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In early 2018, GE took a $9.5 billion pre-tax charge and announced that it would have
to add nearly $15 billion to its long-term care insurance reserves by 2024.

Many investors have continued to worry that GE would eventually need to set aside
even greater reserves.

The COVID-19 pandemic appears to have sparked an uptick in long-term care policy
terminations, reducing future liabilities.

With long-term care premiums rising and skilled-nursing facilities increasingly seeming
dangerous, policy terminations could continue in the quarters ahead.

GE stock has fallen too far in 2020.

General Electric's (NYSE:GE) recently reported Q2 results were predictably bad. The

COVID-19 pandemic hurt every one of its major operating units: most notably its prized GE

Aviation business. GE Aviation posted a 44% revenue decline and swung to a $680 million

operating loss, compared to a $1.4 billion profit in Q2 2019.

For the company as a whole, revenue fell 24% year over year (20% on an organic basis) to

$17.7 billion. GE reported an adjusted net loss of $0.15 per share, compared to adjusted

EPS of $0.16 a year earlier. Industrial free cash flow was -$2.1 billion, bringing year-to-date

cash burn to $4.3 billion: nearly double the $2.2 billion burned in the first half of 2019.

Yet for all of this disruption to General Electric's core business, the pandemic could help

the company in one important way. In recent years, investor concern about GE's residual

long-term care liabilities has weighed heavily on the stock price. However, the COVID-19

pandemic may be triggering a change in policyholder behavior that could decisively alter

the narrative and reduce the likelihood that investors will get nasty surprises from the run-

off insurance business in the future.
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The big 2018 shocker

General Electric's exposure to long-term care insurance comes from its GE Capital unit,

which former CEO Jack Welch expanded dramatically during the 1980s and 1990s.

General Electric divested most of its insurance business between 2004 and 2006, but

retained some liabilities (particularly long-term care reinsurance), with plans to manage

them in "runoff" mode.

Three years ago, management warned investors that based on new claims data, GE's

insurance subsidiaries might not have sufficient reserves to meet future long-term care

claims. Many investors expected a charge that might total several billion dollars.

Instead, on Jan. 16, 2018, GE announced a massive $9.5 billion GAAP pre-tax charge to

address the premium deficiency. On a cash basis, the impact was even greater, as the

statutory calculations are more conservative than GAAP. General Electric agreed to

contribute the required sum of nearly $15 billion to its reserves between 2018 and 2024.

So far, it has added about half of that amount to its reserves.

(Source: GE Q4 2017 Earnings Presentation, slide 10)

Not surprisingly, this revelation shook investors' faith in GE's accounting practices. It even

led to charges of fraud by serial whistleblower Harry Markopolos, although those

allegations appear to have been erroneous.

https://qz.com/1811291/jack-welch-was-the-best-and-worst-thing-that-happened-to-ge/
https://www.ge.com/news/press-releases/ge-provides-update-insurance-review-62b-after-tax-gaap-charge-4q17
https://static.seekingalpha.com/uploads/2020/8/5/983571-1596654262109911_origin.jpg
https://www.ge.com/sites/default/files/ge_webcast_presentation_01242018_0.pdf
https://fortune.com/2019/10/03/ge-accounting-markopolos-madoff/
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The (possible) COVID-19 fix

What to look for

One of several reasons why GE's initial actuarial assumptions proved faulty was that far

fewer people have terminated their policies than expected. Insurers assumed that some

customers would pay premiums for a while but drop their policies long before they would

be likely to need long-term care. In reality, they got far less of this "free money" than they

had estimated.

However, during GE's Q2 earnings call last week, CEO Larry Culp stated, "On the long-

term care block, we're seeing lower new claims and higher terminations than expected. We

believe policyholders are delaying entering care facilities or bringing care into their home."

To be fair, Culp warned that it was too early to draw firm conclusions about what this

means in the long run. The drop in new claims may be a short-term phenomenon driven by

the pandemic. However, an uptick in terminations would not be very surprising.

First, the COVID-19 pandemic has rampaged through long-term care facilities across the

U.S. Long-term care facilities have accounted for more than half of the death toll in many

states. It would only be natural for the headlines to give people second thoughts about

whether they would ever want to receive care in an assisted living or nursing home

environment. Second, long-term care insurers continue to get approval for big rate hikes

(albeit not as big as they would like) to make up for the faulty initial underwriting.

Long-term care insurance typically provides some benefits for in-home care, but not to the

same extent that it would cover costs for assisted living or a nursing home. As a result, the

COVID-19 pandemic may cause some long-term care policyholders to reevaluate whether

they would be likely to use their benefits if they needed long-term care (as opposed to

being cared for by a family member, for example). Notices of big rate increases would

make them even more likely to terminate their policies. An increase in policy terminations

would improve the likelihood that GE's existing long-term care reserves will be sufficient.

The big question, of course, is whether the recent uptick in policy terminations will continue

as the pandemic takes its toll on long-term care facilities and premiums keep rising. That

will help determine whether there will be a significant impact on the insurance unit's

financial position.

https://seekingalpha.com/article/4361941-general-electric-company-ge-ceo-lawrence-culp-on-q2-2020-results-earnings-call-transcript?source=content_type%3Areact%7Csection%3Amain_content%7Cbutton%3Abody_link
https://www.healthline.com/health-news/covid-19-racing-through-nursing-homes-what-families-can-do
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GE will complete its annual reserve adequacy testing this quarter. That means investors

may get a better sense of how the COVID-19 pandemic is impacting its insurance unit

when the company releases its next earnings report in late October.

However, more detailed information will become available when GE publishes its 2020

annual report in early 2021. At the end of 2019, GE had approximately 263,000 long-term

care policies in force, covering 328,000 lives. That compared to 274,000 policies covering

342,000 lives a year earlier: a 4% year-over-year decrease.

(Source: GE 2018 Form 10-K, p. 63; GE 2019 Form 10-K, p. 38)

If the decline in total policies and covered lives accelerates significantly in 2020, that would

be strong evidence of a meaningful uptick in terminations (and, to a lesser extent,

increased mortality due to the pandemic). Subsequent annual reports will show whether

policy terminations remain at elevated levels for an extended period of time.

https://static.seekingalpha.com/uploads/2020/8/5/983571-15966543258233535_origin.jpg
https://static.seekingalpha.com/uploads/2020/8/5/983571-159665436756303_origin.jpg
https://www.ge.com/sites/default/files/GE_AR18.pdf
http://d18rn0p25nwr6d.cloudfront.net/CIK-0000040545/1e928213-c59c-4c3b-a629-44c477b2a638.pdf
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Key risks

There could also be a smaller short-term benefit from fewer new claims, as the pandemic

has led to a drop in admissions to skilled nursing facilities. This can be evaluated based on

changes in the number of policies on claim. During 2019, there was a 4% increase, from

19,200 to 20,000.

While the increase in long-term care policy terminations could have a significant positive

impact on GE's insurance operations, investors shouldn't rejoice quite yet. For one thing,

it's possible that the year-to-date uptick in terminations will quickly fade, leaving little long-

term impact.

Additionally, the Fed's intervention to shore up the economy has driven long-term interest

rates to new lows. If rates remain severely depressed for an extended period, it will

negatively impact future investment returns for the assets supporting GE's insurance

liabilities. In a worst-case scenario, that could require GE to set aside additional reserves.

Culp also noted an increase in life insurance claims (probably related to the pandemic)

during the Q2 earnings call. So there's some risk that an increase in projected life

insurance liabilities could offset any improvement on the long-term care side. That said,

statutory reserves are over $30 billion for GE's long-term care policies, compared to $2

billion for life insurance. It's unlikely that life insurance claims would rise enough to have a

material impact on the overall insurance business.

The other big risk, of course, is that the core industrial business might not recover from

COVID-19. However, as I discussed several months ago, GE Aviation is likely to bounce

back from the pandemic relatively quickly. Its growth rate will be slower than what seemed

possible a year ago, but a focus on aftermarket services should bring the unit back to

profitability next year, even though air travel demand is expected to remain well below

2019 levels. By 2023 or 2024, GE Aviation could be back to earning record profits based

on servicing all the engines it has delivered over the past decade.

https://seekingalpha.com/article/4337702-bet-on-ge-not-boeing-you-believe-in-aviation-recovery?source=content_type%3Areact%7Csection%3Amain_content%7Cbutton%3Abody_link
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(Image source: General Electric)

GE's other industrial segments have felt smaller impacts from the pandemic and should

recover even faster: especially GE Healthcare. The power and renewables units were in

turnaround mode even before COVID-19, but the pandemic has sharpened management's

focus on cutting costs and holding the line on pricing. That should pave the way for future

margin expansion.

General Electric stock has lost more than half of its value since hitting a new 52-week high

in February. With a market cap of just $55 billion, investors seem to fear sustained weak

performance for its industrial businesses and continued balance sheet woes. Their worries

appear unjustified on both counts.
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