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Explanatory Note

Pursuant to section 7(e) of the Hospital and Medical Services Corporation Regulatory Act of
1996, effective April 9, 1997 (D.C. Law 11-245; D.C. Official Code § 31-3506(e) (“Act”), the
Commissioner of the Department of Insurance, Securities and Banking (“Department”) is directed to
conduct a review of the surplus of Group Hospital and Medical Services, Inc. (“GHMSI”) that is
attributable to the District and determine whether it is excessive. As a part of the Commissioner’s
determination and in anticipation of a hearing that will be held to determine whether GHMSI’s
surplus is unreasonably large and inconsistent with its community health reinvestment obligation,
this independent Report was prepared for the Department by Rector & Associations, Inc., an

actuarial firm.

The Report analyzes GHMSI’s 2011 report that was filed with the Department pursuant to
26A DCMR § 4601.1, and will serve as a resource for the Commissioner, any interested parties and
the public in examining whether GHMSI’s surplus should be considered excessive under the Act and
has complied with its community health reinvestment obligation. The Report is advisory in nature,
and the Commissioner will not be bound by its analysis or conclusions.
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Rector & Associates, Inc. (“R&A”) was retained thetD.C. Department of Insurance, Securities
and Banking (“DISB”) in accordance with D.C. Sta®it§8§ 31-1402 and 31-3506(h) to assist
with the DISB’s examination of the surplus positioh Group Hospitalization and Medical
Services, Inc. (“GHMSI”) in accordance with D.Cafitte § 31-3506(e).

The scope of our examination, as requested by 188 ronsisted of the following:

1. An analysis of the standards to be used when rewip@HMSI's surplus position in
accordance with D.C. statutes and regulations aeddecision of the D.C. Court of
Appeals inD.C. Appleseed Center for Law & Justice, Inc. v. DISB, 54 A.3d 1188, (D.C.
2012) (“Appeals Court Decision”);

2. Areview of the actuarial model used to analyze G3® surplus position;

3. A determination of the appropriate standards toded for analyzing GHMSI’s surplus
position;

4. A determination of the amount of surplus GHMSI ddomaintain to satisfy the
appropriate standards; and

5. An analysis of GHMSI's community health reinvestinerpenditures during 2011 and
2012; its projected community health reinvestmergeaditures during 2013; and its
anticipated community health reinvestment expenel&dor 2014 and future years.

As part of our examination and as requested byilsB, we analyzed the actuarial model used
by Milliman, Inc. (“Milliman”) in its work on behdl of GHMSI as GHMSI's actuarial
consultant, as documented in a May 31, 2011 rdpom Milliman entitled “Need for Statutory
Surplus and Development of Optimal Surplus Targatde” (“Milliman Report”) and in several
supplemental materials received from Milliman andHNESI concerning the model and
assumptions used in the model. We also considees@ral written materials regarding
GHMSI's surplus position that were provided by DAppleseed Center for Law and Justice,
Inc. (“Appleseed”) and by Actuarial Risk ManagemdgfARM”), as prepared on behalf of
Appleseed. Finally, we considered the holdings maboning set forth in the Appeals Court
Decision.

The following constitutes our findings and report.



|. LEGAL AND REGULATORY STANDARDS
FOR DETERMINATION OF EXCESSIVE SURPLUS

A. Applicable Laws
1. Congressional Charter

In 1939, the United States Congress created GHMSCbngressional charteto provide
individual and group contracts to provide healtmecaervices. The GHMSI Charter also
provides that:

This corporation is hereby declared to be a chaeatand benevolent institution and
all of its funds and property shall be exempt frtaration other than taxes on real
estate.

2. Medical Insurance Empowerment Amendment Act

Effective March 25, 2009, the Council of the Distrof Columbia enacted the Medical Insurance
Empowerment Amendment Act ("MIEAA”) which, amonghet things, established the current
process for the Commissioner’s review of GHMSI'spdus and charitable activitiés.MIEAA
provides that:

A corporation shall engage in community health vegtiment to the maximum
feasible extent consistent with financial soundress efficiency’

MIEAA defines community health reinvestment expéunais to mean:

expenditures that promote and safeguard the ptldth or that benefit current or
future subscribers, including premium rate redunstfo

Further, MIEAA provides:

The Commissioner ... shall, on a basis no less fretpuehan every 3 years, review
the portion of the surplus of the corporation tiadttributable to the District and may
issue a determination as to whether the surpliexegssive. The surplus may be
considered excessive only if:

! GHMSI originally was incorporated as Group Hosljtion, Inc. and later merged with Medical Seescinc. to
form GHMSI. See Pub. L. 103-127; 106 Stat. 133®8) (‘GHMSI Charter”).

* See GHMSI Charter at § 2.

® See GHMSI Charter at § 3.

* MIEAA amended provisions of the HMSCR Act, whidreyiously was enacted by the Council to establish a
comprehensive statutory framework for regulatingM@i's provision of health care services.

°D.C. Code § 31-3505.01.

®D.C. Code § 31-3501(1A).



(1) The surplus is greater than the appropriate-b@&sed capital requirements as
determined by the commissioner for the immedigbebceding calendar year; and

(2) After a hearing, the Commissioner determineg the surplus is unreasonably
large and inconsistent with the corporation’s odign under section 6(a)the
community health reinvestment mandate].

3. MIEAA Regulations

Subsequent to MIEAA’s enactment, the DISB issueplilaions further addressing the process
for the Commissioner’'s review of GHMSI's surplusdawcharitable activities (“MIEAA
Regulations”). First, the MIEAA Regulations requihat certain hospital and medical services
corporations, which includes GHMSI:

Shall file a financial report with the Commissiohiah details the company’s surplus
and examines whether the company’s surplus is dered excessive under the
Act.... The report ... shall be filed with the Comniiseer for his review by June'l
of each year. 5.

In addition, the MIEAA Regulations expand on thetimoel for determining the amount of
GHMSI's excess surplus, if any. The MIEAA Regulas provide that:

In determining whether the surplus is excessive,Gbmmissioner shall consider the
National Association of Insurance CommissionerskRBased Capital Requirements
for health insurers pursuant to the Health Orgaimina RBC Amendment Act of
2002, effective June 18, 2003 (D.C. Law 14-312; .B0icial Code 88 31-3851.01
et seq. (2008) Supp.)); and the Blue Cross/Blue Shield o&&gion capital
requirements.

In addition, the MIEAA Regulations define unreasaolgdarge surplus for purposes of MIEAA
to mean:

... surplus of a corporation that is greater thanstima of the following:

(a) The appropriate NAIC risk-based capital levauirements determined by the
Commissioner and the Blue Cross/Blue Shield Assiociacapital requirements
based on the company’s surplus from the immedigiedgeding year; and

(b) The amount of surplus needed by the corporatmmmeet its expected and
unanticipated contingencies.

"D.C. Code § 31-3506(e). Note that the refereattion 6(a) is a reference to the DC Code §50531, as
enacted by MIEAA.

® 26-A DCMR §§ 4601.1 and 4601.2.

926-A DCMR § 4601.4. The NAIC risk-based capit®BC”) system provides a capital adequacy stantfzatlis
related to the risks held by an insurer, includisgets, underwriting and business risk. The RB&esyprovides
for regulatory action if insurers falls below cént&BC thresholds.



B. Appeals Court Decision

In 2011, Appleseed brought an action in the D.Cur€Cof Appeals for review of the DISB’s

October 29, 2010 Final Decision and Order with eespgo the DISB’s review of GHMSI's

surplus as of December 31, 2008 (“2010 Decisidn”)in the 2010 Decision, Commissioner
Purcell (the DISB Commissioner at the time of tB&@ Decision) found that “GHMSI’s surplus
as of December 31, 2008 is not unreasonably langexcessive.”

In the Appeals Court Decision, the D.C. Court ofpApls first reviewed the relevant MIEAA
provisions and decided that the DISB is requiredntake two determinations regarding
GHMSI’s surplus,:

*  Whether GHMSI has engaged in community health estment to the maximum
feasible extent consistent with financial soundrass efficiency®; and

* Whether GHMSI's surplus exceeds appropriate RBCuirements and is
unreasonably large and inconsistent with GHMSI'snownity health reinvestment
mandate?

The D.C. Court of Appeals further indicated that:

In applying the statute, the Commissioner’'s analyfcused exclusively on

determining whether GHMSI’s surplus was ‘unreasdnddrge’ based on actuarial
studies and made no determination as to whethersite of the surplus was
‘inconsistent with the corporation’s obligation @ndsection 6(a) [the community
health reinvestment mandate].” This approach isethaon the Commissioner’s
understanding of the statutory scheme as provithag‘GHMSI's surplus may only

be ‘excessive’ if the Commissioner determines i surplus is ‘unreasonably
large.” ... In short, it is apparent that the Comsmser interpreted the MIEAA to

require a two-step determination whereby therefiist, a determination whether
GHMSI's surplus was ‘unreasonably large,” and, se€gcca separate determination
whether the surplus, if determined to be unreadgni@oge, was consistent with
GHMSI's community health reinvestment obligatign.

2 DISB Order No. 09-MIE-007.

'D.C. Code § 31-3505.01.

12p.C. Code § 31-3506(e). Note that the referencttion 6(a) is a reference to the DC Code §585:31
(2009), as enacted by MIEAA.

13D.C. Appleseed Center for Law & Justice, Inc. v. DISB, No. 10-AA-1461, slip op. at 46 (D.C. Court of Ape
Sep. 13, 2012).



Based on further review of the statutory schemelegglative history surrounding MIEAA, the
D.C. Court of Appeals went on to hold that:

... [a]s a matter of law, the two determinations iegpiby 8 31-3506(¢e)(2) — whether
GHMSI’s surplus in ‘unreasonably large’ and whethige surplus is ‘inconsistent’

with GHMSI's community health reinvestment obligatiunder 8 31-3505.01 — must
be made in tandem, negriatim, to give full effect to the statuté.

The D.C. Court of Appeals further held that:

As to the specification of how surplus and commumiginvestment are to be
calculated and balanced, we defer to the agenegsonable discretion in light of its
expertise in this subject matter. We, therefoeeyand the case to the Department for
an express interpretation of the MIEAA that capsuadl the relevant provisions, in
light of the statute’s legislative purpose.

Il. GHMSI AND MILLIMAN ANALYSIS OF GHMSI SURPLUS P OSITION

On June 1, 2011, GHMSI filed its required financegghort regarding its surplus as of December
31, 2010 in accordance with 26-A DCMR 88 4601.1 46@1.2. In its report, GHMSI indicated
that it had asked Milliman to conductde novo review of the surplus levels of GHMSI to
determine whether Milliman’s previously adoptedpus “range” of 750% to 1050% RBC-ACL
was still appropriate, reasonable and prudent.lifvh’s review was intended to be forward-
looking and apply to the 2011-2013 time period. e Milliman Report was included as an
attachment to GHMSI'’s July 1, 2011 financial report

In the Milliman Report, Milliman indicated the follving:

Based on our analysis, we conclude that an ap@ateptarget for GHMSI's surplus
falls in the range 01050% to 1300% of RBC-ACL, taking into account the impact
of federal health care reforms currently in effe€hese reforms include: (a) the new
minimum loss ratio (MLR) standards that becamecagiffe in 2011, requiring the
payment of rebates if minimum loss ratio levels at met, (b) the increased
regulatory review of premium rate increases, andtfe new benefit coverage
requirements that became effective in 2010 astdtrekthe passage of the PPACA.
[Emphasis in original.]

14 D.C. Appleseed Center for Law & Justice, Inc. v. DISB, No. 10-AA-1461, slip op. at 53 (D.C. Court of Ape
Sep. 13, 2012).
15D.C. Appleseed Center for Law & Justice, Inc. v. DISB, No. 10-AA-1461, slip op. at 53 (D.C. Court of Ape
Sep. 13, 2012).
16 See page 5 of the Milliman Report. Although Milin refers to its findings as a surplus targeteaitg
modeling calculations actually result in two difat data points that Milliman then uses as thedoa high end of
what it describes as a range:

* A data point of 1040% of RBC, which Milliman calet#d using a 7% premium growth level with a two-

year trend miss (Milliman refers to this as the kwd of its range); and



While Milliman provides a surplus target range, IMian does not calculate a point or best
estimate. A point estimate will define a specoigtimal capital level. By itself, a range may
imply that any result within the range is equalglid. Proponents advocating a higher level of
surplus may use a range as justification for maimg surplus levels at the high end of the
range. Based upon the same reasoning, proponeotaeiocate a lower level of surplus may
argue for using the low point in the range.

More problematically, there is no universally adeepapproach establishing an appropriate
range. Milliman established its range by electimgp assumptions (trend miss and premium
growth) and running the model with different values those assumptions. However, other
assumptions could just as easily have been chd¥erbelieve it is better to use a best estimate
assumption and to calculate an optimal capital eaiegptive to that best estimate. A point value
will give the company a capital level to strive & when balancing the needs for solvency
protection with the requirement for community hieattvestments.

Milliman’s range of 1050% to 1300% of RBC-ACL doest include the impact of federal
health care reforms that were not in effect ashefdate of Milliman’s analysis. As to those
reforms, Milliman indicated that it “separately smdered the impact on the surplus range of
potential increases in adverse selection in thevishgal and small group markets that would not
be offset by the risk mitigation programs.As a result of its analysis, Milliman indicatedth

We estimate that the surplus target range could imease by 100% to 150% of
RBC-ACL, if the potential for such adverse selection wealesh into account. We
would characterize this as an indication of thedional nature of the impact of the
health care exchanges, rather than a precise fjoatbin of their potential financial
consequence$. [Emphasis in original.]

Accordingly, Milliman’s “range”—including all aspéx of federal health care reform—can be
thought of as consisting of 1150% to 1450% RBC-ACL.

l1l. ANALYSIS OF STANDARDS
FOR DETERMINATIONS OF GHMSI'S SURPLUS POSITION

A. Use of Actuarial Model For Determinations of GHVISI's Surplus Position

In order to project their long-term surplus neeklsalth insurance companies typically use
various financial forecasting models. A primarytheglology used by GHMSI is an actuarial

model that Milliman developed, as documented inMiiieBman Report and supplemental written

materials we received regarding the model.

* A data point of 1300% of RBC, which Milliman calet#d using an 11% premium growth level with a
three-year trend miss (Milliman refers to thislaes high end of its range.
" See page 5 of the Milliman Report.
18 See page 5 of the Milliman Report.



1. Milliman’s Actuarial Model

In general terms, Milliman’s model consists of #reomponents. First, Milliman uses a
stochastic modeling process to generate hundredthafsands of potential gain or loss
outcomes, taking into account a number of potestiahts and the probability of the occurrence
and relative severity of those events. In ordebdgocappropriately conservative, this stochastic
modeling process incorporates and measures thépibsshat extremely adverse events could
occur, including the possibility that multiple adse events could occur simultaneously. Once
the hundreds of thousands of potential gain or tagsomes are calculated (including outcomes
resulting from multiple adverse events occurringiudtaneously), Milliman ranks all of the
resulting outcomes from the most favorable gairtonme to the least favorable loss outcome.

From the distribution of gain and loss outcomeshef stochastic model, a desired “confidence
level” can be determined. For example, if Millimaelieves that a particular test should be
satisfied at a 98% confidence level, Milliman wouglelect the loss outcome that leads to the
98% worst result of the hundreds of thousands s$ibdities modeled. If Milliman believes the
test should be satisfied at a 75% confidence leMaljman would select the loss outcome
leading to the 75% worst result.

Second, Milliman incorporates the financial reswassociated with the selected loss outcome
into pro-forma financial projections to determinbat the impact to GHMSI's surplus would be

if the selected loss outcome was in fact to ocdeor example, this pro-forma process would

allow Milliman to determine what would happen to KBI's surplus, as measured by RBC-

ACL, if GHMSI sustained losses equal to the 98% swquossible result, or the 75% worst

possible result, as calculated pursuant to thehasiic modeling process. Milliman can thereby
determine how much surplus it believes GHMSI newxls to be able to sustain such losses and
still remain above specified RBC thresholds at #@mel of three years based on selected
confidence levels.

Finally, because Milliman’s assumptions in the msses described above only included the
impact of those federal health reform measures hiaak been implemented at the time of
Milliman’s analysis, Milliman estimated the amotuoyt which the surplus targets produced under
its model might need to be increased to take i@t the potential impact of health care
reform provisions that were not yet in effect a¢ time of Milliman’s analysis. Although
Milliman provided an estimate of the potential m&se in GHMSI's surplus target range, it
characterized its estimate as an indication ofdirectional nature of the impact of health care
exchanges, rather than a precise quantificatidheaf potential financial consequences.

2. R&A Response to the Milliman Approach

We performed an extensive review of the MillimanpBe, supplemental written materials
provided by Milliman and GHMSI regarding the Millan actuarial model, and written materials
regarding the Milliman actuarial model provided Agpleseed and by ARM on Appleseed’s
behalf. We also had several lengthy discussioqserson and/or in telephone conferences with
Milliman, GHMSI, Appleseed, and ARM representativesgarding the Milliman actuarial
model.
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Based on our analysis, we conclude that it is gmte to use the Milliman actuarial model as a
way of analyzing GHMSI's surplus position. Howeveave identified certain conceptual
revisions that we believe should be made to thdirivih approach. The conceptual revisions
that we made to the model are described in Sebt¥dh of this Report.

In addition, we identified certain specific assuimps used by Milliman in its stochastic model
that we believe should be adjusted. We made tjustakents and asked Milliman to recalculate
starting surplus requirements based on those mdda#ssumptions. The assumptions that were
adjusted and our reasoning behind the adjustmeatdescribed in Section IV.B. of this Report.

As noted above, in reaching these conclusions, og& into account comments provided by
Appleseed and ARM on Appleseed’s behalf regardimg Milliman actuarial model. As
previously indicated, we met with Appleseed, ARM;II@SI, and Milliman staff and discussed
Appleseed’s comments regarding the Milliman actlarmmodel in those meetings. The
comments provided by Appleseed and ARM on Applesebdhalf regarding the Milliman
actuarial model and our analysis of those commantkjding how we took those comments into
account in our analysis, are described in Sectibafthis Report.

B. Definition of Standards to Be Used In ActuarialModel
For Determinations of GHMSI's Surplus Position

In the Appeals Court Decision, the D.C. Court opApls made clear that in accordance with the
MIEAA standards, the DISB is required to make twetedminations regarding GHMSI's
surplus:

*  Whether GHMSI has engaged in community health estment to the maximum
feasible extent consistent with financial soundrass efficiency*® and

* Whether GHMSI's surplus exceeds appropriate RBCuirements and is
unreasonably large and inconsistent with GHMSI'snownity health reinvestment
mandate®

The D.C. Court of Appeals also clearly stated thatse two determinations must be made in
tandem, noseriatim, to give full effect to the relevant DC statutes.

*D.C. Code § 31-3505.01.
2D.C. Code § 31-3506(e). Note that the referencttion 6(a) is a reference to the DC Code §585:31
(2009), as enacted by MIEAA.

11



Although the Milliman actuarial model can be a Melgool in making both determinations, in
order to comply with the Appeals Court Decisioncid®ns regarding the following two key
inputs to the model must be made in a manner densisvith the intent of the MIEAA
standards:

* RBC levels (i.e., the RBC levels that GHMSI shosidve not to fall below in
order not to become financially unsound); and

» Confidence levels (i.e., the degrees of certaietsireéd regarding the likelihood of
GHMSI not falling below the selected RBC levels).

For the reasons described in Section 111.C. of Beport, we conclude that the DISB can make
both required determinations by measuring GHMSlgpkis against a “benchmark” that is
developed using two tests: 1) one test consistifgpw much surplus GHMSI needs not to fall
below a 200% RBC level at a 98% confidence levafl ) the other test consisting of how
much surplus GHMSI needs not to fall below a 3758CRevel at an 85% confidence level.
Stated another way, we conclude that GHMSI hasgedyan community health reinvestment to
the maximum feasible extent consistent with finahsoundness and efficiency (i.e., it meets the
first determinationjand does not possess surplus that is unreasonabby dand) inconsistent with
GHMSI's community health reinvestment mandate,(itemeets the second determination) if
GHMSI’s surplus does not exceed the benchmark. théesfore conclude that, if GHMSI's
surplus is greater than the benchmark, it is ngagmg in community health reinvestment to the
maximum feasible extent (i.e., it does not meetfits¢ determination) and it has surplus that is
unreasonably large and inconsistent with its comtyumealth reinvestment mandate (i.e., it
does not meet the second determination).

As described in Section IV.C. of this Report, GHMfgleds to have its surplus not fall below a
958% RBC level in order to meet the first test @ORBC level at a 98% confidence level) and
have its surplus not fall below a 746% RBC levebider to meet the second test (375% RBC
level at an 85% confidence level). Because GHM®u&l meet both tests to comply with the
intent of the MIEAA standards, we conclude thatyently, when determining whether GHMSI
is satisfying its obligations under the MIEAA preins, GHMSI should have a surplus target of
958% RBC. It should be noted, however, that thecsien of a target of 958% RBC implies a
degree of precision that does not, in fact, eXidte preceding paragraphs could be read to imply
that if GHMSI's surplus is at a 960% RBC level gthhan at a 958% RBC level, its surplus is
excessive and GHMSI is not engaging in communitglthereinvestment to the maximum
feasible extent, whereas if GHMSI's surplus is &58% RBC level rather than a 958% RBC
level, then the opposite conclusion should be draw@iven the numerous variables and
judgments that are necessary to select the assumapinderlying the calculations, this implied
level of precision is misleading. Further, GHMSdstual RBC will change from year to year
even without any significant underlying businesaraies.

For these reasons, we describe the 958% RBC Isvaltarget (a goal) rather than as a precise
and inflexible measuring stick. Further, everhi target level could be determined precisely, it
would be impractical for the DISB to require GHMS8Ilincrease community health reinvestment
expenditures, or to reduce expenditures in orddsui@ surplus, merely because of relatively

12



modest fluctuations in surplus that happen normiatiyn year to year. Accordingly, we have
also concluded that it makes sense to establiahgeraround the 958% RBC target, which could
be considered a “safe harbor” of sorts.

To arrive at an appropriate range, we reviewed gesin GHMSI’'s RBC historical levels over
the period 1999-2012. Although GHMSI's RBC varfenim year to year by 100 or more basis
points during the early part of the period, mosary® year changes since 2004 have been less
than 100 basis points. The average year to yeangehduring the 2004-2012 period was 82.5
basis points. For these reasons, we have selaatadge consisting of the target level surplus
(958% RBC) +/- approximately 82.5 basis points.

For the reasons described above, we conclude thatH®SI| should strive for a target of
958% RBC and that GHMSI's surplus should be measurm@ against a Benchmark Range of
875% -1040% RBC If GHMSI's surplus exceeds the Benchmark Rangehould begin
increasing its community health reinvestment expanes, including rate moderation, so that
GHMSI can comply with the “maximum feasible” reqemment. If GHMSI's surplus falls below
the Benchmark Range, it should concentrate on ibgildurplus so it can be sure to remain
financially sound. Even if GHMSI is within the Be&hhmark Range, GHMSI should strive to be
at the 958% RBC target rather than consistentlyaloo below it.

It is important to point out that we are not sayihgt any point within this range is equally valid,
so that it would be “safe” for GHMSI to spend down 875% RBC or so that it would be
appropriate for GHMSI to try to maintain a surphfs1040% RBC. Rather, GHMSI should
target a surplus level of 958% RBC. The range#&%8-1040% RBC means only that, due to
the imprecision in the available measures and enadsumptions underlying them, and because
GHMSI's RBC level will normally rise and fall frorgear to year, if GHMSI's surplus stays
within the 875% - 1040% RBC range, it is the fuotl equivalent of GHMSI being at the
958% RBC target for purposes of the MIEAA standards

It also is important to point out that it is notcegsary for GHMSI to carry a “buffer” above the
RBC Benchmark Range. The calculations leadindghéoBenchmark Range already carry within
them appropriate levels of conservatism due todsmects of the modeling process:

* First, the assumptions that are used in the maglgirocess take into account
extremely adverse events that could occur, inclydime possibility that multiple
adverse events could occur simultaneously.

» Second, when the health RBC formula was devised {@rsubsequent revisions to
the formula), the individual risk factors that camsp the formula were developed
with the intent to achieve a high level of confiderthat an insurer would not become
insolvent. In other words, the RBC formula was stoucted with a high degree of
conservatism embedded into the formtta.

2 Our understanding is that although the health RB@ula was not originally calibrated to achievedific
confidence levels with respect to the entire foramr individual risk factors, certain risk factavere developed on
the basis of a 90% to 95% confidence levgde Report of the American Academy of Actuaries to#C Capital
Adequacy (E) Task Force dated January 31, 2011.
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Accordingly, in our judgment, it is not necessawyiriclude any additional conservatism above
the Benchmark Range. GHMSI should strive to bel@se to the 958% RBC target as possible,
neither building surplus above the Benchmark Rarmgedepleting surplus below the Benchmark
Range.

As discussed in Section I.A. of this Report, MIEA&quires the DISB to conduct a review of
GHMSI's surplus at least every three years. lous understanding that the DISB is in the
process of reviewing GHMSI’s surplus as of Decen8ir2011. As of that date, GHMSI had
an RBC ratio of 998%. We note that this 998% RB@oris above the 958% RBC target but
within the Benchmark Range of 875%-1040% RBC.

Finally, we note that the calculations supportihg §58% RBC target surplus and the 875% -
1040% Benchmark Range, although based on histoné@mation, are informed by current
assumptions. The calculations are prospectiveatnra and should be viable for up to three
years from the most recent year end, assuming norncadanges in GHMSI’'s underlying
business or in the business environment affectiegcompany. Accordingly, absent any major
changes affecting GHMSI, the 958% RBC surplus taegel the 875% - 1040% Benchmark
Range should be viable from now through GHMSI's ®&aber 31, 2015 financial statement.

C. Quantification of Standards To Be Used In Actuaal Model
For Determinations of GHMSI's Surplus Position

In the Milliman actuarial model, the surplus letbat GHMSI needs to maintain to avoid
specific negative consequences and the percentagertinty, or confidence level, that is
necessary for GHMSI to not fall below the seledREBIC level, are the measures that must be
selected to determine whether GHMSI has engagezsbmmmunity health reinvestment to the
maximum feasible extent consistent with financialrsdness and efficiencgnd does not
possess surplus that is unreasonably large anahsistent with GHMSI's community health
reinvestment mandate. In other words, how serignash from a financial and operational
standpoint) are the consequences to GHMSI if ilsfdlelow specific RBC percentage
thresholds? Based on the severity of those coesegs, how certain do we need to be that
GHMSI will not fall below those selected RBC pertzage thresholds?

After discussions with GHMSI and Appleseed represtéres and analysis of the appropriate
RBC and confidence levels, we believe the followtwg standards are appropriate for purposes
of analyzing whether GHMSI has engaged in commulinéglth reinvestment to the maximum
feasible extent consistent with financial soundreass efficiencyand does not possess surplus
that is unreasonably large and inconsistent withMSHs community health reinvestment
mandate:1) a 98% confidence level that GHMSI's RBC level wi#dmain above a 200% RBC
level; and 2) an 85% confidence level that GHMSIRBC level will remain above a 375%
RBC level
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1. 98% Confidence Level Relative to 200% RBC Threskid

In order to select appropriate RBC and confidersels to be used in the Milliman actuarial
model, we first considered the adverse financidl r@gulatory consequences that would result if
GHMSI falls below specific RBC percentage thresboldf GHMSI's surplus falls below the
200% RBC level, two events are triggered that cdwdgte significant and deeply damaging
consequences for GHMSI:

* RBC "Company Action Level” OversightThe U.S. insurance regulatory framework
for monitoring insurers’ solvency relies heavily msurers’ RBC results as a method
of assessing insurers’ financial and operatiorgdsriand their ability to withstand
future financial and operations crises. In thigarel, we noted that the MIEAA
Regulations direct the Commissioner to consider RBE requirements for health
insurers in determining whether surplus is excesSiv

Under this system, insurance regulators, includivegDISB, consider a 200% RBC
level to be a significant indicator of very reabplems with an insurer’s financial and
operational strength. Once an insurer falls bebW®00% RBC level, insurance
regulators take steps to much more closely moniterinsurer’s current and future
financial position?®

If an insurer’s surplus falls below a 200% RBC le(flut remains above a 150%
RBC level), the insurer is considered to be at“@empany Action Level”. At the
200% RBC threshold level, the insurer would be ireglto formally file a corrective
action plan with the DISB. The corrective actiolarpis required to include a
comprehensive financial plan that identifies thexdibons that contributed to the
insurer’s financial condition; contains proposalsorrect the financial problems; and
provides projections of the insurer’s financial dion, both with and without the
proposed corrections. The DISB then would closetnitor and review the insurer’s
corrective action plan, finances, and operations.

* Loss of BCBS Trademark.lf GHMSI's surplus falls below a 200% RBC leviie
BlueCross BlueShield Association (“BCBSA”) couldrenate GHMSI’s use of the
BCBS trademark. GHMSI's loss of the BCBS trademaduld be a significant and
potentially catastrophic event both from a finaheiad operational standpoint. The
consequences of losing the BCBS trademark inclinde ldss of BCBS’ product
recognition and favorable out-of-network reimbursemrates and losing the ability
to offer benefits in certain large national acceuahd in the Federal Employees
Health Benefits Program.

*226-A DCMR § 4601.4.

% See D.C. Code §§31-2001 through 31-2013. Ther3@rance framework conforms with NAIC Model Laws,
which have been adopted in substance by stateateguilas the framework for monitoring insurersafiaial
solvency.
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In this regard, we noted that the MIEAA Regulatiafisect the Commissioner to
consider the BlueCross/Blue Shield capital requ@rets in determining whether
surplus is excessivé.

Based on these severe and potentially catastropdmsequences resulting from GHMSI's
surplus falling below a 200% RBC level, we beligivés extremely important that GHMSI’s
surplus remain above a 200% RBC level. In ordgpravide for a very high confidence level
that GHMSI will not fall below this level, we agresith Milliman’'s selection of a 98%
confidence level for GHMSI's surplus to remain aboa 200% RBC level. Based on our
discussions with Appleseed and ARM staff, both iparalso appear to agree with a 98%
confidence level relative to the 200% RBC threshold our view, a 98% confidence level
provides a very high level of assurance that thdehproduces a surplus requirement (translated
into a minimum RBC level) that allows GHMSI’s swiplto remain above the 200% RBC level.

2. 85% Confidence Level Relative to a 375% RBC Thshold

We next considered other RBC and confidence lahalsare appropriate for use in the Milliman
model for purposes of analyzing whether GHMSI'spfus is inconsistent with GHMSI's
community health reinvestment obligations and ieasonably larg€

Another RBC trigger at which there are adverse equences for BCBS insurers such as
GHMSI is at the 375% RBC level. At the 375% RB@ele GHMSI would be subject to
monitoring by the BCBSA (the BCBSA Early Warning ved), which includes financial
management oversight and special reporting reqentsn To satisfy these requirements,
GHMSI would be required to submit an action planifoproving its surplus position to the Plan
Performance and Financial Standards Committee §@PFof the BCBSA, as well as undergo
scrutiny by the PPFSC.

In its analysis, Milliman determined that it is “ofmost importance” that GHMSI’'s surplus
remain above the 375% RBC level. Accordingly,tsxmodeling, Milliman selected between a
90% to 95% confidence level relative to the 375%CRBreshold.

Milliman indicated that:

The initiation of this BCBSA monitoring and overigcarries implications regarding
the company’s image in the marketplace. Certascldsure requirements may be
enforced, requiring notifications to providers, @gots and direct pay subscribers,
with the risk of a loss of confidence in the Plaim&ncial health. An affected Plan is

24 26-A DCMR § 4601.4.

% Because of the manner in which the Milliman mauglinethodology operates, it is possible that th@mim
amount of surplus necessary to maintain a 200% RB€ at a 98% confidence level mightliess than the surplus
necessary to maintain a different RBC level atffeidint confidence level. For example, the amadisurplus
necessary to maintain a 300% RBC level at a 70%d=rce level might benore than the amount necessary to
maintain our already selected 200% RBC level 8% 8onfidence level. In order to determine theimim
amount of surplus that GHMSI should maintain urajgsropriate testing methodologies, we consideregtiven
any other RBC and confidence levels are appropfoatpurposes of determining whether GHMSI's susgki
excessive.
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likely to be required to curtail the type of lorgrh investment that is essential for a
viable health plan in today’'s marketplace, andiratlor suspend its social mission
initiatives.  Further, innovation in markets andgbucts will be limited or non-
existent, as the company is focused on returningttong financial health. It is
thereforeof utmost importance to the long-term financial viability of a BCBS la
to maintain surplus above the 375% of RBC-ACL leVél (Emphasis added.)

By contrast, during our meetings with and in wntteaterials provided by Appleseed and ARM
representatives, ARM and Appleseed pointed outitl@HMSI falls below a 375% RBC level,
there is no immediate impact to policyholders. atidition, the 375% level is almost twice the
200% RBC level that results in the first type afunance regulatory action that is required under
DC insurance regulations. Accordingly, Appleseeaad aARM proposed that a second
appropriate test to use for purposes of determinihgther GHMSI’s surplus is excessive is the
amount needed to maintain a 375% RBC level witb% tonfidence level.

In our analysis, we considered the positions ptteskny both GHMSI and Milliman staff and by

ARM and Appleseed representatives with respectht® donsequences that could result if
GHMSI's surplus falls below a 375% RBC level. Eirghe RBC regulatory framework and

standards do not require state insurance regultaaiske any action to increase its regulatory
scrutiny of a domiciliary insurer whose surpluslddbelow a 375% RBC level. In fact, as

previously indicated, a 375% RBC level is almosceathe Company Action Level under RBC

standards.

At the same time, there would be consequences tM&Hvere it to fall below the BCBSA
Early Warning Level of 375% RBC. As previously icated, GHMSI would be required to
submit an action plan to the PPFSC of the BCBSA ifoproving its surplus position and
undergo scrutiny by the PPFSC.

As previously indicated, Milliman also expressedhaarns that the BCBSA might enforce
certain disclosure requirements that would impamfidence in GHMSI's financial health.
However, it is our understanding that if a BCBSunes reaches a 375% RBC level, the fact that
the insurer is under heightened scrutiny by the BEBemains confidential. In addition, the
reporting requirements that would apply to a BCBSuier also are confidentfl.

Finally, Milliman expressed concern that if GHMSEsirplus falls below a 375% RBC level,
GHMSI might need to limit or curtail its long-termvestments, social mission initiatives, or
innovations in markets and products. We recogthiaefor a period of time, GHMSI might need
to revise its investments or expenditures in tfaeas to increase its surplus. However, we also
are mindful of the MIEAA requirement that GHMSI egg in the community health
reinvestment “to the maximum feasible extent” cstesit with financial soundness and
efficiency.

% Milliman Report, page 12.

2" GHMSI indicated that although BCBSA's heightenexitiny is intended to be confidential, as a pradtimatter,
GHMSI anticipates that competitors would becomeravedt BCBSA's scrutiny and seek to capitalize onNEBI's
position.
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Accordingly, based on the consequences resultmm f6HMSI’s surplus falling below a 375%
RBC level, we believe it is important, but not bét‘utmost importance,” that GHMSI’s surplus
remain above a 375% RBC level. In order to pro¥udea reasonably high confidence level that
GHMSI will not fall below this level, we selected 85% confidence level for GHMSI to remain
above a 375% RBC level. This level provides a héylel of assurance that the model produces
the amount of surplus (translated into a minimumCRBvel) needed for GHMSI’s surplus to
remain above the 375% RBC level.

IV. ANALYSIS OF MILLIMAN ACTUARIAL MODEL

As previously indicated, the Milliman actuarial neddyenerally consists of three components.
First, Milliman uses a stochastic modeling prodessalculate potential gain or loss outcomes,
taking into account a number of potential eventd #ve probability of the occurrence and
relative severity of those events. In order todppropriately conservative, this stochastic
modeling process incorporates and measures thépibsshat extremely adverse events could
occur, including the possibility that multiple adse events could occur simultaneously. From
the distribution of gain and loss outcomes from shechastic model, a desired “confidence
level” can be determined.

Second, Milliman incorporates the financial reswassociated with the selected loss outcome
into pro-forma financial projections to determinbat the impact to GHMSI's surplus would be
if the selected loss outcome was in fact to occlinis pro-forma process allows Milliman to
determine how much surplus it believes GHMSI neads/ to be able to sustain losses
corresponding to the selected loss outcome arldrestilain above specified RBC thresholds at
the end of three years based on selected confidevels.

Finally, because Milliman’s assumptions in the bastic modeling processes only included the
impact of those federal health reform measures hiaak been implemented at the time of
Milliman’s analysis, Milliman estimated the amotuoyt which the surplus targets produced under
its model might need to be increased to take i@t the potential impact of health care
reform provisions that were not yet in effect a¢ time of Milliman’s analysis. Although
Milliman provided an estimate of the potential m&se in GHMSI's surplus target range, it
characterized its estimate as an indication ofdirectional nature of the impact of health care
exchanges, rather than a precise quantificatidheaf potential financial consequences.

We believe it is appropriate to use the Millimanuacial model as a way to analyze whether
GHMSI is in compliance with the MIEAA standards. ufdihg our analysis, however, we
identified certain conceptual revisions to the misdess cycle construction that we believe are
appropriate. In addition, we identified certais@®ptions used in the loss cycle construction
regarding GHMSI’s future financial and operationa@ults that we believe are appropriate to
adjust.
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A. Conceptual Revisions to Actuarial Model
1. Inclusion of Trend Miss and Premium Growth LevelFactors Into Modeling Process

As previously indicated, the first step in the Milan model is to calculate potential gain or loss
outcomes using a stochastic modeling process lmsachumber of events and the probability of
the occurrence and relative severity of those esvant then to test initial surplus levels that
result in the desired “confidence level.” Duringraeview, however, we noted that the model
does not incorporate probabilities into the stottbamodeling process relating to two specific
factors:

» the projected period of time that GHMSI's actuana differs from its anticipated
trend before GHMSI makes adjustments to its tresglmption (also know as the
“trend miss assumptiof®); and

* GHMSI’s projected premium growth.

Instead, Milliman constructs the stochastic modglmocess using probabilities for all of the
other potential events but, for these two assumgptitakes the following steps:

* With respect to trend miss, the Milliman model agpltwo different trend miss
periods through the stochastic modeling processiéeelop two alternative loss
scenarios that then are incorporated into GHMSisfprma financial statements (the
financial projection stage of the model). The teniss periods that are used in the
model are a two-year period and a three-year pdrpodvhich GHMSI misses its
anticipated trend.

* With respect to premium growth levels, the Millimamodel applies two different
premium growth levels. The premium growth leveted in the model are a 7%
premium growth level and an 11% premium growth lleve

As previously highlighted, Milliman indicated th&n appropriate target for GHMSI’s surplus
falls in the range of 1050% to 1300% of RBC-ACL 2%."The range results from the selection of
two different data points:

» adata point calculated using a 7% premium groenellwith a two-year trend miss (1050%
RBC-ACL, which Milliman characterizes as the lowdesf the range); and

* a data point calculated using an 11% premium grdeail with a three-year trend miss
(1300% RBC-ACL, which Milliman characterizes as thigh end of the range).

Applying the trend miss periods and premium grolgtlels outside of the stochastic modeling
process is not as inconsequential as it might apgeee Milliman uses the data points generated

%8 Trend generally is defined as the annual change iimsurer’s healthcare costs that results frorarsé different
factors, including price inflation, technology adeas, utilization changes, and the effect of co#tiisg.
2 Milliman Report, page 5.
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to define its range. By using the data point dakad using an 11% premium growth level with
a three-year trend miss as the high end of thee;athg model in effect gives a 100% probability
weighting to this data point. Instead of includegpropriate probabilities to the trend miss and
premium growth level factors as part of the stotibatesting process, the model in effect
calculates the amount of needed surplus using tirstyossible outcome for these two factors
(an 11% premium growth level and a three-year traigs).

We had extensive discussions with GHMSI and Milinsaff regarding the manner in which
trend miss and premium growth levels were usechérmodel. GHMSI and Milliman staff
provided their reasoning regarding why these twammanents are not built into the stochastic
testing methodology in the same manner as the ad®rmptions that are used to construct the
loss cycle. Based on our analysis, we insteaddaskiliman to incorporate the trend miss and
premium level components into its model in thedwailhg manner:

* With respect to trend miss, we asked Milliman tclude the effect of trend miss and
related probabilities into the stochastic modebsing adequacy and fluctuation
factor.

* With respect to premium growth levels, we asked liMdn to include the
probabilities of specific premium growth levelstive modeling process.

The manner in which we asked Milliman to incorpertite trend miss and premium growth level
components into its model are further describedSection IV.B.1. and Section IV.B.4.,
respectively, of this Report.

2. Inclusion of Effects of Health Care Reform in Maleling Process

As previously indicated, the Milliman actuarial n@ds constructed to generate the amount of
surplus GHMSI needs to remain above selected RBEshblds with a selected degree of
confidence. In addition, however, Milliman estimdtthe amount by which the surplus target
“range” produced under its model could increaseate into account the potential impact of
health care reform provisions that were not yeefiiect at the time of its analysis. Milliman
characterized its estimate as an indication ofdirectional nature of the impact of health care
exchanges, rather than a precise quantificatidheaf potential financial consequences.

Based on our analysis of the Milliman model and eutensive discussions with GHMSI,
Milliman, Appleseed, and ARM staff, we believe thia¢ impact of health care reforms that were
not in effect at the time of Milliman’s analysisahd be incorporated directly into appropriate
assumptions used in the actuarial model, rathen #stimating the potential increase in
GHMSI’s surplus target range due to these healté ezforms outside of the actuarial modeling
process. The manner in which we asked Millimamtmrporate the potential impact of health
care reform provisions that were not yet in effacthe time of Milliman’s analysis is further
described in Section IV.B. of this Report.
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B. Revisions to Assumptions In Modeling Process

As previously indicated, the first step in the Mi&n model is to calculate potential gain or loss
outcomes by using a stochastic modeling procesedbasm a number of events and the
probability of the occurrence and relative seveafythose events. The Milliman stochastic
model employs 12 different factors, and for eachtluése factors, Milliman selects the
probability of the occurrence and the severityertain events related to these factors.

We first analyzed each of the factors and deterthih@t each, in concept, is appropriate for
inclusion in the stochastic modeling process. Nexé analyzed the probability of the
occurrence and the outcome of certain events tetateach of the 12 factors. For nine of the 12
factors, we agreed with Milliman’s conclusions. W&yer, for three of the factors, we made
modifications to the probability of the occurrerened the outcome of certain events related to
these factors, as described for each factor, below.

Finally, as previously indicated, Milliman did netclude probabilities relative to GHMSI'’s
projected premium growth in the stochastic modepngcess. Rather, Milliman selected a loss
outcome and then applied two different premium dioilgvels. For the reasons described in
Section IV.A.1. of the Report, above, we asked i#in to instead include selected probabilities
of premium growth levels in its model, as describetbw.

1. Rating Adequacy and Fluctuation

In Milliman’s model, the rating adequacy and fluafion factor incorporates a number of

different variables with a focus on the effect bénges in medical trends on future premium rate
adequacy. Accordingly, modeling choices relatimghte rating adequacy and fluctuation factor
are crucial in the methodology used to select & tagcome.

Because of the importance of the rating adequadyflantuation factor in the Milliman model,
we spent significant time analyzing and discussing factor’s construction with Milliman and
GHMSI staff. Based on our analysis and discussimesmade changes to the manner in which
the rating adequacy and fluctuation factor is medelOf the assumption changes that we made
in the Milliman model, the changes made to thengatidequacy and fluctuation factor had the
most significant impact on the modeling results.
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Based on the rating adequacy and fluctuation moglelhanges we made, we asked Milliman to
incorporate the following provisions for rating agd@cy and fluctuation in the model:

Revised Modeling
Provision for Rating and Adequacy Fluctuation
Surplus Change as a % of Non-FEP Insured Premiums

Probability Charge
3.0% 30.1%
6.8% 24.1%
7.6% 20.2%
6.7% 17.5%
12.2% 14.6%
27.4% 9.3%
12.2% 3.4%
6.7% -0.3%
7.6% -3.6%
6.8% -9.3%
3.0% -18.2%

The reasons behind our revisions to the rating @a®gand fluctuation factor are summarized
below:

Trend Miss Modeling In its model, Milliman applied two different trenchiss
periods (a two-year and three-year trend miss ggras inputs to the stochastic
modeling process. We instead incorporated thectsffef trend miss into the
stochastic modeling process by including the effeictrend miss in the revised
provisions for rating and adequacy fluctuation adables with their own probability
distribution.

Trend Modeling In its model, we found that the method by which Ivi&n
determined historical variability of the secularngmonent of trends assumed that
trends are independent from one year to the neBased on our analysis, we
demonstrated that trends occurring between timernvats are correlated to trends
from prior periods. Accordingly, we made changes the trend variability
assumption and the manner in which trend is ina@ated into the rating adequacy
and fluctuation factor.

Modeling for Medical Loss Ratio Restrictionsin its model, Milliman included the
effect of medical loss ratio (“MLR”) rebate requments that were enacted by health
care reform in its rating adequacy and fluctuafamtor. However, we do not believe
including such requirements is necessary, and nbpticates the analysis, so we
removed the effect of MLR modeling from the ratadequacy and fluctuation factor.
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In analyzing this issue, we noted that the MLR telvaquirements would only apply
in situations where GHMSI's MLR would exceed certaiinimum standard®. In
other words, the MLR rebate requirements would ich@@HMSI’s financial position
only in situations where GHMSI is experiencing fealde experience. Yet the
purpose of the model is to determine surplus ansomeicessary for GHMSI to
maintain during adverse experience scenarios—neoingiufavorable experience
scenarios—so including the effects of MLR rebagunements in the model would
not be appropriate for the limited purposes oftiedel's use here. We also noted
that, even as used by Milliman, the MLR requiremsdrdd only a minimal impact on
the model’s results.

* Modeling for Increased Requlatory Oversight OverdPnium Rates In its model,
Milliman assumed an increase in the time requitedrégulators to review premium
rate filings as a result of health care reform. atidition, Milliman assumed that
regulators would restrict premium rate increasegiested in future premium rate
filings.

Based on our analysis, we agree that it is appatgto assume an increase in the
time necessary for regulators to review premiura fdihgs as a result of health care
reform. However, we do not believe it is approj@ito assume that regulators will
restrict needed premium rate increases requesia@mium rate filings, especially in
scenarios where GHMSI is in a financially difficsituation (the scenarios that lead
to the selection of the Benchmark). Accordinglyg removed the effect of restricted
premium rate increases from modeling for the raidgquacy and fluctuation factor.

* Modeling for Effects of Health Care Reform Not Reftted in Milliman Model As
previously indicated, the Milliman model only tookto account the health care
reform requirements that were in effect at the twmhats analysis. For health care
reform requirements that were not yet in effectl/liMan estimated the amount by
which the surplus target range produced underadeincould need to be increased to
take into account the additional health care reforquirements.

Based on our analysis, we believe it is appropriatercorporate directly into the
stochastic model the anticipated impact of headite ceforms, regardless of whether
they were yet in effect at the time of Milliman'saysis, rather than estimate the
potential effect of health care reforms after thedeling is completed. Accordingly,
we included in the rating adequacy and fluctuati@etor the following effects of
health care reform that were not included in Midims modeling: underwriting
restrictions; policyholder behavioral changes; eoderage mandates.

39 We recognize that in rare situations, the MLR telaquirements could impact the necessary sugeinsrated
by the model. For example, the model is construstethat one region or line of business could egpee
favorable results (resulting in MLR rebate requiests for a certain segment of GHMSI's businessj)lengther
regions or lines of business could experience uméehte results. Because we believe that trenccatabtrophic
losses between liens of business and regions@selglcorrelated, however, we believe this scerianmlikely.
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2. Catastrophic Events

Catastrophic events are potential events affec@MSI’s operations that are infrequent,
severe, and unpredictable. Examples of such evange from natural disasters (as examples:
pandemics, earthquakes, or hurricanes) to humantag¢as examples: terrorism, nuclear power
accidents, or major litigation).

The Milliman model includes the following assumpiso with respect to the impact of
catastrophic events:

Milliman Modeling
Provision for Impact of Catastrophic Events
(As a % of Non-FEP Premiums)

Probability Base Provision Contingent Total
Provision
90% 2.5% 0.0% 2.5%
7.5% 2.5% 2.59 5.0%
2.5% 2.5% 7.59 10.0%

By their nature, catastrophes are low frequenmh Beverity events. Accordingly, an event that

is anticipated to occur every year would not besatered a catastrophe. Instead, an annual
event would result in recurring, foreseeable expganes that could be accounted for in an

insurance company'’s operating budget and premites.ra

As indicated above, Milliman’s catastrophic evesswamptions result in a base provision, or
charge, of 2.5% of non-FEP premiumsaih of its modeling simulation outcomes. Because of
the nature of catastrophic events, we do not belieis appropriate to include a base charge in
all of Milliman’s modeling simulations outcomes feuch events. Accordingly, we removed this
base charge from all of the Milliman modeling siatidns.

In addition to the base charge, Milliman assumesadditional contingent provision for 10% of
its modeling simulation outcomes (a 2.5% chargé.&% of its modeling outcomes and a 7.5%
charge in 2.5% of its modeling outcomes). Millimemd GHMSI representatives did not provide
actuarial or industry studies or other support fmluding the contingent provision in its
modeling simulation outcomes, and indicated thahssupport is not available. Nevertheless,
they indicated that the contingent provision fotas&rophic events is prudent because of the very
real threats of catastrophes facing GHMSI.

Based on our analysis, we found that data to stpmdastrophe modeling for health insurers
generally has not been captured or reported. Aeiuand other experts disagree on the
appropriate manner to model catastrophic eventhdaith insurerd® At the same time, we

31 We note that modeling for catastrophes with seeéfits for property/casualty insurers are moeelitg
available, which focus on low frequency and highesigy events. These models are somewhat helpfyddrposes
of modeling for health insurers by employing lowduency and high severity outcomes. However, Isecafithe
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agree that it is appropriate to include a conting®ovision for catastrophic events because of
the very real threats of catastrophes facing GHM&k also did not find Milliman’s selections
of the probability and severity of these eventbaounreasonable. As a result, we believe it is
appropriate to include this contingent provisiomMitliman’s modeling simulation outcomes.

Accordingly, we made the following revisions in Mitan’s modeling for catastrophic events:

Revised Modeling
Provision for Impact of Catastrophic Events
(As a % of Non-FEP Premiums)

Probability Base Provision Contingent Total
Provision
90% 0.0% 0.0% 0.0%
7.5% 0.0% 2.59 2.5%
2.5% 0.0% 7.59 7.5%

The changes made to the charges for catastrophmiewad a fairly significant impact on the
modeling results and were similar to the impactseduby the changes made to unidentified
growth and development charges, as described below.

3. Provision for Unidentified Growth and Developmen

For modeling purposes, Milliman and GHMSI definesion for unidentified growth and
development as extraordinary expenditures resuftmgn unanticipated growth and investment
needs, including technology and infrastructure stneents, new product development, and
responses to legislative chandgés. The Milliman methodology includes the following
assumptions with respect to the impact of provigarrunidentified growth and development:

Milliman Modeling
Provision for Unidentified Growth and Development
Surplus Change as a % of Non-FEP Insured Premium

\"ZJ

Probability Charge
25.0% -2.0%
35.0% -3.0%
25.0% -4.0%
15.0% -5.0%

different types of risks and of catastrophes fatieglth insurers, we do not believe it is apprapria apply a
property/casualty insurer model for catastrophiengés to a health insurer.

32 As described further in this Section 1V.B.3., Miln’s provision for unidentified growth and devaieent is
intended to encompass the impact of capital investsithat produce non-admitted assets, as wetloaglgand
development expenditures that exceed budgeted amita cannot be included in GHMSI’s premium rate
structure to recoup the costs of such expenditwés.consider Milliman’s use of the terrariidentified growth and
development” to be a misnomer since we understaaidht least a portion of the capital investmemds produce
non-admitted assets are known at the time GHSMegldeg its rates and produces its financial foreacakt order to
remain consistent with Milliman’s terminology, hoveg, we have continued to refer to these assungptsra
provision for unidentified growth and development.
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Accordingly, Milliman’s unidentified growth and delopment assumptions result in a base
provision, or charge, of 2% of non-FEP premiumslinof its modeling simulation outcomes,
with charges ranging from 2% to 5% of non-FEP ptans.

In support of the model's unidentified growth andvelopment assumptions, Milliman and
GHMSI indicated that the model is intended to adslrevo separate phenomena that affect
GHMSI's unidentified growth and development charges

» Effect of Increases in Non-Admitted Asset#illiman and GHMSI indicated that in
order to support its operations, GHMSI is requitednake expenditures that cannot
be treated as admitted assets in accordance watht@ty accounting principles.
Accordingly, these expenditures must be treatedoasadmitted assets for financial
reporting purposes. Because non-admitted asset®icae included in an insurer’s
total assets for purposes of determining the insufmancial condition, increases in
non-admitted assets result in a direct charge tasamer’s surplus position.

Further, Milliman and GHMSI have indicated that feeveral years, it has been
necessary for GHMSI to significantly increase expemes that result in non-
admitted assets, including expenditures for eleatrand data processing (“EDP”)
needs; care management programs; and related tioftage improvements.
Between 1998 and 2012, the annual growth in GHM3I-admitted assets
averaged 20%° GHMSI indicated that it anticipates additionaperditures will be
necessary in future years that might not yet b&igated as a result of health care
reform and continuing changes in technology angstfucture needs.

* Unexpected Growth and Development Costdurther, Miliman and GHMSI
indicated that although GHMSI takes into accounttiicgrated growth and
development expenditures in its budgeting process ia developing its premium
rates, GHMSI often must incur unexpected growth @ewklopment costs that cannot
be immediately included in its premium rate struetto recoup the costs of such
charges.

In order to assist in determining the provision toridentified growth and development to
include in its model, Miliman analyzed the change GHMSI's non-admitted assets as a
percentage of non-FEP premium for three-year ltime periods? By taking into account
these values, Milliman then made judgmental selastbf the unidentified provision for growth
and development and the probabilities for suchipron to include in its model.

%3 For purposes of our analysis, GHMSI’s non-admitiesets related to investments, taxes and penision p
expenditures are not included.

34 For purposes of Milliman’s analysis, GHMSI's nodraitted assets related to investments, taxes amsiqreplan
expenditures are not included. In addition, Milimused three-year rolling time periods in its gsialto
correspond to the three-year time periods on witicimodeling methodology is based (the three-yeaiogs
beginning in 1998 through 2009).
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Based on our analysis, we believe that it is appeitgto recognize the effect of a provision for
unidentified growth and development in the modékhough we believe that GHMSI should be

able to anticipate significant portions of the psmn for growth and development based on its
recent history, we recognize the rapid changesraoguin the health care market due to health
care reform and unanticipated technology and itrinature needs.

At the same time, instead of looking solely to GHMSecent history to anticipate future
increases in its provision for unidentified grovahd development, we took into account the
recent experience of the heath insurance industiy @whole with respect to its growth in non-
admitted assets. As previously indicated, the ahgwwth in GHMSI's non-admitted assets
between 1998 and 2012 averaged 20%. In compatisemnnual growth in the health insurance
industry’s total non-admitted assets between 20@8 2012 averaged 6.5%, and the annual
growth in the industry’s non-admitted assets aitable to EDP expenditures during the same
time period averaged 9%.

Because we believe that the industry’s experienitle ngspect to growth in non-admitted assets
attributable to EDP expenditures is relevant to twBBIMSI will experience in the future, we
applied the historical 9% industry average for atrgrowth in non-admitted assets attributable
to EDP expenditures to GHMSI's 2011 expenditurasnion-admitted assets. Based on this
analysis, we selected the potential provision fodentified growth and development to include
in the model.

For these reasons, we made the following revisianslilliman’s model for a provision for
unidentified growth and development:

Revised Modeling
Provision for Unidentified Growth and Development
Surplus Change as a % of Non-FEP Insured Premiums
Probability Charge
15.0% 0.0%
35.0% -1.0%
25.0% -2.0%
15.0% -3.0%
7.5% -4.0%
2.5% -5.0%

The changes made to the provisions for unidentifiegowth and development had a fairly
significant impact on the modeling results and wanailar to the impact caused by the changes
made to charges for catastrophic events, as descaibove.

4. Premium Growth Levels
The amount and type of premium projected to betevriby a health insurer are key determinants
of the insurer’s future surplus needs. Under tBECRormula that applies to health business,

charges are applied that are intended to measarerterwriting risk of each type of health
business projected to be written by the insuraréi@mple, comprehensive medical and hospital
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coverage vs. FEP business). Accordingly, it isangnt to determine projections of the amount
of health business projected to be written by @arier as accurately as possible.

As previously indicated, Milliman did not use proiddies relative to premium growth levels in

its stochastic modeling process. Instead, aftenpdeting the stochastic modeling process,
Milliman applied two different premium growth legela 7% premium growth level and an 11%
premium growth level. Based on our extensive agland discussions with GHMSI and
Milliman staff, we instead asked Milliman to inckigelected probabilities of premium growth
levels in model.

a. Historical Premium_Growth Levels. In order to determine appropriate premium growth
level assumptions to include in the model, we re®gthat it is important to take into account
GHMSI's historical premium growth experience. Whesviewing an insurer’s historical
premium growth experience, it also is importantrégognize the effect of unusual business
activity that an insurer experienced in the paat #ffected its premium growth levels.

During our discussions with GHMSI, Milliman, Appked, and ARM staff, we identified fairly
significant differences of opinion regarding thepegpriate levels of GHMSI’s historical
premium growth to use as a reference point for GHdfaiture premium growth projections.
Attached aAppendix A is our analysis of GHMSI’s historical premium gribmevels, as used
for this purpose.

After analyzing GHMSI's historical premium growtRkperience, we considered our findings in
determining appropriate premium growth projectiogsuanptions to include in the model.
Although we did not use the historical premium gtlowxperience as an exact starting point in
determining appropriate model assumptions, we tGkMSI’'s historical premium growth
experience into account in estimating future premgrowth levels.

b. Future Premium Growth LevelsAs indicated above, GHMSI's historical premium gtb
serves as a reference point for projecting itsrufaremium growth. However, several factors
will influence GHMSI's future premium growth thateed to be taken into account in
determining appropriate future premium growth agsons. The primary factors to be
considered that could influence GHMSI’s future premgrowth levels are the following:

* Enrollment Changes, Including Health Care Reform fefcts As for any health
insurer, the number of enrollees who receive cagerander specific GHMSI
products typically fluctuates over time. In adulitito these typical enrollment
fluctuations, we also considered the impact of mebealth care reforms on GHMSI’s
enrollment. As previously indicated, the Millimamodel only took into account the
health care reform requirements that were in eff¢¢he time of its analysis. These
reforms did not include the effect of the indivitlleealth coverage mandate and
health care exchanges that have been introduckddith care reform.

As part of our analysis, we considered the antiegpachanges in enrollment in
GHMSI's individual products resulting from healtlare reform. In projecting
changes in enrollment in GHMSI’s individual prodsjctve took into account the
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current size of enrollment in GHMSI’s individualgalucts and available research
regarding estimated increases in the individualined market resulting from health
care reform.

Distinction Between FEP _and Non-FEP Premium As previously indicated, the
Milliman model applied two different premium growvels: a 7% premium growth
level and an 11% premium growth level. In additionapplying these premium
growth levels without probability distributions, ehMilliman model also did not
differentiate growth rates between FEP and non-bilidthess written by GHMSI.

As previously indicated, GHMSI'’s participation ihet FEP constitutes a relatively
large portion of GHMSI's business. Although theFFEs an insured program, the
program is constructed in a manner that signifiyareduces GHMSI’'s short-term
underwriting risk with respect to its FEP partidipa. In addition, the NAIC RBC

formula that assigns risk charges to various typediealth business applies a
significantly lower risk charge to FEP business.

Further, we considered the anticipated changesiiollment in GHMSI's various
types of individual products resulting from healdre reform. Due to the individual
health coverage mandate and health care exchawgeanticipate greater potential
for growth in GHMSI’s non-FEP premium than in it&FF business.

For these reasons, we asked Milliman to distingbestween FEP premium and non-
FEP premium in its premium growth level assumptiomde used in its stochastic
modeling process.

Rising Health Care Costs Due primarily to medical inflation, the cost oédith
insurance on a per member basis has steadily senleaver several years. Insurers
need to plan for premium rate increases to keep path these rising health care
costs. We considered these rising health cares aostetermining GHMSI'’s future
premium growth levels.

Policyholder Cost-Sharing DecisionsDue to the rising costs of health insurance,
policyholders in recent years made health carehasing decisions that increased
their share of health care costs, while reducingithansurance premium levels. As
an example, policyholders chose health insurancelymts with reduced coverage
levels in exchange for lower premiums or high deithes plans with lower premium
costs.

Because of these recent shifts in policyholder ienaGHMSI indicated that it has
experienced recent periods of reduced premium drowit the same time, GHMSI
indicated that it believes that policyholders hesached the point where cost-sharing
no longer will drive their health care purchasingcidions. As a result, GHMSI
anticipates its premium growth levels will retuim & more typical growth pattern
than GHMSI recently experienced. We took thesesici@mations into account in
determining GHMSI's future premium growth levels.
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Based on our analysis, the following are the premgrowth level assumptions we asked

Milliman to include in its model:

Revised Modeling
Annual Premium Growth Rates

Non-FEP Business FEP Business
Growth Rate Probability Growth Rate Probability
9.1% 25.0% 6.5% 25.0%
12.4% 50.0% 7.5% 50.0%
16.1% 25.0% 8.4% 25.0%

Despite asking Milliman to change the manner inclhi includes premium growth assumptions
in its model, the changes made to the model to itrdkeaccount premium growth assumptions
had only a modest impact on the modeling results.

C. Conclusions from Analysis of Milliman Actuarial Model

After making the requested revisions to its actlanodel described in Sections IV.A. and B. of
this Report, Milliman calculated the amount of duspnecessary for GHMSI to remain above
the identified thresholds. The results of its gktions are:

e In order to maintain a 200% RBC level at a 98% ictmnfce level, GHMSI would
need to have current surplus at a 958% RBC level; a

* |n order to maintain a 375% RBC level at an 85%fidemce level, GHMSI would
need to have current surplus at a 746% RBC level.

V. APPLESEED CONCERNS WITH GHMSI'S SURPLUS POSITION
AND MILLIMAN ACTUARIAL MODEL

As previously indicated, we reviewed, analyzed, touk into account several written materials
regarding GHMSI'’s surplus position and the Millimantuarial model that were provided by
Appleseed and ARM on Appleseed’s behalf. In addjtiwe met with Appleseed and ARM
representatives to discuss their comments regar@htMSI’s surplus position and the
Milliman’s actuarial model. The following discusseur understanding and analysis of the
concerns raised by Appleseed and ARM regarding GHVEsIrplus position and the Milliman
actuarial model, including how we took those comta@nto account in our analysis.

A. Incorporation of MIEAA Standards Into Analysis of Actuarial Model
A primary concern raised by Appleseed in writtertenals and in our discussions related to the
standards for review of GHMSI's surplus position, st forth in MIEAA and as described in

Section I. of this Report. In other words, AppEsgeemphasized that our analysis and
recommendations should be grounded in and tieetd/iEAA standards.
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Appleseed argues that the MIEAA standards shouldagdied to maximize the amount of
surplus available to address community healthcaegls, not to maximize the amount of surplus
held by GHMSI. Similarly, Appleseed indicates thasumptions used in the Milliman actuarial
model that will only bring about marginal reductsom GHMSI’s risks are not consistent with
MIEAA’'s mandate that GHMSI engage in community beakeinvestment to the maximum
extent consistent with financial soundness anaieficy.

We considered Appleseed’s comments and input regatdis issue and, as described in Section
lII.LA. of this Report, we generally agree with themWe recognize that the D.C. Court of
Appeals clearly indicated in the Appeals Court Bieci that two different determinations must
be made and must be made in tandem:

*  Whether GHMSI has engaged in community health estment to the maximum
feasible extent consistent with financial soundraass efficiencyand

* Whether GHMSI's surplus exceeds appropriate RBCuirements and is
unreasonably large and inconsistent with GHMSI'snownity health reinvestment
mandate.

We believe the tests we used to select the Bendhribr a 200% RBC threshold at a 98%

confidence level, and 2) a 375% RBC threshold a8%# confidence level—strike the proper

balance between the various aspects of the MIEAAdsrd’'s requirements. After extensively

analyzing Milliman’s model (including reviewing theppropriate confidence levels and RBC
levels to be selected for use in the model) andimgakarious adjustments to it, we believe the
model, as adjusted, allows for a determinatiorhefamount of surplus necessary so that GHMSI
both operates consistently with financial soundreass efficiency and satisfies its community

health reinvestment obligation.

B. Use of Historical Underwriting Cycles and Net hcome Approach In Milliman Model

In various correspondence to the DISB and R&A, Appkd and ARM staff indicated that its
understanding is that the Milliman model assumekieses as a basis for the model the existence
of an underwriting cycle. They indicate that thedal assumes a cycle in which several years of
underwriting profitability will inevitably be folleved by several years of losses. Based on its
experience and analysis, ARM indicated that itenas this type of underwriting cycle no longer
exists and is inappropriate to use as a basisdffiliman model.

In addition, Appleseed and ARM staff indicated thatir understanding is that the Milliman
model focuses on underwriting results, rather tirendeling GHMSI's net income results. In
other words, Appleseed and ARM staff understood tina model only relies on underwriting
gains or losses for purposes of predicting GHMSUiglus changes.

We generally agree with Appleseed’s and ARM’s comis@éegarding the inappropriateness of
incorporating an underwriting cycle into the modeDuring our extensive review of the
Milliman model, we determined that no such undeingi cycle was used in the model.
Although Milliman included historical informatioregarding underwriting cycles in its materials
for informational purposes, such information did mapact the selection of the Benchmark.
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In addition, we generally agree with Appleseed’d &RM’s view that the focus of the model
should be on GHMSI's net income results, rathentba underwriting results. During our
extensive review of the Milliman model, we deterednthat the results were reached on a net
income basis, rather than on an underwriting by basis.

C. Milliman Approach to Effects of Affordable Care Act in Model

As described in Section Il of this Report, Millimatated in the Milliman Report that its analysis
only took into account the impact of federal healtine reform provisions in effect as of the date
of its analysis and did not directly incorporat®iits analysis the potential impact of health care
reform provisions that were not yet in effect. Fmalth care reform requirements not yet in
effect, Milliman estimated the amount by which theplus target “range” produced under its
model could need to be increased to take into axtcthe additional health care reform

requirements.

Appleseed and ARM representatives have arguedttisabot appropriate to include an estimate
of the potential effect on GHMSI'’s surplus of fealehealth care reform provisions without an
explanation of the methodology used to construeta$timated impact. In addition, they argue
that several of the effects of health care refoould result in benefits to GHSMI, including
GHMSI's name and brand recognition; available mskigation programs; GHMSI's existing
facility and physician discounts; and GHMSI'’s femleincome tax advantage, as compared to
for-profit insurers.

As previously indicated, we believe that the impafchealth care reforms that were not in effect
at the time of Milliman’s analysis should be incorated directly into appropriate assumptions
used in the model, rather than estimating the paiencrease in surplus needed by GHMSI due
to these health care reforms. Accordingly, we iipocated the impact of these health care
reforms into the model by employing the reviseduaggtions that we asked GHMSI to use in its
stochastic testing methodology.

As part of our analysis of the appropriate assumnmgtio be used, we took into account both the
positive and negative impacts to GHMSI's operatiansing from health care reform. The
manner in which we determined these assumptiotesisribed in Section 1V.B. of this Report.

D. Analysis of Assumptions Used in Model

Appleseed and ARM have questioned certain assungptised in the Milliman stochastic
modeling process. Based on the written materiatsviped by Appleseed and ARM and
subsequent discussions with their staff, the foiltlmmMs our understanding of the assumptions
that Appleseed and ARM have questioned, the raBdioa their questions, and our analysis and
findings with respect to each assumption.
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1. Growth in Premium

Appleseed and ARM argue that the assumptions regp@HMSI’s premium growth are too
high.

Based on our analysis, we made adjustments tonMitiis premium growth assumptions, as
described in Section 1V.B.4. of this Report.

2. Unidentified Growth and Development Charges

As described in Section IV.B.3. of this Report, IMian’s actuarial model includes a charge of
between 2% and 5% of GHMSI's non-FEP prenifurim each of the modeling scenarios.

Appleseed and ARM argue that it is inappropriatentdude a charge for unidentified growth

and development in each modeling scenario andtheasize of the charges used in various
modeling scenarios are inappropriate.

Based on our analysis, we concluded that it ispnayriate to include a charge for unidentified
growth and development in each modeling scenari that the size of the charges used in
various modeling scenarios are inappropriate. Agiogly, we made adjustments to Milliman’s

unidentified growth and development charges, asrde=] in Section IV.B.3. of this Report.

3. Catastrophic Event Charges

As described in Section 1V.B.2. of this Report, IMian’s actuarial model includes a charge of
2.5% of GHMSI’s non-FEP premium in each of the mimgescenarios. In addition, Milliman
assumed an additional contingent provision for sjgelcpercentages of its modeling simulation
outcomes. Appleseed and ARM argue that it is ingpate to include a charge for catastrophic
events in each modeling scenario and that the cizhe charges used in various modeling
scenarios are inappropriate.

Based on our analysis, we concluded that it is pnapriate to include a charge of 2.5% of
GHMSI's non-FEP premium in each of the modelingse®s. However, we concluded that the
contingent provision of specified percentages idetuby Milliman for specified percentages of
its modeling simulation outcomes are appropriatAccordingly, we made adjustments to
Milliman’s catastrophic event charges, as descrihegection 1V.B,2, of this Report.

4. Selected Confidence Levels
As indicated in Section Il of this Report, Millimastated in the Milliman Report that the

confidence levels that it selected to ensure tHdMGI’s surplus remains above specified RBC
target levels were: 1) a 98% confidence level BEIMSI’s surplus will remain above a 200%

35 A portion of GHMSI’s premium is attributable t iparticipation in the BCBSA Federal Employee Paogr
(“FEP™). GHMSI's non-FEP premium consists of premirevenue that is not attributable to FEB parétim.
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RBC level; and 2) a 90% to 95% confidence level GHM! surplus will remain above a 375%
RBC target levef®

Appleseed and ARM argue that the appropriate centid levels to be used to ensure that
GHMSI’s surplus remains above specified RBC takgetls are: 1) a 98% confidence level that
GHMSI's surplus will remain above a 200% RBC levahd 2) a 75% confidence level
GHMSI’s surplus will remain above a 375% RBC targetl.

Based on our analysis, we concluded that the apptegonfidence levels to be used to measure
GHMSI's surplus relative to the MIEAA standards :arel) a 98% confidence level that
GHMSI's surplus will remain above a 200% RBC thiddhand 2) an 85% confidence level that
GHMSI’s surplus will remain above a 375% RBC thaddh

VI. VALIDATION OF MILLIMAN MODEL AND ASSUMPTIONS

As part of our examination, we performed varioustddo validate the general accuracy and
completeness of the Milliman model and assumpti@ss,revised to take into account our
findings and conclusions. The validation testduded tests both as to specific assumptions and
as to the model as a whole. Those tests enablénl agnclude, as referenced elsewhere in this
Report, that it is appropriate to use the Millimmandel as a way of analyzing GHMSI’s surplus
position and that key assumptions incorporatedtimomodel, as adjusted, are appropriate.

VII. COMMUNITY HEALTH REINVESTMENT EXPENDITURES

MIEAA provides that:

A corporation shall engage in community health vegtiment to the maximum
feasible extent consistent with financial soundressefficiency’’

MIEAA defines community health reinvestment expéunais to mean:

expenditures that promote and safeguard the ptbldth or that benefit current or
future subscribers, including premium rate redunstis

As part of our examination, the DISB asked us talyme GHMSI's community health
reinvestment expenditures during 2011 and 2013yrdgected expenditures during 2013; and its
anticipated expenditures for 2014 and future ye&wcordingly, we asked GHMSI to provide us

% as previously indicated, the amount of surplus Mifin determined GHMSI would need to ensure it &ithain
above a 200% RBC target level with a 98% confiddacel is based on: a) a 7% premium growth levéh & two-
year trend miss, resulting in a surplus target0&Q0P6 of RBC; and b) an 11% premium growth levehwitthree-
year trend miss, resulting in a surplus target38f6 of RBC. Milliman also calculated the surphesessary for
GHMSI to remain at a 375% RBC target level with0&®to 95% confidence level and with varying premium
growth and trend miss assumptions.

*'D.C. Code § 31-3505.01.

% D.C. Code § 31-3505(1A).
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with information regarding its community healthmeestment expenditures during time periods
that allowed us to perform the requested analysis.

It is important to note that under MIEAA standartte DISB is not required to determine the
appropriateness of GHMSI's community health reitwest expenditures (in other words,

whether the type of expenditures that GHMSI chod®esnake appropriately promote or

safeguard the public health or benefit currentubure subscribers). Instead, GHMSI’s board of
trustees and management have discretion to chbesmanner in which GHMSI supports the

DC community through its community health reinvestinexpenditures. Similarly, our task was
to analyze the expenditures that GHMSI indicatasstitute its community health reinvestment
expenditures without judging the appropriatenegbade expenditures.

GHMSI indicated that it considers its community lheaeinvestment expenditures to fall into
the following five categories:

Corporate Giving. GHMSI indicated that its corporate giving fallda the following four types:

» Catalytic giving — support for programs and othetiatives that stimulate productive
change and improvements in health care systemstbeelong term (i.e., Mary’s
Center Patient Centered Medical Chronic Care hnrgy;

» Targeted health related giving through others spsupto organizations that provide
direct care or related services for the undersefued Community of Hope South
Capital Health and Resource Center);

* Programmatic initiatives — program support thagess a specific population or
addresses a major health care issue with speciiasurements for success (i.e.,
District of Columbia Department of Health Materrzald Child Case Management
Program); and

» Corporate memberships and community sponsorshipsrporate sponsorships and
memberships with business or civic organizationdudd strong relationships and
develop long-lasting partnerships with the communite., DC Chamber of
Commerce (a GHMSI corporate membership) and GeongetPediatrics Gala (a
GHMSI community sponsorship)).

To be considered a community health reinvestmepémditure, the expenditure should promote
and safeguard the public health or benefit curoerftiture subscribers. It seems clear that three
of GHMSI's types of corporate giving serve theseppses® However, it is not as clear that
corporate memberships and community sponsorshgraqie the public health or benefit current
or future subscribers. Instead, these expenditargaably enhance GHMSI’'s image in the
community, thus supporting GHMSI's marketing effond providing GHMSI with public
recognition.

At the same time, these expenditures do appeaugpost the DC business community and
organizations that provide needed health care ressuo the DC community. By providing that
support, GHMSI is benefiting current or future strilgers who reside in the DC area and receive

% These three types are catalytic giving, targetsith care giving through others, and programniatiatives.
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support from the DC business community and supp@anizations. Accordingly, we treated
GHMSI's corporate  memberships and community spaigps as community health
reinvestment expenditures.

* Open Enrollment SubsidiesAs a result of health care reform, the DistriclGaflumbia will

no longer have in place an open enroliment progasnof January 1, 2014. Accordingly,
GHMSI will no longer provide open enrollment subsglin 2014 and later years that can be
considered community health reinvestment experestur

» DC HealthCare Alliance Program Funding.We noted that since 2009, GHMSI has been
required to provide funding of $5 million each yéarthe DC HealthCare Alliance program for
at least five years, subject to extension of GHMSUInding upon the mutual written agreement
of the DC Council and GHMSP At this time, we are not aware of any extensibGBMSI's
funding obligation. Accordingly, it appears thaHRSI's expenditures for 2015 and future
years will not include its $5 million annual fundirof the DC HealthCare Alliance program
made from 2009 — 2014.

* Premium Taxes.In response to our request for community heativestment expenditures
information, GHMSI provided us with information r@gling premium taxes paid to the DISB
attributable to insurance business written by GH$Mhe District of Columbia. With respect to
premium taxes paid in 2011 and 2012, we also imthpatly verified the premium taxes paid by
GHMSI to the District of Columbia.

Based on discussions with the DISB and our analySithe definition of community health
reinvestment expenditures, we do not believe thamum taxes constitute expenditures that
promote and safeguard the public health or thateftercurrent or future subscribers.
Accordingly, we do not believe they are communalh reinvestment expenditures.

* Premium Rate Reductions.In response to our request for community healthvestment
expenditures information, GHMSI provided us withfoirmation regarding premium rate
reductions it indicates it made in the DC marketeen 2010 and 2012 that totaled $27 million.

We recognize that the definition of community hleateinvestment expenditures includes
premium rate reductiods. Based on discussions with the DISB and our umdeding of
MIEAA’s regulatory framework, however, we believhat the inclusion of premium rate
reductions in the definition of community healthinkestment expenditures is intended to
provide direction towards the manner in which GHMS8uId increase expenditures that would
benefit current or future subscribers.

Further, although we appreciate GHMSI's effortgjt@mntify its past premium rate reductions as
part of its community health reinvestment expendiywe believe it is difficult to quantify all
of GHMSI’s past premium rate reductions as redustithat were intended solely in the interest

“*Ihe DC HealthCare Alliance program is a public nasge program that offers healthcare servicesofwfihcome
DC residents who are uninsured and not eligiblefber public health insurance programs, includiteglicaid or
Medicare.

“1§D.C. Code § 31-3105(1A).
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of increasing such expenditur€s.n addition, the data used by GHMSI to quantifygremium
rate reductions between 2010 and 2012 could bepmieed in different ways, resulting in
different premium rate reduction calculations.

Accordingly, although we recognize that GHMSI's acounity health reinvestment expenditures
are intended to include premium rate reductions biesmefit current or future subscribers, we
have not included GHMSI’s quantification of any Bueductions in our summary, below.

At the same time, we recognize premium tax paymastan obligation to support the at-large
DC community. Accordingly, we have noted the tg@@mium tax payments made by GHMSI
in 2011 and 2012 and projected 2013 payments, below

2011 GHMSI COMMUNITY REINVESTMENT EXPENDITURES

Corporate Giving $3.4 million
Open Enrollment Subsidies $4.5 million
DC HealthCare Alliance

Program Funding $5.0 million

TOTAL 2011 EXPENDITURES $12.9 MILLION

2012 GHMSI COMMUNITY REINVESTMENT EXPENDITURES

Corporate Giving $3.9 million
Open Enrollment Subsidies $7.5 million
DC HealthCare Alliance

Program Funding $5.0 million

TOTAL 2012 EXPENDITURES $16.4 MILLION

2013 ESTIMATED GHMSI COMMUNITY REINVESTMENT EXPENDI _TURES®?

Corporate Giving $3.4 million
Open Enroliment Subsidies $9.6 million
DC HealthCare Alliance

Program Funding $5.0 million

TOTAL 2013 ESTIMATED EXPENDITURES $22.1 MILLION

GHMSI PREMIUM TAX PAYMENTS —DC ONLY
2011 Premium Taxes $9.5 million
2012 Premium Taxes $9.4 million
2013 Estimated Premium Taxes $9.6 million

2 For example, premium rate reductions could haea Imeade as a result of pressure to remain conyesiiti
GHMSI’s markets.

*3 Estimated 2013 expenditures are based on actpahditures through 6/30/13 and estimate expendituoen the
second half of 2013.
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APPENDIX A

GHSMI HISTORICAL PREMIUM GROWTH EXPERIENCE

In order to determine appropriate premium growtleleassumptions to include in the
Milliman actuarial model, we recognize that itnspgortant to take into account GHMSI's
historical premium growth experience During outessive discussions with GHMSI,
Milliman, Appleseed, and ARM staff, we identifieadifly significant differences of

opinion regarding the appropriate levels of GHMSlistorical premium growth to use in
analyzing GHMSI’s future premium growth projectionghe following summarizes our
analysis of GHMSI’s historical premium growth exieeice, as used for this purpose.

For purposes of determining GHMSI's historical pnemm growth experience, we
reviewed GHMSI premium growth from 2002 — 2012. Wédieve that using 10 years of
operational experience gives credible historicalegience on which to base GHMSI's
potential future premium growth trends.

In addition, in reviewing GHMSI’s premium growth g the 10-year period, we took
into account the effect of GHMSI’s operational aist that impacted GHMSI's recent
premium growth experience:

* During the last 10 years, GHMSI has been a parteowsf CareFirst
BlueChoice, Inc. (“CFBC”), an HMO operating in DG®Jaryland, and
Virginia.> In calculating GHMSI’s historical premium groweind in order to
make an “apples to apples” comparison, we believe appropriate to take
into account a portion of premium written by CFBGridg the same time
period (in a similar manner that Milliman took CFB@remium growth into
account in its premium growth assumptions for GHMSI

Because of GHMSI’s ultimate ownership of CFBC (dfiliate insurer), the
RBC calculations for GHMSI require that CFBC’s prem growth be taken
into account (similar to the manner in which GHMSPpremium growth
affects its RBC calculations). Accordingly, itappropriate to recognize the
effect of premium growth for both GHSMI and CFBC GHMSI's RBC
calculations.

* Currently, GHMSI indirectly owns 50% of CFBC. Rritbo December 31,
2010, GHMSI was the direct owner of 40% of CFBCor fpurposes of
consistency in measuring premium growth over theyddr period, the
GHMSI percentage of ownership of CFBC is assumedeadb0% for the
entire 10-year period.

! Prior to December 31, 2010, GHMSI directly ownagortion of CFBC. Effective December 31, 2010,
GHMSI because an indirect owner of CFBC through @#islownership of a portion of CareFirst
Holdings, Inc., a holding company that is the smmer of CFBC.



* In 2008, GHMSI entered into a reinsurance agreemdtit CareFirst of
Maryland, Inc. (“CFMI”), an affiliate insurer, thatesulted in a one-time
change in the scope of the covered populationgitatuces a discontinuity in
reported premium values. As a result of the agesgnthe premium growth
between 2007 and 2008 results in an unusually levcgntage change, as
compared to the growth rates for the entire 10-pesiod. Accordingly, we
did not take into account the 2008 premium growtange in our analysis.

After taking into account the effect of these operal changes, the following

summarizes GHMSI’s premium growth for 2002-2012.

GHM SI Premium Growth Summary
2003-2007
(In thousands)

2003

2004

2005

2006

2007

GHMSI Earned
Premium

$1,891.19

$2,032.74

$2,257.44

$2,457.59

$2,828.48

CFBC &
Affiliates
Earned

Premium

$878.77

$1,062.22

$1,303.14

$1,421.78

$1,591.32

Assumed
Owner ship

50%

50%

50%

50%

50%

GHMSI &
Affiliates
Earned
Premium

$2,330.58

$2,563.85

$2,909.01

$3,168.46

$3,624.14

Annual
Per centage
Change

12.4%

10.0%

13.5%

8.9%

14.4%




GHM SI Premium Growth Summary

2008-2012
(In thousands)

2008

2009

2010

2011

2012

GHMSI Earned
Premium

$2,757.51

$2,890.87

$2,917.43

$3,059.42

$3,165.92

CFBC &
Affiliates
Earned

Premium

$1,747.82

$1,878.52

$1,992.68

$2,006.71

$2,163.65

Assumed
Owner ship

50%

50%

50%

50%

50%

GHMSI &
Affiliates
Earned
Premium

$3,631.42

$3,830.13

$3,913.77

$4,062.77

$4,247.75

Annual
Per centage
Change

0.2%

5.5%

2.2%

3.8%

4.6%

GHM SI Annual Premium Percentage Changes

% Annual Premium Change

Average All Years 7.5%
Average All Years Except 2008 8.4%
Average Last Four Years 4.0%

After analyzing GHMSI's historical premium growthxperience, we considered our
findings in determining appropriate premium growdtel assumptions to include in the

model. Although we did not use the historical piemgrowth experience as an exact

starting point in determining appropriate model uagstions, we took GHMSI's
historical premium growth experience into accoumtdetermining future premium

growth levels.



