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The increasing popularity of high-
limit/high-deductible medical
reimbursement products has attracted a
lot of attention, with various carriers
developing 'Million Medical products' in
China. But we believe there are also
growing concerns of upward loss ratio
trends in medical reimbursement
Insurance over time. Developments
should be closely monitored.

The Million Medical product, which is generally defined as a
high-limit and high-deductible reimbursement product, has
become the most popular medical product in China since its
launch in August 2016. Million Medical products have removed
a lot of restrictions from the previous medical reimbursement
products, which had seen no major changes in product design
before their launch. For instance, medical reimbursement is no
longer restricted to the listed items in the social health
insurance catalogue, and the annual limit is much higher than
before. Instead, Million Medical products reimburse all
reasonable medical expenses, with a high limit, while keeping
the premium affordable with a higher deductible.

On the one hand, tremendous success has been observed,
with over 30 similar products being developed by the industry
and more than RMB 10 billion in premium sold in 2018. On the
other hand, there have been some concerns over profitability.
There has been a recent upward trend in the loss ratio of this
product and certain insurers have started to lose money.

Based on our experience, the rising trend of loss ratios for
Million Medical products is entirely expected. In this article, we
will discuss this rising trend and its underlying driving force, as
well as what potential management measures could be
undertaken by insurers to mitigate such risks.

How to evaluate the performance of medical reimbursement products

. ] -
Milliman

Durational upward loss ratio trend
within medical reimbursement
products

Currently, the majority of the Million Medical products are
offered by non-life insurers. These insurers would usually rely
on the most recent loss experience of their products to modify
the premium rates or to adjust the underwriting conditions,
expecting similar experience to continue in the next year. This
would be true for most short-term lines of business, like auto
insurance, with a meaningful size of policyholders in the
portfolio.

However, this traditional practice of claims management and
portfolio monitoring may not work as expected for medical
reimbursement products. Quite often, durational effect takes
place for newly launched medical insurance products that there
is a durational upward trend in loss ratios and it takes much
longer for these loss ratios to level off, as seen in Figure 1,
which shows a durational loss ratio relativity curve across
policy years for the same cohort of insureds. This curve was
the result of an analysis using a proprietary medical analytical
tool, Milliman’s U.K. Health Cost Guidelines™, based on actual
historical data in the U.K. We observed similar patterns with
newly launched medical products in Asia repeatedly, such as in
Singapore and Hong Kong.

Figure 1 shows how claims costs are expected to grow over
the lifetime of a policy for the same cohort of insureds, if there
are no premium rate increases other than for member aging
and medical inflation factors. The loss ratio when it levels off
after year 6 could be 10-60% higher than the first year's loss
ratio varying significantly by benefit type. If we consider new
cohorts of insureds joining the portfolio, it will take a much
longer time for the portfolio loss ratio to level off.

It has been approximately two and a half years since the
launch of this product and new entrants continue to come into
this segment over time. For carriers that already have less
favourable performances than expected, it could be even more
alarming, as we believe the loss ratio will become even higher
and the underwriting margin will be further squeezed in the
near future. In the following sections, we discuss various
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factors that could contribute to this durational upward trend.
While insurers are closely monitoring some of these factors at
the moment, we believe others are not yet on the radars of
insurers.

FIGURE 1: DURATIONAL LOSS RATIO RELATIVITY CURVE
Figure 1. Durational loss ratio relativity curve
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Milliman’s U.K. Health Cost Guidelines™

UNDERWRITING WEAR-OFF

Applicants need to go through an underwriting process for
almost all medical products, whether it is full underwriting (such
as disclosing complete medical histories) or simplified
underwriting (such as health questionnaires or health
declarations). Insurers will use the applicants’ demographics
and health information to make underwriting decisions, such as
accepting or declining applications, imposing case-based
exclusions and offering premium loading or discount. While
underwriting approaches usually vary by insurers, people going
through effective medical underwriting have selection biases
that they are commonly healthier at the point of policy
issuance. As time passes, the effectiveness of underwriting
usually wears off as the insured’s health status changes, and
the medical cost of that insured tends to increase in later policy
years.

ADVERSE SELECTION SPIRAL

Property and casualty (P&C) insurers would usually increase
premium rates or improve underwriting conditions upon
renewal to maintain loss ratios within expectation. However,
this may need to be considered more carefully with medical
reimbursement products, as policyholders generally have a
better idea about their health status than the insurer. In the
case of undue rate increases by insurers to offset worsening
experience of entire portfolios, healthy insureds tend to lapse
and search for other policies with more favourable prices and
benefits, while less healthy insureds that have difficulty in
finding alternative policies tend to remain in the portfolio. This
change of mix of insureds will drive the medical costs even
higher and potentially further rate increases as well. This cycle
is generally referred to as an adverse selection spiral. The
sharper the increase of premium rates, the more significant the
adverse selection that will be observed.
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HEALTH DECLARATIONS ARE NOT ALWAYS RELIABLE

As Million Medical products are now mostly sold online on the
P&C side, insurers are taking simplified underwriting
approaches in the form of health questionnaires and health
declarations. No re-underwriting is required at the time of
renewal for most of the carriers. However, it is possible that
people may not be fully transparent and honest about their
preexisting conditions and medical history. Some applicants
were detected to intentionally play with the declaration to get
the coverage.

Insurers’ practices may also encourage applicants to take the
declarations less seriously. For instance, some carriers
hesitated to decline claims when sales were booming, as they
thought the loss ratio of the Million Medical products could be
as low as 30%. In addition, we noticed that some insurers
would even pay ex gratia claims in the case of preexisting
conditions.

Recently insurers have strengthened the requirement of
declarations, and some third-party data may be employed to
validate the declarations.

DEMOGRAPHIC CHANGE AND INTERGENERATIONAL
SUBSIDY

For medical reimbursement products, quite often the rate of
premium increase for a specific age band does not reflect the
actual increase in expected insurance cost within that age
band. In general, cross-subsidies exist, with younger insureds
subsidising older ones.

As they are mainly distributed online, Million Medical products
disproportionately capture more young insureds, who are
relatively healthier at the moment of purchase. If there are not
adequate young insureds flowing into the portfolio
continuously, the portfolio will get older, premium adequacy will
reduce over time and the loss ratio of the portfolio will increase.

OTHER POTENTIAL FACTORS

There might still be some other factors that could contribute to
the upward trend in loss ratios:

= With more and more insurers starting to offer Million Medical
products, a price war could be initiated as the market
becomes more competitive. New insurers may even
experience a higher ratio of claim fraud as some may be less
skilled managing medical portfolios.

= Insureds will usually go through a learning curve for new
products at the early stages of the policy launch, familiarizing
themselves with the claims process and understanding the
benefit coverages. The Million Medical product is no
exception, even with a faster learning curve. For instance, we
understand policyholders have been calling customer service
to check whether their medical bills are covered, or they may
check around with friends to better understand the
coverages. With this, we expect policyholders will better
utilise the policies which drive the loss ratio upwards.
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Medical inflation trend

Apart from the durational effect of medical reimbursement
products with an upward trend in loss ratios, medical inflation
trend squeezes the underwriting margin further. With the
current high underlying medical inflation trend, a good
understanding of such trend can help maintain the loss ratios
of the Million Medical products. We discuss the drivers of this
medical inflation trend in the following sections.

TECHNOLOGY DRIVEN MEDICAL INFLATION
Breakthroughs in drug development, adoptions of high-cost
medical equipment and ever-evolving of new medical
technologies will result in high medical costs. And with the
support of new diagnosis technologies, previously undiagnosed
illnesses may be uncovered now and start to be treated. Any of

these factors may result in unusually high trends.

LEVERAGING EFFECT OF DEDUCTIBLES

There is a leveraging effect of deductibles exaggerating the
medical inflation trend; that is, the product with higher
deductibles will experience higher percentage increases in
claims costs than products with lower deductibles or without
deductibles. This is illustrated in Figure 2. For simplicity, we
assume an underlying medical inflation trend of 10%, which is
broadly in line with the medical inflation trends in the Chinese
market. Million Medical products usually offer high deductibles
of RMB 10,000, which results in a much higher trend net of
deductible than the underlying medical inflation trend.

FIGURE 2: LEVERAGING EFFECT ILLUSTRATION
FIRST YEAR SECOND YEAR
DEDUCTIBLE
CLAIM NET CLAIM NET II\INE(EI'RCEI:L\;III\E/IIS,\’!
AMOUNT  CLAIMS* AMOUNT CLAIMS*
$2,000 $15,000 $13,000 $16,500 $14,500 12%
$10,000 $15,000 $5,000 $16,500 $6,500 30%

* Net claims refer to actual claims paid net of deductibles.

Becoming proactive and staying one
step ahead

Considering the narrowing of underwriting margins over time, it
is important for insurers to review value chains systematically
to see how they could stay a step ahead of the market, how to
be better prepared for the potential increase of medical cost
and how to proactively mitigate the risks.

In general, existing carriers should closely monitor the loss
experience to make sure premium adequacy levels remain
reasonable. Monitoring the performance of the overall portfolio
may not work well, but monitoring at a more granular level
commonly adds more insights. For example, carriers could
consider other factors such as geographic areas and
occupations, with different segments having different premium
adequacies. In addition, it is important to monitor the following
factors which have been discussed before:

= The premium adequacy level may vary significantly by age
and gender, with cross-subsidies across age bands
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= Duration of policies
= Medical inflation

To be able to assess premium adequacy on more granular
segments, insurers need to estimate the underlying risks for
each segment more accurately, with various data sources and
more sophisticated predictive modelling techniques involved. If
a certain segment is found to be of lower-than-expected
premium adequacy, premium rate increases need to be
adjusted carefully to avoid any adverse selection spiral.
Another option, if rate increases are not tolerable, is that
insurers can consider spreading some increases to deductibles
too.

Apart from the rate adjustment, insurers can also improve
performance with better risk selection and enhanced
underwriting processes, leveraging additional sources of data.
For example, some insurtech startups could instantly access
detailed medical records with authorisation from applicants.
This would certainly be a big improvement in assessing the
health status of potential insureds over the current approach of
questionnaires or health declarations.

Claims management is another control that can help insurers
reduce reimbursement of unnecessary medical costs.
Collaborating with a third party having access to proprietary
medical data can also help insurers in fraud detection. Machine
learning and other technologies driven by artificial intelligence
(Al) may be employed as well.

In addition, insurers can also play an important role in
managing the health status of insureds and maintaining better
risks in the pool. Insurers can promote healthy lifestyles by
offering discounts based on exercise habits and providing
value-added services, such as more proactive preventive care
and wellness services. In the long run, insurers can even
consider care management programmes by including case
management to deliver quality care, and disease management
for renewal insureds with chronic diseases.

Conclusion

The Million Medical product has been growing strongly in
recent years, with more and more insurers beginning to offer
this option. However, the underwriting margin of this product
has been quickly narrowing, a trend that will likely continue into
the future. It is clear that more effort is needed to better
manage this product and make it a more sustainable medical
reimbursement product in China.
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