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l.  OVERVIEW

nou ” o u

Deloitte Consulting LLP (“Deloitte Consulting”, “us”, “we”, or “our”) was retained by the Washington State
Auditor’s Office (“SAQ”) to perform a review of the Washington State Department of Labor and
Industries’ (“the Department”) actuarial methodologies, processes, and assumptions used in determining
the overall 2024 rate change for the Accident Fund, the Medical Aid Fund, and the Stay-at-Work Program.
This review also includes an independent analysis of the 2024 calendar year indicated rate level change

for the Accident Fund and the Medical Aid Fund.

All information presented in this report is based on data as of June 30, 2023 and displayed in thousands

of US dollars unless otherwise stated.
BACKGROUND

Department of Labor & Industries

During the early 1900’s, state legislatures throughout the United States recognized the need for a system
of workers’ compensation insurance. The Industrial Revolution had dramatically increased the number
and severity of work-related injuries, and injured workers were unable to receive medical benefits and
wage compensation. Civil lawsuits against employers took years to settle and employees often ended up

dependent on welfare or the charity of others.

In 1911, the State of Washington’s “Workers” Compensation Act” established the industrial insurance
system which covered only those working in hazardous work environments. In 1923, Washington became
the only state workers’ compensation fund where the employees pay a significant portion of the
insurance premiums. In 1971, there was a major overhaul in the workers’ compensation system to

expand coverage to virtually all workers and allowing large employers to self-insure.

The Department is the state agency responsible for administering the Washington State workers’
compensation system and providing medical and limited wage-replacement coverage to workers who
suffer job-related injuries or ilinesses. The Department operates as an exclusive state workers’
compensation fund, one of only four remaining in the U.S. The Department offers enforcement programs

ensuring that workers are paid the amounts they are owed, limiting the work hours of children and teens,
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and protecting consumers from unsound building practices. The Department also administers the

workplace safety and health program within the state.

The State’s workers’ compensation funds (the “Funds”) are administered by the Department. The Funds
include the Accident Fund, Medical Aid Fund, Pension Reserve Fund, Supplemental Pension Fund, Second
Injury Fund, the Self-Insured Employer Overpayment and Reimbursement Fund, and the Industrial
Insurance Rainy Day Fund. The Accident, Medical Aid, and Pension Reserve Funds make up the Workers’
Compensation Program Basic Plan and write approximately $1.9 billion of premium annually. The
Workers” Compensation Program Basic Plan Funds are required by law to be actuarially fully funded.

However, the Supplemental Pension Fund is a pay-as-you-go fund.

A summary of the Funds within the Workers” Compensation Program Basic Plan and the Supplemental

Pension Fund is included below.

. Accident Fund
This Fund pays compensation directly to the injured workers for lost wages related to
temporary disability and permanent partial disability awards and for costs of retraining. In
addition, the Fund pays the Pension Reserve Fund an amount equal to the present value of
pensions awarded to survivors of fatally injured workers and to workers who are permanently
and totally disabled. Revenues from this Fund are from employer-paid premiums. Lastly,

retrospectively rated premium adjustments also are run through the Accident Fund.

o Medical Aid Fund

This Fund pays for the cost of medical and vocational rehabilitation services to injured
workers. Revenues for this Fund come from equal contributions from employers and
employees. Revenue and costs related to the Stay-At-Work program are run through the

Medical Aid Fund.

. Pension Reserve Fund

This Fund pays survivor benefits to dependents of fatally injured workers and wage
replacement and dependent benefits to all permanently total disabled pensioners, including
pensioners from disabled employees of self-insured employers, their dependents, and
survivors. Revenues from this Fund are generated from transfers from the Accident Fund and

reimbursement payments from self-insured employers.
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o Supplemental Pension Fund

This Fund provides for supplemental cost of living adjustments to injured workers and their
dependents receiving disability payments. The Fund is run on a pay-as-you-go basis and is
funded through assessments that are paid 50% by employers (both employers insured
through State Fund and self-insured employers) and 50% through deductions from
employees’ wages. In Fiscal Year 2023, Supplemental Pension Fund premiums were

approximately $934 million.

In addition, the Department maintains three additional funds: Second Injury Fund, Self-Insured Employer
Overpayment Reimbursement Fund, and the Industrial Insurance Rainy Day Fund. The Second Injury Fund
was created for the purpose of making benefit payments to workers already partially disabled who
subsequently experience a work related injury, which together, render them totally disabled. The Self-
Insured Employer Overpayment Reimbursement Fund was established in 2008 to account for the
reimbursements due to self-insured employers for workers’ compensation benefits overpaid during the
pendency of board or court appeals in which the self-insured employer prevails and has not recovered
such amounts. The Industrial Insurance Rainy Day Fund, created in 2011, was intended to provide a tool
to help minimize significant premium changes that may otherwise be needed during future difficult
economic times. Furthermore, it requires that transfers to the Fund be considered whenever the

Accident and Medical Aid Funds assets exceed ten percent of funded liabilities.

Washington State requires all employers, unless exempted, to secure coverage for job-related injuries
and illnesses either by paying insurance premiums to the Department or by self-insuring. Direct private
insurance is not authorized, although self-insurers are permitted to reinsure up to 80% of their

obligations.

The Funds also participate in the Washington United States Longshore and Harbor Workers’
Compensation Act Assigned Risk Plan (“WARP”) which was established to provide United States
Longshore and Harbor (“USL&H") workers” compensation insurance coverage for employers unable to
purchase it through the normal private insurance market. The Funds pay assessments to WARP and

participate in any underwriting losses or surpluses incurred by WARP.

Reinsurance Background

The Funds only write direct insurance business and does not assume any reinsurance. Use of ceded

reinsurance is minimal and is limited to catastrophic events and terrorism coverage at high limits in older
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years and once again purchased effective February 1, 2019 and subsequent. The current reinsurance
program consists of two excess of loss contracts. The first excess of loss contract covers catastrophic or
terrorism events that exceed $200 million up to $500 million per occurrence. The second excess of loss
contract covers catastrophic or terrorism events that exceed $500 million up to $1.0 billion per
occurrence. All reinsurers are rated A or better by AM Best. As of June 30, 2023, the Department has
informed us that it is not aware of any catastrophic events that would trigger a reinsurance recovery.
Therefore, there are currently no ceded reserves recorded as of June 30, 2023, and no reinsurance
collectability problems. With respect to loss and loss adjustment expense reserves net of ceded
reinsurance, we have not anticipated any contingent liability which could arise if any of the reinsurers
prove unable to meet their loss and loss adjustment expense obligations under the terms and conditions
of their contracts with the Funds. We note that in certain years the Funds have retained a portion of the
losses within each layer of reinsurance but do not retain any liability within these layers in the

reinsurance contracts over the past two years.
Claims Handling

The Department administers the workers’ compensation claims arising out of its book of business
internally. The Department establishes case reserves through the first seven years of the life of the claim.
These case reserves are used almost exclusively for experience rating and retrospective rating
adjustments. Since case reserves are not available for older fiscal-accident years, a complete case
incurred triangle is not available. Therefore, we have not relied upon any actuarial methodologies utilizing

case incurred losses to derive our estimates of the unpaid loss and LAE claims.
Loss Adjustment Expenses (LAE)

For the Department, most LAE represent typical unallocated loss adjustment expenses. These include
costs such as the Washington State Assistant Attorneys General, internal legal services, Office of the
Medical Director, Health Services Analysis, and internal vocational rehabilitation counselors. The one
related cost which would fall under typical allocated loss adjustment expenses is the cost related to

utilization review for medical treatments which can be allocated to specific claims.

Beginning in fiscal year 2020, the Department initiated a Workers’ Compensation System Modernization
(WCSM) project to update its policy, administration, and claim systems. It is estimated that a total of
$30.4 million has already been spent as of June 30, 2023 of which none has been currently allocated to

CAE payments. The anticipated future cost of WCSM is approximately $340.6 million over the next ten
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fiscal years. The Department assumes that approximately 2/3 of the cost will be claims related and will
expense the allocated State Fund costs (i.e. excluding costs allocated to self-insureds) through its claims
administration expense (CAE). The CAE related cost has been distributed to both future and historical
fiscal-accident years. The estimated amount allocated to fiscal-accident years 2023 and prior and
included in the reserves as of June 30, 2023 totals $S51.2 million on a discounted basis and $63.6 million

on an undiscounted basis.

Case Law — Tobin Decision

On August 12, 2010, the State’s Supreme Court confirmed the Court of Appeals decision in “Tobin v.
Department of Labor & Industries”, which concluded that “pain and suffering constitutes non-economic
damages that workers’ compensation statutes do not compensate for.” The result of the decision is that
future recoveries from injured workers due to their third party claim awards are expected to be
significantly lower than historical recoveries since the amount of “pain and suffering” awarded can no
longer be used to offset the past or future workers’ compensation payments to that injured worker. The
Department and Deloitte Consulting at this point have assumed that the impact is now reflected in the

paid data and have removed additional explicit adjustments related to the Tobin Decision.

2011 Reforms — SSB 5801 and EHB 2123

During 2011, the State of Washington passed two bills (SSB 5801 and EHB 2123) that promote quality
health care of injured workers, keep them engaged in the workforce, and implemented other changes

that impacted costs.

The Department and Deloitte Consulting have assumed that the costs/benefits of these reforms are

included in the data and have removed additional explicit adjustments related to the reforms.

Consistent with prior analyses, an additional breakout has been included in the actuarial analyses to

separately track estimates of Voluntary Settlement costs.

Stay-at-Work Program

The Stay-at-Work Program was introduced as a part of EHB 2123 and launched in January 2012. This
program supports quick and efficient return to work approaches through the provision of wage subsidies
and other reimbursements to employers who bring workers back to light duty or modified jobs following

an injury. Employers are reimbursed for a variety of costs including:
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. Half of wages for up to 66 days within a 24-month period, and up to $10,000
. Training fees or materials up to $1,000 per claim

. Special tools or equipment up to $2,500 per claim

o Clothing up to $400 per claim

Per EHB 2123, employers will not be experience rated nor retrospectively rated based on losses or
premiums from this program. For experience rating (“ER”), the Stay-at-Work Program premiums for an
individual employer are adjusted by the ER factor calculated based on Accident Fund and Medical Aid
Fund experience only, and the result is then split evenly between all employers and workers. The Stay-at-
Work Program is administered with premium collections and benefit payments made through the
Medical Aid Fund. However, premium collections and benefit payments will be accounted for separately
from the remainder of the Medical Aid Fund. The overall rate is based on the actual experience and other
industry assumptions. The overall rate is then allocated to each individual classification code as a
percentage of the Accident Fund expected losses since the Department expects the reimbursement
benefits to correlate with the Accident Fund losses. We have accepted the Department’s estimates of its

costs related to the Stay-at-Work Program.
Preferred Worker Program

The Preferred Worker Program is another return-to-work incentive program in which the Department
certifies a worker with permanent medical restrictions as a preferred worker. This certification enables an
employer to receive financial incentives and premium relief to eligible employers who create medically-
appropriate, long-term jobs for these preferred workers. We have accepted the Department’s estimates

of its costs related to the Preferred Worker Program.
Other Reforms and Rule Changes

During 2018 and 2019, the State of Washington passed two bills (SSB 6214 and HB 1913) that relate to
firefighters and police officers. SSB 6214 allows industrial insurance coverage for posttraumatic stress
disorders (PTSD) affecting law enforcement officers and firefighters. HB 1913 adds medical conditions to
the presumption of occupational diseases and extends the presumption to certain publicly employed
firefighters, investigators, and law enforcement officers. To account for the expected fiscal impact of
these two bills, the Department has added amounts to the underlying pure premiums for two class codes

impacted: 6904 (County and City Fire Fighters-Salaried) and 6905 (County and City Law Enforcement
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Officers). We note the Department is no longer making adjustments to the pure premiums for these

codes since it is believed the underlying data now includes the impact of these changes.

Effective May 15, 2019, there was a rule change (WAC 296-20-1101) that caused an increase in the
estimate of unpaid hearing loss claims. The new rule requires the replacement of hearing aids upon
request five years after the issue date of the current hearing aid and battery replacement for the life of
the hearing aid. Previously, the Department or self-insurer was only required to bear the cost of repairing
or replacement of the hearing aid due to normal wear and tear at its discretion. The rule change caused
the average hearing loss claims per active claim to increase more than expected as more claimants
requested hearing aids rather than other (less expensive) services. In addition, the general injured worker
population has become more aware of both the ability to request new hearing aids, and to request

hearing aid replacements, as opposed to a repair.

During 2023, the State of Washington passed a bill (SB 5454) that relates to nursing. SB 5454 allows
industrial insurance coverage for posttraumatic stress disorders affecting registered nurses. SB 5454 adds
medical conditions to the presumption of occupational diseases and extends the presumption only to a
direct care registered nurse who has posttraumatic stress disorder that develops or manifests itself after
the individual has been employed on a fully compensated basis as a direct care registered nurse in

Washington state for at least 90 consecutive days.

To account for the expected fiscal impact of this bill, the Department has added amounts to the
underlying pure premiums for each class code impacted that is proportional to that codes nursing
exposure. The eleven class codes impacted: 4906 (Colleges and Universities), 6105 (Hospitals, NOC), 6108
(Nursing and Convalescent Homes), 6109 (Physicians and Medical Clinics), 6110 (Home Health Services
and Nursing Care, NOC), 6120 (Acute Care Hospitals with Safe Patient Handling), 6121 (Acute Care
Hospitals without Safe Patient Handling), 6509 (Assisted Living, Adult Family Homes, Retirement Centers),
7111 (Temp. Help - Health Care Services), 7200 (State Acute Health Care Facilities w/Safe Patient
Handling), and 7201 (State Patient and Health Care Personnel, NOC). We note these additions increase
the calculated 2023 rates for the above classes by approximately 1% to 18% (or 15% after being capped,

as shown in Step 9 above) depending on the class.

COVID-19 Impact

The classification rating process this year does not consider any potential direct or indirect effects of the

COVID-19 pandemic. We note that the Department has made the decision to exclude all COVID-19 claims
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from the data when performing the classification analysis. In addition, the data used in this analysis is as
of June 30, 2023 and we believe that most of the indirect effects of the pandemic have stabilized.
Therefore, we believe the impact of the COVID-19 pandemic is not material to this analysis. We also
conclude that it is reasonable to exclude an estimate of the indirect effects of the pandemic and to
exclude the actual COVID-19 claims when performing this classification analysis. We also note that this

exclusion is consistent with the approach occurring in the broader insurance industry in other states.

We also note that including the COVID-19 claims would likely change the class relativities. For example,
first responders and healthcare workers may have been significantly more exposed to COVID-19 claims
versus other classes which would increase the relativity of first responder and healthcare workers.
Although there may be changes to class relativities due to COVID-19 claims and the post-pandemic
environment, we believe that attempting to estimate these differences would be difficult and may not be

appropriate for a post pandemic environment.

REPORT SECTIONS

This report is comprised of the following sections:

e QOverview — provides a general introduction and overview of the engagement;

® Scope —describes the work and reports that Deloitte Consulting has been performed and
produced,;

e Conditions and Limitations — details the limitations that apply to this engagement’s work product,
report, and results;

e Results and Conclusions — results of our independent pricing analysis and review of the
Department’s rate analysis;

e Department’s Methodology and Approach — describes the approach underlying the Department’s
analysis;

e Deloitte Consulting’s Methodology and Approach — describes the approach underlying the
Deloitte Consulting analysis; and

e Exhibits — describes the contents of the exhibits included in this report.
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Il.  SCOPE

In 2005, the Washington State Legislature passed a law (RCW 51.44.115) requiring the State Auditor’s
Office to conduct annual audits of the Department’s workers’ compensation program. A portion of the
required audit includes a review the Department’s actuarial methodologies, processes, and assumptions
used in determining the overall 2024 rate change for the Accident Fund, the Medical Aid Fund, and the
Stay-at-Work Program, including an independent analysis of the 2024 calendar year indicated rate level

change for the Accident Fund and the Medical Aid Fund.

Deloitte Consulting serves as an independent consultant to the State Auditor’s Office under an agreement
between the State and Deloitte Consulting. Our role under such engagement includes a review of the
actuarial methodologies, processes, and assumptions used in determining the 2024 base pure premium

rates per risk classification for the Accident Fund, the Medical Aid Fund, and the Stay-at-Work Program.

This report has been created to present the results and conclusions of our review and independent
analysis of the Accident Fund and the Medical Aid Fund indicated 2024 rate levels. Our intended measure
of the Accident Fund and the Medical Aid Fund indicated 2024 rate levels has been prepared as a range of
“actuarial central estimates.” An actuarial central estimate is defined by actuarial literature as, “an
estimate that represents an expected value over the range of reasonably possible outcomes.” Therefore,

the range presented in this report is intended to represent a “range of actuarial central estimates.”

The rate level indications developed in this report are based on Deloitte Consulting’s Analysis of Unpaid
Loss and Loss Adjustment Expenses as of June 30, 2023 (“Reserve Review”), a review of the Department’s
internal ratemaking processes and assumptions, and discussions with the Department’s Actuarial Team.
For information regarding Deloitte Consulting’s Analysis of Unpaid Loss and Loss Adjustment Expenses as
of June 30, 2023, please refer to Deloitte Consulting’s Report entitled, “Washington State Department of
Labor and Industries, Report Supporting the Statement of Actuarial Opinion on the Loss and Loss

Adjustment Expense Reserves as of June 30, 2023” dated November 16, 2023.

Rod Morris and Matthew Crotts are Fellows of the Casualty Actuarial Society (“FCAS”) and Michael Green
is an Associate of the Casualty Actuarial Society (“ACAS”). All are Members of the American Academy of
Actuaries (“MAAA”). Mr. Morris and Mr. Crotts prepared and supervised the various analyses contained in
this report. Mr. Green peer reviewed the work performed by the Deloitte Consulting team. All have met
the qualification standards as promulgated by the American Academy of Actuaries to render Actuarial

Opinions. Each has also attested compliance with the Casualty Actuarial Society’s Continuing Education
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Policy as of December 31, 2022 to perform actuarial services in 2023. These organizations have
professional standards that, among other provisions, require an actuary perform only assignments for

which he or she is qualified.

The services we performed in this actuarial analysis do not constitute an audit, review, examination, or
other form of attestation as those terms are defined by the American Institute of Certified Public
Accountants (AICPA). Any use of the word “review” within this presentation should be interpreted in the

common use of that term, and not the definition of “review” promulgated by the AICPA.

-10-
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I1l.  CONDITIONS AND LIMITATIONS AND DISCLOSURES

We have relied upon Deloitte Consulting’s own independent analysis of the loss and loss adjustment
expense reserves as of June 30, 2023. Please note that we did not conduct an operational review of the

claim functions, nor of any other company operating departments.

In order to opine on the prospective loss and LAE rates, it is necessary to project future indemnity,
medical, and LAE costs in addition to future investment returns. As such, the methodologies and factors
used in this report involve assumptions regarding future contingent events as estimated from historical
experience. Unless specifically noted, we have assumed that historical trends will continue into the
future. These trends include, but are not limited to: changes in inflation, interest rates, investment
returns, claims administration procedures, medical costs and delivery, future legislative action and judicial
proceedings. Further uncertainty exists as a result of legislative changes. It is certain that actual costs will
not develop exactly as indicated and may, in fact, vary significantly from our estimates. No warranty is
expressed or implied that such variance will not occur. Furthermore, Deloitte Consulting’s estimates make
no provision for the broadening of coverage by legislative action or judicial interpretation or for
extraordinary future emergence of new classes of losses or types of losses not sufficiently represented in
the Department’s historical database or which are not yet quantifiable, and which might affect the claim
experience. Deloitte Consulting believes, however, that the actuarial techniques and assumptions used in

this analysis are reasonable.

The estimated ultimate loss and loss adjustment expense estimates stated in this report have been
discounted using interest rates provided to Deloitte Consulting by the Department. The use of these
interest rates does not imply that Deloitte Consulting is expressing an opinion on the appropriateness of

these interest rates.

DISTRIBUTION AND USE

This study’s conclusions are developed in the accompanying text and exhibits, which together comprise
the report. This report is prepared solely for the internal use of the Washington State Auditor’s Office and
the Department in its evaluation of the indicated and adopted rate changes as of January 1, 2024. The
report may be provided to other parties (“Recipient”), for the purpose of reviewing the adequacy of the

January 1, 2024 rate if the following conditions are met:

e Deloitte Consulting is provided a list of Recipients to whom this report is provided.

-11 -
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e This report is being provided to the Recipient solely for its information and cannot and shall not
be relied upon by the Recipient. The Recipient agrees that access to the report is not a substitute
for the Recipient undertaking appropriate inquires and procedures in relation to its assignment.

e The Recipient agrees not to reference or distribute the report to any other party.

e The Department is solely responsible for providing accurate and complete information requested
by Deloitte Consulting, and Deloitte Consulting has no responsibility for the accuracy or
completeness of the information provided by, or on behalf of, the Department, even if Deloitte
Consulting had reason to know of or should have known of such incompleteness.

e Deloitte Consulting has no responsibility to advise the Recipient of other services or procedures
that might be performed and makes no representation as to the sufficiency or appropriateness of
this report for the purposes of the Recipient.

e The Recipient acknowledges that the Department and the SAO have participated in the
preparation of this report and the information, including, without limitation, by reviewing and
commenting on prior drafts of this report and the information, and such participation may have
resulted in the addition, modification, or deletion of information which might be considered
material by the Recipient.

e The Recipient acknowledges that Deloitte Consulting is currently providing and may in the future
provide professional services to the Department, and the Recipient agrees that Deloitte
Consulting and its personnel shall have no responsibility to the Recipient relating to such services
nor any responsibility to use or disclose information that Deloitte Consulting possesses by reason
of such services or otherwise, whether or not such information might be considered material by
the Recipient.

e The Recipient acknowledges and agrees that the Recipient does not acquire any rights as a result
of access to this report and Deloitte Consulting does not assume any duties or obligations as a
result of access to this report.

® |nthe event that the Recipient is required by order of a court of competent jurisdiction,
administrative agency or governmental body, or by any law, rule, regulation, subpoena, or any
other administrative or legal process to disclose this report, the Recipient may disclose this report
without liability hereunder, provided that the Recipient gives Deloitte Consulting prompt notice
of any such requirement and, at our discretion, either (1) cooperates with us, at our expense, to
prohibit such disclosure, or (2) uses all reasonable efforts to get confidential treatment of this

report under a protective order or other appropriate mechanism. Furthermore, the Recipient

—-12 -
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may reference or disclose this report without liability hereunder in the event that such reference
or distribution is required by professional standards bodies.
e By retaining a copy of this report, the Recipient understands that such Recipient is deemed to

have accepted these terms and conditions.

Deloitte Consulting shall have no liability, regardless of form, to any third parties (an entity other than the
SAO and the Department) for any action taken or omitted to be taken by such parties in respect of this
except for matters that are finally judicially determined to be caused by Deloitte Consulting’s own bad
faith or willful misconduct. Third parties should recognize that the furnishing of this report is not a
substitute for their own diligence and should place no reliance on this report or data contained herein
that would result in the creation of any duty or liability by Deloitte Consulting to the third party. Any
release or distribution of this report to any third party must include the report in its entirety (with

discussions and exhibits).

This report has been prepared for use by individuals who have a degree of technical competence in
insurance matters. This report should be studied in its entirety before any judgments are made about the
conclusions in the report. Deloitte Consulting personnel are available to discuss any questions or

concerns regarding this report.

DISCLOSURES

Actuarial Standard of Practice No. 56: “Modeling” requires disclosure of certain information regarding the
actuary’s use of models when issuing actuarial reports for work performed on or after October 1, 2020.
For this valuation, the rate level calculations were determined using Microsoft Excel based pricing models
developed and maintained internally by Deloitte Consulting. The model was designed specifically for to
test and measure of property & casualty indicated rate changes and the actuary has updated the

applicable parameters for the specific coverages reviewed and assumptions selected for this valuation.

DATA RELIANCE

Deloitte Consulting has relied upon data provided by the Department for this review. A specific audit to
verify the accuracy or completeness of the data is beyond the scope of this engagement. While we have
reviewed the data with regard to its reasonableness and consistency for our review, we have relied on
such data without audit or verification and our conclusions are based on the assumption that it is
accurate and complete. If the underlying information provided is inaccurate or incomplete, the results of

our analysis may likewise be inaccurate or incomplete.

—-13 -

Deloitte



Department of Labor & Industries 2024 Workers’ Compensation Rate Review Deloitte Consulting LLP

V. RESULTS AND CONCLUSIONS

Break-Even Loss Ratio

The Department’s actuarial rate analyses derive an indicated rate change by targeting a “break-even”
result for the prospective policy year. The “break-even” result is defined by the Department as the loss
ratio at which zero profits are expected to be generated on insured work exposure during the next
calendar year and the Fund’s contingency reserve will remain unchanged (i.e., will not grow or shrink). In
other words, the indicated rate change is set such that the upcoming year’s expected premiums plus the
Fund’s expected investment income will match the expected incurred losses and expenses related to the
insured work exposure in that year. This method solves for the rate change such that the following

OcCcurs:

Premium = [Discounted Expected Losses + Expected Expenses] - Extra Investment Income*

* Extra Investment Income represents the anticipated investment income on the Department’s
contingency reserve as well as on the assets backing the loss reserves in excess of what is
implied by the loss reserve discount rate.

We note that this approach does not include a provision for adverse deviation for the potential that
actual losses may ultimately be worse than expected or actual investment returns may be less than
expected. In our experience, this methodology is not common in workers’ compensation ratemaking. In
general, an insurance company recognizes the potential for adverse results and includes a provision in its

rate in order to collect enough revenue to sufficiently consider the potential for adverse results.

Though we have previously expressed reservations about the use of extra investment income in the
ratemaking process, we have accepted the Department’s overall process as reasonable and have adopted
its use in our analysis. We note that if extra investment income is not included in the approach, then
Deloitte Consulting’s indicated point estimate rate change for the Accident Fund would be approximately
8.6 percentage points higher (the Departments’ indicated rate change would be 5.8 percentage points
higher) and Deloitte Consulting’s indicated point estimate rate change for the Medical Aid Fund would be
approximately 34.2 percentage points higher (the Departments’ indicated rate change would be 25.0

percentage points higher).

We recognize that the targeted break-even rate change may not be the actuarial team’s recommended
rate change and is provided to the Director for informational purposes as a starting point for selecting the

final rate change. We believe that it is critical that the final rate determination considers the uncertainty
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inherent in workers” compensation ratemaking. In addition, we believe that it would be appropriate to
consider the financial health / soundness of the Funds’ contingency reserve in the final rate
determination. For instance, if the Medical Aid Fund contingency reserve is found to be sufficient, then
the Department may decide that the Fund’s contingency reserve is at a reasonable level and there is no
immediate need to grow the contingency reserve. In this case, the Department may recommend a rate
change that does not include a provision for adverse deviation as a way to keep premium rates lower. On
the other hand, if the Medical Aid Fund’s contingency reserve is not considered sufficient, then the
Department may decide that there is a need to grow the Fund’s contingency reserve and include a
provision for either adverse deviation or an explicit contingency reserve strengthening. If the Medical Aid
Fund contingency reserve is found to be more than sufficient, then the Department may recommend a

rate change that is less than the break-even rate as a way to keep premium rates lower.

We understand that there are discussions between the Director and the actuarial team regarding the
break-even rate change after the initial indication is produced and alternative indications are provided
taking into consideration such factors as the financial strength of each fund’s contingency reserve and a
provision for adverse deviation on prospective business, instead of only estimating the break-even rate
change. We note that we have not reviewed any documentation regarding these discussions or
recommendations on alternative rate indications provided by the actuarial team to the Director. We
understand that the Department’s process is to discuss options and recommendations with the Workers’

Compensation Advisory Commission before the final rates are approved.

To be consistent with the Department, we took a similar approach and developed rate changes that
would produce a similar break-even result for each Fund, although we have used our own assumption of
the targeted overall investment returns. We note that Deloitte Consulting is not expressing an opinion on
the appropriateness of the Department’s selected investment returns. We note that in selecting the
targeted overall investment return assumptions, the Department only considers expected return rates
from its fixed income securities and assumes that equity return rates will be similar to the expected fixed
income return rates. Deloitte Consulting’s expectation of the overall investment returns considers
historical returns, current market conditions, current yield on its fixed income securities, and an expected
return on its equity portfolio. The range around our indicated range change considers the variation in the

loss and LAE estimates as well as the variation surrounding the investment returns in the coming year.
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The Department’s Overall Indication

The following chart displays the Department’s indicated overall rate change for the Accident Fund, the

Medical Aid Fund, and the Stay-at-Work Program:

CALENDAR YEAR BREAK-EVEN PREMIUM RATE CHANGE

Selected Average Blfeilli?g\?:n
Rate Change 2023 Rate
Rate
Accident Fund 12.5% $0.3377 $0.3798
Medical Aid Fund 14.8% $0.1727 $0.1982
Stay-at-Work Program -5.1% $0.0054 $0.0051

The overall indicated rate change for the Accident Fund of +12.5% is the result of several items as

summarized below (as provided by the Department):

e The actuarial rate change indication last year for the Accident Fund was 19.0%. The adopted 2023
rate change was 5.9%. All things being equal, one would expect the rate change this year to be
12.3% given that the full actuarial indication was not adopted last year;

e The Department decreased their selected non-COVID lost-time claim frequency. This change in
assumption has an incremental effect of -1.5% on the rate change from 2023 to 2024;

e The Department increased the targeted overall investment return from 3.02% last year to 3.44%
this year. Additionally, we note that the projected investment to premium leverage ratio has also
changed since last year. These changes in assumptions have an incremental effect of +1.7% on
the rate change from 2023 to 2024,

e The Department increased the non-pension discount rate from 1.0% to 1.5%, which impacted the
discounted loss ratio selection. This change in assumption has an incremental effect of -2.5% on
the rate change from 2023 to 2024,

e The Department’s expected 2024 increase to the state average weekly wage has an incremental
effect of +4.3% on the rate change from 2023 to 2024;

e The remaining incremental difference of -1.8% is the result of the net combined effect of changes
to actual loss and LAE experience and other small additional changes (e.g., average claim
duration, claim frequency, retro adjustment ratio, fixed expense ratio, claims adjustment

expenses, othe