
Long-Term Care:

New Deal, New Opportunities?

________________________

Henry DeVos Lawrie, Jr.

Timothy J. Stanton

Table of Contents

1

I.
SUMMARY

II.
CHANGES IN SOCIETY AND CARE FOR THE ELDERLY
2


(A)
Aging Population, Longer Life Expectancies
2


(B)
Common Misconception About Medicare and Medicaid
2


(C)
Advances, Flexibility in Care for the Elderly
3


(D)
Impact in Employment Context
4


III.
CHANGES IN THE LAW
5


(A)
Taxation of Health Benefits Generally
5


(B)
Health Insurance Portability and Accountability Act and Subsequent Changes
6


IV.
CHANGES IN LTC INSURANCE AND OTHER FUNDING ARRANGEMENTS
15


(A)
Policy Structure and the Current Market
15


(B)
Specific Issues Under Group LTC Policies
15


(C)
Considerations in Self-Funding
16




I.
Summary I.
Summary tc "" \L 1 

An aging Baby Boom generation will put substantial pressure on the long-term care infrastructure and funding arrangements in coming years.  Misconceptions about the role of Medicare and Medicaid have left too many Americans unprepared to cover their long-term care obligations.  At the same time, new types of long-term care facilities are being developed and new forms of care are evolving, providing much more flexibility for employees.

The Health Insurance Portability and Accountability Act, or HIPAA, resolved a good deal of the uncertainty surrounding the tax treatment of insured long-term care benefits and may have resolved the taxation of employer self-funded programs.  HIPAA provided a significant impetus for employers to adopt long-term care programs for their employees, including using accelerated death benefits to provide benefits.  HIPAA also established harsh penalties for those who transfer assets to artificially qualify for Medicaid long-term care benefits.

Long-term care insurance has evolved significantly in recent years, offering more flexibility and covering a broader range of benefits.  Individual policies dominate the market and even among those programs set up by employers most are employee pay-all and attract relatively low participation.  Nonforfeiture, investment and inflation provisions are among the most important variables that employers need to examine in insured arrangements.  Few employers are now sponsoring self-funded LTC arrangements, though the potential benefits indicate that more may follow this route.

II.
Changes in Society and Care for the Elderly II.
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(A)
Aging Population, Longer Life Expectancies (A)
Aging Population, Longer Life Expectancies tc "" \L 2 

Today the invisible hand of an aging Baby Boom generation affects everything from government macroeconomic policy to the marketing of consumer products.  In the area of long-term care and insurance, this impact will be felt in three distinct, but overlapping, areas.

First, advances in medical care and other factors are producing longer life expectancies, which means that there will be far more elderly people to care for than ever before.  The fastest-growing segment of the U.S. population is now 80-year-old men and women.  Statistics from the National Academy on Aging put this data in a broader perspective.  Currently, only about 12.5% of the U.S. population is at least 65 years old, but by the year 2040 that figure is expected to rise to 20.4%.  That increase will not come gradually.  Almost the entire increase (from 13.3% to 20%) is expected to come in 20 years -- from 2010 to 2030.

Second, even incremental increases in the elderly population can put significant pressure on long-term care infrastructure because the need for LTC services rises sharply with age.  An estimated 10% of people aged 75 to 84 need assistance with at least one “activity of daily living” (e.g., eating, dressing, using the toilet, moving around).  By age 85, that figure rises to 24%.

Third, the utilization and cost of long-term care services are expected to increase markedly in the coming years as Baby Boomer-fueled demand increases.  Several years ago, a widely cited study in the New England Journal of Medicine found that people admitted to a nursing home at least once could expect to spend an average of 2.5 years in a nursing home (not necessarily all in one stay) during their lifetimes.  Similarly, the American Health Care Association, a trade organization of nursing facilities, reports that 55% of the people who enter a nursing facility will stay at least one year, and 21% will stay five years or longer.  Such high levels of need, according to the National Academy on Aging, are going to push annual long-term care spending nationwide from less than $50 billion in 1985 to nearly a quarter trillion dollars in 2005.

(B)
Common Misconception About Medicare and Medicaid (B)
Common Misconception About Medicare and Medicaid tc "" \L 2 

One reason for the failure of many Americans over the years to prepare for these well-documented demands of long-term care is a common misperception, borne out repeatedly in opinion polls, that the cost will be covered by Medicare or Medicaid.

Nationally, Medicare pays for a very small portion of nursing home expenses, perhaps 6%.  Medicare does not cover any admissions other than those which come within 30 days of a hospital stay of at least three days.  Also, only skilled care, not the custodial and intermediate care most commonly provided at nursing homes, is covered by Medicare.  Even for those who are eligible, the benefits are limited to 100 days, during most of which a copayment applies.

Medicaid eligibility is restricted to the impoverished.  Nevertheless, and in part because of transfers of assets by those uninsured for long-term care, it covers nearly half the bills for about two-thirds of all nursing home residents, according to the Health Insurance Association of America.  Because of the asset restrictions, Medicaid is an untenable option for middle income Americans.  Abuses prompted by the restrictions in turn have prompted Congress to make it a felony, punishable by up to five years in prison and a fine of up to $25,000, to “knowingly and willfully dispos[e] of assets (including by any transfer in trust)” to make an ineligible person appear eligible for Medicaid.

(C)
Advances, Flexibility in Care for the Elderly (C)
Advances, Flexibility in Care for the Elderly tc "" \L 2 

Historically, an elderly person who needed long-term custodial or medical care generally had only two options:  family members and nursing homes.  Weakened family links and greater distances have made the former less reliable and, partly in response, an industry has grown up around creating alternative care arrangements more appealing to families than traditional nursing homes.  Today care can be divided into four broad categories
: that provided in nursing homes, assisted living facilities, continuing care retirement centers, and at home.

1.
Nursing Homes.  Inpatient facilities that provide non-acute medical services, including continuous nursing services.  Nationally, the average annual charge is estimated at about $40,000, though care can be several times that expensive.  

2.
Assisted Living Facilities.  Separate-unit residential facilities catering to people too disabled to live alone, but not in need of the intensive services offered by nursing homes.  Charges for these facilities include a rental portion and a portion for the services received (common options include monitoring of residents, help with medication, social activities, personal care and shopping services, and meal services). 

3.
Continuing Care Retirement Centers.  These facilities combine aspects of assisted living facilities and nursing homes to enable elderly people to obtain additional services as their needs for medical, supervisory and other services increase.

4.
Home Care.  Care by professionals, whether full-time or part-time, in patients’ homes.  This is one of the fastest growing segments of the entire health care industry.

(D)
Impact in Employment Context (D)
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One study estimated that employee caregiving activities cost a particular Fortune 100 manufacturing company at least $5.5 million annually in absenteeism by employees, generally caused by the need to care for parents and other relatives.
  Long-term care issues are of significant concern to employees faced with the possibility that they or family members will require long-term care services.  For these reasons, it is expected that many employers will be interested in expanding their medical plans to include long-term care services

III.
Changes in the Law III.
Changes in the Law tc "" \L 1 

(A)
Taxation of Health Benefits Generally (A)
Taxation of Health Benefits Generally tc "" \L 2 

1.
Deduction to Individual.  An individual is allowed a deduction for expenses for “medical care” (including premiums under medical policies) that are not reimbursed by insurance or otherwise, to the extent that such expenses exceed 7.5% of an individual’s adjusted gross income.
  Pre-HIPAA (see discussion below), “medical care” was defined in Code Sec. 213(d) as amounts paid for:  (i) the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structures or function of the body; (ii) for transportation primarily for and essential to such care; or (iii) insurance covering such care.  Thus, an individual is allowed a deduction for medical care expenses and premiums for insurance to cover medical care, provided that expenses or premiums are unreimbursed and provided that the policy covers the medical care described above.  Under this definition, most long-term care services did not qualify as medical care until the definition was changed by HIPAA, as discussed below.

2.
Employer-Provided Coverage Is Not Income to Individual.  The value of employer-provided health coverage is specifically exempted from taxable income by Code Sec. 106, which provides that coverage under an “accident or health plan” is not gross income to an employee.  This exclusion applies whether the employer provides coverage by paying (partially or fully) a premium to an insurance company, or by contributing to a separate trust or fund (self-funding) which itself provides benefits directly or through insurance.
  It was not clear whether “health” benefits included long-term care services.  

3.
Reimbursement for Medical Care Is Not Income to Individual.  Reimbursements for medical care (under Code Sec. 213(d)) from “accident and health insurance” are excludable from the gross income of an individual.
  Though this apparent requirement of “insurance” would seem to exclude self-funded (i.e., noninsured) plans.  Code Sec. 105(a) includes self-funded “accident or health plans” within the definition.  Thus, the exclusion is equally available for insured and self-funded programs.

Reimbursements for care not qualifying as “medical care,” e.g., long-term care, were outside the scope of the exclusion provided by Code Sec. 105
 until changed by HIPAA, as discussed below.

4.
Tax Treatment of the Employer.  Amounts paid or accrued by an employer to provide medical, sickness, accident and other welfare benefits are generally deductible as Code Sec. 162 “ordinary and necessary” business expenses to the extent that the expenses are not reimbursed by insurance or otherwise, subject to certain restrictions for contributions to “welfare benefits funds.”

5.
Pre-HIPAA Taxation of Long-Term Care Benefits.  Since some long-term care services did not qualify as “medical care” it appeared that no amount was deductible by individuals under Code Sec. 213, that employer contributions might be taxable to employers, and that long-term care benefits might be taxable.  

(B)
Health Insurance Portability and Accountability Act and Subsequent Changes (B)
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1.
Statutory Changes Affecting Long-Term Care.  In adding two terms to the Code and modifying a third, HIPAA generally incorporated long-term care into medical care, thus qualifying it for the tax treatment of medical care.  HIPAA also effectively provided a Code-sanctioned alternative form of long-term care benefit by modifying the tax treatment of certain death benefits under life insurance policies.

a.
Medical Care Under Code Sec. 213(d).  HIPAA expanded the definition of “medical care” in Code Sec. 213(d) to amounts paid for:

i.
the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of affecting any structures or function of the body;

ii.
transportation primarily for and essential to such care;

iii.
qualified long-term care services as defined in Code Sec. 7702B(c); or

iv.
insurance [including Medicare] covering the medical care in (i) and (ii), or insurance that is a qualifying long-term care insurance contract under Code Sec. 7702B(b).

b.
Qualified Long-Term Care Services.  These services are diagnostic, preventive, therapeutic or rehabilitation services; services related to curing or treating a disease, or mitigating damage from one; or maintenance and personal care services which:

i.
are required by a “chronically ill individual”; and 

ii.
are provided under a plan of care prescribed by a licensed health care practitioner.


“Chronically ill individual” is defined
 as an individual who has been certified in the previous 12 months by a licensed health care practitioner as:

A.
being unable to perform (without “substantial assistance” from another) at least two “activities of daily living” (eating, toileting, transferring, bathing, dressing, continence) for at least 90 days due to loss of functional capacity; or

B.
having a similar level of disability as defined in future IRS regulations; or

C.
requiring “substantial supervision” to protect the individual from threats to health and safety due to “severe cognitive impairment.”
c.
Qualified Long-Term Care Insurance Contract.  A qualified contract is defined
 as any insurance contract that:

i.
covers only “qualified long-term care services”;

ii.
does not cover expenses that are reimbursable under Medicare (or would be but for a deductible or coinsurance requirement);

iii.
is guaranteed renewable;

iv.
provides no cash surrender value or ability to make loans or assignments (except certain premium refunds);

v.
applies all premium refunds, policyholder dividends and similar amounts to reduce future premiums or increase future benefits; and

vi.
contains three types of very specific consumer protections:

A.
Conformity with Model Law, Regulations.  A qualified contract must meet 11 standards set by the model long-term care insurance law and two additional standards set by the model long-term care insurance regulations developed by the National Association of Insurance Commissioners. These provisions cover:  guaranteed renewability, limitations and exclusions; extension of benefits; continuation coverage; discontinuance and replacement of policies; unintentional lapses; disclosure; post-claims underwriting; inflation protection, pre-existing condition restrictions generally, and in replacement policies; and prior hospitalization.

B.
Disclosure.  A qualified contract must meet seven standards set by the NAIC model regulation and six standards set by the model law.  These standards govern:  application forms and replacement coverage; reporting requirements; sales and marketing; standard outlines of policies; shopper’s guides; policy summaries; group plan certificates; monthly reports on accelerated death benefits; and incontestability periods.
  

C.
Nonforfeiture.  Both individual and group policies must give policyholders, in the event of a default, a benefit (the amount of which can be adjusted only to reflect changes in claims, persistency and interest as allowed by the IRS) in the form of at least one of the following:  reduced paid-up insurance, extended term insurance, or a shortened benefit period.

HIPAA puts another important limitation on qualified long-term care insurance contracts.  If any individual’s periodic payments under qualified long-term care contracts and accelerated death benefits (as described below) exceed a specific per diem limitation for any period, the excess is includible in gross income.
  (The limitation for 1997 is $175 per day, or $63,875 annually, and that is to be indexed for inflation in future years.
)

d.
Accelerated Death Benefits.  Often termed “living benefits,” these benefits refer to the ability of a seriously ill person insured under a life insurance policy to receive during his lifetime part of the policy proceeds that would otherwise be paid upon his death to his beneficiaries.  This type of benefit may be provided by the issuing life insurance company itself, in the form of a rider to the policy, or through “viatical settlement” companies, essentially investment firms that specialize in buying out the death benefits of a life policy in exchange for payments during the insured’s life.  In either case, the company must qualify as a “viatical settlement provider” under HIPAA.
  Though these benefits have existed for some time, and became especially important during the worst stages of the AIDS epidemic, pre-HIPAA federal tax law was not clear on whether these accelerated payments were properly excluded from income as life insurance proceeds.

i.
General rule.  Under HIPAA, amounts received under a life insurance contract on the life of a “terminally ill” insured or (in far more limited cases) a “chronically ill” insured will be excluded from personal income taxes.
  The exclusion will not generally apply to an amount paid to anyone other than the insured.
  Under HIPAA, then, a life insurance policy can in some sense be converted into a long-term care policy providing a tax-free income stream.

ii.
Terminally ill.  A “terminally ill individual” is one who has been certified by a physician as having an illness or physical condition that reasonably can be expected to result in death within 24 months.
  

iii.
Chronically ill.  A “chronically ill individual” is one who meets the definition under the long-term care provisions of the Code, as explained above.
  Chronically ill individuals can receive accelerated death benefits, but several important restrictions apply:  the exclusion applies only if the amounts are paid under a “qualified” long-term care insurance contract as described above (including a life insurance contract with a long-term care rider); the exclusion is limited to $175 per day; and the exclusion applies only to per diem and not indemnity policies.

2.
Minor Modifications, post-HIPAA

a.
Taxpayer Relief Act of 1997.  Signed into law on August 5, 1997, the Taxpayer Relief Act of 1997 (P.L. 105-34) made three minor technical changes:

i.
Self-Employed Individuals.  Self-employed individuals are entitled to deduct a portion of the amounts they pay for health insurance for themselves, their spouses and their dependents, provided that they are not eligible for an employer-provided health plan.  The Taxpayer Relief Act makes clear that the provision is to be applied separately for long-term care and health insurance.  Thus, a self-employed individual would be eligible to deduct a percentage of long-term care premiums, even if the individual was eligible for an employer-provided health insurance plan, so long as the individual was not eligible for an employer-provided LTC plan.

ii.
Nonforfeiture.  Among the consumer protection standards mentioned above is the provision of a nonforfeiture clause meeting certain standards.
  Initially, HIPAA required approval of some of those standards by the IRS.  Because states, not the federal government, actually regulate the business of insurance, the Taxpayer Relief Act modified the Code to refer to state regulatory approval.

iii.
Revised Definition of “Chronically Ill Individual.”  As noted above, under HIPAA, an individual is a “chronically ill individual” if he meets any one of three definitions, including one definition based on the inability to perform activities of daily living.  Activities of daily living are not directly relevant to the other two definitions.  Yet HIPAA originally required any “qualified” LTC policy to define chronic illness in terms of at least five activities of daily living.  The Taxpayer Relief Act modifies that provision to make clear that only one of the three possible definitions needs to include five activities of daily living.

3.
Administrative Guidance on Long-Term Care

a.
Internal Revenue Service Notice 97-31.  Released May 6, 1997, this Notice provides guidance in two important areas.  First, it refines some of the definitions related to long-term care under HIPAA.  Second, it provides guidance on several LTC insurance provisions, including a safe harbor that permits an insurance company to apply the same standards in interpreting key provisions of a qualified LTC contract that it used before 1997.

i.
Refined Definitions

“Substantial assistance” means both hands-on physical assistance without which an individual could not perform one of the activities of daily living; and assistance involving standing by within arm’s reach of an individual as needed to step in to prevent injury during such an activity.  An example of standby assistance is being ready to catch a person if he or she should fall getting into the bathtub.

“Severe cognitive impairment” means a loss or deterioration in intellectual capacity that: (a) is a form of irreversible dementia similar to (and including) Alzheimer’s disease; or (b) is measured by clinical evidence and standardized tests that reliably assess impairment in short- or long-term memory, orientation to people, places or time, and deductive or abstract reasoning.

“Substantial supervision” means continual supervision (which may include prompting verbally or with gestures) needed to protect an individual from threats to his or her health or safety (such as may result from wandering).

ii.
Pre-1997 Standards.  In general, the Notice provides a basis for using pre-1997 insurance standards to determine whether a person is “chronically ill” without amending the contracts.  Other sections of the Notice related to consumer protection, nonforfeiture and grandfather rules are outlined below.

A.
Safe harbor for continuation of pre-1997 insurance standards.  This safe harbor applies only to the substantial assistance and substantial supervision elements of the chronically ill definition.

B.
Consumer protections.  Under HIPAA, issuers of long-term care contracts are required to comply with certain provisions of the model LTC law and regulations described above.  In states where a model has been fully or partially adopted, compliance with the applicable state law requirements will constitute compliance under this provision of HIPAA.  Similarly, failure to comply with those requirements will be considered a failure to comply with the parallel requirement under HIPAA.  In states that have not adopted the models, the language, caption, format and content requirements of the models will be considered satisfied if the provisions are substantially identical in all material respects to those required under the model law and regulations.

C.
Grandfather rules.  HIPAA provides that a contract issued before January 1, 1997, is treated as a “qualified long-term care insurance contract” if the contract met state requirements for such contract at the time it was issued.  The Notice sets forth rules for determining the issue date of both individual and group contracts.  Further, under the grandfather rule, any material change in a contract will be considered the issuance of a new contract.  This includes any change in the terms of the contract altering the amount or timing of any item payable by the policyholder, the insured, or the insurance company

b.
Proposed Regulations.  In proposed regulations published on January 2, 1998, the IRS addresses two aspects of the long-term care insurance rules under HIPAA:  (1) the consumer protection requirements that apply to qualified long-term care contracts; and (2) the grandfather rules.  Taxpayers may rely on the proposed regulations for guidance, pending the issuance of final regulations.  (To the extent that the final regulations may be more restrictive, they will not be retroactive.)

i.
Consumer Protection Requirements.  Qualified long-term care insurance contracts are required to satisfy certain provisions of the 1993 version of the NAIC model act and model regulation for long-term care insurance.  The proposed regulations reflect the standards contained in Notice 97-31 (e.g., the consumer protection requirements will be considered satisfied if a contract complies with a State law that is substantially similar or more stringent).

ii.
Grandfather rules.  In response to comments from the insurance industry, consumer groups and others, the IRS clarified the material change rules in certain respects, but it has not resolved all of the issues raised by commentators.

A.
A policyholder’s exercise of any right provided under the terms of the contract as in effect on December 31, 1996, or a right required to be provided by State law, will not be treated as a material change
.  

B.
The following practices also will not be treated as material changes:  (1) any change in the mode of premium payment, such as a change from paying premiums monthly to quarterly; (2) any classwide increase or decrease in premiums for guaranteed renewable contracts; (3) a reduction in premiums due to the purchase of a long-term care insurance policy by a member of the policyholder's family; (4) any reduction in coverage (with correspondingly lower premiums) made at the request of a policyholder; (5) the addition, without an increase in premiums, of alternative forms of benefits that may be selected by the policyholder; (6) the purchase of a rider to increase benefits under a pre-1997 contract if it would qualify as a separate contract; (7) the deletion of a rider or provision of a contract (called an HHS rider) that prohibited coordination of benefits with Medicare; and (8) the exercise of a continuation or conversion of coverage right under a group contract following an individual's ineligibility for continued coverage under the group contract
.

C.
The IRS has invited further comment on various transition issues, including:  (1) whether the material change rules should be limited to pre-1997 contracts that cannot have a cash surrender value; (2) whether there are any conditions under which the expansion of coverage under a group contract in connection with a corporate merger or acquisition should not be a material change; and (3) whether the extension of a group contract to a collective bargaining unit should be treated as a material change.

4.
Taxation of Long-Term Care Under HIPAA

a.
Is Long-Term Care Deductible?  An individual is allowed a deduction for expenses for “medical care” that are not reimbursed by insurance or otherwise, to the extent that such expenses exceed 7.5% of an individual’s adjusted gross income.
  Medical care, as shown above, now includes “qualified long-term care services” and premiums for “qualified long-term care insurance contracts.”  Thus, unreimbursed amounts an individual spends for qualified services themselves or for qualified insurance policies are deductible to the extent they exceed 7.5% of adjusted gross income.

HIPAA does not address the tax treatment of payment for long-term care policies that do not meet the definition of “qualified.”  Under the regulations interpreting Code Sec. 213, premiums for insurance are considered medical care expenses only to the extent that the premiums are for insurance covering medical care under Code Sec. 213(d).
  Several commenters on IRS Notice 97-31 have requested guidance on the tax treatment of non-qualified insurance policies.

b.
Is Employer Provided Long-Term Care Coverage Income?  As noted above, employer-provided coverage under an “accident or health plan,” including a plan providing medical benefits, is excludable from the gross income of an employee under Code Sec. 106.  Under HIPAA, any employer plan providing coverage under a qualified long-term care insurance policy is treated as an accident and health plan,
 so coverage under an insured plan will not be included in income.

It is somewhat less clear whether long-term care coverage provided under a non-insured plan or under a “non-qualified” insured arrangement will be excludable from income.  Neither HIPAA nor its legislative history answer this question directly, but HIPAA provides several indications that self-funded coverage, at least, should not be taxable.

First, while “accident or health plan” is not a defined Code term, Code Sec. 105 governs amounts received from such plans and it specifically links deductions allowed for reimbursements from accident and health plans to the definition of medical care under Code Sec. 213(d).
  Now that long-term care services are included in the scope of “medical care,” self-funded long-term care programs should have the same tax treatment under Code Sec. 106 as those providing other medical benefits.  Second, Code Sec. 106, as amended, specifically denies the exclusion to long-term care benefits provided under flexible spending and similar arrangements.
  This implies that in the absence of the prohibition, employers could provide long-term care coverage other than through qualified long-term care insurance policies.  Also, Sec. 106(c), after defining the specific type of flexible spending arrangement that will cause qualified long-term care service costs to be included in gross income of employees, concludes by saying that “In the case of an insured plan, ....”  This implies that there are other ways an employer could provide coverage for qualified long-term care services besides using an insured plan.

Other evidence, however, can be interpreted to show that the drafters of HIPAA did not intend the tax benefits to extend to self-funded programs.  For example, the statute repeatedly refers only to “insurance” and it specifically provides that certain long-term care plans sponsored by states are to be considered qualified -- a measure that presumably would be unnecessary if self-funded plans generally could be qualified.

c.
Are Long-Term Care Benefits Taxable?  Reimbursements for medical care (under Code Sec. 213(d)) from “accident and health insurance” (including self-funded plans) are excludable from the gross income of an individual.

As discussed above, qualified long-term care insurance contracts are expressly characterized as “accident and health insurance,”
  so reimbursements through such policies would be excludable from the gross income of an individual.  As for self-insurance, the arguments relating to the taxation of self-insured long-term care coverage under Code Sec. 106 equally apply to the taxation of benefits under Code Sec. 105, with the result that benefits paid from a self-funded plan that covers qualified long-term care services appear to be excludable from gross income.

d.
Are Long-Term Care Contributions Deductible by an Employer?  HIPAA did nothing to change the general rule that amounts paid for welfare benefits are deductible under Code Sec. 162 as “ordinary and necessary” business expenses to the extent that the expenses are not reimbursed by insurance or otherwise.

Similarly, HIPAA did not directly alter the Code Sec. 419 limits that apply to any contributions to a “welfare benefit fund” such as a VEBA.  But by expanding the definition of “medical care” under Code Sec. 213(d), HIPAA seems to have permitted deduction of contributions to a VEBA to fund long-term care benefits.

IV.
Changes in LTC Insurance and Other Funding Arrangements IV.
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(A)
Policy Structure and the Current Market (A)
Policy Structure and the Current Market tc "" \L 2 

Long-term care insurance can be structured on either an indemnity or disability model, or a combination of the two.  In the indemnity format, the insured is reimbursed up to a fixed daily limit for actual expenses for covered services.  Under the disability model, regardless of actual expenses, the same amount of benefits is paid.  On many policies the benefit is the lesser of actual daily expenses and a stated daily maximum.  

The LTC market (unlike, say, the group health or group life markets) is not dominated by large employers.  Instead, individual coverage predominates.  Insurance rating agency A.M. Best Co. estimates that individual policies accounted for $2.1 billion of the $2.5 billion in total long-term care insurance premiums written by insurers in 1995.  Only about 1% of U.S. employers offer LTC coverage as a benefit, though it is more prevalent among Fortune 500 companies, an estimated 20% of which offer the coverage.  According to the Health Insurance Association of America, about two out of every three companies that do offer the benefit offer only an “employee pay-all” program in which individual participants may receive an advantage from a group rate, but the employer itself pays for none of the coverage.  

With level premiums set by age and policy terms running three to five years, employers are generally not actively involved in managing an LTC program.  Instead, those duties are entrusted to an insurance company, with the expectation that coverage will continue with one insurer or can be transferred to another if desired by the employer.  Even with the tax treatment of certain LTC benefits clarified by HIPAA, the benefits face several important restrictions.  First, and most importantly, the income tax exclusion for long-term care benefits generally is not available to benefits provided through two very popular corporate vehicles:  cafeteria plans
 and flexible spending arrangements.
  Second, the tax treatment of existing LTC arrangements that are not modified to be “qualified” arrangements under the Code remains uncertain.

(B)
Specific Issues Under Group LTC Policies (B)
Specific Issues Under Group LTC Policies tc "" \L 2 

This section summarizes some of the important variables in group programs and discusses features that policyholders would be well advised to review.

a.
Nonforfeiture.  Group LTC policies themselves are guaranteed renewable, but when an individual who has paid premiums for a period of years decides to stop doing so, what benefit should he have under a group plan?  Policies may generally require, for example, five years of paying in before a terminating employee has any continuing rights.  But insurers can differ dramatically in how they calculate the benefits to which such an employee is entitled.

b.
Termination.  One of the biggest areas of discrepancy among insurers is the handling of terminations of employers who are switching to other insurers.  Policies need to specify which reserves are to be transferred (for example, reserves for actives, spouses, retirees, and parents-in-law) to the new company and the conditions under which such transfers will be made (for example, if new insurer assumes all policy guarantees of previous insurer).  Similarly contracts should spell out how reserves will be valued and which penalties will be assessed.

c.
Investment of Reserves.  Investment strategy is critical in LTC programs due to the length of time between initial premiums being paid and benefits being paid out.  Some insurance companies may invest the funds in high-grade bonds or similar instruments, but given the length of the term, investments with exposure to equities may be more appropriate.

d.
Inflation Protection.  Insurance companies routinely sell policies that increase daily maximum benefits by a certain percentage each year to offset the potential effects of inflation, but the price can be steep.  A recent survey of insurers by the HIPAA, for example, found that the average annual premium for a 50-year-old buying a base plan with a daily benefit of $80 for nursing home care and $40 for home care was $310.  Adding inflation protection in the form of a 5% annual increase in benefits more than doubled the average annual premium to $651.

e.
Deductible or Elimination Period.  This is the length of time that an insured person who is benefit-eligible must wait to begin receiving benefits and ranges from 30 days to 90 days.  As would be expected, longer deductible periods will reduce premium charges.

f.
Required Participation Levels.  Some policies may require employers to guarantee a certain level of participation.  At least in part because LTC plans are often employee pay-all, participation is often very low.  Three percent to 5% is considered average and even a company such as IBM, which has since 1990 reimbursed employees for a portion of the premium, reports that only 8% of its eligible employees participate.

g.
Benefit Levels.  LTC policies usually provide a certain level of benefits (say, $80 to $120 per day for nursing home care) over a fixed period of three to five years.  Policies also usually set lifetime benefit maximums described in terms of either days of coverage or dollars.

(C)
Considerations in Self-Funding (C)
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If the uncertainty over tax treatment could be resolved, self-insurance could offer several advantages to employers.  Foremost are the potential financial advantages off avoiding state premium taxes and retaining investment income (assuming that a funding arrangement such as a VEBA is used).  As a benefit management tool, self-funding also offers employers the prospect of improving enrollment (a recent survey found that three-quarters of employer-sponsored plans reported enrollment of under 10%
).  What’s more, by making premiums more manageable for employees, employer funding could also help make inroads on the related problem of adverse selection.
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