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Consumer protection
and long-term care insurance:
Predictability of premiums

Mila Kofman and Lee Thompson

that consumers are informed about the scope and limits of the

protection they are buying, and that they are receiving value
in the products they purchase. The long-term care insurance market is
no exception, posing many of the same consumer protection issues as
other markets and some that arise from this product’s specific charac-
teristics.

I any insurance market, regulation may be necessary to assure

This policy brief highlights one specific consumer protection issue in
long-term care insurance—consumers’ expectations regarding the pre-
miums they will pay over the life of their insurance policies.' After a brief
discussion of the issue, a review of regulatory actions that may be taken
to protect consumers is provided. The focus is on actions recommended
by the National Association of Insurance Commissioners (NAIC), the or-
ganization representing the states’ insurance regulators, whose "model"
laws and regulations aim to promote consumer protection around the
nation.

Background

What happens to insurance premiums over time is a particular (though
not a unique) concern in the long-term care insurance market because
of the way policies are usually designed and priced. In contrast to health
insurance policies, which are products designed and priced on a year-
to-year basis, long-term care insurance policies are typically designed as
products that people will hold over a long period of time and priced so
that the premium will be constant over this time. The period over which
purchasers may hold a policy is substantial. One in three purchasers of
long-term care insurance is under the age of 65.7

Consumers are encouraged to buy policies when they are young and
the risk of needing long-term care is relatively low, so that they can
"prepay" some of their insurance costs and pay a premium that is low,
relative to risk, when they are older. With "level premium policies," con-
sumers are assured that premiums will not increase with their age or de-
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teriorating health status. According to the Health Insurance Association
of America, "premiums generally don’t increase with age but remain the
same each year (unless they are increased for an entire class of policy-
holders at once)."

But the use of level premiums does not mean that premiums will nev-
er increase. Although increases cannot occur due to characteristics of
the particular policyholder, they can occur for other reasons. Long-term
care insurance policies are difficult to accurately price.* Even if insur-
ers intend to do their best to sustain level premiums, experiences that
change expectations for future claims (or for future investment income)
could necessitate a premium increase in order to sustain promised ben-
efits. For example, in recent years the lapse rate—that is, the propor-
tion of policyholders who drop their policy—has declined.” A larger than
expected share of policyholders keeping coverage will mean an increase
in claims liabilities relative to the cumulative premiums collected. If an
insurer did not anticipate the decline in the lapse rate, it may need to
increase premiums to assure financial soundness.®

Premiums can also change for less acceptable reasons. Every market
has "bad actors"—in this case, insurers who set premiums for short-term
gain rather than long-term price stability. One such practice is the use
of "loose" underwriting rules—selling to less-healthy people along with
others—and then setting rates that are too low to cover the long-term
risk level of the purchasers. Another is setting inappropriately low
rates (that is, "low-balling") in order to sell a particular policy and then
closing enrollment in that policy (or "block of business")—enrolling new
applicants in a new and separate policy and raising the premiums for
holders of the closed policy. The result is a "death spiral" for the initial
policy—individuals who can pass medical underwriting drop such poli-
cies because they are able to purchase less expensive ones, and individu-
als who cannot are forced to pay significantly higher rates or lose their
insurance.

Although the prevalence of such practices is unknown, news reports
and legal actions demonstrate that they do indeed occur. For example,
the press reported that two leading nationwide companies attracted less
healthy elderly persons for enrollment and "offered very low premiums
for the amount of risk they took."” According to the Wall Street Journal,
the two companies then increased premiums in their largest markets
(California, Florida, and Pennsylvania)—one by 8 percent to 20 percent
and the other by 10 percent to 40 percent.’

The practice of setting rates too low and closing blocks of business to
cover risks was the subject of a class action lawsuit, Hanson v. Accelera-
tion Life Insurance Company et al. According to testimony before the
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U.S. Senate Special Committee on Aging by the lead counsel for plain-
tiffs in the lawsuit, the insurer increased premiums by as much as 700
percent, affecting over 13,000 policyholders.” The case was settled and
policyholders received cash payments totaling $12.6 million and an im-
mediate reduction of premiums for all current policyholders valued at
$2.1 million in the next year."” The company also agreed not to increase
premiums in the future for these policies.

Finally, some companies may market their products without disclos-
ing to potential buyers that premiums can in fact increase. In July of
2001, the Attorney General of Texas filed a lawsuit against American
Travellers Life Insurance Company and Conseco Senior Health Insur-
ance Company. The lawsuit involved more than 10,000 Texans who had
bought policies between 1992 and 1999 and, according to court papers,
were later subjected to double-digit rate increases after being led to
believe their premiums would remain stable." In a nationwide lawsuit
against the same insurers, Milkman v. American Travellers Life Insur-
ance Company et al., the plaintiff alleged that Conseco (which acquired
American Travellers in December of 1996) fraudulently concealed from
750,000 long-term care insurance policyholders nationwide that the in-
surer was likely to raise its premiums."”

Regulatory Responses

States have been the primary regulators of private long-term care in-
surance. Although in 1996 the Internal Revenue Service acquired author-
ity over tax-qualified long-term care policies, their authority is limited to
enforcement of the specific standards in the federal law. Consumers
must therefore look to the states for protections related to rates. Accord-
ing to one study that examined rate increases, among the thirty states
in the study with complete data, about half had disapproved or modi-
fied premium increases; only seven states had objected to 10 percent
or more of all rate increase filings.”> None of the remaining twenty-one
states (including the District of Columbia) with incomplete data reported
disapproving or modifying a rate increase, according to the study. This
study does not examine the reasons for the lack of regulatory interven-
tion. As noted previously, rate increases may become necessary due to
changing circumstances or information. However, experiences like those
described above have generated concern that limited statutory authority
and limited enforcement activity may be putting consumers at risk.

In August of 2000 the NAIC adopted a new regulatory approach in-
tended to encourage stronger state legal protections, expand the author-
ity of regulators, and guide state regulators in overseeing rates. The
NAIC worked with various stakeholders, including consumer groups and
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the insurance industry,'* to develop a new regulation that would serve as
a “model” for state consumer protection.

The NAIC Long-Term Care Insurance Model Act and Regulation seek
to better protect consumers from rate instability in several ways. As
amended in August of 2000, the model act and regulation financially
penalize companies that intentionally underprice policies and, further-
more, allow state regulators to prohibit insurers that repeatedly engage
in such behavior from selling policies in their state. In addition, the new
model requires greater disclosure of premium increases and provides
policyholders more options when their premiums are increased. The
following discusses some of the key 2000 amendments to the model act
and regulation.

Financial requirements for rate increases

The NAIC model’s primary innovation is the introduction of financial
disincentives to underprice policies.” The disincentives apply through
rules regarding the “loss ratio”—that is, the share of premium the in-
surer is expected to pay in claims (based on estimates of future revenues
and future claims) over the life of the policy for all its policyholders. Un-
der the new model, projected claims must account for at least the sum
of: (a) 58 percent of the revenues that will be generated by the existing
premium and (b) 85 percent of the revenue generated by the premium
increase. Setting a higher loss ratio requirement for the premium in-
crease than applies to the initial premium creates what is essentially a
penalty for increasing rates, and should discourage underpricing in the
first place.'

Rate certification from an insurer’s actuary that initial rates are rea-
sonable

The new model requires that insurers obtain certification from an
actuary that initial premiums are reasonable.”” Reliance on actuarial
certification assumes that, in general, the actuary will use acceptable ac-
tuarial practices while evaluating available data. It is also assumed that
a company seeking to “low-ball” rates would have difficulty finding an
actuary who would make a certification that such rates are adequate.

Enforcement and new consumer rights

The new model requires more regulatory attention to filings of pre-
mium increases and stricter enforcement of rate stability. First, the
new model authorizes insurance commissioners to review the impact
of premium increases on policyholders. If commissioners find that a
significant number of policyholders have dropped their policy they can
require the insurer to offer policyholders the option to buy a different
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policy from the insurer. In pricing the new policy, the insurer cannot
use underwriting and must base the premium rate on the policyholder’s
age at the time of the original issue of the policy for which the price
has increased, and not the person’s attained age.'® Second, under the
new model state regulators are authorized to prohibit insurers that per-
sistently sell coverage at inadequate rates from selling policies in their
state."”

Additionally, policyholders have new rights under the new model.”
In the case of substantial cumulative premium increases since the policy
was first issued, the policyholder has two options.”” The policyholder
may continue to pay the same rate, but receive a decreased level of bene-
fits. Or, the policyholder may choose to convert the coverage to a “paid-
up” status, which means an individual no longer pays the premium, but
the period that benefits are paid is shortened. Although consumers are
better protected because they will not completely lose their coverage,
they receive less than what was originally expected—fewer benefits or a
shorter benefit period.

Consumer disclosure

The NAIC model requires insurers to disclose rate increase histories
for the past ten years for policies similar to the one being offered to the
consumer.” Such disclosure allows consumers to make more informed
decisions about the company from which they may purchase a policy.
Regulators believe that disclosure of rate increases will encourage con-
sumers to buy long-term care insurance from companies whose rates
have been stable. Additionally, regulators believe this enhanced disclo-
sure will discourage companies from inappropriately pricing their prod-
ucts. The new model also requires the purchaser to sign a form stating
that he or she understands that premiums may increase in the future.”

Implications

Pricing long-term care insurance will always involve uncertainty—
about lapse rates, utilization of services, future costs, and investment
performance. However, stronger standards and more active oversight
can help policymakers and regulators better protect consumers.

Development of the model regulation is an important step, reflect-
ing the shared concern of the NAIC, the industry, and consumers about
problematic rate practices. It is important to note, however, that the
2000 model regulation is not without limitations.”* Key limitations in-
clude:

Limited state adoption. States are not required to adopt the new
model. As of July 2003 (three years after the NAIC adopted the
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model), only twenty-one states had adopted the new rating require-
ments and enhanced consumer disclosure amendments in the new
model.”

Focus on new purchasers. 1If adopted, the new model only protects
consumers buying new policies in states that have adopted the new
consumer protections. Consumers with existing policies lack the
newly established protections.

Limited capacity for enforcement. Alongside concern about stan-
dards for insurance, the effort and capacity of states to enforce
those standards has been a concern for over a decade. In 1989, the
U.S. House of Representatives, Select Committee on Aging, Subcom-
mittee on Health and Long-Term Care examined states’ shortcom-
ings as regulators. Subsequent investigations have shown that per-
sistent staff and resource shortages in state insurance departments
limit states’ capacity to regulate premium rates. The amount of
effort and resources available to ensure suitable training for indi-
viduals reviewing rates is also a concern.”® To ensure that rates are
appropriately reviewed, California, for example, established stan-
dards for actuaries, requiring the Insurance Department only to use
actuaries who are members of the American Academy of Actuaries
with at least five years relevant experience in long-term care insur-
ance industry pricing.”” The NAIC model, however, does not have
similar standards for insurance department staff reviewing rate fil-
ings.

Limited data. The NAIC model does not require insurers to report
the number of policyholders affected by a premium increase. The
fact that national data on the number of policyholders affected by
rate increases do not exist makes it difficult to assess the extent of
the problem.

Regulatory response to rate instability, primarily by the states and
the NAIC, is certainly a step toward stabilizing premiums. Given the
limitations of current regulation and the difficulty of pricing private
long-term care insurance, the courts will likely continue to be an avenue
for recourse for consumers who have been affected by substantial rate
increases. Additional regulation and enforcement are needed to educate
consumers about the coverage they are buying (and its limitations) and
to assure that they are receiving value in the insurance they purchase.
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