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industry in order to provide context regarding

the potential impact of genetic testing on dis-
ability insurance. It describes disability income insur-
ance, exploring both the protection it offers and its
main contract provisions. It goes on to describe the
private insurance market and the differences between
group and individual insurance, and concludes with
implications of genetic testing with respect to the pri-
vate disability insurance market. The individual dis-
ability income insurance market is theoretically of
great interest as a matter of public policy since there
is potential for unfair discrimination through genetic
testing although this remains very unlikely as a matter
of practice, however.

It is more likely that a person will become disabled
than die before age 65. The loss of income during a
disability can be quite devastating. In contrast to the
high risk and high impact of disability are the reali-
ties of the disability market. Group coverage, where
the impact of genetic testing is slight since individual
underwriting is not involved, dominates the disability
insurance market, while individual insurance covers
only a relatively small number of lives. For these rea-
sons, practical insurance concerns are much reduced.
Moreover, the number of companies selling individual
insurance is shrinking, and their financial results have
been weak, leaving them in a poor position to absorb
increased risk should they be asked to ignore geneti-
cally evident health conditions.

This article discusses the disability insurance

Insurance and Insurable Events

Insurance provides financial protection against loss
or harm. Companies provide such financial protec-
tion from losses due to fire, theft, illness, accident, and
death. The Principles of Actuarial Science, adopted in
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1991, set forth five conditions that must be met for an
event to be insurable.

1. It is associated with a phenomenon that is
expected to show statistical regularity;

2. it is contingent with respect to number of occur-
rences, timing and/or severity;

3. the fact of its occurrence is definitely
determinable;

4. its occurrence results in undesirable economic
consequences for one or more persons;

5. its future occurrence, timing, and severity are
neither precisely known nor controllable by these
persons.!

What Is Disability Income Insurance?
Private disability income insurance protects against
loss of income due to sickness or injury that prevents
the insured from working. The term “disability” is
defined in the insurance contract and carries a more
narrow and specific meaning than the term does in
common usage. The contractual definition usually
contains wording such as “the inability, due to illness or
injury, to perform the important tasks of your regular
occupation.” Alternatively, the definition may require
that the insured is unable to perform the important
tasks of any occupation for which they are reasonably
suited by education or training. Other more rarely
used definitions may specify “any occupation.”

Within the contract, provisions define the condi-
tions under which benefits are payable. In most, if not
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all contracts, payment is made to compensate for a
complete inability to work. Many contracts also pay
for partial or residual disability after a period of com-
plete disability. Although definitions vary between
contracts, partial disability payments are usually made
when the insured can perform some but not all of the
important job tasks or cannot work for a full day, while
residual payments are related to the percentage loss of
income suffered. These provisions add to the market-
ability of a contract while also motivating the insured
to return to work, since payments are sometimes lim-
ited in amount and duration.

The elimination period is the period of time dur-
ing which the disability must persist before benefits
become payable. Typical elimination periods are 30,
60, 90, 180, and 365 days. This period may be thought
of as a coinsurance provision. The longer the elimina-
tion period, the lower the risk and the administrative
cost for the insurer, and thus the premium for cover-
age is reduced. Often, sickness benefits or short-term
coverage at the place of employment as well as the
insured’s savings bridge the time until insurance ben-
efits become payable. The financial hardship of sup-
porting oneself during this time also helps ensure that
the inability to work is real.

In some contracts, there is an offset for Workers’
Compensation or Social Security Disability Insurance
(SSDI). In others, the benefit amount issued is limited
to adjust for such anticipated payments in the event of

disability.

The Public Disability Insurance Market
Public insurance for disability consisting of Workers’
Compensation and SSDI is not described in this paper,
but does provide substantial disability benefits. In
2002, SSDI paid $65.6 billion to 7.2 million disabled
workers and dependents, with over 91 percent of the
benefits going to disabled workers.? In 1999, approxi-
mately 124 million workers were covered by Workers’
Compensation plans, and the $4:3.4 billion of benetfits,
consisting of $18 billion for medical and hospitaliza-
tion expenses and $25.3 billion for compensation pay-
ments, were paid.?

The Private Disability Insurance Market

The next largest form of disability insurance cover-
age, by number of lives, is group insurance. Most com-
monly, group insurance covers a company’s employees
or union members. Many associations such as profes-
sional, fraternal, or civic groups buy association or
franchise coverage, which is similar to group insur-
ance. Business partners often buy “quasi-group” cov-
erage which includes aspects of group coverage but
has some limited underwriting and the issuance of

individual contracts.* Voluntary group business cov-
erage is small but growing; it is not employer-paid,
and employee participation is voluntary. Voluntary
group coverage participation rates are lower; hence,
some form of medical underwriting may be used. For
example, a base amount of group coverage could be
offered to all employees with an additional (voluntary)
amount of coverage that individuals may purchase
(also called buy-ups).

Group disability insurance comes in two forms:
short-term disability (STD) and long term disability
(LTD).> Short-term disability plans provide benefits
for 13, 26, or 52 weeks.6 Short elimination periods
of 0, 7, 15, or 30 days are most common. Usually an
“own occupation” clause is used. STD protects the
insured against temporarily being unable to work and
presumes that the insured will recover and return to
work.

Not everyone can return to work within a short
period of time. With long-term disabilities, the eco-
nomic effect can be profound. LTD protects against
that risk. The expectation in LTD is that sick leave,
savings, and other means can get a person through a
short-term disability. LTD benefits usually extend to
age 65, or normal retirement age, although two- and
five-year benefit periods are also written.” Elimination
periods for LTD are typically 30 days, but may go up
to three months or even a year. Often an “own occupa-
tion” definition is used for the first two years of LTD
policies and “any reasonable occupation” definition
thereafter.?

Individual underwriting is not done with group dis-
ability income insurance. Prior claim experience of the
group, a profile of the workforce demographics, and
the general risk characteristics of the particular work
performed enter into the risk analysis and premium
setting. However, nowhere does the individual’s health
or genetic makeup become an underwriting consider-
ation. To be covered, an individual must be employed
and actively working. Hence, people currently dis-
abled are, in effect, screened out when new coverage
is underwritten. The bottom line is that in group dis-
ability insurance, there is little risk of discrimination
by an insurer against an individual who has a disabling
genetic predisposition but is not currently disabled.
There are some limited exceptions where individual
underwriting is done, occurring to varying degrees
for buy-ups, late enrollment by individuals, and when
very small groups (generally under ten people) are
insured. These exceptions are not discussed further
here; underwriting principles of individual disability
insurance will apply to some degree.

Unlike in major medical insurance, when an indi-
vidual leaves employment and their group disabil-
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ity coverage ceases, there is no COBRA coverage
for disability insurance. This means that unless an
individual applies for and is issued individual cov-
erage, or begins working for a new employer who
offers group disability insurance, they will not have
disability insurance. Even after obtaining new cov-
erage, he or she may still be subject to a new pre-
existing conditions clause. On the other hand, if that
person is not employed, there is no financial loss to be
insured against. Making some individual insurance
available upon leaving a group may be worth some
consideration.

Individual Disability Insurance

Individual Disability Insurance (IDI) comes in a vari-
ety of forms. The most common coverage is disability
income insurance, a contract covering a single indi-
vidual for the loss of income.

IDI premium guarantees come in two forms. The
most common is non-cancelable coverage where
the insurer can never raise premiums — at least not
until a certain age, typically age 65.9 Less common is
guaranteed renewable coverage. Here the premium
level is not guaranteed, but the coverage still cannot
be cancelled. Once a person is initially underwritten
and placed in a premium class, coverage continues as
long as premiums are paid in a timely manner, and
no changes in premiums may be made based on an
individual’s changed health status or claims experi-
ence. Premium changes may be made for an entire
premium class only.

The individual coverage market includes employ-
ees with no or limited group coverage, self-employed
persons, professionals, and business partners. As a
percentage of people covered by individual disability
income insurance, highly paid professionals make up
the largest group. This was not always the case.

The blue collar and middle-income markets rep-
resented a majority of the IDI market during the
1950’s and 1960’s. However, with the advent of
government disability plans such as the U.S. Social
Disability Program in 1965 and several state cash
sickness plans, government was satisfying a sig-
nificant portion of the need for disability insur-
ance among the blue collar and middle income
occupations.©

Comparisons between Group and Individual
Disability Income Insurance

Contracts

A group insurance contract is between the insurer and
the group contract holder, typically an employer. The
covered individuals (typically employees) receive a
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certificate of coverage. An individual insurance con-
tract is between the insurer and the individual.

Payor

Group insurance requires either the employer, the
employee, or both to pay. Generally, the employer pays
all or a portion of the premium, thereby encouraging
broad participation, a very important aspect of group
insurance. For individual insurance, the individual is
the sole payor, except in circumstances where the cov-
erage is issued as part of an employer-provided plan
or benefit.

Underwriting, Risk Classification, and

Adwverse Selection

“The process of determining what rates to charge peo-
ple with different risk characteristics (or whether to
deny coverage entirely to some people) is underwrit-
ing.”" There are two steps to underwriting. The first is
risk selection, where the insurer determines whether
to offer or deny coverage to the applicant, and the sec-
ond step is risk classification, where applicants are
placed into groups of roughly equivalent levels of risk.

Risk classification is generally used to treat par-
ticipants with similar risk characteristics in a
consistent manner, to permit economic incentives
to operate and thereby encourage widespread avail-
ability of coverage, and to protect the soundness

of the system.2

In group insurance, where typically large percentages
of substantial groups are insured, medical or financial
underwriting is not done except where the number of
lives covered in the group is very small, typically under
ten.!®

On the other hand, individual contracts are applied
for at the discretion of the individual. In individual
insurance, the applicant has discretion to choose the
timing, amount (within some limits), and type of
insurance, as well as contractual benefits for the insur-
ance purchased. This flexibility allows the applicant
to make decisions in one’s own favor. Hence, in indi-
vidual insurance, medical and financial underwriting
is the rule, not the exception. Rather than decline cov-
erage for a known medical risk or condition, insurers
exercise a number of options. They may offer coverage
with an exclusion for specific conditions, charge higher
premiums for the coverage, issue the coverage with a
longer elimination period or a shorter benefit period,
or use some combination of the above.

None of these options applies to group coverage as it
relates to specific individuals. However, the experience
of the entire group is taken into account when group
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contracts are issued or when rerates occur. It is not
likely that a small number of at-risk individuals would
have any significant effect on overall group premiums
unless the group is very small.

Due to the individual discretion that occurs within
individual insurance, adverse selection can occur.
Adverse selection is “the financial advantage that appli-
cants gain by making decisions based on risk charac-
teristics known or suspected by them but unknown
to the insurer.” Adverse selection is “not necessarily
an intentional deception on the part of the consumer.
It can also occur if the insurer fails to inquire about
a health condition, is prohibited from doing so, or is
limited in the degree to which that information can be
reflected in the premium.*

Claims

Accidents and sickness are the primary causes for dis-
ability claims. In addition, factors such as the overall
status of the economy, including levels of unemploy-
ment and specific industry and individual job issues,
also have an effect on claims. Since disability is based
on the inability to work due to sickness or injury, the
individual plays a role in the claims process. If jobs are
unavailable or the insured is unwilling to work, this
may affect the filing of a claim or the speed at which a
claimant attempts to return to work.

Coordination of Benefits

Since group insurance is sold to employer groups and
occupational risk coverage also is required and paid
for by employers under state Workers’ Compensation
plans, it is usually the case that there is an exclusion
in insurance plans for occupationally related injuries;
alternatively, coordination with Workers’ Compensa-
tion benefits may exist, which deduct Workers’ Com-
pensation benefits from benefits otherwise payable
under the group coverage.

In individual disability insurance, instead of direct
coordination of benefits, public benefits are taken
into account in reduced issue limits and sometimes
by adding a social insurance rider to the contract that
provides income if the individual does not qualify for
social insurance benefits

The same basic principles apply in both group and
individual insurance. An appropriate amount of insur-
ance should be provided, but receiving excess benefits
should be avoided since this can lead to situations
where the insured may earn a higher net pay when
disabled than when working.

Benefits Payable
Under group insurance, benefits are most typically
a percentage of employee earnings, and less com-

monly a flat dollar amount. Usually an upper limit on
weekly benefits payable exists. Thus, group insurance
is adjusted relative to each individual’s current earn-
ings. The replacement ratio is the percentage of an
employee’s gross earnings covered. Group plans seek
to provide a gross income replacement ratio of 50 to
70 percent.”” For the employer-paid portion of disabil-
ity insurance premiums, benefits are taxable, whereas
when the insured pays the premium, as in individual
insurance, the benefits are tax free.

Under individual contracts, the amount covered
is set at issue, based on the current earnings of the
applicant, and coverage is not adjusted downward if
earnings decrease. If earnings increase, additional
insurance may be purchased, but the applicant must
be financially and medically underwritten at the time
of the additional purchase. Often, contracts contain
Future Purchase Option riders to guarantee medical
insurability, but the applicant still must demonstrate
that current earnings justify the increase. Since the
1980s, Cost of Living (COLA) riders have been avail-
able. These riders increase the benefit payments while
an insured is on claim.

Termination of Coverage

In group insurance, an individual’s coverage is termi-
nated when the employee is no longer employed by the
company. The entire group contract may be discontin-
ued by the employer, and the insurer may cancel the con-
tract or adjust the premiums. In individual coverage,
the contract stays in force as long as the contract holder
continues to make timely payment of premiums.

Pre-Ezisting Conditions

Group insurance usually has a somewhat more restric-
tive pre-existing conditions clause than individual
contracts. According to Charles Soule, “typical group
disability contracts exclude or limit the payment of
benefits for disabilities that occur during the first year
of the contract if the insured had a definite history
of impairment prior to the date of the policy.”¢ This
clause is sometimes eliminated when the new contract
replaces existing coverage.

In contrast, individual insurance plans typically
have a pre-existing conditions clause which “states
that benefits are not payable for disabilities that mani-
fest themselves prior to the issuance of the contract.””
If the pre-existing condition is disclosed in the appli-
cation or by the medical examination, the disability
from that cause cannot be challenged.

Summary of Group vs. Individual Coverage
Except for buy-ups, late-enrollment by individuals
and very small groups, group insurance plans do not
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take individual medical history into account whereas
individual contracts do. Individual coverage is assured
to continue as long as premiums are paid, whereas
under a group contract, an individual can lose his or
her coverage through termination of employment or
termination of the group contract.

Size of the Private Disability Market
In comparison to the size of the labor force, private dis-
ability insurance, particularly individual coverage, plays
a minor role. Considering that some individuals may be
covered by more than one group or individual plan, at
most group contracts cover 30 percent of the labor force
and individual contracts 3.3 percent of the labor force.
In contrast, SSDI and Workers’ Compensation cover
a much larger proportion of the labor force, though
qualification for benefits may be more stringent and
benefit payments more limited.'®

Financial Health of the Individual

Disability Market

Private disability insurance goes though cycles of prof-
itability, often tied to the health of the general economy
and employment rates. In addition, changes in new
contract language spurred by competitive pressures
and short term trends affect profitability. For example,
Robert Beal writes,

From 1970 to 1975, industry financial losses
emerged. These losses have been widely attributed
to the recession of the mid-1970’s and the accelera-
tion of claims under U.S. Social Security Disability
Program, which at that time was paying disabil-
ity benefits at levels that produced significant
over-insurance....!

This paper will not present an exhaustive analysis of
the causes, but merely report on recent results and
history.

The number of individual disability companies con-
tinuing to manufacture their own products has steadily
declined for many years. Sixteen companies, of which
only nine still sell their own product, represent 94
percent of the inforce non-cancelable business. In a
broader, more complete summary of 70 individual dis-
ability insurance companies writing new business in
1977, 45 left the market by 2001, and mergers further
reduced the number of active companies. In addition,
only two reinsurers actively assume new premium
reinsurance business.2°

Regarding profitability, the eight largest companies
have had volatile earnings margins before dividends
and federal income tax from 1980 through 2002.

In summary, the industry has struggled with profit-
ability and the number of companies still manufactur-
ing and selling their own products has shrunk to a
relative few.

General Conclusions Regarding Group
Disability Insurance

Group disability insurance covers roughly ten times as
many people as individual disability insurance. How-
ever, it still does not provide a broad floor of protec-
tion, since it covers only 30 percent of the labor force.
There is no medical underwriting in group insurance
except for very small groups, typically with under ten
members, buy-ups, and late enrollment by individu-
als. A group’s claims history is a factor as the group
insurer determines the premiums to be charged. From
an insurer’s point of view, this entails trending forward
past claims of the existing group. From an employer’s
point of view, this could theoretically entail consider-
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ation of the effect certain employees or prospective
employees could have on the future group experience
and hence future claims. For an employee, having a
group insurance certificate is no assurance that cover-
age will always be available. The contract is between
the insurer and the employer, and either can terminate
the coverage at any time. In addition, if the employee
leaves the employer, coverage terminates.

General Conclusions Regarding Individual
Disability Insurance

First and foremost, individual disability insurance
does not provide protection for a significant propor-
tion of the population. Less than four percent of the
working population owns individual coverage. More-
over, ownership is skewed toward wealthier, profes-
sional workers, not the population first thought of as
needing special protection.

Second, individual disability insurance is a con-
tracting industry. Although industry leaders have seen
areturn to profitability from 1999-2003, the industry
itselfhas gone through a long, difficult stretch. Under-
writing restrictions, such as potential limits on the use
of genetic test results, will likely lead to higher claims,
and would have a deleterious effect on insurers. Pre-
miums on new contracts would almost certainly rise
to account for expected increased claims. This would
likely, in turn, limit sales to those who have no appar-
ent health concerns and would otherwise have sought
coverage, but now would find it uneconomical. The
net effect would be decreasing sales and profitability,
as well as decreased access to disability insurance.

Third, for individual disability insurance, many fac-
tors go into underwriting, including medical, occu-
pational, and financial factors. The whole process of
underwriting allows the insurer to evaluate the risk
and offer a long-term contract. Adverse selection is

reduced, and people are placed into risk classes so that
an appropriate premium can be charged, and cover-
age restrictions can be made for already present con-
ditions. This system is effective; the lowest possible
premium can be charged and the insurer has the best
chance for premiums to be adequate for the risks to be
covered.

Fourth, individual contracts are long-term. As long
as timely premium payments are made, the coverage
cannot be terminated. Thus, the concern with indi-
vidual disability insurance is availability of coverage,
rather than the risk of having it cancelled, as with
group plans.

Implications Regarding Genetic Testing in
the Context of Disability Insurance

Genetic testing prompts potential concerns on a num-
ber of fronts. These include the following:

1. access to insurance

2. retaining insurance

3. medical underwriting

4. privacy of medical data

5. claims and affordability of insurance.

Access to Insurance

Only a small portion of the labor force currently owns
and purchases IDI. These are mainly highly paid
professionals. Thus, to infer that genetic testing may
close a broad access point is to ignore the facts. Nev-
ertheless, it is true that among current purchasers, the
insurer’s knowledge of genetic risks may restrict access
for some. In group insurance, from an insurer’s stand-
point, access is not affected by knowledge of genetic
test results, since medical underwriting is generally
not a factor. Individual access may potentially be a fac-
tor with respect to an employer, but only in the hir-
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ing process since an employer cannot choose who will
and will not be offered coverage among its employee
population.

Retaining Insurance

Individual insurance is not threatened by genetic test-
ing after a policy has been issued since coverage cannot
be terminated except for nonpayment of premiums.
Loss of group insurance coverage is possible, but for
reasons other than genetic testing. Exploring ways to
guarantee access to new coverage when an employee
changes jobs would be beneficial to employees who
might otherwise not be able to obtain new insurance.

Medical Underwriting

Underwriting is used to determine the risk presented
by each individual, and hence whether to offer cover-
age and at what price. Whether the risk is genetically
based or otherwise, any additional risk may lead to
additional claims. Ignoring genetic risk in these deci-
sions while not ignoring other types of risk in others
would raise questions of fairness. It would also create
an incentive for some to buy at a reduced cost relative
to others. This adverse selection in the long-run may
reduce overall insurance access, as insurers respond
to risk by raising premiums or leaving the market. As
summarized above, medical underwriting only applies
in individual insurance and very small insured groups,
buy-ups, and late enrollment in group insurance.

Claims and Insurance Affordability

Genetic testing will not increase deaths or disabili-
ties. However, it may provide increased knowledge
of individuals’ future disease or disabilities. Thus, if
a person was already covered either in group or indi-
vidual insurance (where the applicant did not know
of the genetic condition prior to applying for cover-
age), then there will be no increase in claims. However,
genetic information not shared by applicants creates
the possibility of adverse selection, since coverage may
be offered when it would have otherwise been denied,
and applicants may seek a higher rate of coverage.

Withholding this information may lead to increased
claims, increased rates for other insured individuals,
and limited access to insurance for others.
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