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ABSTRACT

Since the first introduction of critical illnesssirance in 1983 in South Africa, the
product has successfully spread to other insurarar&ets, especially in Asian and
Anglophone countries, but market penetration resdow in other countries. For
this reason and because of the increasing relevaindeead diseases, the aim of
this paper is to provide a first comprehensive w@esv of challenges and
opportunities associated with critical illness prots for insurers. Toward this end,
we first present the various product designs, dsasehe developments that have
taken place within the market before comparingfiisn of coverage to alternative
insurance products in order to better assess thikempotential. Based on these
assessments, we thoroughly discuss the major agabeand opportunities within
the market from the insurer’s perspective.
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JEL classification:G22

1.INTRODUCTION

Critical illness insurances (also referred to asead disease” or “trauma (recovery)”
insurance) pay a lump sum upon diagnosis of a esesed/or critical condition that may not
necessarily be life-threatening. This type of imswe was first introduced in 1983 in South
Africa. Along with the pioneering cancer policiestbe US, Israel and Japan (see Dash and
Grimshaw, 1993), this product aimed to fill a gapthe coverage of health and disability
insurance policies (see Munich Re, 2001). In addjteven though savings products in the
life and pension context remain highly relevansuirers are simultaneously and increasingly
concentrating on product innovations with a focunsbdometric risk as part of their core
business, e.g., critical illness insurance. Whilese products exhibit a considerable market
share in Asian insurance markets and are alsoeoffier various other markets, especially in

Y Nadine Gatzert and Alexander Maegebier are atRfiedrich-Alexander University Erlangen-Niirnberg

(FAU), Department of Insurance Economics and Risandjement, Lange Gasse 20, 90403 Nurnberg,
Germany, Tel.: +49 911 5302884, nadine.gatzert@éwlexander.maegebier@fau.de.



the UK and Japan (mostly cancer insurance) (seer@eRe, 2007; PartnerRe, 2009), several
developments and issues, e.g., the progress incalestience, combinations of policies into
one product and the definition of critical conditsp provide major challenges and chances for
insurers.

In the literature, most information about the praiduand the markets are spread over several
industry reports (see, e.g., General Re, 2007n&de, 2009; Munich Re, 2001), while the
academic literature has to date mainly focused cinasial models (see, e.g., Allerdissen,
Drude, and Gebhardt, 1993; Haberman and Pitac@8; 1%rper, Luttgen, and Trunk, 1991)
and underwriting (see, e.g., MacDonald, Waters, Wfekwete, 2005a, 2005b), or on the
more general area of health insurance, thereby adslessing critical illnesses (see, e.g.,
Christiansen, 2012).

In this paper, we study the critical challenges apgortunities for insurers, as well as the
different designs of critical illness insurancedatail and from a practical and theoretical
point of view compared to other insurance policiesward this end, we first present the
various product designs in a compact manner, alatlyg a brief overview of the product's
global market development. Following on, we conduacomparative assessment of critical
illness insurance compared to other existing pediah order to identify the role of critical
illness insurance as an extension or substitutet@ardghlight the product's advantages and
disadvantages. Finally, we provide a thorough disimn concerning the major challenges
and opportunities for insurers when offering theseducts, including demand factors and
marketing issues. Finally, we provide a summarghefresearch results.

2.CRITICAL ILLNESS INSURANCE: CONTRACT DESIGN AND MARKET DEVELOPMENT
2.1 Coverage

The first critical illness insurance (Cll), alsdfeeed to as “dread diseaddhsurance, was
introduced in South Africa in 1983 by Crusader l(8ee, e.g., General Re, 2007) and covered
the four most common critical illnesses: cancemrhattack, stroke and coronary artery
bypass surgery (see, e.g., Dash and Grimshaw, 1888pugh surgical procedures do not
technically represent a disease, these four caseslieen classified as the “basic four” dread
diseases (see Baars and Bland, 1993).

! The first product name, “dread disease”, was gkdrio “critical illness” for marketing reasons;Australia,

the more common term was “trauma (recovery) ingafsee Krause, 1998a; Munich Re, 2001).



In the event of a severe and typically life-threatg disease such as those consisting of the
basic four, (traditional) critical illness insuranprovides a single lump sum payment to the
insured (see, e.g., Munich Re, 206 This lump sum is classified as a “living benef# it is
paid out after diagnosis and upon the patient sungia specified serious disease; therefore,
critical illness insurance is not designed to congage forspecificexpenses or for the loss of
earnings (see, e.g., Dash and Grimshaw, 1993; MuRie, 2000). Instead, the benefit is
meant to support the policyholder in times of ficiah distress and the use of the benefit is
entirely flexible. For instance, the payment alldwsthe compensation of expenses that are
related to the disease, such as medical costs €sge,Allerdissen, Drude, and Gebhardt,
1993). This is relevant because the use of thetlatedical technology is rarely covered by
health insurance (see Longo and Grignon, 2009kp&nding of the lump sum is entirely up
to the insured, the benefit can also be used formedical financial costs, such as mortgages
and credits (common in the U.K.) (see, e.g., GrahathXie, 2007).

Cll cover a large variety of critical illnesses awdnditions (see Figure 1) following
categorization suggested by the Association ofidritinsurers (ABI), which proposed
splitting the potential diseases intore diseasegincluding the basic four) anddditional
diseaseqall remaining diseases covered) (see, e.g., 2B05; Lorper, Luttgen, and Trunk,
1991). In several insurance markets, the type amdber of insured diseases were therefore a
relevant part of the market competition (see Kraa988a). The coverage also varied due to
different customer needs, national gaps betweeratgriand statutory disability and health
insurance (see Konig et al., 2011), as well asifices concerning relevant local diseases.
For instance, in Southeast Asia, the coverage dilgidncludes local diseases such as
encephalitis and meningitis (see Munich Re, 2001).

In addition, several risk factors are generallyleded (see Figure 1); benefits are not paid out
if the diagnosed and covered critical illness isiseal by, among others, participation in
criminal acts, hazardous sports, war, civil comomtigross negligence as well as drug and
alcohol misuse (see ABI, 2011; Schattschneider\&ittkamp, 1997). Common exclusions
also comprise a failure to follow medical advicel &HV/AIDS (see ABI, 2005); however, an
HIV infection may be covered on the condition tha infection was caught in a specified
geographical area as a result of medical treatm@mgsical assault or while performing
specified employment (see ABI, 2011). In additidiseases like Dengue fever may not be

2 In this paper, the covered conditions may be ritest as “disease” or “illness”, despite the faetttsome are

not actually ilinesses. Moreover, innovations hassulted in products with multiple lump sum paynsent
which are discussed in more detail in Section 4.



covered, as they contradict the requirement of gamtkss due to the disease's prevailing
connection with lower hygiene standards and theiltiag likeliness of occurrence in
epidemics (see Baars and Bland, 1993).

Furthermore, to provide protection against crititlalesses that are not otherwise listed, the
coverage of CIl optionally includes “catch-all” ledits for total and permanent disability
(TPD), loss of independent existence and termlimedss, where terminal illnesses are defined
as diseases that are likely to result in deatless than a year (see, e.g., Dash and Grimshaw,

1993; Munich Re, 2001).

Figure 1: Overview of (selected) covered conditions and miréexclusiond

Core diseases

Cancer

Heart attack

Stroke

Coronary artery bypass surgery
Kidney failure

Major organ transplant

Multiple sclerosis

Basic four

Additional diseases

Alzheimer's disease

Aorta graft surgery

Aplastic anemia

Benign brain tumor

Blindness

Coma

Deafness

Encephalitis

Heart valve replacement or repair
Loss of independent existence/long-term care
Loss of limbs

Loss of speech

Meningitis

Motor neuron disease

Occupational HIV

Paralysis/ paraplegia

Parkinson’s disease

Terminal illness

Third degree burns

Total and permanent disability (TPD)
Traumatic head injury

Exclusions
Alcohol misuse Gross negligence
Aviation Hazardous sports

Civil commotion

Criminal acts

Drug abuse

Failure to follow medical advice

HIV/AIDS
Living abroad
War

®  See ABI (2005), ABI (2011), Munich Re (2001), Sttechneider and Wittkamp (1997).




2.2 Specifics of the contract structure

After the conclusion of the insurance contrahe cover of the Cll is instatefollowing the
waiting period which —in case it is required by the inst* — generallylasts for two to six
months, depending on thgpe ol disease involved (sa€rause, 1998bMunich Re, 2001).
This is intended to redudbe risk o adverse selection (see, elgrause, 1998t Once a
critical iliness is diagnosedhe living (lump sum)benefit is not paid at the time of t
diagnosis, but at the end of tsurvival period which begins with the inception of the dre
disease (see, e.gABI, 2011) Usually, the survivalperiod, which is also known as t
deferred periodsee Munich Re, 2001), ranges from 14 to 30 @ndis intended to ensu
that a critical illness has occurrprior to death (see Dinani et al., 2Q@artnerRe, 2009).
The survival period doesot only lower the premium level, but also siml#ithe clain
assessmengs suffered critical illnesseamay be problematito diagnose if death occurs sc
after the event of the critical illne (see Krause, 1998b). In additidhjs allows for a clear
distinction betweerthe CII from a life insurance contr, in thata CIl is intended t
(financially) support theliving with a dread disease (see Krause, 199¢The claim
assessment refers the decisionregarding theacceptance of the received claim and
required time to verify the claim denoted as thassessment peripdhich should take les
than a year (see ABI, 2011he specifics of the CII contract design altestratec in Figure
2.

Figure 2: lllustration of waiting survival (deferredand assessment per

Waiting period Survival period Assessment period
(if required)
{2 to 6 months) (14 to 30 days) {upto 1 vear)

4 In the U.K. CI market, a waiting period is typigatiot requirec



2.3 Types of critical illness insurance

Cll can be sold asders to other insurance contracts, as sepaiaied-alonepolicies or as an
element integrated within a policy structure (s&¢g,, Baars and Bland, 1993; Haberman and
Pitacco, 19995.In the case of riders or integrated insurancekar@l sold with, among others,
endowment policies, whole life and term life inswa (see, e.g., ABI, 2011), and premiums
of the main insurance may be waived upon diagnofsig critical illness (see Sharma and
Tsui, 2006). Furthermore, especially in the Germraarket, Cll often supplement or replace
disability insurances, depending on the coveraghsaibility and its definition (for exemplary
definitions, see ABI, 2011).

In addition to the policy structure, CIl may alse bategorized in terms of the types of
benefits. Theacceleratedbenefitprovides a payment of a proportion of the totahsosured
of the original insurance policies (e.g., the ddshefit cover of an underlying life insurance)
upon diagnosis of a critical illness, thus reduding remaining sum insured of the original
policy, whereas thadditional benefiis paid separately and in addition to other sumssried
(see, e.g., Munich Re, 2001).

Compared to an additional benefit, the acceleratiche sum insured implies lower premium
rates, which may have a positive influence on aarer’s sale potential (see, e.g., Dash and
Grimshaw, 1993). Furthermore, covers combined Viighinsurance and with an accelerated
benefit are less affected by the underestimatian@flence rates of critical illnesses, because
these illnesses are main causes of death anddheréie result is an advanced payment of a
benefit that would have been incurred regardless, (8.9., Munich Re, 2001). This lower
sensitivity is of importance in the case of unfgkadata (see Baars and Bland, 1993). From
the insurer’s perspective, the risk of adversectiele and moral hazard are lower than in the
case of additional benefits (see Schattschneid@Mdittkamp, 1997), and the reserves of the
main policy can be used for the CI benefit , sitice coverage provided by the main
insurance is also reduced (see Munich Re, 200bmRhe policyholder’'s perspective, in
contrast, the reduction of cover for the main iasge generally results in a lower provision
for dependents (see Schattschneider and Wittka@9y,)1

® In the case of riders, the coverage of crititlaesses can only be purchased as an attachmenintain

insurance contract that can still be bought orovt®. In contrast, if that coverage is integrated ipolicy
structure, the resulting product can only be aeglin combination with the critical illness cover.



On the contrary, additional benefits ensure thah@event of a critical illness, the life cover
remains unaffected (see, e.g., SchattschneiderWititamp, 1997). This feature may be
valuable, because the policyholder will be classdifas a high risk following the suffering of
the critical illness (see, e.g., Dash and GrimsH&£83) and further purchases of an additional
death cover will either be expensive or refusednisyrers. This aspect also implies a higher
premium level (see Dash and Grimshaw, 1993) andtanpal oversupply for the insured
with respect to, for example, the provision for elegents (see, e.g., Schattschneider and
Wittkamp, 1997). Furthermore, in case the insurexs gdoon after the occurrence of the
critical illness, the claim assessment may be cmaigd, e.g., if the insured suffered a heart
attack; hence, the resulting benefit payment majobelate to cover the insured’s financial
distress. This issue can be solved by either gbypémagplementing a survival period to ease
the claim assessment, or if the underlying contimet life insurance, by making a prompt
payment of the CI benefit as an acceleration ofdb&th benefit, so that financial distress is
lessened. In the latter case, which represente@adproduct feature, the full death benefit is
reinstated at the end of the survival period. Fynadditional benefits have the advantage that
they can also be combined with insurance contrasout life cover, such as disability
insurances (see Dash and Grimshaw, 1993).

2.4 Market development in selected markets

As previously stated, with cancer riders offeredssmael, Japan and the US as antecessors, the
first critical illness policies were offered in SbuAfrica in 1983 as simple riders to life
insurance policies with limited coverage, includithg four basic dread diseases (see Dash
and Grimshaw, 1993). CIl has been very successfubauth Africa, because the social
security system did not cover expensive medicaktnents by specialists and because of high
risk awareness for heart diseases (see Krauseall9®&duct development in South Africa
later included the possibility of multiple claimiinkage between severity level and dread
disease benefit, coverage of the policyholders’ ilfgncoverage of multiple lives, and
optional reinstatement of the dread cover (seet:Hilary, and Temple, 2006).

In the UK, the Cll market strongly expanded during 1990s, with the majority of CI covers
being accelerated benefits with a focus on mortgagducts, where dread disease cover and
income protection were combined (see Dinani et28l00; Konig et al., 2011). After a sales
peak in 2002, a steady decrease could be obsent# 009, where approximately 20% of
the working population owned a CII, still suggegtia saturated market (see PartnerRe,
2009). Among the reasons for this development (@agnerRe, 2009 for the following



reasons) was the fact that following the succesSlpfinsurers strongly extended the covered
conditions, thereby applying different terminolagievhich contributed to confusion among
consumers, higher rates of declined claims and #tss reputational issues, causing ABI
(2005) to introduce standardization rules. In addijtthe reinsurance market in 2003 implied
a strong negative impact as capacities were redacddstricter terms were launched due to
adverse claims experiences and concerns aboutfdewelopment in medical science. The
downturn in the mortgage market further contributedhe decline of Cll sales, being the
main product design in the UK.

In Canada, CII was first introduced in 1993/1994sity as non-standardized stand-alone
policies and gained relevance due to an aging ptipal and increasing medical costs (see
Munich Re, 2001; Mooney, 2007). In contrast to the€ market, mortgage protection only

played a minor role in Cll (see Mooney, 2007) andstmpolicies featured a return of

premiums guarantee in case of death, maturity oesder (see Mooney, 2007; Munich Re,
2001).

The US CIl market started in the beginning of th& @entury, but faced a lack of awareness
amongst potential clients and advisors, as welt@scerns about litigation (see Mooney,
2007). According to Mooney (2007), there is grovpbtential in the US and Canadian
markets, but the major challenges concern markesisiges and consumer acceptance (see,
e.g., Elliot, Hilary, and Temple, 2006). In gene@ncer policies play a considerable role in
the US, similar to Japan, and contribute to theal/€1 premium income (see Kdnig et al.,
2011).

Further CII markets comprise, e.g., Australia (itrea (recovery)” insurance, mostly written
on an annual basis without a guaranteed premiuenMsenich Re, 2001), India (ClI rider to
whole life or endowment with accelerated or additilobenefit; see Sharma and Tsui, 2006),
Japan (cancer covers are common; see Konig €2(dll) and Germany (first introduced in
1991 with a non-German name, which hindered saiesrding to Krause, 1998b; in 2011,
about 150,000 stand-alone policies were in fonee2d12, only 14% of German life insurers
offered CllI, see Dabringhausen, 2012).

Today, CIl covers have a considerable market simafsian insurance markets (see General
Re, 2007). According to estimates in Konig et aD1(1), half of the global dread disease
premium volume is earned in Asia, particularly iough Korea, China, Malaysia and



Singapore, with a worldwide annual Cll premium voki(including cancer products) of over
€20 billion, representing about 1% of the globfd premium volume.

Overall, the consideration of the global marketedlegment in selected countries has already
emphasized several relevant success factors afierges regarding the development of Cl
products, including the social security system aedlth care system, risk awareness and
awareness of the product in general, along withrsgorer acceptance and marketing issues,
the availability of reinsurance solutions and matprogress, as well as the risk of litigation.
This will be relevant when discussing challenges @pportunities for insurers in Section 4.

3. COMPARISONS WITH ALTERNATIVE PRODUCTS

In the following section, we compare CII to otherséing products in order to examine their
relevance and role as extensions, with coveragelstained by other products or substitutes.

3.1 Cancer insurance

Unlike CII, specified disease policies provide irswce cover for a single critical illness, such
as cancer, heart attack or stroke (see, e.g., N2006; NCDOI, n.d.). In this instance, cancer
insurance serves as an example for these typesliofes and the stated arguments may be
transferred to other types of specified diseaskiipsl

Cancer policies supply a financial backup for eithk types of cancer or only certain types
that had not been diagnosed prior to signing th@raot or during the waiting period (see
Konig et al., 2011; NAIC, 2006; NCDOI, n.d.). Uptire diagnosis of cancer, these types of
insurance pay limited benefits based on the healtd costs and expenses that are incurred in
connection with the treatment of cancer, such apikalization and surgery (see NCDOI,
n.d.). Non-medical expenses such as home care @mabilitation costs, however, are
generally not covered (see NAIC, 2006). In additipotential exclusions apply to other
cancer-related illnesses, e.g., pneumonia andtiofexc(see NCDOI, n.d.). Cancer policies
may be classified into three categories: expensaiead policies, indemnity policies and first
diagnosis policies. Expense incurred policies payelits that are proportional to the
expenses for all covered treatments, whereuponmuamilimits apply. In contrast, indemnity
policies provide a payment for all covered treattaghut limits apply for each individually
covered treatment. The first diagnosis policiessamglar to a small Cll that pays a lump sum
upon the first diagnosis of cancer (see NCDOI,)n.d.
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First diagnosis policies are similar to Cll the mass the other types of policies are small
health insurance policies and provide less fleitybthan CII. Due to the coverage of fewer
risks, CII substitutes cancer policies. Neverthgleancer policies may be an alternative for
less wealthy individuals, since they exhibit a lowyemium level than CII. In addition,
clients who have suffered a Cl other than cancew be refused purchase of a Cll, but may
still apply for cancer insurance.

3.2 Health insurance

Compared to CIl, health insurance policies do remdha precise definition of covered risks,
because they cover all health impairments. Thesaiim of health insurance is to reinstall the
initial health state and to cover all necessary inadreatments, independent of the disease
(see Stein, 2000). In Germany, for instance, theefits provided by the statutory health
insurance must be sufficient, appropriate and emriobut may not exceed the necessary
level. If the medical treatment occurs in a medfeallity without a contractual agreement
with the statutory health insurance, the insuresl toapay for the expenses that exceed the
costs of the standard treatment (see, e.g., Zw@&feler, and Kifmann, 2009). Contrastingly,
in Japan, the benefits cover a good portion of nedixpenses; the rest is paid for by the
insured to the medical facilities. Cost-sharingthg insured is limited, however, and the
amount in excess is provided as a high-cost medar@ benefit, which is determined based
on the age and the income of the insured persoaddition, dependents are also covered by
the health insurance (see Kemporen, 2007).

Cll fills the gap generated by health and disapbilitsurance policies (see Munich Re, 2001);
therefore, Cll may not replace health insurancstelad, it provides the financial resources for
covering medical treatments that are, if at alt, udficiently covered by the health insurance,
including the limited reimbursement of treatmentoadl. Additionally, health insurance
policies do not pay for non-medical expenses, saghhe reconstruction of the insured’s
home due to disabilities or severe illnesses.

3.3 Disability insurance

In the literature, the critical illness cover igaeded as an extension of disability insurance, as
well as health insurance and enables insurance aaegto offer a full product range (see
Krause, 1998b; Munich Re, 2000; Munich Re, 200d)particular, persons with a high risk
occupation have a better chance to contract Cil thsability insurance, given that disability
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Is not an element of the coverage supplied by Qlistomers with previous illnesses may be
rejected following an application for either typ€ionsurance, but generally have a higher
chance of obtaining a CIlI contract, because singlks may be either excluded in the CI
cover or charged by additional risk loadings (Bazgg2007).

Disability insurance policies and CII are both fixleenefit insurances, but vary in terms of
the type of benefit they provide. Disability insnce provides annuities in the case of
disability; on the other hand, CIl pay a lump supom the diagnosis of a Cl. Among various
definitions, disability is in this context defineams a permanent inability to practice an
occupation that suits the insured’s education, wexgerience and social situation due to
disease, personal injury or decomposition of stiefgge, e.g., ABI, 2011; Voit and Neuhaus,
2009). In contrast to CII, the insured event ofadilty considers the insured’s occupation;
therefore, disability insurance aims to cover ac#eoccupation and to prevent a loss of
social status (see Voit and Neuhaus, 2009). Liked¥ability insurance also aims to provide
income protection, but Cll generally provides mfbegible protection due to the lump sum it
pays out.

Both types of insurances are sold as a main insaras well as a rider to related insurance
policies, e.g., life insurance (see Voit and Newh@009). Without severity-based definitions
of critical illnesses and staged benefits, whiah larked to the impact of these illnesses, ClI
is considered less complex than disability insueate the context of ClI, the insured event is
the diagnosis of a covered critical illness, whdempared to disability insurance, no
evaluation of the degree and the duration of tisatllity or the inability to work are needed
(see Pfeifer, 2009). However, with the adoptionseferity-based definitions and staged
benefits, the degree and the severity of coveledstes are considered during the claims
assessment and in this case, Cll is no longer sagBs less complex than disability
insurance.

Due to the existing connections between disabdlity critical illnesses, the coverage of both
products exhibit similarities. Nevertheless, mangdinal conditions that cause a disability,
e.g., impairments of the musculoskeletal systemraadtal illnesses such as depression, are
not covered by CII. At the same time, critical dsses may result in a non-permanent
disability, but only a few, such as strokes actualhuse a permanent disability. Therefore,
basic Cll and disability insurance are generally substitutes for each other. This issue has
also been addressed by innovative Cll solutionsghvhas resulted in the additional coverage
of total and permanent disability (TPD) as a “caatih benefit (see Baars and Bland, 1993),
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as described in the previous section. This is asidenable extension of coverage, even
though the definitions of disability vary consideisa(see PartnerRe, 2009). Several model
definitions of TPD have been listed by ABI (201I)da in effect, Climay represent a
substitute depending on the chosen definition séldility for each product and in particular
on the degree and permanence of the disability.ifstance, on the one hand, TPD may be
defined as the insured’s inability to perform atsdiioccupation ever again according to the
individual's personal education and work experienoesuch a case, CIl substitutes the
previously described disability insurances, butyanl the case of a total disability. On the
other hand, TPD may also be specified as the i@kl do any occupation at all ever again,
so that Cll is no substitution. In summary, thepgcof TPD included within Cll is typically
much more limited and, thus, overall, both insueapcoducts, when combined, generally
provide good coverage without overlaps.

3.4 Personal accident insurance

The aim of personal accident insurance is to ptdtexinsured against a loss or impairment
of the ability to work (see, e.g., Mehrhoff, Meindind Muhr, 2010). This insurance covers
invalidity due to a sudden accident that occurreshtentionally, but excludes illnesses as a
cause for the payment of benefits (see, e.g., &oit Neuhaus, 2009). The benefit, either a
lump sum or an annuity, is paid upon determinatdninvalidity, which is defined as
permanent physical or mental damage and depentleearegree of permanent invalidity and
on the agreed insured sum (see Mehrhoff, Meindl, Mohr, 2010). In contrast, Cll usually
does not consider the degree of an illness andeagefore less complex (except when
including staged benefits and severity-based defirs of critical illnesses). Similar to CII,
the insured event is independent of the occupaimhseveral claims are excluded, especially
if they occurred due to war, criminal acts and ntinally caused injuries (see, e.g., GDV,
2014). In the case of personal accident insuraaceidents due to strokes and reduced
consciousness are generally also excluded, uriiesg ttonditions were caused by a covered
accident (see, e.g., Mehrhoff, Meindl, and Muhrl @0

Because of the coverage of different events, patsaccident insurance policies and basic
Cll are not substitutes if cases such as loss mbdi are not included in the CI cover.
Nevertheless, personal accident insurance poli@psesent an alternative for clients who
have been suffering a critical illness and who haw¢ contracted a CII. In contrast to
disability insurance, the inclusion of total andrmanent disability does not result in a
potential substitution of personal accident insoesnby CIl, because the loss of a leg



13

unintentionally caused by an accident, for instadoes not necessarily affect the inability to

work or to look after oneself. However, innovati@# products may also include accident-

related conditions, such as loss of limbs, paralgsid burns or alternatively, accidents (see
Skandia, 2012), so that, in effect, personal actidesurance is substituted. In the latter case,
however, the resulting products are technicallyomger CII.

4. CHALLENGES AND OPPORTUNITIES FROM AN INSURERS PERSPECTIVE

Among the main challenges for insurers offering &# medical progress alongside improved
diagnoses, the availability of precise definiti@ml clear diagnoses of the covered diseases,
data availability for adequate pricing and risk esssnent, various problems regarding
asymmetric information, as well as the complexitg @luration of the underwriting process,
which may cause dissatisfaction among customees FsetnerRe, 2009). However, CIl also
offers major opportunities for insurers in termsrafovative product design, which can help
to enhance their existing portfolio and gain matedre. Further opportunities are provided
by an increasing demand as a result of demograpémcls, an increase in critical illness
incident rates along with lower mortality ratespefrsons suffering a critical illne&ss well

as marketing aspects.

4.1 Availability of precise definitions and clear dagnosis

Unlike health insurance that covers all impairmagiteealth, CIl need precise definitiorof

the covered risks, i.e., the specific diseasesdlatbeing insured against (see Stein, 2000).
The availability of a clear and precise definitmina covered critical illness that is sustainable
and thus stable over time, is of particular rel@eawhen insuring against a disease, as it eases
the claim assessment and avoids legal disputes.etwadvances in medical technology
have increased the pressure to continuously upztatditions and definitions in new CII
policies (see PartnerRe, 2009). In the past, targtion of definitions within the portfolio of
an insurance company and among competitors leddifiement assessment of claims, which
resulted in negative publicity for the insurancelustry as a whole and uncertainty for
customers when comparing products between compéeesBaars and Bland, 1993; Krause,
1998a). As a solution, the consistency of defingigs established by the standardization of
conditions, which aims to support market transpayenonsumer protection and as a result,

® In Germany, for instance, the estimated percengrgwth rate of dread disease between 2007 anfél 205

according to Beske et al. (2009) is as follows: detia (144%), heart attack (109%), stroke (94%) and
cancer in general (52%). The more likely occurreotcdread disease is also enhanced due to demagraph
trends.
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trust in the insurance product and the promotiothefcoverage (see ABI, 2011; Kdnig et al.,
2011; Schattschneider and Wittkamp, 1997). Nevkatise standardizations also potentially
restrict the improvement of the cover, as well msovations and may therefore also be
regarded as anti-competitive (see PartnerRe, 2009).

Thecertainty of the diagnosis given for most of the insured critical illnessend ensured by
having the diagnosis conducted by specialists kéaeich Re, 2008). However, difficulties
exist with the diagnosis of Alzheimer’s disease andtiple sclerosis, because these ilinesses
develop over time as opposed to occurring suddesmiyilar to other covered risks such as
stroke or heart attack (see Baars and Bland, 1988h and Grimshaw, 1993; Dinani et al.,
2000)2 Thus, less precise definitions and the complicatiegnoses of these diseases may
result in claims admittance problems for the inswed as a result, in longer processing
times. Consequently, the living benefit will be ghait a later stage of the disease and, hence,
the coverage provides no real advantage for thmaes, but for the insurer acts as a tool for
product differentiation. In return, the insurer méace criticism for failing to meet the
policyholder’s expectations (see Dash and Grimsia83).

4.2 Pricing and risk assessment — data availability

The existence of an adequate actuarial basis islyhiglevant for the pricing and risk
assessment of insurance products. As such, thaalrigesistance to Cll was based on the
unavailability of reliable pricing data (see Baarsl Bland, 1993). This problem is enhanced
by the difficulty of transferring disease data tdfedent countries as a result of local
customers’ habits, the local health system, as wsllother environmental influences.
Furthermore, different cultures have developedediffit levels of risk awareness for certain
diseases, which may result in diverse degrees okfrad selection and additionally
complicates the transfer of data; however, it glsoerates higher sales potential (see Krause,
1998a). In general, the actuarial basis for Cibxposed as having a high risk of change, as
advances in medical sciences are hard to predichave an essential impact on the incidence
rates of specific diseases and surgical procedigess Baars and Bland, 1993; Munich Re,

" Standardized definitions are issued by insurarganizations like the Association of British Inets (see

ABI, 2011) or by the government and are providedCanada, Israel, Malaysia, Singapore, South Africa,
Taiwan and the United Kingdom, among others (seag, Elliot, Hilary, and Temple, 2006; Kdnig et,al.
2011). Specific benchmark definitions may be fouiwd,instance, in ABI (2011), Baars and Bland (1993
and Munich Re (2008).

In addition, the diagnosis of, for example, Alzher's disease proves to be difficult, as the commo
symptoms such as memory loss and lack of concemirahay have other causes, including vitamin
deficiency or depression (see EB, 2012).
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2001). On the one hand, the improvement of medexdinology may reduce the incidence
rates of critical illnesses, should enhanced treatsmn and earlier diagnoses of minor
conditions be able to prevent more severe conditi@m the other hand, improved detection
techniques will have an increasing effect on thedence rates of critical illnesses (see
PartnerRe, 2009).

4.3 Asymmetric information

As in case of other insurance products, asymmetfazmation is an issue that needs to be
considered in the design of CIlI policy. At the timkcontract conclusion, the insured may
have observed symptoms that suggest a criticaéstinand thereupon purchases a dread
disease cover. The resulting risk of adverse detect generally higher than for death covers
(see Sharma and Tsui, 2006) and may be reducettroglucing an adequate waiting period,
as previously described (see Figure 2). Additigndligher risk awareness and insured sums
that surpass the likely financial impact resultiingm a critical illness stimulate adverse
selection and fraud (see Krause, 1998a; SharmaTand 2006). Thus, in addition to a
waiting period, maximum benefit levels may be nektelimit adverse selection (see Munich
Re, 2001). After signing the insurance contracteptial changes in the behavior of the
insured, e.g., different nutrition or a decreaseantion may further influence the incidence
rates of covered critical ilinesses (see Partne?2B@9)’

4.4 Innovations and further product designs

Several developments in recent years have influkice expansion of innovations in CI
product designs. On the one hand, advanced medadaiology has resulted in increasing the
survival rates of patients suffering from critidédesses and therefore, the demand for further
coverage following the first critical illness hasem on the rise (see Konig et al., 2011). On
the other hand, diagnostic procedures have beerova@, implying potentially higher claims
numbers. These and other developments have ledrioug product innovations that can be
developed further in the future.

Among the product innovations to address the isg@alemand has been the grouping of
benefits. Here, groups of conditions that exhibihigh correlation, e.g., heart attack and

®  The major health risk factors are therefore nemerand highly dependent on the covered illnesSes.

instance, coronary disease and strokes are infakbyg sex, age, body mass index, smoking statabgths
status, cholesterol level, blood pressure and gengtee Macdonald, Waters, and Wekwete, 2005a).
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stroke, are introduced, as the probability of tlieuorence of a specific critical illness is
higher if the same or a related illness has alrdsn diagnosed once before. In such a case,
for each occurrence of a critical iliness, the vehgtoup is excluded from further coverage
and the critical iliness cover is reinstated. Theresponding benefit scheme is described as
multiple benefit{see, e.g., Elliot, Hilary, and Temple, 2006; Kgpmeit al., 2011). So-called
buy-back optiongre similar to multiple benefits, as they provitle possibility for a reset of
the death benefit in the case of accelerated bendy exercising this option, the death
benefit is reinstated either gradually or instafdjowing a defined period after the incidence
of the dread disease and in return, the premiuimcigased (see Dinani et al., 2000; Munich
Re, 2001).

With regard to changes in diagnostic proceduresctwhotentially causes a raise in claim
numbersseverity-based definitionsere introduced as a protection to generally lichaims,

a trend identified by PartnerRe (2009) since, @agrly stage cancer is not covered according
to ABI standards (see also ABI, 2011). Alternatyweinstead of using severity-based
definitions, staged benefitswhich are linked to the impact of critical illree=s, may be
implemented to partially absorb risks due to changediagnoses (see, e.g., Elliot, Hilary,
and Temple, 2006). The third alternative for captyiprogress in medical science includes
reviewable benefitsThis concept comprises a change of coveragehendssociated premium
rate, so that the policy is designed based on dnesiet medical technology (see Baars and
Bland, 1993). In addition, the benefit may be lidke inflation (see Dash and Grimshaw,
1993) and in the event of surgical procedures,ragbdenefit may be paid prior to surgery,
while the remaining benefit is provided afterwartisthe latter case, a confirmation of the
need for surgery is required (see PartnerRe, 2@D@&rall, all of these adjustments absorb
the impact of advances in medical technology, Wetytincrease the product complexity
compared to the traditional CI product (see PaRper2009). These advances and their
impact on claim experiences also influence unguaeghpremium rates that are periodically
renewable and a common product feature in, for @k@nsouth East Asia (see Cypris and de
Braaf, 2013). In contrast, policies with guarantggdmiums face increasing pressure to
update their conditions and definitions (see Parag2009).

In addition, because the likelihood of criticalndlsses increases considerably in old age,
restrictions regarding the age at entry and theahgxpiry may be introduced in the product
design (see Schattschneider and Wittkamp, 199&hoAgh there is a clear need for CI
coverage in old age (see Munich Re, 2000), databitly may be restricted for this age
group and thus, age limits must be considered Kéaeich Re, 2001). Moreover, elderly
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people exhibit a much higher mortality rate afteiffeying a critical illness, thereby
complicating the claim assessment. The tools feingaclaim assessment in such a case were
discussed in the previous section.

Further innovations include increased coverager aitddbirth or marriage (see Dash and
Grimshaw, 1993), coverage of the policyholder’s ifgnisee Elliot, Hilary, and Temple,
2006) and the introduction of group-specific pradusee, e.g., Sharma and Tsui, 2006). In
East Asia, for example, Cll products are specificalesigned to cover primary risks to
female health, such as specific types of cancer @megnancy complications (see, e.g.,
PartnerRe, 2009).

4.5 Demand factors and potential buyers

The introduction of CIlI generally depends on théiamal health care and social security
system in the area (see Schattschneider and Witkd807). Especially in countries with
less evolved social security systems, where expemsedical treatments are not covered, the
coverage of expensive medical treatment is of @adr interest (see, e.g., Krause, 1998a;
Munich Re, 2001). However, protection against fmah hardship is also important in
countries with an extensive and well-developed aascurity system. The sales success of
Cll in South Africa and the UK showed that the depenent of the social security system is
not the only or primary indicator, but simply orector that determines the success of CII.
Others include objective factors, such as inciderates of critical illnesses and mortality
rates (especially the increase of survival ratésr afuffering a critical illnes}, as well as
subjective factors such as the individual's hahitgl the general demand for insurance (see
Krause, 1998b). In addition, the demand for Cllatets on the degree of risk aversion with
respect to the potential medical costs, the incpreg to suffering the disease, as well as the
demand for compensation of utility loss causedheydritical illness (see Longo and Grignon,
2009).

Apart from the general demand factors in the maasett whole, the incentive to purchase
protection against critical illnesses and to eafiramcial burden also varies among potential
clients. In the case of individuals without departde for instance, the lack of support
provided by a family creates a need for financedkup in the event of a severe disease (see,

9 |n the UK, for example, the mortality rates famcer (1979-2003), heart attacks (1989-2003) amudkest
(1989-2003) were decreasing across all genderagedyroups, while the incidence rate was eithghi
decreasing or even increasing, according to thic&lrillness Trends Research Group (2006).
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e.g., Krause, 1998b). Additionally, individuals i relatively high living standard generally
intend to maintain their current living standand®ereas young individuals need to safeguard
themselves against liabilities such as mortgageb @ar loans. In contrast, clients with
families aim to protect their dependents (see S&A0).

In addition, CII is not only relevant for individisa but also for companies and those who are
self-employed. For this target group, CIl can ba&stdered equivalent to a key person
insurance that usually provides financial protettgainst a decline in sales, the appointment
of qualified substitutes and contract penaltiesthe case of breach of deadlines (see
Reddmann, 2009). On the one hand, key person imseiia important if the self-employment
or the existence of a company is at stake aftaygolerson suffers a critical illness (see Stein,
2000). On the other hand, this protection may beveat for partnerships, as the remaining
partners may buy out the partner who was diagnestida critical illness (see Munich Re,
2000). In such a case, the benefit levels areivelgthigh for this type of insurance (see
Munich Re, 2001).

Factors that hinder the demand and success of finedacts, despite the general relevance of
the product for certain target groups include & laicawareness among clients and advisors,
and concerns about litigation, as was the cas@éanUS (see “market development” in the
previous section; Mooney, 2007).

4.6 Cll marketing aspects

Following the initiation of CIl, sales were usuallyw in most markets during the first five
years, but the products thereafter gained impoetaisee Munich Re, 2000). Munich Re
(2000) suggested two marketing approaches for &dwey Cll. The first approach is based
on pure statistics and focuses on likelihood of critical illnessesthus explicitly relying on
probabilities as a sales message. The second emmghéseconsequences on the life-stihe
highlighting the impact on the quality of life anlde potential financial distress incurred.
However, as Sharma and Tsui (2006) point out, thization of people’s fears regarding the
severe impact of critical illnesses as applied doyner marketing strategies contributed to a
negative perception of Cll. Based on these expeegnmarketing emphasis was as a result
instead placed on the positive aspects of the amser product and the specific needs that are
covered in order to improve this perception.
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In practice, coverage is commonly designed to mabeh most common diseases in the
respective insurance market. In a survey conducted 2000 to 2004 by General Re (2007),
the core diseases — cancer, heart attack, strakeg\kfailure and by-pass surgery — accounted
for most claims in China, the UK, Malaysia, Hongri§oand Singapore. Thus, the extension
of the list of covered conditions alongside theslevant diseases, i.e., the inclusion of less
frequent critical illnesses, serves as a methoproduct differentiation (see, e.g., Baars and
Bland, 1993). This differentiation is useful for rkating reasons if the awareness of a certain
iliness is highly developed. For instance, in thK, & public campaign by the Multiple
Sclerosis Society increased the awareness of Haukigerosis and insurers who provided
coverage of (less frequent) multiple sclerosis eepeed a considerable increase in sales (see
Krause, 1998a). Extending the list of covered comas has also been effected due to
competition, giving rise to pressure to add neweted conditions. This may be a beneficial
innovation, but can also cause confusion amongnradiaries and clients, as was the case in
the UK described in the previous section (see BeRim, 2009).

In addition, the coverage of critical illnesses gratly extends conventional life insurances
and also fills the gap generated by health andbdisainsurances (see, e.g., Konig et al.,
2011, as well as the product comparisons in theigue subsection). Thus, in general, the
offer of Cll enhances the product range of insueatmmpanies and implies a positive impact
on sales (see Munich Re, 2000). In Germany, fomgt@, insurance products have recently
been introduced that are a combination of Cll witisic capability insurante disability
insurance, long term insurance and/or personatlantinsurance. In this instance, the aim is
to provide an alternative product for individualghwa high disability risk, who cannot afford
disability insurance yet seek to (partially) pratéeeir financial incomes. From the insurer’s
perspective, these policies yield an opportunityfimther differentiation and additional sales
by focusing on specific target groups (see UntéekpBriones, and Drayer, 2011).

5. SUMMARY

Against the background of an increasing risk ofadreliseases (see, e.g., Critical lllness
Trends Research Group (2006); Beske et al. (20@)etailed description of critical illness
insurances (CIl) was provided in this paper, inolgdthe coverage, contract types and their
market successes in different countries worldwldeaddition, Cll was compared to related
insurance policies to determine whether it substituor extended those policies, thus

' This product covers body functions that are eslab activities of daily living, such as lifting,
standing, speaking and sitting, as well as conagatr (see, e.g., Pfeifer, 2009).
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assessing the market potential. Furthermore, ntljallenges and opportunities for insurance
companies were discussed.

Our study emphasized that opportunities regardirgket potential mainly arise from the
extensions of existing products. For instance, oantast to the original policies, the CII

policies may include multiple benefits and buy-bagkions, while the number of covered
conditions can be utilized as a method of produféeréntiation that varies within different

insurance markets. Additionally, the loss of bodilynctions and so-called “catch-all”

benefits, such as total and permanent disabiliy,istegrated into the coverage, influencing
comparisons with alternative products and resuitintpeir substitution.

These opportunities are accompanied by the negessiensure a sufficient degree of
transparency regarding the coverage provided irrotd avoid confusion and frustration

among consumers. The challenges also include adsananedical science that may result in
improved detection techniques, thus increasinghtireber of diagnosed critical illnesses and
inducing higher survival rates, implying a higheznthnd for the coverage of financial

distress. To date, among others, severity-basedititais, staged benefits and reviewable
benefits have been introduced to address this .is€@werall, critical illness insurance

generally allows for a relevant extension of thés#xg product range offered by insurance
companies and exhibit multiple opportunities fonomations, despite facing challenges that
arise from marketing and scientific progress.
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