example, in the case of fire insurance. The size of the risk
as measured in terms of units of exposure extended at average
rates has an important bearing on this point,

There are various possible methods of applying the retrospec-
tive rating principle to the individual compensation risk. Stated
generally, such variations depend upon the extent to which the
actual incurred losses of the policy period are modified before
inclusion in the rating formula and the manner in which the load-
ing for expenses is applied. The plan which is described and dis-
cussed in this paper is the result of considerable study and experi-
mentation to develop a method which would meet theoretical
requirements and which would be regarded as practical by under-
writers, producers and employers. The fundamental principle
that the premium for the policy period should be proportionate to
the incurred losses for such period was the foundation upon which
the plan was constructed. Secondly, it was recognized that there
should be some restriction placed upon the actual incurred losses
in order to compensate for chance deviations in the risk experience.
The third major consideration was that the provision for expenses
should be incorporated in the plan on an equitable basis.

OuUTLINE OF PLAN

The Retrospective Rating Plan for Workmen’s Compensation
Risks was first approved for use in Massachusetts, effective May
1,1936. At the present time (May 1, 1938) the Plan has become
effective in twenty-five jurisdictions,* and consideration of the
Plan by the supervising authorities is still pending in nine juris-

* Plan effective in Alabama, Connecticut, Florida, Idaho, Illinois, Indiana,
Iowa, Kansas, Kentucky, Maine, Maryland, Massachusetts, Montana, Ne-
braska, New Mexico, New York, North Carolina, Oklahoma, Rhode Island,
(S:O}zth 1Sarolin::t, South Dakota, Tennessee, Vermont, Alaska and District of

olumbia.
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dictions.t The Plan has been disapproved in seven states,—Colo-
rado, Michigan, Minnesota, New Hampshire, Pennsylvania, Utah
and Wisconsin.

The Plan issued by the National Council on Compensation In-
surance applies in all jurisdictions with the exception of Massa-
chusetts and New York—for which separate plans have been pro-
mulgated. As will be explained hereafter, the plans effective in
Massachusetts and New York differ in certain details from the
National Council Plan but the underlying principles and method
of retrospective rating are in general accord with the National
Council Plan. Furthermore, certain states subject to the National
Council Plan require slight variations from the standard pro-
cedure which also will be explained later.

The Plan is relatively simple in principle and its method of
application may be explained to an assured in an understandable
manner. A brief outline of the essentials of the Plan will be
given, followed by a more detailed explanation of the various
elements involved.

1. The risk is initially written at the approved rates applicable
in the jurisdiction in which its operations are located, the
risk premium based upon such rates being referred to as the
standard premium.

2. Subsequent to termination of the policy period, the risk pre-
mium is adjusted, within minimum and maximum limita-
tions, by the retrospective rating formula on the basis of the
earned standard premium and the actual incurred losses of
the risk for the policy period.

3. The retrospective rating formula provides for the determi-
nation of two elements:

(a) The basic premium which is expressed as a percentage
of the standard premium and is designed to cover ex-
penses that are independent of the risk loss experience
and also includes an insurance charge covering the net
cost due to introduction of the minimum and maximum
premium limitations.

(b) The losses incurred by the risk during the policy period
plus the loading for claim expenses and taxes in con-
nection therewith.

The sum of these two elements is the adjusted retrospective

premium subject to the specified minimum and maximum

limitations.

1 Consideration pending in Arizona, California, Georgia, Louisiana, Mis-
souri, New Jersey, Texas, Virginia and Hawaii.
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4. The basic premium, minimum premium and maximum pre-
mium for the risk are determined by reference to a table
of rating values in which the percentages representing such
values vary by size of risk.

5. The Plan is limited in application to risks which are ex-
pected to produce a standard premium of at least $5,000
during the policy period.

6. The application of the Plan is optional with the assured but
must be elected at the inception of the policy period.

7. The Plan is superimposed upon the standard rating pro-
cedure and, regardless of whether the assured elects the
retrospective rating basis of premium adjustment, the risk
will continue to be subject to experience rating and/or
schedule rating.

8. The Plan is applied on an interstate basis and the experi-
ence of the risk for all states subject to the Plan may
be combined in determining the retrospective premium
adjustment.

9. For a risk subject to retrospective rating commissions to
producers are determined by application of the regular rates
of commission to the minimum retrospective premium,.

10. A preliminary determination of the retrospective premium is
made not earlier than six months subsequent to the normal
termination date of the policy period. Further premium ad-
justments are provided for at annual intervals subsequent to
the preliminary determination, the third such premium
adjustment being considered as final, unless exceptional
treatment is indicated, in which case further adjustment may
be permitted.

11. Special rules covering advance premium requirements, pro-
cedure in the event of cancelation, verification of risk data
and risks involving multiple policies with varying expiration
dates are included in the Plan.

DEerFINITION OF RISK

The following definition of the term “Risk” is quoted from the
Retrospective Rating Plan issued by the National Council on
Compensation Insurance.

The term “Risk” as used in this Plan shall mean and in-
clude the entire operations of any one assured which are
covered by a single insurance carrier, subject to the following
conditions:
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(a) Although the Plan is applicable upon an interstate basis,
it shall be optional with the assured, subject to acceptance
by the Insurance Carrier, to elect or reject the Plan for
any individual state, provided all of his operations (cov-
ered by one insurance policy) in such state are entirely
included cr excluded.

(b) For the purpose of this Plan, “Assured” shall mean
(1) A single legal entity.

(2) Two or more legal entities which are eligible for
combination under the Rules of the Experience
Rating Plan of the National Council on Compen-
sation Insurance.

Further amplification of certain points in the above definition
appears desirable. As respects the option which may be exercised
by the assured to elect or reject the Plan for any individual state,
it is to be understood that this applies only to states where the
Plan is in effect on a basis which permits interstate combination
of experience. The parenthetical clause “covered by one insur-
ance policy” is intended to permit a further optional segregation
within an individual state between operations which are to be
subject to retrospective rating and those which are not. If an
assured conducts two distinct enterprises insured under separate
policies by the same carrier he may elect retrospective rating for
one of such enterprises and not for the other. The qualifying
clause “subject to acceptance by the insurance carrier” simply
refers to the customary prerogative of the carrier to decline to
underwrite the risk under any circumstances or any plan. This
clause is not intended to give the carrier the right to refuse the
benefit of the plan to a properly qualified risk which is acceptable
to the carrier on the standard premium basis. In view of the
apparent misunderstanding which seems to have arisen as to the
intent of this clause, it could very well be eliminated from the
above definition without in any way affecting the rights of the
insurance carrier.

TREATMENT OF LOSSES

As respects the treatment of losses, serious consideration was
given to the question as to whether there should be a modification
of the cost of individual claims, particularly as respects fatal
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claims and those involving permanent or long term disabilities.
A possible modification would be to substitute an average claim
value for the actual claim cost, following a procedure similar to
that utilized in the Experience Rating Plan. In the determina-
tion of average rates by the prospective rating method, the use
of average values may be logically explained to an assured, but it
was felt that, under the retrospective rating method, there would
be considerable difficulty in this respect. Presumably, an em-
ployer would not object to the use of an average value in substi-
tution for the actual claim cost if the actual cost exceeded the
average value, but the situation might be quite different if the
reverse condition obtained.

Another method of modifying actual claim cost would be to
impose 2 maximum monetary limit on the amount of each claim
to be included in the rating formula. Under such a procedure it
would be necessary to set up an insurance charge to cover the
average amount of losses eliminated from the rating formula by
virtue of such limitation. This charge would vary in amount,
becoming greater as the individual loss limit was reduced. Further-
more, due to the variations in the schedules of compensation bene-
fits in effect in the various states, it is apparent that the use of
any fixed claim limit would call for varying insurance charges
by state. Conversely, the establishment of a fixed insurance charge
would call for varying claim limitations by state. Moreover, if
the limitation on claim cost were fixed at such a point as to require
a fairly substantial insurance charge, it is evident that the retro-
spective premium might not follow the indications of the actual
risk experience closely enough to permit a satisfactory explana-
tion to the assured in many instances.

Since the retrospective premium calculation is designed to reflect
the actual cost of claims incurred during the policy period it was
decided that there should be as little modification of actual in-
curred losses as possible. Accordingly, losses have been included
in the retrospective rating formula on an aggregate basis, using
the actual incurred cost of individual claims but with the aggre-
gate amount subject to minimum and maximum limitations for
the individual risk. Consequently, the retrospective premium pro-
duced by the rating formula will be subject to minimum and maxi-
mum premium limitations. The loss provision underlying the
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minimum retrospective premium serves as a limit on the extent
to which unusually favorable risk experience will be reflected in
the retrospective premium computation, and the loss provision
underlying the maximum retrospective premium sets up a limit
on the extent to which unfavorable risk experience will influence
the result.

INSURANCE CHARGES

The establishment of such minimum and maximum loss limita-
tions requires an insurance charge to reflect the net cost of losses
which on the average are eliminated from the rating process. It
is evident that the losses eliminated by the maximum loss limi-
tation may be offset in varying degree by the reserve for losses
provided by the minimum loss limitation, the net effect being
dependent upon the points at which the minimum and maximum
limits are established. For example, if the minimum loss limita-
tion is pitched at such a low level that very few, if any, risks may
be expected to produce a loss ratio below such minimum limita-
tion, there would be no accurmulation of reserves to offset the losses
in excess of the maximum limitation, On the other hand, if the
maximum limitation were placed at such a high level that there
would be relatively few excess losses, the reserve produced by
the minimum limitation might more than offset such excess losses.

The computation of the insurance charges has been based upon
statistical data showing the ratio to total losses of losses in excess
of specified loss ratios per risk. The experience of individual
risks was compiled according to premium size groups for several
of the more important compensation states. It was found that for
similar size groups there was a remarkable consistency by state
in the relation to total losses of losses in excess of the specified
loss ratios. The method of computing the insurance charves is
explained in detail in the attached Appendix.

Such insurance charges have been computed as percentages of
the standard premium for the risk. Standard premium is defined
as the premium produced by extending the units of exposure at
the authorized rates established for the risk by the rating organi-
zation having jurisdiction. Such authorized rates are referred to
as the standard rates for the risk and may be either manual rates,
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or manual rates adjusted by schedule or experience rating as pro-
vided for in the standard rating procedure.

There is a definite correlation between the size of the risk, as
measured by the standard premium, and the amount of the insur-
ance charge. As a general rule, it may be stated that, for any
given maximum loss ratio limitation, the proportion of total losses
in excess of such loss ratio will decrease as the size of the risk
increases and, conversely, will increase as the size of the risk
decreases. Also, for any given minimum loss ratio limitation, the
proportion of total losses represented by the reserve for losses,
as measured by the difference between such minimum loss ratio
limitation and the average loss ratio for risks producing loss ratios
below such limit, will decrease as the size of the risk increases
and, conversely, will increase as the size of the risk decreases.

Since the insurance charge takes into consideration the com-
bined effect of the minimum and maximum loss limitations, it is
important that, for any given combination of minimum and maxi-
mum loss limitations, the proportion of losses represented by the
reserve for losses provided by the minimum loss limitation in-
creases or decreases in the same direction as the proportion of
losses eliminated by the maximum loss limitation. For any given
size of risk the insurance charge may be reduced by increasing
the minimum premium, or the maximum premium, or both; and,
conversely, it may be increased by the reverse process. It is pos-
sible to establish minimum and maximum premium limits for
any size of risk and to compute the insurance charge correspond-
ing to such limits, However, it is evident that as the risk becomes
smaller in size it becomes increasingly difficult to hold the insur-
ance charge to a reasonably low amount without increasing the
minimum and maximum premium limitations beyond the point at
which there would be any incentive for the risk to avail itself of
the retrospective rating method of premium determination.

Pran Appries o Risks or $5,000 PrEM1uM AND OVER

As a result of such considerations it was determined that the
plan should apply only to risks producing for the policy period at
least a $5,000 standard premium. The determination as to whether
the risk is of sufficient size to qualify for retrospective rating is
made in advance at the outset of the policy period. Therefore,



302 THE RETROSPECTIVE RATING PLAN

in connection with borderline cases the plan is made available
provided that the standard premium to be developed by the risk
is expected to be at least $5,000 and provided that the total audited
standard premium of the risk, applicable to the latest year of
the experience period, is at least $5,000 or the audited standard
premium applicable to the first nine months of the current rating
period is at least $4,000. However, it is further provided that
if any risk, which does not meet the foregoing eligibility require-
ments, is expected to develop a standard premium of at least
$5,000, a complete statement of facts supporting the request for
approval of application of the Retrospective Rating Plan must
be submitted to the rating organization having jurisdiction.

A risk which is written under the Plan for a given policy period
will not be disqualified for such period if upon audit it produces
an earned standard premium of less than $5,000. In such a case,
the Plan provides that the rating values for a standard premium
of $5,000 shall apply.

RANGE oFr MINIMUM AND MaxiMUM PREMIUMS

Even for a $5,000 standard premium risk it was necessary to
establish comparatively high minimum and maximum retrospec-
tive premiums in order to keep the insurance charge to a reason-
ably low amount. For this size risk the minimum retrospective
premium was established at 75% of the standard premium and
the maximum retrospective premium at 175%. Minimum pre-
miums grade downward from 75% for a $5,000 risk to 50% for
risks producing a standard premium of $75,000 or more. Maxi-

~mum premiums grade downward from 175% for a $5,000 risk to
125% for risks producing a standard premium of $150,000 or
more,

ProvisioN FOR EXPENSES

The procedure followed in providing for expenses takes into
consideration the manner in which such expenses are incurred.
Certain expenses are logically assessed on the basis of the size
of the risk as measured by the application of average rates to the
units of payroll, whereas other expenses are more properly
assessed in proportion to the actual incurred losses developed by
the risk. Under the first classification come such expenses as



THE RETROSPECTIVE RATING PLAN 303

Home Office Administration, Inspection and Payroll Audit,
whereas under the second should be included Claim Adjustment
expense.

Acquisition cost is customarily assessed as a percentage of the
insurance premium. Under the Retrospective Rating Plan the
provision for acquisition cost was determined by applying the
standard acquisition allowance to the minimum retrospective pre-
mium. This was considered justifiable on the grounds that the
minimum premium, in effect, represents the real insurance pre-
mium for the risk. Retrospective premium charges above the
minimum premium, up to the maximum premium, may be re-
garded as the employer’s contribution for losses incurred in excess
of the minimum loss provision. Justification for treating acquisi-
tion cost on this basis is further supported by analogy to the
basis of acquisition allowance in connection with compensation
policies written on an ex-medical basis and policies covering other
lines of insurance written on a deductible loss basis. In each
instance acquisition cost is not loaded on the losses which are
assessed directly against the assured.

The loading for taxes follows the usual procedure of applying
such loading to each element of the final risk premium.

Basic PrREMIUM

As a result of this approach to the problem of expense load-
ing, those expense items which primarily are related to the size of
the risk are included in the so-called basic premium which is ex-
pressed as a percentage of the standard premium. The insurance
charge covering the net cost of losses eliminated on the average
by the minimum and maximum limitations is also included in
the basic premium.

Therefore, the basic premium includes the following items:

(a) Provision for general administration, inspection and pay-

roll audit expenses.

(b) Provision for acquisition cost based upon the minimum

premium,

(c) The insurance charge required by the net effect of the mini-
mum and maximum premium limitations.

(d) A loading on the foregoing items to cover the payment of
taxes.
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As will be explained hereafter, it was necessary to set up uni-
form basic premium charges by size of risk for all states, although
the various expense items included in the basic premium vary by
state. Due to this requirement, there is a residual amount avail-
able in the basic premium in certain states which has been used
for partial claim adjustment expenses. Furthermore, in order to
produce uniform basic premium charges in all states there is also
available a small balance for contingencies in most of the basic
premium charges, particularly those established for risks in the
lower premium brackets. The details underlying the computa-
tion of the basic premium charges are given in the attached
Appendix.

The range of minimum and maximum premiums established
for risks of various sizes requires insurance charges which, in
combination with the expense items, determine basic premium
charges which amount to 30% of standard premium for risks in
the group from $5,000 to $25,000, and grade downward to 22.5%
for risks producing a standard premium of $150,000 or more.

Loss CoNVERSION FACTORS

Provision for claim adjustment expense is included in the loss
conversion factor which applies as a multiplier to the incurred
losses of the risk, and is based upon the provision for this item as
specified in the expense loading underlying standard rates for
the individual state. In certain cases, as previously explained, a
portion of the claim expense has been included in the basic pre-
mium charge, thereby reducing the amount necessary for inclu-
sion in the loss conversion factor. The insurance charge incor-
porated in the basic premium also includes a loading for claim
adjustment expense on the losses covered by such insurance charge.
In every case the combination of the amount included in the loss
conversion factor plus the amount included in the basic premium
is equivalent to the full provision for claim expense specified in
the standard expense loading for the individual state. The loss
conversion factor also includes the loading for taxes in accordance
with the requirements of the individual state,

Insofar as consistent with the determination of other elements
in the rating formula, the loss conversion factors have been com-
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puted so as to take into consideration the practical requirement
that the rating formula shall reproduce the standard premium if
the risk loss ratio is equal to the standard permissible loss ratio
for the state. Since the basic premium charge is at its maximum
value of 30% for risks in the premium group $5,000 to $25,000,
the first approximation of the indicated loss conversion factor
is computed by dividing the remaining 70% by the standard per-
missible loss ratio for the state. For example, if the state per-
missible loss ratio is 62.5%, the indicated loss conversion factor
is .70 divided by .625, which equals 1.12. Since the basic pre-
mium charge grades downward from 30% for risks above $25,000,
it is evident that the loss conversion factor computed in this man-
ner will produce a more favorable result premiumwise for risks
above the $25,000 point. The use of this first approximation of
the loss conversion factor as the final factor is possible in a2 number
of states due to the margin available in the basic premium charges
to absorb a portion of the claim adjustment expense. In certain
other states, however, it has been necessary to increase this first
approximation of the loss conversion factor in order to meet the
necessary expense loading requirements. The details explaining
the calculation of the loss conversion factors are covered in the
attached Appendix.

Due to variations by state in the provision for claim adjustment
expense and tax requirements, as well as in the permissible loss
ratio, the resultant loss conversion factors also vary by state. The
range in these factors is from 1.09, computed for Pennsylvania, to
1.25 for Tennessee, with the factors for the other states falling
between these two values.

TABLES oF RATING VALUES

The basic premium, minimum premium and maximum premium
charges have been set up as percentages of standard premium in
a table of rating values which shows the corresponding charges
for given standard premium amounts. The values which apply in
the majority of states are given in Table 1. This table has been
modified for certain states as will be discussed hereafter. There
are shown in Table 2 the loss conversion factors which apply in
the various states where the plan is now in effect, as well as the
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corresponding factors for the remaining states where the plan has
not yet been approved.

OrTIONAL Basis OF APPLICATION

A distinctive feature of the Retrospective Rating Plan is the
optional basis of application. At the inception of the policy period
the assured is permitted to elect whether the premium for his risk
shall be computed on the prospective basis at rates determined
in advance and which are not subject to further adjustment, or
whether the premium shall be subject to retrospective adjustment
under the Plan. On the prospective basis, the losses incurred dur-
ing the policy period will have no effect upon the premium for such
period, whereas, on the retrospective basis, the losses incurred dur-
ing the policy period are the governing factor in the premium
computation. '

The insurance carrier provides full coverage to the assured under
either method of premium determination. However, the retrospec-
tive rating method determines the ultimate insurance cost on a
basis which is closely analogous to the method followed in con-
nection with forms of coverage where a portion of the losses are
borne directly by the employer, such as in the case of ex-medical
coverage and various forms of deductible and excess coverage.
Such being the case, it is reasonable that the assured shall have
the privilege of determining, at the outset of the policy period,
which method of premium computation shall apply in his case,
similar to the optional basis which applies in connection with such
alternative forms of coverage.

The various elements included in the retrospective rating for-
mula have been determined on a basis which will produce adequate
and equitable premiums on the average and, in addition, will pro-
duce premiums for individual risks which more closely reflect the
actual experience of the policy period. However, as is the case
with any innovation, there will undoubtedly be certain employers
who, for reasons such as unfamiliarity with the workings of the
plan, innate conservatism, or satisfaction with existing insurance
rating procedure, will prefer to elect a continuance of the applica-
tion of prospective rates in computing the insurance premium. It
is felt that it would be premature, at this stage of development,



THE RETROSPECTIVE RATING PLAN 307

to advocate compulsory application of the retrospective rating
principle to every risk of sufficient size to qualify for treatment
under the Plan,

RETENTION OF EXPERIENCE AND SCHEDULE RATING

As pointed out by Mr. Michelbacher in the early discussions of
retrospective rating, it is necessary to have rates available to the
producer when he solicits the business. Such rates quoted at the
outset of the policy period should represent the closest estimate
of the expected cost of the insurance for the ensuing policy period.
Prospective rates determined by the Experience Rating Plan or
by the Schedule Rating Plan in conjunction with the Experience
Rating Plan meet this requirement. Under the retrospective rat-
ing procedure the prospective rates serve to determine the average
premium level for the risk from which the retrospective rating
adjustment will be made.

It is evident that the basic, minimum and maximum retro-
spective premiums must be related to some such premium repre-
senting the average hazard of the risk. The standard premium
could be determined on the basis of manual rates rather than
experience or schedule adjusted rates but, since such adjusted
rates represent a closer approximation to the expected insurance
cost, the use of these is to be preferred. Furthermore, the statistics
used in the determination of the insurance charges have been
based upon loss ratio experience compiled on the basis of adjusted
rates rather than on the basis of manual rates. Another impor-
tant consideration is that the provision for expenses included in
the basic premium is expressed as a percentage of the standard
premium. In view of the optional basis of application of retro-
spective rating, it is logical that the expenses which are related
to the size of the risk should be based upon the same premium
which would apply if the risk were to be written under the pros-
pective rating method.

Furthermore, due to the optional feature, there must be avail-
able at the outset of the policy period the prospective experience
or schedule adjusted rates which will govern in the event the
assured does not elect the retrospective rating method of pre-
mium computation. Therefore, even though retrospective rating
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is elected by the risk for a given policy period, the application of
experience and schedule rating will also continue in effect for the
purpose of determining prospective rates for application to future
policy periods.

During the course of discussions relative to the Retrospective
Rating Plan, question has been raised as to the reasonableness of
superimposing the Plan upon experience adjusted rates. It has
been contended that a risk producing unfavorable experience dur-
ing a given year will not only be penalized for such experience
under the Retrospective Rating Plan, but also, due to the inclu-
cion of this experience in experience rating will again be penalized
for the same losses. However, it is evident that if the risk con-
tinues to be subject to refrospective premium adjustment the
occurrence of unfavorable experience will have but slight effect
upon the retrospective premium for any policy year other than the
one during which the loss was incurred. On the other hand, if the
risk elects to discontinue the application of retrospective rating, it
" is logical that the prospective rates required for the renewal policy
shall be based upon the average indications of the past experience.
The logic of this is supported by analogy to the procedure followed
in determining insurance rates for a risk which has previously
been self-insured. In such a case, even though the previous losses
have been paid in full by the risk, such losses are again taken into
consideration in determining the proper average insurance rates to
be charged for the future coverage. The risk is not paying twice
for the same losses since there are actually two different periods of
coverage involved.

INTERSTATE COMBINATION OF EXPERIENCE

The retrospective premium adjustment is computed on the basis
of the combined experience for the risk as a whole, subject how-
ever to the provision that only such risk experience for a single
policy period covered by the same carrier in states where the
Plan is effective shall be so combined. The initial rates at which
the risk is written in the individual states are established by recog-
nized rating organizations in accordance with the standard rating
procedure. The retrospective premium adjustment, therefore, is
computed on the basis of the standard premium so determined and
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upon the losses incurred under the policy, or policies, to which the
standard premium applies. The premium adjustment, as com-
puted and promulgated by the rating organization having juris-
diction, will be applied as an average modification to the standard
premium for each individual state. Through this process a uni-
form method of premium determination will prevail from the time
the coverage is written to the final computation of the retrospec-
tive premium.

Such interstate combination of experience is another feature in
which the retrospective rating procedure differs from the prospec-
tive rating method. In the case of retrospective rating, the risk
experience covered by a single carrier is used and the retrospective
premium adjustment js purely an accounting process based upon
known facts. This is materially different from interstate rating
under the Experience Rating Plan, where it was often necessary to
combine the experience under policies with varying expiration
dates issued by different carriers and, furthermore, the adjusted
rates for the individual states might produce premiums which
would be inequitable, not only as respects the individual insur-
ance carriers but also for the risk as a whole. The combination
of experience under the Retrospective Rating Plan enables the
insurance carrier to compute the proper premium charge for the
entire operations of the assured on a practical and equitable basis.

The interstate combination of experience in determining the
adjusted premium for the risk is a distinct advantage of the Retro-
spective Rating Plan. This is consistent with customary under-
writing practice since an insurance carrier takes into consideration
the total experience of a risk irrespective of state lines in deter- '
mining whether or not the risk is acceptable. It is recognized that
the argument for interstate rating could be applied with equal
logic as respects the determination of rates on a prospective basis
but the rating difficulties referred to above have made such a pro-
cedure impractical.

The application of the Plan on an interstate basis explains the
necessity for setting up, insofar as possible, uniform rating values
for the various states. For this reason, the basic premium, mini-
mum premium and maximum premium charges, expressed as per-
centages of standard premium, have been established at the same
values for specified amounts of standard premium for all states
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with the exception of a slight variation in the basic premium
charges established for New York which will be discussed here-
after. The establishment of these rating values on a uniform
basis for all states permits application of such values to the
standard premium of the risk, regardless of whether the standard
premium is produced by the operations in a single state or in
several states combined. The loss conversion factors vary by
state but this does not introduce any practical difficulty since the
losses are readily segregated by state and, after application of the
respective state loss conversion factors, may be added together in
producing the retrospective premium for the risk as a whole.

RaTinG PROCEDURE

Expressed as a formula, the retrospective premium is deter-
mined as follows:

Basic Premium 4 Losses X Loss Conversion Factor = Retrospective Pre-
mium, subject to
the Specified Mini-
mum and Maxi-
mum Premiums,

The application of this formula in practice is accomplished in
a relatively simple manner as respects the majority of risks which
may be subject to the Plan. In connection with risks written on
an ex-medical basis, the procedure is somewhat more complicated
but not particularly difficult to understand.

It will be noted that the retrospective rating process does not
determine adjusted rates since the retrospective premium may be
computed directly by modifying the standard premium. It is
apparent, however, that the same result could be obtained by
applying the retrospective rating modification to the prospective
rates initially applied in writing the policy or policies. Rates are
but a means to the end of producing the risk premium and since
the retrospective premium can be computed without the inter-
mediate step of determining rates, this step is omitted. This
comment is made in order to clarify the point that the Plan is
properly designated as a rating plan.

The various steps in the rating procedure are summarized below
in the order in which they are performed:
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Risks Not Written on Ex-medical Basis

e))

(2)

(3)

(4)

(5)
(6)

The standard premium for the risk is determined on the
basis of audited payrolls for the rating period extended at
authorized standard rates.

The basic premium, minimum premium and maximum pre-
mium are determined by reference to the table of rating
values which shows the ratio of each such premium to the
standard premium for the risk.

The losses incurred by the risk during the rating period are
determined. Actual incurred losses are used without limit
and are shown separately for each state.

The incurred losses are converted to a premium level by
application of the appropriate loss conversion factors to
the losses of each state.

The converted losses are added to the basic premium.

The sum thus produced is the retrospective premium sub-
ject to limitation by the minimum and maximum premiums
previously determined.

Risks Written on Ex-medical Basis

(1)

(2)

)

(4)

(5)

The standard premium for the risk is determined on the
basis of ex-medical coverage and also for statutory medical
coverage,

(a) The ex-medical standard premium is determined on the
basis of audited payrolls for the rating period extended
at authorized ex-medical standard rates.

(b) The statutory medical standard premium is determined
by dividing the ex-medical standard premium by the
complement of the ex-medical discount for the govern-
ing classification as determined at the inception of the
policy period.

The basic premium, minimum premium and maximum pre-

mium ratios are determined from the table of rating values

upon the basis of the statutory medical standard premium,.

The basic premium is determined by application of the

basic premium ratio to the statutory medical standard

premium,

The minimum and maximum premiums are determined by

application of the minimum and maximum premium ratios

respectively to the ex-medical standard premium.

The losses incurred under ex-medical coverage during the

rating period are determined. Actual incurred losses are

used without limit and are shown separately for each state.
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(6) The loss conversion factors for the respective states are
adjusted to compensate for any deficiency in the expense
loading resulting from application of the ex-medical dis-
counts. Such adjusted loss conversion factors are obtained
from the rating organization having jurisdiction. (The
method of computation is outlined in detail in the attached
Appendix.)

(7) The incurred losses are converted to a premium level by
application of the adjusted loss conversion factors.

(8) The converted losses are added to the basic premium.

(9) The sum thus produced is the retrospective premium sub-
ject to limitation by the minimum and maximum premiums
previously determined.

It should be understood that application of retrospective rating
on an ex-medical basis is permitted only in states where risks may
legally be written on an ex-medical basis. In the case of a risk
involving operations in several states, the risk may be written on
an ex-medical basis in certain states and on a statutory medical
coverage basis in other states. In such a case the basic, minimum
and maximum premiums are determined on the basis of the com-
bined standard premiums for the risk as a whole, using the appro-
priate standard premium for the ex-medical portion of the risk in
accordance with the procedure outlined above.

An example of the rating procedure is shown in Exhibit A,

SpecraL UNDERWRITING AND ADMINISTRATIVE PROCEDURE

Rating Date

Since the Retrospective Rating Plan is designed for application
to the experience of a risk for the normal twelve months policy
period, it is necessary to provide for the establishment of a com-
mon experience period in the event the risk is covered by more
than one policy with different expiration dates. In order to accom-
plish this it is provided that, if all the operations of the risk which
are to be subject to the Plan are not included under a single policy,
there shall be determined a rating date upon which the applica-
tion of the Plan shall become effective. Such date shall be fixed
by the rating organization having jurisdiction with due considera-
tion to the effective dates of the several policies involved.

The Plan shall operate for the twelve months immediately fol-
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lowing the rating date. All subject policies effective prior to the
rating date shall be canceled as of such date and rewritten for
the twelve month period. All subject policies effective subsequent
to the rating date shall be written to expire concurrently with,
or canceled as of the termination of, the retrospective rating
endorsement,

Advance Premium Regquirements

It was early recognized that the retrospective rating procedure
must protect the interests of the insurance carrier by providing
for the collection of premium in excess of the standard premium
in the evént the risk produces an unfavorable experience during
the policy period. The retrospective premium endorsement speci-
fies that additional premium shall be paid by the assured if the
retrospective premium computation, made subsequent to the
termination of the policy period, indicates the need of such addi-
tional premium. However, as a further safeguard it also pro-
vides for the payment of premium in addition to the standard
premium during the term of the policy period. In the case of risks
of unquestionable financial stability it can be argued that the col-
lection of such additional premium during the policy period
should not be required but, rather than leave this to the judgment
of the carrier in individual cases, it was felt that a uniform pro-
cedure should apply to all risks subject to the Plan.

In setting up such advance premium requirements, however, it
was also recognized that consideration should be given to the pos-
sibility that upon renewal under the Retrospective Rating Plan
of a risk which had previously been subject to the Plan there might
be a substantial amount of premijum in excess of the standard
premium which ultimately would be refunded in whole or in part
to the assured. In such an event it would be difficult to justify
an additional premium surcharge above the standard premium in
connection with the renewal policy.

The advance premium requirements as recently amended for
application in New York clearly indicate the intent of the rules
which apply in other jurisdictions and are as follows:

In addition to each payment of the deposit or audited

standard premium, the assured shall pay to the insurance car-
rier a percentage of such standard premium which shall be
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termed the retrospective premium surcharge. Such surcharge

percentage shall be as follows:

(a) On a risk with a total estimated standard premium of
$25,000 or less, one-half of the difference between the
maximum retrospective premium percentage (as shown
in column (3) of the table of rating values) and 100%.

(b) On a risk with a total estimated standard premium of
more than $25,000 one-quarter of the difference between
the maximum retrospective premium percentage (as
shown in column (3) of the table of rating values) and
100%, unless the application of such percentage to the
total estimated standard premium produces a retrospec-
tive premium surcharge of less than $5,000, in which case
the surcharge percentage shall be that percentage of the
total estimated standard premium which produces $5,000.

Upon the renewal under this Plan by the same insurance
carrier of a policy subject to the Plan, if satisfactory evidence
is provided by the insurance carrier that on the basis of
actual incurred losses the retrospective premium surcharge
received under the expiring policy is more than sufficient to
cover the amount by which the indicated retrospective pre-
mium exceeds the standard premium, the Board may author-
ize the carrier to credit against the retrospective premium
surcharge requirements of the renewal policy an amount not
exceeding the unimpaired portion of the surcharge on the
expiring policy. No such credit may be applied to any por-
tion of the standard premium.

The Board shall have authority to ascertain if appropriate
deposit premiums and surcharges have been billed to and paid
by the assured.

Cancelation

It is also necessary to set up rules of procedure governing can-
celation by the assured in order to prevent a possible adverse
selection against the insurance carrier. For example, if an as-
sured experienced heavy losses in the early part of the policy
period and if the maximum retrospective premium were to be
computed by application of the tabular maximum percentage indi-
cated by the standard premium for such incomplete policy period,
it might be to the advantage of the assured to cancel his policy
and thereby reduce the premium in excess of the standard pre-
mium. Conversely, if the risk produced an unusually favorable
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experience during the early part of the policy period and if the
minimum retrospective premium were to be computed by apply-
ing the tabular minimum percentage indicated by the standard
premium for such incomplete policy period, the assured might con-
sider it to his advantage to cancel his policy and thereby earn the
indicated premium reduction.

In order to preclude such possibilities, the following procedure
has been established to apply in the event of cancelation by the
assured :

1. The basic premium shall be determined by applying the ap-
propriate tabular percentage to the short rate earned stand-
ard premium.

2. The minimum retrospective premium shall be equal to the
short rate earned standard premium.

3. The maximum retrospective premium shall be determined by
applying the appropriate tabular percentage to the standard
premium extended on a pro rata basis for the full twelve
months of the rating period.

4. The retrospective premium for the risk shall then be com-
puted on the basis of these basic, minimum and maximum
premiums.

It will be seen that the effect of this special procedure is to set
up a minimum premium which is the same as the premium which
would have been paid by the assured if the risk had been written
on the standard prospective rating basis. Also, the maximum pre-
mium is based upon the estimated standard premium for the full
twelve month period. Consequently, there is no advantage to the
assured to effect cancelation in mid-term on account of either
favorable or unfavorable loss developments.

For similar reasons, it is necessary to protect the assured against
possible cancelation by the insurance carrier. This has been
accomplished by providing that, in the event of cancelation by
the insurance carrier, the retrospective premium shall be deter-
mined on the basis of the rating values indicated by the earned
pro rata standard premium for the period the policy is in force.

The cancelation procedure has been amplified to cover the situ-
ation where the cancelation, either by the assured or the carrier,
involves only a portion of the risk but the underlying principles
governing the canceled portion of the risk are in accord with the
above outlined procedure.
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Dates of Premium Computation

The retrospective premium is determined subsequent to termi-
nation of the policy period based upon the losses incurred by the
risk during such period. It is necessary to permit sufficient time
to elapse after termination of the policy period in order to pro-
vide for the complete inclusion of all losses and for estimating the
incurred cost of claims which have not been finally settled. Also,
there must be time allowed for complete reporting of audited pay-
rolls and the determination of the standard premium based
thereon. For these reasons, therefore, the first computation of the
retrospective premium is not made until six months after termi-
nation of the twelve month policy period. As provided for in the
published Plan, the determination of the retrospective premium
is based upon losses valued as of a date not earlier than eighteen
months, nor later than twenty months, subsequent to the effective
date of application of the Plan to the risk. Further premium
adjustments are provided for at two twelve month intervals there-
after. The third adjustment is considered to be final unless further
adjustments are approved by the rating organization having juris-
diction. The provision for such further adjustments beyond the
third adjustment is included for the purpose of covering excep-
tional cases where there may be outstanding claims of an indeter-
minate nature.

Reporting and Verification of Risk Data

It is intended that the retrospective premium computation shall
be based upon the same experience which is reported by the car-
rier for standard rate making purposes. Such data submitted
under the Unit Statistical Plan shall be subject to verification by
the rating organization in the state where the operations are lo-
cated provided that, in the case of interstate risks, copies of such
data shall be furnished by the carrier to all organizations caoperat-
ing in the administration of the Plan for the individual risk. In
connection with multiple policy risks involving policies written
for a short term or canceled so as to terminate concurrently with
the retrospective rating period, separate unit statistical data for
such policies shall be furnished the rating organization having
jurisdiction.

Any such data for states where there is no regulation of Work-



THE RETROSPECTIVE RATING PLAN 317

men’s Compensation rates by supervising authorities used in con-
nection with a rating involving a state under the administrative
jurisdiction of the National Council on Compensation Insurance
shall be subject to the review and approval of the National Coun-
cil which may verify by inspection, audit or otherwise the opera-
tions and experience rates of the risk.

Promulgation of Retrospective Premium

After the experience data have been received and verified by
the rating organization having jurisdiction, the retrospective pre-
mium adjustment shall be promulgated to the insurance carrier
by the rating organization having jurisdiction. Such promulgation
shall be made from the first, second and third reportings of data,
the third promulgation to be final unless further adjustments are
approved by such rating organization.

StaTE EXCEPTIONS

In certain states the Plan as outlined in the foregoing pages has
been modified to meet special conditions. A brief resume of the
more important of such exceptions is given below.

Kansas

In order to make the Plan available to risks with standard pre-
mium below $5,000 the eligibility requirements have been amended
to permit application of the Plan to risks with standard premium
of $1,000 or more and the table of rating values has been extended
downward to a standard premium of $1,000. The additional rating
values so included are given in the following tabulation.

Percentages of Standard Premium
Minimum Maximum
Standard Basic Retrospective Retrospective

Premium Premium Premium Premium
(1) (2) 3

$1,000 30.0% 87.0% 195.0%
1,500 30.0 84.5 191.0
2,000 30.0 82.0 187.0
2,500 30.0 80.5 184.0
3,000 30.0 79.0 181.0
3,500 30.0 78.0 179.5
4,000 30.0 7.0 178.0
4,500 30.0 76.0 176.56
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Maine

Due to the fact that compensation premiums for Maine opera-
tions are subject to a 10% discount applicable to such premium
in excess of $2,000, it is necessary to specify that the standard
premium for the risk shall be determined by the application of
the standard rates to the payrolls for the risk before application
of such 109 discount. Furthermore, in view of the graded rates
of commission which apply in Maine, the provision for acquisition
cost included in the basic premium for risks subject to retrospec-
tive rating is the same as that which applies to risks not subject
to retrospective rating.

Maryland

In order to properly provide for the assessment covering the
expenses of the Maryland Industrial Accident Commission, the
$.06 loading included in the standard rates is deducted in deter-
mining the standard premium and, in lieu thereof, a flat charge of
$.051 per $100 of payroll is added to the retrospective premium
based upon such modified standard premium.*.

Massachusetts

The Retrospective Rating Plan approved in Massachusetts pro-
vides for application on a per policy basis rather than upon a risk
basis. This distinction, however, does not cause any difficulty in
applying the Plan since interstate retrospective rating is not per-
mitted under the Plan in effect at present in Massachusetts. Also,
the standard premium subject to retrospective rating is computed
by applying the standard rates to the payrolls of the risk but with-
out applying the 11.4% discount which the Massachusetts manual
specifies shall apply to the policy premium in excess of $5,000
for risks not written on a retrospective rating basis.

New York

Under the New York Compensation Act it is possible for the
cost of ,individual serious claims to reach substantial amounts.
Consequently, it was deemed advisable to place a limitation of
$10,000 on the combined indemnity and medical cost of each indi-

* These loadings are subject to revision from time to time. Effective May
31, 1938, loadings revised to $.05 and $.041 respectively,
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vidual claim before inclusion in the actual incurred losses of the
risk. In connection with risks written on an ex-medical basis, a
corresponding limitation of $8,000 is applied to the indemnity cost
of each individual claim. The introduction of such limits requires
an additional insurance charge in connection with risks in the
higher premium brackets. For risks in the lower groups, the
maximum retrospective premium limitation will in itself elimi-
nate the effect of excess cost of individual claims. The addi-
tional insurance charges are reflected in slightly higher basic
premium ratios for risks above $25,000 standard premium. The
modified basic premium ratios for New York are shown below in
comparison with the standard table values for a number of pre-
mium intervals.

Basic Premium Percentages
of Standard Premium
Standard Premium New York Table Standard Table
(1) 2)
$ 30,000 29.7% 29.5%
35,000 204 29.0
40,000 29.1 28.5
50,000 28.3 27.5
60,000 27.5 26.5
75,000 26.0 2b.0
100,000 25.5 24.0
125,000 24.5 23.0
150,000 24.0 22,6

For a New York risk with operations in other states subject to
retrospective rating and where the standard premium based upon
the combined interstate operations is in excess of $25,000, the
basic premium is determined as follows:

(1) The standard premium based upon the combined interstate
operations is used in entering the respective tables of rat-
ing values for the purpose of determining the basic premium
ratios applicable to New York and to the other states
respectively.

(2) The New York basic premium ratio is applied to the New
York portion of the standard premium and the basic pre-
mium ratio for the other states is applied to the standard
premium of such states.

(3) The two partial basic premiums determined under (2)
above are added together to give the basic premium for the
risk as a whole.
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Special treatment is accorded New York risks involving an
exposure to silicosis and other dust disease hazards for which a
specific occupational disease rate is charged. The standard pre-
mium is determined on the basis of standard rates excluding the
specific New York occupational disease rates. Losses due to sili-
cosis or other dust diseases compensated under Article 4-A of the
New York Compensation Act and arising under classifications for
which a specific occupational disease rate is charged are excluded
from the incurred losses of the risk. The retrospective premium is
computed on the basis of such standard premium and incurred
losses, and the total adjusted premium for the risk is determined
as the sum of the retrospective premium and the specific occupa-
tional disease premium for the rating period.

ACCOUNTING AND STATISTICAL REQUIREMENTS

Payment of Commissions

Under the Retrospective Rating Plan, commissions are paid at
the regular rates of commission applied to the minimum retro-
spective premium. During the policy period the commissions are
based on the estimated minimum premium as indicated by the
advance estimated standard premium. At termination of the
policy period the actual minimum premium based upon the audited
standard premium is computed and commissions adjusted accord-
ingly. In the case of a policy written on an interim audit basis
the minimum premium percentage of standard premium as esti-
mated at the beginning of the policy period is applied to the
deposit standard premium and to each interim audit of standard
premium and the commission is paid on the indicated minimum
premium portions of such standard premiums. When the final
periodic audit is made, the adjustment of the minimum premium
for the entire policy period is taken into consideration and the
commission is paid on the basis of such adjusted minimum
premium.

For example, let us assume that at the inception of the policy
period the estimated standard premium is $25,000, which would
indicate a minimum premium percentage of 60%. If the policy
were written on an annual basis the commission would be paid



THE RETROSPECTIVE RATING PLAN 321

on the basis of the indicated minimum premium of $15,000. At
final audit the risk is found to produce an earned standard pre-
mium of $30,000, for which the minimum premium is 59%, or
$17,700. The producer in such a case is entitled to additional
commission on the additional $2,700 of minimum premium.

If the policy in this example had been written on a monthly
audit basis, commissions would have been paid on 60% of the
deposit standard premium and on 60% of each interim audit
standard premium, up to but not including the final interim audit.
Let us assume that the sum of the deposit standard premium and
the interim audit standard premiums, prior to the final interim
audit, produced a standard premium of $29,000. Commissions
would have been paid on 60% of this amount, or on $17,400.
When the final interim audit is made the earned standard pre-
mium for the complete policy period is indicated to be $30,000,
for which the minimum premium percentage is 59%, thereby indi-
cating that commission should be paid on $17,700. In this case
the producer is entitled to additional commission on the $300
indicated as the difference between the adjusted minimum pre-
mium for the risk and the estimated minimum premium on which
commission had already been paid.

It will be noted that final computation and adjustment of the
amount of commissions may be accomplished as soon as the
audited standard premium for the risk has been determined with-
out waiting for the computation of the adjusted retrospective
premium.

Compilation of Experience on Standard Premium Basis

Internal company experience records and experience reported to
rate making organizations should be compiled on a basis which
will eliminate or at least segregate the effect of retrospective pre-
mium charges or credits. Accordingly, it is desirable in setting
up Home Office statistical procedure to provide for the segrega-
tion of such charges and credits in order that the premiums may
be corrected to a standard premium basis. This may be readily
accomplished by designating such premium items under a special
code.

In the reporting of unit statistical data and Schedule Z experi-
ence to the National Council on Compensation Insurance and to
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independent rating organizations, it is provided that the risk pre-
mium shall be shown on a standard premium basis. For each
state involved in the retrospective rating of a risk, the carrier is
required to file with the National Council or the rating organiza-
tion having jurisdiction a unit statistical report showing the risk
experience. Experience for risks written under the Retrospective
Rating Plan shall be included in the Schedule Z experience in
states where Schedule Z is still required regardless of the fact
that a unit plan report is also required for these risks. In report-
ing such experience in Schedule Z, differences between the stand-
ard premium and the retrospective premium shall be reported
under Classification Code No. 0045 with the proper designation
as to whether such differences represent charges or credits.

In addition to the individual unit statistical reports, the car-
rier is also required to file with the National Council a summary
for each risk written under the Retrospective Rating Plan, show-
ing the states involved in the agreement, the serial card number
of the unit report for each state involved, the total losses incurred
for each state and the development of the retrospective premium,
A special report form has been designed for this purpose and also
provides for assignment of the retrospective premium to the indi-
vidual states in proportion to the standard premium developed.

In reporting loss ratio data by state to the National Council
it is required to show the entire premium for the state, including
the premium for risks subject to retrospective rating, on two bases.
One total includes the premium for risks subject to retrospective
rating on a standard premium basis excluding any retrospective
premium adjustments or surcharges. The second total includes
the actual earned premium as produced by the application of the
Retrospective Rating Plan to those risks which are so rated.
Premiums for risks which are not subject to retrospective rating
shall be included on the actual earned premium basis in both
totals.*

The purpose of requiring the reporting of experience on a stand-
ard premium basis is to permit the determination of compensa-
tion manual rates in accordance with the established rate making

* As respects Maine and Massachusetts risks subject to premium discounts,
premiums are included on standard basis (without discount) in first tabulation
and on discounted basis in second.
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procedure. By utilizing the standard premium basis of compila-
tion in company offices there is eliminated from internal company
records the distortion in loss ratio results which might obtain if
the premiums were compiled without eliminating the effect of
retrospective premium adjustments or surcharges.

Modification of Unearned Premium Reserves

As previously explained herein, the Plan requires an advance
premium surcharge in addition to the standard premium during
the policy period. Since in many cases this surcharge premium
will be returned in whole or in part to the assured and, further-
more, in many cases there will be additional premium refunds
representing retrospective rating credits, it appears desirable to
modify the procedure followed in computing the unearned pre-
mium reserve for risks subject to retrospective rating. Although
it is possible that all premium in excess of the minimum premium
would be returned in every case, this is not very probable. It
seems that a reasonable modification would be to provide that,
in addition to the unearned premium reserve determined in the
usual manner, there should be added to such reserve an amount
equal to the sum of the earned portion, on the same basis, of the
advance premium surcharges on risks retrospectively rated. It
is evident that, since the customary unearned premium computa-
tion would apply to the total premium including such advance
premium surcharges, the effect of this procedure is to consider the
entire amount represented by such advance premium surcharges
as unearned premium. This modification should be continued in
effect up to the date on which the preliminary retrospective rating
premium adjustment is made, since at such time the advance pre-
mium surcharge will either be eliminated entirely or such portion
as is retained will represent an actual earned premium,

MobiricatioN oF DivipeND Basis oF PARTICIPATING CARRIERS

In certain states the premium basis on which dividends are paid
by mutual companies has been modified to reflect the fact that the
adjusted retrospective premium does not permit the same margin
for dividends as contained in the risk premium developed by the
standard rating procedure.
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In Massachusetts the retrospective rating premium applicable
to policies written by mutual companies is modified by the addi-
tion thereto of 10% of the amount by which the retrospective
premium exceeds $5,000. For example, if the application of the
Plan produced an adjusted retrospective premium of $25,000, this
would be modified by the addition thereto of $2,000, producing a
gross retrospective premium of $27,000. Dividends would then be
payable on the basis of such adjusted gross retrospective premium.

In New York the modification applicable to risks written on a
retrospective rating basis by mutual companies provides that the
amounts of premium which shall determine rights and obligations
with respect to contingent liability and dividends shall be com-
puted as follows: From the total retrospective premium shall be
deducted the difference between said total retrospective premium
and the minimum retrospective premium less the amount included
in such difference derived from the loss conversion factors. Ex-
pressed in other words, the premium upon which dividends are
payable is equal to the sum of the minimum retrospective pre-
mium and the expense loading on losses underlying the retrospec-
tive premium in excess of such minimum premium. The effect of
this modification is that the dividend rate expressed as a per-
centage of the total retrospective premium decreases as the retro-
spective premium increases above the minimum. On the basis
of a dividend rate of 20%, it will be found that starting with a
dividend of 20% payable if the risk earns the minimum retro-
spective premium the dividend rate decreases to approximately
10% if the risk earns the maximum retrospective premium.

There may be other states where similar modification in the
dividend basis of mutual companies has been made effective but
official recognition of such modification is not included in the
published rules of the Retrospective Rating Plan applicable in
such other states.

In this connection it is interesting to note the modifications
which have been made by the New York State Fund in the rating
values of the Plan applicable to New York. Such modifications
have been made in recognition of the lower expenses under which
the State Fund operates with particular reference to the fact that
the State Fund does not pay commissions to agents or brokers.
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The rating values have been modified as follows:

(1) The basic premiums have been reduced by 50% thereby pro-
ducing a range of basic premiums which grade downward
from 15% for a $5,000 risk to 12% for a $150,000 risk.

(2) The loss conversion factor has been reduced from 1.18
to 1.14.

(3) The minimum and maximum premiums have been reduced
in varying amounts with the result that the minimum pre-
miums grade downward from 59% for a $5,000 risk to 37%
for a $150,000 risk and the maximum premiums grade down-
Walid from 156% for a $5,000 risk to 110% for a $150,000
risk.

LEGAL ASPECTS

It probably can be stated without much danger of contradic-
tion that no proposal relative to the rating of compensation risks
has aroused more controversy as to its legal implications than has
the Retrospective Rating Plan. For various reasons, depending
upon the specific provisions in the respective state compensation
laws, it has been contended that the Plan is discriminatory and in
violation of the legal rating requirements. The term “discrimi-
nation” is used in the sense of unfair discrimination and implies
that one class of risks, namely, those subject to the Plan are
receiving benefits denied to other risks which are not subject to
the Plan. At one time or another practically every element in
the Plan has been attacked as being of a discriminatory nature.
The Plan has been criticised in this respect because it applies only
to large risks, because its application is on an optional basis,
because of the inclusion of losses on an actual basis subject to a
maximum aggregate limitation, because of the method of providing
for expenses, particularly acquisition expense, and because of its
application on an interstate basis. Furthermore, it has been claimed
that application of the Plan will tend to nullify the effectiveness of
supervision by authorized rating organizations. Finally, as a gen-
eral condemnation, it has been claimed that the Plan is contrary to
public policy. The various objections to the Plan have been ably
expressed in briefs filed by its opponents in practically every state
where approval by supervisory authorities was a necessary pre-
requisite to application of the Plan in such state Arguments in
support of the Plan and in answer to such objections have like-
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wise been filed in the various states. Without attempting to
review the arguments pro and con, in detail, which would enlarge
the scope of this paper to a very considerable degree, it seems
sufficient to remark that there seems to be a lack of unanimity
among state supervisory authorities as to the seriousness of the
objections to the Plan. As measured by the results to date, how-
ever, the weight of opinion appears to be in favor of approving
the Plan.

The following quotation from the decision rendered by Super-
intendent Pink of New York in approving the principles under-
lying the Plan, in the opinion of the writer, may be taken as indica-
tive of the attitude of supervisory authorities in other states which
have approved the Plan:

“When new insurance principles are proposed for the pur-
pose of meeting the requirements of the insuring public the
New York Insurance Department believes that they should
receive the sanction of supervisory officials if they are not
clearly against public policy and the law. New ideas should
not be considered from a narrow, technical viewpoint but
should be encouraged by a broad-gauged outlook on the part
of public officials whose duty is to pass upon them.”

This appears to be a reasonable approach to the question as to
whether the Plan conforms to the legal requirements in the indi-
vidual state. As time passes the actual use of the Plan in prac-
tice will clearly demonstrate whether in effect it unfairly discrimi-
nates between risks. In view of the purpose for which the Plan
has been designed, namely, to meet more adequately the require-
ments of large compensation risks in an equitable and reasonable
manner, it would seem desirable that the Plan be given a fair trial
over a sufficient period to demonstrate the validity of the claims
made by its proponents. If after such a period it is found that the
Plan is objectionable, the supervisory authorities can either order
its withdrawal or such modification as will remove the demon-
strated objectionable features.

INFLUENCE oF PLAN 1N REDUCTION OF LosSES

The Retrospective Rating Plan focuses the attention of the
employer upon the cost of compensation accidents. By so doing,
the Plan should have a wholesome effect in promoting increased
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interest on the part of the employer in accident prevention and
safety measures. The result should be an improvement in the loss
experience of the risk which will not only reduce the cost of insur-
ance but also be of direct benefit to the employees of the assured.
Such problems as accident control and malingering must be met
and solved if the employer is to derive the maximum benefit from
this method of premium determination.

The insurance carrier likewise has an increased responsibility
to the assured in connection with any risk written on this basis.
In addition to promoting accident prevention, the insurance car-
rier must continue to settle all legitimate claims equitably in
compliance with the provisions of the Compensation Act appli-
cable thereto. Certainly, no insurance carrier worthy of the name
will resort to sharp practices in claim settlement, ot condone such
expedients as discrimination by the employer against employees
with dependents, for the purpose of reducing actual or potential
claims. In other words, losses must be reduced through legitimate
means of improving accident prevention and safety measures
‘rather than by discriminating against certain employees or by
sharp practices in claim settlement. If the insurance carrier fails
in its responsibility to the employer and his employees, the
Retrospective Rating Plan will soon fall into disrepute.

The Plan provides 2 means of measuring the effectiveness of
accident prevention and control of claim costs during the policy
period. Although the Plan has been in effect for a relatively short
period, the experience of one large insurance carrier in connection
with risks written on the retrospective basis has demonstrated the
effectiveness of the Plan in this respect. Risks which previously
had produced an unfavorable loss experience have been converted
to a favorable loss ratic basis and risks with a favorable past
experience record have shown a further improvement. In this
connection the comments of Commissioner Mortensen of Wis-
consin in an address delivered at the annual meeting of the
National Association of Insurance Commissioners, June 22, 1937,
are pertinent:

“It is a commendable objective for the promoters of the
Retrospective Rating Plan to inaugurate and introduce into
the present rate-making structure an element which will tend

to create an incentive for improvement in working conditions
and curtail accidents among industrial workers. If it can
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successfully be demonstrated that the Plan will save lives and

prevent injuries, many of the objections raised against it will

pale into insignificance. Any project should be fostered which

will produce such benefits to workmen and society in general.”
It is confidently believed that, as time elapses and more experi-
ence becomes available, the Plan will adequately demonstrate its
value as a positive factor in reducing the frequency and cost of
occupational accidents.

INSURANCE AGAINST SURCHARGES UNDER THE RETROSPECTIVE
RATING PLAN

A concomitant development in connection with the introduction
of the Retrospective Rating Plan is the practice of certain risks
to procure insurance against the possibility of the retrospective
rating procedure developing a surcharge in excess of the standard
premium. This insurance is usually provided for by means of a
premium reimbursement contract whereby the policyholder is
reimbursed to the extent of the premium actually developed in
excess of the standard premium. In certain cases the contract
provides for reimbursement if the retrospective premium exceeds
the standard premium less the insurance charge for such reim-
bursement coverage. At the present time most of such reimburse-
ment contracts are written through Lloyds Underwriters although
in recent months at least one domestic excess insurer has indi-
cated its willingness to write such coverage.

In effect, insurance against surcharges is equivalent to a modifi-
cation of the basic, minimum and maximum retrospective pre-
miums applicable to the individual risk. For risks falling between
the minimum and standard premiums, the total cost to the assured
will be the retrospective premium plus the amount charged for
such insurance against surcharges. The maximum cost to the
assured will be either the standard premium plus the charge for
such insurance, or the standard premium itself, depending on the
scope of such reimbursement coverage. Such reduction in the
effective range of the retrospective premium may have a tendency
to restrict the effectiveness of retrospective rating as an incentive
to accident prevention, However, due largely to the low premium
charges for such surcharge premium reimbursement coverage, the
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advantage to the assured in eliminating the possibility of a sub-
stantial surcharge premium while at the same time increasing
the basic and minimum premiums by a relatively small amount
appears to outweigh other considerations.

It is evident that the proper insurance charges for eliminating
the retrospective surcharge premium, either in whole or in part,
should be based upon the statistical data underlying the insurance
charges incorporated in the Retrospective Rating Plan as previ-
ously explained. By following such a procedure, the premium
charges for such elimination or modification of the retrospective
premium surcharge will, in all probability, be higher than those
which have been quoted up to the present time. The New York
Compensation Insurance Rating Board has recently directed its
attention to the development of rates for such coverage proceeding
on the basis that this coverage would be afforded by means of an
endorsement supplementing the retrospective rating endorsement
applicable to the individual risk, The rates as developed by the
New York Rating Board are based upon the statistical data under-
lying the net insurance charges in the New York Retrospective
Rating Plan plus a loading for acquisition, claim expense and
taxes only. The rates so developed provide for full coverage
against retrospective premium surcharges in excess of the standard
premium. It is interesting to note that even on the basis of the
low expense loading included in such rates these rates are at least
100% higher than the rates at which this type of coverage has
been offered up to the present time. This disparity in rates may
be explained as being due, either to a lack of knowledge as to the
underlying statistical data on the part of those who have previ-
ously offered this coverage, or to their belief that the risks to
whom such coverage may be afforded will produce results more
favorable than the average.

If experience in the underwriting of risks on a retrospective
rating basis indicates that there is a substantial demand for this
type of coverage, it would seem desirable to establish a series of
modifications of the rating values in the Plan itself. This could
be accomplished by reducing the maximum premium limitations
accompanied by appropriate increases either in the basic pre-
miums, or in the minimum premiums, or in both such elements,
It is felt, however, that until the Plan has been in actual operation
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for a somewhat longer period it would be desirable to avoid intro-
ducing further modifications.

SupPPLEMENTARY RAaTING PLAN

As previously stated in this paper, there are various possible
methods of applying the retrospective rating principle to the
individual compensation risk, the variations being dependent
upon the extent to which the actual incurred losses of the policy
period are modified before inclusion in the rating formula and
the manner in which the loading for expenses is applied. As an
example of such a variation, the Supplementary Rating Plan
proposed by the mutual companies may be cited.

This particular method has been suggested by the mutual com-
panies as a means of eliminating certain features which they
claim are objectionable in connection with the Retrospective
Rating Plan described herein. A brief outline of the essential
features of the Supplementary Rating Plan is as follows:

1. The reflection of loss experience of the risk is restricted to
a portion of the losses only,—this portion being the so-called
“normal” losses for the risk. The determination of such
“normal” losses follows the definition incorporated in the
Experience Rating Plan and includes losses up to a maxi-
mum limit per claim equal to fifty (50) weeks indemnity at
the maximum rate of compensation payable in the indi-
vidual state plus a limit of $100 medical. In the case of
New York, the only state in which the Supplementary Rat-
"ing Plan has actually been filed for approval, a further alter-
native is provided which permits, in connection with risks
which develop a standard premium of $25,000 or more, the
inclusion of actual losses up to a limit of $5,000 combined
indemnity and medical on a single claim. Catastrophe losses
arising out of an accident in which two or more employees
are injured are to be included at not more than twice the
maximum ratable loss limit per claim.

2. As in the case of the Retrospective Rating Plan, the Sup-
plementary Rating Plan is superimposed upon the Experi-
ence Rating Plan, provides for determination of the standard
premium by the application of standard rates to the audited
payrolls of the risk, applies to risks producing standard pre-
mium of at least $5,000, and contemplates the adjustment
of risk premium at six months and eighteen months subse-
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quent to the normal termination of the policy period with
the period for adjustment subject to further extension by
agreement between the assured and the insurance carrier
subject to approval of the supervisory rating organization.
The plan is rather indefinite as to whether it is applicable
on an interstate basis but, according to the procedure out-
lined for the determination of the final premium under the
plan filed in New York it would appear that interstate
rating is contemplated.

. There are no specified minimum premium limits by size of
risk but the maximum premium is fixed at 125% of the
standard premium for all risks.

. A portion of the standard premium, referred to as the “par-
tial premium”, is set aside to provide for the average losses
in excess of the ratable loss limit per accident, plus a charge
for limiting the final premium to the specified maximum of
125% of the standard premium, and plus a portion of the
total expense loading contained in the standard premium.

(a) The portion set aside to provide for losses in excess
of the ratable losses, together with the approved expense
loading on that portion of the premium, is equal to the
ratio of excess adjusted losses to total adjusted losses
for the risk. This excess ratio is determined by refer-
ence to the experience rating calculation underlying the
experience adjusted rates for the risk. In the case of
risks where the ratable losses are determined on the
basis of the $5,000 limit per claim the risk excess ratio
is adjusted to reflect the application of such limit rather
than the “normal” loss limit per claim.

(b) The charge for limitation of the premium to the speci-
fied maximum is based upon the standard premium and
contains the standard expense loading percentage. In
the case of New York, this charge is 2% of standard
premium for risks where the ratable losses are the
“normal” losses and 2.5% for risks where the ratable
losses are subject to the $5,000 limit per claim.

(c) The balance of the partial premium is equal to 20% of
that portion of the standard premium necessary to pro-
vide for the expected ratable losses. The portion ‘of
the expenses represented by this 20% includes the ap-
proved loadings for home office administration, inspec-
tion and payroll audit and part of the claim adjustment
expense, as respects ratable losses, all such items being
loaded for acquisition and taxes, Due to the fact that
the provision for these expense items varies by state,
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the breakdown of this 205 fixed expense item likewise
will vary for each state. For example, in the case of
Connecticut, the distribution would be as follows:
administration, inspection and audit,—9.2%; claim
adjustment,—6.8% ; acquisition and taxes,—4.0%;
whereas, in the case of New York, the distribution is:
administration, inspection and audit,~11.3%; claim
adjustment,—5.0% ; acquisition and taxes,—3.7%.

The partial premium for the risk is determined by apply-
ing, to the standard premium, the partial premium ratio
obtained from a table of such ratios based upon the risk
excess ratio and the maximum ratable loss. In the event
there are no losses, the partial premium becomes the mini-
mum premium for the risk.

5. The ratable losses of the risk are converted to a premium
basis by means of a loss conversion factor (for each state)
which applies the balance of the expense loading not included
in the fixed partial premium. The loss conversion factor
varies by state due to differences in acquisition and tax re-
quirements and in the proportion of the claim expense load-
ing which has been included in the fixed partial premium,
For example, in the case of Connecticut, the factor would be
1.28 whereas for New York it is 1.338.

6. The actual losses of the risk, within the ratable limit for
each case, are determined and converted to a premium basis
by the loss conversion factors.

7. The sum of such converted losses and the partial premium is
the adjusted premium for the risk subject to the maximum
premium of 125% of standard premium,

An advantage to the assured under the Supplementary Rating
Plan is that individual serious claims will be limited by the ratable
loss limit in the determination of the adjusted risk premium.
However, it is evident that the lower the point at which this limit
per claim is established the greater will be the fixed charge for
such limitation. Furthermore, it is evident that if the fixed
portion of the premium, which is not subject to adjustment regard-
less of the loss experience of the risk, is of substantial amount, the
effective range of premium modifications under retrospective rat-
ing will be materially reduced. This factor has been recognized
by permitting the use of a $5,000 limit per claim in connection
with risks which produce a standard premium of $25,000 or more.
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As previously explained, the Retrospective Rating Plan estab-
lishes a limitation on losses in the aggregate by means of the
specified maximum premiums. In New York, where the possi-
bility of a high cost claim is greater than in other states, the
Retrospective Rating Plan establishes a further limit of $10,000
per claim. This method of loss limitation permits a greater degree
of responsiveness to the actual experience of the individual risk
than is permitted under the Supplementary Rating Plan, It is
quite possible for a risk developing a favorable loss ratio experi-
ence in the aggregate to produce a penalty charge under the
Supplementary Rating Plan and, conversely, a risk with an over-
all unfavorable loss ratio may produce a premium credit. Although
such results may be explained theoretically to the assured, it is
felt that from a practical standpoint any retrospective rating pro-
cedure should reflect as closely as possible the actual over-all
experience of the risk. Furthermore, it is evident that the expense
loading included under the Supplementary Rating Plan is greater
than that under the Retrospective Rating Plan since the provision
for acquisition cost is included on the basis of the total adjusted
premium, whereas under the Retrospective Rating Plan the
acquisition cost is based upon the minimum retrospective premium
only. In recognition of this, the stock companies have filed with
the New York Insurance Department an amendment to the Sup-
plementary Rating Plan to provide for acquisition cost on the
same basis as under the Retrospective Rating Plan.

RESULTS UNDER THE RETROSPECTIVE RATING PrLAN

Premature as it obviously is to analyze the results of actual
application of the Retrospective Rating Plan, certain preliminary
observations may prove of interest. The Plan has not been in
effect long enough to permit the development of an adequate
representative volume of experience on risks with completed
policy periods. However, the experience to date of one large
insurance carrier indicates that the results obtained under the
Plan appear to be equitable and reasonable.

The following tabulation shows the results for every risk written
by this carrier under the Plan and for which the policy period
has been completed.
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Risk Retrospec- Premium Credit ( — )
Num- { Standard Incurred Loss tive or Charge ( 4+ )
ber Premium Losses Ratio Premium
Amount Percent
11§ 1,510% 8% 806 | 53.4%|$ 1,355 |$— 155 —10.3% |
2 3,914* 47 1.2 2,936 | — 978 | —25.0
3 4,863 2,030 | 41.7 3,733 — 1,130 | —23.2
4 5,349 1,652 | 30.9 4,012 — 1,337 | —25.0
5 5,567* 1,280 | 23.0 4,147 ~— 1,420 —25.5
6 6,182 1,415 | 22.9 4,574 — 1,608 —26.0
7 7,793 560 7.2 5,650 — 2,143 | —27.5
8 7,840 1,923 | 24.5 5,684 — 2,156 | —27.5
9 8,050 4,360 | 54.2 7,298 — 752 | — 9.3
10 8,082 3,178 | 39.3 6,079 — 2,003| —24.38
11 8,386 979 | 11.7 6,038 — 2,348 —28.0
12 12,415 2,931 | 23.6 8,443 — 3972 | —32.0
13 13,912 7,363 | 52.9 12,641 - 1,271 { — 9.1
14 14,689 10,944 | 74.5 16,992 + 2,303 | +15.7
15 17,667 5,613 | 32.0 11,725 — 5,842 —33.3
16 20,668 10,038 | 48.6 17,443 ~— 3,226 —15.6
17 | 40,303 | 16,884 | 41.9 30,903 | — 9,400 | —233 |
18 55,082 24,226 | 44.0 42,732 — 12,350 | —22.4
19 66,232 23,197 | 35.0 43,201 — 23,031 | —34.8 l
20 71,323 32,539 | 46.6 55,607 — 15,716 | —22.0 |
21 81,660 23,496 | 28.8 46,579 — 35,081 | —43.0
22 91,996 33,389 | 36.3 60,844 — 31,152) —33.9 t
Total | $563,383 | $208,850 | 37.7%| $398,616 |$—154,767 | —28.0% |

*Canceled risks.

It will be observed that of the twenty-two completed risks writ-
ten on this basis, involving a total standard premium in excess of
half a million dollars, there was but one debit rated risk, the
standard premium for which was less than $15,000. Total pre-
mium credits amounted to $157,070 as compared with the single
additional premium charge of $2,303. This group represented a
fair cross-section of the larger risks, the premium distribution by
industrial groups being as follows: Manufacturing—>56.5%, Con-
tracting—18.9% and All Other—24.6%.

It is interesting to note that for this group of risks the total
of the individual minimum retrospective premiums amounted to
$311,273 which is 56.2% of the total standard premium for the
group. Applying the standard acquisition allowance of 17.5% to
this average minimum premium ratio indicates that the average
acquisition allowance in terms of standard premium amounted to
9.84%. 1If this were the only factor which had been taken into
consideration the average premium reduction for the group would
have amounted to approximately 7.9%. In other words, this
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experience indicates that less than one-third of the total premium
reduction of 28% was accounted for by the fact that the acquisi-
tion allowance under the Retrospective Rating Plan is determined
on the basis of the minimum retrospective premium.

This particular group of risks includes only those risks which
were written during the first few months in which the Plan became
operative in certain states. The total volume of compensation
business written at the present time by this carrier under the Plan
has increased considerably in recent months as the Plan has
become available in additional states. It is estimated that, as
respects the business of this carrier, approximately 50% of the
premium volume for risks of sufficient size to qualify under the
Plan in the states where the Plan is now in effect has been written
on the retrospective basis,

As previously stated, the Retrospective Rating Plan is now in
effect in twenty-five jurisdictions. The total compensation written
premiums of all carriers for these jurisdictions amounted to 53.8%
of the countrywide written premiums for calendar year 1936
{excluding monopolistic state funds). It is estimated that approx-
imately 30% of the premium volume in these jurisdictions repre-
sents the proportion for risks producing an annual standard
premium of $5,000 or more. Consequently, it is estimated that
the Plan at the present time may be applied to risks representing
approximately 16% of the total countrywide compensation pre-
mium volume of all carriers.

A further observation, based upon the experience of the insur-
ance carrier referred to above, indicates that approximately 75%
of the number and premium volume of risks with an annual
standard premium of $5,000 or more will produce premium credits
under the Retrospective Rating Plan. This observation is based
upon the actual past experience records of risks in this group
without taking into consideration possible further improvement
in the loss ratio experience resulting from increased interest in
accident prevention and control under the Retrospective Rating
Plan. Furthermore, this estimate was based upon risk loss ratios
which had been adjusted to the basis of a permissible loss ratio
of 60% for the business as a whole.

The number of risks which have availed themselves of this new
method of premium adjustment is increasing. It is interesting
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to note that risks which previously have been self-insured are
included among this number., The optional basis of application
has removed any pressure upon employers to become subject to
the Plan but, undoubtedly, there will be many who will make
such election when there become available the actual results
produced for risks which have already been written on this basis.

Furure MoDIFICATIONS OF THE PrLan

As additional experience is developed under the actual appli-
cation of the Plan, modifications in the retrospective rating pro-
cedure will undoubtedly be indicated. Without attempting to
predict the extent of such modifications, it might be in order to
comment briefly upon certain items which, in the opinion of the
writer, should be given consideration.

The Plan has been criticised to some extent on the ground that
the minimum and maximum premiums are too high, particularly
for risks in the lower premium brackets. This criticism should be
analyzed on the basis of more recent experience compiled for all
risks with premium of $5,000 or more, and with due consideration
of the results produced under the Plan. If the range of minimum
and maximum premiums can be reduced on a sound actuarial
basis, this should be done.

In this connection, consideration should also be given to the
possibility of establishing a variation in the range of minimum
and maximum premiums according to the type of risk. Such vari-
ations should be based upon statistical data compiled on the basis
of broad industrial groups, such as Manufacturing, Contracting
and All Other.

In order to meet the demand for coverage against retrospective
premium surcharges, it would appear desirable to investigate the
possibility of setting up a series of charges to cover specified
modifications in the maximum premium. Such charges could be
added to the basic premium only without modifying the minimum
premium.

Since, under the Retrospective Rating Plan, the attention of
the assured is focused not only on the cost of accidents but also
on the underlying expense provisions in the retrospective premium,
it is felt that a careful study should be made to determine whether
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certain expense items, such as home office administration, inspec-
tion and payroll audit, should be modified to reflect more closely
the actual expense involved in connection with risks in the higher
premium groups. This modification in the expense element has
been recognized in Maine and Massachusetts and should be care-
fully investigated to determine the propriety of its application in
other states. \

The Retrospective Rating Plan constitutes a direct approach to
the problem of meeting the requirements of the larger compensa-
tion risks. Whether it will fulfill the purpose for which it was
designed will be determined by the results produced by its appli-
cation in actual practice over a reasonable period. All construc-
tive criticisms of the Plan should receive prompt and thorough
consideration by the supervisory authorities in the various states,
by rate making organizations and by company representatives,
including producers, underwriters and actuaries. Objectionable
features should be eliminated and such improvements as are indi-
cated should be made.

The ultimate objective should be to produce as perfect a retro-
spective rating plan as possible, whereby the compensation pre-
mium for risks which qualify thereunder will be determined on a
reasonable and equitable basis, both from the standpoint of the
assured and the insurance carrier, and which also will create an
additional and effective stimulus for accident prevention and
control.
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TABLE 1
RATING VALUES*
Percentages of Standard Percentages of Standard
Premium Premium
(1) (2} (3) (83 (2) (3)

Mini-~ Maxi- Mini- Maxi-

4 mum mum mum _mum
Standar Retro- Retro- Standard Retro- Retro-
P"g::m Basie |spective | spective | Premium Basic | spective | spective

( Pre- Pre- Pre- (See Pre- Pre- _ Pre-
Footnote) | mijum | mium mium | Footnote) | mium | mium mium

$ 5,000 | 30.0% | 75.0% | 175.0%{$ 32,500 | 20.3% | 58.5% | 138.5%
5,600 |30.0 74.5 174.0 35,000 {29.0 58.0 138.0
6,000 130.0 }74.0 173.0 37,500 [28.8 |57.5 137.5
6,600 130.0 73.6 172.0 40,000 ' 28.5 57.0 137.0
7,000 [30.0 73.0 171.0 42,600 {28.3 56.5 136.5

7,600 [30.0 72.5 170.0 45,000 | 28.0 56.0 136.0
8,000 |30.0 72.0 169.0 47,600 | 27.8 55.5 135.5
8,500 |130.0 |171.5 168.0 50,000 |} 27.5 55.0 135.0
9,000 130.0 |71.0 167.0 52,500 | 217.3 54.5 134.5
9,500 {30.0 70.5 166.0 55,000 |27.0 54.0 134.0

10,000 |30.0 70.0 166.0 57,500 |26.8 53.5 133.5
10,500 130.0 !69.5 164.0 60,000 |26.5 |53.0 133.0
11,000 |30.0 69.0 163.0 62,500 |26.3 52.5 132.5
11,500 |30.0 68.5 162.0 65,000 |26.0 52.0 132.0
12,000 |30.0 68.0 161.0 67,600 | 25.8 51.5 131.5

12,500 [30.0 67.5 160.0 70,000 | 25.5 51.0 131.0
13,000 130.0 |67.0 159.0 72,500 |25.3 50.5 130.5
13,600 [30.0 |66.5 158.0 75,000 }25.0 50.0 130.0
14,000 [30.0 66.0 157.0 80,000 [24.8 50.0 129.6
14,500 {30.0 65.6 156.0 85,000 (24.6 |50.0 129.2

15,000 130.0 65.0 155.0 90,000 (24.4 50.0 128.8
16,000 |30.0 64.5 153.0 95,000 | 24.2 50.0 128.4
17,000 130.0 64.0 151.0 100,000 | 24.0 50.0 128.0
18,000 |30.0 63.5 149.0 105,000 |23.8 50.0 127.6
19,000 30.0 63.0 147.0 110,000 [23.6 50.0 127.2
20,000 |30.0 [62.5 145.0 115,000 [23.4 50.0 126.8
21,000 {30.0 62.0 144.0 120,000 | 23.2 50.0 126.4
22,000 130.0 61.5 143.0 125,000 | 23.0 50.0 126.0
23,000 |30.0 (61.0 142.0 130,000 |22.9 50.0 12568
24,000 [30.0 60.6 141.0 135,000 |22.8 50.0 125.6
25,000 [30.0 60.0 140.0 140,000 (22.7 1500 125.4
27,600 (29.8 |59.5 139.5 145,000 | 22.6 50.0 125.2
30,000 |29.5 59.0 139.0 %fg,OOO 22.5 50.0 125.0

ver

NOTE: * See modifications applicable in Kansas and New York.

If the earned standard premium for the Policy lies between any
two of the figures in the Standard Premium column, the per-
centages shall apply on the basis of the next lower standard pre-
mium in the table, provided, however, that if the earned standard
premium of the Policy is less than $5,000, the percentages for a
standard premium of $5,000 shall apply.
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TABLE 2
Loss CONVERSION FACTORS

(a) States in which Plan is in effect:

Connecticut ........
District of Columbia
Florida ...........
Idaho .............
Illinois ............
Indiana ...........
Towa .......... ..
Kansas .....

Kentucky
Maine .............
Maryland .........

Factor

1.21
1.18
1.12
1.11
1.20

—
Pk
'S

B e e e
ek Bt
NONOWMNNN

State
Massachusetts .....
Montana ..........
Nebraska ........ .
New Mexico .......
New York .........
North Carolina ....
Oklahoma .........
Rhode Island ......
South Carolina .....
South Dakota ......
Tennessee .........
Vermont ..........

339

Factor
1.15
1.12
1.12
1.12
1.18
1.18
1.12
112
1.24
1.19
1.25
1.12

(b) States in which Plan has not yet been approved

(For reference purposes only) :

State
Arizona ...........
California .........
Colorado ....

Louisiana .........
Michigan ..........
Minnesota .........

Factor

1.18
1.19
1.16
1.12
1.22
1.13
1.13
1.18
1.16

State
Missouri ......... .
New Hampshire ....
New Jersey ........
Pennsylvania
Texas ...covvennnns
Utah ......... cens
Virginia ..........
Wisconsin .........

Factor
1.18
1.18
1.16
1.09
1.23
1.18
1.19
1.13
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(1)

(2)

(3)
4

(5)
(6)

(7

(11)

(12)

(13)

(14)

THE RETROSPECTIVE RATING PLAN

EXHIBIT A

EXAMPLE OF CALCULATION OF RETROSPECTIVE PREMIUM

Standard Premium (Based on Audited Payrolls) :
Ilinois $10,000
Indiana 12,500
Iowa 2,600

Basic Premium Ratio (Col. 1, Table of Rating
Values)
Basic Premium

() X (@)

Minimum Premium Ratio (Col. 2, Table of Rating
Values)

Minimum Premium ( (1) X (4) )
Maximum Premium Ratio (Col. 3, Table of Rating

Values)
Maximum Premium ( (1) X (6) )
®) (9) (10)
Actual State Converted
Incurred Loss Losses
State Loeses Factor (8) W (9
Illi!}ois $ 5,000 1.12 $ 5,600
Indiana 4,000 1.12 4,480
Iowa 1,000 1.13 1,130
Total $10,000 $11,210

Indicated Retrospective Premium =
(3) + Total of Col. (10)

Earned Retrospective Premium for Risk:
(a) Equals (11),if (11) is between (5) and (7)

(b) Equals ( 5),if (11) isless than (5).
(¢) Equals ( 7),if (11) is greater than (7).

Ratio: Earned Retro. Prem. to Standard Prem.
((12) = (1))
Earned Retrospective Premium by State
((1) X (13))
Ilinois $10,000 X .7484 = $7,484
Indiana 12,500 X .7484 = 9,355
Iowa 2,500 X 7484 = 1,871

$25,000

.300
7,500

.600
15,000

1.400
35,000

18,710

18,710

7484
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APPENDIX

An outline of the fundamentals underlying the computation of
various elements in the Retrospective Rating Plan is presented in
this Appendix. For more detailed information reference should
be made to various memoranda issued by the National Council on
Compensation Insurance and the National Bureau of Casualty
and Surety Underwriters,

It will be apparent from the following explanation that there
is an interdependent relationship existing between the various
rating values of the Plan. The insurance charge incorporated in
the basic premium depends upon the specific minimum and maxi-
mum loss limitations applicable to each given premium size. The
minimum and maximum loss limitations are determined as the
result of dividing the difference between the basic premium ratio
and the minimum or maximum premium ratio by the state loss
conversion factor. Consequently, a variation in any one of these
elements will have an effect upon the insurance charge. Further-
more, it will be noted that the state loss conversion factor is
dependent not only upon the standard loadings for claim adjust-
ment expense and taxes, but also upon the amount included in
the basic premium for expense items,

INsuraANCE CHARGES

The insurance charge incorporated in the basic premium reflects
the net cost of losses which, on the average, are eliminated from
the retrospective rating process. The losses eliminated by the
maximum loss limitation are ofiset by the reserve for losses pro-
vided by the minimum loss limitation, the net effect being de-
pendent upon the points at which the minimum and maximum
limits are established. In order to determine such insurance
charges, therefore, it was first necessary to compile the experience
of individual risks to show the ratio to total losses of losses in
excess of specified loss ratios per risk. Such experience compila-
tions were made for various premium size groups for several
states following in general the method used by Mr. Dorweiler in a
previous compilation along these lines.* Since we are primarily
interested with the indications of such experience on risks of

* See Proceedings, Volume XX, pages 1-26, “Policy Limits in Casualty
Insurance”, by Paul Dorweiler.
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$5,000 premium size and over, it is evident that the volume of
available experience is limited for most states. However, the
New York experience, compiled for policy years 1932 and 1933
combined, was considered of sufficient volume to furnish reliable
indications for most premium size groups. This experience was
compared with similar data compiled for Massachusetts, policy
years 1930-1933 combined. Also, comparisons were made with a
similar tabulation made by Mr. Dorweiler based on the experi-
ence of a large insurance carrier for several states and policy
years combined and with tabulations made by another large insur-
ance carrier for New Jersey and Pennsylvania, policy years 1930-
1932 combined. It was found that the indicated ratios of excess
losses to total losses were remarkably consistent for corresponding
premium size groups. The results of these tabulations for New
York and Massachusetts are shown in Tables A-1 and A-2
appended hereto.

On the basis of the New York indications a table of excess pure
premium ratios for application in all states was constructed by
the National Bureau of Casualty and Surety Underwriters, the
values therein being graduated by calculating the differences be-
tween the successive values of the table (both between successive
loss ratios for the same premium size and between successive
premium sizes for the same loss ratio), and then graduating these
differences. The table was then extended to higher premium sizes
by extending the differencing process with due regard to the
necessary minimum values of the excess pure premium ratios. For
example, the excess pure premium ratio for a 45% loss ratio
cannot be less than 25% for, otherwise, the average loss ratio on
risks having a loss ratio of 45% or less would be in excess of 45%,
an obvious impossibility. This table of excess pure premium
ratios is shown as Table A-3.

Also, on the basis of the graduated table of excess pure premium
ratios, a chart was prepared, graphically presenting by a series
of distinct curves, for selected premium sizes, the variation in the
excess pure premium ratios corresponding to the variation in the
risk loss ratio limitation above which the excess losses are
measured. The excess pure premium ratios read from this chart,
which is also appended hereto, are used in the calculation of the
insurance charges for all states.
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For the purpose of illustrating the variation in the net insurance
charges (excluding expense loading) for various combinations of
minimum and maximum loss limitations, Tables A-4 and A-5 have
been prepared showing such results for risks with standard pre-
mium of $5,000, $25,000 and $100,000 respectively. The results
shown in Table A-5 demonstrate that for a given size risk the net
insurance charge increases as the minimum or maximum loss limi-
tation is lowered and, conversely, decreases as the minimum or
maximum loss limitation is raised. Furthermore, as a general rule,
the net insurance charge for a given combination of minimum and
maximum loss limitations decreases as the premium size increases.

It is to be understood that Tables A-4 and A-5 are presented for
illustrative purposes only, since the insurance charges calculated
for incorporation in the basic premiums for each state are based
upon the specific minimum and maximum loss limitations indi-
cated for the various premium sizes for such state and, further-
more, include the same loading for expenses, excluding taxes, as
applies to losses included in the retrospective rating premium
calculation.

Table A-6 has been prepared to show the calculation of the
insurance charges for Connecticut and Tennessee. A brief expla-
nation of the computation of the insurance charge for a Con-
necticut risk with standard premium of $25,000 follows :

1. The underlying maximum and minimum loss limitations are
first determined. The maximum loss limitation, shown in
Column (2) of Table A-6, expressed as a ratio to standard
premium, is derived by dividing the difference between the
basic premium ratio of 30% and the maximum premium
ratio of 140% by the loss conversion factor of 1.12. This

”1;4101—230‘ = 982. Similarly, the

minimum loss limitation shown in Column (5) is deter-
mined from the minimum premium ratio and is equal to

60-—-30 268
1.12 e

is found to be equal to

2. Reference to the chart of excess pure premium ratios shows
that for a $25,000 risk the excess pure ptemium ratio corre-
sponding to a 98.2% loss ratio limitation is .108, shown in
Column (3). Expressed in terms of the risk premium this
becomes equal to .108 x .60 = .065, shown in Column (4).
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Similarly, for a 26.8% loss ratio limitation the excess pure
premium ratio is .588, shown in Column (6). Therefore, the
ratio to total losses of losses falling below the 26.8% loss
ratio limitation equals 1.000 — .588 = 412, shown in Col-
umn (7). Related to premium, the losses falling below the
minimum loss ratio limitation will, therefore, be equal to
412 x .60 = .247, shown in Column (8). The indicated
reserve for losses due to the specified minimum loss limita-
tion is equal to .268 — .247 = ,021 of the risk premium and
is shown in Column (9).

The net insurance charge in this case is .044 of the risk pre-
mium, being the difference between the charge of .065 for
losses in excess of the maximum loss limitation and .021, the
reserve for losses due to the minimum loss limitation.

The final step in the calculation is to apply to the net insur-
ance charge the loss conversion factor exclusive of the tax
loading. The loading for taxes is excluded in the calcula-
tion of the insurance charge since taxes are provided for on
the basis of the total basic premium of which the insurance
charge forms a part. In the case of Connecticut, where the
loss conversion factor is 1.12 and the tax loading is 2.5%,
the factor applicable to the net insurance charge is equal to
112 x 975 = 1.092. Applying this factor to the net insur-
ance charge of .044 produces the insurance charge of .048,
shown in Column (11).

In the case of New York it was necessary to allow for the
additional insurance charges required by the limit of $10,000 per
claim. Accordingly, the following increments were added to the
excess pure premium ratios corresponding to the maximum aggre-
gate loss limitations at the various premium sizes:

Excess Pure
Premium Ratio
Standard Premium Increment

$ 5,000 .000
10,000 004
15,000 .005
20,000 006
25,000 007
50,000 015
75,000 017
100,000 .019
150,000 020

These increments were determined on the basis of the New York
experience by size of risk, by comparing the excess pure premium
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ratios producd by losses modified by the $10,000 limit per claim
with the corresponding excess pure premium ratios determined on
the basis of unmodified losses. As respects the smaller risks, it is
evident that the $10,000 claim limit will have no effect since the
maximum aggregate loss limit per risk will become effective before
the $10,000 claim limit is reached. As the risk increases in size,
however, the $10,000 claim limit has an increasing effect until
ultimately it will require an additional charge equal to the full
value of the ratio of losses in excess of such limit to total losses,
as indicated by the total experience of all risks compiled by size
of claim.

MiniMuM AND MaxiMuM PREMIUMS

In formulating the retrospective rating procedure, due consider-
ation was given to its practical aspects as well as to the underlying
theory. Since the Plan was designed for application to the entire
experience of a risk on an interstate basis, it was deemed advisable
to establish a uniform range of minimum and maximum premiums
for the various premium sizes for all states in order to facilitate
the interstate rating procedure. The selection of the particular
range of minimum and maximum premium ratios incorporated in
the Plan was made after careful study of the insurance charges
indicated by various combinations of minimum and maximum
loss limitations and with due regard for the desirability of pro-
ducing a logical graduation of such values for various premium
sizes.

Basic PreEMIUMS

As previously outlined, the basic premium which is expressed
as a percentage of the standard premium includes the following
items:

(a) Provision for general administration, inspection and payroll

audit expenses.

(b) Provision for acquisition cost based upon the minimum

premium,

(c) The insurance charge required by the net effect of the

minimum and maximum premium limitations.

(d) A loading on the foregoing items to cover the payment of

taxes.
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The basic premium charges vary by size of risk due primarily
to the variation in the provision for acquisition cost and in the
insurance charge. However, it was considered desirable to main-
tain a uniform range of basic premium charges for all states for
the same reason given for establishing a uniform range of mini-
mum and maximum premiums. The provision for general admin-
istration, inspection and payroll audit expenses is based upon the
standard loadings included in the rates for the individual state.
There is no graduation ef such expenses based upon the premium
size with the exception of two states, Maine and Massachusetts,
where such graduation is incorporated in the rating procedure
applicable to the operations of all risks in the state, whether
written on a retrospective basis or otherwise. The provision for
acquisition cost is determined by applying the standard acquisi-
tion allowance to the minimum retrospective premium. The
insurance charge is determined as previously explained. The
foading for taxes is determined by applying the standard state
tax loading to the total basic premium.

In maintaining a uniform range of basic premiums for all states,
it was found that in certain cases there was an additional amount
available in the basic premium which could be assigned to cover a
part of the claim adjustment expense. In other cases, however,
it was found that this margin was not available, but, on the
contrary, the basic premium charges, particularly for the higher
premium sizes, were not quite sufficient to cover the full expenses
of general administration, inspection and payroll audit. Accord-
ingly, the loss conversion factor was modified either downward to
reflect the fact that part of the claim adjustment expense had
been included in the basic premium, or upward to provide for the
additional amount necessary for other company expenses. Fur-
thermore, it developed that by maintaining a uniform range of
basic premium charges in all states, there were available varying
residual amounts for contingencies, such amounts being greater
percentage-wise for the smaller premium sizes and decreasing to
approach zero for the largest premium size.

Loss ConvERsION FACTORS

The determination of the component parts of the basic premium
charges for each state is closely related to the calculation of the
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state loss conversion factor, as will be evident from the foregoing
explanation. The underlying principle is that the provision for
expenses included in the basic premium and in the loss conversion
factor shall be equivalent to the total standard expense loading
for the state, after making due allowance for the modification in
the provision for acquisition cost being based upon the minimum
retrospective premium,

In determining the loss conversion factor for each state a pre-
liminary calculation was made on the basis that for a risk with
standard premium of $25,000 or less the retrospective premium
will equal the standard premium when the risk loss ratio is equal
to the standard permissible loss ratio for the state. Since the
basic premium ratio for a risk with standard premium of $25,000
or less is 30%, it is seen that the preliminary loss conversion
factor is derived by dividing 70% by the state permissible loss
ratio. This first approximation was then tested in conjunction
with the established range of basic, minimum and maximum pre-
mium ratios taking into consideration the excess or redundancy
in the preliminary loss conversion factor as respects the provi-
sion for claim adjustment expense when compared with the
standard provision for such expense. If it were found that the
loss conversion factor was not sufficient to cover the full provision
for claim adjustment expense and if such deficiency could not be
absorbed in the basic premium, the loss conversion factor was
increased in the amount necessary to bring about the proper
balance. Likewise, if the basic premium were insufficient to cover
the full provision for general administration, inspection and pay-
roll audit, the preliminary loss conversion factor was increased to
take care of such deficiency.

Table A-7 presents an analysis of the basic premium charges
and the loss conversion factor for Connecticut where the basic
premium charges were sufficient to permit the inclusion of an
additional amount covering partial claim expense. It will be
noted that the loss conversion factor for this state has been corre-
spondingly reduced from the amount which would have been
necessary if the full claim adjustment expense had been included
therein.

Table A-8 presents a similar analysis for Tennessee, where the
basic premium charges were not sufficient to cover the full provi-
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sion for general administration, inspection and audit expenses.
It will be noted that in this case the loss conversion factor has
been increased above the amount which would have been necessary
if such deficiency in the provision for these expense items had
not been included therein.

In the case of risks involving ex-medical coverage, it is neces-
sary to adjust the loss conversion factor applicable to losses on
the ex-medical basis in order to provide an adequate expense
loading. Such adjustment is made in the loss conversion factor
for each state in which coverage on an ex-medical basis is subject
to the Plan and takes into consideration the ex-medical ratio
applicable to the risk in connection with such coverage in each
state. For example, if a risk is written on an ex-medical basis in
several states, the ex-medical ratio applicable to the coverage in
each state is used in adjusting the loss conversion factor to be
applied to the ex-medical losses in each of such states.

The computation of the adjusted loss conversion factor is illus-
trated by the following example for a Connecticut risk with an
ex-medical ratio of 20% :

(1) Loss conversion factor (statutory medical basis) 112
{2) Tax provision 025
(8) Loss conversion factor unloaded for taxes

(1) X (1.000 — (2) ) 1.092
(4) Provision in loss conversion factor for company expenses

(3) — 1.000 .092
(5) Ex-medical ratio for governing classification 200
(6) Expected loss ratio for full coverage 625
{7) Ratio: Full coverage losses <+ ex-medical losses

(6) = ((6) — (8)) 1471
{8) Company expense provision adjusted for ex-medical

coverage (4) X (7) 1000 + (8) 135
(9) Loss conversion factor (ex-medical basis) 1.000 — (@) 1.16

It will be seen that the purpose of adjusting the loss conversion
factor is to provide therein the same loading for company ex-
penses as contained in the standard loss conversion factor appli-
cable to losses on a full coverage basis. This is accomplished by
first determining the provision for company expenses in the
standard loss conversion factor, and then proportionately in-
creasing this ratio to reflect the fact that the revised loss conver-
sion factor will apply to the losses incurred under ex-medical
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coverage instead of to full coverage losses. In this calculation it
is assumed that the ex-medical ratio for the governing classifica-
tion represents the ratio of the medical losses which will be elimi-
nated to the full coverage standard premium. After making this
adjustment in the company expense provision, the result is added
to unity and the total is loaded for taxes in order to produce the
revised loss conversion factor to apply to the coverage in the
state written on an ex-medical basis.



TABLE A-1
New Yorg—Poricy YEars 1932 anp 1933 CoMBINED

PrEMIUM SiZE
SeLecTED Loss Ramios PER Risx

058

No. of
Actual Adjusted Risks
Group Average* in Group .2