Financial Institution Soundness and Resilience

Evaluating the Impact of Medical Re-pricing Deferrals on Life Insurers
and Family Takaful Operators

Medical reimbursement insurance/takaful cover in Malaysia is typically designed to cover or reimburse, either
fully or partially, the expenses arising from inpatient and certain outpatient medical treatments. In 2020,
close to 7 million individual medical reimbursement policies/certificates were written by life insurers and
family takaful operators. This represents a significant portion of life insurance and family takaful business,
accounting for 68% of total protection insurance and takaful claims™ in 2020. This box examines trends in the
claims experience of medical reimbursement insurance/takaful products, the effect of the pandemic, and the
consequential impact on the re-pricing cycles of these products.

How are medical reimbursement insurance/takaful covers managed?

Medical reimbursement covers are typically designed with annually reviewable premium rates to reflect changes

in the cost of treatment and propensity to utilise healthcare services. As these factors are difficult to predict

in the long term, regular re-pricing is a standard feature of these products to ensure the sustainability of the
medical insurance/takaful portfolios. Medical insurance/takaful portfolios become unsustainable when the
premiums collected are insufficient to cover the expected claims cost, expenses, and profit margin of the ITOs. Key
assumptions used to estimate the expected claims cost are the rate of medical claims inflation and the average
cost per treatment or claim event. Similar to other countries, the cost of medical services in Malaysia has been
increasing at a much faster pace than general price inflation (Table 2.2). The claims cost is also affected by changes
in utilisation of healthcare services by policyholders, which may arise from demographic shifts and changes in
lifestyle and behaviours. All these assumptions are combined to derive the expected claims cost which determines
the required level of premiums.

Table 2.2: Comparison of Net Medical Trend Rates

Net Medical Trend Rate* (%)

2021
2019 2020 (Projected)
o G
6.1 6.6 5.1
. " Va
United Kingdom 3.9 5.2 5.0
a0
7
Australia ool 49 4.6 4.2

*Medical trend rate net of general inflation

Source: 2021 Global Medical Trends Survey Report, Willis Towers Watson

6 Total protection claims are claims which arise from medical, death, and disability coverages, excluding surrender and maturity claims. This proportion
includes medical claims from group and employer-based schemes.
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The claims experience of medical reimbursement covers varies across ITOs, and even across the various

products of the same ITO, on account of:

(1) The risk profiles of individuals covered, such as age groups, which in turn affect the type of medical
services utilised. For example, products covering individuals with older age profiles will likely exhibit
higher medical claims inflation since the likelihood of requiring medical services and encountering
surgical complications increases with age; and

(2) Product features, which affect policyholders’ tendency (and ability) to make a claim. For example,
products with cost-sharing features often have lower claims payout compared to those without.

In some countries, cost-sharing via deductibles or co-payments is mandated in their healthcare
systems to contain the cost of medical services.

To maintain fair outcomes across policyholders, premiums are typically differentiated to take into account
differences in claims experience between risks that are pooled together. For example, the premium levels
for risk groups with higher tendency to claim and/or require more expensive treatments are generally set
higher than those with lower risk profiles.

How has COVID-19 impacted the claims trend and what can be expected post-
pandemic?

Over the period from 2015 to 2019, the combined ratio of life insurance and family takaful industry’s
individual medical portfolio lay broadly in the range between 90% and 100% (Diagram 2.1). It is observed
that the combined ratio, which is the ratio of total claims paid and expenses to total premiums collected,”
displays a cyclical pattern of peaks and troughs that coincides with a three- to five-year re-pricing cycle
commonly practised by ITOs.

Diagram 2.1: Distribution of Life Insurers and Family Takaful Operators’ Total Medical Combined Ratios for
the Period 2015 - 2019
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Note: The size of the bubbles generally denotes the size of medical business by claims, averaged for the top 5 writers

Source: Bank Negara Malaysia estimates

7 A combined ratio of 100% indicates that the premiums collected are fully depleted by claims and expenses, with no profit left for the ITO as a
return for underwriting the portfolio.
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In 2020, the combined ratios of the medical portfolios of ITOs decreased. It was observed that the lower claims
were driven primarily by temporary factors, such as movement restrictions, reduced social contact due to

the implementation of remote working and learning, and hesitation to seek non-critical medical treatment at
hospitals during the pandemic. The number of claims in 2020 decreased compared with 2019, with most claims
coming from critical treatments that could not be deferred. However, the reduction in the number of claims during
the pandemic period was partially offset by the increase in the average cost per treatment of 14% for non-surgical
treatments and 15% for surgical treatments (Diagram 2.2), which exceeded the respective long-term trends of 8%
and 9% per annum.” This was partly attributable to the more severe and urgent nature of illnesses being treated
and claimed for, as well as additional costs arising from pandemic-related protocols such as lab tests for COVID-19
and higher utilisation of disposable medical supplies (including personal protective equipment).

Diagram 2.2: Claims Experience Over the Pandemic Period by Claims Type

Lower medical claims incidence but average medical claims inflation continued to rise during the pandemic period

Observed relative change
Claims count
circa 40%
Average
claims amount o
circa 14%

Observed relative change

Claims count
circa21%
Average
claims amount o
circa 15%

Non-surgical claims

Surgical claims

Note: The annualised relative change in claims count and average claims amount is based on a comparison between 2019 experience to that over the
pandemic period (2020 up to 1H 2021). The annualised relative change experienced by each individual life insurer and family takaful operator may
differ from the above aggregate statistics

Source: Bank Negara Malaysia estimates using data from life insurers and family takaful operators with significant medical business

The number of claims is expected to normalise once the pandemic abates and movement restrictions are gradually
lifted. Incidences of hospitalisation from common non-surgical treatments such as stomach flu and dengue fever are
expected to return to past trends. Although the extent of the rebound in medical claims post-pandemic is uncertain,
observations from other markets suggest the possibility of a temporary increase in utilisation of healthcare
services. This can be contributed by a sharp increase in the number of claims compared to the pandemic period due
to delayed non-critical treatments, and diagnoses from postponed medical visits by individuals who had earlier
avoided going to hospitals due to COVID-19 concerns (Gardner and Fraser, 2021; Berlin et. al, 2020).

In the short term, the average treatment cost could also increase due to poorer health conditions worsened by
delays in seeking treatment (Mathews and Cherney, 2020). Demand-supply dynamics may also push costs higher,
particularly for hospital supplies and services that may increase due to higher demand. Based on 2018 claims
data, hospital supplies and services accounted for 60% and 70% of claimable surgical and non-surgical treatment
costs respectively in Malaysia.” Further, higher charges from pandemic-related protocols are likely to persist in the
foreseeable future.

Over the longer term, it is uncertain how the pandemic will affect underlying medical trends. The accelerated
adoption of telehealth services by international insurers during the pandemic has been a notable development

that could improve the efficiency of providing healthcare and reduce cost. However, balanced against this is the yet
unknown effects of long COVID? in the insured population which could increase the utilisation of healthcare services
(Aon, 2021; Willis Towers Watson, 2020).

® The compounded annual growth rate from 2013 - 2018 of average billed amount based on an independent study commissioned by the industry
through the Medical Cost Containment Task Force.

» Based on the independent study commissioned by the industry through the Medical Cost Containment Task Force.

2 Longer-term health conditions that may affect some patients after contracting COVID-19.
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What is the impact of delaying the re-pricing cycle?

Notwithstanding these expected trends (Chart 2.25), most ITOs agreed to defer any earlier planned re-pricing
exercises in 2020 to preserve the affordability of medical covers. ITOs will be carefully evaluating the risks of
continuing to delay the re-pricing cycle, especially for portfolios with the highest combined ratios prior to the
pandemic (Chart 2.26). For such portfolios, there is considerable risk that a sharp rebound in claims once the
pandemic fears subside could lead to steeper or more frequent price increases in the near term. This could have
a disproportionate impact on some individual policyholders given the larger adjustments made over a shorter
period of time. In the takaful business, which is based on risk sharing between takaful participants, there could
be additional concerns relating to fairness and equity if the medical tabarru’ charges are not increased in line
with risk expectations, as other takaful participants will be subsidising the losses attributed to medical claims
to a greater extent than originally represented to participants.

Chart 2.25: Medical Combined Ratios from 2015 to 2020 and the Expected Impact of Delaying Re-pricing
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Note: Data represents yearly renewable individual medical insurance policies. The average combined ratio is aggregated for all life insurers that are higher
or lower than the median life insurer for each calendar year. Data has been adjusted to address any data issues

Source: Bank Negara Malaysia estimates using data from life insurers

Chart 2.26: Distribution of Life Insurers and Family
Takaful Operators by Pre-pandemic Medical
Combined Ratios

Note: Data represents 2019 medical claims experience

Source: Bank Negara Malaysia estimates
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What can be done to better manage the re-pricing of medical insurance/takaful business?
While re-pricing enables ITOs to manage the sustainability of their business, the Bank requires ITOs to
implement re-pricing exercises in an objective and fair manner, based on actual past claims experience and
expectations of future claims experience that are reasonable and supportable. Prior to the pandemic, the Bank
was also concerned when ITOs delayed re-pricing exercises for too long as a competitive strategy. Lengthy
delays are likely to result in sharp and unexpected premium adjustments subsequently to catch up with claims
inflation. This may leave policyholders who are unable to afford the higher premiums with limited options to
obtain replacement coverage due to advancement in age or changes in their health status. To promote fairer
outcomes for policyholders, ITOs are required to establish an internal policy to govern the medical re-pricing
exercise, which includes setting out objective indicators and thresholds used by ITOs to trigger re-pricing,

as well as the methodology used to determine the new price. The implementation of these policies must be
monitored and reviewed to ensure that it is applied consistently and with due regard to the fair treatment of
policyholders. The Bank is also reviewing existing regulations to allow more flexibility for ITOs to moderate

the extent of re-pricing required for smaller product portfolios that may be more likely to experience greater
volatility in claims experience.

Following earlier signs of improvements in the economy in 2021, some ITOs have resumed re-pricing recently.
However, these ITOs have also put in place measures to support medical policyholders who may have difficulties
maintaining higher premium payments given the current exceptional circumstances. The measures aim to ease
cashflows of policyholders without forgoing protection, allowing them time to financially recover. Options made
available to policyholders include enabling them to maintain premiums at the original amount before re-pricing,
by temporarily switching to a cheaper plan or product. Policyholders exercising this option would be able to
revert to their original coverage within a specified period without new or additional underwriting. This is in
addition to the existing option for affected policyholders to temporarily defer premium payments.

Over the longer term, containing medical claims inflation, which is a major driver of re-pricing, remains a key
priority to preserve sustainable access to medical reimbursement coverage from private ITOs. This requires a
concerted effort from multiple stakeholders - including healthcare providers, regulators, ITOs, support service
providers, and end consumers - to deliver longer-term reforms in the delivery and consumption of private
healthcare services. Such reforms are further discussed in the article on ‘Managing Medical Claims Inflation’
published in the Bank’'s Annual Report 2019.
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