INTEROFFICE MEMO

DATE: 2/14/2014

TO: VALOREE CELONA

CC: ETHAN ALLEN, ROBERT COLE, TINA COSTANTINO, RICHARD D’ALFONSO, WILLIAM
HARRIS, STEVEN LEERET, DANA OBRENTZ, MICHAEL TRANFAGLIA, EMILY TUREK

FROM: OLIVERIO HERNANDEZ

RE: CERTIFIED NURSE MIDWIVES PROFESSIONAL LIABILITY-2013 PROFITABILITY STUDY

Attached please find the profitability analysis of the Certified Nurse Midwives (CNM)
Professional Liability book of business, using gross machine data evaluated as of 9/30/13. The
results are shown below and on the summary exhibits attached. The professional liability business is
priced on a non-admitted basis, using independent rates and rating factors that are unique in each
state.

The premium and loss experience used to project the ultimate loss and lae ratios is on a policy
year (PY) basis. The PY 2014 Ultimate Loss & LAE reflects a 3.5% underlying trend assumption,
along with the PY 2014 rate level needed to achieve either a credibility weighted underwriting
breakeven (0% risk load) or RAP Neutral (2.5% risk load) ILAE ratio.

Summary of Profitability Results:

RAP Meutral U Broakeven
Aftor 2013
Rate Change Aftor 2013 Aftor 2013
PY 2014 Rate Change Rate Change
PY 2013 Ultimate Target PY 2014 Target PY 2014
LOB GWP ILAE Ratio Ratio Rate Mead Ratio Rate Meed
Certified Hurse Midwives 4,793 76.3% 70.7 7.5% 73.2% 4.0%

Headlines:

e PY 2014 Ultimate Loss & LLAE ratios above indicate that the overall rate levels of this

book are somewhat deficient, with the indicated rate need ranging from 4% - 7.5%.

e The overall results of this analysis are more favorable than those indicated in the
previous profitability study for the same book of business, which was based on data as
of 12/31/11 (updated as of 3/31/12). This is driven by the better than expected loss
emergence and additional premium achieved through rate change, resulting in an
indicated rate need of 4% - 7.5% (the previous study indicated a rate need of 5% -

31%).




Methodology:

The ultimate loss & LAE ratios for PY 2013 are selected based on the weighted averages of the
indexed loss ratios for the preceding years, then credibility weighting the loss ratio, applying the
complement of credibility to the overall Healthcare book of business loss ratio (72.3%). An amount
for ULE expenses is added to the PY 2013 loss & LAE ratio, to arrive at the loss & lae ratios
selected. An additional year of trend and rate change is applied to the PY 2013 selected loss & lae
ratios, in order to estimate the PY 2014 loss & lae ratios. The rate need is calculated by comparing
the selected ultimate loss & lae ratio to the target loss & lae ratio.

Historical rate change information for CNM is the same as that included in the previous
profitability study and incorporates the most recent comparison of renewal to expiring premium
information (calculated via the established rate monitoring process).

Several methodologies have been used to project reported loss & LAE to ultimate. This includes
the following: paid and incurred loss development, paid and incurred Bornhuetter-Ferguson (B-F)
method, and a frequency/severity method.

The target loss & lae ratios are calculated as the complement of the program’s underwriting
expenses and two different risk (profit) assumptions. The commission amount is specific to each
program, while the average underwriting expenses of Division 66 are used for the remaining
amounts. Since this business is written on non-admitted company paper, the premium taxes have
been assumed to be 0%. The underwriting breakeven ratio is calculated based on a 0% risk load,
while the RAP neutral ratio contemplates a risk load of 2.5%.

Table of Contents:

1. Exhibit1: Summary of Indicated Rate Needs-PY 2013 and 2014 Ultimate loss &
lae ratios are shown using varying undetlying trend assumptions by line. Also shown are
the underwriting expense ratio, target loss & LAE ratio and rate needs for underwriting
breakeven and RAP neutral results. The rate need is calculated by comparing the PY
loss & LAE ratio to the target loss & LAE ratio.

2. Exhibit 2: Reported Paid and Incurred Loss & LAE Ratios-policy year reported
paid loss & LAE and incurred loss & LAE ratios to written premium are shown as of
9/30/13 for each line of business. There does not appeat to be any consistent increase
or decrease in the reported loss & LAE ratios by accident year or development point.

3. Exhibit 3: Indexing-PY 2013 Ultimate Loss and LAE Ratio-policy year ultimate
loss & LAE ratios (from exhibit 5) at various capping levels are shown indexed to the
2013 trend and rate level. The PY loss & LAE is projected at total limits, as well as
claims capped at different loss levels and brought to ultimate using the implied Increased
Limit Factor (calculated in exhibit 7). The selected ultimate loss & LAE ratio is based
on the weighted average of the previous years’ loss & LAE ratios and the
Frequency/Severity loss ratio indication (calculated in exhibit 4). This selected ultimate
loss & LAE ratio is then credibility weighted, applying the program credibility to the
selected ultimate and the complement to the Healthcare book of business loss ratio. An
amount for ULE expenses is added to reflect all LAE.

4. Exhibit 4: Frequency/Severity Method-this exhibit summarizes the indicated on-
level Frequency (calculated as number of claims/on-level WP), and the average severity



10.

11.

brought to the 2013 trend level (calculated as selected ultimate ILAE/ultimate CWP
claims). A selection is made for both, based on the indicated weighted averages and
multiplied together to arrive at an indicated loss & LAE ratio for PY 2013.

Exhibit 5: Selection of Ultimate Loss & LAE Ratios-policy year ultimate loss &
LAE ratios are selected based upon indicated ultimates derived from the incurred
development (exhibits 8a-8c), paid development (exhibits 8d-8f), paid and incurred B-F
(exhibit 6) methods. The selected ultimates are generally based on an average of the
indications from the paid methods (the more recent accident year averages only give
weight to the B-IF methods).

Exhibit 6: Bornhuetter-Ferguson (B-F) Method-policy year ultimate loss & LAE
has been projected by estimating the expected IBNR for each year, relying on expected
loss and LAE ratios (apriori ILAE ratio) and the reporting pattern implied by the
selected loss development factors (exhibit 8). The apriori ILAE ratios are selected based
on the average of the paid and incurred developed ultimates for the older policy years,
and a selected ILAE ratios based on the weighted averages of the trended, on-level
ILAE ratios for the more recent policy years (exhibit 6b).

Exhibit 7: Increased Limit Factor Selection-a comparison of the ultimate loss &
LAE, at different capping levels, to the uncapped ultimate loss & LAE is used to
develop an implied increased limit factor for each capping limit. The implied ILF is
credibility weighted against the program’s filed ILFs. The credibility weighted ILF is
used to bring the capped ultimates to total limits for each method.

Exhibit 8: Incurred and Paid Loss Development-policy year loss & LAE, at various
capping levels, has been projected to ultimate by applying the selected age to ultimate
loss development factors for the actual loss & LAE for each year. While the volume of
losses is somewhat low, the program specific indicated age to age factors, along with
those based on Healthcare Professional Liability Claims Made programs combined, have
been used to select indicated age to age factors to develop the experience to ultimate.

Exhibit 9: Written Premium Development-policy year written premium has been
projected to ultimate based on the indicated age to ultimate factors applied to the actual
written premium. This is done to estimate any additional development on the PY
written premium that may occur. The projected written premium for the most recent
PY has been selected as the budgeted written premium amount for the program.

Exhibits 10-12: Claim Diagnostic Exhibit-reported paid severity, average
outstanding, paid to incurred ratios and claim disposal rates are shown to assist in
supporting some of the underlying loss development assumptions. As previously noted
there is no clear indication of changes in case reserve adequacy based on the indications
of the average outstanding loss and paid to incurred ratios. There is also no clear
indication of an increase in claim disposal rates or claims handling practices. It should
be noted that these diagnostics are not fully credible due to the low volume and volatility
of the indicated losses and ratios.

Exhibit 13: Large Loss Exhibit: incurred loss & LAE for claims with reported losses
(paid plus outstanding) greater than $100,000 are shown on this exhibit, provided for
informational purposes.
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