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DISCUSSION BY MICHAEL. I. MlI.l~ER 

The best time to reach agreement on the rules of the game is before the first 
pitch. A rules debate during the seventh inning of a close game may product 
more heat than light. 

The author acknowledges the current debate over risk classification and 
observes that some reformers have “fashioned new literature” to form the basis 
for their desired changes. He attempts to avoid this expediency by detining risk 
classification standards which How from the nature of insurance and are consis- 
tent with insurance statutes. The seven standards suggested are summarized into 
three broad categories: homogeneous. well-defined. and practical. 

The author also discusses seven additional characteristics: controllability. 
incentive value, causality, separation. reliability. social acceptability and ad- 
missibility. These are classifed as non-standards because, in the author’s view. 
they are not as important in judging a risk classification plan. 

The author concludes by discussing how competitive forces in the market- 
place will tend to reinforce his risk classification standards. 

We now have at least four treatises of relatively recent vintage that discuss 
risk classification standards: the Massachusetts report.’ the Academy report.’ 
Mr. Walters’ paper, and the recent New Jersey decision.’ As an aid in placing 
Mr. Walters’ paper in perspective. it is instructive to compare the relative 
importance given to the various risk classification characteristics by each of the 
four authors (see Exhibit I). 

All four agree that homogeneity of risks within a class is a desirable clas- 
sification standard. Both the Massachusetts and New Jersey reports advocate the 
choice of a statistical model to directly assess the extent of homogeneity within 
a class. Mr. Walters advocates a method which essentially disproves the homo- 
geneity of a broader class by attempting to identify homogeneous subsets of the 
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class. The Academy report is silent on the method of determining the extent of 
homogeneity, but does refer to the absence of clearly identifiable subsets. 

Separation. or between-class differences in cxpccted losses. i$ given high 
priority in the Massachusetts and New Jersey reports. Mr. Walter\ considers 
separation to be an insignificant non-standard. In hi\ opinion, classifications 
with prices close together are acceptable if the price gradation i\ gradual. 
Similarly. the Academy report places emphasis on the mooth gradation of 
prices from class to class, but does state there should he few enough classes 
“so that differences in prices between cla\\c\ arc reasonably Ggnifcant.” 

According to the Massachusetts report a classitication plan should provide 
a practical and reliable way of predictin, (1 lossc\. This rcliabilitv standard ex- 
plicitly includes characteristics involving ca\c ot administration and objectively 
defined distinctions which are easy to verify. The terminology “practical and 
reliable” seems to imp/v that the class plan should be economically feasible and 
provide credible experience data in order to accurateI) predict losses. Both the 
implied and explicit characteristics set forth i-q the hlassachu\etts standard ol 
reliability are embodied in two New Jersey standards: reasonable relation to 
hazard of loss, and adequacy of definition. In these two standards the New 
Jersey report agrees that class definition\ should bc clear and objective, not 
subject to manipulation; should maximize inclusion of similar ri\ks in the same 
class; should have a direct relation to vehicle operations: and should provide 
data sufticiently credible to derive accurate premiums. The New Jerccy report 
states that the only cost trade-offs which can hc mc;I\urcd arc fhosc affecting 
premium differences between classes and therefore that thcsc arc the only costs 
which should be considered in evaluating the economic feasibility of the cla+ 
aifcation plan. Mr. Walters agrees that CIA\\ clclinltion\ should bc clear and 
objective. not subject to manipulation: should be cxhau\tivc: should have a 
reasonable relation to hazard of loss: should bc cost-cffcctive: and should 
provide data susceptible to measurement. The Acadcm!, cndorscs similar \tan- 
dards in its discussion of these charactcri\tic\: at~nce of manipulation. absence 
of ambiguity. measurability. credihilit> prctlictl\c stahilit). cxpcnse. and con- 
stancy 

The Massachusetts report endol-se\ Inc,cntivc \ alum as ;I standard. The NC’M 
Jersey report does not set forth inccntiic \ due :I\ ;I qarate standard. but does 
endorse it as a desirable characteristic Mr. Walter\ consider\ inccntivc value 
to be a non-standard. but ncvcrthele\\ a dcslrahlc additicln 10 ;I cla\\ilication 
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plan. The Academy report indicates that hazard reduction incentives are desir- 
able, but not necessary, in the design of a classification system. 

The final standard set forth in the Massachusetts report is admissibility. This 
standard deals with issues of legality, social acceptability, and fairness in 
general. According to the Masschusetts report, if the class factors are subject 
to the control of the insured and are causally related to the hazard of loss, then 
the factors will be more admissible or acceptable to the public. The admissibility 
standard is embodied in the fairness standard of New Jersey. The fairness 
standard says that classifications must meet legal requirements and fairly address 
the responsibility issue. This responsibility issue concerns whether an individual 
should be accountable for the full extent of his inherent risk. Mr. Walters 
categorizes the characteristics of controllability, causality, social acceptability, 
and admissibility as non-standards. He observes that controllability and causality 
may be desirable in increasing public understanding. He agrees that using rating 
variables which are acceptable to the public makes good business sense, but he 
would not sacrifice accuracy to achieve popularity. The Academy report ob- 
serves that public acceptability issues should be balanced with the economic 
effects, that causality should not be a requirement for a classification system, 
and that controllability may have both positive and negative aspects. 

The Academy report discusses availability of coverage as a desirable char- 
acteristic of a classification system. Mr. Walters does not discuss this as a 
separate standard. He does acknowledge that the failure to use appropriate rating 
factors may cause availability problems for some individuals. Neither the Mas- 
sachusetts nor the New Jersey report discusses the availability of coverage 
concept. In fact, both reports tend to downplay the role of economic forces in 
the marketplace. 

It would appear that the authors of the four papers are in general agreement 
on standards pertaining to predictive accuracy and operational considerations 
(there is some disagreement with respect to separation and the importance of 
economic feasibility). The greatest disagreement arises with the concept of 
social or public acceptability. Both the Massachusetts and New Jersey reports 
rely heavily on the regulator’s view of equity. The Academy recommends that 
regulatory restrictions on classification systems should balance public accepta- 
bility and economic considerations. Mr. Walters advocates a much heavier 
reliance on competitive forces. 

In the concluding section of the paper. regulation versus competition. Mr. 
Walters concludes that a class plan would fail the homogeneity standard if it 
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did not reflect premium differences for identifiable subsets within a broader 
classification. The degree of failure would be dependent upon the economic cost 
of maintaining the separate rating clas\. This situation raises an interesting 
actuarial and legal question. If a homogeneous subset of a broader classification 
is identified, is cost effective to maintain. and is predictively accurate. is it 
unfairly discriminatory to fail to reflect the diffcrcncc in the price’! Based upon 
a narrow reading of standards in the four treatises referred to in this review. an 
insurer. to avoid unfair discrimination. may be forced to separately rate an 
identifiable subset, even if that action placed the insurer at a competitive dis- 
advantage. For that reason, this reviewer would suggest that competitive con- 
siderations should be given a more explicit position on an! list of classification 
considerations. 
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EXHIBIT I 

COMPARISON or: RISK CLASSIFICATION STANDARDS AND NON-STANDARDS 

Massachusetts New Jersey W&XS American Academy 
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