Workers Compensation Insurance Rating Bureau of California

CS20: Workers’ Compensation Experience Rating
California’s 2017 Variable Split Plan

Dave Bellusci, FCAS, MAAA
EVP & Chief Actuary
WCIRB

CAS, 2017 Underwriting Collaboration Seminar
Chicago, lllinois
March 6-7, 2017

WOIRBCastormia-

Workers' Compensation Experience Rating - Calfoni's 2017 Variable Spit Plan

Notice

provided in Joped by the Workers’ Compensation Insurance Rating Bureau of California (WCIRB) solely for the
purpose of hi The WCIRE. for any damages, of any kind, whether direct, indirect, incidental, punitive or
consequential, arising from the use, inabilty to use, or reliance upon information provided in this presentation.

©2017 Workers' Compensation Insurance Rating Bureau of California. Al ights reserved.

No part ofthis work may be reproduced o transmitted in any form or by any means, electronic or mechanical, including, withou limitation, photocopying and
recording, or by any information storage or retrieval system without the prior written permission of the Workers' Compensation Insurance Rating Bureau of
California (WCIRB), unless suich copying is expressily permitied by federal copyright law. No copyright is claimed in the text of statutes and regulations quoted
within this work.

Workers' Compensation Insurance Rating Bureau of Calforia, WCIRB, WCIRB Calfornia, WCIRS Connect, WCIRB Inquiry, X-Mod Direct, eSCAD and the
WCIRB Calfornia logo (WCIRB Marks) are registered rademarks o sefvice marks of the WCIRB. WCIRB Marks may not be displayed or used in any manner
without the WCIR's prior writlen permission. Any permitted copying of this work must maintain any and all trademarks andlor service marks on all copies.

To seek permission to use any of the WCIR Marks or any copyrighted material, please contact the WCIR at customerservice@weitb.com.

woms.... e

Workers' Compensation Experience Rating - Calfomia's 2017 Variable Split Plan

Overview

= Background

womB. e

© WCIRB California. All Rights Reserved.
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Experience Rating in California - Background

= Experience rating benchmarks an employer against others in its
industry based on that employer’s historical claim experience

= Plan formula approved by the California Insurance Commissioner

= Mandatory for all eligible employers

= Statutory goal to provide a direct financial incentive for employers to
reduce accidents

= Approximately 20% of California policies are experience rated,
representing almost 90% of statewide premium

= Pure premium neutral as does not significantly increase or
decrease overall premium (average X-Mod is close to 1.0)

= Since 2010 first $7,000 of each claim is considered “primary” and
counted fully in experience rating formula
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Basis of 2017 Change to Experience Rating Plan

= $7,000 split point not adjusted in California since 2010
= Other states increasing primary split point from $7,000 to $15,000
= Plan can be volatile for smaller employers
= One size fits all approach may not be appropriate in California
- Average optimal single split point close to $15,000
- Optimal split point for small rated employers less than $7,000
- Optimal split point for very large employers greater than $15,000

woms....

Workers' Compensation Experience Rating - California’s 2017 Variable Split Plan
Development of the Variable Split Plan - Process
2014 - Feedback solicited from

representatives of employers,
workers, insurers and producers

2007 — Early WCIRB research
showed the optimal split point
varied with the size of the employer

2013 - WCIRB research based on 2015 - Variable split plan reviewed
policy year 2010 found that and recommended by WCIRB

variable split plan would enhance ~ Committees
experience rating accuracy September 2015 — Approved by
Insurance Commissioner to be

2014 - Research based on policy .
effective January 1, 2017

year 2011 confirmed potential to

enhance experience rating by October 2016 — Actual 2017 plan
varying primary/excess split point \ajyes adopted by Insurance
by size of employer Commissioner and January 2017 X-
Mods Issued
o s
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WCIRB Actuarial Analysis — Process & Results

= Calculated optimal split point and credibilities (minimizing squared-
error) for 28 expected loss size groups for policy years 2011 & 2012

= Optimization done independently for each cohort and results
smoothed across cohort (using log-logistic fit)

= Significant increase in plan “efficiency” at virtually all expected loss
groups

= Indication of full primary credibility at each variable split point

= Indication of no excess credibility except at largest policy sizes
(0.4% of risks)

= Results validated using subsequent policy years

o

Workers' Compensation Experience Rating - Calformia’s 2017 Variable Splt Plan

Percent of Risks Claim-Free During Experience Period

0%

—+—Risks with Approximately $10,000 in 2011 Premium
= Al Risks

0%

&
2

Percent of Employers
8
H

2

10%

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Policy Projection Year

womB.

© WCIRB California. All Rights Reserved.




Workers’ Compensation Experience Rating - California's 2017 Variable Split Plan
Share of Employers with at Least One Claim Excess the Variable
Split in Experience Period
100% 100
~~+—Share of Risks with Claim Excess Variable Split
~#-Avg. Number of Excess Claims for Risks w/Excess Claim 90
80% 8.0
6% 60
50% 5.0
40% 4.0
a0% 30
20
10
0% 0.0
Premium 10,000 13,000 17,500 25,000 35,000 75,000 250,000
Variable Split 5,000 7,000 8,000 11,000 15,000 20,000 35,000
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Estimated Improvement in Predictive Accuracy Relative
to Maximum Improvement* — Policy Year 2011

80%

0 Optimized Single Split ($15,000)

@ Variable Spit Point
60%
40%

31% 31%
23%

20%
0%

Risk Weighted Loss Weighted

*Based on reduction of squared error for saturated model
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Summary of 2017 Change to X-Mod Formula

= Split point varies from $4,500 to $75,000 based on size of employer
as measured by three year expected losses

= Claim amounts up to split point are used fully in X-Mod calculation
= Claim amounts above split point are not used in X-Mod calculation

= D-Ratios that split expected losses into primary and excess
components vary by classification and threshold

= Potential to simplify changes in the future
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Primary Split Points
B
= More than 90 primary 1 %
threshold split points "
= Large number of split 10
points to smooth size- =
based transitions o
= Values range from At
$4,500 to $75,000 o
= Ranges based on the s
total expected losses in i
the experience period =
OB |
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= Impact
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Benefits of the 2017 Variable Split Plan

= Furthers the legislative intent of experience rating to provide
employers a direct financial incentive to improve workplace safety
(i.e. reduce frequency of losses)

= Reduces volatility arising from each large claim

= Mitigates the impact of variability in reserving practices

= Focuses on claim frequency (more controllable by employer)
= Significantly increases actuarial accuracy of the plan

= Allows for future formula simplification
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Impact of the 2017 Variable Split Plan on Employers X-Mod

= Actuarial experience indicates that more weight should be given to
frequency, and less to large claim severity

= Impact on most employer’s experience modifications will be modest

— Some employers will see a significant decrease (5.2% of employers will
see a decrease of more than 10 points)

— Employers with significantly higher frequency than the average
expected for their classification will generally see an increase (5.5% of
employers will see an increase of more than 10 points)

= Many factors affect the change in experience modification not just
the change the formula

= Slightly more downward adjustments in experience modifications
(46%) expected than upward adjustments (38%)

= OQverall no impact on statewide pure premium
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Distribution of Expected X-Mod Changes in Transitioning from
Current Plan to Variable Split Plan
All Experience Rated Employers

Fixed $7,000 Split to Variable Split

The X-Mod for 78% of experience rated employers will either decrease, stay
the same or increase by 2 points or less due to new formula
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Distribution of Expected X-Mod Changes from Transitioning from

Current Plan to Variable Split Plan
Experience Rated Employers with Less Than $25,000 Annual Premium
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Example X-Mods for Employer with Annual Premium of
Approximately $25,000 - Variable Split: $11,000

B Fixed $7,000 Split Plan @ Variable Split Plan
160%

140%

120%

100%

Claim-Free Five $500 Claims & Five $500 Claims &
$25,000 Claim $150,000 Claim
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Variable Split Formula — Impact of Claim Severity

Under the 2017 variable split plan:

= More weight is generally given to claim frequency
— Historical data indicates that frequency is more predictive
— Focuses on statutory purpose of experience rating of preventing workplace
injuries
= Claim severity is still a factor in experience modification

— Historical data indicates that claim severity differences at high values are not
highly predictive of future claims

— No weight given to claim severity differences above the variable threshold

= Claim severity remains a consideration in individual insurer pricing and
underwriting plans and risk evaluation
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Impact of Claim Severity on Mid-Size Employers
Approximately $50,000 in Annual Premium
Variable Split Primary Threshold: $15,000
Amount of Individual Claims Reflected in X-Mod Formula
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15000 222840 615000 $15,000
$15,000
$10,000 $9,340
$7,000  $7,000
$5,000
$0
$7,000 Claim $25,000 Claim $75,000 Claim $150,000 Claim
WO

Workers' Compensation Experience Rating - Californias 2017 Variable Split Plan
Comparison of Variable Split v
Credibility to Fixed $7,000 sursomo
Split Credibility by Loss Layer <
Employer with $50,000 <
Annual Written Premium -
A
= [ e
wow —
swso00
B oo for i e
s7000
o0 —|
1o 1o0%
©
Primary Excess st staom0
WOIRBCantormia: 2
Workers' Compensation Experience Rating - California’s 2017 Variable Split Plan
Comparison of Variable Split ==
Credibility to Fixed $7,000 s
Split Credibility by Loss Layer )
Employer with $1,000,000 < o
Annual Written Premium 75,000 1 2 o i:;r:‘n:s‘l\yu;r“c
w00
P
% Lo oy e
s7000
-
©
Prmry Excess 5:‘“’: f’“‘:"
WOIRBCantorma: 2

© WCIRB California. All Rights Reserved.




Workers' Compensation Experience Rating - Califonia’s 2017 Variable Split Plan

Overview

= Potential Future Changes

woms...

Workers' Compensation Experience Rating - Calfoni's 2017 Variable Spit Plan

Potential Future Changes to Experience Rating Plan
Simplifying the Experience Modification Formula

Current Formula:

[(Ap x Cp) + (Ep x (11— Cp))] + [(Ae x Ce) + (Ee x (11— Ce))]
E

Ap = Actual Primary Losses Ae = Actual Excess Losses
Cp = Credibility Primary Value Ce = Credibility Excess Value

Ep = Expected Primary losses Ee = Expected Excess Losses
E = Expected losses

woms....

Workers' Compensation Experience Rating - Calfomia's 2017 Variable Split Plan

Potential Future Changes to Experience Rating Plan
Simplifying the Experience Modification Formula

Current Formula:

1 1 0 0
[(Ap x Cp) + (Ep x (1 — Cp))] + [(Ae x Ce) + (Ee x (1 — Ce))]
E

Ap = Actual Primary Losses Ae = Actual Excess Losses
Cp = Credibility Primary Value Ce = Credibility Excess Value

Ep = Expected Primary losses Ee = Expected Excess Losses
E = Expected losses
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Potential Future Changes to Experience Rating Plan
Simplifying the Experience Modification Formula

Current Formula:

1 0 0 1
[(Ap »=€p) + (Ep>tt—=€p))] + [(hereEe) + (Ee 3t—=€e))]
E

Ap =Actual Primary Losses Ae = Actual Excess Losses
Cp = Credibility Primary Value Ce = Credibility Excess Value

Ep = Expected Primary losses Ee = Expected Excess Losses
E = Expected losses
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Potential Future Changes to Experience Rating Plan
Simplifying the Experience Modification Formula

With Cp =1 and Ce =0, the experience rating formula simplifies to:

[Ap + Ee]
E

Ap = Actual Primary Losses Ee = Expected Excess Losses
E = Expected losses
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Potential Future Changes to Experience Rating Plan
Eliminating the Cost of Small Claims from Formula

= WCIRB reviewed alternative loss elimination thresholds - $250, $500
and $1,000

— Larger thresholds eliminated too many claims, significantly reduced
plan accuracy and significantly increased loss free X-Mods

— $250 threshold will reduce incentive to not report first aid claims without
significant loss of plan accuracy or decrease in the claim free credit

= The first $250 of all claims would be eliminated from computation

= Potential plan change being reviewed by WCIRB committees — if
accepted will be proposed to CDI in June 2017 to be effective
January 1, 2019
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Potential Future Changes to Experience Rating Plan
Eliminating the Cost of Small Claims from Formula
% of All Claims Eliminated by Alternative Threshold Amounts

9% of Total Claims Eliminated

First $250 of Claim Eliminated  First $500 of Claim Eliminated  First $1,000 of Claim Eliminated
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Overview

Questions?

Contact Information: dbellusci@wcirb.com
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