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Purpose of this session

= |ntroduce health actuaries to the May 2007 Discussion
Paper (DP), “Preliminary Views on Insurance Contracts,”
issued by the International Accounting Standards Board
(IASB)
— What is it?
— Why is it important?
— What's in it?
— What's different about it?

= Preliminary discussion of some of the potential
implications of the concepts in the DP to U.S. health
insurance products
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Determining risk margins

= The insurer should select an approach for determining
risk margins that meets the following criteria:

— Consistent with the margin expected if the insurer were to
transfer its contractual rights and obligations to another party

— Explicit, not implicit

— Reflect all risks associated with the liability

— Not reflect risks that do not arise from the liability

— As consistent as possible with observable market prices

— Implementable at a reasonable cost and in a reasonable time,
and auditable

— Should not ignore the tail risk in contracts with skewed payoffs

— Should make it easy to provide concise and informative
disclosure [fF3(a)-(h)]
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Determining risk margins

Approaches listed by IASB as potentially appropriate: [{F9]

= Explicit confidence levels (e.g., 75% probability of
sufficiency)

= Explicit minimum confidence levels, but insurers may
use a higher confidence level

= Conditional tail expectation (CTE)
= An explicit margin within a specific range
= Cost of capital

= Multiples of one or more specific parameters of the
estimated probability distribution
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Determining risk margins

Approaches that do not meet the IASB criteria: [{F10]

= Implicit (and unspecified) confidence level

= Implicit (and unspecified) risk margin through use of
conservative assumptions that aim to give reasonable
assurance at an implicit confidence level that ultimate
cash payments will not exceed the recognized liability.
Terms sometimes used in this context are ‘sufficiency’,
‘provision for adverse deviation’ and ‘prudence’
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3. Other Key Concepts in the DP
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Introduction

Topics discussed in this section:

Policyholder behavior

Acquisition costs

Unit of account

Reinsurance

Unbundling

Credit characteristics

Unearned premium as proxy for pre-claims liability
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Policyholder behavior

Many insurance contracts permit, but do not require, the
policyholder to continue paying premiums in order to
receive continued insurance coverage [121]

In many cases, an insurer expects a net economic loss if
one class of policyholders continues paying premiums
and net economic benefits if another class of
policyholders does so [{121]

The insurer has a contractual obligation to stand ready to

provide the insurance coverage if it receives the
premiums. Therefore...
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Policyholder behavior

...estimated cash flows used in measuring the insurance
liability should include the premiums from [the class of
policyholders for whom expected future benefits exceed
expected future premiums] and the resulting additional
policyholder benefits. That conclusion is not likely to be
contentious [1122]

Key question: In measuring the insurance liability,
should the insurer recognize net economic benefits from
the class of policyholders for whom expected future
premiums exceed expected future benefits?
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Policyholder behavior

Terms defined in the DP: [1127]

Beneficial policyholder behavior refers to a
policyholder’s exercise of a contractual option in a way
that generates net economic benefits for the insurer

Unfavorable policyholder behavior refers to a
policyholder’s exercise of a contractual option in a way
that generates a net economic loss for the insurer

Rephrasing the question: To what extent should
beneficial policyholder behavior be considered in
measuring an insurance liability?
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PB — Theoretical approaches

The DP identifies 3 potential approaches to the inclusion
of policyholder behavior (PB) in liability measurement

Approach B: exclude PB that results in net cash inflows

Approach C: exclude PB that results in net cash inflows
or that reduces net cash outflows

Approach D: include all PB relating to existing contracts
The DP presents a simple example — a 2-period contract
where all policyholders are healthy in period one but
some transition to being unhealthy in period two

— Healthy lives that persist in period two = beneficial PB
— Unhealthy lives that persist in period two = unfavorable PB
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PB - Theoretical approaches

In measuring the liability at the end of period one...

...under Approach B, you ignore all future cash flows
from healthy lives, and include all future cash flows from
unhealthy lives (including the possibility that some
unhealthy lives will lapse)

...under Approach C, you ignore all future cash flows
from healthy lives, and include all future cash flows from
unhealthy lives, with the additional restriction that you
cannot assume any unhealthy lives will lapse

...under Approach D, you include all future cash flows
from both healthy and unhealthy lives
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PB — Theoretical approaches

Arguments supporting Approaches B & C:

The insurer cannot compel healthy policyholders to pay
premiums [1134(a)]

The insurer has written an option, permitting the
policyholder to continue paying premiums. An option
gives the holder the right, but not the obligation, to
exercise the option. If the holder has no obligation, the
writer of the option has no asset [{134(a)]

The insurer’s expectation of receiving benefits from
beneficial PB derives from a customer relationship, not
from contractual rights [134(d)]
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PB - Theoretical approaches

Arguments supporting Approach D:

Approaches B and C could systematically recognize
large losses at the inception of contracts that are
reasonably expected to be profitable. That would not be
a faithful representation of the transaction [{136(b)]

If the insurer transferred all its contractual rights and
obligations to another party, the price would reflect
realistic expectations of surrenders [136(d)]

Excluding PB from the measurement leads to
considerable complexity [136(f)]
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PB — Theoretical approaches

Continuing the arguments for Approach D: [1136(c)]

Approaches B and C treat regular premium contracts as
short-term contracts containing an option for the
policyholder to continue paying premiums... This line of
thinking contradicts the decision to buy insurance in the
first place... If circumstances do not change, the
policyholder is likely to keep paying premiums...

Thus, it is more intuitive to view these contracts as long-
term contracts containing a cancellation option that may
become useful if the policyholder’s circumstances
change. Approach D is more consistent with that view
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PB — Preliminary views

The insurer’s ability to derive benefits from PB arises
from part of a customer relationship, not from the
contract. This applies even if the PB relates to the
exercise of options within the contract []140]

An existing insurance contract is closely associated with
the part of the customer relationship that related to
expected policyholder exercise of existing contractual
options.... This close association justifies the
recognition of that part of the customer relationship if
appropriate conditions are met [{142]

Note that this view treats insurance contracts differently
from other contracts having options
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PB - Preliminary views

= There is no conceptual justification for presenting the
right to benefit from some existing contracts as a
reduction of the contractual obligations arising from the
same or other contracts [143]

= Nevertheless, there are practical reasons why the costs
of distinguishing the customer relationship from the
liability might exceed the benefits of making that
distinction [{144]

= To distinguish customer relationships from insurance
liabilities...would be difficult because generally the
insurer has little or no access to information about
changes in policyholders’ risk characteristics []145]
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PB — Preliminary views

= The cost of distinguishing the recognized portion of the
customer relationship from the insurance liability would
exceed the benefits of doing so. Therefore, an insurer
should treat the recognized portion of the customer
relationship as a reduction in the related insurance
liability for recognition, measurement and presentation
[1147]

= Users would benefit from information about the extent to
which measurements depend on cash flows that are not
enforceable.... IASB plans to investigate disclosure
alternatives...[such as] sensitivity analysis of lapse risk
[1148]
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PB - Preliminary views

= Some criterion is needed to ensure that PB is included
only if it relates to contractual terms that create
substantive rights or obligations [1153]

= For example, consider a one-year household insurance
contract.... Suppose the insurer changes the standard
form of its contracts so that they become lifetime
contracts, from which both the policyholder and the
insurer are free to withdraw on any anniversary of the
original contract date. Because this apparent contractual
change creates no new substantive rights or obligations,
it should not change the accounting [1152]
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PB - Preliminary views (conclusion)

Premiums (and resulting additional benefit payments
to policyholders) should be included in the recognized
part of the customer relationship (and hence in the
overall measurement of the insurance liability) if, and
only if, any of the following criteria is met:

a) The policyholder must pay the premiums to retain guaranteed
insurability (a right that permits continued coverage without
reconfirmation of the policyholder’s risk profile and at a price
that is contractually constrained)

b) The insurer can compel the policyholder to pay the premiums

c) Including the premium and the resulting policyholder benefits
will increase the measurement of the liability [154]
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PB - Preliminary views (conclusion)

For many annual non-life insurance contracts, the
policyholder has no guaranteed insurability beyond the
end of the annual term []158]

Thus, although the insurer may benefit from possible
renewals, those renewals derive from a customer
relationship that may lead to future contracts and would
not affect the measurement of the insurance liability
[1158]
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Acquisition costs

Some argue that an insurer should recognize an
intangible asset to reflect the initial investment made to
acquire the customer relationship and argue that
deferring the acquisition costs results in an appropriate
cost-based measurement of that investment.
Proponents of this view would then amortize the
acquisition costs as the insurer recovers them [{161]
In IASB’s preliminary view...acquisition costs should be

recognized as an expense, not as the cost of an asset
[1165]
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Acquisition costs

= Recognizing a separate intangible asset measured at
the amount of acquisition cost incurred and at the same
time recognizing an insurance liability measured at the
amount of premium received would:
— Overstate the insurer’s obligation; and
— Report an asset that either:

* Does not exist (if the insurer recovers acquisition costs from cash
already received), or

* Relates to future cash flows included in the measurement of the
liability [1165]

70

© 2007 Emst & Young LLP

Unit of account

= What should be the unit of account for insurance
contracts? For example, is the unit of account an
individual contract or some higher level of aggregation?
[1183]

= In principle, the expected (probability-weighted) cash
flows from a portfolio equal the sum of the expected
cash flows of the individual contracts. Therefore, the unit
of account does not affect the EPV of cash flows [{186]

= In practice, it is easier to perform some types of
estimates in aggregate....[but] in principle this is no
different that making expected value estimates for
individual contracts and aggregating the results [187]
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Unit of account

The natural starting point for measuring risk margins is a
portfolio of contracts, not individual contracts [1199]

How might a portfolio of contracts be defined? [199]
IFRS 4 refers to a liability adequacy test for a

“portfolio of contracts that are subject to broadly
similar risks and managed together as a single
portfolio” [1199]

In IASB’s preliminary view, the description from IFRS 4
is preferable [1199]
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Unit of account

Insurers benefit from diversification between portfolios...
They also benefit from risks that are negatively
correlated with the risks from other portfolios [1200]

Some argue that...users are interested in the risks faced
by an entity as a whole [201]

CEV should be independent of the entity that holds the
asset or liability [1201]

Therefore, IASB concluded that risk margins should be
determined for each portfolio in isolation and should not
consider diversification between portfolios [1201]
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Reinsurance

= |ASB does not intend to change the following existing
requirements of IFRS 4:

a) Aninsurer does not derecognize insurance liabilities until the
contractual obligations are discharged

b) A cedant does not offset reinsurance assets against related
insurance liabilities [1204]
= |ASB’s preliminary view is that CEV should also be the
measurement attribute for reinsurance assets [{205]
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Reinsurance

= In general, risk margins reduce the CEV of an asset.
However, for reinsurance assets, the risk margin
relating to the risk associated with the underlying
insurance contract increases the CEV. Moreover, that
risk margin equals the risk margin for the
corresponding part of the underlying insurance
contract [1206]

= The reference transaction for determining the CEV of
the reinsurance asset is a simultaneous transfer of
both the reinsurance contract and the relating
underlying contract(s) [1209]
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Reinsurance

Sometimes, the most practical approach is to estimate
the cash flows and risk margin after reinsurance...and
then gross them up to determine the cash flows and
risk margins before reinsurance [1210]

Although both the cedant and reinsurer would measure
their contractual rights and obligations at CEV, in
practice they would not necessarily determine the
same amount (i.e., there is no ‘mirror accounting’).
Possible reasons for differences include different
knowledge, different units of account and...different
calibrations of the risk margin [1217]
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Reinsurance

A cedant faces the risk that the reinsurer may default,
or dispute whether a valid claim exists for an insured
event [211]

Two possible approaches to this risk:

Incurred loss model: Losses should be recognized only
when an event, occurring after initial recognition of an asset,
provides objective evidence that the asset is impaired

Expected loss model: Reduce the carrying amount for
expected (probability-weighted) losses from default or
disputes, with a further reduction to reflect the risk that defaults
or disputes exceed expected value [1211]
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Reinsurance

IFRS 4 adopts an incurred loss model for reinsurance
assets [1212]

However, IASB’s preliminary view is that an expected
loss model is appropriate for reinsurance assets
[1213]

The CEV of the reinsurance asset incorporates a
reduction for the EPV of losses from default or
disputes, with a further reduction for the margin that
market participants would require for bearing the risk
the defaults or disputes exceed expected value
[1213]
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Unbundling

Because the policyholder must generally pay
premiums in advance, virtually all insurance contracts
have an implicit or explicit deposit component [220]

Some examples of deposit components include:

—  Experience accounts and similar mechanisms in some
reinsurance contracts and some direct insurance contracts for
corporate policyholders

—  ‘Excess’ premiums pre-paid in the early years of a long-term
life insurance or health insurance contract to fund ‘excess’
benefits in later years [1220]

Some argue that an insurer should account for any
deposit component... separately from the insurance
component [1223]
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Unbundling

Arguments against unbundling include:

Insurance contracts are designed, priced, managed
and regulated as packages of benefits. ... Any
unbundling required solely for accounting would be
artificial and often require significant and costly
systems changes [1226(b)]

Some users want information about gross premium
inflows, as an indicator of new business activity
[1226(d)]

See also comments received by FASB in response to
its 2006 Invitation To Comment on bifurcation of
insurance and reinsurance contracts
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Unbundling (conclusions)

If an insurance contract contains both an insurance
component and a deposit component [and] the
components are so interdependent that the component
can be measured only on an arbitrary basis, the phase
Il standard on insurance contracts should apply to the
whole contract [1228(a)]

Insurers, and probably also users, view reported
revenue and expense as important. So it would seem
important to distinguish revenue from deposits.
However, IASB has not yet formed a preliminary view
on the treatment of premiums [{324]
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Credit characteristics

= Question: Should the measurement of an insurance
liability reflect the insurer’s credit standing?

= Note that if it does, then a decline in the insurer’s credit
standing would lead to a decrease in its insurance
liabilities

= |nsurance industry and insurance regulators are
generally opposed to this concept. However...

» Few people doubt that the initial measurement of debt
issued for cash should reflect the credit characteristics of
the debt. There is no obvious reason to treat insurance
liabilities differently [231(a)]
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Credit characteristics

Arguments opposing use of credit characteristics:

= Measuring insurance liabilities on a basis that reflect
their credit characteristics would be inconsistent with the
fact that insurers intend to meet all valid claims in full
and that insurance supervisors would require them to do
so [1230(a)]

= |f an insurer’s reported insurance liabilities decline with
an impairment of their credit characteristics, users may
find it more difficult to assess the insurer’s financial
strength [230(d)]
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Credit characteristics

Arguments supporting use of credit characteristics:

If CEV is the measurement attribute for insurance
liabilities, it would be arbitrary to exclude the effect of the
insurer’s credit standing from the measurement [1231(c)]

The exclusion of credit characteristics ignores scenarios
in which some or all contractual cash outflows do not
occur. This is incompatible with measurements based
on expected values [1231(d)]

The exclusion of credit characteristics ignores [limited
liability] by implying that the insurer will meet its
obligations in full in scenarios when its assets are
insufficient [231(e)]
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Credit characteristics (conclusions)

The CEV of a liability is the price for a transfer that
neither improves not impairs its credit characteristics. ...
If an insurer measures its insurance liabilities at CEV,
that measurement should reflect the liability’s credit
characteristics [1232(a)]

An insurer should disclose the effect that the credit
characteristics of an insurance liability have on its initial
measurement and subsequence changes [1232(b)]

A policyholder is unlikely to buy insurance if the
policyholder thinks the insurer may not satisfy its
obligations in full. Therefore, the credit characteristics of
an insurance liability are unlikely to have a material
effect on its CEV at inception [1232(b)]
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Unearned premium

= Question: For some contracts, is the concept of a pre-
claims liability the same thing as unearned premium?

= Some suggest that insurers should be permitted or
required to measure short-duration non-life insurance
pre-claims liabilities using an unearned premium
approach [f111]

* For many short-duration contracts, unearned premium
may often be a reasonable approximation to CEV.
However, an insurer should not make this assumption
without testing it [1112]
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4. Health Insurance and the DP
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Introduction

To date, there has been very limited involvement in the
IASB Phase Il discussions by parties who focus on U.S.-
style health insurance

Consequently, there has been very little (if any) analysis
of how the ideas in the DP might impact the health
insurance products found in the U.S.

This section offers some preliminary thoughts in this
direction

If you have different views on some of these issues,
terrific! The U.S. health actuarial profession needs to
think about and debate these topics
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Threshold issues

Two important concepts in the DP where, at first
glance, there are questions as to how these concepts
would apply to U.S. health insurance products:

1) Entity-specific cash flows

2) Guaranteed insurability

Understanding the applicability of these concepts may
be a crucial threshold towards assessing how the DP
accounting model would impact the health industry
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Entity-specific cash flows

Typical U.S. PPO medical contract has 3 components:

l. The customer transfers insurance risk to the
insurer

II.  The insurer provides the customer with access to
contractual fee arrangements that the insurer has
negotiated with health care providers

Ill.  The insurer agrees to provide certain services to
the customer (e.g., adjudication of benefits,
disease management)
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Entity-specific cash flows

= The insurer’s ultimate cost of settling policyholder claims
reflects the insurer’s contractual provider arrangements

= Are the provider discounts an example of what the DP
means by entity-specific cash flows?

= Under CEV, insurer must exclude cash flows that would
not arise for other entities holding the same obligation

= Does this mean that measurement of medical liabilities:
— Cannot include any impact from provider discounts?

— Needs to make an adjustment to the insurer’s own provider
discounts in order to bring them in line with the discounts
typically available to market participants?
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Entity-specific cash flows

= |s the situation different for a staff model HMO?

— Other market participants would not use providers affiliated with
the insurer

— On the other hand, if the insurance contract specifies that
policyholders must obtain care from particular providers, maybe
that's not entity-specific (cf., slide 34)
= |s the situation different if capitation is employed for
some or all services?

— Other market participants would not have capitated these
services
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Entity-specific cash flows

= Clearly, more thought is needed in this area

= What is the CEV ‘reference transaction’ for a medical
insurance contract?

— |ASB argues (slide 85) that CEV is the price for a transfer that
neither improves nor impairs the liability’s credit characteristics

— Perhaps a similar argument can be made here, that CEV is the
price for a transfer that neither improves nor impairs the
policyholder’s access to contractual provider discounts?

= For discussion purposes, we assume the insurer does
not need to make adjustments to its cash flow estimates
to back out the impact of the insurer’s provider contracts
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Entity-specific cash flows

Other potential issues involving entity-specific cash flows:
» Disease management programs
= Large case management philosophy

= Disability claims management philosophy
— Enforcement of “definition of disability” provisions

= Long-term care claims management philosophy
— Enforcement of “activities of daily living” definitions

= Anti-fraud and special investigations programs
= Policy rescission activity
= General administrative efficiency
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Guaranteed insurability

Repeating the IASB’s definition from 154(a):

Guaranteed insurability is a right that permits
continued coverage without reconfirmation of the
policyholder’s risk profile and at a price that is
contractually constrained

(Recall that under the IASB’s preliminary views,
guaranteed insurability is one of three criterion allowing
the insurer to consider future policyholder premiums and
benefits in measuring the liability — see slide 67)
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Guaranteed insurability

For simplicity, we refer to guaranteed insurability as Gl
in this presentation (not to be confused with the notion
of “guarantee issue”)

Clearly, any non-cancelable contract (e.g., fixed-
premium individual disability income) meets the Gl
criterion for the life of the contract

Other cases are more nuanced....
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Guaranteed insurability

Large group medical:

Annually renewable, with re-underwriting at renewal

Intuitively, would like to argue that Gl applies for the
remainder of the 12-month contract, and no further

But what if the insurer’s contract contains a clause
reserving the right to unilaterally increase premiums
before the anniversary date? Does that mean that Gl
does not apply? Does it matter whether or not this
contractual clause is ever invoked?

If the insurer issues rate guarantees, does that extend

the Gl period past renewal? (What about guaranteed
caps on rate increases, instead of guaranteed rates?)
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Guaranteed insurability

Small group medical:

Superficially similar to large group medical

Nuance: under state law, the contract may be
guaranteed renewable (insurer cannot refuse to renew
the group), with regulatory caps on the amount of the
rate increase

Does this imply that the GI period extends beyond
renewal?
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Guaranteed insurability

Group long-term disability:

Superficially similar to large group medical

Nuance: even though the insurer may have the
contractual right to reconfirm the group’s risk profile at
renewal, in practice it might not intend to re-underwrite
every group every year

If an insurer intends to keep a group’s premium fixed
at the renewal date without reconfirming the group’s
risk profile, even though it has the right to change
premiums, does that push the Gl period beyond
renewal?
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Guaranteed insurability

Medicare Advantage / Medicare Part D:

Superficially similar to large group medical
Nuance: insurer has no contractual ability to change
premiums in the middle of the calendar year

As such, appears to be little doubt that the GI period
for these contracts extends through the end of the
calendar year
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Guaranteed insurability

Individual medical / Medicare Supplement:

Guaranteed renewable (insurer cannot compel
policyholder to lapse)

Rates typically increase annually, but rate increases
typically do not depend on reconfirmation of the
policyholder’s risk profile

Rate increases typically subject to regulatory approval

Intuitively, would like to argue that Gl criterion is met
for the life of the contract

But, are premiums really “contractually constrained”?
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Guaranteed insurability

Other guaranteed renewable individual health (e.g., LTC)
= Superficially similar to individual medical

=  Does it make a difference whether or not annual rate
increases are typically anticipated for the product?

—  For example, with LTC issued after adoption of the most
recent NAIC model, at issue the insurer does not expect to
need any future rate increases, although it is not precluded
from requesting rate increases if experience deteriorates

= Does it make a difference whether or not annual rate
increases are constrained by regulatory oversight?

—  For example, if regulators will allow “file and use” increases on
cancer policies, does the policyholder have GI?
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Guaranteed insurability

= Questions like these need further thought and
exploration

» In subsequent discussion, we assume that:

— Group medical contracts satisfy the Gl criterion up through the
anniversary date

— Individual medical contracts satisfy the Gl criterion for the life of
the contract

= However, these assumptions are speculative
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Claim liabilities — medical

How might CEV impact medical claim liabilities?

= Explicit cash flows (i.e., perhaps your methodology
needs to “complete the triangle”, not just produce
estimates of ultimate incurred claims)

= Consideration of multiple scenarios, with probability
weights

— May need to hold non-zero reserves for capitated services,
reflecting scenarios in which vendor cannot perform

= Consideration of all future cash flows associated with the
claims (e.g., salvage & subrogation, claim recoveries)

= Discounting (may be immaterial for some products)
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Claim liabilities — medical

= Margins
— Risk margin versus service margin
— Is the insurer’s pattern of release from risk the same, or
different, from the timing of when services are provided?
= Calibration of margins to premium

— Suppose at issue that expected claims are 80% of premium and
expected profit margin is 4% of premium

— Calibrating risk margins to premium may imply the margin added
to the liability on day 1 needs to be 5% (= 4% / 80%)

— Would market participants assume your claim liability for 105%
of your EPV of cash flows? Would you sell it for that?

— This area needs further thought
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Claim liabilities — non-medical

How might CEV impact non-medical claim liabilities?

Current estimates; no lock-in of interest rates or
morbidity assumptions

How does recent experience impact your current
estimates of long-term morbidity experience?

Stochastic estimation approaches may be appropriate

Economic scenario modeling if liabilities are sensitive to
economic conditions (e.g., disability recovery rates)

Discount rates need to be market-consistent
Margins
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Pre-claim liabilities — short-term

As stated before, we assume that group medical meets
Gl criterion through anniversary date

If premiums are due on the 1st of each month, there is no
unearned premium liability

However, that does not mean that, under the DP
accounting model, there is no pre-claim liability!

For a group medical product with intra-year seasonality
in expected claims costs, the CEV of the portfolio
(excluding claim liabilities) should be non-zero
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PCL - short-term example

Crude example to illustrate the pre-claims liability (PCL)
Consider the following situation:

12-month group medical policy with calendar year
seasonality in claims costs (e.g., deductibles and other
cost-sharing features are based on calendar year, not
policy year)

Claim costs independent of policy issue month

Product priced to achieve 80% loss ratio, rate increases
on policy anniversary

10% annual medical claims inflation, in January
Ignoring intra-year lapses, ignoring risk margins
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PCL - short-term example

Seasonality parameter = ratio of December claim costs
to January claim costs

Assume monthly claim cost growth is constant
throughout calendar year

The next several slides consider a seasonality parameter

of 2.00, intended to represent a high-deductible product

The pre-claims liability serves to stabilize the insurer’s

expected profits throughout the policy year

In a more sophisticated model (including margins and
intra-year lapses), expected profit would not be fully level
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PCL - short-term example

$120
$100
$80
$60
$40
$20
$0
-$20
-$40
-$60

January Issue
(Seasonality Parameter = 2.00)

——Premium —=—Claims —— PCL Balance - CIims + PCL Chg

110

© 2007 Emst & Y

oung LLP

PCL - short-term example

April Issue
(Seasonality Parameter = 2.00)
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PCL

— short-term example

July Issue
(Seasonality Parameter = 2.00)
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PCL

$120

— short-term example

October Issue
(Seasonality Parameter = 2.00)
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PCL - short-term example

$120
$100

$80 1

$60
$40
$20

$0

-$20 1

-$40
-$60

Portfolio (Jan 40%, Apr/Jul/Oct 20% each)
(Seasonality Parameter = 2.00)

o— %

——

——————

0
"

/A/A/
e

Jan Feb Mar Apr May Jun Jul Aug Sep Oct E&N\\ch

——Premium —=— Claims —— PCL Balance - CIims + PCL Chg ‘

114

© 2007 Emst & Young LLP

PCL - short-term example

= This example develops a negative pre-claims liability for
the portfolio as of December 31

= |s this acceptable under the DP model?
» Answer appears to be yes:

= |t follows from the preliminary views that the CEV of an
insurance liability (as reduced by the recognized part of
the customer relationship) cannot be negative (i.e., an
asset), unless that asset is recoverable from future
premiums that meet one of the 3 criteria from slide 67
[1156]
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PCL - short-term example

= The case just shown is a product having a relatively
extreme seasonality pattern (although perhaps not as
extreme as some, e.g. stop loss)

= What about a product where claim costs have no
particular benefit-related seasonality, but increase with
general medical inflation every month?

= In our crude model, a seasonality parameter of 1.09
handles this case...
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PCL - short-term example

January Issue
(Seasonality Parameter = 1.09)
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PCL - short-term example
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PCL - short-term example

With products such as Medicare Part D or Medicare
Supplement, intra-year seasonality slopes the opposite
direction from the examples shown previously

— Due to the benefit design, claim costs may be highest in 1st
guarter and reduce throughout the year

— However, premiums are constant throughout year
A CEV-based pre-claims liability may have the effect of
stabilizing the insurer’s intra-year emergence of profit

In our crude model, a seasonality parameter of 0.75
illustrates the possibilities...
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PCL - short-term example

January Issue
(Seasonality Parameter =0.75)

$120
$100

e

$60
$40

$20

$0

Jan—__Feb Mar Apr May Jun Jul Aug Sep Oc! v Dec

-$20 1 — I ——

-$40

-$60

’+Premium —-o—Claims —— PCL Balance - CIims + PCL Chg ‘

120

© 2007 Emst & Young LLP

PCL - short-term example

Portfolio (Jan/Apr/Jul/Oct 25% each)
(Seasonality Parameter = 0.75)
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PCL - short-term example

The “all January issue” portfolio (slide 120) is more likely

to be representative of Medicare Part D

— Risk-sharing aspect of Medicare Part D would presumably also
be accounted for on a CEV basis

The “mixed” portfolio (slide 121) is more likely to be

representative of Medicare Supplement, except...

...for Medicare Supplement, it is likely that the
appropriate time period for the pre-claims liability
calculation extends beyond the renewal date; however,
this example did not consider this
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Pre-claim liabilities — long-term

As noted earlier, we assume individual medical (and
Medicare Supplement) policies meet the Gl criterion

In current accounting models, insurers typically do not
record a pre-claim liability (other than unearned
premium, if any) for an attained-age-rated medical block,
unless their rate increases do not contemplate durational
deterioration

In a CEV model, the insurer would need to record a pre-
claim liability based on projecting the future cash flows of
the block under a variety of different scenarios

Considerable added complexity relative to current state
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Pre-claim liabilities — long-term

= Many of the other issues here are analogous to those
discussed previously for claim liabilities:

Current estimates, not locked-in estimates

How to incorporate recent information in revising previous
estimates

Stochastic modeling is potentially appropriate
Determining which scenarios to consider
Market-consistent discount rates
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5. Next Steps
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Next steps

= |ASB deadline for comment on DP is November 2007

= FASB deadline for comment expected to be same

= SOA is sponsoring a research project relating to the DP,
the scope of which includes health insurance

= AAA has formed an inter-disciplinary task force to
respond to the DP and will leverage the SOA research

= Trade associations presumably mobilizing to respond

= Since U.S. health insurance products may offer some
unique issues, involvement of U.S. health actuaries in
these discussions at this time is critical
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