STATE OF VERMONT
DEPARTMENT OF FINANCIAL REGULATION

IN THE MATTER OF: )
)

Blue Cross and Blue Shield of Vermont ) No. 19-007-1
Risk-Based Capital Range Study )
ORDER

WHEREAS, the Commissioner of the Department (the “Commissioner”) is responsible
for administering and enforcing the insurance laws of the State of Vermont, including 8 V.S.A.
§§ 10, 11, 12, 15, 3304, and 8302; and

WHEREAS, the Department has consulted with its actuaries and, with them, reviewed
materials submitted by Blue Cross and Blue Shield of Vermont relating to its risk-based capital
range; and

WHEREAS, the Company cooperated with the Department in its inquiry and review by
responding to inquiries and providing documentary evidence and other materials;

NOW THEREFORE, the Commissioner makes findings and conclusions as follows:

FINDINGS OF FACT

1. Blﬁe Cross and Blue Shield of Vermont (BCBSVT) is a nonprofit licensee of
Blue Cross Blue Shield Association, conducting health-insurance business in the State of
Vermont.

2. Risk Based Capital (RBC) is a method of measuring the amount of capital
appropriate for an insurance entity to support its overall business operations in consideration

of its size and risk profile.



3. RBC, properly applied, requires companies with differing risk profiles to hold
different amounts of capital, and for companies and regulators to modify RBC for a given
company over time, as the company’s risk profile and size change.

4, Since 2011, BCBSVT has targeted an RBC ratio range of 500% to 700%.

5. Since 2013, BCBSVT’s RBC ratio has been between 558% and 666%, and has
been more stable than the ratios for most other similar entities.

6. As a not-for-profit health insurer, BCBSVT, like other such entities, is generally
limited to raising capital from its own operations, while a for-profit entity may have other
capital sources.

7. BCBSVT is a member of the national Blue Cross Blue Shield Association
(BCBSA), and therefore is subject to the terms of a BCBSA license.

8. BCBSVT would face monitoring by BCBSA if its RBC ratio were to fall beneath
375%; BCBSVT has stated that its risk tolerance is for no greater than a 10% chance of a
drop to that level over a five-year time horizon, and no greater than a 1% chance of a drop to
200% over that time horizon.

9. BCBSVT’s stated risk tolerance is reasonable and appropriate in light of the
above facts.

10.  BCBSVT’s actuarial consultant recommends, and BCBSVT requests, that the
Department approve an RBC ratio target of 590% to 745%.

11.  BCBSVT’s request is based on a recommendation from an actuarial firm that is
qualified to complete the actuarial analysis and give such a recommendation, and the firm
used reasonable assumptions, considered appropriate risks, and produced a reasonable and

appropriate recommendation for the surplus range.



12. The Commissioner’s retained actuaries are qualified to evaluate the BCBSVT
actuarial analysis and have done so employing accepted actuarial methods.
13.  BCBSVT’s requested range is reasonable and appropriate in light of the risk-

based capital factors in 8 V.S.A. § 8302(c).

ORDER
NOW, THEREFORE, based on the Commissioner’s Findings of Fact, the Commissioner
orders as follows:

1. The Commissioner approves BCBSVT’s proposed RBC ratio of 590% to 745%.

2. BCBSVT shall not, in any regulatory proceeding, state or imply that its RBC ratio
target is other than 590% to 745%.

3. If BCBSVT’s RBC ratio falls below or increases above the approved range, BCBSVT
shall promptly develop a plan to move within the range within a reasonable time and
shall submit such plan to the Commissioner.

4. BCBSVT shall review its RBC range at least once every five years, and more
frequently if there is a material change affecting the appropriate range;

5. This Order shall be governed by and construed under the laws of the State of

Vermont.

Entered at Montpelier, Vermont this 7th day of February, 2019.

Michael S. Pieciak, Commissioner
Department of Financial Regulation

















































EVALUATION OF BCBSVT OPTIMAL SURPLUS RANGE VERMONT DEPARTMENT OF FINANCIAL REGULATION
RECOMMENDATION

proposals to lessen potential rate increases in the future.”” The department will annually audit the
financial statements and surplus of the health service corporation to verify risk-based capital.

Result: Horizon Blue Cross Blue Shield of New Jersey (2017 net earned premium = $12.9 billion)
will maintain a RBC ratio of between 550% and 725%.

Maryland — CareFirst, Inc. (Group of 3)
The CareFirst Inc. (CFI) group consists of the following three legal entities:

1. CareFirst of Maryland, Inc. (CFMI) — nonprofit health service plan
2. Group Hospitalization and Medical Services, Inc. (GHMSI) — nonprofit health service plan
3. CareFirst BlueChoice (BlueChoice) — for-profit health service plan

CFI, CFMI, and GHMSI are all licensed nonprofit health service plans in Maryland. CFl and CFMI
are domiciled in Maryland, GHMSI is domiciled in the District of Columbia, and BlueChoice is a for-
profit health maintenance organization (HMO) domiciled in the District of Columbia.

In January 2010, the Maryland Insurance Administration (MIA) issued a report regarding the
premium and surplus review of the CFl group. The MIA engaged the Invotex firm to review the CFlI
group’s surplus which resulted in a recommended, and later adopted by the MIA, targeted surplus
range of 825% to 1075% ACL RBC for CFMI. The recommended targeted surplus range for GHMSI
is 700% to 950% of ACL RBC.

The MIA recommended the General Assembly consider legislation requiring that CFMI and GHMSI
establish updated targeted surplus ranges at least every 5 years and annually report to the MIA the
status of each company’s surplus.

Result: Maryland Insurance Administration stated that the targeted surplus range for CFMI (2017
net earned premium = $1.9 billion) is 825% to 1075% of ACL RBC and for GHMSI (2017 net earned
premium = $3.3 billion) is 700% to 950% of ACL RBC.®

Washington D.C.® — Group Hospitalization and Medical Services, Inc.

GHMSI is a nonprofit health service plan domiciled in the District of Columbia (D.C.) and a part of the
CareFirst Inc. group which is domiciled in Maryland. Approximately 15% of GHMSI subscribers live
in D.C. with almost all others living in Maryland or Virginia. In financial matters, the Insurance
Commissioner of the jurisdiction where the insurer is domiciled is primarily responsible for monitoring
the insurer’s financial condition, however, since GHMSI also operates in Maryland and most of its
enrollment is in Maryland, the MIA is interested in premium and surplus reviews as well as
independently review GHMSI’s targeted surplus range.

Applicable law in D.C. states that the Commissioner must periodically review the portion of GHMSI’s
surplus attributable to D.C. to determine whether it is “excessive.” GHMSI’s surplus is considered

7 https://www.njleg.state.nj.us/2016/Bills/S0500/2_11.HTM. Accessed 12/20/2018.

8 https://insurance.maryland.gov/Consumer/Documents/carefirstsurplusreport-final010610.pdf. Accessed 12/20/2018.

9 http://www.dcappleseed.com/wp-content/uploads/2014/12/FINALDCAppleseedPetitionforReview.pdf. Accessed
12/20/2018.
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Section 1. Executive Summary

Infroduction

At the request of Paul Schultz, Chief Actuary, Blue Cross and Blue Shield of
Vermont (BCBSVT), Axene Health Partners, LLC (AHP) has performed an analysis
to recommend an optimal range of appropriate surplus (alternatively ‘capital’
or ‘capital and surplus’) for the organization. The purpose of this report is to
document AHP's development and the resulting optimal surplus range that AHP
believes should be established by BCBSVT.

Adequate capitalization is crucial for the sustainability and operating ability of
insurance organizations. As organizations who are primarily in the business of
accepting risk, insurance companies require a sufficient level of surplus funds to
assure that obligations to consumers can be met and that such organizations
have the financial strength to withstand volatility and fluctuation in a
competitive market environment. As each insurance company is unique,
determination of an optimal surplus range is specific to the unique
circumstances of each organization. AHP's conclusions in this report are limited
to determining an optimal surplus range for BCBSVT and are not necessarily
representative of AHP's opinions regarding other entities.

This report is infended to communicate to BCBSVT the development of an
optimal surplus range. It should not be used or relied upon for any other
purposes. As recommendations were developed from stochastic modeling of a
large population, subsequent runs of the same model would produce varying
but not materially different results.

AHP understands that BCBSVT may desire to share this report with appropriate
regulatory authorities. This is permissible only with expressed written permission
and if the report is shared in its entirety. AHP does not intend to benefit third
parties and assumes no duty or liability to other parties who receive this report.
AHP recommends that such third parties not utilize or attempt to digest the
content of this report without the aid of a credentialed health actuary or other
qualified professional who fully understands the required assumptions and
necessary limitations inherent in such an analysis.

Description of Scope of Work
The scope of work for this assignment as outlined in AHP's December 11, 2017
proposal is:

This report has been prepared for the exclusive internal use of the Blue Cross and Blue Shield of Vermont management
team. Release to others outside this group without the express written permission of Axene Health Partners, LLC is strictly
prohibited.
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Review corporate history and financial management indicators

Interview management regarding questions/clarifications

Build member specific corporate model of business

Develop appropriate deterministic and stochastic inputs to model risk

Utilize claims probability distributions to model variances contributing to

underwriting/pricing risk

Model the risk for the various categories using simulation techniques

e Perform Monte Carlo modeling adjusted to reflect distribution of lines of
business over appropriate time horizon

e Determine aggregate risk for the enterprise (inclusive of subsidiary TVHP)

and optimal surplus range

AHP has completed the requested analysis and this report presents the
development, results and recommendations. AHP applauds both BCBSVT's
mission of providing affordable quality health care coverage to the residents of
Vermont and the company’s initiative to optimize surplus levels with the aim of
providing the best premium value and assurance of financial security to its
customers. Any questions regarding this report should be directed to Gregory G.
Fann at 951 239 3022 or greg.fann@axenehp.com.

Key Findings and Observations
The key findings and observations from this analysis are:

e As alocalized non-profit plan in a small market, BCBSVT is faced with
unique challenges and has fewer opportunities than its competitors to
raise capital. BCBSVT is also somewhat at a disadvantage in terms of not
being able to spread the cost of technological advances across a large
scale.

e BCBSVT operates in a more challenging than average regulatory
environment. This increases the probability that BCBSVT may have
inadequate premium rates even when claim levels are accurately
projected.

e BCBSVT has developed strong traditional actuarial capabilities to
effectively manage its business. Projections of IBNR, frend, etc.
appropriately inform BCBSVT's pricing decisions.

This report has been prepared for the exclusive internal use of the Blue Cross and Blue Shield of Vermont management
team. Release to others outside this group without the express written permission of Axene Health Partners, LLC is strictly
prohibited.
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e BCBSVT's efficiency is reasonably comparable to its current competitors in
terms of contracting with providers and care management. BCBSVT is not
on the leading edge of structuring arrangements that shift risk to providers,
but the company is relatively well-positioned as the market is not very
mature in this regard. BCBSVT's risk of being competitively disadvantaged
in the care management realm is mitigated by the regulatory
environment in Vermont limiting aggressive care management practices.

e Risk levels vary significantly by line of business. If a riskier line of business has
a higher growth rate than other lines of business, a company’s surplus will
need to grow at a faster rate. It is generally common for insurers to have
varying contribution to surplus requirements determined by individual line
of business risk levels. BCBSVT applies the same contribution to surplus
across all of its fully insured business. Accordingly, BCBSVT's contribution to
surplus does not adjust its surplus requirements as the mix of business
changes. BCBSVT allocates overhead expenses based on conftribution to
surplus requirements; this process dampens the risk associated with having
a flat contribution to surplus requirement across lines of business with
varying risk levels.

e Based upon AHP’'s analysis, BCBSVT should target an optimal Health Risk-
Based Capital range of 590% to 745% of the Authorized Control Level
(ACL) to provide an appropriate level of protection and have efficient
use for its surplus.

e The public interest is well served by BCBSVT continuously monitoring its
surplus level and maintaining surplus levels within an optimal range.

These findings and observations are described in more detail in the rest of this
report.

Section 2 provides organizational backgrounds and the requirements for
determining adequate capitalization levels.

Section 3 summarizes the key risk items that were considered in this analysis.
Section 4 presents the stochastic modeling approach.
Section 5 presents the model development and results.

Section 6 provides concluding remarks.
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Appendix A to this report illustrates surplus levels under alternate risk tolerances.

Appendix B to this report provides technical documentation and statistical
observations.

AHP appreciates the valuable insights provided by Paul Schultz and the BCBSVT
team. This assistance allowed AHP's consultants to better understand BCBSVT's
business model and provided tremendous value in facilitating completion of this
analysis and report.

This report has been prepared for the exclusive internal use of the Blue Cross and Blue Shield of Vermont management
team. Release to others outside this group without the express written permission of Axene Health Partners, LLC is strictly
prohibited.

Page 6
@ Axene Health Partners, LLC

axene health partners www.qxenehp.com

HEALTH ACTUARIES & CONSULTANTS



Section 2: Background

Blue Cross and Blue Shield of Vermont

BCBSVT was founded in 1944 as part of Blue Cross and Blue Shield of Vermont
and New Hampshire. The Vermont plan separated from New Hampshire in 1981.
BCBSVT is incorporated as a not-for-profit hospital/medical service corporation.
BCBSVTis a licensee of the Blue Cross Blue Shield Association (BCBSA or the
Association) and holds the Blue Cross® and Blue Shield® (collectively ‘BLUE’)
trademarks for the geographic territory which comprises the State of Vermont.

Operating as a regional not-for-profit company, BCBSVT provides fully insured
and self-insured health benefits to residents of Vermont. BCBSVT offers both
group and individual policies. BCBSVT's primary competitors are MVP Health
Care (MVP) and Cignha Healthcare. MVP primarily competes with BCBSVT in the
individual and small group markets. Cigna Healthcare has a larger presence in
the self-insured market.

BCBSVT has several subsidiary companies, notably The Vermont Health Plan
(TVHP) which is licensed to offer the company’s health maintenance
organization (HMQO) products.

In addition to commonplace insurance regulation administered by the Vermont
Department of Financial Regulation, BCBSVT is also subject to oversight by the
Green Mountain Care Board (GMCB), which regulates hospital budgets and
premium rates for health insurance in Vermont.

Blue Cross Blue Shield Association

The BCBSA owns and manages the BLUE tfrademarks; while used internationally
in 170 countries, the trademarks are primarily associated domestically with
licensure granted to independent companies offering health insurance and
employee health benefits in exclusive geographic territories. The association of
thirty-six independent and locally operated Blue Cross Blue Shield companies
provides health insurance to over 100 million people in the United States. BCBSVT
owns the license for the state of Vermont. This allows BCBSVT, and only BCBSVT,
to use the BLUE brands to conduct business in Vermont.

Each licensee has formal requirements that it must meet to maintain good
standing within the Association. This includes submission of quarterly financial
reports and semi-annual Health Risk-Based Capital (HRBC) reports to the

This report has been prepared for the exclusive internal use of the Blue Cross and Blue Shield of Vermont management
team. Release to others outside this group without the express written permission of Axene Health Partners, LLC is strictly
prohibited.
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Association. The Association uses these reports to assess and monitor the
financial condition of its member companies. The Association relies on many
metrics that can be tabulated from these reports in its analysis. The most notable
measure from the HRBC reports is each licensee’s HRBC ratio, which is a
comparison of a plan’s actual capital level (aka Total Adjusted Capital) divided
by a calculated benchmark known as the Authorized Control Level (ACL).

Each licensee must maintain HRBC ratios greater than 200% to retain licensure of
the BLUE trademarks. The 200% ratio is intentionally set at the highest of four
threshold levels in the National Association of Commissioners’ (NAIC) Risk-Based
Capital Model Act. Maintenance of a higher minimum level of capital helps
BCBSA licensed companies communicate a higher level of brand integrity and
financial strength to stakeholders.

While the BCBSA regards a 200% HRBC ratio as an unacceptable level, it also
begins formally monitoring BCBSA licensed companies whose HRBC ratio falls
below 375% as an early warning mechanism and facilitation of a process to
establish corrective measures.

The business of insurance involves a collection of various risks. Insurance
companies are particularly vulnerable to risks that not only take time to
recognize, but require more time to respond and implement corrections. As
sustained periods of adverse conditions can cause significant losses, insurance
companies need surplus levels to withstand difficult times, protect consumers
and ultimately prevent corporate insolvency.

As insurance regulation is primarily intended to prevent insolvency, various
standards have been developed as required minimum surplus levels. There are
several methods to determine and measure target surplus. An early method was
simply a fixed dollar surplus requirement. As this standard doesn’t appropriately
adjust to an insurance company’s size, it was replaced in many jurisdictions by a
ratio of surplus to annual revenue. A consideration of “surplus as a percentage
of revenue” is commonly known as SAPOR and offers a transparent calculation
with surplus requirements varying by insurer size. Unfortunately, the SAPOR
statistic is overly simplistic and doesn’t consider an individual insurer’s risk profile.

Insurance company insolvencies in the late 1980s and early 1990s led the NAIC
to establish a working group to consider a more rigorous calculation reflecting
the inherent risk of an insurer’s business to determine a minimum capital level;
specifically, companies with greater risks should be expected to hold higher
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amounts of capital. The group studied companies that had failed or exhibited
weak financial condifion to better understand indicators of potential financial
trouble. The resulting Risk-Based Capital (RBC) construct was developed to be
an early warning system for insurance regulators and to require a provision of
capital adequacy determined formulaically by insurer risk levels. RBC is more
refined than earlier assessments of capital adequacy, which were purely based
on fixed amounts or simple comparisons of surplus levels to annual premiums.
RBC takes into account not only an insurer’s size, but also its growth rate and
various risk exposures.

Broadly, risk-based capital represents any method that bases a company’s
minimum capital level on risk exposures of the company. However, the common
usage of RBC is quite specific; RBC usually refers to the formula-driven generic
methods developed by the NAIC to measure the minimum amount of capital
that an insurance company needs to support its overall business operations. In
this report, RBC and HRBC represent the common specific usage referencing the
NAIC formulas.

The NAIC standard RBC methodology provides a formulaic calculation of a
reference value. Multiples of the reference value are used to establish standards
for external monitoring and intervention by regulatory authorities. As results are
tracked and reported, the process leads to RBC being a conveniently used
internally fracking measure as well. As discussed in this report, generic RBC
models provide early warning indicators of financial challenges but do not
provide a comparative indication of capital adequacy of well-performing
companies. Accordingly, developing an appropriate RBC range as a company
target is highly dependent on unique internal and external factors.

Health insurance was a bit of an afterthought in the inifial RBC models. The NAIC
initially adopted different formulas for life insurers and property & casualty (P&C)
insurers; depending on organizational structure and mix of business, health
insurers were differentially categorized with life or P&C insurers. As both life and
P&C insurers are more subject to long-term risks and asset/investment risks
(distinct from the primary health insurance risk of “underwriting”), a new model
specific to health insurance, Health Risk-Based Capital (HRBC), was adopted in
1998.

Health insurance companies require surplus for many reasons, including support
for the companies’ reserves, protection from adverse events, and funding of
future capital investments and growth. HRBC (and other RBC models) provides a
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measure for a minimum regulatory capital standard, but that measure is not the
full amount of capital/surplus that an insurer needs to hold to meet its objectives
and maintain an appropriate level of risk exposure. It should be noted that the
RBC formulas were developed utilizihg experience of poorly performing
companies to identify weak insurers and alert both insurers and regulators of
potential frouble, not as a metric to rank the financial adequacy of well-
capitalized insurers. In addition, HRBC is not designed to be used as a stand-
alone tool in determining financial solvency of an insurance company; rather, it
is one of the tools that acts as an early warning indicator of financial distress.

The HRBC calculation does not offer an opinion regarding an ideal or an
excessive surplus level. Given that each health care insurer faces its own unique
set of risks, challenges, and goals, such measures are difficult to objectively
calculate. Despite this, regulatory considerations around maximum HRBC ratio
surplus levels have been a discussion topic since the measure was adopted.

In 2005, the Commonwealth of Pennsylvania became concerned with the level
of surplus retained by large health care insurers. In response, the
commonwealth’s Department of Insurance developed an analysis of the
reserve and surplus applications for the four not-for-profit Blue Cross Blue Shield
health-insurance plans in the commonwealth and prescribed appropriate
surplus ranges. Notably, the commonwealth recognized a need for higher HRBC
ratios for smaller insurers, which are subject to greater volatility risks. For Highmark
Blue Cross & Blue Shield and Independence Blue Cross, the established HRBC
ratio range was 550 to 750 percent. For the other two carriers—Blue Cross of
Northeastern Pennsylvania and Capital Blue Cross of Harrisburg—the established
HRBC ratio range was 750 to 950 percent.

The HRBC ratio is a retrospective calculation based upon historical enroliment,
premiums, and other measures. It does not appropriately capture changing
dynamics in the marketplace, such as existing business becoming subject to
new market rules or minimum loss ratio requirements.

AHP is a frusted and well-respected actuarial consulting firm focused at the
intersection of actuarial science, analytical capacity, and appropriate medical
care. AHP serves clients throughout the United States including Alaska and
Hawaii. Established in 2003, AHP has served more than 400 individual clients,
primarily health plans, health systems and medical groups. In 2017, AHP
completed a strategic merger with technology firm Dynamic Vision, Inc.,
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expanding its use of highly specialized systems engineering and information
technology experience to enhance client service capabilities. The multi-
disciplinary consulting team includes actuaries, physicians and information
technology professionals.

AHP has extensive experience in completing health care analytics for all aspects
of the healthcare system. In addition to traditional actuarial modeling, AHP
develops innovative solutions on behalf of both payers and providers related to
the development, implementation, and evaluation of alternate payment
methodologies with a focus on efficient, high quality medical care.

AHP has performed multiple HRBC and Own Risk and Solvency (ORSA)
assessments for organizations of various sizes and for-profit status. Each
corporation is inherently different, and AHP recognizes that capital needs are
determined by each insurer’s unique circumstances, business requirements, and
management objectives.

While BCBSVT does not have an explicit HRBC policy, the company has long
endeavored to promote an efficient, affordable premium structure while
maintaining an appropriate surplus level necessary to ensure the solvency and
financial strength of the company.

BCBSVT engaged an actuarial firm to prepare a detailed study on an
appropriate surplus level in 2003. At the time, the company was below the 375%
HRBC threshold and in monitoring status by the BCBSA. The actuarial firm
concluded that an optimal surplus range for the company would be a ratio in
the range of 728% — 1019%. This roughly equated to a surplus as a percentage of
annual statutory revenue (SAPOR) statistic of 25% — 35% of its annual statutory
basis premium revenue, a simpler calculafion and a more transparent statistic. It
was noted that BCBSVT was among the smallest BCBSA-licensed companies
and subject to greater volatility and a higher degree of risk.

BCBSVT shared the actuarial firm's report with the Vermont Department of
Banking, Insurance, Securities and Health Care Administration (BISHCA). In June
of 2006, the Commissioner of BISHCA issued an order that BCBSVT's surplus could
not exceed 25% of SAPOR, the minimum of the range developed in 2003. While
the SAPOR calculation has a linear relationship to revenue, the HRBC calculation
is more rigorous and is not linear. Over time, 25% of SAPOR equated to a lower
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level of HRBC, below the minimum of the recommended optimal range. BCBSVT
managed its business under the SAPOR plan requirements for several years.

In 2009, BCBSVT decided to re-examine its target surplus range utilizing internal
resources. Noting that HRBC ratios generally remained in the 500-700% range,
BCBSVT endeavored to examine whether that range was appropriate. BCBSVT
concluded that a HRBC range of 500% — 700% would be adequate to provide
solvency protection. This internal target HRBC range was communicated to
regulators. In July of 2011, the SAPOR limits were removed by the Commissioner
of BISHCA, with a determination that the HRBC ratio rather than SAPOR would be
used in measuring the optimal capital adequacy of BCBSVT.

BCBSVT has continued to target a HRBC range of 500% — 700%, but notable
internal and external environmental occurrences have motivated the
company to re-examine the optimal HRBC range. Changes in health insurance
regulation at the state and federal levels have elevated the need for an
extensive review. In particular, the concentration of pricing risk for all individual
and small group business into a single annual rate filing inflates Vermont
companies’ surplus loss exposure and lengthens the time of corrective
response. In late 2016 and early 2017, BCBSVT conducted another analysis to
review the adequacy of its target RBC range. Five scenarios were developed
with only the most severe scenario producing a result close to the BCBSA
monitoring level. In late 2017, BCBSVT determined that the current internal and
external environment warranted an independent reexamination of its optimal
surplus range. AHP was engaged to perform this analysis on January 11, 2018.
This report presents the results of that analysis.

It should be stressed that BCBSVT maintaining a strong capital level is of
beneficial interest to all stakeholders in Vermont. As BCBSVT is a local non-profit
company, it lacks the capital raising ability of large national care companies.
The difficulty of BCBSVT recovering from a diminished surplus level should not be
underappreciated.

In ordinary circumstances, surplus requirements generally increase with growth in
enrollment and health care expenditures. A continuous conftribution to surplus is
required to maintain a constant HRBC ratio. A diminished surplus level would
require BCBSVT to develop premium rates with higher and potentially
uncompetitive targeted contribution to surplus levels. Premium rates that are
developed with higher contribution to surplus requirements (for surplus recovery
purposes) may also be subject to regulatory challenges.
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Section 3: Summary of Key Risk ltems

Infroduction

AHP reviewed and assessed a range of key risk items that may impact BCBSVT's
financial condition. The assessment of each item was modeled using
proprietary, multivariate Monte Carlo methodologies or deterministically
developed based on comparative risk assessments utilizihg AHP's industry
benchmarks.

Claims Fluctuation

AHP delineated BCBSVT's lines of business based on risk associated with
premium adequacy and claim prediction accuracy. This process is discussed in
detail in Section 4.

Trend Estimates

AHP reviewed limited actual/expected trend results from publicly available rate
filings. BCBSVT's experience confirms comments from BCBSVT's management
that well-established tfrend processes are fairly accurate. AHP's stochastic
modeling simulates annual frend fluctuations simultaneously with claims
fluctuation. Trend experience is modeled using a stochastic process that
symmetrically allows trend variances (actual minus expected) around a mean
of zero.

Reserving Process and Accuracy

AHP discussed BCBSVT's reserving process with its certifying actuary Paul Schultz.
It was confirmed that reserve estimates are calculated with the benefit of one
month of paid runout and that an explicit provision for adverse deviation of 15%
is usually held in the year-end reserve estimate.

AHP also reviewed BCBSVT's reserve estimates and associated restatements.
BCBSVT has a history of establishing accurate projections with conservative
provisions for adverse deviations. BCBSVT also processes and pays claims on a
consistently rapid basis. These practices contribute to BCBSVT having minimal risk
with respect to misstatements of Incurred but Not Reported (IBNR) claims.
Furthermore, BCBSVT has additional claims runout available in the pricing
process and has very little risk of material IBNR inaccuracy adversely impacting
BCBSVT's developed premium rates.

BCBSVT's practice of retaining an explicit provision for adverse deviation in its
reserve calculations is prudent, expected by financial regulators, and such

This report has been prepared for the exclusive internal use of the Blue Cross and Blue Shield of Vermont management
team. Release to others outside this group without the express written permission of Axene Health Partners, LLC is strictly
prohibited.
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provision for adverse deviation is required o be considered in Actuarial
Standard of Practice #5. As HRBC calculations are based on results in Statutory
Financial Statements, the best estimate surplus level may be higher than what is
reflected in the HRBC calculation. While AHP did not perform a rigorous review
of paid claims history to determine an appropriate level of provisions for adverse
deviations, AHP consultants believe that BCBSVT could potentially lower its
explicit level of provisions for adverse deviations, which would result in both a
higher surplus level and higher HRBC ratio.

Based on BCBSVT's claims payment pattern, reserving practices and pricing
methodology, the company is subject to minimal risk of surplus deterioration due
to IBNR estimate inaccuracy. Accordingly, no additional risk factor was included
in AHP’s model due to BCBSVT's reserving process.

Care Management Effectiveness™ (CME) is a measure developed and used by
AHP to describe the effectiveness of a health care entity’s care management
processes. CME is an important variable to consider when establishing surplus
targets since it potentially helps to identify the potential for competitive threats
in the marketplace. For example, a lower CME level might signal a higher than
expected opportunity for a competitor to enter the market and create market
chaos, additional selection bias, etc. In this situation, AHP's proprietary modeling
would calculate an appropriately higher surplus requirement. A higher CME
level provides the opportunity for the health plan to maintain highly competitive
rates and reduce the competitive threat.

AHP conducted an abbreviated analysis of BCBSVT's CME based upon a few
key utilization metrics from each of its lines of business. AHP focused on inpatient
days/1,000, ER Utilization/1,000, office visits/1,000, and scripts/1,000. Typically,
such an assessment is much more intense and reviews both similar meftrics as
described above (more of a statistical or data analysis) in addition to a clinical
review of actual care management practices and measured outcomes. For this
analysis, the abbreviated and less intense review provides adequate
information for determining an optimal surplus level.

Based on areview of BCBSVT's utilization statistics and assembled analytical
reports, AHP noted opportunities for improved measures but did not include an
additional risk factor to account for BCBSVT's reported ufilization levels.
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