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Question 1

This question revolved around a struggling compamnith an associated restricted scheme
and a post-retirement healthcare liability.

(i)
This question was well answered as it is basedoak lvork.

Knowledge — p323 of core reading

Economic assumptions

Discount rate

Health care cost inflation

...or rate of increase in the fixed amount subsidy
Expected rate of return on plan assets (if anyhale)
Income in retirement

Demographic assumptions

Withdrawals from employment

Withdrawals from medical scheme membership (“restigms” would also be acceptable)
Mortality before and after retirement

Retirements, normal and early

Marital status at death/retirement

Spouse’s age difference

Medical scheme option in retirement

Past service (if actual not available)

Additional credit (not in core reading)

Impairments of early retirement due to ill health
Average number of child dependents at retirement
Ages at which children cease to be dependents
Continuation rate (the percentage of employees wpb to remain on the scheme at
retirement).

(i)
The examiners expected candidates to describeaatbrls that may be relevant to an
assessment of the future sustainability of the caédicheme. Some candidates did not

answer the question as it was asked but rathed treeformulate a plan to make the scheme
sustainable, or make recommendations based ornntiited information provided.

Most candidates performed poorly on this questisrtheey did not cover a sufficiently wide
range of factors. For example few candidates atergd the relative competitiveness of the
scheme compared to what may be available in the opeket.

Candidates also did not consider the factors thay rwork in favour of sustainability (for
example the high solvency level or the low nontheale costs).
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In some cases the candidates did not appear torstad®l the concept of sustainability.

A view expressed in many answers that the employad unilaterally alter the subsidy
policy as it applied to existing employees and memess. In reality such a change is likely to
require a process of renegotiation which would bmbersome, if not impossible, to achieve.
Scheme competitiveness

Need to consider the competitiveness of the schepwitributions and benefits compared to
any available alternatives.

Even though the scheme is restricted, and partioipas a condition of employment, the
scheme will come under pressure if it becomes uipetitive. The employer/employees may
demand more affordable (or comprehensive) cover.

This can be done by performing an analysis of doumfions and benefits of open schemes
that could conceivably be considered by the employe

Contribution comparison is rather straightforward

Benefit comparison could be performed qualitativelybe done through a detailed actuarial
simulation of based on members’ current claims @nsfiies

Financial considerations
What were the causes for the current loss-makisgipo of the scheme?

...Is the scheme simply priced too low (which cobéddetermined based on competitiveness
analysis above)

...or could did claims perhaps increase by more tauld be attributed to demographic
deterioration

The scheme’s non-health expenditure is artificiddyw due to the employer’s artificial
subsidy.

The scheme presently has no need to build solvency
In fact the current employer activity may resultinoreased solvency in the short term

...which may create the illusion that the scheme aslthy when may not actually be
sustainable.

The scheme’s non-health expenditure (which isieidify low) as well as the fact that the
scheme does not need to build solvency should ritedinall other factors being equal, the
scheme’s ability to pay benefits would compare taably to other medical schemes.

Scheme’s size (risk pool) should be considered
Given the relatively small risk pool, claims exgege could be volatile

Although this could be mitigated given the schenmelatively high reserve levels
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Demographic profile

Should consider the scheme’s demographic profilepared to open schemes, particularly
after the sale of business units and retrenchnoérsts ff

These could include age, gender, chronicity (ifilabée), geographic area, income, etc
Preferably on an option level

Given the history of the scheme, it is likely teatveral open schemes will have better
demographic profiles

Suggesting that they should be more competitivalyed and better value for money

The impact of demographic differences could be @yprated through a claims curve
inferred based on the scheme’s own experience

Which, coupled with the contribution and benefialgsis above, would offer a useful
perspective on the extent to which the schemenspleeged by its demographic profile

However, the analysis should be cognisant of thetfat JKL's condition of employment
provides J-Med with a relatively stable populataver time, and reduces the risk of anti-
selective withdrawals (and anti-selective new besé) compared to that of open schemes.

Demographics are likely to deteriorate further wh@memployer corporate activity (sell-
offs, retrenchments) come into effect

If possible, the members that will likely be affedtshould be identified to allow a
guantification of the impact of this

Most importantly, will pensioner members be “taggéshg” if divisions of the employer are
sold off?

Long-term projection
A long-term financial projection (say 5 to 10 ygasBould be performed
Inflationary assumptions will need to be considered

...especially the difference between future contrdyuincreases and future claims
inflation

...and the utilisation increases supporting clainflaiion will be particularly important
in formulating this assumption

This could be based on historic trends

Anticipated demographic changes (as discussed abbweld be taken into account — as well
as JKL'’s recruitment plarafter the imminent transaction & retrenchments

For example, will JKL keep on recruiting to replaetirees in the foreseeable future? This
will assist in projecting the ageing, and hencésatiion inflation, in the long-term projection
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A long-term projection will allow one to considep twhat extent the scheme’s current
reserves will be sufficient to cover various menshg scenarios (such as the scenario
described above) and for how long

As a worst case, one could also measure how langetberves will last if the scheme were
closed to new entrants.

What would be the required period over which theeste would be required to remain
sustainable?

Employer developments
It is important to establish whether more corportatbundling is likely to occur in the future

And whether the employer has an appreciation olingitess to consider the impact of
pensioners when these deals are made

The employer may consider the current effective-nealth expenditure subsidy to J-Med to
be inappropriate

...especially given that it is selling off all nonreaabilities
Should consider what the cost of administration lekdae in the absence of this subsidy

And whether the scheme would be able to sustampigsations in the absence of this

(iii)
This question was generally poorly answered.

The fact that the liability relates to post-empl@nn subsidies and not the subsidy of
employees while they are in active employment wiésn omissed, indicating a poor
understanding of the nature of these liabilities.

Furthermore many candidates failed to apply thessiyp policy as it was stated in the
guestion and did not allow for the fact that thésidies for active employees and pensioners
are different or that the subsidy only applied toptoyees who joined the company before a
certain date.

The examiners were also looking for a clear undearding of the relationship between the
liability and the scheme contributions and how twiguld be affected if a large number of
active members were to leave the scheme.

The PRMA liability is only concerned with employetbsit had joined before 1 March 1995,
as other employees receive no subsidy after resinem

Upon introduction of freedom of choice, J-Med fa@significant risk of anti-selective
withdrawals. There are several reasons for this:

* Pensioners are required, by the post-employmersicybpolicy, to remain members
of J-Med.
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Also, J-Med will find itself competing with open wieal schemes which have the
resources, infrastructure, brand recognition arakdar networks required to actively
market to JKL employees
* And these marketing efforts are likely to be aima&dyounger and healthier
employees

* Whereas waiting periods are likely to be imposed older and sicker
employees/pensioners that choose to move to ansgbeme

* In addition, older and sicker members are generaityre reluctant to change
healthcare cover or move to unfamiliar environments

* Active employees may have much greater incentiveegk an option that costs no

more than the fixed amount subsidy.

The demographic deterioration will result in anrease in average claims costs

And, being self-administered, its fixed cost bask lve spread across a smaller membership
pool

Hence these changes are likely to result in a dsgen where J-Med Trustees have no
choice but to increase contributions by more tlmey tvould have otherwise

Which in turn will result in a significantly incread PRMA liability (as the post-retirement
subsidy is a percentage of contributions)

This dynamic could be offset (reduced) through et that some employees who joined
before 1 March 1995 might also be affected by nefnenents, resulting in a smaller pool of
employees eligible for post-retirement benefits.owdver, the reduction is likely to be
insignificant compared the increase outlined abbeeause

» the number of pensioners currently eligible foubssdy remains unchanged; and
» Itis unlikely that a significant proportion of act employees has been working at the
company for more than 17 years (ie since beforealci1995)

The actuary valuing the PRMA liability will need tmnsider whether new employees are
likely to elect to join J-Med (not because theselaryees will be included in the valuation,
but because they will have an impact on futurerdoumtions and hence on the liability)

If J-Med is deemed effectively closed to new ertsathe valuation basis may need to be
done on a claims basis (rather than a contribub@sis) which will result in a significant
increase in the amount that has to be provide&i'sJIPRMA liability

Disagree with the suggestion, as this will incretse liability whereas the intention is to
decrease it.

(iv)
This question was also poorly answered.

Many answers focused on the factors that typicallyuld” be considered (for example the
temptation to buy a new vehicle with the cash lsonp) rather than what factors “should”
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be considered as per the question. Many candidattsout on marks because they only
focused on current employees and did not consaterdr employees.

As with question 1(ii) many answers seemed to bedan the belief that the subsidy policy
can be changed entirely at the whim of the employer

In essence, the decision is about the certainty cdish offer vs the potential uncertainty of
future subsidy payments

The proposed cash discount of 20% proposed byntipdoger is a significant reduction

Especially considering that JKL will have to coniinpaying the subsidy indefinitely, over
the remaining lifetime of all eligible pensioners

Unless JKL is liquidated somewhere in the future

But, depending on the risk appetite of individuahpioners, receiving the cash today may be
preferable to being dependant on JKL to continygatpsubsidies in the long term

Especially given the uncertainty of the fate of 8V
And the fact that the subsidy is essentially linked-Med contributions and membership

The exact definition of the subsidy is importantf it refers to 67% of “J-Med”s
contributions specifically, then this might posesk to pensioners if J-Med were to liquidate
or amalgamate somewhere in the future. (How wthedsubsidy policy be interpreted if the
pensioners were transferred to another medicahsefg

If the cash option is chosen, pensioners are alposed to the risk of the PRMA valuation
basis having been too weak (for example, long teredical inflation might outstrip the
assumption implicit in the discount rate)

Unless the pensioners are able to use the cashnaeopurchase an annuity that will pay for
their medical scheme contributions for the resthafir lives (unlikely given the discount)
there is also a risk that an individual pensionexynive longer than the average life
expectancy implicit in the mortality assumption.

An individual pensioner’'s circumstances may thexefalso influence the decision. For
example, a terminally ill pensioner who is not extpd to live much longer will likely view
the cash offer as attractive

Should J-Med’s contributions increase over timeyspeners who do not opt for the cash
offer will remain liable for the increased 33% paontwhich they are paying out of their own
pockets.

The tax implications should be considered. Thepwum is likely to be taxable if taken as
cash in the members’ hands, but not taxable ifsteared into, for example, their pension
funds

The proposal is to base the cash offer on the puewear’s valuation, which is likely already
under-provided
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...given that a significant number of active empley are likely to be sold off or retrenched
soon

...and given the fact that J-Med is loss-making hkely to need to increase contributions
significantly in the future

As well as considering the artificial non-healtlesubsidy into the scheme, which may not
last forever

Active employees who do not intend to remain with. dintil retirement may find the cash
offer much more appealing since, if they resigeytvill receive no subsidy

(v)

Candidates who were able to generate a wide rangeslevant points did well on this
guestion. The fact that many of the answers weiige cghort for a 15 point question
indicated that candidates struggled to generateughadeas.

Some candidates focused too much on the procesws/ithgd need to be followed in each of
the scenarios rather than discussing the likelyaotp

The impact of liquidation on the financial positiohmembers was typically ignored.

Very few candidates believed that amalgamation aveisible option despite the fact that the
scheme’s high reserves could be appealing to tite potential partner.

The point that the subsidy policy would have tong®aif the scheme was liquidated or
amalgamated with an open medical scheme (becaasautisidy is linked to J-Med) was only
made in a few answers.

Liguidation

Liquidation will leave every medical scheme membéh a portion of the scheme’s reserves
(in cash) and without cover

The distribution of cash could be calculated iruenber of ways, but will most likely take the
shape of an equal per-capita payment (reservededivdy number of members)

Young and healthy lives will be able to join otimeedical schemes

Whereas older and sicker lives will most likelyl@lerwritten upon application, subjected to
waiting periods

Arguably, the cash reserve portion received by @aember could be used to finance the cost
of a waiting period

But this is unlikely to be sufficient for very ithembers that are subject to e.g. 12-month
condition specific waiting periods

The employer will have to reconsider its subsidyigyofor employees that joined before
1 March 1995, as J-Med will not exist anymore
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If the subsidy is based on legal agreements (sschoatracts of employment or another
legally binding agreement) then the employer cararbitrarily change the arrangement
without renegotiation.

These employees could run the risk of forfeiting #mtire subsidy, depending on how the
initial subsidy policy was worded

Which could form the subject matter for a substdrnggal dispute between pensioners and
the employer

And could hold a reputational risk to the employeho may be seen as turning its back on
former employees

Convert into an open scheme

This has the advantage that companies recentlyo$bhy the employewill still be regarded
eligible and could therefore choose to remain membé the scheme, which would have
positive implications for the sustainability of teeheme

But is subject to approval of a rule change byGbencil for Medical Schemes

And there is no guarantee that companies to whenbtisiness had been sold may choose to
support J-Med. Even JKL may withdraw its suppdrth®e scheme at some point in the
future.

JKL is unlikely to continue to support the admirasion of J-Med through staff and
favourable rent

Especially if this is required to maintain a schewidach now provides benefits to JKL's
competitors’ employees

Which will result in non-health cost increases eMeld’s part (to replace the current artificial
subsidy from the employer)

J-Med is not used to competing in the open schemieanment
It does not have marketing budgets, broker corgratitin place
And all of these will introduce new costs which ac presently in J-Med’s budgets

J-Med’s Board of Trustees is unlikely to cope witle changes associated with running an
open scheme. The approach to benefit design,aghagwaiting periods etc is expected to be
much different to that of a restricted schemeMe&d wants to remain competitive

Amalgamation

An orderly amalgamation with another medical schewiecreate a dispensation in which
active and pensioner members alike can continpautiicipate in a larger risk pool

Older and sicker members will not be subjectedading periods

And the range of options available to members neagxpanded
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The impact on members will largely depend on optsahected within the open medical
scheme

Pensioners and employees eligible for a post-empdoy subsidy will have to obtain clarity
as to how the 67% subsidy will be applied afteaaralgamation.

For example, will it be linked to a specific optionthe open scheme, or will JKL prefer to
cap the subsidy at a specified rand-amount?

The open medical scheme may insist on a conditi@mployment for all JKL employees to
be members of the scheme before agreeing to thigamation

Given J-Med’s deteriorating demographic profilés ibest to start looking for a potential
partner sooner rather than later

Also, given that J-Med'’s reserves are presentlatingdly high (but will decrease going
forward) it is vital that a deal be done as soop@ssible if this route is to be pursued

...because failure to perform an orderly amalgamsnais likely to end up in J-Med left with
no choice but to liquidate

Question 2 — Efficiency discount

Question 2 was based on the concept of so-callefficiency discounts” which have
increased in popularity in the South African markgace over the past few years.

(1) Regulatory considerations

Note: - numbered sections of the act are mentidoethformation only. Candidates are not
required to list section or regulation clause numsb® be awarded credit.

This question was related to the current regulatenyironment and how it relates to the
concept of efficiency discounts as described ingunestion. Most candidates were able to
cite the relevant provisions of the Act regardimgicibutions.

Almost none of the candidates considered the pbgsibf a scheme obtaining exemption
from these provisions from the Council for Medi8ahemes, even though the Act grants the
CMS this power and the granting of exemptions mraon practice for products structured
in this manner. Considering that arrangementshef hature have become more prevalent in
South Africa over the past few years, this was phiemting and indicates a lack of
familiarity with the marketplace.

The Medical Schemes Act s29(1)(n) dictates thatrdmrtions of any particular option may
only be based on

* Family size
(which, according to regulation 9B, could take gtepe of ‘principal/adult/child’
contributions), and
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* Income
Hence any other structuring of contributions cdudddeemed non-compliant with the act

A scheme that wishes to pursue such a discountetfilmation structure therefore has to
apply to the Registrar for exemption from the Anttérms of section 8(h))

As part of such a submission, the scheme will nieedubmit a written application for
exemption, supported by actuarial evaluations &etirtical analyses as may be required to
be considered

In particular, the Council will want to satisfy é$ that the discounted contributions reflect
the efficiencies of the designated service proviggwork

...rather than the demographics and claims propesditi the beneficiaries that are expected
to participate in the discounted structure.

As the latter could result in indirect risk rating.

(i) — Product design features

Candidates performed poorly with this question. niyldost points by only thinking of
“product design” in terms of benefits (limits, cayments etc).

Most candidates also did not consider what theasptvas trying to achieve — to encourage
the use of efficient providers by passing somehefédfficiency savings into contribution
discounts.

Many candidates seemed to believe the no co-pagmesy ever be levied on PMB claims
and therefore did not allow for the fact that, ifeheme has appointed a Designated Service
Provider it may, in fact, levy co-payments on alaynas that arise from voluntary use of a
non-DSP provider.

The main idea of this product is to encourage meslie make use of designated
pharmacies. The product design features of théyatesshould support this strategy.

Members would need to choose upfront whether orthney¢ would like to participate in the
discounted contribution

How frequently could members change their mindsugilparticipation in the discounted
contribution? If members can change too frequeanif-selective behaviour could present
itself. Suggest once a year, in line with nornmatian selection.

The question arises how claims from these membetddibe treated if they were to obtain
medication from a non-designated service provider.

In which case the scheme could pay no benefitlgtnmilich is unlikely to be acceptable to
CMS)

Or raise a high (penal) co-payment on the claim
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Which could take the form of a rand-amount (e.gludgible) or a percentage

The latter is complicated by the fact that the Meg#ton already has a 10% co-payment on
non-CDL chronic medication, which could make aduhiil co-payments in such cases
difficult to administer and communicate

- For example, will the additional co-payment simply added on top of the current
co-payment?

- Or should the existing co-payment be removed froenNlega option to ensure the
benefits are easier to understand?

The product should also cater for appropriate tneat of PMBs —+.e. CDL medication.

Whilst it is possible to require a co-paymentwaiuntary usage of non-DSPs in the case of
PMB claims thenvoluntaryutilisation of non-DSPs cannot be subject to cgapents.

From a product design perspective it is theref@aentportant to structure the product clearly
so that involuntary usage is clearly defined, coamtl with the act, and provided for
appropriately. This could involve

- The consideration of what constitutes an “emergémeythe context of chronic
medication

- The consideration of geographical proximity. (CM& hndicated that a distance of
more than 50km between the beneficiary and the @®IRl be used as a guideline to
motivate involuntary utilisation)

These complexities could be addressed proactivétpr example, a beneficiary may be
required to nominate a specified pharmacy uporstegion and certify that the pharmacy is
sufficiently close to his/her home and/or work.

Alternatively this could be catered for through éf#ndesign, allowing two or three “out of
area” claims per year to ensure that beneficiazaes access chronic medication whilst on
holiday.

Although this would dilute the efficiencies whidhet scheme hopes to generate through the
efficiency discount.

Chronic costs are a relatively small portion oatatiaims, and medicine prices are governed
by SEP pricing. Therefore, the discount will rgatinly come though dispensing fee
discounts, which will be too small to make a sigriht change to overall contributions

...unless efficiencies are also generated througla¢heal drugs that are dispensed (such as a
higher generic substation ratio)

(i)  Establishment of network

This question was very poorly answered.
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The examiners wanted to see an understanding aériieonment as it relates to medicine
claims and the application of actuarial principlesidentify efficient pharmacies.

Many candidates lost points because they did nstvan the second part of the question,
which was related to the practical consideratiohattwould be relevant to establishing such
a network.

An alarming number of candidates stated that th&t o a basket of medicines should be
compared at different pharmacies and that thosé thié lowest costs should be chosen. The
Single Exit Price (SEP) regulations mean that sadbasket of medicine must cost the same
at any pharmacy.

While many candidates were able to see that somtheofsavings would be based on
dispensing fees, points were lost for not consmdeather factors which may impact on the
cost of provision of medicine such as generic s$witsin or acute to chronic conversion
rates.

In quite a few cases it was suggested that theyaisakhould be subdivided by chronic
condition or even by whether the claim is for a C&rLnon-CDL chronic condition, which
the examiners do not view as either sensible oesgary. Pharmacies dispense medication
according to the script and are generally unawark tbe condition of the patient.
Pharmacies also do not prescribe chronic medicatma this cannot be a factor in the
measure of their efficiency.

A preferred provider network of any kind is typigabased on three factors:

. cost
. quality
. access (e.g. geographical proximity to members)

Since the aim of this exercise is to produce adfficies which will result in savings for
members, cost is likely to be an important consitien in setting up the network.

There are two ways in which pharmacies could redosé
1. Negotiated dispensing fees

The medical scheme could approach pharmacies omplest groups with a view to negotiate
better dispensing fees than what is presently bedng by the scheme.

Given that the medical scheme is large, the pdagibf higher volumes in return for a lower
dispensing fee could appeal to pharmacies.

Alternatively the scheme could adopt a tender m®@nd invite pharmacies to submit the
discounted dispensing fees they would be willinghiarge in return for becoming part of the
DSP network

Lower dispensing fees translate into a direct sastng which is straightforward to quantify
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2. Pharmacy profiling to identify efficient providers

The scheme could profile pharmacies to analyseb#taviour of providers. Aspects that
could be profiled include

- Adherence to agreed dispensing fees

- Generic substitution rates

- Beneficiaries’ chronic medication compliance

- Pharmacy’s ICD10 coding compliance

- Acute to chronic conversion

- Other factors which could tie in with scheme sggtesuch as personal health
assessments performed

- Member complaints

- Note: any additional appropriate suggestions onfiirgg metrics that could be used
to measure the cost and/or quality of pharmacidkattract credit at ¥2 mark each

Of these, generic substitution rates could impagbdrably on the cost of delivery in the
short term

Whereas compliance or acute to chronic conversishich are predominantly quality
metrics) will likely increase costs, especiallytire short term

Profiling should make some provision for risk-adijuent or case-mix, as a simple “average
cost per script” approach could negatively affebainnacies that dispense to unhealthier
populations

Profiling should also consider that not all drugsd suitable generic substitutes (or generic
substitutes that are significantly cheaper) andisidjor this when generic substitution rates
are analysed

Combination of the two: efficiencies and negotiatedispensing fees

Once efficient providers based on profiled criteme@ve been identified, the scheme could
approach these pharmacies to negotiate a lowermbsspy fee. This will result in a
combination of a lower dispensing fee and betticiehcies, which is ideal.

Approach to establishing a network
There are two fundamentally different approaches:
An any “willing provider approach”

The scheme could enter into contracts with pharesasi which pharmacies agree to
subject themselves to profiling and not to balanlenembers

The scheme could then use the results of suchlipgofo engage with pharmacies and
encourage them to become more efficient over time
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For example, the scheme could offer an enhancqakking fee to pharmacies that
perform well in the profiling

A “cherry picking” approach

An alternative approach would be for the schemédémtify cost efficient providers and
approach and/or nominate the most efficient phaiesao become part of its DSP network.

(iv) —CMS concern over indirect risk rating and pricing
This was a particularly intricate question thataedd to a complex issue.

All valid comments were considered for credit. 8aandidates presented solid arguments
in disagreement with the CMS concern and these atfsacted credit where relevant and
applicable.

A number of answers to the second part of the muesbnstituted a generic outline of
normal contribution pricing theory when the questizvas specifically to discuss the
approach that the candidate would follow to pribe tontributiondiscount

Some candidates also seemed to believe that theibedions would vary depending on
whether a member claims for chronic medicine or, matbten this was not how it was
described. The discount would only depend on vendtie member accepts the State as a
DSP for chronic medication.

A number of candidates also stated that the priaaighe discount should consider the
difference in demographic profiles between thosmbaes who elect to use the state as DSP
and those who do not. This would be exactly wiatGMS is concerned about and is not a
valid answer.

Concern raised by CMS

The main question is whether the quantum of therdmrion discount reflects only the
efficiency of the providerif. the cost of providing medication); or whetheralsp) reflects
the demographic profile of those beneficiaries trat anticipated to choose to participate in
the contribution discount

Public sector facilities are arguably less deseatn accessible (e.g. longer queues, poorer
service levels, poorer stock management affectuzgiability) than private sector facilities.
This is certainly the perception of many medicdlesne members.

As such, it could be anticipated that beneficiagaering from chronic conditions will be
reluctant to choose the discounted contribution

Resulting in a healthier demographic profile optiogthe discount

The overall claims experience (and not only chromedication claims) of non-chronic
patients is likely to be lower than that of chropatients
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And hence the loss ratios of those beneficiariesngpfor the discount could still be
favourable even if the discount far exceeds theadfficiencies attributable to the provider

And conversely, the contributions of members opforgthe undiscounted contributions will
need to increases if their claims ratios (consdiere isolation) would need to remain
acceptable

Resulting in indirect discrimination based on sw@itdealth — so the concern raised by CMS
could be deemed reasonable depending on the reatdrextent of the discount.

Factors to consider in response to CMS — includingricing of discount

Ideally a response to CMS should demonstrate beapticing differential that underpins the
contribution discount has no relation to the derapgic profile of beneficiaries that chose
the discount

This can be shown by pricing the discount basetheaverage profileof all members in the
Mega option rather than those that are expectedlext the discount

And by showing clearly that the discount pertaing/@o chronic medication claims and does
not include other claims (such as hospitalisation)

In order to price the discount, it would be necgs$a compare drug prices (inclusive of
dispensing fees) of private sector facilities tblpufacilities

And consider the average difference between théqaibd private
weighted on the utilisation of all beneficiariestie option

It may be necessary to consider the possibility #oae drugs may not be readily available
from public sector facilities, and whether the pric should allow for these drugs to be
obtained from private facilities (as this would sbtute involuntary non-DSP usage in the
case of PMBSs)

But it would be difficult to obtain reliable inforation on actual drug availability, as the data
is not readily available and may differ from oneility to another

Should acute medication be included in the andlysighe contribution discount does not
require beneficiaries to obtain acute medicatiomfipublic facilities.

...although it is conceivable that some beneficiagesld obtain acute medication at the
same time they pick up their chronic medication

It is important to consider that the option is ey in a break-even position

And that any discount in contributions, if not aggzanied by a commensurate reduction in
claims, will result in the option becoming loss-rmak
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This introduces a complexity that requires the wmeration of the chronic status of
beneficiaries that are anticipated to participatehie option: If the beneficiaries that will
participate in the discount will mainly be non-chig then the cost efficiencies outlined
above will not transpire and the Mega option willyoexperience a reduction in contribution
income — the option will become loss-making.

However, if this is explicitly allowed for in theriping, the resultant contribution discount
offered to members will become negligible (or zeumless it reflects the lower claims
experience associated with non-chronic benefigdne other (non-pharmacy) claims

Thus resulting in the very situation which CMS vgatd avoid

A potential solution could be to increase the dbations for beneficiaries that do not select
the discount in order to mitigate the risk of aueed underwriting result

And keep the magnitude of the discount in line vifie efficiencies to be generated on the
averagebeneficiary’s chronic medication claims

Which would serve to address the CMS concerns tvhitstecting the option from a loss of
income

But introduces other risks (such as buy-downs) perthaps does not address the need
originally expressed, which is to attract new merslie the option through more affordable
contributions

Another factor is that the discounts have to beent— CMS is unlikely to give approval if
the discounts are going to be very small (e.g. &Bydifference per month).

(v) — Efficiency discount vs separate option
This question is based on a subtle regulatory issteras not well answered.

Ironically some candidates raised several issues@lhe lines of segregation of risk pooling
that would have earned marks in question (iv).

An efficiency discount requires exemption from #het, whereas a separate option does not

A separate option will be required to be self-sngtg in terms of section 33(2)(b) of the
Act, whereas an efficiency discount can allow frss-subsidisation between the two groups

The CMS may not be satisfied that the new optidmclvis differentiated solely based on the
DSP, constitutes sufficient benefit differentiattonjustify a new option

Hence the scheme may be required to differentidier denefits as well if it wish to proceed
with a new option

The new option is likely to attract healthier (ndmonic) beneficiaries over time
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And may, similarly, attract anti-selective buy-davnom the existing Mega option

Which, if the self-sustaining requirement is coragliwith, will result in an increasing
contribution gap between the options over time?

And could result in the current Mega option becaminsustainable or unaffordable

Question 3

0] — factors affecting level of capital required
This question was surprisingly poorly answered,sidering that it based on bookwork.
Risk takers require capital to ensure sufficiemtgction against the risk of insolvency
In general, the greater the risks assumed, the oagial is required
The following particular factors should be conseter
Statutory capital requirement
The scheme should at least comply with minimum lagguy requirements

However, the scheme may want to target a highesl lef/ capital depending on the other
factors described here, and also to reduce thefistgulatory intervention

Investment strategy

The more risky the scheme’s investment strategy,dieater the risk of capital loss and
hence the greater the amount of capital required

The more diversified the portfolio, the less exmbtge scheme will be to the risk of default
of an individual investment

Although one needs to consider that investments ordy be held as per restrictions
specified in the Regulations

The liquidity of assets needs to be consideredasffets are anticipated to be difficult to
realise or invested in more risky or long-term &sd@igher reserves need to be held

Size of the risk pool

The larger the risk pool, the more stable and ptallie the claims experience is likely to be

If the membership size is expected to increase ¢elg to a recruitment by the employer) the
scheme may want to hold additional capital

If this is a restricted scheme, it is less expdsednti-selective movements than a similarly-
sized open scheme would be
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Exposure to risk and risk transfers

The scheme could consider the extent to whichstreduced its risk exposure by transferring
risk to a third party such as a managed care asghon or reinsurer.

The scheme could also reduce risk through benesigd, for example through benefit limits
which effectively transfer the risks back to themfer

The scheme could also transfer risks to membemsugfr the use of Medical Savings
Accounts

Exposure to 3-party contractors

The scheme should consider business risks assbeute contractual arrangements such as
administration contracts.

Ancillary considerations

If the scheme is likely to wind down in the futyie. if the scheme is not considered to be a
going concern in the foreseeable future) then veseneed to be set aside for related
expenses

The scheme’s budgeting philosophy could be constder Does the scheme have a
conservative approach to setting budgets? Thikldmigleaned from deviations against the
budget in the past. A consistently conservatiy@@gch might warrant lower reserves

(i) — Risk based capital

This question was also surprisingly poorly answepgshsidering that it based on bookwork.

Many candidates don’t seem to understand the coneeapt of risk based capital, which is to
assess the risks and then establish the level mtatavhich should be held to reduce the
probability of insolvency to an acceptable level.

Under a risk-based capital approach, the capitplirement of each risk taker is based on the
resources required to ensure that the risk takablis to withstand the occurrence of a loss
arising from certain specified events.

The intention is to reduce the probability of ingicy to an acceptably low level.

Hence the required capital measure will reflect $hbeme’s ability to manage risk rather
than its size (be it measured through contributmmsembership)

Advantages

- There is a closer relationship between risks famgdne scheme and the capital it
requires.
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- It encourages financially weak institutions to reeluisk and/or hold more capital

- It encourages a greater degree of analysis by neamagt of the various risks faced
by the scheme

Disadvantages

- The risk-based calculation is complex and diffideltcommunicate and less easily
understood by members and policyholders

The use of a risk-based approach does not in itgedfantee that all the risks faced by a
particular institution is properly considered.



