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Minnesota Statutes, Section 79.61 requires the commissioner
of insurance to adopt rules to govern workers' compensation
insurance ratemaking during the transition from regulated
rates, based upon industry average costs, to a competitive
market, based upon individual costs of the respective
companies. Insurance rates will be determined in accordance
with these rules from July 1, 1983 to December 31, 1985. The
rules are needed to ensure that the transition is
accomplished with minimal disruption or hardship for both
employers and insurers and with protection against
excessive, inadequate or unfairly discriminatory rates.

Under the current system of administered pricing of werkers'
compensation rates, a single rate schedule 1s established by
the insurance commissioner. The commissioner must set this
schedule of rates for the entire market, and the schedule
must be used by all insurance companies providing workers'
compensation insurance. Insurers may deviate downward from
this schedule, pursuant to Section 79.21, but no upward
deviations are currently allowed. Petitions for changes 1in
this schedule of rates are filed with the Insurance Division
by the Workers' Compensation Insurers' Rating Association or
any other interested party. Rates are approved only after a
contested case proceeding, which may easily take a year or
longer to complete. To derive premiums from the manual
schedule of rates, insurers must use a single, uniform
classification system which includes over 600 occupational
classifications. Insurers may not combine categories or
otherwise modify this system. Premiums-charged to individual
employers will vary based on applicable dividend plans,
premium discounts, or on the employer's loss experience.
Currently, all rating plans are filed by the Rating
Association, and approved by the commissioner after a
contested case proceeding. All insurers are currently
required to use the rating plans filed by the Rating
Association.,



When Minnesota's competitive rating law becomes fully
operational in 1986, there will be several changes in the
system. Pricing decisions will be placed with individual
insurers rather than with the Rating Association and the
insurance commissioner. Rates will reflect an insurer's
individual experience and actuarial analysis rather than
being based solely on aggregate industry wide average costs.
Each company will be required to develop its own opinion on
the required rate level. Crucial decisions must be made 1in
estimating the final cost of losses and the effect of
inflation. Typical questions would be "Will the number of
pensions awarded in Minnesota continue to increase?" and
“Will medical costs rise faster than the average wage?".’
Individual insurers will also be required to develop
independent estimates of expenses, a relatively simple
problem when compared to the difficulty of evaluating
losses. In addition, insurers may develop their own merit
rating plans, discount schedules, and dividend programs.
Insurers will be free to combine categories or modify the
classification system, although data will continue to be
reported in accordance with the approved unit statistical
plan.,

The underwriting experience of individual companies has
varied greatly in Minnesota over the past 5 years. Among the
15 companies with the largest premium volume the loss ratios
have ranged from 39.0% to 225.0%. (See Exhibit I). During
the transitional period, insurers will begin to evaluate
their experience and the credibility of their data. The
diversity of individual companies underwriting results will
begin to be reflected in the rates. The results for any one
company may also vary significantly from year to year. Open
competition will provide the flexibility needed to respond
to these changing market conditions.

The responsibilities of the statistical organization will
also change significantly by 1986. The Rating Association
will be replaced by one or more data service organizations
which will be responsible for the collection and analysis of
loss data. Individual insurer's access to ratemaking
information is essential if open competition is to be viable
in Minnesota. No individual insurer has enough data to
produce, on its own, an actuarially sound set of
classification rates. There are over 100 companies writing
workers' compensation insurance in Minnesota. No company
‘writes more than 10% of the market and two-thirds write less
than .5%. If the smaller companies, in particular, are to
continue to be part of the system, they must have confidence
that the rates they charge are appropriate, and based upon
statistically sound (credible) data.

Maintaining the validity of the data base will be one of the
major functions of the data service organizations. Each such
organization will also develop a yearly ratemaking report,



containing basic loss data and an actuarial analysis of
various options for adjusting this data to a final rate
level. In the past, companies have depended exclusively on
the Rating Association to set the overall rate level. As a
result, many insurers currently lack the capability to carry
out rating activities on their own. As indicated above,
insurers will have to evaluate different options and make
individual decisions in order to obtain adequate
individualized rates. The ratemaking report will facilitate
this decision making and is an essential part of the open
competition system in Minnesota.

Under the competitive market there will be few regulatory
restrictions on prices for workers' compensation insurance,
and the responsibilities of insurers and data service
organizations will undergo significant change. Unlike the
present statute, data service organizations may not
recommend final rates. They may continue to develop merit
rating plans, although no insurer is bound by them. The,
rules during this transition are needed so that the required
changes in responsibility for pricing decisions can be
introduced gradually over a period of three years while
appropriate limits are placed on changes in rates and rating
procedures. These rules are designed to address the interim
period of limited rate regulatory review prior to the
effective date of full statutory deregulation.

An advisory committee representing all segments of the
insurance industry and insurance consumers was appointed Dy
the insurance commissioner to offer recommendations
regarding the rules, as required by Minnesota Statutes,
Section 79.51, subdivision 4. Members of the committee
included: Dan Gustafson, Paul Moe, Minnesota AFL-CIO; Abe
Rosenthal, Minnesota Transport Services Assn.; John Lennes,
Minnesota Association of Commerce and Industry; Patrick
Newlin, St. Paul Companies; Robert Smith, Aetna Insurance
Companies; Jerome Scheibl, Employers Insurance of Wausau;
George Klouda, Western National Mutual Insurance Company;
Robert Hilton, Excalibur Insurance Company; John
Hildebrandt, Workers' Compensation Insurers Rating
Association of Minnesota; Michael Camilleri, National
Council on Compensation Insurance; Richard Lutenski,
Workers' Compensation Reinsurance Association; Robert
Johnson, Insurance Federation of Minnesota; and Robert Raab,
St. Paul Aluminum Foundry. The advisory committee held
meetings on June 22, August 12, and September 10, 1982.
During each meeting the committee members reviewed draft
rules prepared by Insurance Division staff. Suggested
revisions were incorporated into the rules when there was
committee consensus on the need for the change and agreement
that the change was consistent with the intent of the
authorizing statute. Some committee members also submitted
written comments and proposed revisions to the Insurance



Division staff, and these comments were reviewed and
considered for incorporation into the draft rules. Committee

members present at the meeting on September 10 reached
consensus that the rules as drafted were satisfactory.

4 MCAR § 1.9140 Definitions.

Rule 4 MCAR § 1.9140 defines terms used in the rules.
Although "“premium" and "rate" are often used
interchangeably, the rules make a precise distinction
between the two terms. The term “rate" refers to the cost
per exposure unit, while "premium" refers to the total cost
charged to an insured. For example, the rate in Minnesota
for class 8810, clerical, is $.23 per $100 of payroll. The
total premium for an employer paying $200,000 in clerical
payroll would be $460. The rule also defines "pure premium
base rate", a term which is used in a unique way 1in these
rules and which is not generally used in workers'
compensation insurance. The term is used here to meet the
specific needs of the rules.

4 MCAR § 1.9141 Licensing of data service organizations.

Rule 4 MCAR g 1.9141 specifies the contents of the
application which must be submitted to be licensed as a data
service organization (DSO). The rule further -specifies that
the Workers' Compensation Insurers' Rating Association of
Minnesota must apply to be licensed as a DSO by January 1,
1983. This requirement is necessary to ensure that a data
service organization will exist and have the staff and
capability to provide the expanded services necessary under
competitive rating. An application date for the Rating
Association is specified so that the organization has the
appropriate structure and is properly licensed when the
transition period begins in 1983.

License applications must demonstrate that the organization
has the ability to perform the responsibilities prescribed
under the competitive rating law. Subdivision 1 requires the
organization to have the necessary facilities and staff to
perform these responsibilities. Subdivision 2 requires the
application to specify a plan for data collection and
analysis and for dissemination of the data, including
assurance that a uniform classification system will be used
for the reporting and analysis of data. In accordance with
Minnesota Statutes, Section 79.61, the rules prohibit any
DSO from collecting expense data, but do allow the
collection of premium data which is necessary to check the
quality of exposure and loss data.

Beginning in 1986, data service organizations may require
members to report premium data consistent with the pure
premium base rate schedule. Under open competition, this
schedule may or may not be related to the actual rates used



by a company. The adjustment of actual premiums to the
requiréd level could prove burdensome to smaller insurance
companies, which might lack the staff and/or computer
capabilities required to effect the conversion. The
additional expense could, in turn, reduce their ability to
compete with larger companies who have specialized staff and
more sophisticated computer capability. Thus, the DSQO is
authorized by this rule to exempt smaller companies from
this internal premium reporting requirement. Various
definitions of "small" were discussed by the committee,
e.g., a company with a market share less than .5%, or the
set of those companies with the smallest premium volume and
a cumulative market share of less than 10%. The specific.
delineation of this member reporting requirement has been
placed with the DSO in the belief that flexibility must De
preserved to reflect the composition of the DSO membership.
Under open competition, maintenance of an adequate data base
will be an internal affair of the insurance industry. y
However, the commissioner retains the authority for prior
review of any reporting requirement which could impede the
introduction of competition to the overall system.

As required by Minnesota Statutes, Section 79.61, this rule
forbids the reporting of expense data to a data service
organization. However, expense data, in conjunction with
loss data, will continue to be reported to the insurance
commissioner as part of each insurer's Annual Statement, as
required by existing law. Therefore, this rule does require
the DSO to include a plan for compiling expense information
from Annual Statement data to the extent necessary to
develop advisory rates, rating plan values and discount
factors. '

Subdivision B requires data service organizations to submit
progress reports every six months so that the Insurance
Division can monitor development of. the data service
organization and ensure that the necessary structure is 1in
place. These progress reports also allow the Insurance
Division to ensure consistency with the law and with the
rules.

4 MCAR § 1.9142 Rate petitions and hearings.

Rule 4 MCAR gy 1.9142 requires two rate hearings prior to the
advent of open competition in 1986. These hearings are
intended to gradually introduce employers, insurers, and
data service organizations to their responsibilities under a
competitive market. Hearings will be conducted according to
the existing ratemaking procedure in Minnesota Statutes,
Section 79.071. This phase-in process must begin promptly;
since the most recent rate schedule petition was filed in
1979. Therefore, the Workers' Compensation Insurers' Rating
Association is required to file a rate petition by January
1, 1983. This first hearing is to result in a schedule of
approved manual rates.



As a first step in the transitional process, insurers will
be allowed to make limited adjustments to the approved rate
schedule during the period in which the schedule is 1in
effect. Under the current requlated structure, insurers are
allowed to deviate downward, if their actuarial analysis
supports such a move. This situation will be expanded by the
rules to also allow upward deviations, although increases
will be limited to 15% above the approved rate. Deviations
may be made by class or applied uniformly to all classes.
They must be supported by the insurer's individual
experience and/or analysis and must be filed with the
commissioner not less than 30 days prior to use. Insurers

may also use their own discount and merit rating plans 1in
lieu of those currently filed by the Rating Association.

Allowing limited upward deviations is consistent with the
movement toward open competition. Freedom to move in Dboth
directions will encourage innovation and experimentation.
Given the freedom to deviate upward, companies are more
likely to risk a downward deviation when individual class
experience indicates such is warranted. The ability to
adjust rates quickly in response to market conditions or
errors in judgment is a key feature of competitive rating.
The current lengthy process required to change the schedule
of rates guarantees that insurers will take a conservative
approach when determining rates, and grant fewer deviations
from the rates indicated by the use of aggregate industry
data.

The freedom of limited deviation will also encourage
companies to begin adjusting the rate making process. More
current data may be used. A company's own experience for a
particular class may be reflected. Different subsets of data
can be examined; for example, the most recent 5 or 10 years
of data might be analyzed. The current process determines
the rate for an average risk in an average class using
industry wide data. Deviations allow companies to reflect
their own experience and analysis to the extent required to
respond to market forces.

In the second year of the transition, insurers will be given
even more responsibility for calculation of their own rates.
Subdivision B requires a hearing, upon petition Dy the
Rating Association or any other data service organization,
which will result in a schedule of pure premium rates for
use by its members. These rates will be fully developed but
will not include trend factors or expenses, which will be
the responsibility of individual insurers to determine,
based upon their own data. Insurers will also be allowed to
adjust the pure premium rates, either uniformly or by class.
As in the prior year, unlimited downward deviations are
allowed while wupward adjustments are limited to 15%. All



deviations must be filed with the commissioner not less than
30 days prior to use. Insurers may use their own discount or
merit rating plans, or those of a data service organization
in which they maintain membership.

All data service organizations' rates during the transition
are subject to hearings conducted in accordance with
existing law. Insurers' allowable deviations from these
rates must be filed with the insurance commissioner 30 days
prior to use but are not otherwise subject to prior
approval. The simpler procedure is part of the transition to
open competition. All calculations used by insurers to
determine rates must be documented and available to the
commissioner for review. Such review is part of the
commissioner's statutory responsibility to ensure that
workers' compensation rates are not excessive, or
inadequate, or unfairly discriminatory.

4 MCAR § 1.9143 Ratemaking Report

Rule 4 MCAR § 1.9143 specifies in detail the contents and
utilization of the ratemaking report which must be prepared
by all data service organizations in a form prescribed by
the rule. The proposed format for this report must be
submitted to the commissioner in conjunction with the
application for license as a data service organization. This
rule also requires the commissioner to carefully monitor
development of the first report to ensure compliance with
statutory requirements and to ensure inclusion of all data
and analysis necessary for insurers to calculate individual
rates from the data. The ratemaking report is a major
component in the transition to a competitive market, since
it provides the basic data and analysis necessary for
insurers to calculate rates and ultimate premiums. It is

" essential that this report be complete.

Subdivision A defines the process for preparation of the
ratemaking report. During 1985, the development of this
report will be monitored by the commissioner. An outline
must be prepared by January 1, 1985; a draft of the report
is to be submitted by July 1, 1985; the final report will be
due no later than January 1, 1986. This schedule allows
ample time for review and comment by the commissioner so
that the final report will meet applicable requirements, and
provide insurers with the information needed to compute
rates. Subsequent reports are to be submitted on a shorter
timetable - outlines by July 1, drafts by October 1 and
final reports by January 1 of each year.

Subdivision B describes the contents of the Fatemaking
report. It requires the compilation of financial and loss
data and the calculation of factors necessary to determine
rates from the raw data. The statistical data which will De
available in the report will be limited. A schedule of pure



premium base rates must be established according to an
approved classification system. This schedule of pure
premium base rates will incorporate partial loss development
factors. It will not, however, include all expected
development. Neither will the pure premium base rate
schedule include adjustments for future inflation (trend).
Expense data, of course, will be excluded.

Numerous questions remain to be answered regarding the
development and appropriateness of the actuarial factors
used in establishing the schedule of rates. Insurance
companies must have enough data to make decisions, but the
data must also allow for individual analysis. It is not
possible to address all the technical questions posed by
these rules in advance of the actual experience which
results from the rates established under this interim
ratemaking process. The issue of the rules' use of partial
development of losses is one such area where judgment must
be made. Loss development occurs because the insurer's loss
liability is not completely known when a policy expires.
Cases which are not yet settled may cost more or less than
the initial estimate. The insurer must make some estimates
regarding the final cost of his current policies, in order
to adjust the price for future policies. The accuracy of
these estimates is clearly related to the amount of

data available to the decision maker. Thus, combined
historical information on loss development must be available
to all insurers. On the other hand, legitimate differences
.of opinion can exist on the extent to which the historical
data is a good predictor of the future. The allowance of a
partial development factor in the ratemaking report will
serve to isolate the judgmental aspects of loss development
and leave those decisions with individual insurers. While
this has not been done before, this balancing of interests
by the ratemaking report will be necessary if small
insurance companies are to have guaranteed access to
meaningful and reliable data.

Subdivision C describes the use of the ratemaking report.
With the completion of the first report on January 1, 1986,
the transition to a competitive market will be complete.
Insurers may use the information in the report to develop
workers' compensation rates, or, if they choose, develop
rates based completely on their own analysis. If an insurer
does use the pure premium base rates from the report,
additional adjustments must be made for loss development,
inflation, and expenses.

In this manner, the deregulation of rates will be
accomplished which encourages maximum independent analysis
by the individual companies, while guaranteeing continuation
of an industry wide data base which is required for reliable
projections of anticipated 10ss costs.
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