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Managing Restoration of Benefits Provisions

in LTCI Policies

by Steve La Pierre

estoration of Benefits (ROB): the provision

of a long-term care policy that allows poli-

cyholders to restore their maximum benefit
period after they have used some or nearly all of their
policy benefits to pay for a covered claim event. This
is a provision that should be managed closely.

A large percentage of long-term care insurance poli-
cies contain a provision for ROB. These ROB pro-
visions usually specify a period of time, often 180
days, during which an individual may restore their
full policy benefits if they a) have recovered from
their former claim condition, b) no longer have a
condition eligible for coverage, c) have been care-
free during this period, d) have not been receiving
services during this restoration period, or ¢) have met
other similarly worded requirements. It is not uncom-

mon for ROB definitions to differ between the policy
iterations of one carrier, not to mention the policies
of multiple carriers.

As blocks of long-term care insurance business
age, the frequency of requests from policyholders
to restore their benefits increases. These increased
requests have highlighted the need to more effec-
tively manage ROB provisions.

One aspect of the challenge with ROB administration
is rooted in the lack of understanding of the ROB
policy benefit by policyholders. Many policyholders
believe that—although they remain eligible for ben-
efits and continue to receive services—if they stop
sending requests for reimbursement to their carrier
for a 180-day period, their full benefit period will
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What are the Primary Risks that Face
LTC Insurers When Issuing a Policy?

by Bruce A. Stahl

en years ago many LTC professionals would have expressed concern that the lapse and

mortality assumptions might be misestimated. In contrast, today many LTC policies being

issued are priced with such low lapse and mortality assumptions that the profitability is not
sensitive to overestimating the decrements. Instead, today the greatest concerns may be investment
risk and morbidity misestimation risk.

This issue of Long-Term Care News attempts to address how LTC insurers manage investment risk
and morbidity misestimation risks. For addressing investment risk, we have reprinted an article by
Luke Girard from the February 2001 Investment Section newsletter Risk & Rewards as it helps

Bruce A. Stahl, ASA, MAAA,
is vice president and
actuary at RGA Reinsurance

us understand how we might value business with reference to investment risk. For addressing
morbidity misestimation risk, we provide two articles: one regards how to manage morbidity fac-
tors that are outside the control of the insurance company; the other provides an example of how

Company in Chesterfield, an insurance company can proactively manage morbidity in accordance with the policy language.

Mo. He can be reached at

bstahl@rgare.com.

As always, our intent is to provide you with information that is helpful to you and that challenges
your thinking about topics related to the health care industry, long-term care in particular, of course.
We hope you enjoy this issue of our newsletter and invite you to send in article ideas for us to
consider for future editions of this publication. M
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Building Community

by Mark Costello

he LTC Section Council believes that one of our primary goals is to build community. As I noted

last time, I know that our industry is filled with passionate people; and I ended my column with a

plea for you to show me your passion. From struggling as an industry to understanding the potential
impact of the CLASS Act to struggling to find articles for this newsletter, the need for a passionate LTC
community is as strong as ever. However, I know that the pressures and obligations of our personal and
professional lives can sometimes hinder our involvement in the LTC community—involvement that many
of us want to pursue. The Section Council must find avenues for you to participate in and enjoy this com-
munity by addressing these obstacles.

The LTC Section has formed a LinkedIn group that you were all invited to join. If you don’t remember
the details, just click on the “connect” link at the bottom left corner of the LTC section page of the SOA
website. From there, it’s a simple click or two to comment on an existing discussion or even start a new one.

Our thought was that this LinkedIn group can provide all of our members with a low-tech, minimally-
invasive, yet comprehensive forum for any number of community-building activities. The CLASS Act is
a good example. As we were rolling out the site, this subject was hot off the presses. If you visit the site,
you’ll see a handful of discussions related to the act—how we, as an industry, should respond; discussion
of premiums; discussion of value to consumers; and a plug for an upcoming webcast. At that point, we on
the council were testing out the site; so, there are many contributions from noncouncil members. But, think
of how you as a member could use LinkedIn when a topic like CLASS comes about.

+ Don’t know about the topic? Check the site and read up on it.

* Have a question? Start a discussion and ask away.

» Have an opinion? Join a discussion.

» Have you read some pertinent information? Post a link.

* Interested in the pulse of the industry? Read the various discussions. You might note that the industry
is trending one way or the other.

» Looking for expertise? Read the discussions and see whose comments/opinions seem valuable.

* Want people to learn about your expertise? Join in and contribute.

 Think the topic hasn’t been fully covered? Suggest a webcast, a meeting session or newsletter article.

* Want to get to know your peers in the industry? Just browse around.

We also have discussed the use of LinkedIn in connection with this newsletter. More and more of us are
probably getting our news online. We see our newsletter potentially moving more toward that format. We
discussed the long-term vision of posting articles on the website as they become available (with one hard
copy printout at the end of the year). And, then, much like on the newspaper website that you probably
use, we would point to LinkedIn to allow direct commentary on all articles posted.

Perhaps most importantly, LinkedIn can give you, the members, an easy way to communicate with section
leadership. What can we be doing? What should we be doing? This site provides you with a quick and
painless way to drop us a quick note.

We think LinkedIn has great potential; BUT, it will only be as effective as we as an entire community
make it. Sure, it may take a little courage to take that first step and throw out an opinion; but, that leap of
faith will contribute not only your own thoughts but will also add validity to the site. The more people who
contribute, the more vibrant the site, and the more value it adds.

So, please give it a shot.
Here’s the URL: http://www.linkedin.com/groups?gid=2768897 &trk=myg _ugrp ovr

Go there. Check it out. Let us know what you think about LinkedIn or anything else that may help us be
better communicators and build our community. We would love to hear from you!

CHAIRPERSON'S CORNER

Mark Costello, FSA, MAAA,

is second vice president and
marketing actuary at Munich
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Join us at the SOA 2010 Annual Meeting & Exhibit: Fresh ideas. Innovative seminars. Top-
notch speakers. Plus—ocdles of networking opportunities. We're heading to New York—a city
on the move. Vibrant. Electric. And we plan to infuse that energy into this year's meeting.

Check out what we have in store:

* General Session Keynote Speaker Ted
Koppel—yes, we said Ted Koppel—the
guy who has given us years of insight into
the biggest news stories of our time and
who is currently offering his take on cur-
rent events as an NPR news analyst.

* Presidential Luncheon Keynote Speaker
Paul Embrechts, the risk management
guru who, when he's not working as pro-
fessor of mathematics at the ETH Zurich,
keeps busy working on international
advisory groups, consulting to major
financial institutions on quantitative risk
management issues and authoring books
like "Quantitative Risk Management: Con-
cepts, Techniques and Tools.”

more than 100 sessions offering you
professional development opportunities
and greater interaction, participation and
takeaways

cutting-edge research presentations and
discussions.

networking opportunities to make those
important connections.

exhibitors giving you & lock into their lat-
est and greatest offerings.

exclusive sponsorship opportunities, pro-
viding your company a chance to connect
with a valuable target audience.

Be there—in the city that doesn't sleep. Learn more at www.soaannualme eting.org.
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automatically restore. Others believe that their full
benefit period will restore if they have a family
member provide care during the 180-day period
instead of a licensed provider.

When evaluating whether a policyholder is eligible
for ROB, many carriers conduct a retroactive evalu-
ation of the time period between the last payment on
an individual’s previous claim and the most recent
date of request for claim benefits. This is done to
help determine if the individual met the 180-day
requirement as detailed in their policy.

This approach, which involves the retroactive col-
lection of medical evidence, may present a number
of difficulties. The longer the period of time from
the last date of service, the greater the challenge in
obtaining meaningful medical records and provider
or physician input as to how the policyholder was
functioning at the end of the former claim.

A more effective approach to managing the ROB
provision includes being more proactive in manag-
ing the end of a claim. For example, pay close atten-
tion to open claims for which you have not been
requested to generate a benefit payment in 30 to 45
days. Routinely follow up with these claimants to
confirm that services are still being provided and

Managing Restoration of Benefits Provisions ...

the claim should remain open. Taking this proactive
step will help identify and resolve those situations
when a policyholder believes they are restoring
benefits by holding provider invoices. It is best to
resolve these situations earlier and avoid an expen-
sive surprise to the policyholder in 180 days.

Additionally, a very important step for home health
care claims is to conduct an abbreviated end-of-
claim functional assessment. These assessments
will serve as the basis for communicating to the
policyholder that their 180-day restoration period
is effectively commencing, or if not, why not. You
may discover a policyholder would be placing
themselves in a perilous situation by discontinuing
care services.

Of course, the use of an end-of-claim assessment
may be deemed unnecessary for situations where
the start and end of a claim are clearly defined, acute
claims, post- surgical and rehabilitative claims.

The end-of-claim assessment provides a good
opportunity to help avoid policyholder confusion
related to the ROB provision early in the process,
and, together with more proactive contact with open
claimants, you will greatly enhance your manage-
ment of your ROB provisions.

| FROM PAGE 1

Steve La Pierre is executive
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SIGN
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Learn about the new Society of Actuaries (SOA)

Competency Framework—a valuable tool, developed by
actuaries for actuaries! Use the Framework as a guide to help
determine your own career by choosing SOA events that will help
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* Communication

¢ Professional Values
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* Leadership
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* Strategic Insight & Integration
* Results-Oriented Solutions
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The valuation
method is ...
independent of the
investment strategy
that is being used
to fund the
liabilities.
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Investment Actuary Symposium

Fair Valuation of Liabilities:
Theoretical Considerations

by Luke N. Girard

Editor’s Note: Luke Girard’s article was first
printed nearly 10 years ago (Risk & Rewards news-
letter, February 2001), summarizing a scientific
paper that he had written to address the differences
and similarities between the option pricing method
(now more commonly known as fair valuation) and
the actuarial appraisal method. Attempting to use
the article’s recommended option pricing method”
10 years ago to price LTC products would have
appeared daunting. Today, LTC actuaries have bet-
ter tools available, and they have a better handle
on the lapses and mortality anticipated for policy-
holders. Therefore, two of the previously daunting
concerns for using the option pricing method” have
been largely addressed. Perhaps it is now time for
LTC actuaries to consider the advantages of the
option pricing method,” particularly one that is
emphasized in the article. The option pricing meth-
od “is also independent of the investment strategy
that is being used to fund the liabilities.”

Is it better to be precisely wrong or approximately
right? This question is at the center of the battle
between historical cost and market value account-
ing. Current market value is highly relevant, but its
accuracy is limited. Historical accounting, on the
other hand, is highly accurate, but is of little rel-
evance. The following quote is from Diana Willis
at the FASB.

“The old model with its historical-price based
measures provides less relevant information than
today’s dynamic capital markets need, and it can-
not cope with today’s complex financial instru-
ments and risk-management strategies—much less

EPaEE)

tomorrow’s.

The quote clearly indicates that the FASB has shifted
toward increased relevancy. This increased empha-
sis does not necessarily have to come at the expense
of less accuracy, since there have been advances
in both valuation methodology and information
technology.”

The two leading methods for doing a fair valuation
of liabilities are the option pricing method and the

actuarial appraisal method. While they have wide
acceptance, they also appear to contradict each
other in many ways. A task force formed by the
American Academy of Actuaries coined the term
“option pricing method.” This task force produced a
position paper that catalogued seven possible meth-
ods, one of which was the option pricing method.

The option pricing method has also been referred
to as the “direct method,” since liability cash flow
is discounted at the risk-free rate plus a spread.
Included in liability cash flow is premium and ben-
efit cash flow along with expenses. This valuation
method is consistent with the way assets are val-
ued in the capital markets. If cash flow is certain,
the discount rates are the spot rates. If cash flow is
uncertain, we need to generate interest rate scenari-
os, and then, to complete the valuation, we need to
probability weight the path-wise present values for
each scenario. The option pricing method has many
advantages. The valuation method is independent of
statutory accounting, risk-based capital and taxes. It
is also independent of the investment strategy that
is being used to fund the liabilities. Assumptions
can be objective if they are derived from the mar-
ketplace. For all these good reasons, it is preferred
by accountants and corporate finance professionals.

The actuarial appraisal method has also been
referred to as the indirect method because it is
deduced indirectly from an actuarial appraisal. An
actuarial appraisal is fundamentally based on dis-
counting free cash flow. Free cash flow is discount-
ed at the cost of capital in order to derive what is
called DDE or discounted distributable earnings.
The fair value of liabilities is deduced by deducting
DDE from the market value of the assets. The actu-
arial appraisal method has many advantages. It is
based, of course, on free cash flow, which depends
on the important realities of statutory accounting,
taxes, and the investment strategy. It is flexible
since it can incorporate actuarial assumptions of
mortality, morbidity and lapsation. It is generally
accepted as a valuation basis in the merger and
acquisition marketplace.



As different as these two methods appear to be, they
can be reconciled. In fact, it can be shown that they
produce exactly the same result if we are careful
in applying consistent assumptions in each case.
This equivalence is based on pure algebra. To see
this, we start with the actuarial appraisal method
and define a term called required profit. This is the
pretax profit that needs to be generated by the prod-
uct in order to earn the cost of capital. If this profit
is generated, the shareholders should be satisfied
since the company will earn its cost of capital. Next
we define a term called the liability spread as the
asset spread minus the ratio of required profits over
the fair value of liabilities, where the asset spread is
the expected return of the assets over the risk-free
rate. Note that because this is an actuarial appraisal,
the liability spread depends on investment strategy,
risk-based capital, statutory accounting, cost of
capital and taxes. If we add the liability spread to
the risk-free rate and discount liability cash flow
directly, we get exactly the same result as the actu-
arial appraisal method. No new information is being
created by doing an actuarial appraisal in this way.
In essence, this is a tautology.

The new information is that there is no new infor-
mation. Critics of this line of reasoning have
pointed to the existence of a “circularity” in the
derivation of the option pricing method from the
actuarial appraisal method. This circularity results
from the fair value of liabilities being dependent on
the required profit, which is in turn dependent on
the fair value of liabilities. While it exists, it does
not invalidate the conclusion, although it does make
the mathematics somewhat challenging (see Girard
2000-1).

Many practitioners, in declaring that these methods
are different, are not being diligent in ensuring that
assumptions are being applied consistently between
the two methods. Whether assumptions are derived
implicitly or explicitly or whether each method uses
different assumptions should not be sufficient cause
to view these methods as being different. After all,
within each method different methods exist for
developing assumptions. If this were a sufficient
argument to make the two methods different, then
we would arrive at the absurd conclusion that each
method would be different from itself. Thus, if we
make exactly the same assumptions in applying
each method, we will get exactly the same result.
This makes the two methods equivalent.

Now that we have established that the two methods
are equivalent, we are ready to move to the next
stage, which is the choosing of assumptions for the
valuation or accounting policy. Let’s assume that
we have perfect markets, as Modigliani and Miller
contemplated back in 1958, when they wrote their
celebrated paper concerning the cost of capital (see
Modigliani and Miller 1958 and 1963).

If we have perfect markets, M&M concluded that
we must use a leverage-adjusted cost of capital when
discounting free cash flow. M&M derived the lever-
age-adjusted cost of capital under the assumption of
a steady state. This assumption is not appropriate
for most fair valuation situations, since fair valua-
tions have finite horizons and cash flow can vary for
each period. However, the leverage-adjusted cost of
capital can be generalized to accommodate finite
horizons and varying cash flow (see Girard 2000-2).

If we assume a leverage-adjusted cost of capital,
then the liability spread reduces to or converges to
the debt spread. This debt spread is the funding cost
for the firm in excess of the risk-free interest rate or,
stated differently, the debt spread plus the risk-free
rate is the market cost of debt for the firm.

There are many reasons to suggest that it is quite
sensible to use a leverage-adjusted cost of capital
as the policy when doing an actuarial appraisal. For
example, everyone would agree that if you have a
riskier investment strategy, you should be using a
higher discount rate.

Fair Valuation of Liabilities ...

If we assume a

leverage-adjusted
cost of capital, then
the liability spread
... converges to the
debt spread. ... The
debt spread plus
the risk-free rate is
the market cost of
debt for the firm.
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If the level of risk-based capital is lower, you have
more leverage and this should result in a higher
discount rate. Also, if the reserve basis is weak,
this means higher leverage, which should translate
into a higher discount rate. A leverage-adjusted
cost of capital has all these desirable attributes.
Furthermore, using a “risk-adjusted rate of turn”
may be required under the actuarial standards of
practice in order to reflect the risk of leverage. At
least, appropriate disclosure may be necessary if the
discount rate does not reflect all risks (see section
5.2.2 of Actuarial Standard of Practice No. 19 -
Actuarial Appraisals).

The insurance markets are not perfect. Life insur-
ance policies do not trade in the capital market as
treasury bonds do. Therefore, it is quite natural
and appropriate to critique this assumption. So,
why should we make the perfect market assump-
tion? First, it is a good idea to have an internally
consistent valuation process, and the perfect mar-
ket assumption helps you achieve that consistency.
Second, the perfect market assumption is consistent
with asset valuation.

This assumption is generally made on the asset side
of the balance sheet to value similar risks such as
interest rate risk and equity market risk. Third, the
assumption is objective; the information used in the
valuation process comes from the market and is not
subjectively derived by management.

Objectivity is good because it helps to ensure com-
parability between companies. Finally, the perfect
market assumption insures that you have a will-
ing buyer and a willing seller, which is a generally
accepted guideline in a fair valuation.

In doing an actuarial appraisal, the assumption is
often made that the cost of capital is constant. A
more sophisticated assumption would be to assume
that the cost capital is equal to the risk-free interest
rate plus a spread. These assumptions are usually
made when calculating an option adjusted value
of distributable earnings (OAVDE). The pitfall is
that, if you do this, you are implicitly assuming that
leverage is constant over both state and time.

However, leverage is not static. It can be quite
dynamic. Leverage can be very large, it can be very
small, and it can even be negative. The existence
of dynamic leverage is problematic when valuing
merger and acquisition transactions at one single

corporate hurdle rate or at the risk-free interest rate
plus a static spread. Depending on the circumstanc-
es, this practice could easily result in mispricing a
transaction.

It has been said that it is not the objective of FASB
to measure the distributable earnings capacity of
the firm. In fact, that is exactly what we are doing
when we are calculating fair values by discounting
liability cash flows directly at the risk-free interest
rate plus the firm’s debt spread. We have also been
told that when doing a fair valuation, we should not
be discounting liability cash flow at the company’s
investment earnings rate less a profit margin. In
fact, that’s what we are implicitly doing when we
are doing a fair valuation using the option pricing
method.

In summary, we started off with the actuarial
appraisal method. We reformulated the actuarial
appraisal method into the option pricing method
format. We then made the assumption that liabili-
ties are freely traded in perfect markets. From all
this, we concluded that liability cash flow should
be discounted at the risk-free interest rate plus the
firm’s debt spread and then we make an adjustment
for taxes.
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Handling LTC Misestimation Risks

by Bruce A. Stahl

ne of the dangers in any sort of model-

ing, whether for insurance experience or

in financial portfolios, is becoming too
reliant upon statistics and models, and not keeping
reasoned, experienced judgment in sight. This was
clearly seen in 2008’s financial meltdown, where
overreliance on Value at Risk (VaR) modeling—a
modeling convention designed to measure short-
term risks to 99-percent confidence levels—Ilulled
many financial firms to sleep with a false sense of
security. These firms ignored the dangers of events
within the remaining 1-percent likelihood of occur-
ring, and they failed to monitor the continuing rel-
evancy of some assumptions in the models.

Just as VaR lulled many financial firms to overcon-
fidence, modeling conventions of long-term care
(LTC) insurance risks could also exert a similar lull-
ing effect on LTC insurers. LTC insurance profes-
sionals need to consider whether the model assump-
tions that feed the model distributions are realistic
and remain realistic. Insurance professionals may
misinterpret the experience of past LTC insurance
risk behavior, and future behavior may not agree
with the past. If either occurs without being recog-
nized in pricing, the pricing assumptions may be
misestimated.

When data is sufficient to identify statistical distri-
butions for the experience, LTC insurance experi-
ence will face random fluctuations from period to
period. In an ideal world, LTC insurers would have
enough data to perform good simulations to calcu-
late statistical confidences. Although normally LTC
professionals do not have enough yet because the
industry is so young (in its modern form, just 25
years), the LTC professionals still think in terms of
statistical confidence levels.

For example, when performing rate stability certi-
fications, the pricing actuary will state with some
level of personal (though not necessarily statisti-
cal) confidence that premium rates will not need
to be increased. That particular level of confidence
is described as sufficient for “moderately adverse”
experience. In statistical terms, that particular level

of confidence is greater than 50 percent and prob-
ably smaller than 99 percent. So despite the lack of
statistical modeling and measurement, the pricing
actuary has some confidence that no rate increase
will be needed over the lifetime of the policy.

Still, actuarial confidence in LTC insurance projec-
tions is not so great that LTC policies can be issued
with lifetime rate guarantees. LTC insurance pro-
fessionals must consider the risk of misestimation,
and the adverse possibilities that could emerge.
Most LTC insurance policies cannot be canceled
by the insurance company. If adverse experience
develops, however (e.g., if morbidity is higher than
assumed), the insurer can implement rate increases
for the entire class of policies. This ability is neces-
sary should morbidity rise so high that the insurer’s
capital would not be able to support it.

Four ways exist to address adverse experience pos-
sibilities resulting from misestimation risk: through
increasing premium rates; through Provisions for
Adverse Deviation (PAD) in the reserves; through
the level of capital; or through reinsurance. (The
limited payment options available on many LTC
policies suggest that at least some actuaries are
highly confident that a particular premium level
will be sufficient for adverse risks, but presumably
these premiums are at a level that would cover much

// AR,
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Long-Term Care News | SEPTEMBER 2010 | Q@



Handling LTC Misestimation Risks | FROM PAGE 9

Even if past
experience is
interpreted
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future morbidity
may not be
estimated
correctly.
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more than “moderately adverse” experience, and,
hopefully, would cover many more extreme adverse
experience scenarios.)

Many causes of morbidity misestimation are easy
to discern and address. For example, LTC insur-
ers speak of the male/female mix as a distribution
risk. This means that as men are expected to incur
fewer claim dollars than women, insurers watch to
make sure they do not issue more policies to women
than they anticipated when pricing. There is also a
regional distribution risk, but that can be addressed
in pricing so as to minimize the need to watch geo-
graphic distribution. For example, an insurer may
note that home health care claims occur more fre-
quently in Florida than they do in other parts of the
country. Such an insurer might decide to set pre-
mium rates higher in Florida than in other states
which would render the distribution risk lower than
it would be if an average premium rate were to be
used for all states.

Some causes of morbidity misestimation, however,
take time to recognize. As LTC is a relatively recent
product, its pricing has suffered from lack of sub-
stantial historical insured experience. This has been
alleviated to some degree by the large number of
LTC insurance benefits that have now been paid.
However, experience samples remain small com-
pared to other more mature insurance lines, which
means future LTC claims experience still runs a
greater risk of being misestimated. As the number
of data samples increase, lifetime experience should
be better estimated and period-to-period perfor-
mance differences should appear random.

Also, some LTC actuaries may interpret past expe-
rience differently from others. A study could show,
for example, that the incidence rate for larger life-
time maximums is lower than that for smaller life-
time maximums. Some actuaries could conclude
from such a study that the underwriting was stron-
ger for higher benefit levels. Others might decide
that the difference could be attributed to lower issue
ages for the larger lifetime maximums. Drawing
one of these conclusions or any number of other
possible conclusions will likely affect the projec-
tion modeling.

Even if past experience is interpreted sufficiently
well, future morbidity may not be estimated cor-
rectly. The misestimation error could be both on
the adverse and favorable sides of the line. For

example, the article “NeuroAIDS: An Evolving
Epidemic,” published in the May 2009 edition of
The Canadian Journal of Neurological Sciences,
recognized a very favorable response of cognitively
impaired HIV-infected individuals to antiretroviral
drug therapy. Yet the same paper expressed a con-
cern for adverse hypertension and diabetes effects
of continued antiretroviral drug therapy as patients
age. Undoubtedly research continues to develop
therapies that overcome adverse effects of various
illnesses and the drugs that treat them (and perhaps
use them in other areas of medical therapy). Still,
LTC professionals must prepare for adverse effects
as well as recognize favorable progress to date.

As mentioned earlier, highly adverse misestimation
can be alleviated through rate increases. Moderately
adverse misestimation, however, must be addressed
otherwise, perhaps through reserve PAD, through
supporting capital, or through reinsurance. PAD to
some extent, protects LTC insurers from moder-
ately adverse experience. Yet there may be a gap
between the point where an insurer might be will-
ing to implement a rate increase and the maximum
point that PAD would address. For example, per-
haps the originally projected lifetime loss ratio was
55 percent using a specified interest rate, while the
insurance company would only implement a rate
increase if a later revised projected lifetime loss
ratio exceeded 66 percent using the same inter-
est rate. PAD might address only the first six per-
centage points of the 11 percent difference, which
would mean the remaining five percentage points
would have to be addressed by capital or through
reinsurance. (For this article, that remaining 5 per-
cent is called a corridor.)

Although a reinsurance contract to cover the 5-per-
cent corridor might not receive reserve credit for
statutory purposes, it could help alleviate the strain
on an LTC insurer’s economic capital. In the hypo-
thetical example above, the LTC insurance compa-
ny might be willing to pay 1 percent or 2 percent of
its premium each year for a reinsurer to assume the
risk for that 5 percent corridor, rather than holding
5 percent of the present value of future premiums in
capital to support the risk.

The corridor could be reached due to risks other
than morbidity misestimation, but the historical
problem of overestimating mortality and lapses is
remote because pricing today often recognizes such
small decrements that adverse scenarios do not nor-



mally generate severe enough shifts in the loss ratio.
Putting aside asset and reinvestment risks (because
this example bases the loss ratio on an assumed
interest rate), morbidity misestimation is the most
likely source for an adverse lifetime loss ratio.

Morbidity for LTC insurance is composed of inci-
dence rates, continuance assumptions (or claim
terminations) and utilization (or paid percentages
relative to the daily maximum). For LTC, these
assumptions often lack the degree of credibility
enjoyed by other more mature insurance products.
They are also the likely source for experience caus-
ing the corridor to be entered, and the source of the
possibility that adverse experience extending into
the corridor may not be discerned for the life of the
policies, both as active lives and as disabled lives.
Therefore this corridor reinsurance needs to be in
place for a very long time.

Given the long horizon, perhaps a corridor reinsur-
ance provision is best addressed by coinsuring a
portion of the overall risk as well. The reinsurer will
thereby have access to how the business is being
administered and how the experience is developing.

Handling LTC Misestimation Risks

The corridor reinsurance can then have a periodic
accounting where newly projected experience can
be used as a basis for corridor experience adjust-
ments through the life of the policies.

Policies with limited payment options will not have
a predefined corridor. In such cases, a corridor can
be created if the insurer sees the moderately adverse
experience as being more pernicious than the pos-
sibility of highly adverse experience. This would
be possible when the combination of the perceived
likelihood for experience in the corridor and the
magnitude of corridor losses are greater than the
combination of the perceived likelihood of adverse
experience and the magnitude of adverse losses.
Clearly, the decision depends upon the perceived
likelihood of various loss scenarios.

The industry may not face adverse losses due to
misestimation of assumptions in the future. Yet the
risk exists, and LTC insurers will do well to con-
sider how best to prepare for the possibility. M

CPD: ATTESTATION IS COMING.

Are you ready?

IT'S SIMPLE TO GET READY:

1. Know your compliance path.

Track your CPD credits—record structured (organized) and
self-study credits.

3. Ensure the SOA has your updated e-mail address. We'll
send out information about attestation via e-mail. Once you
get the link, log in to the membership directory to attest
compliance with a few mouse clicks. Contact customerservice@
soa.org for assistance logging in to the directory.

LEARN MORE ABOUT CPD ATTESTATION AT SOA.ORG/ATTESTATION.

Long-Term Care News | SePTEMBER 2010 | 11



F5C

SOCIETY OF ACTUARIES

Long-Term Care
News

475 N. Martingale Road, Suite 600
Schaumburg, Illinois 60173
p: 847.706.3500 f: 847.706.3599

W WWW.soa.org

Mixed Sources
P | e e et B B b
Hir g il s | ]
ey Ca . KD KR
T A

Long-Term Care
Insurance Section

Non Profit Org
U.S. Postage
PAID
Carol Stream, IL
Permit No 475




	Managing Restoration of Benefits Provisions in LTCI Policies
	What are the Primary Risks that Face LTC Insurers When Issuing a Policy?
	Building Community
	Investment Actuary Symposium Fair Valuation of Liabilities: Theoretical Considerations
	Handling LTC Misestimation Risks

