
Minet is a trusted pan-African advisor that meets the uncertainties of tomorrow by delivering risk
and human capital solutions today. As the largest Aon Global Network Correspondent, Minet has
access to a network of over 50,000 colleagues in 120 countries as well as to proprietary data,
research and analytics which enable us to manage and secure the risks of tomorrow and provide
clients with an unrivaled advantage. For more information, please visit www.minet.com

MINET GROUP THOUGHT LEADERSHIP

HEALTH INSURANCE – THE UNDERWRITING CYCLE

December 7th, 2021 

MINET THOUGHT LEADERSHIP
Minet is a trusted pan-African advisor that meets the uncertainties of tomorrow by delivering risk and human
capital solutions today. As the largest Aon Global Network Correspondent, Minet has access to a network of
over 50,000 colleagues in 120 countries as well as to proprietary data, research and analytics which enable us
to manage and secure the risks of tomorrow and provide clients with an unrivaled advantage. For more
information, please visit www.minet.com

Health care cost trends are not the only factor influencing
the change in health insurance premiums. Competition,
legislation, regulation, and difficulty in predicting future
costs are all contributors to the phenomenon called the
Underwriting Cycle – a repeating pattern of gains and losses
within the insurance industry. As the cycle plays out,
expected trends and the associated premium increases tend
to go above or below the actual rate of change in underlying
health care costs.

This article discusses the underwriting cycle of health insurance plans in general terms and
describes changes and adjustments that health plans typically exhibit as the cycle progresses.

First let’s get acquainted with some important definitions: A health insurer or Health Plan is one
that accepts responsibility for paying for the health care services of covered individuals in
exchange for the payments from the covered companies or individuals which are usually
referred to as premiums. This practice is known as underwriting. When a health insurer collects
more premiums than it pays in expense for treatments (claim costs) and the expense to run its
business (administrative expenses), an underwriting gain is said to occur. If the growth in health
care claims cost exceeds premiums collected, an underwriting loss is said to occur.

To protect the interests of the beneficiaries of Health Plans, insurance regulators require that
Health Plans have additional funds put aside over and above the amount they expect to have to
pay out for health care services in a given period. These funds are known as Surplus and serve to
meet a company’s risk-based capital (RBC) requirements. The investment of these funds
provides an important additional source of revenue for the return of Health Plans on invested
assets.

WHAT IS THE UNDERWRITING CYCLE?
The health insurance industry tends to exhibit a repeating pattern of several years of gains
followed by several years of losses – a phenomenon often referred to as the Underwriting Cycle
or Insurance Cycle. The Underwriting Cycle primarily emanates from the interplay of two
features of the insurance market – uncertainty in predicting health care costs and the
competitive environment.
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Uncertainty comes because premiums are generally set in advance of the period of coverage. The
profitability of a Health Plan depends on its ability to predict – as much as 18 months in advance –
the claim costs and expenses that it will incur for the individuals it covers. When health care cost
trends change unexpectedly – as they often do – the premium collected in a given year can exceed
or fall short of the amount the insurer has to pay out in claims.

When premiums fall short, not only do rates have a to be raised to reflect the new level of expected
claims costs, but they may also have to be increased to make up for the shortfall in premiums from
the prior year so that Health Plans can maintain required levels of reserves and/or offer returns to
investors, depending on their corporate structure.

The competitive environment in which Plans operate also contributes to the Underwriting Cycle.
When existing Health Plans set premium levels that exceed current expected expense and profit
levels – as when they have raised premiums to account for past losses as described above – new
competitors may be enticed to enter the local or national markets with lower, but still potentially
profitable, premium levels. These new entrants may deliberately set premiums lower than their
competitors to gain market share. Existing firms respond by undercutting the new entrants. The
intense competition that ensues eventually pushes premiums below cost, causing some plans to fall
and/or exit the market.

Once the market is stabilized, the remaining players turn their attention from gaining or protecting
market share to restoring profitability. How this aspect of the cycle plays out will depend on specific
market conditions.

UNDERWRITING GAINS AND LOSSES

Underwriting results do not present the complete profit picture. Health insurers also generate
additional operating income from investment income including realized and unrealized capital
gains. Net income reflects the sum of underwriting and investment income, less income tax.

There is also (miscellaneous) income and expenses as well as net income from subsidiaries that may
affect insurers’ bottom lines. If premium revenues are raising faster than claim and administrative
costs, the underwriting results improve. Conversely, if the insurer’s claims and administrative
expenses raise faster than the premiums charged, underwriting results deteriorate.

Typically, some profit margin is built into target premiums. As a result, underwriting gains should
occur unless administrative expenses and claims rise at a faster rate than premium revenues by
more then the profit margin built into the premiums. For example, if a target 2 percent underwriting
profit margin is built into the premium rates but claims and administrative expenses rise more than
2 percent faster than premiums, then an underwriting loss will occur.

Health insurance premiums are developed from three different components:
• The provision for medical claims
• The provision for administrative expenses
• Target profit margins
These are all estimated in advance, and the accuracy of the estimates ultimately determines the
underwriting results.
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Since overall health insurance loss ratios (medical claims divided by premium) typically range from
80 percent to 90 percent, fluctuation in the claims expense is a major influence on the underwriting
results. Such fluctuations are typically driven by unanticipated claim cost trends, which usually
result from unforeseen patterns (up or down) in utilization and/or provider reimbursement levels.

Claim cost trends are usually measured as the annual rate of change in claim cost per capita, after
adjusting for effects of benefit changes, if any (e.g., an increase in deductible or cost sharing
percentage).

Administrative expenses are usually less volatile and more predictable because an insurer’s budget
can generally be controlled. Major expense fluctuations usually only result from substantial loss-
making accounts in which fixed overheads can’t be reduced along with declining new business. Such
impacts can also be felt during significant shift in enrolment from one product to another such as
the shift from insurance to managed funds. The cost of new product development and associated
marketing costs may also have a temporary negative effect on an insurer’s underwriting results.
Occasionally, unanticipated claim costs and administrative expense increases may also result from
government mandates, legislation, or the lack of it.

The final component of premium rates is the target profit margin. This may be raised or lowered as
insurers desire to be more profitable or to be more competitive to gain market share. However,
often competitive decisions don’t necessarily result in a reduction in the target profit margin but
rather result in making optimistic assumptions about trends of claims cost or optimistic
assumptions regarding a new product’s cost or cost saving initiatives. Use of optimistic assumptions
often results from the reaction to competitions from new players entering the market with
unrealistically low premiums.

In essence, changes in underwriting results occur from among other things, intentional changes in
profit margins as the market becomes more - or less - competitive (softer or harder), unanticipated
changes in administrative expenses and claims trends, and optimism or pessimism in various
premium rating assumptions, not directly related to the target profit margin.

There are several overarching forces or pressures that tend to constrain the magnitude of the gains
or losses observed during the cycle. If gains become excessive, some competitors or new entrants
will be willing to cut premiums to gain market share, with intent of increasing their total profits.
Conversely, if gains are lower than expected, the market will punish the for-profits by driving down
their share prices.

Insurers of all types – stock for-profits, mutual insurers, and non-profits - will be in jeopardy of
letting their risk-based capital levels (surplus) drop below required levels. Surplus is the accumulated
capital that results from underwriting and investment gains over time. Risk based capital (RBC)
requirements, imposed by state laws and insurance regulators, oblige insurers to maintain sufficient
surplus to cover the risks being assumed by the health insurance contracts. This is intended to
prevent beneficiaries and providers from having their claims unpaid in the event of an insurer
shutting down its operations.

The following is an example to illustrate the impact of risk-based capital (RBC) maintenance on
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target profit margins. Assume a Plan needs to balance minimum of 20 percent of claims and
administrative expenses to avoid the regulators watch list or corrective action under RCB
requirements. The goal would be to maintain sufficient margin of surplus above the level required to
avoid having cyclical loss drive its surplus below that required level. Next, assume 25 percent is the
goal reserve level that is desired to be maintained long-term. If claims and administrative expenses
are increasing at a 10 percent trend (assuming no enrolment growth) this would require the plan to
generate a net gain (underwriting and investment less taxes) of 2.3 percent of claims and
administrative expenses to maintain the 25 percent goal reserve level. If alternatively, the claims
and administrative expenses increased to 20 percent (plus an enrolment growth occurred), a 4.1
percent net gain of claims and expenses would be needed to maintain the same 25 percent goal
reserve level.

Generally, if financial losses are generated in a particular period, then subsequent periods will need
to cut short further losses and possibly recoup some or all the past losses to rebuild the surplus.
However, there may be significant delays in realizing that the losses have occurred due to data
reporting lags. Now a domino effect occurs because without knowledge of the losses, the actions
necessary to cut them short and begin recoupment through appropriate premium rate actions
cannot begin.

Chinyemba Sovi ǀ Manager Health & Group Life Assurance ǀ Minet Zambia


	Slide Number 1
	Slide Number 2
	Slide Number 3
	Slide Number 4

