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The opinions expressed and conclusions reached by the author are his
own and do not represent any official position or opinion of the Society
of Actuaries or its members. The Society of Actuaries makes not repre-
sentation or warranty to the accuracy of the information.

a 2015 Society of Actuaries Report (co-sponsored by the

Reinsurance Section, Product Development Section,

and Committee on Life Insurance Research) titled “Life
and Annuity Living Benefit Riders: Considerations for Insurers
and Reinsurers,” is available on the Society of Actuaries web-
site (www.soa.org). It covers a wide range of living benefit riders
with medically-related triggers on life or annuity products. This
article is largely derived from that report, covering several of
those riders.

The life insurance industry has expanded its product offerings
significantly in the last few years. Some of the most innova-
tive new coverages are provided by riders that can be attached
to life insurance policies, and in some cases, annuities. These
combination plans allow base policy values, such as life insur-
ance death benefits and annuity cash values, to be accelerated
to the policyholder prior to death in the event of a long-term
care need or, under some policies, a chronic illness event (which
often is very similar). In addition, many of these plans will con-
tinue long-term care insurance (LT'Ci) benefit payments even
after the base plan values are depleted. This provides a form of
insurance leverage that can result in LT'Ci benefits that might be
double or triple the death benefit. These riders make life insur-
ance or annuities more useful to the policyholder, providing liv-
ing benefits to address this under-insured need of our society. At
the same time, contrasted with stand-alone LT'Ci policies, these
policies reduce the risk to insurance companies. Policyholders
of combination plans share in the IT'C risk since they are using
their own “family” assets initially. For instance, they receive an
advance on their life insurance benefit to pay for the first layer
of coverage. This factor and other by-products of these riders
such as the reduction in lapse activity on the underlying base
plans make these products a win-win proposition for insurers
and consumers alike.

In order to add to the marketing implications of these plans,
Claude Thau, in his capacity as President of Thau, Inc., has pro-
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vided additional commentary from the perspective of a marketer
who is active in this field. Thau notes that for people who want
to self-insure, combo products can be ideal. “Self-insuring us-
ing your heirs’ death benefit costs little because the insurer is
simply paying your death benefit a bit earlier. Then you wrap
a partial stop-loss (i.e., partial catastrophe) extension of bene-
fit coverage around the accelerated death benefit. That partial
stop-loss coverage costs little because it effectively has a two-
year to three-year elimination period while accelerated benefits
are being paid.”

Further, Thau notes that the combo market is growing, while
the stand-alone LT'Ci market has been decreasing. However, it
is his belief that simple combo design and marketing innovation
could spur faster and more profitable growth, attracting more
distribution by strengthening an insurer’s portfolio. In addition,
he observes that product design should also be tailored with an
eye on the extremely attractive §1035 exchange markets.

CHRONIC ILLNESS ACCELERATED
DEATH BENEFIT RIDERS

The first living benefits discussed are chronic illness riders at-
tached to life insurance policies. These riders provide for Accel-
erated Death Benefits (ADB) to be paid under conditions spec-
ified by the rider. The purchase of accelerated benefit chronic
illness riders, if structured properly, may allow chronic illness
benefits to be free of federal income tax, subject to certain IRS
rules and limits per section §101(g) of the Tax code.

Most plans require that for benefits to be paid, the insured must
be chronically ill as certified by a licensed health care practi-
tioner. Typically, the first requirement is that the insured is un-
able to perform two or more activities of daily living (ADLs)
without human help, or the insured suffers from a severe cogni-
tive impairment. Many riders require that the condition must be
expected to be permanent. State insurance laws require a series
of provisions to be met under these chronic illness plans:

* A lump sum payout option is required, commonly, but not
always, interpreted by regulators as annual lump sums. Of-
ten the payouts are spread out over two to four years. The
SOA report includes a survey of direct writers, and among
23 plans, 17 offer a single lump sum and 20 offer period-
ic payouts (eight annual, 14 monthly, and a few with other
variations). Further, it should be noted that the regulations
do not allow for any restriction on the use of proceeds. This
essentially makes the rider a “cash” (“disability”) design for
LTCi benefits which costs a lot less for combo products
than for stand-alone L'T'Ci (because accelerated benefits
generally cost less than independent LTC coverage since
accelerated benefits reduce future death benefits). Thau ex-
pects “cash” benefits to become an increasing part of the
combo market.




Simple combo design and
marketing innovation could

spur faster and more profitable
growth, attracting more
distribution.

®  The product may not be marketed as IT'Ci. This relates to
the fact that although some chronic illness riders may pay
benefits in largely the same situations as UT'Ci, they are not
required to meet the consumer protection requirements
to qualify as LT'Ci and do not provide the full range of
mandatory optional benefits as LT'Ci. For example, chronic
illness benefits are constrained to the life insurance death
benefit, and inflation related benefit increases are not gen-
erally available on these plans. Thau notes that financial
advisors are being put in a difficult position. The difference
between §101(g) and §7702(B) designs has almost com-
pletely evaporated, yet advisors are forbidden from using
the clear term “long-term care insurance” when describing
§101(g) products.

*  Allowable pricing methods include a dollar-for-dollar death
benefit reduction approach with upfront charges, a dis-
counted death benefit approach, and the lien approach, each
of which will be explained below.

So how do these ADB riders work? Under the discounted death
benefit design, the riders are free with no extra cost upfront, but
when medical trigger requirements are met, a portion of the life
death benefit is paid out. However, only a discounted portion
of the reduction to the death benefit is paid to the policyholder.
For example, if the policy has a two-year annual lump sum ADB
rider on a $250,000 life insurance policy, upon the first claim
the death benefit would be reduced by $125,000 ($250,000/two
years), and upon the second claim if the insured is still chron-
ically ill, the remainder of the life policy would be used up. The
actual payments to the insured would each be less than the two
$125,000 reductions to the death benefit, and those amounts
will be dependent on the age of the insured and the mortality
assumptions and factors in use by the insurance company at that
time. At younger ages, the payout amounts may be fairly small
percentages of the reductions to the life insurance face amounts.
For example, the policyholder might only receive $100,000 in
total as accelerated benefits over the two-year period as opposed
to the $250,000 he would have received if he kept his coverage
(and paid premiums until his death). For this reason, chronic
riders using the discounted death benefit approach are much less
likely to be utilized.

Under the lien approach, normally offered without an upfront
charge, benefits are not discounted, but a lien is placed on the
policy values and lien interest is normally charged to the policy-
holder, so this works essentially like a loan to the policyholder.
"To increase the insurer’s ability to collect charged interest, lien
approaches may limit the amount of the death benefit that can
be accelerated.

For riders with charges upfront, most notably the dollar-for-dol-
lar death benefit reduction approach, a portion of the life death
benefit is paid periodically, and the policyholder receives the full
amount equal to the reduction in the death benefit. The charges
for these riders are often only 10 percent to 15 percent of the
cost of the base plan, which many might view as more attractive
than dealing with the uncertainty of what benefits might be paid
under the discounted death benefit approach.

The SOA survey of insurance companies issuing chronic illness
riders revealed that these riders are attached to a variety of base
plans, with the most common being universal life, whole life, and
indexed universal life. As noted above, triggers usually require
licensed health care practitioner certification, and the inability
to perform two of six ADLs or cognitive impairment, but sev-
en plans out of 23 also require permanent nursing home con-
finement. Fourteen of 23 plans require an expectation of per-
manence of the condition, which is more restrictive than LT'Ci
requirements.

The report also involved interviews with reinsurers. More re-
insurers are moving to fully participate in these coverages by
paying their share of accelerated benefits at the time accelera-
tion occurs, but various concerns were expressed. The biggest
concern is with the discounted death benefit method. There
were comments about low percentage payouts under certain cir-
cumstances, and whether insurers were able to provide enough
information to consumers to avoid unrealistic policyholder ex-
pectations. It was noted that in the past, very few people have
taken a discounted death benefit offer unless they were relatively
healthy and the discount was not that substantial. Some reinsur-
ers questioned whether chronic illness discounted death benefits
can work well without underwriting at the time of claim, which
would allow companies to provide a payout appropriate to the
insured’s actual medical condition at that point.

LONG-TERM CARE INSURANCE

ACCELERATED BENEFIT RIDERS

Another type of living benefit covered in the SOA report was
LTCi riders that provide accelerated life insurance benefits.
These are very similar to chronic illness riders, with a few key
differences.

LTCi Accelerated Benefit Riders (ABR) are governed by LT'Ci
laws and regulations, with some exemptions from normal LT'Ci
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rules. Most qualify as tax qualified LT'C under federal tax laws
in the United States, so benefits are generally tax-free subject to
some IRS limits.

Under an LT'Ci ABR, a specified portion of the death benefit is
eligible to be paid each month on claim, with a proportionate
reduction to cash values, when traditional LT'Ci triggers are met
(two of six ADLs or cognitive impairment, with no permanence
requirement). This difference in trigger requirements relates to
different regulations that govern chronic illness ADB riders and
LTCi ABR riders. Allowed benefit structures include the dol-
lar-for-dollar death benefit reduction approach, or the lien ap-
proach, but the discounted death benefit approach is not allowed.

There are three potential types of payout structures. Expense
reimbursement plans pay benefits that are capped at the lesser of
the maximum payout specified in the rider, such as 2 percent or
4 percent of the face amount every month, or at the level of LT'C
expenses actually incurred, any unpaid balance being available
in the future. Indemnity plans or disability plans pay an amount
specified in the policy without regard to actual LT'C expenses
incurred. The indemnity design does require proof that formal
care is being received, such as receipts from providers, while the
disability model does not. Under the disability model, the insur-
ance benefits are paid even if the only care is being provided by
family members or other informal care providers.

Most L'TCi riders are expense reimbursement or indemnity,
which lowers the cost of coverage compared to a disability mod-
el. In contrast, all chronic illness riders are based on the disabil-
ity model due to regulations.
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The SOA survey on LTCi ABR riders indicated that universal
life is the most common base plan. Five of eight companies use
an indemnity structure and two use a disability model under
plans where only an acceleration rider is included. However, this
section of the survey does not include those products that also
include an Extension of Benefit rider (EBR), which continues
coverage after the full face amount is depleted and which may
result in IT'Ci benefits that are double or triple the life insur-
ance death benefit if catastrophic IT'C expenses are incurred,
which leads us to the next set of living benefits.

LINKED BENEFIT PRODUCTS

The products that include both an accelerated LT'Ci benefit, as
well as additional benefits (EBRs) that are payable without re-
ducing the base plan values, are sometimes called linked-bene-
fit products, and can feature a life insurance or an annuity base
plan. All LT'Ci regulations apply to the EBR provisions/riders.
From the SOA survey on life/I'T'C linked-benefits, of the seven
plans participating, four are attached to single premium prod-
ucts only, one is attached to both single and recurring premium
plans, and two are attached to recurring premium products only.
Five of seven use the expense reimbursement model, and two
use an indemnity structure. They are all required to offer infla-
tion benefits to applicants. Reinsurers increasingly are providing
support for LT'Ci accelerated death benefit riders, but there is
still only limited support for the EBR and inflation benefit pro-
visions that these plans offer.

The annuity linked-benefit plans work much like the life
linked-benefit plans, but the amounts paid out during the ac-
celerated benefit period under most designs are a percentage of
the annuity cash value at the time of initial claim (with surrender
charges being waived), as opposed to a percentage of a life insur-
ance face amount. In contrast, some plans base the I'T'Ci ben-
efit on a multiple of the initial premium going into the policy.
These policies include an extension of benefit feature, as do life
linked-benefit plans. This feature continues the monthly ITCi
benefits, after the account value is depleted, for an extension pe-
riod specified in the policy so long as IT'Ci claim requirements
are still met. Inflation benefits are also offered. Not all survey
respondents answered the question of what design their poli-
cy used, but two indicated that benefits were based on account
value at the time of claim, and two said that IT'Ci benefits were
based on a multiple of initial premium. Essentially, all of the an-
nuity linked-benefits feature a single premium base plan. One is
a variable annuity contract, and the other respondents reflected
a mix of book value annuities or market value adjusted annuities.
Three of five plans reported the use of an expense reimburse-
ment structure, and two feature an indemnity design.




FINDINGS

In summary, there is widespread interest and participation in
these products by both direct writers and reinsurers. Favorable
tax treatment of benefits can be realized by policyholders un-
der several structures, subject to certain limitations. Thau has
observed that with today’s investment volatility, many buyers
appreciate that combo products will rebuild their estate if the
coverage is not needed to cover LTC costs. Behind the scenes,
reinsurers are working more with direct writers to provide com-
plete reinsurance mechanisms to support this business. Sales
information gathered from the 2015 survey was somewhat frag-
mented. However, from data gathered in the survey for 2013,
plus other sources, the author estimates chronic illness sales
(total policy premium) to be $1.2 billion in first year premium,

sales with LT'Ci riders on life business to be more than $2 billion
in first year premium including base plan and rider totals, and
annuity linked-benefit business to be more than $300 million
and climbing. In addition, a number of companies are reporting
that a growing percentage of their life insurance sales include
some form of living benefit rider. This is a very positive sign for
the industry and consumers alike, and one that should continue
as additional innovative solutions emerge to cover the risks of
long-term care or chronic illness. H
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