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Chapter 1

Introduction

1.1 Overview of the health insurance market

In the CEA-Groupe Consultatif “Solvency II Glossary®, health insurance is considered
as a “generic term applying to all types of insurance indemnifying or reimbursing losses
(e.g. loss of income) caused by illness or disability, or for expenses of medical treatment
necessitated by illness or disability“. Its market share is shared between private providers
and public providers.

In Belgium, public health insurance is organized by the state through the Federal
Agency RIZIV-INAMI and operated by several so-called sickness funds” (non-profit or-
ganizations). As pointed out by Schokkaert and Van de Voorde (2003), a few large sickness
funds dominate the Belgian market of compulsory health insurance. The entire population
is covered and benefits from a very broad package, including e.g. ambulatory and dental
care. While membership of a sickness fund is compulsory, every individual can enroll in
the sickness fund of his or her choice. Sickness funds historically developed along po-
litical and religious lines and are grouped at the national level in five associations. The
two most important ones, the Christian Mutualities and the Socialist Mutualities, insure
together about 75% of the population. In addition there is one public fund mainly acting
as a kind of “insurer of last resort”.

Besides the broad benefit package comprised in the compulsory cover, individual or
group private health insurance contracts are sold which pay (part of) the non-covered med-
ical costs and supplements, for which a separate premium is charged. These private insur-
ance products, offering additional optional insurance, are regulated via the so-called "Law
Verwilghen” of 20 July 2007 and ”Law Reynders” (also called the "Law Verwilghen II”")
of 17 June 2009, both named after the ministers in charge. One notable characteristic is
their lifelong nature (see Law Verwilghen).

The analysis performed in this thesis is of interest for both sickness funds and private
insurers selling optional coverages.
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2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018
Male | 769 | 774 | 775 78 77.8 | 78.1 | 78.8 | 78.7 79 79.2 | 794
Female | 82.6 | 82.8 83 833 | 83.1 | 832 | 839 | 834 84 839 | 83.9
Table 1.1: Belgian life expectancy at birth (source: Eurostat)
2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019
258 | 259 26 26 265 | 269 | 274 | 27.8 | 282 | 28.6 | 29.1 | 295

Table 1.2: Belgian old-age dependency ratio (source: Eurostat)

1.2 Objectives

Actuaries working in life and pension insurance have been using projected life tables for
several decades. However, the mortality improvements seen in practice have quite consis-
tently exceeded the projected improvements. From the actuarial risk management perspec-
tive, the major problem is that mortality improvement is not a diversifiable risk. Traditional
diversifiable mortality risk is the random variation around a fixed, known life table. Mor-
tality improvement risk, though, affects the whole portfolio and thus can not be managed
using the law of large numbers. The same comments for mortality apply to morbidity in
health insurance and it is even more tricky to forecast, as it is impacted by different drivers
including longevity and medical inflation. Modifications in law or in regulation also affect
more rapidly morbidity and health expenses than mortality.

One forthcoming challenge for the health insurance industry is definitely related to
population aging and the increasing life expectancy (see Table 1.1). Demographic projec-
tions performed by Eurostat show that profound changes are expected in the population
age structure. This results notably from a low fertility and an increasing life expectancy,
resulting in an important old-age population. The increasing old-age dependency ratio
(see Table 1.2 for Belgium), defined as the ratio of the number of elderly people (i.e. aged
65 and over) compared to the number of people of working age, is general in the European
states.

Therefore some new products targeting the particular needs of an aging population are
crucially required. Specific trends linked to morbidity and mortality need to be analysed
and anticipated. In this thesis we propose to analyse how systematic risks, especially mor-
bidity and inflation, can be efficiently managed, exploiting the correlation structure of the
risks and some innovative risk sharing agreements with policyholders. The analysis uses
multistate models for disability and health insurance integrating longevity and inflation.
see Christiansen et al. (2012).

Therefore we specifically consider health insurance products targeting an aged, i.e.
post-retirement, population. We looked into two products: hospitalization insurance and
long-term care (LTC) insurance, which are the focus of parts II and III, respectively. Since
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these products are long-term, it is essential to examine carefully possible trends in the
transition rates and in the claims, so as to determine appropriate pricing and reserving
rules.

Please note that the term ‘“hospitalization insurance” was chosen as it is the term
adopted by the Belgian Financial Services and Market Authority (FSMA), see FSMA
(2020) for more details on the products sold in Belgium.

The two products may differ in several aspects.

- type of benefits: benefits can be indemnitary or reimbursement, which is more com-
mon in the hospitalization cover ; or a lump sum or predefined benefits, which is
more common in the LTC cover.

- type of premium: coverage is lifelong but annual premiums are more common in
the hospitalization cover. A single premium is frequent in LTC, inducing a big
uncertainty on the technical basis or a big systematic pricing risk at initiation.

- risk-sharing mechanism: systematic or non-diversifiable risk can be shared between
the policyholder and the insurer. The risk can be borne by the policyholder by
adapting the premium or the benefit, or by the insurer by adapting the reserve. A
collaborative approach is an alternative proposed in chapter 6.

The two products will be treated separately, in parts II and III.

1.3 Outline

1.3.1 Part II: Hospitalization insurance

In the Belgian law dealing with private hospitalization insurance (Verwilghen 20/7/2007),
annual premiums are allowed to be revised annually. Indeed in view of the observed
changes in longevity, morbidity and economic conditions, it appears extremely risky to
specify insurance benefits in absolute terms. The health benefits that will be paid over
the years for a lifelong health insurance policy are impacted by unpredictable changes in
prices for medical goods and services. Given the long-term nature of health insurance
contracts and the impossibility to predict or hedge against medical inflation, insurers are
not able to appropriately account for this medical inflation in the calculation of the yearly
premium level at policy issue. Therefore, these lifelong contracts are usually designed
in such a way that the insurer is allowed to adapt the premium amounts at regular times
(e.g. yearly) to account for medical inflation not taken into account at policy issue, based
on some predefined medical inflation index. This practice is used in several EU member
countries. Lifelong health insurance contracts and related premium updating mechanisms
have been investigated in Vercruysse et al. (2013) and is the main focus of chapter 2.
Chapter 2 introduces indeed an a-posteriori premium adjustment to take into account
inflation, and potentially other systematic risks. We show that ex-post indexing can be
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achieved by considering only premiums, without explicit reference to reserves. This ap-
pears to be relevant in practice as reserving mechanisms may not be transparent to poli-
cyholders and as some insurers do not compute contract-specific reserves, managing the
whole portfolio in a collective way.

Chapter 3 and 4 propose stochastic models to analyze inpatients claims evolution. This
part of the thesis presents an analytical framework for understanding the relationship be-
tween mortality and morbidity and how this relationship might evolve over time. In chap-
ter 3 costs are modelized in a Lee-Carter type regression, i.e. particular case of bivariate
function, using private insurer data. This chapter proposes a practical way for modeling
and projecting health insurance (inpatients) expenditures over short time horizons, based
on observed historical data. It is motivated by a similar age structure generally observed
for health insurance claim frequencies and yearly aggregate losses on the one hand and
mortality on the other hand. As an application, the approach is illustrated for German his-
torical inpatient costs provided by the Federal Financial Supervisory Authority (BaFin).

In addition to the age and time variables introduced in chapter 3, chapter 4 studies
the dynamics in end-of-life inpatients hospital expenses. Miller (2001) first states that
integrating proximity-to-death greatly modifies forecasts. The literature suggests a direct
association between high expenditures and death: for example in the American Medicare
program, the 5 percent of beneficiaries aged 65 and over who die each year account for
25 to 30 percent of total expenditures (Hoover et al. 2002). We propose a refinement of
the dual approach decedents, i.e. dying within the year, vs survivors, i.e. dying after one
year (Yang et al. 2003). The proposed model is based on a frequency-severity decomposi-
tion including age, calendar time, longevity dynamics, and time-to-death. These features
are treated as continuous explanatory variables in nonlinear regression models with Pois-
son, Gamma and Tweedie error structures. Proximity to death is controlled for, as well
as longevity improvements by including projected life tables into the proposed model.
This allows the analyst to isolate the different effects impacting late-life hospital costs.
A detailed case study is performed on Belgian data and produces projections over short
to medium time horizons. We show that total costs are mainly driven by the frequency
component for the data under consideration.

1.3.2 Part III: Long-term Care insurance

This part relates to a specific health insurance product: Long-Term Care (LTC) Insurance.
The LTC insurance policies, which concern millions of individuals, are at present very
heterogeneous, using many types of guarantees and many types of benefits underwriting
modes. Markets are offering since the beginning payments of monthly lifetime cash annu-
ities. Yet the growing LTC market is currently proposing some indemnity-based products.
In brief, benefits in LTC insurance products can be classified in 3 main categories:

- Predefined benefits

Benefits of a predefined amount (usually, a lifelong annuity benefit, for example on a
monthly or quarterly basis) can be either a fixed-amount benefit, stated in the policy
conditions, or a degree-related (or graded) benefit. A graded benefit is a benefit
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whose amount is graded according to the degree of disability, that is, the severity
of the disability itself; the severity must be assessed relying on a scoring system,
for example the Activities of Daily Living (ADL) scale. Benefits of a predefined
amount can be provided by a stand-alone LTC cover as well as by several types of
combined products.

- Reimbursement benefits

This category includes LTC insurance products which provide expense reimburse-
ment. Two basic types of products can be recognized. Stand-alone LTC cover pro-
vides the (partial) reimbursement of expenses related to LTC needs, in particular
nursery, medical expenses, physiotherapy, etc. Usually, there are limitations on eli-
gible expenses. Further, deductibles (in terms of fixed amount or fixed percentage,
or a combination of both) as well as limit values are stated in the policy conditions.
LTC benefits can also be provided by an LTC cover as a rider to sickness insurance.
The resulting product is a lifelong sickness insurance. However, in order to cover
LTC needs, eligible expenses are extended with respect to a usual sickness cover,
so to include, for example, nursing home expenses. Further, a fixed-amount daily
benefit can be paid to cover expenses without documentary evidence.

- Service benefits

The LTC insurance products providing care service benefits usually rely on an
agreement between an insurance company and an institution which acts as the care
provider. An interesting alternative is given by the Continuing Care Retirement
Communities, briefly CCRCs, which have become established in the US. CCRCs
offer housing and a range of other services, including long-term care. Costs (in
particular related to LTC) are usually met by a combination of entrance charge plus
periodic fees (that is, upfront premium plus monthly premiums).

In part III we focus on predefined benefits.

LTC insurance is currently experiencing an increasing demand. Triggered by popula-
tion aging, LTC costs have shown a significant increase over the recent decades. In the
US, data by the National Health Expenditures Account (NHEA) show that expenditures
in the Medicaire program, aiming to support US residents with low income in long-term
care, raised from $225 billion in 2000 (2.2% of the gross domestic product (GDP)) to $750
billion in 2018 (3.6% of GDP). Also governmental spending in home health care raised
from $32 billion in 2000 to $102 billion in 2018. A similar observation is made in Europe,
for instance in Belgium, where LTC spending (in terms of GDP) increased from 1.7% in
2000 to 2.3% in 2018 (source: Eurostat).

The increasing trend of LTC costs is projected to continue in the future (see Shi 2013).
According to United Nations projections, the number of elderly people, i.e. older than 65,
is projected to triple from 2020 to 2080 to reach 2.2 billion. The global share of the elderly
population is expected to rise from 9.4% in 2020 to 20.6% in 2080, and the demand for
long-term care services in the years to come is expected to further increase.
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Specific insurance products are dealing with LTC risk, notably the classical LTC cover,
which provides benefits in case of dependency, and the enhanced pension or life-care
annuity. The latter combines regular payments of a life annuity with LTC insurance. In
terms of risk management, the pooling of competing risks, i.e. longevity and morbidity,
is quite advantageous as the two risks act in opposite directions (see Murtaugh 2001).
Indeed given the correlation between illness and mortality demands for annuities and long-
term care insurance interact. When moving into dependency, individuals receive higher
benefits, but also suffer from a decrease in their life expectancy, creating a natural hedge.

The key advantages of the life-care annuity relative to the stand-alone products life an-
nuity and classical LTC cover are its potential to decrease the costs and to make coverage
available to more potential purchasers (see Spillman 2003). One reason for this is a re-
duction in adverse selection. In a life annuity, individuals with low longevity expectations
are less likely to buy annuities, forcing insurance providers to increase their premiums
accordingly. Indeed, it has been estimated that around 10% of the cost of life annuity pre-
miums is due to adverse selection (see Friedman 1990). On the other hand, classical LTC
covers are not available to everyone as underwriting mostly rejects people in bad health.
Combining both products makes insurance affordable for people in a poor health state for
whom it is currently unattractive to buy a life annuity and unaffordable to buy a classical
LTC cover. Therefore a life-care annuity allows the inclusion of the currently rejected
population, which lowers the cost for all and reduces adverse selection (see Brown 2013).

In part IIT we build on the advantage of pooling mortality and morbidity risks.

Chapter 6 provides pricing and reserving formulas for LTC related products including
combined products, in a multi-state predefined benefits framework. Numerical illustra-
tions are provided, based on French private market data. We use a 3-state, semi-Markov
framework and analytical expressions have been obtained for the premiums and reserves
of different LTC products, including combined products.

Chapter 7 proposes an innovative risk-sharing mechanism through a collaborative or
P2P approach. We focus on classical mutual risk pooling schemes, i.e. tontines, and in-
troduce a “life-care tontine”, which in addition to retirement income targets the needs of
long-term care coverage for an ageing population.

This scheme is actuarially fair at each time. Pooling heterogeneous risks (i.e. different
age groups) is shown to reduce overall risk. The life-care tontine is compared to a classical
life-care annuity. The model is applied to real life data, illustrating the adequacy of the
proposed tontine scheme.

References

- Brown, J. & Warshawsky, M. (2013). The Life Care Annuity: A New Empirical
Examination of an Insurance Innovation that Addresses Problems in the Markets for
Life Annuities and Long-Term Care Insurance. The Journal of Risk and Insurance
80, 677-704.



1.3.

Outline 9

Christiansen, M., Denuit, M. & Lazar, D. (2012). The Solvency II square-root for-
mula for systematic biometric risk. Insurance: Mathematics and Economics 50,
257-265.

FSMA (2020). Hospitalisation Insurance.
Available from https://www.fsma.be/en/hospitalisation-insurance

Friedman, B. & Warshawsky, M. (1990). The cost of annuities: Implications for
saving behavior and bequests. The Quarterly Journal of Economics 105(1), 135-
154.

Hoover, D., Crystal, S., Kumar, R., Sambamoorthi, U. & Cantor, J. (2002). Medical
expenditures during the last year of life: findings from the 1992-1996 Medicare
current beneficiary survey. Health services research 37(6), 1625-1642.

Miller, T. (2001). Increasing longevity and Medicare expenditures. Demography
38, 215-226.

Murtaugh, C., Spillman, B. & Warshawsky, M. (2001). In sickness and in health:
An annuity approach to financing long-term care and retirement income. Journal of
Risk and Insurance, 225-253.

Payne, G., Laporte, A., Deber, R. & Coyte, P. (2007). Counting backward to health
care’s future: using time-to-death modeling to identify changes in end-of-life mor-
bidity and the impact of aging on health care expenditures. The Milbank Quarterly
85(2), 213-257.

Schokkaert, E. & Van de Voorde, C. (2003). Belgium: Risk adjustment and financial
responsibility in a centralised system. Health Policy 65, 5-19.

Shi, P. & Zhang, W. (2013). Managed care and health care utilization: Specification
of bivariate models using copulas. North American Actuarial Journal 17(4), 306-
324.

Spillman, B., Murtaugh, C. & Warshawsky, M. (2003). Policy Implications of an
Annuity Approach to Integrating Long-Term Care Financing and Retirement In-
come. Journal of Aging and Health 15(1), 45-73.

Vercruysse, W., Dhaene, J., Denuit, M., Pitacco, E. & Antonio, K. (2013). Premium
indexing in lifelong health insurance. Far East Journal of Mathematical Sciences,
365-384.

Yang, Z., Norton, E. & Stearns, S. (2003). Longevity and health care expenditures:
the real reasons older people spend more. The Journals of Gerontology Series B:
Psychological Sciences and Social Sciences 58(1), S2-S10.






Part 11

Hospitalization insurance






Chapter 2

Premium and provision adjustment to trends

The present chapter is based on the following published papers:

- Denuit, M., Dhaene, J., Hanbali, H., Lucas, N., Trufin, J. (2017). Updating mecha-
nism for lifelong insurance contracts subject to medical inflation. European Actuar-
ial Journal 7, 133-163.

- Denuit, M., Dhaene, J., Hanbali, H., Lucas, N., Trufin, J. (2017). Hospitalisation: le
nouveau méchanisme belge d’indexation. Monde de 1’ Assurance 2017.05, 39-46.

2.1 Introduction

Consider a portfolio of lifelong health insurance contracts covering medical expenses (in
excess of Social Security). We assume that the contracts stipulate that no surrender value is
paid out in case of policy cancellation. The (unpredictable) increase of medical costs in the
future generates a systematic risk for the health insurance provider. Therefore, medical in-
flation is usually not guaranteed when setting the level premiums of the contracts at policy
issue. Instead, premiums and eventually also reserves are regularly updated, accounting
for observed medical inflation over the previous years.

In this chapter, we propose a simple but actuarially sound method that takes into ac-
count the observed medical inflation ex-post via a yearly recalculation of the premium lev-
els. The premium-updating mechanism is based on a medical inflation index. This index
quantifies the global increase in prices of medical goods and services and may thus differ
from the classical consumer price index. Notice that a one-step version of the formula used
in the present paper has been derived by Schneider (2002, Section 8) in the particular case
of no reserve update. Here, this formula is extended to a multi-period setting, allowing for
premium and/or reserve revisions.

Lifelong health insurance contracts and related premium updating mechanisms have
been investigated in Vercruysse, Dhaene, Denuit, Pitacco and Antonio (2013) as well as
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in Dhaene, Godecharle, Antonio and Denuit (2015). In the current chapter, we aim to
derive a practical indexing method. Specifically, we show that indexing can be achieved
by considering only premiums, without explicit reference to reserves. This appears to be
relevant in practice as reserving mechanisms may not be transparent to policyholders and
as some insurers do not compute contract-specific reserves, managing the whole portfolio
in a collective way. The present study originates from a proposal for indexing medical in-
surance premiums in Belgium. As an application, we study the impact of various indexing
rules on a typical medical insurance portfolio on the Belgian market.

This chapter is organized as follows. In Section 2.2, we describe the actuarial model
for the health insurance contracts considered in this paper. Section 2.3 presents the one-
step revision of the premium amount and/or of the accumulated reserve, as a consequence
of medical inflation. Section 2.4 extends this one-step formula to periodic revisions dur-
ing the coverage period. In Section 2.5, we consider the indexing mechanism recently
proposed in Belgium. We show that the simple rule implemented after a Royal Decree
dated March 2016 allows insurers to update premium amounts accounting for necessary
reserve revaluations. The final sections 2.6 and 2.7 conclude the chapter.

2.2 Actuarial model

2.2.1 Two-decrement model

The origin of time is chosen at policy issue. Time ¢ stands for the seniority of the policy
(i.e., the time elapsed since policy issue). The policyholder’s (integer) age at policy issue
is denoted by x, so that upon survival at time k, he or she has reached age x + k. We denote
the ultimate integer age by @, assumed to be finite. This means that survival until integer
age o has a positive probability, whereas survival until integer age @ + 1 has probability
Zero.

We describe the lifelong health insurance policy considered in the previous section in
a two-decrement Markov model, with states “active” (i.e. policy in force), “withdrawn”
(i.e. policy has been cancelled) and “dead” (while the policy is in force), abbreviated as
“a”, “w” and “d”, respectively. Let X; be the status of the contract at time k, starting from
Xo = a. The stochastic process {X;, k=0,1,2,...} describes the history of the contract.

For jand k € {0,1,2,...}, we define the sojourn (or non-exit) probability ;p3%, as

Pk = PlXiyj = alXi = al. (2.2.1)

In words, the quantity defined in (2.2.1) is the probability that a policy in force at age x+ k
is still in force j years later. In accordance with standard actuarial notation, we omit the
index j when it is equal to unity. The ultimate integer age ® is such that p3 | > 0, while
Po =0.

The probability that a policy in force at age x + k has ceased j years later (due to death
or withdrawal), is denoted by ;p3% . This “exit” probability can be expressed as

P = PlXiy #alXe =a] = 1— ;pi,. (2.2.2)
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We also introduce the probabilities ; pf:i x and ;pt¥,, which are defined by
P = PlXisj = d|X; = a] and ;p; = P[Xprj = w|Xi = a]. (2.2.3)

These are the probabilities of leaving the portfolio due to death and withdrawal, respec-
tively, between ages x+k and x +k+ j.

2.2.2 Benefits and level premiums

The expected annual health cost at age x + j which is denoted by b, j, is clearly random

due to medical inflation. Let bﬁ) ; be an estimate at time 0 for the expected medical ex-
penses in year (0, 1) for a person aged x + j at time 0. At time 0, the insurer needs an

estimate of the future costs for premium calculation, starting from the current expected

cost b(o)

j for individuals aged x + j, increased by the assumed inflation rate. The insurer

assumes a constant yearly medical inflation f > 0 over the coming years. Hence, b)(i) j

(I+f )j is an estimate at time O of the expected medical expenses in year (j,j+ 1) for
a person aged x + j in the beginning of that year. The results that we present hereafter
can easily be generalized to the case of non-constant but deterministic estimates for future
inflation in the coming years.

Throughout the chapter, a superscript “(k)”, k =0,1,2,..., indicates that the quantity
under consideration is based on information about medical costs available at time k. Here-
after, n)Ek/) denotes the premium to be paid at time k for a contract that was underwritten at
time j < k at age x.

The tariff 717)5,00) is determined from a technical basis, i.e. from assumptions about mor-
tality, surrender, interest and medical inflation. In this chapter, we assume that, except
for future medical inflation, the technical basis is guaranteed by the insurer. This means
that the assumptions about mortality, surrender and interest rates are not subject to revi-
sion, and the corresponding risk is taken by the insurer. On the other hand, the uncertainty
about future medical inflation levels induces systematic risk. Therefore, the amount of pre-
mium is revised ex-post on a yearly basis, using the observed inflation in the past year. We
assume that in later years there is no update of the constant inflation scenario f that was
used for premium calculation at time O so that the whole process is based on the tariff E)E%)
known at policy issue.

The level yearly premium 7, ; for a health insurance contract underwritten at current
time 0 on an insured aged x is determined by means of the equivalence principle. Let
v(0, j) be the discounting factor over the period (0, j). The expected present value (or

(0)

actuarial value) on

(0)

of the benefits paid by the insurer is then given by
0 _§ 0 :
By =Y b, L (L) GEE (2.2.4)
Jj=0

where ;E is the actuarial discounting factor accounting for mortality, lapses and interest,
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over the period (0, f), i.e.
B =v(0, )i

Furthermore, let g5 be the actuarial value of an annuity-due paying a unit amount per year,
as long as the policy is in force, i.e.

e = v E2 225
ax - Z J&=x - ( L )
j=0

We then have the level yearly premium

T = —an - (2.2.6)
ax
In the following sections, we present an actuarially sound methodology for revising
the level of the premium as inflation emerges over time. In order to ease the notations,
we drop the superscript aa’ for the actuarial discounting factor and the annuity value and
simply denote ;E3* as ;E, and G5* as d,.

2.3 Adapting the premium and/or the reserve level at time
1

2.3.1 Accumulated reserve

Suppose that we have arrived at time 1 and that the policy that was underwritten at age x
at time O is still in force. This means that at time 1 a positive prospective reserve

VO =1+ HBY, ~ 1) dr, 2.3.1)

is required for the insured now aged x + 1, where B)({[i)
(2.2.4) and (2.2.5), respectively.
(0)

Taking into account that the premium 7, ; was determined via the equivalence princi-

ple (2.2.6), the prospective expression (2.3.1) for V)C(J(:)l at time 1 can be transformed into

the retrospective expression

, and d, are defined similarly to

v = (29 -6") () 232)

which stands for the available reserve of the policyholder.

2.3.2 Revision of benefits

Suppose that the inflation for medical expenses observed during the first year is given by
f (1), This means that at time 1, due to the observed medical inflation in the past year, the
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expected annual medical expenses »\

14 have to be updated to

1 0 .
), = (l+f )x+>1+,» i=0,1,2,... (23.3)

Notice that we assume in (2.3.3) that medical inflation over the past year is age-independent.
Taking into account this assumed uniformity of medical inﬂation over all ages, we

find that at time 1, the actuarial value of future benefits (14 f )
estimates available at time 0, has to be updated to

B, = (1+£1)BY),. (234)

M +1, which was based on

2.3.3 Premium and/or reserve update

The required (prospective) reserve thus becomes
1 0) ..
B)(Hr)] - 7[)5()) Ax+1,

which coincides with the available (retrospective) provision VX@I in (2.3.1) only if the

observed inflation £(!) in the first year is equal to the assumed inflation f at time 0. This

means that, due to the update of the actuarial value at age x+ 1 of future medical expenses,
(0)

the available provision V" that was determined without knowing the observed medical
inflation in the first year, turns out to be insufficient to cover future liabilities in case f(!) >
f. In order to restore the actuarial equivalence, the premium 7@5_%) and/or the available

(0) (1) v

provision V,\} will have to be updated to levels 7, 5 and V, respectively. Any pair

x+1°
(V;B17 71:)5’10)) satisfying the equality
1 1 .
VL =B, —aly d (23.5)

will perform the task of resetting the actuarial equivalence. Hence, updating the premium
and the available provision at time 1 can be performed in an infinite number of ways.
Notice that (2.3.5) is the prospective reserve at time 1, based on updated benefits and
premiums.

Subtracting (2.3.5) from (2.3.1), we find that for any pair (
(1)

the actuarial equivalence, the new premium level 7,y at time 1 is given by

v

1 71:(1)) which restores

(1) (0)
V.-V
wl) =g+ (F0 = f) m) - 2 (23.6)
' ’ Ax+1
where )
B
1) = 2t 2.3.7)

At
is the level premium at time O for a health insurance contract underwritten at that time for
a person aged x+ 1.
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Remark 2.3.1. In the special case where f = 0 and the insurer decides to update the
premium according to the observed medical inflation ), i.e

(0)

wl) = (1+70) =,
we find from (2.3.1), (2.3.4) and (2.3.5) that

V)f—&l-)l = <1 Jrf ) x—(:)l

This means that in case no inflation is taken into account to determine the initial premium
(0)

level &y, indexing the premium according to the observed medical inflation f M) requires
the same proportional update of the available reserve.

2.3.4 Adapting the premium, only

Let us now assume that the level of the available provision is left unchanged, i.e.

1
v =vil. (2.3.8)
This means that the deviation of observed inflation f (1) from assumed inflation f in the
first year is completely financed by the policyholder. From (2.3.6) it follows then that the
new premium level at time 1 is given by

mly =m4 + (f“) ff) 7% . (2.3.9)

A similar formula has been obtained by Schneider (2002) in the particular case f = 0.
Formula (2.3.9) shows that the premium increase 7@510) — n)g%) at time 1 can be interpreted

as the level premium corresponding to a “new” insurance contract underwritten at time 1
offering benefits with actuarial value equal to the benefit increases ( f—r ) BQI. This
can be intuitively explained as follows: due to the increase in future medical costs from

(I+f ) N + o (14 fFa ) N + |» the policyholder now aged x + 1 must virtually buy at time
(0)

NP whose

1 a supplementary insurance policy, coverlng the benefit increase ( f—r > B

price is (f( f) nxi)l o adding to 0 in (2.3.9).

Formula (2.3.9) is a simple rule for updating the premium level at time 1: the new

premium level (o) follows from the original premium, the observed inflation over the

past year and the insurer’s tariff at time 0. The premium formula (2.3.9) can be rewritten
in the following form:

(0)
1 T 0
7[;50) =|1+—q5 (f(l) _f) ”)Eo)
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(0)

This expression shows that the actual indexing for the original premium 7,y is

(0)
Ter1,0

(f(l)*f) 0 -

nx,O

In case no inflation assumption is made at policy issue, i.e. f =0, the proportional increase
of the premium will be different (and usually higher) than the observed medical inflation
U over the first year. Also notice that in case the inflation assumption in the first year
was too conservative, i.e. f M <« f, the premium level may be reduced at time 1.

2.4 Adapting the premium level at time &

2.4.1 Accumulated reserve

Suppose that we have arrived at time k = 2,3, ... and that the policy that was underwritten
on the person aged x at time O is still in force. The observed medical inflation up to time
k — 1 has been taken into account by restoring the actuarial equivalence and updating the
premium levels at times 1,2,...,k— 1. Suppose that the deviations of observed inflation
from assumed inflation f are completely financed by the policyholder, which means that

the available provisions are not updated. Let Vx(i;)] and n)Eli;l) be the available provision
and the premium level determined at time k — 1. They were set such that the actuarial
equivalence at time k — 1 was restored:

Vx(i;l)l = Bi]:kl,)l - ﬂif{()_l)dﬂkq- (2.4.1)

In this formula, Bii_kz is the actuarial value at time k — 1 of the future health benefits
related to an insured of age x4+ k — 1 at that time, i.e.

k1 O e ;
B = Z;) byry (L+f) jEcii,
]:

where bi]:kz 4 is the expected health benefit in year (k— 1,k) for a person aged x +k —

1 4 j in the beginning of that year, based on the information available at time k — 1:

(k1) R T
byl = bx+kfl+jll_11(l +7).

Notice that we assume that inflation is age-independent. Furthermore, the ;E, ;| are the
appropriate actuarial discount factors, accounting for mortality, lapses and interest, while
dyik—1 1s an annuity-due paying an amount of 1 per year to the insured with current age
x+k—1, as long as the policy remains in force.
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The available provision at time k for the policy still in force at that time is then given
by

Vx(i;l) = (Vx(-lf-kwl +7[)E]§) g b;(c]:/cl—)l) (1EX+k71)71- (24.2)

The available provision acts as a savings account which first builds up by the premium

(k=1)  p (k=

surpluses in the early years (when 7,y ** > b~ 1) whereas it melts away in later years

due to the premium shortfalls in these years (when e x.0 D < b)(c e 1)

Taking into account the restored actuarial equlvalence (2.4.1) at time k — 1, the avail-
(k=1)

able reserve V., at time k can be expressed in the following prospective form:

k—1) (k—1) k—1) ..
Vx(+k = (1 +f) -k _75)&70 >ax+ka (2.4.3)
with
w—x—k
x+k - Zb x+k+j 1+f) x+k
j:

2.4.2 Premium update

Due to the observed medical inflation during the k-th year, the actuarial value of future

health benefits (1 + f )

k
B

N +k ) based on an evaluation at time k — I has to be updated to

which, under the age-uniform medical inflation f > 0, is given by

)(c-gk_( +f ) x+k)'

(k=1) (k—1)

At time k, the premium level 7, " and/or the available provision V', " have to be

replaced by ﬂ)gf(()) and V¥

> Tespectively, in order to restore the actuarial equivalence:

v =B —al) i (2.4.4)

From (2.4.3) and (2.4.4), we find that for any actuarial equivalence restoring pair (Vx(?k’ ”)(cko)) ,
(k)

the updated premium 7, ; can be expressed as

y® =)

E)E{B):ﬂ)gfco—l)+<f(k)_f) ﬂii;’lk)il_ ik~ lxik 2.45)
Ax+k
where 7r(k b is gi b
vtk k—1 18 g1ven by
(k=1) B,
My ihot = (2.4.6)

Aot
which is the initial level premium for a lifelong health insurance contract underwritten at
time k — 1 on a person of age x + k at that time.
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Assuming again that the observed inflation f) is solely financed by the policyholder,
ie.
(k) _ yk=1)
Verk = Ve

the premium updating formula (2.4.5) reduces to
iy =+ (f ®) — f) LA 2.4.7)

(k) (k

Hence, the updated premium 7, at time k is equal to the premium 7, 071)

paid the year

before, augmented by the product of the medical inflation deviation ( fo—f ) observed

over the past year and last year’s premium for a new contract that was issued on a person
of age x+ k.

The updated premium 717)5? can also be written as

(k-1)
T

wlo = 1+ = (F 0 p) |al . (24.8)
nx,O

This expression clearly shows that the proportional premium increase at time k is differ-
ent from the medical inflation deviation ( f *) — f ) that was revealed over the past year.
Obviously, the proportional premium increase depends on the age x at policy issue as well
as on the number k of years that the contract has been in force so far. The proportional
increase of the premium will usually be larger for policies that are longer in force.

From (2.4.7) which holds for k =1,2,3,..., we find that

n =mg+ Y (£ —r) =m0 (2.49)
j=1
with
G-1) (=1
Jj— _ Pxtj
TeiiV = G (2.4.10)

Formula (2.4.9) has an intuitive interpretation. Indeed, the premium level E)E? to be paid

at time k is equal to the initial premium level n)g%), augmented with the extra premia for

all the virtually added contracts covering the increases in medical costs in any of the first
k years.

Using the assumption of an age-uniform medical inflation in each of the past years, we
find that

. il
BU-Y =89 T (Hfm)’ j=1273,..., (2.4.11)
=1
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provided we set H?:l (1+7f (1)) = 1, by convention. Taking into account (2.4.10), the ex-
pression above immediately leads to

. Jj—1
2 =2 T (1 70), =123, (24.12)
=1

(k)

It follows then from (2.4.9) that the updated premium level 7, at time k can be written as

® k - j—1
nl) =y + Z, ( ) 7rx+j7olUl(1+f<’)). (2.4.13)

This is an expression for the updated premium level ﬂiko) at time & for a contract underwrit-

ten to a person aged x at time 0, in terms of the observed inflation levels f(1), f2) . (k)

in the past years and the insurer’s tariff n}(,%) at policy issue.

2.4.3 Adaptation to age-specific inflation

In this chapter we made the simplifying assumption that in any year k = 1,2,..., observed
inflation is uniform over all ages, i.e.

b)(sz (1+f ) x]j»jl)a j:l727"~7

for some age-independent inflation factor ). Notice however that the results presented
here can in a straightforward way be adapted to the case of age-specific medical inflation
(see Denuit et al. 2017) by replacing the inflation factor f¥) in the formula above by an
age-dependent factor. In this case, we have that

k (k—1 .
B o= el =12,

Once the age- speciﬁc inflation factors f)gi)]- have been set, we can determine the global

inflation factors f +k from
k —(k) k—1
B)(c+)k = (14 /) B)(H»k .

Remark that the interpretation of the factors f +k is not straightforward, as it is a weighted
average of the observed inflation factors for all ages from x + k, with weights that depend
on age-specific expected health benefits and actuarial discount factors.

In the generalized setting with age-dependent inflation, the simple premium updating
obtained in this chapter has to be replaced by

k k—1 —(k) k—1
wly =l U+ (Fl—r) 2l
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(k)

with a similar interpretation as before: the updated premium 7, at time k is equal to the

(k=1)

premium n'x_li; paid the year before, augmented by the product of the deviation of global

TR —(k o I .
medical inflation factor fi +)k from the assumed inflation f and the initial premium for a

new contract that was issued the year before on a person of age x + k.

2.5 Casestudy: The new indexing mechanism for the Bel-
gian medical insurance market

2.5.1 Indexing rule imposed by the Belgian law

Individual private coverages are lifelong by law. In case of level premiums, the initial pre-
mium amount is fixed at policy issue and then linked to the CPI or to a specific medical
index. The Federal Agency KCE studied different indexing mechanisms, see Devolder et
al. (2008). The Royal Decree defining the premium indexing mechanism to be applied
by insurance companies operating in Belgium has been cancelled on December 29, 2011,
one of the reasons being that the updating mechanism for the premiums to adjust for ob-
served but unanticipated inflation did not take into account the shortfall of the accumulated
reserves.

Recently, a Belgian Royal Decree dated March 18, 2016 introduced a new updating
mechanism for individual private coverages. The newly proposed mechanism, which is
intended to be both appropriate for the insurers and transparent towards the clients, is
given by

rlo = (1 +1.5 f"") A 2.5.1)

subject to some restrictions that are not be considered in the present paper (as they only
apply to very special cases, not encountered in our numerical examples). Here it is as-
sumed that the level premiums are determined without assuming future inflation: in all
our numerical illustrations, we always take f = 0. Henceforth, the premiums calculated

according to (2.5.1) are called the 1.5 rule premiums” and denoted by 7r<]i)> (150%). We

x!
compare these premiums with the “exact premiums”, which follow from (2.4.8):

xly = (1+aly sO) alyh, (2.5.2)
with
) ﬂ(k?k) 1
X+k,k—
ax,o = (k—1) ° (253)
Tcx,()

which holds under the assumption that f = 0 and that reserves are not updated, i.e. V(kzl) =

X+
Vx(i)k In order to distinguish the exact premiums (2.5.2) from the premiums derived from

the 1.5 rule, we often denote them by n)gko) (exact).
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Comparing (2.5.1) and (2.5.2), we see that the new Belgian regulation amounts to re-
placing the “exact” updating factors (x)gg by a single number, namely 1.5. Hereafter, we
assess the impact of using the simplified mechanism (2.5.1) instead of the exact mecha-
nism (2.5.2). In particular, we compare the indexing factors a,E") with the constant 1.5 in
order to investigate whether using 1.5 instead of the correct indexing factor appears to be
a sufficiently prudent approach for the insurance company and at the same time, a not too
conservative approach for the insured. Let us mention that (2.5.1) determines the maxi-
mum premium update allowed by the law, so that we mainly adopt the insurer’s point of

view and examine whether a rule like (2.5.1) may threaten its solvency or not.

2.5.2 Technical basis

The contract studied is a unisex lifetime hospitalization cover, i.e. men and women com-
bined. The ultimate age is set at 110. The minimum subscription age is set at 25 years.
The numerical examples do not consider the possibility of lapse, with reference to the
current situation on the Belgian market. The expected claims costs are shown in Figure
(2.1). They are based on the annual claims amounts observed according to age, with an
extrapolation to advanced ages. We can recognize the bump associated with accidents and
childbirth between 20 and 40 years. Costs have been normalized to reflect the average
annual cost of hospitalization provided by Mutualité Chrétienne. The assumed discount
factors correspond to a constant yearly interest rate i = 1%. In terms of mortality, prospec-
tive mortality tables of the Bureau Fédéral du Plan are used. We assume that experienced
interest rates, mortality rates and withdrawal rates are equal to their corresponding values
in the technical basis. Furthermore, we assume an observed medical inflation of 2 percent,
ie. f0 =2% forallk=1,2,...

2.5.3 Effect of inflation

We consider a policyholder underwriting a hospitalization insurance policy on January 1,
2017, at the age of 25. We assume constant medical inflation of 2% per year to simplify
our presentation. In the following, we will also examine the effect of age at underwriting,
considering older policyholders, and the rate of inflation. Table (2.1) describes the details
of the calculation of the exact increase in the premium resulting from inflation of 2% per
year, based on the above assumptions. For each year, the following are included:

o the level premium, payable annually in advance, corresponding to a contract starting
at the attained age, taken out during the previous year;

e the new premium broken down into the sum of the previous premium plus infla-
tion multiplied by the premium at the age reached (therefore the cost of the virtual

contract covering the increase due to inflation);

o the rate of increase of the premium and
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Figure 2.1: Average annual amount (euro) assumed for the insurer’s services, depending
on the age reached.
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Year | contract| (a) (b) ©) (d) Increase Premium
senior- rate 150%
ity

2017 | O - - - 49.802 | - -

2018 | 1 51.2 49.8 1.02 50.8 2.06% 51.3

2019 | 2 52.6 50.8 1.05 51.9 2.07% 52.8

2020 | 3 54.1 51.9 1.08 53.0 2.08% 54.4

2021 | 4 55.6 53.0 1.11 54.1 2.10% 56.1

2022 | 5 57.1 54.1 1.14 55.2 2.11% 57.7

2023 | 6 58.6 55.2 1.17 56.4 2.12% 59.5

2024 | 7 60.2 56.4 1.20 57.6 2.13% 61.3

2025 | 8 61.8 57.6 1.24 58.8 2.15% 63.1

2030 | 13 71.6 64.1 1.43 65.6 2.23% 73.1

2035 | 18 85.1 71.8 1.7 73.5 2.37% 84.8

2040 | 23 101.0 80.9 2.02 83.0 2.50% 98.3

Table 2.1: Detailed calculation of the increase in the annual premium over time.
(a)=premium at reached age, (b)=previous premium, (c)= inflation x (a), (d)=adapted
premium=(b)+(c)

e the maximum premium induced by the 150% rule (under the assumption that the
insurer passes on each year 1.5 times the inflation observed on the previous value in
the same column).

Thus, in the example illustrated in Table 2.1, the level subscription premium is 49,802
and does not take into account any possible inflation of future benefits. In the first year,
the observed medical inflation is 2% and the premium of 49,802 must therefore be in-
creased to compensate for the increase in expected medical benefits. The new adequate
premium will not be a simple increase of the previous premium of 2%, which would be
insufficient. An additional premium will be added to the previous premium and it will
cover the increase in expected benefits. The amount of this additional premium is that of a
"virtual" contract starting the following year and covering the part of the costs not initially
foreseen. The adjusted premium (b + ¢) can therefore be obtained as the sum between the
previous premium and the inflation observed for the past year multiplied by the premium
corresponding to the age reached.

The growth rate shown in the table corresponds to the increase in the previous pre-
mium, and we see that it exceeds the inflation rate for the past year (i.e. 2% in the ex-
ample). The correction factor to be applied to the inflation rate for the past year, which
we will henceforth call the indexing factor, is equal to the ratio between the premium of
a contract initiated at the age reached and the premium for the previous. This factor is
usually greater than one since the premium for a contract starting one year later is usually
higher than the base premium. This therefore shows that the new premium will be higher
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than the previous premium corrected on the basis of the inflation of the past year, inducing
a growth rate higher than the inflation rate of the past year.

The last column of Table 2.1 illustrates the maximum premium authorized by the Royal
Decree of March 2016, i.e. the previous premium (in the same column) increased by 1.5
times the observed inflation (which amounts to 2% in our example) . This column therefore
corresponds to the evolution of the premium with an insurer who would apply each year
the maximum adjustment authorized by the legislator. This maximum premium is always
much higher, in our case, than the technically adequate premium taking into account the
indexation.

We note that the insurer should in principle not pass on the 150% of the inflation ob-
served as the royal decree authorizes. Indirectly, the indexation mechanism could therefore
help to compensate for other technical losses linked to the discounting, mortality or ter-
mination of contracts, for example, by avoiding sudden corrections of the premium in the
event of deviation from other components of the technical bases, endangering the solvency
of the insurer.

The exact indexing factors corresponding to different scenarios are shown in Figures
2.2, 2.3 and 2.4, in order to make a comparison with the 150% rule and challenge that
it is prudent. The abscissa of the graphs corresponds to the length of the contract. The
scenarios considered apply variable initial ages (40 and 65 years at subscription, rather
than 25 years as previously, in Figure 2.2), variable observed inflation rates (passing to 1%
or 3% instead of 2 %, in Figure 2.3) and variable interest rates (ranging from 0 to 2 % in
Figure 2.4). The aim is to detect situations where the 150% rule is insufficient.

In Figure 2.2 we see that the indexing factor for a 65-year-old individual is the lowest.
The ratio between the premium at attained age and the previous premium is therefore
lower: it may even become less than unity at very advanced ages. At such ages, in fact,
the high probabilities of death outweigh the increased costs expected. There is no excess
over level 1.5 at all the ages considered.

In Figure 2.3, we see that from a sufficient length of contract, the situation which
induces the highest corrective factor is an inflation of 1%. Since the corrective factor is
the ratio between the premium at the age reached and the premium for the previous year,
low inflation reduces the numerator to a lesser extent than it reduces the denominator, for
older ages. The 150% rule seems prudent enough given that the indexation factor remains
below 1.5.

In Figure 2.4, we depict the behavior of the exact indexing factor for 3 different con-
stant interest rate scenarios considered: 0-1-2%. In our numerical analysis the 1.5 rule
again stands out as being overall conservative as the indexation factor remains always be-
low 1.5. We see that the situation which induces the highest corrective factor is an interest
rate of 2%. We refer the reader to the similar results displayed in Figure 6 of Denuit et al.
(2017).

In Table 2.1 a base case scenario of constant 2% inflation is proposed. In addition to
the constant inflation rate scenario, the analysis is performed in the advent of a permanent
(see Figure 2.5 and Table 2.2) or temporary jump (see Figure 2.6 and Table 2.3). A time
t = 3 inflation jumps at 5% and the jump is supposed to be permanent or temporary:
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Figure 2.2: Evolution of the indexation factor according to the different subscription age
scenarios.
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Figure 2.3: Evolution of the indexation factor according to the different scenarios of long-
term medical inflation, for an insured aged 25 at the time of subscription.
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Year | Inflation| (a) (b) (© (d) Increase Premium
rate 150%
0 - - - - 49.802 | - -
1 2% 51.2 49.8 1.02 50.8 2.06% 51.3
2 2% 52.6 50.8 1.05 51.9 2.07% 52.8
3 2% 54.1 51.9 1.08 53.0 2.08% 53.4
4 5% 57.2 53.0 2.86 55.8 5.40% 56.9
5 5% 60.4 55.8 3.02 58.8 5.42% 60.0
6 5% 63.9 58.8 3.20 62.0 5.43% 63.3
7 5% 67.6 62.0 3.38 65.4 5.45% 66.7
8 5% 71.5 65.4 3.57 69.0 5.46% 70.3
13 | 5% 95.7 85.5 4.78 90.3 5.59% 91.9
18 | 5% 131.9 112.7 6.59 119.4 5.85% 121.2
23 | 5% 180.4 150.3 9.02 159.3 6.00% 161.5

Table 2.2: Detailed calculation of the increase in the annual premium over time with a
permanent inflation jump. (a)=premium at reached age, (b)=previous premium, (c)=
inflation x (a), (d)=adapted premium=(b)+(c)

- Permanent jump : 2%,2%,2%,5%,5%,5%....
- Temporary jump : 2%,2%,2%,5%,2%,2%,...

The prudency of the 1.5 rule is confirmed in all the different ’base case’ sensitivity analyses.
We should also point out a dynamic feature of the correcting factor (see Hanbali et al. 2017). At
time 1, one year after the conclusion of this contract, the insurer must adjust the future premiums
in order to integrate the information observed during that year, and must also take into account the
previous premium paid. Since only one premium has been paid, the correcting factor will often be
relatively low in the first year and the 1.5 approximation will overestimate its exact value. From
this we can deduce that the 1.5 rule is prudent and overestimates the adaptation during the first few
years of coverage during which the reserve is not too high. However, after some years the exact
value of the indexing factor could exceed this approximation and lead - depending on the evolution
of the parameters on which this factor depends - to an underestimation. However, it should be noted
that that in the event of an underestimation of the adaptation, the insurer can always ask for an
authorisation to change the premium from the NBB.

2.6 Future perspectives

2.6.1 Risk transfer mechanism

In this chapter, the proposed solution consists in fully transferring the medical risk from the insurer
to policyholder. The medical inflation risk can also be transferred to the financial market through
securitisation or to the working population via social security (see the *Discussions and Extensions’
Chapter for a discussion on that latter option).
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Figure 2.4: Evolution of the indexation factor according to the different scenarios of inter-
est rate, for an insured aged 25 at the time of subscription.
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Figure 2.5: Evolution of the premium with a permanent inflation jump
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Figure 2.6: Evolution of the premium with a temporary inflation jump

Year | Inflation| (a) (b) (c) (d) Increase Premium
rate 150%

0 - - - - 49.802 | - -

1 2% 50.8 49.8 1.02 50.8 2.04% 51.3
2 2% 51.9 50.8 1.04 51.9 2.04% 52.3
3 2% 54.6 51.9 1.09 52.9 2.10% 534
4 5% 55.7 52.9 2.79 55.7 5.26% 56.9
5 2% 56.9 55.7 1.14 56.9 2.04% 57.4
6 2% 58.1 56.9 1.16 58.0 2.04% 58.6
7 2% 59.3 58.0 1.19 59.2 2.04% 59.8
8 2% 60.6 59.2 1.21 60.4 2.05% 61.0
13 2% 67.6 65.5 1.35 66.9 2.06% 67.5
18 2% 75.7 72.6 1.51 74.1 2.09% 74.8
23 2% 85.5 80.6 1.71 82.3 2.12% 83.0

Table 2.3: Detailed calculation of the increase in the annual premium over time with a
temporary inflation jump. (a)=premium at reached age, (b)=previous premium, (c)=
inflation x (a), (d)=adapted premium=(b)+(c)
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Medical inflation bonds or morbidity-linked securities are still currently hypothetical. Yet the
use of securitisation could enable to hedge oneself against medical inflation or morbidity risk. Se-
curitisation through capital markets, could play an important role, offering additional capacity and
liquidity to the market (see Biffis et al. 2010).

For its part inflation-linked bonds do exist and were created several decades ago (see Kherkov
2005). There are indeed zero coupon inflation-indexed swaps or also inflation-linked bonds, which
have CPI as an underlying, e.g. to index their coupons or notional. But medical inflation is typically
higher than CPIL

There are also theoretical discussions about GDP-linked bonds where the coupon would depend
on evolutions in economic growth. In this way, the national debt could be stabilised in, for example,
COVID-109 crisis periods. Since the academic literature (e.g. Getzen 2020) and the Belgian *Bureau
Federal du Plan’ are assuming that medical costs move in line with GDP, GDP-linked bonds could
be a first proxy for medical inflation indexed bonds. There are already some papers to determine
the pricing of such instruments, but these instruments are only theoretical and therefore they are not
traded.

Even if there is no financial instrument linked specifically to the evolution of medical costs,
there could exist over-the-counter basic inflation swaps for medical inflation that are customised at
the request of an institution by an investment bank, but these are not traded on the stock exchange
and are certainly not liquid.

2.6.2 Risk factors

Apart from the medical inflation risk, other risk factors could be considered, like interest rate. The
aim in this chapter was to challenge the indexation mechanism defined in Belgian law, i.e. to chal-
lenge that the new premium only depends on the initial tariff and medical inflation.

If only the inflation risk is considered as in this chapter, the benefits Bi]:kl)

by the inflation factor (1 + f U‘)). We can premium equivalence and obtain nif(()) and Vx(i)k such that
the following holds: '

are simply increased

k) _ pk=1) (k) _,(k=1)
P Beik =Bk Ve =Virk 2.6.1)

0 = 0 Atk s

In this chapter we have assumed that actual interest, lapse and mortality rates remain equal to
their assumed values entering actuarial formulas. In practise these assumptions could be violated
and they should also be revised periodically. Changes in the hypotheses, like interest rate, lapse
or mortality, induce a modification of prospective reserves. The changes should be recuperated on
premiums or on constituted reserves.

In order to maintain the basic equivalence principle, retrospective reserve should equal the
prospective one, i.e.

retro __ y,prosp
Vx+k - Vx+k

for all k. This relation can be used all the time and for any component of the technical basis. The
nice simplifications obtained in this chapter, with no explicit reference to reserve but only premiums
at initiation, are only possible with the medical inflation factor as proposed by the Belgian law.

If there is a change of interest rate from r°!4 to /¥ at time k inducing a premium adaptation

old new .
from TG o T, we have :

w—x—k b<k> _ n.old
yreto _ Z / paa x+k+1 x+k
x+k P x+k (1 I r(’]d)k



2.7. Conclusion 33

0

with b « the expected medical cost at age x + k computed at time k and

X

w—x—k b(k) _ prhew
yprosp _ Z lpaa x+k+1 X+k
X = x+k (1 ¥ rnew)k

We obtain

0—x—k b(ligk+] o—x—k 1
n.new — aa X _ Vretro aa
x+k I:ZI 1Pxik (1 + rnew)k x+k / 1;1 IPxik (1 + rnew)k

and the resulting update mechanism is not intuitive and includes an explicit reference to the available
reserve V.

2.7 Conclusion

As an accurate prediction of future medical inflation is practically impossible, an insurer selling
lifelong health insurance coverage usually does not make a guaranteed assumption concerning future
inflation at policy issue, in order to avoid the risk of underestimating this inflation. Moreover, the
systematic nature of medical inflation, affecting each policy in the same direction, implies that the
Law of Large Numbers, which is the crucial concept on which insurance business is built, is not
applicable. As a consequence, in lifelong health insurance, the uncertainty concerning medical
inflation usually remains with the insureds, who will pay variable future premiums which are directly
related to the level of inflation that will emerge over time.

In this chapter, we described a relatively simple but actuarially adequate individual updating
mechanism (2.4.7), which can also be expressed as (2.4.8), for such lifelong health insurance con-
tracts. The premium level is yearly updated, taking into account the observed inflation over the past
year. From formula (2.4.8) it follows that the required proportional increase of the premium does not
only depend on the difference between observed and assumed medical inflation in the previous year,
but also on the age at policy issue and on the time since policy issue.

The analysis carried out in this work show that the "150%" rule, constituting a maximum for
the insurer, makes it possible to take into account the necessary revaluation of reserves. The actual
increases in premiums should remain well below the maximum authorized, provided that the other
assumptions (discount rate, mortality, etc.) do not generate technical losses. The latter may indirectly
be covered by the insurer through the indexation mechanism provided for by the legislator. In reality,
the above-mentioned assumptions will be chosen in a conservative way, implying that the insurer
will very likely make technical gains. These technical gains might be (partly) redistributed to the
insureds via an increase of the available provisions, implying a partial financing of the observed
medical inflation by the insurer.

Although open to criticism from the point of view of strict actuarial technique, the new indexa-
tion mechanism has the great advantage of simplicity and transparency. It should make it possible to
avoid sudden increases in premiums in the future, by making them evolve according to the observed
inflation in the cost of hospitalizations, thus bringing serenity to a market which has experienced
many upheavals in recent years. Finally, it should be noted that the insurer is in no way responsible
for the increase in health care costs. He can only note it and pass it on to premiums, otherwise he
will no longer be able to honor his commitments to policyholders.
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Chapter 3

Stochastic modelization of claim costs trends

The present chapter is based on the following published paper:

- Christiansen, M., Denuit, M., Lucas, N., Schmidt, J. P. (2018). Projection models for health
expenses. Annals of Actuarial Science, 12(1), 185-203.

3.1 Introduction

Morbidity rates and mortality rates often share a very similar age pattern, with higher values around
birth and at young adult ages (near the so-called accident hump), and then monotonically increasing
at older ages, first exponentially before switching to an increasing concave behavior. The same
structure is found for the expected number of claims in sickness or medical insurance, with some
peculiarities (such as the hump induced by childbearing for young women). Corresponding yearly
insurance claim costs, being influenced by their frequency component, also exhibit a similar age
shape. This suggests that models developed to describe the age structure of mortality can be useful
for these related quantities, too.

Inspired by the classical log-bilinear mortality projection model proposed by Lee and Carter
(1992), we show in this chapter how to adapt mortality studies to describe trends in medical ex-
penses.

The Lee-Carter model has been successfully applied to project disability rates, in addition to
mortality ones, in Christiansen et al. (2012) as well as in Levantesi and Menzietti (2012). For
another approach based on parametric models, see Renshaw and Haberman (2000). The aim of
this chapter is to address the main differences between mortality and medical expenses. In both
cases, a stable age-specific pattern is found consistently over time and short-term trends are often
clearly visible. However, considering costs we have to move from the Binomial, Poisson or Negative
Binomial error structures that appear to be reasonable for counts to alternative distributions such as
Normal, Gamma or Inverse-Gaussian. Such a change can easily be handled in the classical GLM
approach.

Modifications in law or in regulation more rapidly affect morbidity and health expenses than
mortality. This makes long-term predictions very risky, or even meaningless. The present chapter
discusses different non-linear models for projecting average yearly claim costs in health insurance
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over the next few years. We study a data set issued by the German Federal Financial Supervisory
Authority (BaFin), which describes average annual medical inpatient costs observed for ages 20 to
80 during calendar years 1995 to 2011. Short-term predictions are created with the help of a bilinear
decomposition with log or identity link function. Different generalized bilinear models are fitted to
the data. The appropriate specification for the response considered is selected by splitting the data
basis into a training set (starting in 1995) and a validation set gathering the last years comprised in
the data basis. After having selected the optimal model for the validation set, we perform a short-
term projection of health insurance claims and explain its potential use for actuaries.

The chapter is organized as follows. Section 3.2 describes the general modeling approach. A
case study with German health insurance data is given in Section 3.3. The final Section 3.4 discusses
the result and briefly concludes.

3.2 Bilinear modeling

3.2.1 Model specification

Lee and Carter (1992) specified the bilinear form
o+ Brky (3.2.1)

for the force of mortality on the log-scale. Please note that in the present chapter o relates to the age-
parameter of the Lee-Carter model to comply with the standard notation in that context. This is not
to be confused with the indexing factors O@Ek) used in the preceding chapter. The specification (3.2.1)
differs structurally from parametric models given that the dependence on age is nonparametric, and
represented by the sequences of o,’s and f3,’s. Interpretation of the parameters is quite simple: @ is
the general shape of the log-mortality schedule and the actual forces of mortality change according
to an overall mortality index k; modulated by an age response 3. The parameter B, represents the
age-specific patterns of mortality change. It indicates the sensitivity of the logarithm of the force
of mortality at age x to variations in the time index k;. The specification (3.2.1) implies that the
modelled death rates are perfectly correlated across ages, which is the strength but also the weakness
of the approach. As pointed out by Lee (2000), the rates of decline at different ages are given by
Bx(x — K1) so that they always maintain the same ratio to one another over time.

The decomposition (3.2.1) appears to be very appealing for morbidity rates as well as for various
quantities appearing in health insurance, such as age-specific expected claim frequencies or severi-
ties. The estimated ;,’s exhibit the typical shape of the quantity under study (directly or on the log
scale). Generally, we get relatively high values around birth, a decrease at infant ages, the accident
hump, and finally the increase at adult ages with an ultimately concave behavior for quantities in line
with mortality pattern. Besides the average structure captured by the o, the k; accounts for time
trends that may be due to improvements in longevity, medical inflation, etc. The general time effect
K; is adapted to each particular age by means of the factor fy.

In Section 3.3 we explain how to apply (3.2.1) to model health insurance expenses.

3.2.2 Identifiability

In (3.2.1), the @, parameters can only be identified up to an additive constant, the 8, parameters can
only be identified up to a multiplicative constant, and the x; parameters can only be identified up
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to a linear transformation. Precisely, if we replace B, with ¢f3; and x; with % for any ¢ # O or if
we replace o, with o, — cf, and &; with & + ¢ for any ¢, we obtain the same values for the death
rates. This means that we cannot distinguish between the two parametrizations. A pair of additional
constraints are required on the parameters for estimation to circumvent this problem. To some extent,
the choice of the constraints is a subjective one, although some choices are more natural than others.
In the literature, the parameters in (3.2.1) are usually subject to the constraints

Y x=0and ) B.=1 (322
t X

ensuring model identification. Under this normalization, By is the proportion of change in the overall
experience attributable to age x (on the log scale).

The lack of identifiability of (3.2.1) is only a minor issue. It just means that the likelihood as-
sociated with the model has an infinite number of equivalent maxima, each of which would produce
identical forecasts. Adopting the constraints (3.2.2) consists in picking one of these equivalent max-
ima. The important point is that the choice of constraints has no impact on the quality of the fit or
on forecasts.

3.2.3 Estimation

Regression models treating age and calendar time as factors are generally used to extract the oy, By
and k; from the available statistics. The products By k; make them nonlinear so that standard GLM
packages cannot be used. Different distributional assumptions have been proposed so far, including
least-squares (Lee and Carter, 1992), Poisson (Brouhns et al., 2002a,b), Binomial (Cossette et al.,
2007), and Negative Binomial (Delwarde et al., 2007) loss functions. The maximum likelihood
estimates are easily found using iterative algorithms, that appear to converge very rapidly. The
gnm package of the statistical software R (Turner and Firth, 2007) can be used to fit generalized
nonlinear models with a score of the form (3.2.1), avoiding to develop such algorithms case by case.
The numerical illustrations proposed in this paper are performed with gnm.

The specifications listed above remain relevant for morbidity rates or claim frequencies in health
insurance, as these quantities are still based on event counts. However, for average severities, discrete
distributions are less appealing and the actuary could consider Normal, Gamma or Inverse Gaussian
specification, instead.

3.2.4 Forecast

An important aspect of the decomposition (3.2.1) is that the time factor k; is intrinsically viewed as
a stochastic process. Box-Jenkins techniques are then used to estimate and forecast the time factor
within an ARIMA time series model. These forecasts in turn yield projected age-specific mortality
or morbidity rates, as well as severities, on which the calculation of premiums and reserve can be
based.

3.3 Case study

3.3.1 Data description

The data set used was issued by the German Federal Financial Supervisory Authority (BaFin). It
covers the period 1995 — 2011. Henceforth, the response Sy (¢) is indexed by attained age x and
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calendar time 7. It describes the average yearly medical inpatient cost for year t = 1995,...,2011
at age x = 20,21,...,80. The observed s, (¢) are displayed in Figure 3.1. The shape of the data is
similar to a mortality surface, with the increase at young adult ages paralleling the accident hump
followed by a linear increase after age 40 similar to the Gompertz part of the mortality schedule,
before an ultimate concave behavior at oldest ages. Surprisingly, the accident hump temporarily
vanishes in the calendar years 1999-2001. The effect of medical inflation is also clearly visible,

causing an increase in yearly health expenses as time passes.
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Figure 3.1: Observed inpatient costs sy(¢) for German males, r = 1995,...,2011, x =
20,21,...,80, log scale. Source: BaFin (2012).

The procedure adopted by BaFin for creating the data tables can be summarized as follows.
BaFin requires data from all companies, each year, according to different tariffs and types of benefits.
The collected data are crude. For each specific table (e.g. inpatient, double room), BaFin smooths
the collected crude data with Whittaker-Henderson (with possibly different smoothing parameters
for different age groups). There is no further adjustment of the data (except the smoothing).

In this chapter, we only consider data for German males. Data for women have been excluded
for the following reason. Due to the 2004 European directive on “Equal Treatment in Goods and

Services”, 2004/113/EC, pregnancy costs were excluded starting in the BaFin data report in 2007,
inducing a break in the data. Our analysis therefore only focuses on male data.

Figure 3.2 displays the number of policies according to policyholder’s age for each calendar
year 2007 to 2011. This information was missing for years up to 2006. Apart from a moderate
aging effect, the available age-specific numbers appear to be relatively stable over time. Therefore,
unavailable volumes for specific years were inferred from observed volumes. Specifically, the age
structure has been supposed to be constant over 1995 — 2006, as suggested by available data.
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Figure 3.2: Number of policies according to policyholder’s age for each calendar year
2007 to 2011. Source: BaFin (2012).

3.3.2 The Rusam method

Let us briefly explain how the expected claim costs E[Sy(#)] are modelled on the German market. In
German private health insurance, the average yearly claim costs are usually decomposed into

E[Sx(1)] = %(1)E[Sx (1)],

i.e. the expected amount at age x at time ¢ is split into a product of an expected amount at some
reference age xp modulated by the age pattern ¥ (f). The profile (or age profile) of the annual
medical cost data is thus defined by

E[S:(1)]

50 = sy 1)

for a fixed reference age xg, e.g. xg = 40.

German private health insurance companies assume that ¥;(¢) is approximately constant for at
least a short period of time, i.e. ¥%(f) = ¥%(fy) for all ¢ in a small interval around #y. By defining
BY := %(to) and 1 := E[S,, ()], we obtain the model

E[Sc(1)] = B ", (3.3.1)

The future expected annual medical costs &, at reference age xo are estimated by linear regression,
based on the assumption that
K0 =10 +0(r—1) (3.3.2)

for some real number 0.

The assumption of time constant profiles and perfectly linear time trends are commonly referred
to as Rusam method on the German market. However, Figure 3.1 shows an erratic trend pattern
and changes in the profiles with respect to calendar time. Therefore, more sophisticated approaches
are needed. In the present chapter we try a bilinear approach together with ARIMA time series
modeling.
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3.3.3 Modeling approach

In this chapter, we relax the linear trend assumption (3.3.2) underlying the Rusam approach, and we
replace (3.3.1) with the specifications

E[Sy(1)] = on + Bi K (3.3.3)

and

E[Sx()] = exp(ot + Buk;) (3.3.4)
involving the bilinear score (3.2.1) commonly used in mortality studies with an identity or a log
link function, respectively. Similar to Lee and Carter (1992), the decomposition into a age-specific
pattern o, and a time pattern k; (trend) modulated by an age response f3y is easy to interpret.

While B and x2 in (3.3.2) refer to a specific age xy and a specific year 1, the variables Sy
and x; in (3.3.3) and (3.3.4) are not bound to that restriction. This fact looks negligible, but it is
indeed significant when it comes to estimation. Instead of focussing on a specific age and year, the
unspecific definition of B, and k; in (3.3.3) and (3.3.4) reflects the aim to match the data over the
full time and age span.

We estimate age profiles o, and f3, in combination with a time profile k; based on all past data.
The x; are then projected with an appropriate time series model. In contrast to the deterministic
trend model (3.3.2), the time series approach for k; better captures empirically observed patterns
and moreover allows to quantify the forecasting uncertainty.

In our case study we consider four different models. All models share similarity with the log-
bilinear structure (3.2.1) underlying the approach of Lee and Carter (1992). However, we assume
continuous distributions for the response variable because we do not have to deal with event counts
but average claim severities instead. The models are from the class of generalized nonlinear models
in the sense that:

- The response is generated from a distribution of the exponential dispersion family.
- We specify a link function (logarithm or identity function).

- The score is not a linear function of the unknown parameters.

3.3.4 Model comparisons
Henceforth, we consider the following specifications to estimate the parameters oy, f; and k; ap-
pearing in (3.3.3)-(3.3.4):

MO: Setting o, equal to zero, the first model is in line with the Rusam method (3.3.1) with Sy(r)

Normally distributed with mean f,x; and constant variance 62, ie.

S(t) ~ N or(Bek;, 02).

For this model, we only normalize the By, i.e. we impose the second constraint of (3.2.2).
Different from the Rusam method, here B, and &; do not refer to a specific year or age.
Moreover, for k; we allow departures from the linear trend (3.3.2).

MI: This model is based on (3.3.3) with S,(#) Normally distributed, i.e.
Sy(t) ~ N or(oy + Bk, 672).

This model is close to model MO except that the set of a, captures an average level over the
observation period.
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Figure 3.3: Estimated effects for model MO.

M2: This model is based on (3.3.4) with Sy () Gamma distributed with mean exp (o, + Bk ), i.e.

Sx(t) ~ gam(exp(ax +Bixi), r).

This model differs from M1-M2 by the distribution assumption (Gamma vs Normal or Log-
Normal) as well as by the link function (log-link vs identity link).

M3: The last model is based on (3.3.4) with Y;(¢) Inverse Gaussian, i.e.
Se(t) ~ f%u(eXp (0 + Biit), T) :

This model thus differs from M3 by a different distributional assumption for the response
variable (Inverse Gaussian vs Gamma) but not by the link function (log-link in both cases).

The models M2 and M3 both use a log link function, which is common in mortality modeling.
Different from mortality modeling, we are not modeling claim counts here but claim amounts.

3.3.5 Model selection

We split the available data set into a training set (calendar years 1995-2008) and a validation set
(calendar years 2009-2011). The optimal model is selected on the basis of the accuracy in prediction
of the response for the final 3-year period of the data set, in line with the actuarial applications we
have in mind.

Figures 3.3-3.4 display the estimated effects for each model MO to M3. Apart from model M2,
the estimated effects have a similar pattern across ages or time. Notice the estimated change of sign
for B, in model M2, from negative at younger ages to positive at older ages. As the estimated time
index k; is increasing, this means that average health costs tend to decrease over time at younger
ages whereas they increase, as expected, at older ages. This is in contrast to the other models, which
suggest increasing average health costs at all ages. Considering models MO-M1 on the one hand and
model M3 on the other hand, the shape of the estimated time-sensitivities 3, appears to be reversed.
For all models, the data relating to calendar year 2003 looks peculiar, as indicated by the outlying
value of Kxgg3. This causes a marked break in the series of the estimated time indices.
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Figure 3.4: Estimated effects for models M1 (top)-M3 (bottom).
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Figure 3.5: Image plots for standardized residuals r,, corresponding to models M0-M3.

Since we work in a regression framework, it is essential to inspect the residuals. Model perfor-
mance is assessed in terms of the randomness of the residuals. Here, we use Pearson residuals for all
models MO-M3, computed from ry; = sy — Sy, suitably standardized. If the residuals ry; exhibit some
regular pattern, this means that the model is not able to describe all of the phenomena appropriately.
In practice, looking at (x,7) — ry, and discovering no structure in those graphs ensures that the time
trends have been correctly captured by the model.

Figures 3.5-3.6 display the residuals obtained for models M0-M3 as a function of both age and
calendar time. Residuals are first inspected with the help of maps in Figure 3.5. The structure in
the residuals can be attributed to the preliminary smoothing procedure implemented by BaFin. This
induces similar values for neighboring cells. This is especially the case for MO. Residuals sometimes
assume large positive or negative values near data boundaries but remain generally in the interval
[—2,2]. This is confirmed on Figure 3.6.

In order to select the best model, we now compare the projections obtained for the last three
calendar years 2009-2011 serving as validation set. To this end, the estimated x;’s are viewed as
a realization of a time series that is modelled using the classical autoregressive integrated moving
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average (ARIMA) models. Such models explain the dynamics of a time series by its history and
by contemporaneous and past shocks. In line with the standard Lee-Carter approach, estimated
K:s are projected using an ARIMA (0,1,0) time series model. The results are visible on Figure
3.7. We can see there that the relative differences obtained with M1 outperform the three other
models, staying in the range +5% for 2009 and achieving relative errors less than 10% for 2010
and 2011, except at younger ages. The Rusam method performs particularly weak in the age range
20 to 30. In that age range Figure 1 shows a time pattern that is highly non-linear and clearly
different from the time pattern at reference age x0 = 40. Both effects are contrary to the assumptions
underlying Rusam’s method. At higher ages, the time pattern becomes more linear and uniform and
the difference between methods M0-M3 and Rusam’s method is less profound.

The quality of the prediction is measured with the square root of the mean squared error (RMSE)
as well as with the mean absolute error (MAE). Here, the mean squared error is obtained from av-
eraging the squared difference between the observations sy for r € {2009,2010,2011} and their
prediction S, obtained from the o, and B estimated on the training set combined with the k; pro-
jected to r > 2009 with the help of the random walk with drift model fitted to the time index of the
training period. The mean absolute error is obtained similarly, by taking the absolute differences
between observed sy for t € {2009,2010,2011} and their prediction §y;. The results are reported in
Table 3.1. Based on the performances on the validation set, model M1 appears to be the best one.
Note that the weak performance of Rusam’s method at young ages has a rather small impact here
since the claim costs are very small at young ages.

Rusam MO Ml M2 M3

Year Mean Absolute Error (MAE)

2009 | 56.07801 44.51098 | 24.26994 | 50.66862 | 104.9483
2010 | 133.43555 | 71.68413 | 51.74541 | 111.81426 | 175.1147
2011 | 110.58424 | 85.13883 | 67.72094 | 90.35197 | 145.1686
Year Root Mean Squared Error (RMSE)

2009 | 76.96069 58.72724 | 34.49802 | 99.74894 | 178.2142
2010 | 189.67460 | 130.86420 | 79.59536 | 195.99804 | 280.8031
2011 | 149.84950 | 110.01762 | 88.29558 | 150.69008 | 227.3208

Table 3.1: Root Mean Squared Error and Mean Absolute Error for the validation set.

This observation is confirmed by an economic analysis of the prediction results. The net present
value of the health expenditure for high ages (starting at age 61) of the observations Y, ¢o Sx -
1.01~(90) i compared with the value of their prediction ¥, go Sy - 1.01~300) forr € {2009,2010,2011}.
The yearly discount rate is set to 1%. The results are shown in Table 3.2. The results reveal that
the prediction of the models M2 and M3 clearly underestimate the health expenses. The weak per-
formance of Rusam’s method at young ages is here dampened by the small weight that young ages
have on the total costs. If we focused on young ages only, the mismatch would increase significantly.
Again, the model M1 tends to be the best choice. In particular, the net present value of the prediction
only slightly overestimates the net present value of the observations. This is advantageous for risk
management purposes.



46 Chapter 3. Stochastic modelization of claim costs trends

2009 2009

4000
L
015
L

010
L

3000
L

005
L

2000
L

000
L

-0.05

-010

4000
L

3000
L

2000
L

1000
L

4000
L

3000
L

2000
L

1000
L

Figure 3.7: Comparisons of actual s, vs predictions obtained from the training set for
models M0-M3 with relative differences (sy — Sy ) /Sx-

3.3.6 Projection

Let us now project the average yearly health claims three years beyond the end of the observation
period, thus for calendar years 2012 to 2014, with the help of the optimal model M1 that has been
selected based on the validation set.

To this end, we first fit this model to the entire observation period 1995-2011. The results are
given in Figure 3.8. The estimated age effect o, and f; are similar to those displayed on Figure 3.4
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Observation | Rusam MO M1 M2 M3
Year Net Present Value of Health Expenses

2009 51.066 51,066 | 51,042 | 51,989 | 48,993 | 46,278
2010 53.541 53,541 | 51,638 | 52,705 | 49,349 | 46,298
2011 51.703 51,703 | 52,235 | 53,421 | 49,707 | 46,318

Table 3.2: Net Present Value of Health Expenses for the validation set.

obtained based on the training set 1995-2008. The time indices are now supplemented with three
values, for calendar years 2009-2011 that are now included in the analysis. A linear trend is clearly
visible for the &;.

3000

1000

Figure 3.8: Estimated effects for model M1 fitted to the entire observation period 1995-
2011.

Plugging the projected time index to 2014 in the bilinear decomposition provides the actuary
with the forecast of health expenditures over the next 3 years. However, this point prediction, while
interesting, reveals nothing about the uncertainty attached to the future health costs. In forecasting, it
is important to provide information about the error affecting the quantities of interest. In that respect,
prediction intervals are particularly useful. In the current application, it is impossible to derive the
relevant prediction intervals analytically. The reason for this is that two very different sources of
uncertainty have to be combined: sampling errors in the parameters @, By, and k;, and forecast
errors in the projected k;’s. An additional complication is that the measures of interest E[Sy] are
non-linear functions of the parameters oy, By, and k; and of the ARIMA parameters. This is why
bootstrap procedures are used.

The key idea behind the bootstrap is to resample from the original data (either directly or via
a fitted model) in order to create replicate data sets, from which the variability of the quantities
of interest can be assessed. Because this approach involves repeating the original data analysis
procedure with many replicate sets of data, it is sometimes called a computer-intensive method.
Bootstrap techniques are particularly useful when, as in our problem, theoretical calculation with
the fitted model is too complex.

If we ignore the other sources of errors, then the confidence bounds on future x;’s can be used to
calculate prediction intervals. For mortality studies, we know from Lee and Carter (1992, Appendix
B), that prediction intervals based on k; alone are a reasonable approximation only for forecast
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horizons of 10 to 25 years. For long-run forecasts, the error in forecasting the time index thus
dominates the errors in fitting the mortality rates. If there is a particular interest in forecasting over
the shorter term, as it is the case here, then we cannot make a precise analysis of the forecast errors
and prediction intervals based on k; alone seriously understate the errors in forecasting over shorter
horizons.

This is why we derive here bootstrap percentiles confidence intervals. The bootstrap procedure
yields B samples of o, fBy, and k; parameters, denoted as (xf, ﬁf, and Ktb, b=1,2,...,B. This
procedure can be carried out in several ways (Brouhns et al., 2002a, b, 2005, Koissi et al., 2006):
by Monte Carlo simulation from the approximate multivariate Normal distribution of the maximum
likelihood estimators O, Bx, and &;, by parametric bootstrap resampling from the fitted model and
then re-estimating the age and time effects, or by bootstrapping the residuals.

As reported by Renshaw and Haberman (2008), the result of Monte Carlo simulation invoking
the large sample properties of the maximum likelihood estimators heavily rely on the identifiability
constraints. Given that the choice of constraints is not unique and that this choice materially affects
the resulting simulations, this first approach should not be used for risk assessment purposes un-
less there are compelling reasons for selecting a particular set of identifiability constraints. As the
preliminary smoothing implemented by BaFin generates local similarities, we conduct parametric
bootstrap by generating 2, as realizations from random variables obeying the 4 or(c + Bik;, 62)
distribution. The age and time effects are then re-estimated using the s, as data points, producing
al, Bl and kP, b=1,2,....B.

We then estimate the time series model using the K,b as data points. This yields a new set of
estimated ARIMA parameters. We can then generate a projection K,b for ¢ beyond the observation
period using these ARIMA parameters. In the random walk with drift model, it is enough to add to
the last available K as many times the drift estimated from the % data points as needed to reach the
projection horizon.

The first step is meant to take into account the uncertainty in the parameters ay’s, B;’s and k;’s.
The second step deals with the fact that the uncertainty in the ARIMA parameters depends on the
uncertainty in the oy’s, By’s and k;’s parameters. The third step ensures that the uncertainty of the
forecasted x;’s depends on the uncertainty of the ARIMA parameters themselves.

This yields B realizations aj.’ s Bf , K,h and projected K,h on the basis of which we can compute the

measure of interest 5%, corresponding to E[Sy,]. Assume that B bootstrap estimates 52, b=1,2,...,B,

have been computed. The (1 —2a) percentile interval for E[Sy] is given by (ﬁ}“),i,“’“)), where

(&)

Sy’ is the 100 x §th empirical percentile of the bootstrapped values for Ef , which is equal to the
(B x §)th value in the ordered list of replications 5%, b = 1,2,...,B. For instance, in the case of
B = 1,000 bootstrap samples, the 0.95th and the 0.05th empirical percentiles are, respectively, the
950th and 50th numbers in the increasing ordered list of 1,000 replications of E[Sy].

The predictions of E[Sy] for calendar years 2012-2014 are displayed in Figure 3.9, together with
90% prediction intervals and relative accuracies at the same confidence level (appearing colored in
gray) obtained by parametric bootstrap (with B = 1,000). We can see there that the relative accuracy
on the expected health insurance claims is generally in the range +10% at most ages.

In order to figure out the predictive distribution of S,;, we produce analogs to the longevity
fan charts proposed by Dowd et al. (2010) based on parametric bootstrap (with B = 1,000). The
result is shown in Figures 3.10-3.12. These charts depict some central projection of the forecasted
variable S, together with bounds around this showing the probabilities that the variable will lie
within specified ranges. The difference with the results displayed in Figure 3.9 if that the time index
is now projected to 2012-2014 allowing for some departures from the average trajectory, and that
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Figure 3.9: Predictions of s,; with model M1 fitted to the entire observation period 1995-
2011 for calendar years 2012 (top)-2014 (bottom) with 90% bootstrap prediction intervals,
and corresponding relative accuracies.

realizations of future Sy, are finally simulated from the Gaussian distribution. The chart in Figures
3.10-3.12 shows the central 10% prediction interval with the heaviest shading surrounded by the

20%, 30%, ..

., 90% prediction intervals with progressively lighter shading. The shading becomes

stronger as the prediction interval narrows. We can therefore interpret the degree of shading as
reflecting the likelihood of the outcome: the darker is the shading, the more likely is the outcome.
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Figure 3.10: Fan chart for S,(2012).

The fan in Figures 3.10-3.12 consists of 9 grey bands of varying intensity. The upper and lower
boundaries correspond to paths of the forecast 95% and 5% quantiles, and the inner edges of the
bands in the fan correspond to the 10%, 15%, ..., 90% quantiles. The darkest band in the middle
is bounded by the 45% and 55% quantiles. Note that the quantiles are calculated for each year in
isolation. The fan charts in Figures 3.10-3.12 show that short-term departures from the central trend
remain limited, except at older ages where the spread is more pronounced.

To end with, let us make a last remark. Future E[S;] have been obtained using extrapolated &;’s
and fixed oy’s and B;’s. In this case, the jump-off values (i.e., E[Sy] in the last year of the fitting
period or jump-off year) are fitted rates. The Lee-Carter method has been criticized by Bell (1997)
for the fact that a discontinuity is possible between the observed mortality rates and life expectancies
for the jump-off year and the forecast values for the first year of the forecast period. The bias arising
from this discontinuity would then persist throughout the forecast. The same comments apply to our
setting, and the forecast could start with the last observed s,; or their average over the end of the
observation period.

3.4 Remark on overfitting

Overfitting occurs when the model is excessively complex, such as having too many parameters
relative to the number of observations. An overfitted model has poor predictive performance and it
overreacts to minor fluctuations in the training data.

To avoid overfitting we have divided our dataset into a training set and a validation set. Our
model performs well both on the training set and on the validation one and the predictions are well
reproducing the data for the period 2009-2011.
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We have provided on Figure 3.13 and 3.14 long term predictions of our model, i.e. period
2020-2040 and the projections conform with our expectations.

As pointed out in Delwarde et al. (2007), it is possible to reduce model complexity by imposing
smoothness on the estimated the estimated f3,’s in the Lee Carter and Poisson log-bilinear models for
mortality projection. To this end, penalized least-squares or penalized log-likelihood maximization
is performed. To smooth the estimated s, the following objective function could be used:

Xmax max

Y, (nSi(t) — o — Bur)* + B'Pg B

X=Xmin ’=!min
where
/
Pﬁ = 7'L'ﬁ5 )
with
1 -2 1 0 0
0 ...
6= ... 0
0 0 1 -2 1

7t is the smoothing parameter. The choice of the optimal 7z will be based on the observed data,
using cross validation.

Note that in Delwarde et al. (2007) the objective function can therefore be seen as a compromise
between goodness of fit (first term) and smoothness of the ;s (second term). The penalty involves
the sum of the squared second-order differences of the Bs, that is, the sum of the square of the
second differences B2 — 2,11 + Bys.

Some other solutions have been proposed in case of severely fluctuating predicted age-specific
mortality in the Lee-Carter model. We refer to Zhao (2012) which introduces a new modified Lee-
Carter model for analysing short-base-period mortality data, and approximates the unknown param-
eters in the modified model by linearized cubic splines and other additive functions. We also refer
to Hainaut (2018) and Hong (2020) which propose hybrid methods, based on Lee-Carter with ANN
(artificial neural network) or RF (random forest) for mortality projection.

3.5 Conclusion

In German private health insurance, the so-called Rusam method is the traditional way to create
short-term predictions, assuming the time trend to be perfectly linear and the age profile to be time-
constant. However, the BaFin data shows erratic time trends and non-constant age profiles with
respect to calendar time.

Inspired by the literature on modeling and projection of mortality rates, in this chapter we per-
formed short-term predictions of health insurance claim costs by using a bilinear approach and
ARIMA time series modeling. The bilinear approach better captures the non-constant age profiles,
and the ARIMA time series tools allow to capture the erratic patterns in the time trend factor. While
in mortality modeling a log link function is commonly used, the analysis performed here suggests
that for modeling health expenses the identify link function works better. By calculating individual
net present values, we could see the economic relevance of choosing a good model.

Since the empirically observed time trend is quite volatile, confidence interval estimates rather
than point estimates should be used for predictions. Here, bootstrap techniques were applied for
creating prediction intervals, yielding very reasonable results.
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Figure 3.13: Model long-term forecasts from 2020 until 2040

Figure 3.14: Model long-term forecasts from 2020 until 2040, 3D representation
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Chapter 4

Joint analysis of mortality and morbidity trends

The present chapter is based on the following paper:

- Lucas, N., Avalosse, H. Denuit, M. (2020). Hospital inpatients costs dynamics at older
ages (No. 2020027). UC Louvain, Institute of Statistics, Biostatistics and Actuarial Sciences
(ISBA). Submitted to Annals of Actuarial Sciences on September 25, 2020.

4.1 Introduction

It is now well documented that if proximity-to-death is ignored, then the apparent effect of age on
health care expenditures will be exaggerated. We refer the reader e.g. to Zweifel et al. (1999), Miller
(2001), Zweifel et al. (2004), and Breyer and Felder (2006). This is because individuals who get
close to death (who are older on average) tend to have much higher health care expenditures than
those at the same age who survive. Payne et al. (2007) reviewed the literature devoted to age-based
and time-to-death models for health expenditures. Time-to-death models count backward from a
fixed reference point (a known date of death) and measure expenditures against this backward count.
This approach thus controls the effect of longevity, and hence can offer more accurate forecasts of
future expenditures.

This chapter further extends the approach proposed by Felder et al. (2010) who investigated
whether time-to-death is related to health care expenditures as recorded by a sickness fund. The
health care costs for a given age group of people are split into expenditures for those who die within
the year (decedents) to those still living (survivors) at different time horizons. We investigate the
“red herring” hypothesis, stating that attained age is of secondary importance once proximity-to-
death is controlled for. See e.g. Zweifel et al. (1999). Several authors have disputed the robustness
of the “red herring” findings, e.g. because health care expenditures are zero-inflated and otherwise
obey a skewed distribution. This issue has been addressed by Werblow et al. (2007) by employing
a two-part model separating the selection part (probability of positive health care expenditures).
Here, we extend this approach by adopting a frequency-severity decomposition of total health care
expenditures (HCE).

Indeed, we provide accurate modeling of dynamics in both frequency and severity components,
which is of utmost importance for the insurance industry. In this chapter, total yearly costs are de-
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composed into frequency and severity components to separate their effects. Precisely, the frequency
component corresponds to the number of admissions to hospital whereas the severity component
corresponds to the cost per stay at hospital. Such a decomposition helps to clarify the relationship
between age, mortality, and morbidity among the elderly and enables more accurate expenditure
forecasts by isolating medical inflation. This decomposition of total cost into frequency and severity
components is in line with the proposal by Frees et al. (2011) for individual, longitudinal health
expenses data except that we deal here with aggregated data so that the two-part modeling proposed
by these authors is replaced with a collective compound Poisson model.

A detailed case study performed on Belgian data illustrates the modeling strategy proposed in
this chapter. We used an extended data set of observed inpatients hospital care costs furnished by one
of the largest sickness funds dominating the Belgian market of compulsory health insurance, i.e. the
Christian Mutualities (Alliance Nationale des Mutualités Chrétiennes - Landsbond der Christelijke
Mutualiteiten, henceforth referred to as ANMC), based in Brussels. It corresponds to about 4.07
million individuals, 12.5% of whom died between 2002 and 2019, with comprehensive inpatients
hospital care costs data for the years 2002-2019. Those individuals make up the so-called general
regime, which excludes the self-employed workers. The hospital costs comprise the part covered by
the sickness fund together with out-of-pocket payments, as stated on the hospital bill. For confiden-
tiality reasons, data have been aggregated and we use a collective compound Poisson model for the
total yearly costs observed over groups of individuals cross-classified according to age, gender, cal-
endar time, and proximity to death. Projected life tables produced by the Federal Planning Bureau
based in Brussels are used to include the longevity component in the proposed modeling strategy,
to combine the projections according to proximity to death in a short to medium term forecast. A
comparison with the alternative model targeting total costs, not distinguishing between frequency
and severity components, demonstrates the superior explanatory power of the proposed approach,
revealing that total costs are mainly driven by their frequency component for the data under consid-
eration.

This chapter provides a better understanding of the relationship between mortality and morbidity
at the end of life and how this relationship might change both over time and with age at death. The
contributions are as follows. We provide an explanation of the apparent stability or even decrease
of the observed average yearly hospital cost over time, by showing that opposite trends act on the
average number of hospital admissions and on the average cost per hospital stay. Longevity and
medical inflation effects can be disentangled with the help of an appropriate frequency-severity de-
composition. The chapter also demonstrates that the decedents-versus-survivors model may distort
the shape of hospital expenses because the effect of attained age on both frequencies and severities
sometimes differs between healthy individuals (that is, those individuals who survive several years)
and those dying in the forthcoming years. We produce forecasts introducing longevity dynamics in
the model and therefore linking morbidity to mortality projections.

The chapter is organized as follows. Section 4.2 describes the proposed modeling strategy.
Section 4.3 is devoted to the case study based on Belgian data. The final Section 4.4 briefly discusses
the results.
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4.2 Modeling strategy

4.2.1 Data under consideration

In this chapter, the data have been aggregated for confidentiality reasons. Individual observations
are cross-classified according to gender, attained age x, calendar year y, and proximity to death.
Male and female health expenses are studied separately to capture gender-specific dynamics. Within
each age-time category, individual observations are grouped according to their respective remaining
lifetimes. Precisely, we distinguish among individuals aged x who are going to die in the next year,
before reaching age x + 1, from those who survive up to age x + k — 1 but die before reaching age
x+k, k=2,3,...,m, and finally those who die after age x + m who form the last, open category.
We thus have m + 1 categories according to proximity to death: the decedents and m categories of
survivors, depending on their times to death.

Let Ly (y) be the number of individuals aged x in calendar year y covered by the sickness fund.
Since we concentrate on older ages (above 70 in the case study), we can neglect new entrants and
consider that the only exit cause is due to death. This is because elderly people generally stay with
the same sickness fund so that arrivals and departures are negligible. Proper exposures (or exposures-
to-risk, henceforth abbreviated as ER) are computed with the help of observed numbers of deaths
by assuming a uniform distribution over the year (so that people die on average in the middle of the
year). Precisely, the exposure is 0.5 for the decedents and 1 for the different categories of survivors.

4.2.2 Frequency-severity decomposition

Denote as Ty(y) the remaining lifetime, or time to death for an individual aged x in calendar year
y. This means that an individual aged x in calendar year y dies at age x + Ty(y) in calendar year
v+ Ty (y). Proximity to death is assessed with the help of categories 7y(y) < 1, 1 < Ty (y) <2, ...,
m—1 < T(y) <m, and Ty(y) > m. The total number L(y) of individuals aged x in calendar year
y is then split into L;‘(y)d ), L,{<T‘(y)§j+1 (y),j=1,...,m—1 and L;‘('y)>m (y) for each category.
For each proximity to death j, the total costs are then broken into two components:

- the frequency component corresponding to the total number of hospital admissions, that re-
flects morbidity and age rationing.

- the severity component corresponding to the cost per hospital stay, that reflects medical infla-

tion as well as age rationing.
Precisely, the total inpatients hospital costs S,{<T*(y)§j H (y) for individuals aged x in calendar year y,
who survive up to age x+ j but die in calendar year y+ j before reaching age x+ j+ 1, is decomposed

T ()< 1
N){< ) <i+ (y)

into the sum of the respective costs CJJC;T" )i+l (y) of the stays at hospital for these

individuals, that is,

NI<TOISiHL
<Te(y)<j+1 i<Te(y)<j+1
SI<ROISIH () y Cﬁ AL (4.2.1)
k=1
where N} <LO)</H () is the number of admissions to hospital at age x in year y and Ciimy)gj + (),
C){;Tx(y)g Jrl(y), ... denote the associated costs. All the random variables are assumed to be in-

ng“(y), C){;TX(y)SHI(y), ... are assumed to be identically

dependent and the severities C;<1T"
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distributed. Under the stated assumptions, we have

BIs{ OIS ) = BN S B[SO ), (422)

Dividing SfTX(y)Sj i (y) by the corresponding exposure gives the average total cost per unit of

N).g<7:\(y)§j+] (y)

exposure (per person-year, thus). Similarly, dividing by the corresponding expo-

sure gives the average frequency of admission (per person-year) while dividing S){<T‘(y )<+ (y) by

N,{ <h)sitH (y) gives the average cost per hospital stay. These variables are denoted respectively

as §£<T‘(y)§j+l(y), an()v)gﬂ'l (y) and ajfT”(y)SjH(y) and are the responses of interest in the

remainder of this chapter. Clearly, the identity

<L) <t TSy ~mi<Ty)< i1
5= L)<+ (y) = N/< »<i+ (y)CI= <+ D)

holds true.

4.2.3 Nonlinear regression models

Non-linear regression models are fitted to observed values E,jfT‘(y )<t (), ﬁ£<71(y )<+ (y) and

_j )<j S . .
cffTX(y )<t (y). These models are based on distributional assumptions corresponding to the char-

acteristics of the response: event counts, average claim severities or average yearly totals. For

< J<T(y)<j+1 . . . L
the frequency component N)jc <)< (y), we use Poisson regression while Gamma regression is

a]fT‘(y)Sj +1(y). This allows us to compare the results with

<J<I(y)<j+1
SITEOEI ),

adopted for the severity component

those produced by a Tweedie regression model run on
In our case study, we consider regression models from the class of GAMs (Generalized Additive
Models) in the sense that:

- the response obeys a distribution belonging to the exponential dispersion family.
- alogarithmic link function is specified.
- the score is not a linear function of the unknown parameters.

The mean value of the response is of the form exp(s(x,y)) where s(-,-) is a smooth function of age
x and calendar year y. In the case study, the function s(-,-) is estimated with the help of splines
in the corresponding GAM. Of course, any other regression model could be used instead, such as
zero-adjusted or zero-augmented versions of the distributions considered here, for instance.

4.2.4 Projection

Proximity-to-death 7(y) is not a variable that is known beforehand: we do not know when an
individual alive at age x will die so that we cannot allocate this individual to the right category in
terms of proximity to death. Having fitted a specific model for each proximity category, that is, for
T(y) < 1,1 <T(y) <2, ..., Te(y) > m the outputs of these models have to be aggregated in order
to make actual predictions. This can be done as explained next.

Assume that we are now in year y so that 7y(y) have not been observed yet and individuals

0<ly),

cannot be allocated to different categories in terms of proximity to death. Denote as ERZ*
ER{C<T‘(}Y)SJ +1(y) and ER;‘(“'»m(y) the expected risk exposures in each category Ty(y) < 1, j <
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Ii(y) < j+1,j=1,...,m—1, and Ty(y) > m, respectively. The total exposure is then obtained
from

m—1 , ,
ERLOt(y) _ ER§‘<y)<1(y)+ Z ER)JC<T’(y)§j+1(y)+ER§(y)>m(y).
=

We introduce the following notations for the one-year survival and death probabilities:

px(y) =P[Ti(y) > 1] = 1= qx(y).
The j-year survival probability is then given by

j—1
ipx(¥) = [ prsk O +5).
k=0

Assuming a uniform distribution of death within the year, deceased individuals survive up to the
middle of the year, on average, and we then obtain

, 1
EREV< () = Li(1)gx(y) 3

For the other proximity-to-death categories, we have:

<L) <j+1 0.
BRSO (5) = Le3)pe0) e j v+ 1), G =10 m—1,

and

ERED™(y) = L (y)mpx(3).

Having a frequency model and a severity model including proximity to death, the expected value of
the total cost Sy (y) for individuals aged x in year y can then be obtained from

Ti(y)<1
B0 = ey EMOIT0) < UEIC 0)IT0) < 1

m—1 ER){<E(y)§j+l(y
+ Y ———ENW)j < Ty) < j+1E[Cc1(0)]j < Te(y) < j+1]
j=1 ERY'(y)
ER}()‘)N" )

BREG) EM O 0) > mEIC 0T ) > ).

Notice that L(y) disappears from the ratios of risk exposures and the weights assigned to the

different categories only depend on the projected life table through one-year death probabilities
Gx+j(y+ Jj) and j-year survival probabilities ;px(y).

4.3 Numerical illustration

4.3.1 Data

Data has been collected and provided by the R&D department of one of the largest sickness fund
operating in Belgium, the Christian Mutualities or ANMC. For confidentiality reasons, data have
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been aggregated by attained age x, calendar year y and time to death Ty(y), as explained earlier.
Notice that this aggregation does not result in any loss of information with the proposed modeling.

The available database records hospital expenditures for 4.07 million Belgian inhabitants, repre-
senting about 41% of the whole population covered by the general regime. Note that one-day stays
are excluded from the analysis, as well as psychiatric hospitalizations. Data contains information
on patient’s age, gender, date of death and inpatients hospital health expenditure. The response is
the total expenditure (part covered by sickness fund together with out-of-pocket payments), broken
down into a number of hospital stays and the corresponding amounts.

Explanatory variables included in the model are age x, x € {70,71,...,110}, and calendar year
y, ¥ € {2002,...,2016}. The years 2002, ...,2014 are used as a training set. The observation period
ends in 2016 so that we can allocate individuals to the different categories with respect to proxim-
ity to death. The model is fitted separately to male and female data, for each level of proximity
to death. In that respect, we go beyond the classical decedents-versus-survivors setting that distin-
guishes between health care expenditures of individuals dying in a given period with those in the
same age cohort who continue living. The model proposed in this chapter moves beyond the binary
comparison of decedents and survivors by creating four categories reflecting end-of-life morbidity:
those who die within the year, those who survive the next 12 to 24 months, those who survive over
the next 24 to 36 months and those who survive at least 3 years. Moving from one category to the
next helps to see how expenditures change as death approaches. Here, health status (or morbidity) is
approximated by proximity to death. The last category is created to capture all individuals perceived
as being in relatively good health (considering that health status cannot be predicted over a time
horizon of 36 months). The proximity-to-death or remaining lifetime T (y) is thus classified in 4
categories: Ty (y) < 1,1 < Ty(y) <2,2 < Ty(y) <3, and Ty(y) > 3. This corresponds to m = 3 in the
general modeling strategy presented in the preceding section.

4.3.2 Descriptive statistics

Crude data are represented for the whole age range 0-100 on Figure 4.1. Considering the observed
frequencies (displayed in the middle panels), we can see that average numbers of hospital admissions
is higher around birth. It then decreases to reach a minimum, before increasing and then decreasing
again at oldest ages. The marked peak around age 30 visible for females corresponds to hospital
stays related to childbearing. Compared to mortality, the accident hump is present but not that
visible because data are graphed on their original scale, and not on a logarithmic one.

Corresponding total yearly costs (displayed in the left panels), being influenced by their fre-
quency component, also exhibit a similar age shape. Considering time trends, age-specific medical
expenses also exhibit dynamic patterns because of the combined effect of longevity improvements
and medical inflation. Also, the age-rationing effect is clear from the ultimate decrease visible on
Figure 4.1. Its curving point coincides with a “normal life span” that can be inferred from life-
expectancy at birth. Notice that the childbearing hump does not show up in the severities displayed
in the right panels of Figure 4.1.

In this chapter, we model late-life health expenditures so that we restrict the age range to 70-100.
Observed exposures are displayed in Figure 4.2, according to proximity to death. We can see there
how risk exposures vary with age and proximity to death, separately for males and females. The age
structure varies with proximity to death, as expected. These exposures enter the Poisson regression
model, as volume measures.

Figures 4.3-4.5 represent frequencies, severities and total costs for the targeted age group 70-
100, respectively, split according to proximity to death. Considering the range of values along the
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Figure 4.1: Observed average yearly costs 5,(y) (top panels), observed average yearly
frequencies 7, (y) (middle panels), and observed average severities ¢,(y) (bottom panels).
Data for females appear on the left while data for males appear on the right.
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Figure 4.2: Risk exposures ER for females (left) and males (right). From top to bottom:
Ti(y) <1,1 <Ti(y) <2,2 < T (y) <3, and Ty (y) > 3.
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Figure 4.3: Observed average frequencies 7, (y) for females (top panels) and males (bot-
tom panels). From left to right: T,(y) < 1, 1 < Ty (y) < 2,2 < Ty(y) < 3, and T (y) > 3.

z-axis, it is clear that decedents experience higher costs than survivors and the experience becomes
more favorable with increasing time to death.

In terms of frequencies, we see on Figure 4.3 that the surfaces are profoundly modified when
time to death increases. For individuals dying within the year (leftmost panels), average frequencies
decrease with attained age, starting from a value around 2 at age 70. The decreasing shape is still
visible for the two intermediate categories but for the individuals surviving the next three years
(rightmost panels), the surface changes to an inverted U-shape with a peak around age 85 for males
and 90 for females. The possible effect of calendar time is hard to assess on crude data.

The observed average severities displayed in Figure 4.4 are much more volatile compared to
frequencies. It is nevertheless possible to see the decreasing trend in average costs per hospital
stay at older ages for individuals who die within the year, in the leftmost panels. Both the average
frequency and average severity components exhibit decreasing trends for decedents. The average
cost for the final year of life thus decreases with attained age. The two intermediate categories
do not reveal clear patterns. Considering individuals who survive the next three years (rightmost
panels), data suggest an increasing trend with age but this is obscured by the huge volatility at oldest
ages.

Figure 4.5 reveals that the shape of the yearly average total costs is similar to the shape of
average frequencies displayed in Figure 4.3. There is no sign of time trend visible on Figure 4.5.
As it will become clear in the next sections, this is due to the opposite trends in the frequency and
severity components entering total costs.

4.3.3 Generalized Additive Modeling

Frequency model

Descriptive statistics show that age and time-until-death both have a clear impact on morbidity.
Decedents notably experience a significantly higher number of hospitalizations, which then de-
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Figure 4.4: Observed average severities ¢,(y) for females (top panels) and males (bottom
panels). From left to right: T, (y) < 1, 1 < T,(y) <2,2 < T (y) <3, and T, (y) > 3.

Figure 4.5: Observed average yearly total costs 5,(y) for females (top panels) and males
(bottom panels). From left to right: T:.(y) < 1,1 < T,(y) < 2,2 < Ty (y) < 3, and Ty (y) > 3.
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Females
Time to death | Degrees of freedom p-value R sq. adj. | deviance AIC
T.(y) <1 20.03 <2-10710 | 99.6% 97.2% | 3754.88
1<T(y) <2 15.07 <2107 | 98.5% 88.3% | 3611.43
2<T(y) <3 12.27 <2-10716 98.6% 78.5% | 3487.80
T (y) >3 21.93 <2-10716 99.9% 97.9% | 4100.98
Males
Time to death | Degrees of freedom p-value R sq. adj. | deviance AIC
T.(y) <1 14.11 <2-1071% | 99.6% 94.3% | 3726.73
1<Ti(y)<2 18.87 <2-10716 98.8% 78.8% | 3476.99
2<T(y) <3 11.92 <2-10716 98.9% 66.3% | 3245.74
T (y) >3 27.19 <2-10716 99.9% 87.7% | 3916.24

Table 4.1: Summary of the nonlinear Poisson regression for the frequency component.

creases as time to death increases. To include age x and calendar year y into the frequency dynamics,
separately in each category of proximity to death j < Ty(y) < j+ 1, we assume that the observed

number of hospital admissions N){ <L<i+l (y) obeys the Poisson distribution with expected value
&.VI'<7}()')SI'+] )

l}{'<TA(y)§j+1 (

equal to the observed exposure times the expected number
M’<TA<y)§j+1 (

of hospital admissions

per unit of exposure. Here, y) is of the form In y) = s(x,y) where s(-,-)
is a smooth function of x and y, to be estimated from the data. The smooth function s(-,-) accounts
for the effect of attained age x and calendar year y, on the logarithmic scale. This model is fitted
to each gender and each proximity to death. The results are visible in Figure 4.6 for males and
females. Table 4.1 summarizes the main information about the resulting fit in each category. All the
calculations have been carried out with the help of the mgcv package of the statistical software R,
contributed by Wood (2017).

The estimated functions s(-,-) look similar for males and females. For those individuals who
die in the next year, the fit is excellent as reflected in the adjusted R-squared and in the Deviance
explained by the model. We can see on Figure 4.6 that the estimated surface is declining with
attained age for decedents. This shows that the expected rate of admissions to hospital decreases
as decedents age. Since the reduced exposures (because of death within the observation period) are
accounted for, this may be attributed to age rationing. Actual-versus-Expected graphs are depicted
in Figure 4.7 to assess the goodness of the fit. The fitted values appear along the x-axis whereas
the observed ones correspond to the y-axis. The closer the pairs to the main diagonal, the better the
fit. Proximity to the 45-degree line reveals the quality of the fit obtained with Poisson regression.
The leftmost panels in Figure 4.7 reveal that the observed numbers of admissions are very well
reconstituted by the regression model for decedents.

For those individuals who survive one year but die the following year or the ones that survive
two years and die the third year, the fit remains very good. This is assessed by the high values of
adjusted R-squared and by the Deviance explained by the model, respectively. Figure 4.7 shows that
the observed counts are still very well explained by the model. The global trend is still declining
with attained age, but an interaction captures the increase of the expected rate of admissions around
85 when longevity is improved.
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Figure 4.6: Estimated function s involved in the Poisson regression model for the numbers
of hospital admissions, for females (top panels) and males (bottom panels). From left to
right: T,(y) < 1,1 < Ti(y) <2,2 < Ti(y) <3, and Ty (y) > 3.

Finally, considering the individuals who survive the next three years, the fit remains very good.
Values of adjusted R-squared remain close to 1 and a large part of the Deviance is explained by the
model. Figure 4.7 shows that the observed counts are very well explained by the model. Contrarily
to those individuals who die earlier, we now obtain an inverse U-shape so that the trend is first
increasing and then decreasing with attained age. Notice that these individuals can be considered to
have a good health status.

Compared to the crude frequencies displayed in Figure 4.3, we see that the estimated expected
number of hospital admissions obtained from the fitted surfaces displayed in Figure 4.6 well capture
the structural pattern in age x and calendar year y, once random noise has been removed. The
obtained surfaces appear to be very regular, except maybe for males surviving more than three years
where a more complex dependency in x and y is visible. Figure 4.6 shows that the expected frequency
sometimes declines over calendar time, depending on proximity to death and attained age. Overall,
Figure 4.7 shows that fitted and actual values are in close agreement but that differences grow with
attained age, because of the higher volatility resulting from reduced exposures at older ages.

Severity model

The probability density function of the Gamma distribution is right-skewed, with a sharp peak and
a long tail to the right. These characteristics are often visible on empirical distributions of health
expenses. This makes the Gamma distribution a natural candidate for modeling hospital expenses.
The Gamma regression model considered here falls in the GAM setting. Precisely, to include age
x and calendar year y into the severity dynamics, separately in each category of proximity to death
J <T:(y) < j+1, we assume that the observed average cost per hospital admissions a]fTX() )<+ (y)
obeys the Gamma distribution with mean value u){<T‘(y)§j+l (y), with In /.L){<T*(y)§j+] (y) = s(x,y)
for some function s(-,-) to be estimated from the data. The number of hospital stays is included as
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Figure 4.7: Actual versus expected values for the resulting Poisson regression fits for the
frequency components. Females appear in the top panels, males in the bottom ones. From
left to right: T,(y) < 1, 1 < Ti(y) < 2,2 < Ty(y) < 3, and T(y) > 3. Ages range from 70
(dark blue) to 100 (light blue).

a weight in the Gamma regression model. As for the Poisson regression for the numbers of hospital
admissions, s(+,-) is assumed to be a smooth function of attained age x and calendar year y.

The Gamma regression model is fitted to each gender and each proximity to death. The results
obtained with the help of the mgcVv package are visible in Figure 4.8 for males and females. Table
4.2 summarizes the main information about the resulting fit in each category. The effect of medial in-
flation is clearly visible on Figure 4.8 where we can see an increasing trend over the last observation
periods. This is especially clear for individuals surviving for the next three years (rightmost panels).
Considering the actual-versus-expected graphs displayed in Figure 4.9, the fit appears to be reason-
able but of poorer quality compared to the frequency component, as reflected in the goodness-of-fit
indicators listed in Table 2. This is due to the high volatility present in the data.

4.3.4 Comparison with an aggregate loss model

Compound Poisson sums are good candidates to model yearly total hospital expenses that are zero
with positive probability, but continuously distributed otherwise. The Tweedie regression model
correspond to responses of the form of compound Poisson sums with Gamma-distributed summands.
It is thus in line with the Poisson specification for the number of hospital admissions and the Gamma
specification for the cost per hospital stay used so far.

The Tweedie regression model also falls in the GAM setting. For each category of proximity to
death j < Ty(y) < j+ 1, we assume that the observed total cost S)jfT‘(y)Sj H (y) obeys the Tweedie
distribution with mean value v{~"* O)=j+t (y), with In vi <L+l (y) = s(x,y) for some function
s(+,-) to be estimated from the data. As before, s(-,-) is assumed to be a smooth function of attained

J<T(y)<j+1

age x and calendar year y. Up to the observed exposures, Vi (y) corresponds to the prod-
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Females
Time to death | Degrees of freedom p-value R sqg. adj. | deviance AIC
T.(y) < 1 22.47 <2-10710 [ 86.5% 87.9% | 4397438
1<T(y) <2 21.45 <2-1071 | 41.5% 44.8% | 1880576
2<T(y) <3 17.84 <2-1071 | 358% 39.9% | 1661929
T.(y) >3 20.47 <2-1071% | 852% 86.2% | 12278051
Males
Time to death | Degrees of freedom p-value R sq. adj. | deviance AIC
T.(y) <1 20.2 <2-10710 [ 702% 72.5% | 4718747
1< T(y) <2 17.53 <2-1071 | 29.8% 33.4% | 1831147
2<T(y) <3 10.78 <2-1071 | 32.8% 34.6% | 1433268
T(y) >3 17.74 <2-1071% | 72.5% 73.6% | 8707526

Table 4.2: Summary of the nonlinear Gamma regression for the severity component.

Figure 4.8: Estimated function s involved in the Gamma regression model for the average
cost per hospital admissions, for females (top panels) and males (bottom panels). From
left to right: Ty:(y) < 1,1 < Ty (y) < 2,2 < T (y) < 3, and Ty(y) > 3.
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Figure 4.9: Actual versus expected values for the resulting Gamma regression fits for the
severity components. Females appear in the top panels, males in the bottom ones. From
left to right: T,(y) < 1, 1 < Ti(y) < 2,2 < Ty(y) < 3, and T(y) > 3. Ages range from 70
(dark blue) to 100 (light blue).

uct of A <L)<i le(y) and /.t){<T"(y)§j Jrl(y) introduced before so that the function s(-,-) entering

Tweedie regression appears to be the sum of the corresponding functions in Poisson and Gamma
regression models.

Tweedie regression model is fitted to each gender and each proximity to death. The results are
visible in Figure 4.10 for males and females. All the calculations have been carried out with the help
of the mgcv package, as before. Table 4.3 summarizes the main information about the resulting fit
in each category. Considering the actual-versus-expected graphs displayed in Figure 4.9, the fit is
generally good, except for old people, see Figure 4.11.

4.3.5 Out-of-sample analysis

Figures 4.12 and 4.13 compare expected total costs with observed ones for the last years of obser-
vation comprised in the database that have not been used for model training, i.e. for 2015-2016 and
the years 2017-2019 for which individuals cannot be classified into categories defined according to
the proximity to death. We can see that there are some moderate departures between observations
and fitted values obtained from the Tweedie aggregated model and the frequency-severity approach
at older ages. Overall, the two approaches produce results in close agreement. We will see below
that the differences between the two approaches materialize in the projections.

4.3.6 Projections

Let us now project expected hospital costs beyond the end of the observation period, thus for calen-
dar years posterior to 2016, with the help of the Poisson and Gamma regression models combined
together, on the one hand, and of the Tweedie regression model, on the other hand. Plugging future
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Females
Time to death | Degrees of freedom p-value R sq. adj. | deviance AIC
T.(y) <1 28.98 <2-10710 [ 97.2% 97.6% | 3115355
1< T(y) <2 28.97 <2-1071% | 85.6% 87.6% | 4163553
2<T(y) <3 28.97 <2-1071% | 73.1% 76.9% | 4024641
T.(y) >3 29 <2-1071% | 96.7% 97.3% | 46458467
Males

Time to death | Degrees of freedom p-value R sq. adj. | deviance AIC
T.(y) <1 28.96 <2-1071% [ 93.4% 94.1% | 2920664
1< T(y) <2 28.96 <2-1071% | 71.4% 74.5% | 3692354
2<T(y) <3 28.95 <2-1071% | 61.4% 64.7% | 3363281
T.(y) >3 29 <2-1071% | 79.4% 81.3% | 32930849

Table 4.3: Summary of the nonlinear Tweedie regression for total costs.

Figure 4.10: Estimated function s involved in the Tweedie regression model for total costs,
for females (top panels) and males (bottom panels). From left to right: T;(y) <1, 1 <
Ti(y) £2,2 <Ti(y) <3,and Ti(y) > 3.
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Figure 4.11: Actual versus expected values for the resulting Tweedie regression fits for
total costs. Females appear in the top panels, males in the bottom ones. From left to right:
T.(y) <1, 1 < T(y) <2,2 < Ty(y) <3, and T, (y) > 3. Ages range from 70 (dark blue) to
100 (light blue).

calendar years in the nonlinear regression model provides the analyst with the forecast of hospital
expenditures over the next years.

Results for the different proximity categories are combined with the help of expected exposures
for future years, as explained in Section 2. Projections are performed over 2020-2030 in Figure 4.14.
Both approaches, based on Tweedie regression and frequency-severity decomposition, forecast de-
creasing expected total costs over all ages. The difference between the two approaches materializes
in the frequency and severity projections, as different trends clearly emerge.

In order to make frequency projections, results for the different proximity categories are com-
bined with the help of expected exposures for future years, as mentioned above. Frequency pro-
jections are performed over 2020-2030 in Figure 4.15. Both male and female predictions show a
decrease in expected frequency over all ages, also postulated by e.g. Fries (1983) or Miller (2001).
At the age 85 for example, the relative expected decrease between 2020 and 2030 is 7% for males
and 13% for females. This decrease is also corroborated by practitioners and can be explained in
different ways. It confirms the ‘red herring’ hypothesis, which postulates that high end-of-life costs
are being postponed with the increasing longevity, inducing a downward shifting in old age hospital-
ization costs with time. This is confirmed by the observed global increase in healthy life expectancy
or disability free life expectancy. In Belgium this increase is estimated between 2004 and 2018 at 2,7
years for males and 1,4 years for females, see Sciensano (2019). Another explanation is related to
the substitution of classical hospitalization stays by one-day stays, which are not accounted for in the
data. Reasons for this substitution comprise medical technical progress, better health and improved
check-ups. The recent development of autonomy and dependency ambulatory care can also explain
the reduction in classical hospitalization needs.

In order to make severity projections, results for the different proximity categories are combined
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Figure 4.12: Observed total costs (black dots) versus fitted values for females (top) and
males (bottom), calendar year 2015 (left panels) and 2016 (right panels). Fitted values
obtained with frequency-severity decomposition appear printed in red whereas those ob-
tained from Tweedie regression appear printed in blue.
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Figure 4.13: Observed total costs (black dots) versus fitted values for females (top) and
males (down), calendar year 2017 (left panels), 2018 (middle panels) and 2019 (right
panels). Fitted values obtained with frequency-severity decomposition appear printed in
red whereas those obtained from Tweedie regression appear printed in blue.
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Figure 4.14: Forecast of expected total cost S,(y) for female (left) and male (right), year
2020, 2025 and 2030 (from dark to light blue). Frequency-severity decomposition (top
panels) and Tweedie total cost (bottom panels).
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Figure 4.15: Forecast of expected frequency A, (y) for female (left) and male (right), year
2020, 2025, 2030 (from dark to light blue).

using:

E[C:(y)] = Z?zoﬂﬁn()’)g“(y).,1}{<Tx<y)Sj+l(y)+”xTx(y)>3(y)%XT)(y)>3(y)
Z?:O lxj<7}(,\')§j+l (y) _‘_/IA?}(Y)>3 (y)

with C,(y) the expected average cost per hospital stay at age x. Severity projections are
performed over 2020-2030 in Figure 4.16. Female forecasts do not show any clear trend
while male forecasts show a positive trend. This mainly relates to the inflation effect,
which is almost null for females.

In total health care expenditures projections, a global decrease of the costs is expected.
Two competing effects can be separately captured in the frequency-severity decomposition
approach. A decreasing and dominating trend is induced by the frequency component,
while a positive or stable effect is induced by the severity component.

4.4 Conclusion

Breaking total inpatient hospital costs into a frequency and a severity component greatly
helps to understand the underlying dynamics across age and time. Incorporating age,
calendar time and proximity-to-death represents an important advance over simple age-
based models, especially for the elderly who are subject to high death rates. The inclusion
of proximity to death also allows the analyst to include longevity projection in the forecast
of future costs, by means of projected life tables.

The main findings of this chapter are as follows: expected annual hospitalization cost
is experimenting a global decreasing trend, alongside an increasing longevity. The main
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4500~

Figure 4.16: Forecast of expected severity ,(y) for female (left) and male (right), year
2020, 2025, 2030 (from dark to light blue).

driver is the frequency component. The severity upward or stable trend, i.e. inflation
effect, is not strong enough to counterbalance the reduced morbidity. The particular role
of proximity-to-death on hospitalization costs postulated by e.g. Miller (2001) has been
confirmed and the special case of the decedent category, i.e. dying within the year, has
been highlighted. The proposed frequency-severity decomposition model was compared
to the aggregate Tweedie model and it has the clear advantage to disentangle individual
competing effects, allowing better predictions.

Even if the model has been fitted here on aggregate data, for confidentiality reasons, it
could theoretically be calibrated on individual data as well so that the time to death could
also be treated as a continuous feature and not as a categorical one.

The severity could be reformulated as the product between the number of inpatient
days and the daily inpatient cost. Therefore the severity random variable Cy x(y) for the
kth stay of a person aged x and time y could be further decomposed as Cy x(y) = dyx(y) %
cxk(v), where d, i (y) is the length of stay for the kth hospital claim and ¢, (y) the daily
hospital cost. A specific trend as regards hospital stays duration could come out and this
would help better capture severity trend. There is indeed an actual trend to reduce the
number of inpatient days (for a same pathology), which impacts the severity component.
As previously stated classical hospital stays are being increasingly substituted by one day
stays, which relates mainly to medical progress.

To end with, let us mention that the future observed 2020 hospitalization data will
naturally be impacted by the global COVID pandemic. The proposed models and their
predictions did not consider any external shock, like a catastrophe or pandemic. It is
expected that total hospitalization claims will globally decrease in 2020, see e.g. IMA
(2020) and Solidaris (2020), but a recoup effect is expected in 2021, so that medium-term
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predictions 2025-2030 should remain meaningful in case the COVID episode only has
transitory effects.
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Chapter 5

Part II: conclusion

Systematic risks are comprised in the classical hospitalization cover and inflation for in-
stance is the main driver in Chapter 2. In Chapter 3 aggregate health related costs are
modeled in a stochastic way similarly to mortality. The time factor in the proposed Lee-
Carter approach would relate to the age-independent annual health claim trend. Therefore
the drift & would closely relate to the inflation denoted (1+ f*)) in Chapter 2. It is linked
to the morbidity evolution and comprises notably the inflationary or severity evolution but
also a demographic factor.

In Chapter 2 the annual medical inflation f; is supposed to be age-independent and it

triggers an annual increase of expected annual cost such that b)(ck) = bfck*l)(l + /), with

b)(ck) the expected annual medical claim at age x based on hypotheses computed at time k.
The Lee-Carter drift 8 is also age-independent but the medical cost increase is supposed
to vary with age, thanks to the B, parameter. The parameter 6 is estimated by the model
and is based on linear smoothing. The medical inflation f; is computed each year and cor-
responds to the Belgian national medical inflation indice, computed as in SPF (2019)(see
also Devolder et al. (2008)). It is therefore an ex-post quantity subject to random evo-
lution. The 6 drift parameter in Chapter 3 is estimated based on male German private
insurance data and therefore is not fully in line with the Belgian medical inflation f*) in
Chapter 2.

The results in Chapter 3 suggest a rather stable per-age cost trend (cf. Figure 3.13),
corroborating Chapter 4, which suggests a stable or even decreasing trend. The results in
both Chapters should be compared with adequate attention as they relate to very different
datasets, different population, different genders (i.e. Chapter 3 only looks into male while
Chapter 4 looks at both genders), different ages and different years. Indeed Chapter 3
relates to the German private insurance market and encompasses ages from 20 to 80 with
an available history 1995-2011 while in Chapter 4 the data originates from the Belgian
public system and targets very old people, i.e. 70-110 with an available history 2002-
2016. Both models are supposed to perform well on a very short-term horizon due to the
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limited available history, but are not meant to be powerful long-term prediction tools.

The results could actually be reconciliated. Figures 3.13 and 3.14 in Chapter 3 show
a general stable health claims evolution like the model proposed in Chapter 4. If we look
into male results and compare Lee-Carter parameters for ages over 70 (positive 3, s and
increasing predicted k; s) with the predicted results of the Chapter 4 regression model (see
Figure 4.14 on page 76), the trend is actually slightly positive in both approaches.
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Chapter 6

Insurance approach

The present chapter is based on the following edited book chapter:

- Denuit, M., Lucas, N., Pitacco, E. (2019). Pricing and Reserving in LTC Insurance.
In Dupourqué, E., Planchet, F., Sator, N. (eds) ‘Actuarial Aspects of Long Term
Care’, pp 129-158. Springer Actuarial.

6.1 Introduction

This chapter aims to present the actuarial calculation techniques for pricing and reserving
in LTC insurance products providing predefined benefits, thus disregarding in particular
cost reimbursement benefits. The multistate structure is consistent with such predefined
benefits but also allows to quantify the time LTC is needed, i.e. the duration of payment
of insurance benefits of any type. The model used here is a hierarchical 3-state model. We
do not consider temporary loss of autonomy but assume that reactivation is not possible:
there is thus a single, irreversible state of dependence. The absence of recovery is justified
because only people with severe disability are eligible for LTC benefits, in general. The
semi-Markov framework in the LTC state relies on two variables: age and continuance or
occupation time. One should remind that there is an important heterogeneity in mortality
among LTC beneficiaries, according to major types of pathologies inducing the LTC need,
but it will not be considered here.

The chapter is organized as follows. Section 5.2 describes the multistate modeling for
LTC insurance policies. The quantities entering actuarial calculations (transition probabili-
ties and intensities) are defined in Sections 5.3 and 5.4. The actuarial equivalence principle
is applied to LTC insurance pricing in Section 5.5. Sections 5.6 to 5.9 present analytical
expressions for premiums related to some specific LTC insurance products. Combined
products are also considered. Section 5.10 discusses the reserving process and provides
the reader with some analytical expressions. The final Section 5.11 concludes the chapter.



86 Chapter 6. Insurance approach

Autonomous (a) . LTC{i)

/

Dead (d)

Figure 6.1: Multistate model for the LTC insurance cover.

6.2 Multistate modeling

Multistate models provide a convenient representation for life and health insurance con-
tracts, including LTC. Each state represents a particular status for the policyholder. The
benefits comprised in the contract are associated to sojourns in, or transitions between
states. See, e.g., Chapter 8 in Dickson et al. (2013) or Pitacco (2014) for an introduction.

In the remainder of this chapter, we consider a three-state model, and the following
notation is adopted. Henceforth, x denotes policyholder’s age at policy issue. We assume
that there is an ultimate age @ < o and we denote as

O=W—x

the maximal time until death for an individual aged x. Time ¢ measures time since policy
issue and thus corresponds to contract seniority.

Policyholder’s history is described by the stochastic process {X;, ¢ > 0} where X,
gives the state occupied by the individual at time #, with X; € {a,i,d} as shown in Figure
6.1, where state a stands for “autonomous” or “active”, state i stands for “invalid” or
“disabled”, and state d stands for “dead”. The LTC state where benefits are paid thus
corresponds to i. Henceforth, only transitions a—i, a—d and i—d are allowed so that the
loss of autonomy is assumed to be permanent (no recovery possible).

This non-reversibility greatly simplifies the calculations (as the 3-state process is hier-
archical and trajectories can easily be described in terms of just a few random variables)
and appears to be reasonable at older ages (at which the LTC need becomes stronger).
In case recoveries are possible, calculations can be carried on using the so-called Waters
algorithm based on time discretization. We refer the reader to Waters (1990) for further
details about the algorithm.

The time spent in the LTC state i influences future transitions. This is why we introduce
the random variable Z; defined as the time spent in the state occupied at time 7, i.e.

Z; =max{z <t|X; =X, forall 0 < h <z}.

It is assumed that only the current state X; and the time Z; spent in the current state influ-
ence future transitions so that {X;,7 > 0} is a semi-Markov process, i.e. {(X;,Z;),t >0} is
a Markov process. Notice that only the LTC state i requires the semi-Markov assumption,
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i.e. probabilities of future transitions from that state also depend on the occupation time
Z;.

6.3 Transition probabilities

We consider a policyholder who is autonomous and aged x at policy issue, i.e. we work
conditionally on Xy = a. The following transition probabilities are needed in the three-state
LTC model:

wPryy = P =ilX, =a]
= probability for an individual in state a at time ¢ of being in state i
attime r+u
d
uPiye = PXw=dX, =2
= probability for an individual in state a at time ¢ of being in state d
attime t +u
d )
up;cht;z = P[XlJru = d\X, =1,Z = Z]
= probability for an individual in state i at time ¢ since time ¢ — 7

of being in state d at time 7 4 u

upiit = PXi,=alX, =24]
= probability for an individual in state a at time ¢ of being in state a
attimet +u
upig;z = P[Xt+u = 1|Xt =i,7; = Z]

= probability for an individual in state i at time ¢ since time ¢ — z

of being in state i at time ¢ + u.

The Semi-Markov assumption ensures that these transition probabilities entirely describe
the distribution of the stochastic process {X;,# > 0} giving policyholder’s individual expe-
rience.

By assumption, recovery is not possible. Hence, transition probabilities ,py%, and
P+, are in reality sojourn probabilities, i.e.

WPy = PXyp=aforall0 <h <ulX; =a
WPy, = PlXuy=iforall0<h<ulX, =17 =2
6.4 Transition intensities

Transition intensities quantify the instantaneous risk of making a given transition, depend-
ing on the state currently occupied. They extend the force of mortality at the heart of
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life insurance mathematics to more general multistate models describing health insurance
products, including LTC ones.

From the above transition probabilities, the transition intensities are derived by the
following limits:

ai - hPx+t
= lim ——
Mytr o h
ad
ad . hPx4r
= lim ——
:uerl N0 h
id
id — 1 hPx+t 4
L, = lim —/— z<1t.
nux—H,«, N0 h ’

As state a remains Markovian, the transition intensities from that state do not depend on
the time spent there, but only on attained age x 4 ¢. On the contrary, there is an effect of
the duration of stay in state i so that transition intensities from i depend on both attained
age x +t and time z spent in the LTC state.

Transition rates are often assumed to be piecewise constant. This assumption greatly
eases the actuarial calculations. There are essentially two approaches to make the Semi-
Markov transition intensities (y,z) — ,uyiflz piecewise constant:

e cither transitions intensities vary at integer ages and sojourn duration in the LTC
state, i.e. for every integer y and z,
id id
Mg ps = My forall 0 < E<land0<s<1.
Of course, finer grid can be used (this is often useful for the LTC state, where death
rates vary rapidly during the first year after the loss of autonomy).

e or specific, piecewise constant transition rates apply according to the age at entry in
the LTC state, i.e.

Mg =R0+E 2] [z))

for some given function [i defined on N2, where |-| denotes the integer part. The
arguments of [i(-,-) are age at loss of autonomy and time spent in the LTC state,
respectively.

The second approximation is very convenient for the computations. Rates are dis-
played in a matrix: the age (last birthday) at loss of autonomy is the first dimension while
the time since occurrence is the second dimension (the sum of these two values giving the
attained age). We retain the second approximation in this chapter.

Transition intensities are displayed in Figures 6.2-6.4. They correspond to values in
line with observations made on the French LTC market. We see that u;,’i and /,L;?d expo-
nentially increase with age y. Considering the death rate in the LTC state, notice that age
on the graph corresponds to the age at entry in state i so that individuals are subject to
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Figure 6.2: Transition rate y — u;‘i.

death rates /indﬂ;z = Hi(y,z) if they lost autonomy at age y. We can see on Figure 6.4 that
mortality is particularly high just after the loss of autonomy (i.e. for small values of z) and
then decreases once the individual survived the first years spent in the LTC state.

We also define the exit rate from state a as

“;10 _ [,l;i—I-[.L;d.

Clearly, the exit rate is also piecewise constant when ,u;‘i and /Jf,‘d both exhibit this fea-
ture. The set of transition intensities form the analogous to the life table in life insurance,
allowing the actuary to assign a probability to every event in relation to the LTC cover.

6.5 Equivalence principle

This principle used to compute life insurance premiums extends to all health insurance
products. It states that at policy issue, the expected present value of the benefits paid to
the policyholder is equal to the expected present value of the premiums paid to the insurer.
The discount factor v(s,7) is the present value at time s of a unit payment made at time ¢,
s < t, with v(s,s) = 1. In the numerical illustrations, we assume that the technical interest
rate is constant over time, i.e.

v(s,t) =exp(—8(t—s)) (6.5.1)

for some & > 0.
The benefits comprised in LTC policies are as follows:
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6.5. Equivalence principle 91

b; rate of time-continuous benefits paid in the LTC state i;
b, rate of time-continuous benefits paid in the autonomy state a;
cad benefit paid in case of death if the policyholder occupies the autonomy state a;

benefit paid in case of death if the policyholder occupies the LTC state i;

ip)
o

cai benefit paid when the policyholder enters the LTC state i.
For premiums, we denote as:

m; rate of time-continuous premiums paid in the LTC state i;

7, rate of time-continuous premiums paid in the autonomy state a.

All these quantities may be functions of time, i.e. m, = m,(¢) for instance. This al-
lows the actuary to account for periods with no premiums due, for instance. Benefits and
premiums in the LTC state may be functions of time and duration of stay in state i, i.e.
bi = bi(t,z) for instance, because of specific policy conditions.

In general m; = 0 but we keep here the possibility of charging premiums in the LTC
state, for the sake of completeness. Clearly, in case premiums are charged while benefits
are paid, the actuary can always reduce the benefits accordingly so that we assume that the
identity

bi(t,2)mi(t,2) = ba(t)m(t)=0
holds for all ¢.

The equivalence principle then states that the expected present value of the premiums
paid by the policyholder

4 ot
n = /0 P2 (1) v(0,1 dt+/ by T (/0 Zpﬁﬂ;oﬂ:i(t+z,z)v(0,t+z)dz) dr

matches the expected present value of the benefits comprised in the contract
(o8
B = / 1P2ba()v(0,1)dt

Jo
Wy . Wy—1 ..

%t ([ b 22000+ 20 ) a
o

+/ v(0,0) i I cai (1 dt"’/ v(0,0), p3* i caa (1) di

Wx—1 .. .
+/O tpiaﬂ)?-li-t (/0 zP;+t;0“)lcit+z;zCid(l +2,2)v(0,1 +Z)dZ) dr,

that is, the equality
II = B
has to hold at policy issue. To make the age x at policy issue visible, we sometimes write

I, for the single premium IT = B. The premium rates 7,(-) and 7;(-) are then set in such
a way that the equivalence principle is fulfilled.
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6.6 Generalized annuities

Henceforth, several generalized annuity values will be useful, so that we give them specific
notations. Precisely, we consider actuarial values (i.e. expected present values) of the
following time-continuous annuities:

W —t

af, = [ s
. Wy —t .

—al at

Aoy = /0 sPiv(1,1 +s)ds

—ii _ [ 11 +5)d

etz = 0 sPiyiv(t,1 +5)ds.

In case of temporary annuities, with payments limited to n years, the symbol “;n]” is
added after age x + 1, like in

n
a* — aa
Ut = /o pr+tv(t; t+s)ds.

Often, policy conditions specify a constant rate of premium payable as long as the
insured is in state a. The single premium IT is then easily converted into the constant rate
of premium 7, payable continuously in state a:

o
if premium payment is lifelong, or
I1
Ty, = ,
a Ea"
x;n

if premium payment is temporary, limited to n years.

When the transition intensities are piecewise constant, these annuity values can be cal-
culated explicitly because the integrals admit analytical solutions. The idea is to proceed
as follows. For integer age x,

ar = [
0

Wy t
/ exp (—/ u;:rsds> exp(—0t)dr
Jo 0
2

1
| exp(-tus® ~18)dr -+ exp(—ui) [ exp(~ (- Vit ~18)d
0 1

3
Fexp(—ut* i) [ exp(—(t— Dty —18)dr +..
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Each of these integrals now admits an analytical expression so that we obtain

—aa lfexp(faiu)?.)
a =
x 5—’-‘[13'
o I—exp(—5—p%)
+ 2, eXp ey TR
L (Z " ) O+ KL,
Proceeding in a similar way, we get
.. Wy ..
ayy = / 1Pov(0,1)dt
; 0 ;
L —exp(— 8 —fi(x,0))
0+ [i(x,0)
ol 1 —exp(— 8~ fi(x.)))
+ exp| — Y u(xk)—jé i
B (- Zpewn s =5

6.7 Generalized life insurances

The actuarial values of a unit lump sum paid in case of a transition, depending on the initial
state, are given by

Ziﬁt_)i /Ow)ﬁtv(tat Jrs)spiiz/-‘;irtﬂds

At /0 )P, ds

A /0 O ( /O o Szpié+t+s;ouiit+s+z;zv<t,r+s+z)dz) ds
K,ly:jj = /wait v(t7t+S)Sp)ici+t;z“)ic(-i+—t+3;z+sds'

In case of temporary benefits limited to n years, the symbol “;n]” is added after age x 47,
like

—aa—i

n .
Ax+t;n] :/0 v(t7t+s)sp§i-t“?1&-t+sds

The transition has to occur within the next n years to get the insurance benefit.
When transition intensities are piecewise constant, we get

A = [T
_peloen(= 8- p)
x 5_’_uao

o1 1—exp(—8—ui)
+ ‘u;ld i €XPp nux !
j;l +J Z +k #x+]+5
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with a similar expression for Zi;a_){ For a unit death benefit granted to an individual who
just entered the LTC state, we have

—iji—d O« ii i
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i exp(— 8- fix,0)
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In case of a death benefit in the LTC state, granted to an autonomous individual, we have

aiosd o _ o—t .
Ai = /0 DY (/0 zp,lvlJrz;OH)lcitJrz;zV(O’t +Z)dz> dr
1—exp(—&— i
_ u)zcu A;:;d exp( — I )
0+ ug
@1 1—exp(—5 :ux+])
+J; :ux+j x+]06xp< Zux-&-k ) 6"’“

6.8 Some specific conditions

Several policy conditions can be included in LTC insurance products. In this section we
only address duration-related conditions, i.e. policy conditions which either define the
coverage period or the benefit payment period following the claim, that is, the inception
of the LTC need.

6.8.1 Insured period

The insured period (or “coverage” period) is the time interval during which the insurance
cover operates, in the sense that a benefit is payable only if the claim time belongs to
this interval. In principle, the insured period begins at policy issue, and ends at policy
termination. In LTC policies, given the purpose of the benefits, it is reasonable to assume
a lifelong insured period. However some restrictions to the insured period may follow
from specific policy conditions.

6.8.2 Waiting, or elimination period

The waiting period (or “elimination” period) is the period following the policy issue dur-
ing which the insurance cover is not yet operating for sickness-related claims (loss of
autonomy due to an accident is generally covered without limitation, from the beginning
of the insured period). Different waiting periods can be applied according to the cate-
gory of sickness. The waiting period aims at limiting the effects of adverse selection, in
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particular because of pre-existing insured’s health conditions. It is worth noticing that,
although the term waiting period is widely adopted, this time interval is sometimes called
the “probationary” period (for instance in the US), while the term waiting period is used
synonymously with “deferred” period (see below).

In case there is a transition to state i before the end of the waiting period (of duration
w, say), the insurer may pay back the premium charged so far, i.e.

t
Cai (1) :/ Ta(s)ds forr <w
0

when nominal amounts are reimbursed. We note that c,;(#) constitutes a counter-insurance
benefit.

6.8.3 Deferred period

In many policies the benefit is not payable until the LTC need has lasted a certain minimum
period called the deferred period. This policy condition has a two-fold purpose:

e to reduce the cost and hence the premium of the LTC insurance product; premium
reduction can be particularly significant because of the high mortality immediately
following the loss of autonomys;

e to ascertain the permanent character of the disease which implies the LTC need
(provided that LTC benefits are only paid in the case of permanent disability, as
assumed in our model).

6.9 Premium formulas for some LTC insurance products

We will refer here to the following products:
1. the stand-alone LTC cover;
2. the enhanced pension, or life care annuity;
3. apackage of LTC and lifetime-related benefits;
4. the whole-life insurance with LTC acceleration benefit;

5. an LTC package combining a whole life insurance product comprising a surrender
option in case of loss of autonomy, offsetting the financial impact of the deferred
period of the LTC annuity.

Formulae for the single premiums of the above products are provided hereafter.

We note that products 2 to 5 constitute special types of insurance packages, or “com-
bined products”. From the insurer’s perspective, a combined product may be profitable
even if one of its components is not profitable. In addition, a combined product may be
less risky if it includes some internal hedging mechanism. We refer the reader e.g. to
Pitacco (2016) for several examples.
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6.9.1 Stand-alone LTC cover

The benefit consists in a time-continuous annuity, continuously paid at constant rate b;,
while the insured is in state i. In the case of no time restriction (that is, in the base case),
the single premium is given by:

H b 7a1

Notice that IT can be alternatively rewritten as

1= b/ tp;d“)?ﬂ O t) x+10dt

which makes explicit the time ¢ of entry in the LTC state. This second formula is useful
when policy conditions state some duration-related restrictions, as shown next.

In case policy conditions specify a waiting (or elimination) period w, the single pre-
mium becomes

I1=p; / tpx ,UX_H (O,I)ﬁjri_,'_t;odt.

In case policy conditions specify a deferred period d, we get

Oy .. T
II= bi/o DY M aPrrroV(0, +d)ay g dt.

Finally, in case policy conditions specify both a waiting period w and a deferred period d,
the single premium is given by

Oy .. L
=t [ pushaplov(Out + ) s
w

If transition intensities are piecewise constant, then the single premium of a stand-
alone LTC cover can be computed as follows:

0 = ba'

Wy t A .
= bi/ exp (—6t—/ u;‘:rsds) W @y odt
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) exp(— 8- pt)
R e
The values of IT are displayed as a function of age x at policy issue in Figure 6.5 with
b; = 12,000 (i.e. a monthly payment of 1,000). We can see there that the amount of the
single premium increases rapidly until age 80, where it stabilizes due to effect of high
mortality (as this product does not comprise any benefit in case of death).
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Let us now introduce a waiting period and a deferred period. In case of a waiting
period of one year (i.e. w = 1), the premium becomes

@y t . ..
= b [ep (o [t il o0
1 0 ’

Q1 il I—exp(—0—u2)
= b ), WAy oexp (— Zﬂﬁik—ﬁ) —
j=1 k=0

O+ Iyt

Including a deferred period d < 1, we get

I,
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The diminishing effect of the inclusion of a waiting period and of a deferred period
in policy conditions is illustrated in Figure 6.6. Whereas the waiting period moderately
decreases the amount of the single premium (the reduction getting nevertheless larger as
the age at policy issue increases), the deferred period greatly reduces the single premium
because of the high mortality just after the loss of autonomy. The impact of varying the
deferred period is illustrated on Figure 6.7. We can see there that the higher the deferred

period, the lower the single premium, as expected.

6.9.2 Enhanced pension, or life care annuity

Enhanced pensions, or life care annuities, are life annuity products in which the LTC
benefit is defined in terms of an uplift with respect to the basic pension. Benefits are then
defined as follows. The life annuity, that is, the basic pension, is payable continuously
at rate b, in state a. The LTC annuity is payable at rate b; in state i, with b; > b,. The
integration of life annuity and LTC cover into a single product is expected to broaden the
population that can be insured, as those individuals with high risk on one component of
the package are generally better risks on the other one (see, e.g., Brown and Warshawsky,
2013).
The single premium is then given by

I = bad®+ba
b + (b — by)a™

where b; — b, is the uplift amount, and

—a __ —aa , —=ai
a,=a, +a,
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Figure 6.5: Single premium I, as a function of age x at policy issue of a stand-alone LTC
cover with b; = 12,000 without limitations.
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Figure 6.6: Impact of the waiting period w = 1 and of the deferred period d = 0.5 on the
single premium I, of a stand-alone LTC cover, as a function of age x at policy issue with
b; = 12,000.
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Figure 6.7: Impact of increasing the deferred period d from 3 to 9 months on the single
premium IT, of a stand-alone LTC cover, as a function of age x at policy issue with b; =
12,000.

is the price of a regular life annuity sold to an autonomous individual. If b; = b,, the
product comes down to a usual life annuity sold to an autonomous individual. Henceforth,
we set b; = 2b,.

The single premiums of the enhanced pension are displayed in Figure 6.8 as a function
of age at policy issue for b, = 12,000. Clearly, IT, now decreases with age at policy issue.
Notice that in this graph, ages at entry up to 85 are considered. If x is greater than 75, an
old-age pension (i.e. not a standard one) is involved in the considered package.

6.9.3 Package of LTC and lifetime-related benefits

An insurance package can include LTC benefits combined with various lifetime-related
benefits, i.e. benefits only depending on insured’s survival and death. We consider the
package in which the following benefits are included:

e a deferred life annuity payable at constant rate b,, paid while the insured is in state
a (the deferment period is denoted as n);

e a LTC annuity payable at a rate b; paid while the insured is in state i;

e death benefits of amount

Cad = Cid = (4.
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Figure 6.8: Single premium I1, of an enhanced pension as a function of age x at policy
issue, with b; = 2b, = 24,000.

The single premium is then given by

I1 = byv(0,n),p2a, + bia® 4 caAy

where ]
—aa—d | —aji—d

A=AV LAY

is the price of a whole life insurance sold to an individual in autonomy and
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According to an alternative definition, the death benefits c,q and cjq are given by the dif-
ference (if positive) between a stated amount ¢ and the amount totally paid as deferred life
annuity and/or LTC annuity.

6.9.4 Whole-life insurance with LTC acceleration benefit

LTC benefits can be added as a rider to a whole-life insurance policy. In particular, the
LTC annuity benefit can (totally or partially) be financed by “accelerating” the payment
of (part of) the death benefit. Specifically, let c,q be the amount of death benefit for a
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Figure 6.9: Single premium of the whole-life insurance cover with LTC acceleration ben-
efit, as a function of age x at policy issue, for b; = 12,000 and ¢; = ¢, = c.

policyholder in state a. The LTC annuity is payable continuously at rate ;. The amount
of death benefit for an insured in state i dying after having spent a duration z in state i is
given by

cid(t,z) = max{caq — biz,0} = (cad — biz) +-

In case only the death benefit (or part of the death benefit) is converted into an LTC
annuity, the single premium is given by:

= o A5 i P i ad/bi b pi i 0.1+ 2dz ) dr
= Cadfy lax;cad/bﬂJr b tPx Mty 0 (Cad = biz) 2Pyt 10M 142:2V(0, 1 +2)dz | dr.

In case the LTC annuity is paid until death, with the death benefit decreased accordingly
until possible exhaustion, the single premium is given by:

—aa—d —ai P e, ai cad/bi ii id
= CadAy + biax + 0 tPx Mytt 0 (Cad - biZ)pr+t;0:ux+t+z;zV(07t +Z)dZ dr.

Of course, the second arrangement yields a single premium greater than the first one.

Figure 6.9 displays the single premium of this second arrangement. We can see there
that the premium increases with age x at policy issue, this increase being steeper for higher
amount of death benefit.



102 Chapter 6. Insurance approach

6.9.5 LTC package with a whole-life insurance offsetting the deferred
period

This package consists of a whole-life insurance coverage together with a LTC annuity
with monthly payment m, subject to a deferred period. The length of the deferred period
depends on policyholder’s age x at policy issue; henceforth, we denote it as d,. The single
premium of the package is m X dy, where the policyholder selects the desired value of m
and the insurer’s tariff gives d, corresponding to policyholder’s age x. This is also the
amount of benefit comprised in the whole-life insurance cover, which authorizes surrender
at entry in the LTC state and thus offsets the financial impact of the deferred period.

Prospects are told that they get their premium m X d, back in any case, either at death,
at loss of autonomy, or at surrender in state a (but the LTC cover is then automatically
cancelled). In case of entry in the LTC state, policyholders can use this amount as benefits
during the deferred period (as m x dy is precisely the amount needed for the dy months
during which no LTC benefits are paid). Thus, it seems that the LTC cover comes for
free, which is particularly attractive from the policyholder’s point of view. Let us stress
that all benefits are specified in absolute terms (and are not re-evaluated to compensate for
inflation) and that the product is sold at relatively young ages (before retirement, in any
case).

The product is sold as a combination of a life insurance contract and a LTC cover.
Depending on the country, these two products may fall under different lines of business and
must then be managed separately. Both products are assumed to have the same technical
interest rate J.

For the whole life insurance cover, the single premium I1,; is also the amount of benefit
paid in case of death in autonomy, in case of loss of autonomy, or in case of surrender in
autonomy. The policyholder is allowed to surrender at any time (but this automatically
cancels the loss of autonomy cover if the policyholder is in state a). The optimal behavior
thus consists in surrendering the whole-life insurance contract at entry in state i so that the
surrender value can be used as LTC benefits during the deferred period of length d,.

According to the policy conditions, the insurer charges expenses proportional to the
reserve at rate 6 on the whole life insurance product. These expenses serve as premiums
for the LTC cover (the whole package thus requires a sufficiently high interest rate to
be effective). This results in a zero interest rate for the whole-life insurance contract, as
deduced from Thiele equation: the calculations can be carried out for the life insurance
component as if the technical interest rate was set to zero. For the whole-life insurance
component, if the state s denotes surrender (so that we implicitly work here with a 4th
state), the equivalence equation

wx a9 a1 aqQ P
Mo = [ P+ adr
= Iy

is obviously valid whatever I1y,;. Here, we take Ily = mdy which is the full price of the
package. The LTC component is then paid by the expenses charged on the whole-life
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insurance cover, that is,
(1) = dmdy.

This is because the reserve Vi, of the whole-life insurance contract is just the expected
present value of future benefits (because the contract stipulates a single premium, see the
next section for the formal definition of the reserve), i.e.

Wx—1 .
Vo) = [ B ) Thds
[Ty

= mdy.

For the loss of autonomy component, as premiums are paid continuously in state a at
rate Omdy, the length of the deferred period is the unique solution of

Jix p¥exp(—8t)Smddt

Wy . .. ..
— 12m/0 1Y W 1a/12Px 10 €XP (= 8 (1 +d/12)) 4 4 10sa1241 (6.9.1)

The uniqueness of the solution of (6.9.1) results from the following argument. The left-
hand side of the equivalence relation (6.9.1) increases linearly in d, starting from the ori-
gin. The right-hand side decreases in d, starting from the strictly positive value 12ma®.
Therefore, by continuity, there must be a unique value fulfilling the equivalence constraint
(6.9.1). Notice that m cancels on both sides of (6.9.1) so that there is a unique value of d
for each age x at policy issue.

Assume that the policyholder aged 65 has selected the desired value of m = 1,000.
We then have to find the unique value of d solving the equivalence relation (6.9.1). The
left-hand side of the equivalence relation (6.9.1) increases linearly in d, starting from the
origin, as shown in the top panel of Figure 6.10. The right-hand side decreases in d,
starting from a strictly positive value, as shown in the bottom panel of Figure 6.10. The
unique value of d fulfilling the equivalence constraint (6.9.1) is shown graphically on
Figure 6.11. This results in dgs = 58 months for a yearly interest rate of 3% and dgs = 33
months for a yearly interest rate of 5%. In order to be conservative, dgs is chosen as the
first integer for which the function is negative. As expected, dgs decreases with the interest
rate, because a higher interest rate means a higher premium and a higher discounting for
the LTC component.

6.10 Reserves

6.10.1 Principle

LTC contracts are generally lifelong with a level premium fixed at contract initiation so
that the annual paid amount does not vary during the contract. This constant premium or
level premium depends on the underwriting age x.
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Figure 6.10: Left-hand side of the equivalence relation (6.9.1) in the top panel, right-hand
side of the equivalence relation (6.9.1) in the bottom panel, age x = 65 at policy issue for
a yearly interest rate of 3% or 5%.
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Figure 6.11: Graphical search for dgs for a yearly interest rate of 3% or 5%.

As it can be seen on Figure 6.12, the annual risk premium (i.e. annual expected claim
amount for an active individual) is an increasing function of age except at very advanced
ages. Therefore surpluses are constituted in the first part of the contract as level premiums
exceed annual risk premiums. This surplus is called reserve and is kept aside to meet
future needs.

In the case a single premium is paid at policy issue, a reserve must immediately be kept
aside, and then “used” throughout the whole policy duration to meet the insurer’s expected
costs.

By status the insurer should have available a reserve at any time. It is defined prospec-
tively as the actuarial value of future benefits less the actuarial value of future premiums
(and, in the case of a single premium, is simply defined as the actuarial value of future
benefits). Therefore, it depends on the state occupied by the policyholder at the date of
calculation. In LTC insurance, we distinguish a reserve in state a at time 7, henceforth de-
noted as V2, and a reserve in state i at time 7, with autonomy lost at time 7 — z, henceforth
denoted as Vti;z. Of course, there is no need to define a reserve in state d as policyholder’s
death automatically terminates the contract.

The equivalence principle states that, at policy issue the expected present value IT of
the premiums paid by the policyholder matches the expected present value B of the benefits
comprised in the contract, i.e. V{} = 0. This equivalence does no more hold in the course
of the contract. The reserve is the amount needed to restore financial equilibrium at any
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Figure 6.12: Annual risk premium by age, stand-alone LTC cover, and level premium 7,
for a policyholder aged 65 at policy issue.

time ¢ > 0. Specifically, let
W —t
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be the expected present value of the future premiums paid by an individual in state a at
time 7. Similarly, let
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be the expected present value of the future benefits for an individual in state a at time ¢.
Clearly, the quantities IT and B entering the equivalence principle are

1 =11,(0) and B = B,(0).
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In case the waiting period w for LTC claims is not exhausted yet at reserve calculation,
the second integral in B,(¢) does not start from 0 but from w — ¢ (the remaining part of the
initial waiting period w specified in policy conditions). The deferred period is accounted
for by appropriately defining the rate of benefit b;(r + s + z,z), setting it to 0 as long as
z<d.

The reserve in state a is then defined as

Vi =By(1) —Ia(1)

and represents the share of future benefits not covered by future premiums (so that the
insurer must have accumulated this amount from past premiums). Adding the reserve to
the expected present value of future benefits, the product is in financial equilibrium as

Ha([) +Vla :Ba(t)

holds for all # > 0.

Let us now consider a policyholder in state i at time #, who entered the LTC state at
time ¢ — z. We assume that # — z > w so that the LTC claim is not excluded because of the
waiting period. If t — z < w then the contract usually terminates and the insurer sometimes
pays the total premiums paid so far, i.e. c,; accumulates all the premiums paid in state a,
until the transition to state i during the waiting period. For t — z > w, the reserve is given
by _

Vi = Bi(t:2) ~ T (1:2)

where ot
Hi(t;z) = / ' A‘picith;zﬂi([+57Z+S)v(tat+s)ds
0

and
Wx—t
Bl = [ izt +)ds
0
Wy —t .. id
—|—/0 V(t, 4 8)s Py st gosCid (T 48,2+ 5)ds.

In case policy conditions specify a deferred period d, the latter formula for B;(z;z) is

valid as long as z > d. For z < d, the policyholder must first spend an extra time d — z in

the LTC state before benefits start to be paid. The first integral appearing in B;(;z) then
becomes

.. o—d
d—zp;cl+t;z/0 Sp,l\f1+t+dfz;dbi(t +d —Z-l—S,d-i—S)V(l,t +d —Z-i-S)dS.

6.10.2 Reserve formulas for some LTC insurance products

In this section, we assume that the premium is paid continuously, at constant rate 7,, as
long as the policyholder stays in state a.
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Figure 6.13: Evolution of the reserve V;? for the stand-alone LTC cover, as a function of
time ¢ for a policyholder aged 65 at policy issue with b; = 12,000.

Stand-alone LTC cover

The reserve at time ¢ for an autonomous individual is equal to
a__ p —ai _ . —aa
Vt =b iyt ﬂaaxﬂ

whereas the reserve for an individual in the LTC state at that time, who lost autonomy at
time ¢ — z, is equal to . )
thz = bia;clth;z'

The reserve for an autonomous individual V;?* is represented on Figure 6.13 as a func-
tion of ¢, for an initial age x = 65. The amount of reserve increases until the age of 100,
before falling to O due to the high mortality risk.

Let us now examine the reserve V,i;Z in the LTC state, as a function of z. Figure 6.14
displays the curve z — st;z for a policyholder aged 65 at policy issue (so that the age at
reserve calculation is 80). We see that z — st;z first increases until the end of the first
year spent in LTC (i.e. for z < 1) and then decreases. This results from the high mortality
during the year following the entry in LTC state.

Enhanced pension

The reserve at time ¢ for an autonomous individual is equal to

a__ 3, —aa —ai .. —aa
Vz _baax+t+blax+t n-aaert
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Figure 6.14: Evolution of the reserve V1 5., for the stand-alone LTC cover, as a function of
the time z spent in the LTC state for a policyholder aged 65 at policy issue.

Considering an individual who is in the LTC state at time ¢, who entered that state at time
t — z, the reserve is given by A )
1 —I11
Vt;z = biax+t;z'

Package of LTC and lifetime-related benefits

When ¢ < n, the reserve at time ¢ for an autonomous individual is equal to

a aa —aa —ai —Taa—d | —Sai—d g%
Vit = bav(t,n)n— P30, + bidyy, +ca (Ax+t TA ) T Tl

The reserve for an individual in LTC state is equal to

—iji—d
=bia ax+t ot CdAx-H z°

6.11 Conclusion

In this chapter, we have explained how premiums and reserves for LTC insurance con-
tracts can be computed. The equivalence principle inherited from life insurance remains
at the heart of LTC insurance pricing. It has been applied here in a 3-state, Semi-Markov
framework. Analytical expressions have been obtained for the premiums and reserves of
different LTC products, including combined products. The impact of specific contract
conditions on premiums and reserves has been quantified. For more details, we refer the
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interested reader e.g. to Dickson et al. (2013), Haberman and Pitacco (1998) or Pitacco
(2014); French-speaking readers may find convenient to refer to Denuit and Robert (2007).

Only annuity-type payouts have been considered here (a predetermined benefit level
is assumed to be payable periodically to eligible individuals). This kind of product is
typically sold in the EU. In some other countries, insurers sometimes reimburse the cost
of assistance required because of the loss of autonomy rather than paying a predetermined
monthly benefit. The 3-state model worked out in this chapter remains useful to forecast
the likely start of payments and their duration but an additional model for claim severities
is needed for pricing and reserving. In that respect, future trends in claim costs must be
taken into account. Because medical inflation is typically hard to forecast, the management
of such LTC insurance products becomes even more difficult.

This chapter goes beyond the basic LTC cover. We studied in particular the Belgian
KBC product, which is very innovative in terms of pricing and risk management and could
be considered as an inspiring example. The KBC package consists of a whole-life insur-
ance coverage together with a LTC annuity with monthly payment m, subject to a deferred
period. The length of the deferred period depends on policyholder’s age x at policy issue.
The product is sold as a combination of a life insurance contract and a LTC cover. De-
pending on the country, these two products may fall under different lines of business and
must then be managed separately.

In this chapter, we have assumed that actual interest rates, morbidity and mortality
rates remain equal to their assumed values entering actuarial formulas. In practice, these
assumptions may be violated, sometimes to a large extent, and should be revised periodi-
cally in a dynamic perspective. We refer the reader to the indexing mechanism of Chapter
2 for contributions on this topic.

Very few studies investigated time trends in transition rates for multistate actuarial
models. Renshaw and Haberman (2000) identified time trends using separate Poisson
GLM regression models for each transition. Christiansen et al. (2012) and Levantesi and
Menzietti (2012) allowed for possible correlations by means of a multivariate versions of
mortality projection models (Lee-Carter and Cairns-Blake-Dowd models). Chapters 3 and
4 also both provide stochastic modelizations of morbidity trends with an age and time
component.

The next chapter proposes an innovative P2P risk-sharing mechanism, enabling to mu-
tualize longevity and morbidity risks.
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Chapter 7

Collaborative approach or P2P

The present chapter is based on the following paper:

- Hieber, P., Lucas, N. (2020). Life-care tontines (No. 2020026). UC Louvain, In-
stitute of Statistics, Biostatistics and Actuarial Sciences (ISBA). Submitted to Astin
Bulletin on September 9, 2020.

7.1 Introduction

As we showed in the previous chapter, estimating the risks of a classical LTC cover or
a life-care annuity is a challenging task for the insurance provider, resulting typically in
high risk and administration charges. This might explain why the volume of the private
market for LTC insurance is still relatively small. Indeed, when looking at the written gross
premiums for long-term care insurance (LTCI), it is clear that the private LTC insurance
market is limited in most OECD countries, although the need for a market is clearly strong
(OECD (2020)).

In this chapter, we build on the advantage of pooling mortality and morbidity risk and
we focus on mutual insurance, i.e. the risks are not taken by an insurance provider but
shared within a pool of individuals. This significantly reduces charges but also leaves the
risks to the pool members. A mutual insurance product would not guarantee a precise
level of retirement income. On top of the investment returns from funded assets, sur-
vivors receive a higher payout funded by the “mortality credits” of deceased members.
Classical mutual mortality risk pooling schemes are tontines (see, e.g., Sabin (2010), For-
man & Sabin (2015), Milevsky & Salisbury (2015), Forman & Sabin (2016), Fullmer &
Sabin (2018), Li & Rothschild (2019), Chen, Hieber & Rach (2020)) and pooled annu-
ities (see, e.g., Piggott et al. (2005), Valdez et al. (2006), Stamos (2008), Qiao & Sherris
(2013), Donnelly, Guillén & Nielsen (2013), Donnelly, Guillén & Nielsen (2014)). In-
stead of purely investing in a mutual insurance scheme, it might make sense to combine
traditional retirement products and mutual insurance (see, e.g., Weinert & Griindl (2017),
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Chen, Hieber & Klein (2019), Chen, Rach & Sehner (2020)). We introduce a “life-care
tontine”, which in addition to retirement income targets the needs of LTC coverage for an
ageing population. The risk groups of a life-care tontine are not fixed but dynamic: people
moving to dependency are assigned higher death probabilities, allowing them to get a big-
ger share in future mortality credits redistributed among the survivors of the tontine pool.
To make the product attractive for subscribers with different risk, we suggest a fairness
condition that ensures that the payments are actuarially fair in each payment period (see
also Donnelly, Guillén & Nielsen (2013), Donnelly, Guillén & Nielsen (2014)). In other
words, the life-care tontine stays fully funded at all times with each individual investment
balance reflecting actual market values. We also allow to pool individuals from different
age cohorts (see also Donnelly, Guillén & Nielsen (2014), Milevsky & Salisbury (2016),
Denuit (2019)).

Such a product design has many advantages. (1) Compared to a life-care annuity, a
life-care tontine has significantly lower solvency capital requirement (see also Shao et al.
(2015), Chen, Hieber & Klein (2019)), inducing lower costs. (2) Compared to a classical
tontine or pooled annuity, a life-care tontine is also attractive for people in poor health,
reducing adverse selection costs. Further, according to Valdez et al. (2006), mutual in-
surance like a pooled annuity fund shows lower adverse selection relative to standard life
annuities. (3) Being actuarially fair in each payment period, the life-care tontine avoids the
disadvantage of a closed tontine pool (see, for example, the discussion in Chen, Hieber &
Klein (2019)). The design allows to keep the pool size at a constant high level, replacing
deceased individuals by new members. The sharing within the tontine pool is carried out
by the concept of mortality and morbidity credits. (4) Pooling heterogeneous risks, i.e.
different age-cohorts or active/dependent states, allows to increase tontine pool sizes and
thus to reduce the overall risk. In our tontine scheme, individuals might change their risk
classification, i.e. by moving from an “active” to a “dependent” state.

In Section 7.2, we introduce a 2-state alive/dead framework through a fair tontine
scheme allowing members to freely join the pool. This framework enables to pool het-
erogeneous cohorts, like in Donnelly, Guillén & Nielsen (2014), Milevsky & Salisbury
(2016) and Denuit (2019). Section 7.3 extends this to a 3-state framework, with a depen-
dent state getting a specific (higher) payoff. The classical life-care annuity is compared
with our life-care tontine. The fairness of the product is demonstrated and the payoffs
are smoothed over time to fit the actual needs. Section 7.4 conclude and make additional
remarks.

7.2 2-state framework

In a first step, we consider a 2-state framework where individuals have two possible
states “alive” or “dead”. Let us introduce the set of all individuals at initiation by .2 =
{1,2,...,n}. Time is discretized in periods = 0,1,2,.... Assume that individual j € %,
aged x; with a remaining lifetime 7}, contributes a single premium c;(0) at time 0. In this
article, we focus on mortality risk. Financial assets are invested in risk-free zero coupons
and v(s,7) is the discount factor from s to ¢. The maximal age is denoted by ®. For now,
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the remaining lifetimes 7}, j € %, are assumed to be independent.

7.2.1 Tontine payoff

The n individuals form a tontine pool. Given the total initial premium payment, they decide
on a withdrawal plan for the pool, that is for # = 0,1,2,..., they (together) withdraw the
amount W;(r) in a way that the premium equivalence

n n U)—Xj
Y ci0) =Y Y v0,0)W;) (7.2.1)
j=1 j=1 =1
——
total contributions discounted benefits individual j

holds. The account value left according to the agreed decumulation plan for individual
j at time t = 0,1,2... is denoted c¢;(r). Equation (7.2.1) shows the main property of a
tontine: the sum of all payoffs to the pool is deterministic, leaving no risk for the insurance
provider. The payoff to a single individual W;(r), however, is random and may depend on
the mortality experience in the pool. In the remainder of this section, we will demonstrate
that (7.2.1) holds also at later points in time, that is the tontine scheme is fully funded at
all times and satisfies:

n n O—x;
Z ci(ty = Z Z v(t,s)W;(s) (7.2.2)
j=1 j=1 s=t+1
[ —
total account values discounted future benefits individual j

We proceed by iteration to obtain .%; = {j € % |T; > t}, the subset of participants
still alive at time #. Let us define &, = {j € % |t — 1 <T; <t} = % — .2, the subset
of participants dying in (t — 1,7]. We denote by ;py; = E[17,,] = E[1 je »] the probability
for individual j to survive ¢ years and set 1qx; = 1—; Px;- For annual survival and death
probabilities, we abbreviate Px;j i=1Dx; and dx; = 19x;- Fort=1,2,...,® —x;, we obtain
1jcg ~Ber(;px;) and Ljcg, [{j € L1} ~ Ber(qy;+-1). Note that our assumption of a
maximal age @ implies that individuals never reach age w + 1, that is g, = 1.

Let us now look at an individual j € .Z_; and a single time period (# — 1,¢]. During
the time period (7 — 1,7], the individual j’s account value accrues to an amount of v(t —
1,t)cj(t —1). In case of death in (r — 1,7], this account value is lost and distributed to
the pool of individuals. Otherwise, the individual receives a payment at time z. This
payment is decomposed into a fixed withdrawal s;(¢) and mortality credits from deceased
pool members. Each individual’s account value is iteratively determined via

o ov(t=1t)ci(t—1)=s;(t), jeEZL
cj(t) = { 0, otherwise (7.2.3)

in a way that the account value is depleted at the maximal age , that is c;(® —x;) = 0.
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With this, we can solve (7.2.3) to get, for individual j € .} at time ¢:

O—x;

cj(ty="Y v(t,u)s;(u). (7.2.4)

u=t+1

To define the variable part of the payoff (the mortality credits), formally, denote as

Xj(t):==1jeq, v(t—1,0)"e;(t—1)

the random variable that is O in the case where the individual is alive at time # and equal to
the accrued account value v(t — 1,¢)~!c;(# — 1) in case of death in (t — 1,¢]. At each time
t=1,2,..., we have to distribute the pool’s total mortality credit

xt)= ¥ x00= Y vt —1,0)""ej(t—1)

J€EL 1 €D

among the individuals j € .Z_; according to some predefined rule. In what follows
B;(X (1)) relates to a fair distribution rule. Its properties are defined later in this section.

The annual payoff to individual j is denoted by W;() (see above). At time 7 and for an
individual j € .Z_1, it is given by:

B

T (7.2.5)
Bi(X(t)), if j €

decomposed of
— sj(t): individual, fixed withdrawal amount,
— Bj(X(t)): collective part of the benefits, i.e. the mortality credits.

Note that the fixed withdrawal amount s;(¢) is received only if the individual survives until
time 7. The individual always receives the mortality credit 3;(X (¢)) — either to increase the
fixed payoff (if j € .£4) or as a death benefit (if j € Z;). With (7.2.1), (7.2.4) and (7.2.5),
it is possible to show that the scheme remains fully funded, i.e. the sum of individual
account values at each time ¢ is equal to the sum of discounted future benefits, see (7.2.2).
In Definition 7.2.1, we define properties of a fair distribution rule ;(X(r)), see also, for
example, Denuit (2019). At the end of this section, we demonstrate how these properties
lead to an actuarially fair tontine product.

Definition 7.2.1 (Fair distribution rule: mortality credits). If the share distributed to indi-
vidual j € % _; is denoted by B;(X(t)), a fair distribution rule has to satisfy the following
properties:

e Self-sufficiency property: Y jc & B;j(X (1)) = X(¢).

e Positivity property: f8;(X(¢)) > 0.
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e Fairness property:

EilBiX0)] = Ealljeg] vi-107'¢qt=1), (726

~~

probability to die in (t—1,/] ~ amount at risk at time
where E, := E[- |.%] is an expectation conditional on the information .%; := ¢(.%}).

In the 2-state framework, we have that E,_{[1cq,| = gx;+t—1, the probability that an
individual is going to die in the time interval (z — 1,¢]. Fairness implies that on average
he receives the same payoff whether he joins the tontine pool or not. In the first case, he
receives (X (¢)), in the latter case X;(r), resulting in the fairness condition E,_ [X;(r) ]| =
E,_1[Bj(X(t))], see (7.2.6). Thus, to be fair, on average, any individual j € .%_; receives
the amount (7.2.6), which is on average proportional to both the death probability and the
account value. Three examples of a fair distribution rule are presented in Examples 7.2.1—
7.2.3, see also, e.g., Denuit & Robert (2020).

Example 7.2.1 (Conditional mean risk sharing rule). At time ¢, each individual j € %
receives the mortality credit (respectively death benefit):

BI(X(8) = B 1 [X;(1)| X (1)) (7.2.7)
(see, e.g., Denuit & Dhaene (2012), Denuit (2019))

Example 7.2.2 (Linear risk sharing rule). At time z, each individual j € %} receives the
mortality credit (respectively death benefit):

)
Z.f€$_1 qxj'thfl 'Cj(t — 1)

Bi(X()) X(1). (7.2.8)

(see, e.g., Donnelly, Guillén & Nielsen (2013), Donnelly, Guillén & Nielsen (2014) and
Schumacher (2018))

Example 7.2.3 (Linear regression rule). At time ¢, each individual j € .%_; receives the
mortality credit (respectively death benefit):

Cov,_1[X;(1),X(1)]

Bi(X(2)) =Ei_1[X;(t)] + Var, 1 [X(1)]

XO-EL[XO)). (729

For a motivation and comparison between the 3 distribution rules, we refer the interested
reader to Denuit & Robert (2020).

The withdrawal plan (7.2.5) needs to be defined, i.e. one needs to know how to dis-
tribute the fixed withdrawals s;(¢) over time. The only requirements we have are the
premium equivalence (7.2.1) and the fairness of the distribution rule in Definition 7.2.1.
Keeping this as general as possible, we assume that individual j pays the premium c;(0)
to receive an average payoff of b;(t), fort = 1,2,..., —x;. The individual might, for
example, ask for an (on average) constant payoff b;(tr) = b; = E,_1[W;(t)|j € Z] (see
also Remark 7.2.4 for a discussion on the choice of b;(t)).
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Remark 7.2.4 (Choice of b;(r) and adverse selection). Note that the individual payoffs
b;() allow for a lot of flexibility in the tontine designs as the payoff is specific to each
individual. If each individual may freely choose the average payoff b;(), one should pay
special care to adverse selection. For example depending on their personal health state,
people will be incited to ask for a different payoff. In order to avoid adverse selection, it
makes sense to choose b;(t) = b(t) equal for everybody in the pool.

There might be reasons to choose this payoff to be increasing with time due to a higher
liquidity need at old ages (see, e.g., Weinert & Griindl (2017)) or the fact that individuals
are risk-averse with respect to mortality risk (see, e.g., Milevsky & Salisbury (2015), Chen,
Hieber & Rach (2020)). An individual with logarithmic preferences optimally chooses a
constant payoff b;(t) = b(t).

To determine the fixed withdrawals over time, let us have a closer look at the expected
payoff of a survivor j € .%:

E1[Wi(t)|je L] =Ea[ljeg sj(t)+Ljeqg - Bi(X(1)]j€ 4]
=5;(t) +E—1[B;(X(2))]
=5;(t) + qeer—v(t — 1) et —1). (7.2.10)

Therefore, if survivors want to receive on average a payoff b;(r) at time ¢, ones needs to
set
$i(0) + qupe—1v(t = 1,0) et — 1) = by(r). (7.2.11)

As the maximal age is @, we can, for each individual j, iteratively solve the set of equations
(7.2.11) backwards in time to obtain:

bj(1)
I+gp-1°
sj(t) = bj(t) =411 Ejv(hu)sj(u) (7.2.12)

u=t+1

1+qx_/'+t71 ’

fort = w—x;

fort=0-x;—1,0—x;—-2,...,1

The big advantage of the decomposition into a fixed and a variable payoff by the backwards
iteration (7.2.12) is the fact that it depends on quantities related to individual j only and is
independent of the other individuals in the pool. For a constant average payoff b;(r) = b,
one typically obtains mortality credits that are increasing over time while the fixed payoff
5;(t) is decreasing over time (see the numerical example in Section 7.2.3).

7.2.2 Actuarial fairness

Equations (7.2.5) and (7.2.12), together with one of the sharing rules from Examples 7.2.1-
7.2.3, fully define the payoff of a tontine in a 2-state framework. The first advantage of this
scheme is that it allows to pool policyholders with different mortality risks, for example
from different age cohorts. The second advantage is that it is actuarially fair in each
period: at each time #, the expected discounted future payoffs to any individual j equal
this individual’s current account value ¢;(r), see Theorem 7.1.
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Theorem 7.1 (Actuarial fairness 2-state framework). The fairness condition (7.2.6) im-

plies that the current account value (7.2.3) is actuarially fair at each timet =0,1,..., @0 —
Xj, that is:
O—x;
cj(t) :Et[ Y v(r,k)wj(k)]. (7.2.13)
k=t+1

The conditional mean risk-sharing rule (7.2.7), the linear sharing rule (7.2.8) and the
linear regression rule (7.2.9) satisfy the fairness condition (7.2.6).

Proof: At time t = @ — x;j, individual j reaches the maximum possible age. The last year
of life the individual only receives death benefits, and with (7.2.4) we get c;(@w —x;) = 0.
It implies that c; (@ —x; — 1) =v(® —x; — 1,0 —x;)s; (0 — x;).

We prove (7.2.13) by backwards induction. Assume that (7.2.13) holds for ¢. Using (7.2.3),
(7.2.5) and (7.2.6), we find for an individual j € .4 that:

E,ll fjv(t— l,k)Wj(k)]
k=t

:Cj(lfl).

This shows that (7.2.13) also holds for s — 1.
Condition (7.2.6) is satisfied for the conditional mean risk-sharing rule as for each indi-
vidual j € % _1:

Bt [B(X(1))] = Er-a [t [X,(1) X (0)]
=B 1 [X;(0)] = g1 vt = 10) lej(e = 1),

as well as for the linear risk-sharing rule as:

qx'+tfl'cj(t71)
E,1|b;(X(t =E_ 2
1B (X ()] =E, [ T — TR
o xj+1—1 'Cj(t —1)
Yies  qujri—1-cj(t—1)

= Gxj+1—-1 'V(t_ 17t)_lcj(t_ 1)7

B [X(1)]
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and the linear regression rule:

Cov,—1[X;(1),X ()]
Var,,l[X(l)]

=E1[X;(0)] = qupe1 V(e = 1,0) " ej(e = 1).

E 1 [Bi(X(1)] =Ei1 | B [X(1)] + (X (1) —E—1[X(1)]

O

Theorem 7.1 demonstrates that our tontine scheme allows to share mortality risk between
heterogeneous individuals (i.e. individuals with different life expectancies), see also Don-
nelly, Guillén & Nielsen (2014), Milevsky & Salisbury (2015), Denuit (2019). The fact
that the scheme is fair at each time point ¢ gives a second advantage: the design allows
individuals to later join the tontine scheme at an actuarially fair price. By design, joining
the scheme does not affect the average benefits of the existing members. In contrast, in a
closed tontine scheme, the number of pool members is decreasing over time, leading to an
increase in risk at old ages (see, e.g., Chen, Hieber & Klein (2019)).

7.2.3 Numerical example 1

Let us illustrate our payoff in a numerical example, considering a pool of size n = 10000
where half of the pool has initial age 65 and half of the pool has initial age 85. For
illustrative purposes, we choose the interest rate as §; = 0 and an average payoff of b;(r) =
bj =1 for both cohorts. The data correspond to values in line with observations made on
the French LTC market. We apply the backward iteration (7.2.12) to obtain the fixed part
of the payoff s;(¢) and use (7.2.4) to get the account value c;(z) forr =1,2,...,0 —x;.
Figure 7.1 gives the total payoff W;(¢) and the fixed part of the payoff s;(¢) for an individual
from the 65-year cohort (left) and the 85-year cohort (right). For the payoff W;(¢), we plot
one random path. We observe that mortality credits are increasing over time and are higher
for the 85-year cohort. Based on 10 000 simulations, averages and the 95% confidence
interval are obtained on Figures 7.2 and 7.3. Figure 7.4 shows the individual account
value c;(t) for both cohorts. According to Theorem 7.1, this account value is equal to the
expected discounted value of future payoffs for individual j.
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Figure 7.1: Evolution of fixed withdrawal s5;(r) and total payoff W;() (one simulation
path), young (left) and old cohort (right). We use the conditional mean risk sharing rule

for this illustrative example.
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Figure 7.2: Young cohort: evolution of fixed withdrawal s;(r) and average total payoff
E[W;(t)] (10 000 simulation paths) with 95% CI, male (left) and female (right).
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Figure 7.3: Old cohort: evolution of fixed withdrawal s;(r) and average total payoff
E[W;(1)] (10 000 simulation paths) with 95% CI, male (left) and female (right).
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7.3 3-state framework

In a second step, we consider a 3-state semi-Markov model where any individual is either
active (a), dependent (i) or dead (d). Initially, each individual is assumed to be in state
active. In Section 7.3.1, we introduce additional notation for the 3-state model. We discuss
the payoff of a life-care annuity in Section 7.3.2 before introducing our life-care tontine
product in Section 7.3.3.

7.3.1 Additional notation

For an x;-year old individual, let us define:

1.4 Pﬁj’: the z-period sojourn probability in active state.

2. pfé;: the #-period transition probability from state a to i.

3.1 pjﬁj’?l = q)(fjl.) and ; pi”]l,;z = )(C?;Z: the annual death probabilities in state a and i, respec-

tively. It is semi-Markovian in the latter case, with z =0,1,2... the time already
spent in dependency.

The individual’s remaining lifetime 7} is decomposed into:
O] (i)
Ii=T,"+T;", (7.3.1)

(@)

where 7 is the time spent in autonomy and Tj(i) is the time spent in dependence or
disability. We have:

P(T{) =0) > 0. (7.3.2)

Let us define the number of individuals in the active and dependent state, respectively, at
a future time 7:

g ={je LT >1}, (7.3.3)
e ={j e LT <1,y >1,2=1-T\"}, (7.3.4)
S = U I = {je LT <01 > 1} = %)\ o (13.5)

Relating this to the notation above, this means that ;pi = E[1je ], ,pﬁj =E[ljc.z],

(a) _ (@) _ ji _
qxj+t71 - E[]IJ'E%U”{:*] ]’ qxj-+tfl;z - E[]ljegtuj’r—lzz—l ]’ and pjclj-&-t—l;z—l - E[]IJ'E-’%U%—I;z—l]'
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7.3.2 Life-care annuity

In this section, we introduce life-care annuities and base ourselves on the works of, for
example, Murtaugh et al. (2001), Spillman et al. (2003), Rickayzen (2007), Brown &
Warshawsky (2013), Shao et al. (2015) and Chen et al. (2020). In contrast to the mutual
insurance scheme discussed in this article, in a life-care annuity, mortality and morbidity
risks are taken by an insurance provider. Each individual j pays the single premium c;(0)
to buy an annuity with a future payment stream of b;(r),r =1,2,...,0 —x;.

This annuity is supplemented with an LTC cover that provides an annual amount of
(atj—1)-bj(r) as long as people are dependent. ¢¢; > 1 is an individual-specific constant
reflecting an increased payoff in dependency. This additional LTC cover is an LTC an-
nuity where the risk is taken by the insurance company. Ignoring administration and risk
charges, the fair single premium c;(0) of the life-care annuity is given by:

O—x;

cj(0) =Y (pEv(0,1)0;-b;(1) +:pLv(0,1)b;(r)). (7.3.6)

t=1

7.3.3 Life-care tontine

Based on the tontine scheme introduced in Section 7.2, we presents a life-care tontine

that on average provides the same payout as the life-care annuity from the previous Sec-

tion 7.3.2. In a life-care tontine, payments are adapted according to the autonomy/dependence
of an individual. We define by c§a> (¢) and cﬁ-l) (t;z) the current account values of an active
and dependent individual, respectively. Assuming that, at time 0, every individual is au-
tonomous, we set cg-a) (0) =¢;j(0). The main idea is that individuals moving into the depen-
dent state have a higher death probability than people staying in active state. If mortality
credits in a tontine scheme account for this increase, the payments in dependency naturally
increase. To define payments in a life-care tontine for an individual j € .41, we mod-
ify the fairness condition (7.2.6) to distinguish between active (j € <7 _1) and dependent

individuals (j € .%_1.;), with z the time spent in dependency (in years):

B [B(X())|j € ] = gy (=107 = 1), (73.7)
E[Bi(X(0) € Fird = a0, 1ovie—1,07" V(- 132), (7.3.8)

where, from now on, E, := E[-| %] is an expectation conditional on the information
T = o(A, I0, Iy, Fy—1). With this design, we apply Definition 7.2.1 to the

3-state framework. The increased death probability in dependency (qii_) 1 qij)ﬂfl)

increases the share of mortality credits and thus the overall payoff as soon as an individual
moves from the active to the dependent state.
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Again, the cash-flows satisfy the premium equivalence (7.2.1). In a tontine, the payoff to
the pool (left hand side of (7.2.1)) is fixed, leaving the insurance provider with no mortality
nor morbidity risk. The payoffs to the pool members W;(¢) are random and depend on the
mortality and morbidity in the pool.

Adjusting mortality credits to dependency

Mortality credits are now distributed according to the individual’s state (active, depen-
dent, dead) using the fairness condition (7.3.7) and (7.3.8). We aim for an average payoff
;(T@)-b;(¢) in dependency, where in this chapter o;(T(?)) is a constant that depends
on the time spent in the active state. In our notation, this means that:

E[W;(1)|j € 4] =b;(1), (1.3.9)
EW;(1)|j € 7, gw]=0;(T9)-bj(t), t>T, (7.3.10)

To achieve the desired average payoff (7.3.9) and (7.3.10) in the active and dependent
state, respectively, we — as in Section 7.2 — decompose the payoff in a fixed and a variable
part. The fixed part of individual j in the active and dependent state is denoted by sE-“) (1)
(0

and s’ (#;z), respectively. The pool observes time-t withdrawals W;(t). For an individual
JEZL 1
SO0+ B(X(@W), it je o
Wir) = s () (X)), ife S (7.3.11)
Bi(X(1)) , if j€ 2,

(a)
j
JeEAL 1t < T<“>,z > 1) evolves as in the 2-state framework, see (7.2.3):

Starting with an initial account value of ¢’ (0) = ¢;(0), the account for an active individual

—
—

wr—1,07 0 —1)—s'0), jedandt <T@

~

—
o~

i’ =9 vir—1,0"1cr-1)=s1:0), je Foandr =T@ (7.3.12)

~

0, otherwise

The state-dependent constant Ocj(T(“)) is chosen in a way that the product is actuarially
fair, that is, at the time 7@ that an individual moves into dependency, the account value
does not change:
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cg'i)(T(a);O) + (Otj(T<a>) - l)bj(T(a))

(O—X_/'
:ET(a)l Y (T Wik) | € Ipwyg |+ (@ (TW) = 1)b(T)
k=T +1
(l)ij‘
=ET<a>[ Y (T 0wk je%@} = (). (7.3.13)
k=T 41

We choose the constants Otj(T(“)) such that (7.3.13) is satisfied. In dependency (t > T(9),
j € Z;_1), the account value evolves as follows:

) —1.(0) . (D) . ;
C§l>(t;z):{ v(t=11) e (t—1iz—1) =5,/ (t:2), JE%. (7.3.14)
0, otherwise

The way to determine the payoff decomposition is presented in Theorem 7.2. Fig-
ure 7.5 gives a sample path for an active male person with an average payoff of b;(r) =1
(left) and an individual that moves into dependency at time 7@ =15 (right) and Figure 7.6
shows the average payoff together with a 95% confidence interval based on 10000 simula-
tions. The first years after moving into dependency are typically accompanied by a strong
increase in mortality. In this case, the fixed part of the payoff even turns negative.

Theorem 7.2 (Choice of o, (T*), s;a) (1), s§i> (t;t —=T@)).
Consider an annual time gridt € N. An active individual (j € <7;) receives the fixed payoff
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(@)

s (t) determined via the backwards iteration:

J
bj(t) —
1+q§j),1 , Jort=m—x;
(a) _ 0—x;
spo (1) = bj(z)qufj%fl u:%]l v(ean)s\ () (7.3.15)

@ , forl1 <t<m-—x;

144y S

*j
A dependent individual that spent t — 7@ years in dependency (j € ..., (), receives for
time t > T\ the fixed payoff

st —TD) = a(T@) .5 (130 — @) (7.3.16)
0 @) = a;(7@) .5 (a) 6

where §§-i) (50— T(“>) is, fort > T(“), determined via the backwards iteration:

b.
IU)J# , for[ =0—x;
) (@) Ty 1yr@
1 w—x;
s (tt—=TY) = (D) / NG
Jj ( ) bj(r) qx-+z—1;/—T(“)—1u:);ﬂv(t’u)bj (usu—T'V)

! s forT<“>§t<a)ij

]
I xj+t—1;t—T(“)—l
(7.3.17)
The factor o j(T<“)) that increases payments in dependency is determined via:
O—x; (a)
L v(t,u)s; (u) +b;(t)
oy (T\) = =1 . (7.3.18)
J .
Y v(e) 3 (eu—T1) 4 b(1)
u=t+1 ’

Proof: The payoff E(ji) (t;t — T@) for a dependent individual j € . receiving an aver-

age payoff b;(r) at times r > T@ is obtained using the 2-state semi-Markov backwards
iteration system (7.3.15), see also the similar iteration in Section 7.2, Equation (7.2.12).
As we do not allow for additional payments in dependency, we want to choose « j(T<“)) in
(7.3.16) such that the present value of future payoffs does not change if a person moves to
dependency, i.e. (7.3.13) is satisfied. This implies, for an active individual j € A;_1:

ve— 1,07 - 1) —s\0), if je o

CE“)(I): cy)(t;O), ifje s
0, if j € %

_ vt =10 - 1)~ ), it je

0, if je 9
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As in Section 7.2 Equation (7.2.12), we can solve this system to obtain:

T

=Y vieu)s? (). (7.3.19)

u=t+1

The backward iteration (7.3.15) determines the fixed part of the payoff s§a> (¢) for an active
individual, see also the 2-state framework in Section 7.2, Equation (7.2.12).

Let us name Ey) (t;t — T') the reference amount, based on a predetermined o;(T(?))-
value of 1 and the corresponding fixed payments Ey) (51— T(“)). We have

S§i>(l;t — T(a)) = (xj(T(”>) §§Z) (l;t _ T(”))'

It is deduced that
W (rr —T@) = (1) - &0 (131 — 7).

We solve for ¢ in (7.3.13). If we use (7.3.13), that is if we assume that the present
value of future payoffs is unchanged if a person moves into dependency, we obtain

C()*Xj

(a)

a)(7(a Y v(t,u)st (u)+b(t

o (T9) = () +b;(1) u=r+1 (t,u)s;" () +b;(t)
’ - A(T@;0)+b;(r) O , .

c ( )+ J() ZIV(t’u)gy)(u;u—T(“))+bj(t)
u=t+1
O

T I I 7‘ ------- poomnt |— T
0 5 10 15 2 M - T

time in state active T®

Figure 7.7: Adjustment constant &;(T(?)) as a function of the time in the active state 7@
Gf 70 > 0).

Figure 7.7 presents the function & j(T(“)) in our data set. The data correspond to values in
line with observations made on the French LTC market. If o j(T(“)) = 1, this would mean
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that an individual in dependency would receive, on average, the same payoff as if he/she
were active.

We observe that o j(T(“)) takes values between 2 and 4 which implies a considerable
increase of benefits in dependency, that is a dependent individual may receive a 2-4 times
higher payoff than an active individual. The increase strongly depends on the time 7@
the person moves into dependency. If we want to fix the increase in dependency, say to
(T = @; as in the case of the life-care annuity in Section 7.3.2, we need to share
the corresponding loss / gain that appears if somebody moves into dependency, see the
following section.

A priori fixation of o;(T(@)

As a next step, we want to fix the payoff in dependency with a predetermined increase in
the dependent state to ;. In other words, we want to smooth & j(T(“)) from the previous
section (see Figure 7.7). Formally, denote as

Vi(r) = e (7 (0) = ¢ (150)) + (1 01)bs(0))

the morbidity credits for individual j. Morbidity credits are needed to adjust the benefits
of individuals that have moved to the dependent state in (¢ — 1,¢] and are still alive at time ¢
(that is an individual j € .%). They contain two parts: (1 — ;)b (t) increases the payoff
at the first payoff date after moving into dependency while (c§a> (1) — cy) (¢;0)) adjusts the
later payoffs. The morbidity credits are redistributed among the pool of individuals. Note
that they can be positive or negative, depending on whether the co; (T (a) )-value is higher or
lower than the “fair” increase determined in the previous section (see the values presented
in Figure 7.7). Ateach timet = 1,2,...,T, we have to distribute

JES 1

according to some predefined rule. We, similarly to the concept of mortality credits in the
previous section, introduce a function y;(Y (¢)) that redistributes the morbidity credits ¥ ()
within the pool, see Definition 7.3.1.

Definition 7.3.1 (Fair distribution rule: morbidity credits). If the share distributed to indi-
vidual j € Z;_; is denoted by ¥;(Y (r)), a fair distribution rule has to satisfy the following
properties:

e Self-sufficiency property: Yjc o 7;(Y(2)) =Y (1).
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e Fairness property:

Ealy(Y (1)) ]

E []ljef,;o]
—_—
probability to get dependent in (r — 1,7]

() =)+ (1 - 0y)by(1) -
required ca;)iFtaI at time ¢

(7.3.20)
S 4 S 4
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Figure 7.8: Evolution of fixed withdrawal st (¢) and sy) (t;t —T') and total payoff W;(t)

J

(one simulation path), x; = 65,7(@ = & — x; (left) and (%) = 15 (right).

Again, we can, for example, choose a conditional mean risk-sharing, linear sharing or
linear regression rule as a distribution rule ;(-). For an active individual, we can rewrite

(7.3.20) to obtain

Ealy(Y@)jesa] =pti (@) =) +50) s 0)).

(7.3.21)
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If the individual is dependent or dead already at time 7 — 1, we obtain E,_[y;(Y (¢))|j €
Fil =Elyj(Y(1))]j € Zi—1]) =0, that is in a fair distribution scheme dead or depen-
dent people do (on average) not receive any morbidity credits. In our tontine scheme, we
thus redistribute the credits among active individuals j € <7 _; only. In a later extension,
it might make sense to share the risk Y (¢) — E,_;[Y (¢)] among all survivors j € .%_;. The
pool observes time-r withdrawals W;(r), decomposed into a fixed withdrawal, mortality
and morbidity credits. For an active individual j € <7 _:

SO +BX )+ (Y (1), if je o
wit)={ sV (600 + B (X)) + 1Y (1)), it je o (7.322)
Bi(X(1) + (Y (1)), itje

For a dependent individual j € .%_; that moved into dependency at time T <t

(_i> 4 _7(a) . oo
%@:{smm T@)+B;(X(1)), ifje.% .

Bi(X(1)), ifje%

Figure 7.8 illustrates one simulation run in the 3-state framework, comparing an active
person (left) to an individual moving into dependency at time 7@ = 15 and Figure 7.9
illustrates the average payoff together with a 95% confidence interval.

The product is shown to be actuarially fair in Theorem 7.3.

Theorem 7.3 (Actuarial fairness 3-state framework).
The fairness conditions (7.3.7), (7.3.8) and (7.3.20) imply that the current account value

is actuarially fair for a dependent individual if, at each timet =T9 ... @ —Xj:
. O—x;
A -1 =E| ¥ v W(k)|je I, |- (7.3.24)
k=t+1
Similarly, it is actuarially fair for an active individual as, at each timet =0,1,...,0 —x;:

c§a> (t) =, l wfj v(t, k)W, (k)

k=t+1

je d,] . (7.3.25)

Proof: At time @ — x;, we have qg);z = 1 and the cash flows only consist of mortality
credits. Fairness condition (7.3.8) is supposed to hold implying cﬁl)(w —xj32) = 0,Vz

Assume that (7.3.24) holds for time ¢. For a dependent person j € .%_1, with time spent
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in dependency z =t — T'(?), we have:

E_| lwijv(t —1,k)W; (k)

k=t

je ]11;11]

vt =10 (B [W(0) + Ly ¢ (152) | € Fioie])

v(t—1,1) (Em e 62+ BX W) € Fire ]+l i1 (1:2)
v(t—1,1) D)+ B [B X )+l (132)

px+t liz* z t—11Pj Pxjtt—1;27€j (152
=v(t—1,1) (pfcijﬂfl;z'sy) () +al =107 =Bz 1)+ pl e (t;Z))

:cgi)(t— I;z—1).

This proves (7.3.24) for t — 1. For an active person j € 71, we also have that 05-“)((1) —
x;) = 0. Using (7.3.7) and (7.3.8), backward iteration enables to obtain:

E: l ijv(t — 1,k)Wj(k)

k=t

jeng/;]]

= v(t = LOE 1 [Wj(1) + Lje -0 (0) + Ljes -V (1:0)] j € 1]

=t = 1) (Bt [y 5(5) () + Ljesy -5 (132) + B(X(0) + % (Y (1)) € 1]

0 0 + -0 0)

=t = 1) (P8 50+ Py (150) + B [B(X ()]

FE A O]+ Py (1:0) + pse - 0(0))

= vt = 10) (Pt S0+ s (10) + e = Dy — 1)
08t (70 = (130) + (517 1) = 51 1:0)))
P00y +pey, (r)) = —1).
O
Note that at time 1 = 7@, we have that sg-a) (r)— sgi) (1;0) = (1 — otj)b;(t). As in the 2-

state framework, the payoff is split into a fixed part, mortality and morbidity credits in
a way that we obtain a desired average payoff. For an active individual, this average
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payoff is b;(r), while for a dependent individual it is increased to o; - b;(t), where o >
1 is a predetermined constant. In the 3-state framework, we need to separately look at
active and dependent individuals, as they have different time patterns of average mortality
and morbidity credits. Mortality credits are shared within the whole group. However,
dependent individuals receive a larger share of these credits due to their higher mortality
risk. Theorem 7.4 shows how to determine the fixed part of the payoff and the account
values for active and dependent individuals, respectively.

Theorem 7.4 (Choice of sga) (1), sy) (t;t —T@)).
Consider an annual time grid t € N. For a dependent individual (j € .%;), we follow
Theorem 7.2 and use (7.3.17) to obtain for each T@ = L2,...,0—x;—1:

st —T@) = 039 (120 =T, fort =7 41,7 12, (7.3.26)

and the corresponding account value at time t > T@:

. O—x;
A =19y = ¥ v(t,u)sY (wsu—T). (73.27)
u=t+1

An active individual (] € ;) receives the fixed payoff s§a> (1) determined via the backwards
iteration:

a bi(w—x;)
S§>(CO—X]): k (a)] )
1+40"
(a) 1 ai Sy 5@
S; (I)ZT bj(t)- Py (1)) ‘]x +r DI
1+qx’-+[_1 ' u=t+1
' 0—x; '
+m@»aﬁﬁﬁﬂlZLan@@oo+$me4»>, (7.3.28)
u=t+1
f0rt=w—xj—l,a)—xj—z,...,l.
At time T(“), we have that:
S(T@:0) = (T W) 4 (a; — 1)y (T@). (7.3.29)

j
“W) [@UG%HE[UUG%
s+ =1 =104,

P ((c§“> (1) — D (1:0)) + (1 - )b j(r)) . (73.30)
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We use (7.3.17) to obtain sﬁ-i) (t;t—TW) = q;- Eﬁ-w (t:t =T fort =T 1,7 42, ...

and for all T(@). We have
. O—x; .
Moy= Y | v(t,u)s") (usu—1). (7.3.31)
u=t+

If survivors want on average an annual payoff of b;(), we need to set

s+ == 1,071+ o (0 = D 0) + (- b)) = (o).

We can iteratively solve this set of equations backwards in time to obtain (7.3.28).
Equation (7.3.29) takes into account the immediate increase of benefits at the first payment
date after moving into dependency. O

As in the 2-state case, the computation of the fixed payoff sﬁ-a) (1), sﬁ-')(t;t —T@) in
Theorem 7.4 can be carried out for each individual separately.

7.4 Conclusion

A life-care tontine relies on the natural hedge inherent between mortality and morbidity
risks. When moving into dependency, individuals may need a higher payoff for a shorter
remaining lifetime, allowing to easily pool these risks with healthy individuals.

As in the case of a life-care annuity, the pooling of mortality and morbidity risks re-
duces adverse selection costs and provides more people access to long-term care insur-
ance. The advantage of a tontine scheme is an additional reduction in adverse selection
costs driven by the uncertainty of future tontine cash-flows (see, e.g., Valdez et al. (2006)).
Further, the insurance provider is merely administrative, leading to a significant reduction
in risk and administration charges (see, e.g., Chen, Hieber & Klein (2019)). The drawback
naturally is that the systematic risk lies with the policyholders.

A major innovation is the development of a creative product design: cashflows can
be smoothed to fit the current and future needs of the market. The product is actuarially
fair at each point in time, allowing people to later join the tontine scheme. The individual
flexibility of our payoff design answers the individual practical needs of the insureds.

Technically, we rely on a backward iteration used to deduce the smoothed cashflows
patterns and the separation of cash-flows in a fixed withdrawal, mortality and morbidity
credits. The flexibility and fairness of the system results from the fact that this iteration can
be carried out individually for each pool member. The pooling scheme shares the mortality
and morbidity risks within the pool. The average future payoffs and shares in mortality
and morbidity credits are, however, based on each individual’s risk, for example the age
and health status. The 2-state and 3-state models are applied to real life data, providing
coherent simulations and illustrating the adequacy of our product framework.

There exist alternatives to fully funded solutions for LTC insurances. Solutions could
also comprise a risk transfer to the financial market or to the active population via social
security and are discussed in the *Discussions and Extensions’ Chapter.
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Chapter 8

Discussion and extensions

Population ageing has produced a higher number of individuals exposed to the risk of
becoming sick or dependent. There is an increasing demand for the long-term care needs
of individuals. The issue of forecasting morbidity in the long-term is delicate. Several
different systematic risks are combined. For example the morbidity risk is the risk arising
from uncertainty in future morbidity trends. The longevity risk or the progressive increase
in lifetime duration is a demographic aspect that can both impact disabled lives and healthy
lives. Inflation is a particular systematic risk and is the focus of Chapter 2.

An adequate management of longevity, morbidity and inflation risks requires insurance
companies and pension plans to model and measure them. Until recent years, both mortal-
ity and morbidity have been traditionally modeled in a deterministic framework, while the
insurance companies’ ability to read demographic trends has significantly improved over
the last decade.

The aim of this thesis is to analyse and disentangle health insurance related risks and
their interactions and also propose risk management strategies. In the first part stochastic
models have been introduced to better capture the health expenditures evolution and their
frequency and severity components in a Lee-Carter or time-to-death approach. Our work
was motivated by the similar age structure generally observed for health insurance claim
frequencies and yearly aggregate losses on the one hand and mortality on the other hand,
as stated in Chapter 3. Proximity-to-death is confirmed in Chapter 4 to be a prominent
cost factor compared to attained age. We refer the interested reader to Fong (2017) for the
distinction between a ’chronological age’ and a latent ’physiological age’, explaining the
natural heterogeneity in health risks. We introduced longevity dynamics in the models,
allowing to link morbidity to mortality projections. We showed that longevity and medical
inflation effects can be disentangled with the help of an appropriate frequency-severity
decomposition.

The KBC product in Chapter 6 constitutes an innovative risk hedging design. The
KBC package consists of a whole-life insurance coverage together with an LTC annuity
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with monthly payment m, subject to a deferred period. The interest of combining longevity
and morbidity risks is clear. The length of the deferred period depends on policyholder’s
age x at policy issue. The product is sold as a combination of a life insurance contract and
a LTC cover. Depending on the country, these two products may fall under different lines
of business and must then be managed separately.

Two approaches have been proposed when facing systematic health insurance related
risks: the ex-post premium adaptation (cf. Chapter 2) or the collaborative ’risk pooling’
mechanism (cf. Chapter 7). As it was said, an insurer is not entitled to bear on its own
the systematic risk that is associated with lifelong health insurance private contracts. The
low interest rate environment, the demography and the introduction of Solvency II has
strengthened the trend to shift more and more risks from the insurance provider to the
consumer or to an external party. This actually not only affects the private insurance mar-
ket but also occupational and state pensions, moving from a defined benefit-type guarantee
to collective defined contribution.

In order to share systematic mortality and morbidity risks through an affordable in-
surance scheme, solutions including mutual insurance, financial securitization or PAYG
system, could be considered.

Although materializing only slowly, some interesting developments have occurred
around mortality-linked securities, and these could be transposed to morbidity-linked and
LTC-linked products. But the securitisation of the LTC risk is at present non-existent.

Another solution is the risk transfer to the active population. For example a Non-
financial Defined Contribution (NDC) pension system could include long-term care in its
mechanism, see Vidal et al. (2020). The interesting idea of combining retirement and
long-term care contingencies is not new. For example we could relate to Chen (2003),
who advocates the creation of a ’social security long term care’ or Pitacco (2002) who
proposes enhanced pension annuities (EPA) funded by contributions.

As nicely resumed in Vidal et al. (2020), ’the solution to long-term care finance needs
to be found by having an integrated vision of the roles of the Market, State and family’.

For its part Chapter 7 proposes a mutual-risk-sharing scheme known as tontines. Ton-
tines at present are not particularly frequent but they do exist, e.g. TIAA-CREF retirement
fund in the USA. In Belgium les clauses de tontine ou d’accroissement en pleine propriété
do exist (see notaire.be). In Australia the group Mercer proposes the Lifetimeplus solution,
which has several tontine aspects.

In France ’Le Conservateur’ is a mutualist group founded in 1844 and is a pioneer in
the tontine market. They advertise very nice returns but warn that this investment should
be considered as a diversification tool in addition to a life insurance policy or another
investment plan. For example, the last tontine of the current Conservator over the period
1997-2017 generated an average annual return of 4.52% (net of contract management fees,
excluding tax and social security contributions), in the case of a subscription at the age of
45 over 15 years in the form of a one-off payment (cf. conservateur.fr).

In 2014, Forman & Sabin (2014) argued that tontine pensions would have two major
advantages over traditional pensions, as they would always be fully funded, and the plan
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sponsor would not be required to bear the investment and actuarial risks, see also Milevsky
(2015).

In 2017, the brand Tontine Trust is delivering secure low cost Tontine Pensions based
on the Forman and Milevsky framework. This fintech company is based in Ireland and is
providing pension benefits on a digital platform. In 2019, Fullmer and Sabin introduced
the concept of individual tontine accounts (ITAs). They also showed that it is possible to
engineer payouts within a tontine structure that are immune to interest rate and reinvest-
ment risk.

The life-care tontine design proposed in Chapter 7 has highlighted the interest of pool-
ing mortality and morbidity risks. Yet several simplifying assumptions might be relaxed
in future research. We notably assumed that each individual’s mortality and morbidity
risks are independent of the other pool members’ risks. This is only true if there are no
systematic risks affecting every pool member simultaneously, like a pandemic, improved
medication or a general increase in life expectancy. The existence of systematic morbidity
risk is still controversially discussed (for example Fries (1980) detects a rectangularia-
tion of morbidity while Fuino (2020) finds that “the duration of LTC has not significantly
changed in the period from 1995 to 2009™).

The topic of transferability of reserves in health insurance has briefly been approached
in the reserve computations of chapter 2 and 6. The matter is delicate and we refer the
interested reader to Dhaene (2015). Non-transferable reserves bind the insured to the
insurer, reduce competition and imply inevitably some adverse selection. Actually only a
credible reserve, i.e. one that reflects the state of health of the insured party who wishes
to cancel his policy as deducted from the costs of past claims, can be used as a basis for
to the calculation of a redemption value. Failing to do so, healthy policyholders would be
favoured by an higher transfer value and their removal from the portfolio would break the
mutualisation, putting the solvency of the insurer at risk. The surrender value should
therefore be lower for the insured persons with a favourable (probably healthy) claim
history, and higher for others.

Different papers have tried to adapt credibility theory in the health insurance domain
(see Lu et al. 2012, Fong et al. 2015). The idea of using Hidden Markov Models, also
called frailty model in survival analysis, is of particular interest, although the parameter es-
timation of such models is complex as the observations are often insufficient with regards
to the number of parameters and can include zero values.
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