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The CLASS Act
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By Robert Yee

BACKGROUND

he Community Living
TAssistance Services and

Supports (CLASS) Act is
a part of the Patient Protection
and Affordable Care Act legis-
lation relating to a voluntary
federal insurance program for
long-term  care (LTC'). This
program was subsequently re-
pealed due to serious actuarial
issues in implementation. This
article discusses the lessons
learned from the CLASS pro-
gram and the prospect for fu-
ture social LT'C financing.

LTC is comprised of a broad
range of chronic care services
for the elderly and younger in-
dividuals with disabilities. Such
services include care in nursing
facilities, therapeutic services,
adult day care, home care ser-
vices, homemaker services, etc.
LTC services are generally not
covered by private medical in-
surance. Medicare covers very
limited I'T'C services for retir-
ees.? Medicaid provides L'TC
only for individuals with min-
imal income or assets. Howev-
er, since the costs of LT'C can
rapidly deplete an individual’s
assets, a sizable portion of low-
to middle-income individuals
can qualify for Medicaid after
they start paying for LTC ser-
vices. Thus, Medicaid serves
as an L'T'C safety net for many
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more individuals besides the in-
digent.

Approximately 1 out of 2 per-
sons over age 65 will need some
form of formal LTC services
over his or her lifetime.* The
current average annual cost
of nursing home services per
person is $77,000; the corre-
sponding cost for home health
care services per person is ap-
proximately $20,000.* An av-
erage LT'C episode is about 30
months.” Thus LTC expense
poses a significant financial risk
for seniors.

Because of the aging popula-
tion, it is also a social financial
risk for all Americans as well. In
2015, there are 6.3 persons of
working ages 18 to 64 for every
elderly person age 70 and over.
By 2040, there will be only 3.5
workers to support every such
elderly person.® Unless the cur-
rent “pay-as-you-go” funding
mechanism for Medicare and
Medicaid is changed, LTC will
put an increasingly heavy finan-
cial burden on future genera-
tions of workers.

Private LT'C insurance has gen-
erally been proven to be inef-
fective for financial protection
against LT'C risk for the society
as a whole. Because premiums
are relatively expensive and
unstable, sales have been ane-

mic with less than 6 percent of
the adult population covered.”
More importantly, there is
hardly any penetration on the
low-income population that is
most at risk to become future
Medicaid beneficiaries.

CLASS ACT

The CLASS Act legislation
was forged under this stark
context by the late Senator Ed-
ward Kennedy in 2010. It was
intended to be a voluntary in-
surance program funded only
through participants’ contribu-
tions. The statute required the
program to be self-sustaining
and to accept participation with
no underwriting. In lieu of un-
derwriting, the act enforced a
five-year waiting period from
the enrollment date before a
participant can claim benefits.
The daily benefit varied from
$50 to $75, which was ade-
quate for home and community
care but insufficient to pay for
typical nursing facility care.
Students and low-income indi-

viduals would only pay a token
premium. Other challenges for
program implementation in-
cluded payment of benefits in
cash, payments to family mem-
bers, restricted administrative
expenses and the lack of mar-
keting allowance. Besides these
obstacles, the major require-
ments of voluntary participa-
tion and guaranteed issue made
the program design actuarially
unsound.

Because the final version of the
statute was drafted almost over-
night, there was no legislative
history for interpretative guid-
ance. Nevertheless, the Secre-
tary of the U.S. Department
of Health and Human Services
had sufficient latitude under
the act to implement a viable
program, subject to potential
legal challenges. The Admin-
istration was on the defensive
at the very start. The program
was under constant attack by
Republicans particularly in re-
gard to the advertised promise



of federal savings over the first
10 years due to the waiting pe-
riod provision. Another obsta-
cle to implementation was the
mandatory launch of no later
than 2013. This precluded the
possibility of testing various
designs that might maximize
participation and thereby min-
imize adverse selection.

After nearly a year of deliber-
ation, the Secretary declared
that the CLASS Act was un-
workable. It was repealed under
the 2012 American Taxpay-
er Relief Act. In its place, an
LTC Commission was formed
to study various LTC issues
and make recommendations.
The commission concluded its
findings in 2013 but failed to
recommend specific financing
solutions.

FINANCING CHALLENGE

A fundamental question on
LTC financing is the role of
the government. Is it solely an
individual’s responsibility or is
the government obligated to
assist in the growing demand
for LT'C? Should LTC be con-
sidered as a basic need that
warrants social support such as
police and fire protection and
other critical public assistance?

Perhaps a related but more
practical question is whether
doing nothing is an option. The
need for LT'C is growing as the
population ages. As an indica-
tion, total LT'C expenditures
were 1.3 percent of the gross
domestic product during 2010.*
This number is projected to
reach 2.6 percentin 2040. In the
past, workers have been paying
for benefits of the old in public
programs. In the future, there
will be fewer workers to support

a higher proportion of seniors.
The current de facto public pro-
grams for LT'C will be burden-

some for future workers.

Currently, there are 217 million
U.S. adults age 25 and over.” In
order to appreciate the chal-
lenges in I'TC financing, it is
useful to segment this popu-
lation by age and income,!* as
well as by current or earmarked
coverage from the public pro-

and medical benefits for the
disabled. An overhaul of the
current systems to accommo-
date LTC would need to ac-
count for these two groups. If
a new LT'C financing program
leaves the current support sys-
tems intact, then it can focus
on the remaining groups: the
two income classes of workers
and the retirees.

on financing mechanisms that
involve minimal or no mone-
tary government support. The
prevailing view, evidenced from
public surveys,!! is that LT'C is
largely an individual’s respon-
sibility and not a basic social

right.

"This perspective was the funda-
mental premise for the CLASS
Act. The act emphasized long-
term actuarial soundness with

grams. (See Figure 1.) only incidental government
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An LTC social financing pro-
gram should address the spe-
cific needs of the 5 groups of
constituents: the poor, the
low-income workers, middle-
to-high-income workers, the
retirees and the disabled. A
‘one size fits all’ method will
probably not work. The poor
and the disabled are currently
covered by public programs.
Medicaid pays for LTC ser-
vices for the poor and Social
Security typically pays income

LEARNING FROM
THE PAST

The most straightforward fi-
nancing solution would be an
expansion of the current public
programs. In this era of large
government deficits, there is
little political appetite for this
approach. Moreover, any ex-
pansion would exacerbate the
increasing burden of current
programs for current and fu-
ture  workers.  Accordingly,
most discussions have centered

support. The soundness re-
quirement underscored the at-
tention to careful premium de-
velopment and proper program
risk management. Despite its
major failing, it had a number
of salient features that a future
financing program should emu-
late. It provided for only a basic
level of benefits that struck a
proper balance between min-
imally adequate benefits and

CONTINUED ON PAGE 60
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affordable premiums for most
participants. This feature al-
lowed for the purchase of addi-
tional coverage through private
insurance. From a marketing
perspective, it relied on the em-
ployers to promote employee
participation in the workplace.

One of the major pitfalls of the
CLASS Act is that it attempt-
ed to cover the low-income
workers and disabled individu-
als through subsidization. The
stipulated low premium for
the near-poor and low-income
merely shifted the costs to oth-
er workers and subsequently
made the contributions less
affordable to the rest of the
participants. Under a voluntary
program, this creates adverse
selection risk and adds to the
instability of the contribution
structure.

FINANCING OPTIONS
Perhaps the real downfall of
CLASS is that the drafters had
limited information through
research and analysis for pru-
dent program design. They
underestimated the need for
incentives in order to achieve
the participation level that is
necessary in a guaranteed issue,
voluntary program. Two critical
ingredients for success—name-
ly, incentive and insurance prin-
ciple—must work in unison for
all constituents in the program.
What follows is a discussion of
a number of financing options
that may enhance the chance
for success in a future financing
program.

As adopted in the CLASS Act,
the logical direction to LTC
financing is a pre-funding
approach. Since not every-
one will need LTC services,
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an insurance program with a
pre-funding feature is most ef-
ficient in this respect. However,
this approach is problematic
for retirees. The likelihood of
needing I'TC services is much
greater at advanced ages and
the relatively short funding
period would cause the con-
tribution level to be unafford-
able to most retirees. Many of
the proposals focusing on the
retirees involve the trade-off
concept. Retirees can trade a
portion of their Social Security
benefits for coverage in an in-
surance program. Retirees can
trade equity in their homes or
death benefit in their life insur-
ance for LT'C benefits. None of
these proposals can curtail the
rising Medicaid LT'C expendi-
tures since they do not prevent
low-income retirees from be-
coming Medicaid beneficiaries.
The lack of effective immediate
coverage for retirees is a harsh
reality of I'TC financing. This
means that any viable financing
solution would have little near-
term savings in government
programs.

For the working population,
the CLASS Act has shown that
a voluntary program with no
underwriting is actuarially un-
workable given the anticipat-
ed low level of participation.
There is also a current stigma
against mandatory individual

contributions to public pro-
grams. Attention is therefore
being directed toward propos-
als to provide incentives for
working adults to participate.

One incentive is to make the
access to the insurance pro-
gram simple. The workplace is
ideal where workers can par-
ticipate through the normal
benefit enrollment and payroll
deduction procedures. Under
the CLASS Act, companies can
offer eligible employees the
opportunity to participate. Em-
ployees would be automatically
enrolled unless they opt out.
This approach should be ad-
opted under a new LTC social
insurance program. In order to
have greater participation, the
offer should be made mandato-
ry by the employers. A number
of large employers are already
offering I'T'C insurance to their
employees. Like other health
benefits, UT'C insurance cover-
age should be made ubiquitous.

The use of 401(k) or individ-
ual retirement account (IRA)
funds for L'T'C is an attractive
option for middle- to-high-
income workers. As shown
in Figure 1, this is the largest
segment (37 percent) of the
current adult population age
25 and over. Approximately 40
percent of all workers have a
retirement savings account and
the average balance is slight-

Unless the current “pay-as-you-go”
funding mechanism for Medicare
and Medicaid is changed, LTC will

put an increasingly heavy financial
burden on future generations of
workers.

ly over $50,000.2 A proposal
is to allow tax-free and penal-
ty-free withdrawals from these
accounts to pay LTC service
costs when they are incurred
or to pay LT'C insurance pre-
miums. An example of such
an insurance design is to set
up an L'TC subaccount in the
401(k) account where account
value is allocated for LTC in-
surance purposes. From this
subaccount, the insuring entity
would annually deduct a cost
of insurance for the LTC in-
surance coverage for that year.
For most workers, this amount
would only be a few hundred
dollars. This cost of insurance
would go up each year as the
risk of LT'C grows by age. The
insuring entity would periodi-
cally advise the workers of the
balance in the subaccount that
is necessary to fund future in-
surance costs. The subaccount
operates in a similar fashion to
a universal life insurance poli-
cy but does so inside the 401(k)

account.

Conceptually, LTC financial
security is a part of retirement
security. Out-of-pocket LTC
expenses are detrimental to
retirement savings. The use of
funds in the account to protect
the account itself serves the
workers’ best interest. The at-
traction to the workers is that
the LTC premiums become
practically painless since there
is practically no deduction from
their paychecks. This would re-
duce the number of opt-outs
significantly and increase the
level of participation in the
LTC insurance program.

The potential downside of al-
lowing such withdrawals is the
loss of federal tax revenues.



There are three sources of loss.
First, there is the withdraw-
al from the account to pay for
incurred LTC expenses. This
tax revenue loss is relatively
minor since II'C events are
rare during the working years.
Second, there is the loss when
costs of insurance are deducted
on a tax-free and penalty-free
basis. However, there is no
real current loss. The tax loss
would be far in the future when
funds used to pay for premi-
ums would have been distrib-
uted then. Finally, this incen-
tive might encourage workers
without a tax-deferred savings
account to initiate one. Since
they are likely to be workers
with low income, potential tax
revenue loss would be partial-
ly offset by Medicaid savings.
Opverall, the option of allowing
the use of 401(k) funds should
have minimal impact on the

federal budget.

The low-income workers, at an
estimated 15 percent of the cur-
rent adult population, have lit-
tle or no discretionary income.
Incentives are not that helpful
to them. They would need sub-
sidies in order to participate.
Unfortunately, there is no read-
ily available source of subsidies
unless it is from the federal or
state government. An alterna-
tive is to require new work-
ers entering the workforce to
participate. Employers would
be given incentives in order to
subsidize their employees’ pre-
miums on a temporary or a per-
manent basis. This is plausible
since premiums for beginning
workers would be quite low.
As this alternative would likely
leave a sizable segment of the
current low-income workers
out of the program, it would

take longer for the positive ef-
fect of the insurance program
on government programs to
take place.

It is intuitive that a well-de-
signed program can result in
future Medicare and Medicaid
savings. With proper modeling
tools and techniques, such sav-
ings perhaps can be quantified
in a fairly precise fashion. If this
can be done, then future savings
can be set aside to pay for cur-
rent subsidies for the low-in-
come working
benefit claim rates are low for
workers, the majority portion
of the premiums in their work-
ing years would have been re-
served for future claims anyway.
The insurance program would
be actuarially sound during the
beginning years if the promise
of future funds can be relied on.
In order for this funding option
to work, there must be proper
accounting of the future savings
and legislative discipline to pro-
tect such funds from other uses.
As with the option of requiring
new workers to participate, this
option would lengthen the time
period for positive impacts on
government programs.

class. Since

LOOKING FORWARD

Even though the LTC Com-
mission punted on the financing
issues, the momentum to search
for solutions has been building.
There is a recent groundswell
of activities sponsored by inter-
ested groups such as the SCAN
Foundation and the Bipartisan
Policy Center, as well as the Of-
fice of the Assistant Secretary of
Policy and Evaluation (ASPE)
in the Department of Health
and Human Services. Their
goal is to develop estimates of

future LT'C expenditures and
model the impact of various
potential solutions.

The significance of their ef-
forts extends beyond the tech-
nical analysis toward viable
solutions. The deliberation of
the results of the analysis will
continue the public discourse
toward greater clarity and com-
mon understanding of the fi-
nancing dilemmas. Hopefully, a
number of reasonable propos-
als will surface. These propos-
als can potentially be tested in
a few states.

Perhaps most importantly, a
consensus may be formed with
broad support from various in-
terested groups. A consensus is
crucial because LT'C financing
is an important public issue but
not urgent. A sensible solution
will necessarily be a compro-
mise and may be in direct con-
flict with certain noble certain-
ties. To push any such proposal
through legislation would re-
quire the dedication of a fear-
less champion who will need as
wide a support base as possible.

Out of respect and apprecia-
tion for our seniors, protecting
them from LT'C financing risk
is fittingly an important ele-
ment of the society’s attention
on retirement security. The
ultimate goal is overall success-
ful aging for seniors. To this
end, governmental and pri-
vate stakeholders will be con-
tinuously seeking innovative
ways to deliver high-quality,
individualized LT'C support in
conjunction with formulating
financing solutions.
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