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July 1, 2015        SENT VIA EMAIL 

Mr. Nick Mazanec       NMazanec@mt.gov   
Office of the Montana State Auditor 
Commissioner of Securities and Insurance 
840 Helena Ave. 
Helena, MT  59601 
 
RE: DRAFT Price Optimization Advisory Memorandum – NAMIC’s Written Comments  
 
Dear Mr. Mazanec:    
 
Thank you for affording the National Association of Mutual Insurance Companies (NAMIC) an opportunity to 
submit written comments on the above captioned draft advisory memorandum. 
 
NAMIC is the largest property/casualty insurance trade association in the country, serving regional and local mutual 
insurance companies on main streets across America as well as many of the country’s largest national insurers.  
 
The 1,400 NAMIC member companies serve more than 135 million auto, home and business policyholders and 
write more than $196 billion in annual premiums, accounting for 50 percent of the automobile/homeowners market 
and 31 percent of the business insurance market. NAMIC has 134 members who write property/casualty insurance 
in the State of Montana, which represents 40% of the insurance marketplace.  
 
NAMIC’s members have the following concerns with the proposed draft advisory memorandum: 

1) Timing of advisory: The NAIC’s Casualty Actuarial and Statistical Task Force (CASTF) recently released, for 
public comment, a draft white paper on price optimization developed after a thorough review of the subject and 
extensive discussion with the insurance industry. The NAIC draft white paper contains a summary of the current 
issue, an analysis of the public policy debate, and it identifies a number of regulatory approaches states may want to 
consider in addressing this matter. Since the white paper is not yet a final product and is expected to contain detailed 
recommendations for action by state insurance departments, NAMIC believes that the CSI’s draft advisory 
memorandum is premature.  

As such, we suggest the Montana CSI wait for the task force to complete its work, and then consider taking action 
based on the recommendations of the NAIC.  NAMIC’s members believe that whenever possible, uniformity among 
state laws and regulations benefits insurers, consumers, and state regulators.  

2) The proposed bulletin is unnecessary. In the draft advisory memorandum, the CSI states that insurers are 
“increasingly” including price optimization elements in rate plan filings. Since the CSI currently possesses clear 
regulatory authority to reject filings that are in conflict with Montana rating laws, NAMIC does not see the 
regulatory necessity of the proposed bulletin. A thoughtful consideration of the price optimization issue and a 
detailed explanation as to why the CSI needs to promulgate a ban pertaining to “all forms” of price optimization 
should be provided to the insurance industry in advance of any rush to regulatory action, especially when there is no 
evidence to support the contention that there is any problem, let alone, a widespread problem of insurers violating 
the current rating laws.    

3) The CSI’s proposed bulletin is inconsistent with the NAIC’s approach to regulating price optimization and 
is antithetical to basic actuarial principles.  NAMIC is also concerned about the public policy statement being 
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implicitly made by the CSI in the draft Advisory Memorandum, which is fundamentally inconsistent with the NAIC 
draft Price Optimization White Paper (dated 05/19/2015) (hereinafter “White Paper”) which provides that: 

Ratemaking is the process of establishing rates used in insurance or other risk transfer mechanisms. This 
process may involve a number of considerations, including estimates of future claims costs and expenses, 
profit and contingencies, marketing goals, competition, and legal restrictions. (Page 1, Introduction, para. 
1) [Emphasis added] 
 

 The draft Advisory Memorandum would strictly prohibit an insurer from being able to consider reasonable and 
necessary business considerations inextricably tied to the ratemaking process for risk of loss transfer. Insurance 
companies, like other private, for-profit business endeavors, needs to engage in pricing practices that promote 
business efficiency and financial stability. Certain practices are invaluable to insurers and appropriately assist 
insurers in their efforts to address consumer needs in a cost-effective manner that facilitates the affordability and 
availability of insurance, and the development of new insurance products.         
 
Regulators throughout the country have routinely understood that standard business consideration related to loss 
costs and expenses are important to the financial vitality and solvency of an insurance company and are inherently 
part of the ratemaking process, primarily due to the unavoidable uncertainty that results from the use of actuarially-
indicated, cost-based rates and factors. The trades believe that the regulator’s role should be to evaluate the filed 
rates to make sure that the insurer has sufficiently described and supported its rate calculations and selections in a 
manner consistent with state law.  

The mere fact that a rate filing has some deviation from the actuarially-indicated cost‐based rate does not necessarily 
mean that it is unfairly discriminatory. Regulators have frequently accepted such deviations with the implicit 
understanding that there is a “reasonable” range around the indicated rates and factors. This point is well illustrated 
in the established practice of subjectively adjusting or supplementing cost-based rates to align with conversion, 
retention, and similar market considerations. These accepted rating practices have been referred to by terms such as 
“market-based pricing”, “rate transitioning”, “rate smoothing,” and “rate tempering.”  Historically, regulators in 
most U.S. jurisdictions have generally permitted, and sometimes even encouraged, these practices, provided that an 
insurer’s proposed adjustment of the cost-based rate is not excessive, inadequate, or unfairly discriminatory.  
Consequently, individuals within a group similarly situated as to risk, after consideration of all costs of the risk 
transfer, including expenses, are treated the same as others in the group without regard to the individual’s likelihood 
of conversion or retention. Price optimization is conceptually akin to these other pro-consumer rating practice and 
should be similarly regulated, not prohibited. 

NAMIC is also concerned that the draft Advisory Memorandum prohibiting “all forms” of price optimization is 
inconsistent with long-established and well-tested actuarial principles. Since the business of insurance entails the use 
of actuarial sciences, it makes sense that regulatory restrictions on ratemaking be compatible with fundamental 
actuarial principles.     
 
The NAIC White Paper specifically references four Casualty Actuarial Society’s (CAS) Statement of Principles 
Regarding Property and Casualty Insurance Ratemaking:  
 

a. Principle 1: A rate is an estimate of the expected value of future costs.  
 
b. Principle 2: A rate provides for all costs associated with the transfer of risk.  
 
c. Principle 3: A rate provides for the costs associated with an individual risk transfer.  
 
d. Principle 4: A rate is reasonable and not excessive, inadequate or unfairly discriminatory if it is an actuarially 
sound estimate of the expected value of all future costs associated with an individual risk transfer.   (Id. Page 2 
and 3 para. 10.)  

 
NAMIC believes that the Advisory Memorandum should be revised so that it conforms to established actuarial 
principles. Specifically, the memorandum should expressly state that ratemaking that uses factors other than those 
related to risk of loss are not by definition or per se excessive, unfairly discriminatory or illegal.  The Advisory 
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Memorandum should remind insurers that their practices must comply with Montana’s statutes and case law, rather 
than summarily conclude that “Price Optimization”, no matter how defined or used, is illegal and prohibited. 
Montana’s rating laws provide that an insurer may classify risks based on variations in hazards, expense provisions, 
or both.  (MCA 33-16-201(4)(a))   
 
Additionally, Mont. Code Ann. § 33-16-201(4)(d) also provides that  “Classifications and modifications apply to all 
risks under the same or substantially the same circumstances or conditions” allowing for risk classifications based 
on several potential factors.  
 
NAMIC also has concerns regarding the specific content of the Advisory Memorandum:  

1) The definition of “Price Optimization” is vague and overly-broad in scope. The draft memorandum defines 
price optimization as “the practice of varying rates based upon factors not related to risk of loss, or based upon 
otherwise risk-related factors applied for a purpose other than to determine risk of loss.” The CSI’s definition fails to 
take into consideration that there are five other states that have issued regulatory pronouncements on the use of price 
optimization, and all five of these other states have defined price optimization in a slightly different way. Since there 
is no universally-accepted definition of price optimization, it would make sense to wait for CASTF to provide 
guidance on how best to define price optimization. Moreover, the CSI’s Advisory Memorandum should also include 
a careful analysis of and a detailed discussion of the national debate over price optimization, and should provide 
examples demonstrating what specific practices are prohibited, so that carriers know exactly what is and is not 
acceptable to CSI.  

NAMIC believe that the CSI Advisory Memorandum should be consistent with the NAIC White Paper, which 
states, “[t]he process of using sophisticated tools and models to quantify other business considerations such as 
marketing goals, profitability or policyholder retention is referred to as “price optimization” in this paper.” (Id.)  
[Emphasis added} 
 
The NAIC White paper specifically notes that: 
 

Making adjustments to actuarially indicated rates is not a new concept; it has often been described as 
“judgment.” Insurers often considered how close they could get to the indicated need for premium without 
negatively affecting policyholder retention and how a given rate would affect the insurer’s premium 
volume and expense ratio. Before the introduction of data-driven quantitative techniques, the answers to 
these questions were largely subjective. Historically, when judgment was applied, the changes were made 
on a broad level (e.g., an entire rating territory) and were often selections lower than indications.  (Page 1, 
Introduction, para. 2)  

 
NAMIC believes that the Advisory Memorandum should consider defining what is meant by “risk of loss” as it 
appears to be quite limited in scope and it does not include factors traditionally recognized in ratemaking such as 
estimates of future costs and expenses, profit and contingencies, marketing goals, competition, and legal restrictions.  
 
Similar to what is stated in the White Paper, the Advisory Memorandum should also recognize that adjustments 
based on factors not related to “risk of loss” are not a new rate making concept and that before the use of more 
sophisticated data-driven techniques the adjustments were based upon professional business judgment applied in the 
ratemaking process.  If a definition of “Price Optimization” is to be established in the Advisory Memorandum, it 
should recognize the above public policy points and not create a definition that implies that factors other than “risk 
of loss” are prohibited from ratemaking.  
 
2) Mont. Code Ann. § 33-18-210(3), which is cited by the CSI as regulatory authority in the draft Advisory 
Memorandum, does not prohibit the use of price optimization. The statute does not state that rates are to be 
considered unfairly discriminatory solely because the insurer’s rates explicitly deviate from the insurer’s risk of loss 
determination. It merely states that there is unfair discrimination if the insurer differentiates rates: 

1)  between insureds or property having like insuring or risk characteristics;  or 
2)  between insureds because of race, color, creed, religion, or national origin. 
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Therefore, CSI should not conclusively state in its Advisory Memorandum that the mere use of practices which may 
be defined as “Price Optimization” are illegal and prohibited, but rather should review the filing in question, 
pursuant to established regulatory practices, to make sure that the particular insurer’s use of their form of price 
optimization does not result in excessive, inadequate, or unfairly discriminatory rates. 
 
NAMIC is also concerned that the language and commentary in the draft Advisory Memorandum significantly alters 
the scope and legal interpretation of the substantive legislative requirements set forth in Mont. Code Ann. § 33-18-
210(3). Amendments to the current language of the statute should be accomplished through the legislative process 
and legal interpretation of the statute should be handled by the courts. NAMIC believe that the CSI should not 
engage in activities that are outside of their regulatory authority and which are clearly within the constitutional 
jurisdiction of the state legislature and judicial branch of government.    

3) The Advisory Memorandum includes unnecessary, unfounded, and inflammatory comments. The 
memorandum states, “[i]nsurers often use this practice to charge the highest premium an insured will pay.”     

Pricing practices vary among insurers and are used to address standard and appropriate business considerations, like 
price elasticity of demand and retention maximization. NAMIC disagrees with the characterization in the draft 
advisory memorandum that this practice is “often used to charge the highest premium an insured will pay.” The 
ratemaking process has long incorporated an element of price sensitivity, because it helps facilitate robust market 
competition. Certain pricing practices allow insurers to better predict the likely impact of a rate change on their book 
of business, and assist insurers in their efforts to address the evolving pricing needs of consumers. There is no 
evidence to support the contention that the use of price optimization or other pricing practices are detrimental to 
insurance consumers or are used by insurers to charge higher premiums.     

Pro-consumer market competition is the controlling dynamic in the insurance marketplace, so insurers are 
committed to developing and utilizing rating and pricing practices that make them competitive in their pricing so 
that they can attract new insurance applicants and retain current policyholders. Therefore, NAMIC believes that this 
subjective and pejorative commentary, which does not add to the instructive value of the CSI’s insurer advisement, 
should be removed from the Advisory Memorandum. 

NAMIC is also opposed to the memorandum’s statement that “[b]ecause price optimization-derived rates explicitly 
deviate from risk of loss determinations, the practice can result in an insurer charging different rates to insureds of 
the same class or risk characteristics.” If the CSI is concerned that insurers are not complying with current rating 
laws, the advisory memorandum should be rewritten to clearly state that the use of any rating or pricing practice 
(regardless of what name an insurer ascribes to it) which results in different rates charged to insureds of the same 
class or risk characteristic violates Montana law, rather than attempt to define and prohibit all forms of price 
optimization.      

4) The scope of proposed bulletin is unclear. The trades respectfully request that any published memorandum on 
this subject clearly and plainly state that the advisory memorandum only applies to personal lines of insurance. 
Commercial lines insurance products are different from personal lines products in that they are much more 
customized and personalized, so the proposed advisory memorandum is likely to create unnecessary confusion for 
commercial insurers and policyholders.  

5) The draft Advisory Memorandum should not be applied retroactively. Although the CSI has asserted that its 
proposed prohibition on the use of price optimization is merely a pronouncement of the current law, there is no clear 
statutory or regulatory prohibition in effect on the use of price optimization.  

Therefore, any advisory that prohibits or restricts the use of price optimization is arguably new law and should only 
be applied prospectively not retroactively. Insurers have reasonably relied upon the fact that there is currently no 
prohibition on the use of price optimization in their rating and pricing plans and retroactive application of the 
advisory could adversely impact insurance consumers who have policies in effect that may have been based upon a 
rating plan that utilized price optimization. Current policyholders should not be harmed by the CSI’s decision to 
interpret the law in a way that fundamentally alters established ratemaking and pricing practices that insurers and 
consumers have relied upon in their transfer of risk of loss.  
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Consequently, NAMIC respectfully request that the proposed provision requiring an insurer to notify the CSI that 
they have been using price optimization and then to refile their rate plan without any use of price optimization be 
removed from the advisory.                   

In closing, NAMIC respectfully requests that the CSI refrain from issuing any advisory memorandum on this issue, 
and wait until the NAIC finishes its evaluation of the subject and disseminates its final draft of their white paper. 
Once the issue of price optimization has been fully vetted by the NAIC, the CSI should schedule a workshop for 
interested stakeholders to collaboratively work with the CSI on an advisory memorandum on point.     

Thank you for your time and consideration. Please feel free to contact me at 303.907.0587 or at crataj@namic.org, if 
you would like to discuss NAMIC’s written testimony.  
 
Respectfully, 
 

 
 
Christian John Rataj, Esq. 
NAMIC – Senior Director of State Affairs  
Western Region   
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