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Agenda: Objectives

A “Generational” Approach:A “Generational” Approach:A “Generational” Approach:
• Overview of economic conditions

• Changing demographics
• Investment environment

What did the market look like?What did the market look like?

A Generational  Approach:

What did the market look like?

• Investment environment
• Other economic indicators

• The link between economic conditions and the LTC insurance market
• A “Generational” approach:
What did we forecast?
W d d e e oo e?
What did we forecast?
What did the market look like?
What did we forecast?

pp
• What did the market look like leading up to these years?
• What did we forecast? What actually happened?
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Some Preliminaries

The Role of Changing Demographics
U S P l ti b A 1995 2050 (f t d i th d )
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Some Preliminaries – Economic Indicators
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• Types of products offered (e.g., 
features)

• Premium rates
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The Economy heading into 2000

• The 1990s were characterized by:
– Annual GDP growth from 3.5% to 4.25%
– Low inflation 
– Low unemployment in latter half of decadep y
– High consumer confidence
– Dot-com bubble

Gramm Leach Bliley/Financial Modernization– Gramm-Leach-Bliley/Financial Modernization
– Increasing interest rates
– Low prices for LTC insurance coverage 2000
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LTC Insurance Market Measures
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The Economy @ 2000: Outlook

• Outlook for the economy:
– More open and competitive markets, deregulation, technological p p g g

advances shown to increase US productivity
• Outlook for the LTC insurance market

Higher standard of living for Americans– Higher standard of living for Americans
– US firms expanding globally
– CBO projects private insurance could grow to cover 18% of long 

t di b 2020term care spending by 2020.
– Market participation high, competitive

• But the warning signs were there…g g
– Growing uncertainty after 1997 Asian crisis, oil prices decline
– Fed raised the interest rate six times between 1999-2000

Consumer confidence declines
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– Consumer confidence declines



2000 F d l F d R t

What Happened?
2000 Federal Funds Rate

• Stock markets crash
• “Recession” of 2000

Federal Reserve cuts interest rates• Federal Reserve cuts interest  rates
• Recovery after 2000 becomes apparent 

– “Jobless recovery” through 2003 then job growth
l t f ll f 6 5% t 4 5%

2007
• unemployment falls from 6.5% to 4.5%

– Tax cuts in 2003 spur spending
– War in Iraq – defense spending contributes to 

growth in GDP
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The Economy heading into 2007

• The Federal Reserve starts increasing interest rates 
modestly beginning in 2004

• Hurricanes affect economic growth in 2005
• GDP growth in first quarter 2006 surprisingly high 

"Clearl the econom still has plent of moment m ith a little hint of inflation risk in"Clearly the economy still has plenty of momentum with a little hint of inflation risk in 
the background," - Ethan Harris, chief US economist at Lehman Brothers.

• Signs that the economy is slowing down again
40% d li i th U S H C t ti I d d i 2006– 40% decline in the U.S. Home Construction Index during 2006

– End of housing boom: prices peaked in early 2006
– Job growth declining; unemployment peaks in 2005

E dit Ri i d bt l f k h h ld– Easy credit  Rising consumer debt = less money for key household 
expenditures

– Retail sales weakening: big drop in auto sales but personal 
consumption expenditures robust through 2005
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LTC Insurance Market Measures
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The Economy @ 2007: Outlook

• Outlook for the economy
Slowing GDP growth– Slowing GDP growth

– Increasing growth in Medicaid grants
• Outlook for the LTC insurance marketOutlook for the LTC insurance market

– Lapse rates falling 
– Market participation declining p p g
– Prices increasing
– Earned premium is increasing: 

• New types of policies gaining momentum
• but new business sales down
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What Happened?

2007 – U.S. economy performed surprisingly well, 
4.9% growth at end of 2007
Oil i d– Oil prices soared

– U.S. dollar took a dive - became less 
valuable than the Canadian dollar

– Home sales plunged and increasing 
foreclosures creates crisis in mortgage 
markets (e.g., subprime, CDO)

• During February and March 2007, more than 
25 subprime lenders filed for bankruptcy,

• Merrill Lynch reports company's subprime 
losses were $3 billion higher than estimated 2014losses were $3 billion higher than estimated.

– Tightening of lending standards = crisis of 
confidence by buyers and lenders

2014
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The Economy heading into 2014

Recovery from 2007-2008 recession has been 
slow
– Slow, steady growth in GDP
– Stagnant unemployment rate

Crisis brings increased regulatory focus on insurer– Crisis brings increased regulatory focus on insurer 
activities

– Interest rates remain low
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LTC Insurance Market Measures
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2014

The Economy @ 2014: Outlook

– Economic conditions clearly matter
2014

– Concerns/Disadvantages
• LTCI market participation stabilized but less competitive

– Closed block companies  reputation risk
• Increased potential for adverse selection when economy 

is bad
• Low interest rate environment: how much longer?

E l t i i i  i t d– Employment is up, economy is growing  increase expected soon

– Advantages 
Increase in consumer awareness: ACA• Increase in consumer awareness: ACA

• New peak in consumer confidence = optimism for future 
earnings potential

• Economic climate will improve
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Views from Inside and Outside the Industry
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Disclaimer

© AM B t C (AMB) d/ it li d ffili t All i ht d ALL INFORMATION CONTAINED HEREIN IS© AM Best Company (AMB) and/or its licensors and affiliates. All rights reserved. ALL INFORMATION CONTAINED HEREIN IS 
PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE 
REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR 
RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR 
MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT AMB’s PRIOR WRITTEN CONSENT. All 
information contained herein is obtained by AMB from sources believed by it to be accurate and reliable. Because of the possibility 
of human or mechanical error as well as other factors however all information contained herein is provided “AS IS” withoutof human or mechanical error as well as other factors, however, all information contained herein is provided AS IS  without 
warranty of any kind. Under no circumstances shall AMB have any liability to any person or entity for (a) any loss or damage in 
whole or in part caused by, resulting from, or relating to, any error (negligent or otherwise) or other circumstance or contingency 
within or outside the control of AMB or any of its directors, officers, employees or agents in connection with the procurement, 
collection, compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b) any direct, 
indirect, special, consequential, compensatory or incidental damages whatsoever (including without limitation, lost profits), even if 
AMB  is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any such information. 
The credit ratings, financial reporting analysis, projections, and other observations, if any, constituting part of the information 
contained herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to
purchase, sell or hold any securities, insurance policies, contracts or any other financial obligations, nor does it address the
suitability of any particular financial obligation for a specific purpose or purchaser.  Credit risk is the risk that an entity may not meet 
its contractual, financial obligations as they come due. Credit ratings do not address any other risk, including but not limited to, 
liquidity risk, market value risk or price volatility of rated securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE 
ACCURACY TIMELINESS COMPLETENESS MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANYACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY 
SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY AMB IN ANY FORM OR MANNER 
WHATSOEVER. Each credit rating or other opinion must be weighed solely as one factor in any investment or purchasing decision
made by or on behalf of any user of the information contained herein, and each such user must accordingly make its own study 
and evaluation of each security or other financial obligation and of each issuer and guarantor of, and each provider of credit 
support for, each security or other financial obligation that it may consider purchasing, holding or selling.
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A.M. Best’s Perspective on LTC

1. Rating process
2. Evolution of the LTC market
3. A.M. Best’s comments
4. A.M. Best’s outlook
5. Summary
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A.M. Best’s Perspective on LTC

A.M. Best’s Credit Rating Evaluation

– Interactive rating is derived from an in-depth 
e al ation of a compan ’sevaluation of a company’s 

• Balance Sheet Strength
• Operating Performance
• Business Profile

– Financial performance is viewed on both a GAAP and 
statutory basisstatutory basis

– The rating approach is applied consistently to all 
companies
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A.M. Best’s Perspective on LTC

A.M. Best’s Credit Rating Evaluation, cont’d

– It is important to note that the risk assessments 
disc ssed represent A M Best’s ie on the LTCdiscussed represent A.M. Best’s view on the LTC 
product on a standalone basis

• Therefore, there are factors that may offset these risks –
diversification impact being the first and foremost
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2000

– Overview of the LTC market around 2000
• Growing market
• Underwriting
• Pricingg
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2000

– Overview of the LTC market around 2000
• Benefits
• Financial results
• Distribution
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance – 2000

– A.M. Best’s comments around 2000
• Opportunities
• Challenges
• Expectationsp
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2000

– A.M. Best’s Outlook in 2000
M t f th l t ti i t di ifi d i t th• Most of the largest participants are diversified into other 
products; therefore, their A.M. Best ratings are not heavily 
influenced by their LTC operations. Companies that rely on 
LTC for most of their operations must continue toLTC for most of their operations must continue to 
demonstrate their ability to frequently monitor operating 
results while securing a sustainable competitive advantage in 
the expanding market.the expanding market.
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2007

– Overview of the LTC market around 2007
D i k t• Decreasing market

• Underwriting
• Pricing
• Benefits
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance – 2007 

– Overview of the LTC market around 2007
Fi i l lt• Financial results

• Reinsurance
• Regulatory
• Deficit Reduction Act of 2005
• Pension Protection Act of 2006
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2007

– A.M. Best’s comments around 2007
O t iti• Opportunities

• Challenges
• Expectations
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2007

– A.M. Best’s Outlook in 2007
• The LTC market will likely continue to experience growing 

pains for a number of years. A.M. Best continues to have a 
negative outlook on the LTC market overall, as it will take 
dditi l ti t l d h th th t d tadditional time to conclude whether the current products are 

priced accurately. For carriers with older blocks that were 
less conservatively written or priced using inaccurate 
assumptions it will be a considerable challenge to approachassumptions, it will be a considerable challenge to approach 
their original profitability targets. A.M. Best believes as these 
blocks age it will be necessary for companies to continue 
implementing rate increases and to potentially strengthen
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance - 2007

– A.M. Best’s Outlook in 2007
• A M Best’s outlook for small to midsize or monoline LTC• A.M. Best s outlook for small to midsize or monoline LTC

writers remains negative. They will be challenged to build the 
necessary surplus levels for this capital intensive product. 
Companies with weaker capitalization, combined with 

ffsustained losses, will have difficulty adhering to stricter 
reserving standards.

• For larger, more diversified companies, operating results 
likely will not be as impacted by their LTC block’slikely will not be as impacted by their LTC block s 
performance. A.M. Best continues to view the outlook as 
stable.
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance today

– Overview of the current LTC market
T d ’ k t• Today’s market

• Underwriting
• Benefits
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance today

– Overview of the current LTC market
P i i• Pricing

• Financial results
• Regulatory
• Economic environment
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance today

– A.M. Best’s current comments
• Opportunities
• Challenges
• Expectationsp
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A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance today

– A.M. Best’s current Outlook
• The legacy blocks of business will continue to hinder the LTC 

product’s profitability, as there were less conservatively 
underwritten and priced using inaccurate assumptions, and 

ill i ti d t i dso will require continued rate increases and reserve 
strengthening. As such, A.M. Best continues to maintain a 
negative view on the LTC segment and remains concerned 
that the current amount of reserves especially on the olderthat the current amount of reserves, especially on the older 
blocks, may not be adequate despite current levels of 
strengthening.

Outlook of Market Trends and Premium Rate Stability 36



A.M. Best’s Perspective on LTC

A.M. Best’s perspective on LTC insurance today

– A.M. Best’s current Outlook
• A.M. Best’s outlook on larger, more diversified companies 

remains stable
• A.M. Best believes LTC has the highest risk of all health 

insurance products
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A.M. Best’s Perspective on LTC

Summary
• From early market expansion to large players exiting• From early market expansion to large players exiting
• Very few companies are writing new business
• Less concern with larger, diversified companies

Pressure on smaller monoline companies• Pressure on smaller, monoline companies
• Continued low interest rate environment remains an obstacle
• Legacy blocks will continue to impact results

S d t i t i d t i• Some products in more recent years required rate increases
• Underwriting and products continue to evolve
• Newer products

It i t l t d t i ill ti l it– It is too early to determine, will cautiously monitor 
– Experience needs time to develop and will be tracking

• Will it reduce volatility?
• New entrants?
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Intercompany Long Term Care Insurance ConferenceIntercompany Long Term Care Insurance ConferenceIntercompany Long Term Care Insurance ConferenceIntercompany Long Term Care Insurance Conference

Th k YThank You

Jeffrey LaneJeffrey Lane
Managing Senior Financial AnalystManaging Senior Financial Analystg g yg g y
A.M. Best CompanyA.M. Best Company
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Views from Inside and Outside the Industry
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LTC Pricing Project

Jointly sponsored by the SOA’s LTC Section and 
ILTCI
Research Question: 

For traditional LTCI howFor traditional LTCI, how 
stable are premiums on new 

blocks?

Caveat: The results discussed here are preliminary
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Three Approaches to Addressing Question

AssumptionAssumption 
Analysis

Qualitative Predictive 
Modeling

Are 
RatesRates 

Stable?
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Qualitative

• Higher prices are necessarily more stable 
than lower prices

• Industry has learned from experiencey p
• More data to support pricing assumptions
• Less risky product designs being offered• Less risky product designs being offered
• Skill at managing LTCI well has been 

d l ddeveloped
• Better modeling tools
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Be fearful when others are 
d d d h thgreedy and greedy when others 

are fearful.

Warren Buffett-Warren Buffett
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Assumption Analysis

• Can the key drivers of LTC experience get 
worse than current assumptions?
– Morbidity
– Interest Rates
– Lapse Rates p
– Mortality
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Assumption Methodology

• Seven large insurers who have been in the 
market continuously for at least 15 yearsmarket continuously for at least 15 years 
participated

• Each provided the research team with pricing• Each provided the research team with pricing 
data for 3 points in time:
– December 2000December 2000
– December 2007
– June 2014

• Data aggregated into “illustrative market 
assumptions”
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Illustrative Market Assumptions

• How have the assumptions changed over 
time?

• Should we now be more confident that the 
current assumptions are “right”?

• How much downside risk still exists?How much downside risk still exists?
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Morbidity Assumptions Now Much Higher
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Mortality Rates More Conservative
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Interest Assumptions Lower
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Lapse Assumptions More Conservative
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Net Premiums
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Risk Margins Higher
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Actual Gross Premiums for 5 Companies
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Society of Actuaries Motto

The work of science is to 
substitute facts for 

appearances and demonstrations 
for impressions.

RuskinRuskin
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Predictive Modeling Methodology

• What was the probability of a rate increase 
for policies issued in 2000, 2007, and 2014?

• Rule 1: Calculations based only upon• Rule 1: Calculations based only upon 
information available at each respective time 
periodp

• Rule 2: Except for those explicit differences, 
run the precise same calculations for the 
same distribution of policies at each of thesame distribution of policies at each of the 
three issue dates

• Rule 3: Model incorporates level of p
confidence in assumptions when they were 
made—not with hindsight
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Assumptions

• Model only includes the following elements:
Claims– Claims

– Net premiums + margin
– Earned interest on reserves
– Lapses
– Mortality

Th ti ll t k f ill t ti• Those assumptions all taken from illustrative 
market assumptions

• 24 000 policies representing variety of issue24,000 policies representing variety of issue 
ages and benefits sold on single issue date

• Company earns assumed portfolio yield
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Stochastic Elements of Model

• Three random “uncertainty factors” chosen 
for each simulation.  One each for:
– Claim costs
– Lapsesp
– Mortality

• Variance of uncertainty factors chosen withVariance of uncertainty factors chosen with 
predictive analytics based on:
– Quantity of data used to calculate assumptions– Quantity of data used to calculate assumptions
– Estimate of how likely the future could be 

different than the past
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Stochastic Elements of Model (cont.)

• Assume we are 95% confident that our 
lifetime experience will be our best estimate 
plus-or-minus factor of x%:

X% factor by year% y y
2000 2007 2014

Claim Costs 50% 30% 20%Claim Costs 50% 30% 20%

Lapses 14% 10% 8%

Mortality 5% 5% 5%
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PV Claims as Percentage of Expected PV Claims
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Rate increases on new business?

What is the probability that future experience will 
be so bad it will cause a rate increase? 
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Probability of Rate Increase
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Probability of Rate Increase

• Applying this methodology in 2000, we 
would have said then that there was awould have said then that there was a 
40% chance of a rate increase
2014 rates now based on:• 2014 rates now based on:
– More data
– Larger margins
– Less downside risk (it can’t get much worse)

• There is now a 12% chance of a rate 
increase
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What About Corporate Profit?

• In this model, two things are required to earn a 
satisfactory profit over the lifetime of the policies:y
1. Pricing margins plus (hopefully unlikely) rate 

increases cover risk associated with morbidity, 
t lit d lmortality, and lapse

2. Company achieves assumed returns on 
invested assetsinvested assets

• 2014 illustrative investment yield assumption: 4.9% y p
over lifetime of new policies
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Yield Projections in 2000
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Yield Projections in 2007
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Yield Projections in 2014
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Based on This Actuarial Analysis

• For new business, strong margins, better 
understanding of morbidity, and rock-bottom g y,
lapse assumptions indicate relatively low 
probability of a rate increase (e.g. 12%)p y ( g )

• If companies can achieve relatively• If companies can achieve relatively 
moderate portfolio yields (e.g. 4.9%), there 
is a good chance they will make satisfactoryis a good chance they will make satisfactory 
profits
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