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SUMVARY: This docunent contains final |Inconme Tax Regul ations
relating to consumer protection with respect to qualified |ong-
termcare insurance contracts and relating to events that wl|
result in the |loss of grandfathered status for long-termcare

I nsurance contracts issued prior to January 1, 1997. Changes to
the applicable | aw were nade by the Health Insurance Portability
and Accountability Act of 1996. The regul ations affect issuers
of long-termcare insurance contracts and individuals entitled to
recei ve paynents under these contracts. The regulations are
necessary to provide these taxpayers wth gui dance needed to
conply with these changes.

DATES: Effective date. These regulations are effective

Decenber 10, 1998.

Applicability date. Section 1.7702B-1 (concerning consumner
protection provisions) of the regulations applies with respect to

contracts issued after Decenber 10, 1999. Section 1.7702B-2
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(concerning special rules for pre-1997 contracts) of the
regul ations is applicable January 1, 1999.
FOR FURTHER | NFORMATI ON CONTACT: Kat herine A. Hossof sky, (202)
622- 3477 (not a toll free nunber).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s docunent contains anendnents to the I ncone Tax
Regul ations (26 CFR part 1) to provide rules relating to consuner
protection with respect to qualified | ong-termcare insurance
contracts and relating to events that will result in the |oss of
grandf at hered status for long-termcare insurance contracts
I ssued prior to January 1, 1997.

A notice of proposed rul emaki ng (REG 109333-97) under
section 7702B of the Code was published in the Federal Register
on January 2, 1998 (63 FR 35). Witten comments were received
fromthe public, and a public hearing was held on May 13, 1998.
After consideration of all the coments, the regul ations proposed
by REG 109333-97 are adopted as revised by this Treasury
deci si on.

Expl anati on of Statutory Provisions

The Health Insurance Portability and Accountability Act of
1996 (Public Law 104-191, 110 Stat. 1936, 2054 and 2063) ( H PAA)
added section 7702B to the Internal Revenue Code of 1986 (the
Code). Section 7702B establishes the tax treatnent for qualified
| ong-term care insurance contracts. Section 7702B(a)(1) and (3)

of the Code provide that a qualified |long-termcare insurance
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contract is treated as an acci dent and heal th insurance contract
and that any enpl oyer plan providing coverage under a qualified
| ong-term care insurance contract is treated as an acci dent or
health plan with respect to that coverage.

Section 7702B(a)(2) of the Code provides that anounts (other
t han policyhol der dividends and prem um refunds) received under a
qualified long-termcare insurance contract are generally
excl udabl e from gross incone as anounts received for persona
Injuries and sickness.

Section 213(d)(1)(D) of the Code was anended by section 322
of HIPAA to provide that eligible |ong-termcare insurance
prem uns, as defined in section 213(d)(10) of the Code, are
medi cal care expenses.

Under section 7702B(b)(1)(F) of the Code, a qualified |ong-
termcare insurance contract nust neet the consuner protection
provi sions of section 7702B(g) of the Code. |In addition, section
4980C of the Code inposes an excise tax on issuers of qualified
| ong-term care insurance contracts that do not provide further
consuner protections.

Section 7702B of the Code applies to contracts issued after
Decenber 31, 1996. Section 321(f)(2) of H PAA treats a contract
I ssued before January 1, 1997, as a qualified |ong-termcare
I nsurance contract under section 7702B(b) of the Code, and
services provided or reinbursed under such a contract as
qualified long-termcare services under section 7702B(c) of the

Code, provided the contract net the |ong-termcare insurance
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requirenents of the State in which the contract was sitused at
the time the contract was issued. Section 321(f)(2) of H PAA
al so provides that in the case of an individual covered on
Decenber 31, 1996, by a State long-termcare plan under section
7702B(f) of the Code, the terns of the plan on that date are
treated as a contract neeting the long-termcare insurance
requi renents of that State.

Section 321(f)(4) of HI PAA provides that for purposes of
appl yi ng sections 101(f), 7702, and 7702A of the Code, neither
the issuance of a rider that is treated as a qualified | ong-term
care insurance contract nor the addition of any provision
required to conformany other long-termcare rider to the
requi renments applicable to a qualified |long-termcare insurance
contract is treated as a nodification or material change of the
contract.

Expl anati on of Provisions

The final regul ations provide gui dance concerni ng

e the consuner protection requirenents that apply to
qualified |l ong-termcare insurance contracts under
sections 7702B(g), 7702B(b)(1)(F), and 4980C of the
Code; and
e the grandfather provisions of section 321(f)(2) of
H PAA under which pre-1997 contracts are treated as
qualified long-termcare insurance contracts if certain

conditions are net.
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The standards in the final regulations are based on safe harbors
that were originally set forth in Notice 97-31 (1997-1 C B. 417),
and in the regul ations proposed in REG 109333-97.
Notice 97-31

Notice 97-31 was issued to provide interimstandards for
taxpayers to use in interpreting the new | ong-termcare
provisions and to facilitate operation of the insurance market by
avoi ding the need to anend contracts. For exanple, Notice 97-31
I ncl udes interimguidance on the determ nation of whether an
I ndividual is a chronically ill individual, including safe harbor

definitions of the terns substantial assistance, hands-on

assi stance, standby assistance, severe cognitive inpairnent, and

substanti al supervision. The standards contained in Notice 97-31

I ncl ude interimguidance on both the consuner protection

provi sions and the scope of the statutory grandfather provisions
that apply to long-termcare insurance contracts issued before
1997.

Consuner Protection Requirenents

Under sections 7702B(b)(1)(F), 7702B(g), and 4980C of the
Code, qualified long-termcare insurance contracts and issuers of
those contracts are required to satisfy certain provisions of the
Long- Term Care | nsurance Mddel Act (Mdel Act) and Long-Term Care
I nsurance Model Regul ation (Mddel Regul ation) pronul gated by the
Nati onal Associ ation of Insurance Conm ssioners (NAIC) for
| ong-term care insurance as of January 1993. The requirenents

relate to guaranteed renewability, unintentional |apse,
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di scl osure, prohibitions against post-clainms underwiting,
inflation protection, and prohibitions against pre-existing
condi tions exclusions and probationary periods. Section 4980C
| nposes an excise tax on an issuer of a qualified |long-termcare
I nsurance contract if, after 1996, the issuer fails to satisfy
certain requirenents, including requirenents relating to
application fornms, reporting, marketing, appropriateness of
recommended purchase, standard format outline of coverage,
delivery of a shopper’s guide, right to return, outline of
coverage, and incontestability. Most of these requirenents are
based on the NAIC Mbdel Act and Regul ati on.

The final regulations reflect the standards that were set
forth in Notice 97-31 and in the regul ations proposed in
REG 109333-97. For exanple, the consuner protection requirenents
will be considered satisfied if a contract conplies with State
law in a State that has adopted the related NAI C nodel or a nore
stringent version of the nodel.

Comment ators general ly approved of the consumer protection
provi sions of the proposed regulations. Sonme commentators
suggested that the provisions should be applied on a prospective
basis, such as for long-termcare insurance contracts issued nore
than one year after publication of the final regulations.

Consi stent with this suggestion, the final regulations apply to
contracts issued after Decenber 10, 1999.
Comment at ors suggested that if any State has adopted a Model

Act or Model Regul ation requirenent, such State’'s interpretation
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of that requirenent should be considered probative but not
controlling of the neaning of the anal ogous requirenments for
pur poses of applying sections 7702B(g) and 4980C of the Code to a
contract sitused in another State. This suggestion was not
adopted. If a particular State has adopted a Mddel Act or Mode
Regul ation requirenent, that State’'s interpretation should apply
to determ ne whether the contract neets that State’s requirenent.
If a State has not adopted a particular requirenment, the
determ nation of what interpretation should apply for purposes of
section 7702B(g) and 4980C of the Code is nore appropriately made
on a case-by-case basis.

Pre-1997 Long-Term Care | nsurance Contracts

Section 321(f)(2) of HI PAA provides that a contract issued
before January 1, 1997, is treated as a qualified |long-termcare
I nsurance contract if the contract net the "long-termcare
I nsurance requirements of the State" in which the contract was
sitused at the tine it was issued. Under the final regulations,
the date on which a long-termcare insurance contract other than
a group long-termcare insurance contract is issued is generally
the date assigned to the contract by the insurance conpany. In
no event is the issue date earlier than the date on which the
pol i cyhol der subm tted a signed application for coverage to the
I nsurance conpany. In addition, if the period between the date
of application and the date on which the |ong-termcare insurance
contract actually becones effective is substantially [onger than

under the insurance conpany’ s usual business practice, then the
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I ssue date is generally the date the contract becones effective.
For purposes of applying the grandfather rule of section
321(f)(2) of HHPAA to a group long-termcare insurance contract,
the issue date of the contract is the date the group contract was
I ssued. As a result, coverage for an individual who joins a
grandf at hered group | ong-term care insurance contract on or after
January 1, 1997, is accorded the sane treatnent under section
321(f)(2) as is accorded coverage for those who joined the group
before that date.

Notice 97-31 and the proposed regul ations use the term

material change to identify those changes to pre-1997 |long-term

care insurance contracts that are treated as the issuance of a
new contract and, therefore, result in the |oss of grandfathered
status under section 7702B. The use of the termnmaterial may
have caused sone confusion in |light of the bright |ine standards
that the regul ations are generally intended to provide. For this
reason, the final regulations do not use the termmaterial in
this context. No substantive change is intended by this
nmodi fication.

The final regul ations generally adopt the standards set
forth in the proposed regul ations for purposes of determ ning
whet her a change to a pre-1997 long-termcare insurance contract

is considered the issuance of a new contract.! For exanple, the

! These standards are different fromthose that apply for

pur poses of determ ning the grandfathered status of other types
of 1 nsurance contracts under the Code (including sections 7702,
7702A, 101(f), and 264). Those other provisions I[imt the tax
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final regulations provide that the exercise of any right provided
to a policyholder or the addition of any right that is required
by State |law to be provided to the policyholder will not be
treated as the issuance of a new contract. Thus, as illustrated
in an exanple in the regul ations, the exercise of a right set
forth in a pre-1997 contract, w thout underwiting, does not
result in the | oss of grandfathered status.

The final regulations also provide that the foll ow ng
practices will not be treated as the issuance of a new contract
for purposes of the grandfathering provision of section 321(f)(2)
of HI PAA: (1) a change in the node of prem um paynent, such as a
change from paying premuns nonthly to quarterly; (2) a classw de
I ncrease or decrease in premuns for contracts that have been
I ssued on a guaranteed renewabl e basis; (3) a reduction in
prem uns due to the purchase of a long-termcare insurance policy
by a nmenber of the policyholder’s famly; (4) a reduction in
coverage (wWith correspondingly | ower prem uns) nade at the
request of a policyholder; (5) a reduction in prem uns that
occurs because the policyhol der becones entitled to a di scount
under the issuer’s pre-1997 premiumrate structure (such as when
a policyhol der becones a nenber of a group entitled to a group
di scount, or changes from snoker to nonsnoker status); (6) the
addition, without an increase in premuns, of alternative forns

of benefits that may be sel ected by the policyholder; (7) the

benefits associated with the purchase of insurance products that,
unl i ke pre-1997 | ong-term care insurance contracts, have a
substantial investnent orientation.
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addition of a rider to increase benefits under a pre-1997
contract if the rider would constitute a qualified |long-termcare
I nsurance contract if it were a separate contract; (8) the
deletion of a rider or provision of a contract (called an HHS
(Heal th and Human Services) rider) that prohibited coordination
of benefits with Medicare; (9) the effectuation of a continuation
or conversion of coverage right under a group contract follow ng
an individual’s ineligibility for continued coverage under the
group contract; and (10) the substitution of one insurer for
anot her in an assunption reinsurance transaction. These
exceptions are generally simlar to those listed in the proposed
regul ations. In response to conmments, however, the exceptions
have been broadened to permt certain prem umreductions and to
clarify that a change in insurer pursuant to an assunption
rei nsurance transaction is not treated as the i ssuance of a new
contract (assum ng that the contract would not otherw se be
treated as newy issued, such as by reason of a change in the
anount or timng of benefits or premuns).

Some conment at ors suggested that the regul ations include a
parenthetical to the effect that sone changes in the anount or
timng of itens (such as de minims changes in prem uns) are
not treated as the issuance of a new contract, even if no
specific exception applies under the regulation. An inportant
pur pose of these regulations is to provide certainty as to the
qualification of pre-1997 |ong-termcare insurance contracts, and

the exceptions enunerated in the proposed regul ati ons provide
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broad relief fromtreatnent as the issuance of a new contract
resulting in the | oss of grandfathered status. Accordingly, the
final regulations do not contain this additional parenthetical.

Sone commentators identified additional circunstances under
whi ch expansi on of coverage under a group long-termcare
I nsurance contract should not be treated as the issuance of a new
contract. For exanple, sone requested that the addition of a
spouse, dependent children, or others should not be treated as
the i ssuance of a new contract. Other commentators suggested that
no | oss of grandfathering should result fromthe expansi on of
coverage under a group contract by reason of a corporate nerger
or acquisition, or the extension of coverage to collectively
bar gai ned enpl oyees, or the addition of former enployees. The
final regulations clarify that such expansion is not treated as
the i ssuance of a new contract, provided that the addition is
W t hout underwriting and is pursuant to the terns of the contract
and the plan under which the contract was issued as in effect on
Decenber 31, 1996. Thus, the addition of a business’s assets and
rel ated enpl oyees by a conpany with a pre-1997 group contract is
not treated as the issuance of a new contract if, as of Decenber
31, 1996, the contract and the plan under which it was issued
provi ded that new enpl oyees automatically are eligible to
participate in the group contract. |f, however, a new subsidiary
I's acquired by the conpany and the conpany’s pre-1997 group
contract or plan requires that a subsidiary be designated by the

conpany in order for its enployees to be eligible to participate,
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then the designation of the new subsidiary would be a change in
the terns of the contract or in the plan relating to eligibility.
Al t hough the final regulations were not nodified to accommodate
further expansion, a new qualified |ong-termcare insurance
contract could be entered into to expand coverage under these
circunstances. Alternatively, the final regulations permt
coverage under the pre-1997 contract to be expanded by a rider to
the pre-1997 contract if the rider would constitute a qualified
| ong-term care insurance contract if it were issued as a separate
contract.?

Finally, it was suggested that the grandfather provisions of
the final regulations should be effective inmmedi ately. The final
regul ations with respect to contracts issued before 1997 are
effective January 1, 1999.

St andards before the Effective Date of the Final Requl ati ons

The consuner protection provisions in the final regul ations
apply with respect to contracts issued after Decenber 10, 1999.
Taxpayers may continue to rely on Notice 97-31 with respect to
contracts issued on or before that date. |In addition, a contract
I ssued on or before Decenber 10, 1999. will not be treated as

failing to satisfy the consunmer protection requirenents of

2 As was indicated in the preanble to the proposed

regul ati ons, certain of the consuner protection requirenents
woul d not apply to such a rider. Specifically, sections
7702B(g) (2) (A (i) (r11y, 77028(g) (2) (A) (1) (V),
7702B(g) (2) (A) (i) (VIl) (other than section 9B of the NAIC Mdel
regul ation), 7702B(Qg)(2)(A)(i)(X), 7702B(g)(3), 7702B(Qg)(4),
4980C(c) (1) (A) ('), and 4980C(c)(2) of the Internal Revenue Code
woul d apply only the first time a contract is purchased, and
woul d not apply to the purchase of a rider.
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section 7702B(g) or 4980C of the Code if the contract satisfies
the requirenents of the final regulations. Taxpayers nmay not
rely on Notice 97-31 with respect to contracts issued after
Decenber 10, 1999.

The final regulations are effective January 1, 1999, wth
respect to pre-1997 long-termcare insurance contracts.
Taxpayers may continue to rely on Notice 97-31 for the purpose of
determ ni ng whet her a change nmade before January 1, 1999, to a
pre-1997 contract is treated as the issuance of a new contract.
In addition, a change nade before that date to a pre-1997
contract will not be treated as the issuance of a new contract if
the change is not treated as the issuance of a new contract under
the final regulations. Taxpayers may not rely on Notice 97-31
Wi th respect to changes nade on or after January 1, 1999.
Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in EO 12866. Therefore,
a regul atory assessnent is not required. It has al so been
determ ned that section 553(b) of the Adm nistrative Procedure
Act (5 U.S.C. chapter 5) does not apply to these regul ati ons, and
because the regul ati ons do not inpose a collection of information
on small entities, the Regulatory Flexibility Act (5 U S.C
chapter 6) does not apply. Pursuant to section 7805(f) of the
I nternal Revenue Code, the notice of proposed rul emaking

precedi ng these regul ations was submtted to the Chief Counsel
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for Advocacy of the Small Business Adm nistration for comment on
Its inpact on small business.

Drafting Information

The principal author of these regulations is Katherine A
Hossof sky, O fice of Assistant Chief Counsel (Financi al
Institutions & Products). However, other personnel fromthe IRS
and Treasury Departnent participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Par. 2. Sections 1.7702B-1 and 1.7702B-2 are added to read

as foll ows:

81.7702B-1 Consumer protection provisions

(a) In_general . Under sections 7702B(b)(1)(F), 7702B(qg),
and 4980C, qualified long-term care insurance contracts and
iIssuers of those contracts are required to satisfy certain
provisions of the Long-Term Care Insurance Model Act (Model Act)
and Long-Term Care Insurance Model Regulation (Model Regulation)

promulgated by the National Association of Insurance
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Comm ssioners (NAIC), as adopted as of January 1993. The
requirenents for qualified |long-termcare insurance contracts
under section 7702B(b)(1)(F) and (g) relate to guaranteed renewal
or noncancel lability, prohibitions on limtations and excl usi ons,
extension of benefits, continuation or conversion of coverage,
di sconti nuance and repl acenent of policies, unintentional |apse,
di scl osure, prohibitions against post-clainms underwiting,
m ni nrum st andards, inflation protection, prohibitions against
pre-existing conditions exclusions and probationary periods, and
prior hospitalization. The requirenents for qualified |ong-term
care insurance contracts under section 4980C relate to
application fornms and repl acenent coverage, reporting
requi renents, filing requirenents for marketing, standards for
mar ket i ng, appropriateness of recommended purchase, standard
format outline of coverage, delivery of a shopper’s guide, right
to return, outline of coverage, certificates under group plans,
policy summary, nonthly reports on accel erated death benefits,

and incontestability period.

(b) Coordination with State requirenents--(1) Contracts

Issued in a State that inposes nore stringent requirenents. If a

State inposes a requirenent that is nore stringent than the

anal ogous requirenent inposed by section 7702B(g) or 4980C, then,
under section 4980C(f), conpliance with the nore stringent

requi renent of State law is considered conpliance with the
paral l el requirenment of section 7702B(g) or 4980C. The

principles of paragraph (b)(3) of this section apply to any case
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in which a State inposes a requirenent that is nore stringent
t han the anal ogous requirenent inposed by section 7702B(g) or
4980C (as described in this paragraph (b)(1)), but in which there

has been a failure to conply with that State requirenent.

(2) Contracts issued in a State that has adopted the nonde
provisions. |If a State inposes a requirenent that is the sane as
the parallel requirenent inposed by section 7702B(g) or 4980C,
conpliance wth that requirenent of State |aw is consi dered
conpliance with the parallel requirenent of section 7702B(g) or
4980C, and failure to conply with that requirenent of State |aw
I's considered failure to conply with the parallel requirenent of
section 7702B(g) or 4980C.

(3) Contracts issued in a State that has not adopted the

nodel provisions or nore stringent requirenents. If a State has

not adopted the Mbdel Act, the Mddel Regulation, or a requirenent
that is the same as or nore stringent than the anal ogous

requi renment inposed by section 7702B(g) or 4980C, then the

| anguage, caption, format, and content requirenents inposed by
sections 7702B(g) and 4980C with respect to contracts,
applications, outlines of coverage, policy sunmaries, and notices
wi |l be considered satisfied for a contract subject to the | aw of
that State if the |anguage, caption, format, and content are
substantially simlar to those required under the parallel

provi sion of the Mddel Act or Mddel Regulation. Only

nonsubst antive devi ations are permtted in order for |anguage,
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caption, format, and content to be considered substantially
simlar to the requirenents of the Mddel Act or Mdel Regulation.

(c) Effective date. This section applies with respect to

contracts issued after Decenber 10, 1999.

81.7702B-2 Special rules for pre-1997 long-term care insurance

contracts .

(a) Scope . The definitions and special provisions of this
section apply solely for purposes of determining whether an
insurance contract (other than a qualified long-term care
insurance contract described in section 7702B(b) and any
regulations issued thereunder) is treated as a qualified
long-term care insurance contract for purposes of the Internal
Revenue Code under section 321(f)(2) of the Health Insurance
Portability and Accountability Act of 1996 (Public Law 104-191).

(b) Pre-1997 long-term care insurance contracts - In __

general . A pre-1997 long-term care insurance contract is treated
as a qualified long-term care insurance contract, regardless of
whether the contract satisfies section 7702B(b) and any
regulations issued thereunder.

(2) Pre-1997 long-term care insurance contract defined A

pre-1997 long-term care insurance contract is any insurance
contract with an issue date before January 1, 1997, that met the
long-term care insurance requirements of the State in which the
contract was sitused on the issue date. For this purpose, the
long-term care insurance requirements of the State are the State

laws (including statutory and administrative law) that are
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I ntended to regul ate insurance coverage that constitutes
“l'ong-term care insurance” (as defined in section 4 of the
Nati onal Associ ation of Insurance Comm ssioners (NAIC) Long-Term
Care Insurance Mddel Act, as in effect on August 21, 1996),
regardl ess of the term nology used by the State in describing the
i nsurance cover age.

(3) lIssue date of a contract--(i) In general. Except as

ot herwi se provided in this paragraph (b)(3), the issue date of a
contract is the issue date assigned to the contract by the

I nsurance conpany. In no event is the issue date earlier than
the date the policyholder submtted a signed application for
coverage to the insurance conpany. |If the period between the
date the signed application is submtted to the insurance conpany
and the date coverage under the contract actually becones
effective is substantially [ onger than under the insurance
conpany’ s usual business practice, then the issue date is the

| ater of the date coverage under the contract becones effective
or the issue date assigned to the contract by the insurance
conpany. A policyholder’s right to return a contract within a
free-1ook period followi ng delivery for a full refund of any
prem uns paid is not taken into account in determning the
contract’s issue date.

(ii1) Special rule for group contracts. The issue date of

a group contract (including any certificate issued thereunder) is
the date on which coverage under the group contract becones

effecti ve.
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(ii11) Exchange of contract or certain changes in a contract

treated as a new i ssuance. For purposes of this paragraph

(b) (3)--

(A) A contract issued in exchange for an existing contract

after Decenber 31, 1996, is considered a contract issued after
t hat dat e;

(B) Any change described in paragraph (b)(4) of this section
IS treated as the issuance of a new contract with an issue date
no earlier than the date the change goes into effect; and

(© If a change described in paragraph (b)(4) of this
section occurs with regard to one or nore, but fewer than all, of
the certificates evidencing coverage under a group contract, then
t he i nsurance coverage under the changed certificates is treated
as coverage under a newy issued group contract (and the
I nsurance coverage provided by any unchanged certificate
continues to be treated as coverage under the original group
contract).

(4) Changes treated as the issuance of a new contract--(i)

In general . For purposes of paragraph (b)(3) of this section,

except as provided in paragraph (b)(4)(ii) of this section, the

foll owi ng changes are treated as the issuance of a new contract--
(A) A change in the terns of a contract that alters the

amount or timng of an item payable by either the policyhol der

(or certificate holder), the insured, or the insurance conpany;
(B) A substitution of the insured under an individual

contract; or
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(C© A change (other than an inmaterial change) in the
contractual ternms, or in the plan under which the contract was
I ssued, relating to eligibility for nenbership in the group
covered under a group contract.

(i1) Exceptions. For purposes of this paragraph (b)(4), the
foll owi ng changes are not treated as the issuance of a new
contract--

(A) A policyholder’s exercise of any right provided under
the terns of the contract as in effect on Decenber 31, 1996, or a
right required by applicable State | aw to be provided to the
pol i cyhol der;

(B) A change in the node of prem um paynent (for exanple, a
change fromnonthly to quarterly prem uns);

(© In the case of a policy that is guaranteed renewabl e or
noncancel | abl e, a cl assw de increase or decrease in prem ums;

(D) A reduction in premuns due to the purchase of a
| ong-term care insurance contract by a famly nmenber of the
pol i cyhol der;

(E) A reduction in coverage (with a correspondi ng reduction
in premuns) nmade at the request of a policyhol der;

(F) A reduction in premiuns as a result of extending to an
I ndi vi dual policyhol der a discount applicable to sim|lar
categories of individuals pursuant to a premiumrate structure
that was in effect on Decenber 31, 1996, for the issuer’s pre-

1997 long-term care insurance contracts of the sane type;
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(G The addition, wi thout an increase in premuns, of
alternative forns of benefits that may be selected by the
pol i cyhol der;

(H The addition of a rider (including any simlarly
i dentifiable amendnent) to a pre-1997 |long-term care insurance
contract in any case in which the rider, if issued as a separate
contract of insurance, would itself be a qualified | ong-termcare
I nsurance contract under section 7702B and any regul ati ons issued
t hereunder (including the consuner protection provisions in
section 7702B(g) to the extent applicable to the addition of a
rider);

(1) The deletion of a rider or provision of a contract
t hat prohi bited coordi nati on of benefits with Medicare (often
referred to as an HHS (Health and Human Services) rider);

(J) The effectuation of a continuation or conversion of
coverage right that is provided under a pre-1997 group contract
and that, in accordance with the terns of the contract as in
effect on Decenber 31, 1996, provides for coverage under an
I ndi vidual contract following an individual’s ineligibility for
continued coverage under the group contract; and

(K) The substitution of one insurer for another insurer in
an assunption reinsurance transaction.
foll owi ng exanples illustrate the
principles of this paragraph (b):

Exanple 1. (i) On Decenber 3, 1996, A, an individual,

submts a signed application to an insurance conpany to purchase
a nursing home contract that neets the long-termcare insurance
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requi renents of the State in which the contract is sitused. The
I nsurance conpany deci des on Decenber 20, 1996, that it wll

I ssue the contract, and assigns Decenber 20, 1996, as the issue
date for the contract. Under the terns of the contract, A's

I nsurance coverage becones effective on January 1, 1997. The
conpany delivers the contract to A on January 3, 1997. A has the
right to return the contract within 15 days follow ng delivery
for a refund of all prem uns paid.

(i1) Under paragraph (b)(3)(i) of this section, the issue
date of the contract is Decenber 20, 1996. Thus, the contract is
a pre-1997 long-termcare insurance contract that is treated as a
qualified |l ong-termcare insurance contract.

Exanple 2. (i) The facts are the sane as in Exanple 1
except that the insurance coverage under the contract does not
beconme effective until March 1, 1997. Under the insurance
conpany’ s usual business practice, the period between the date of
the application and the date the contract becones effective is 30
days or |ess.

(i1) Under paragraph (b)(3)(i) of this section, the issue
date of the contract is March 1, 1997. Thus, the contract is not
a pre-1997 long-termcare insurance contract, and, accordingly,
the contract nust neet the requirenments of section 7702B(b) and
any regul ations issued thereunder to be a qualified |ong-term
care insurance contract.

Exanple 3. (i) B, an individual, is the policyhol der under
a long-termcare insurance contract purchased in 1995. On
June 15, 2000, the insurance coverage and prem uns under the
contract are increased by agreenent between B and the insurance

conpany.

(i1) Under paragraph (b)(4)(i)(A) of this section, a change
in the terms of a contract that alters the anpbunt or timng of an
I tem payabl e by the policyhol der or the insurance conpany is
treated as the issuance of a new contract. Thus, B's coverage is
treated as coverage under a contract issued on June 15, 2000,
and, accordingly, the contract nust neet the requirenents of
section 7702B(b) and any regul ations issued thereunder in order
to be a qualified long-termcare insurance contract.

Exanple 4. (i) C, an individual, is the policyhol der under
a long-termcare insurance contract purchased in 1994. At that
time and through Decenber 31, 1996, the contract net the
| ong-term care insurance requirenents of the State in which the
contract was sitused. In 1996, the policy was anended to add a
provision requiring the policyholder to be offered the right to
Increase dollar limts for inflation every three years (w thout
the policyhol der being required to pass a physical or satisfy any
ot her underwriting requirenents). During 2002, C elects to



i ncrease the anmount of insurance coverage (with a resulting
prem um i ncrease) pursuant to the inflation provision.

(i1) Under paragraph (b)(4)(ii)(A) of this section, an
I ncrease in the amobunt of insurance coverage at the el ection of
t he policyhol der (w thout the insurance conpany’ s consent and
wi t hout underwriting or other limtations on the policyholder’s
rights) pursuant to a pre-1997 inflation provision is not treated
as the issuance of a new contract. Thus, C s contract continues
to be a pre-1997 long-termcare insurance contract that is
treated as a qualified |l ong-termcare i nsurance contract.

(c) Effective date. This section is effective

January 1, 1999.

/'s/ David A WNMader,

Acting Deputy Comm ssioner of |Internal Revenue

Approved: Novenber 24, 1998
/'s/ Donald C. Lubick

Assi stant Secretary of the Treasury



