Editor’s Choice

Have You Incorporated
Long-Term Care Solutions
into Your Client’s Estate Plan?

©2005 E.V. Springer

By Ellen V. Springer

Ellen Springer explains our obligation to
discuss our clients’ plans for their long-
term care. Without proper planning, the
consequences of an extended stay in
a long-term care facility can be quite
serious for a spouse who may remain
living independently and children and
estate beneficiaries. Ms. Springer dis-
cusses when long-term care insurance
is appropriate and suggests that an early
approach to this topic will be the most
efficient approach.

Introduction

About five years ago, my closest friend,
and client of over 15 years, called me to
review long-term care insurance policies
for herself and her husband. I have to ad-
mit that at that time, | did not understand
why they were considering purchasing
insurance to cover their long-term care
costs, as they had more than $1 million
in assets. Why would they want to throw
away money on premiums when it seems
that they could afford to pay for their own
care without insurance?

As she explained, since they did not
have children, she was worried about
what would happen to one or both of
them if they became disabled or needed
care. Who would look after them? Well,

| explained that | would, of course! But
they live in Florida and I live in Georgia,
and | began to realize that the problem
was more complicated than | thought.
Although | wanted to look after their
needs, | might not be in a position to
provide the care they needed. My friend’s
mother lived to be 100. There is a very
real possibility she might outlive me! |
had been their CPA for over 15 years
and had worked with them to develop
both their estate plan and their financial
plan for retirement. But we had never
discussed what would happen to their
assets and their retirement income when
one or both of them required extended
long-term care. As a professional advisor,
| had overlooked this possibility, and not
worked with them to develop a “plan” for
this eventuality.

Aging America

America is aging as the Baby Boomers,
born between 1946 and 1964, are fast
approaching retirement age. In 2000,
people aged 65 and older made up 12.4
percent of the nation. By 2030, they will
surge to 20 percent.!

The U.S. Census Bureau’s Population
Projections of the United States: 1995-
2050 projects that the population aged
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65 and older will more than double. The propor-
tion of those 80 and older alone will increase 225
percent. A 1997 Health Insurance Association of
America (HIAA) report forecasted that the num-
ber of elderly needing long-term care is expected
to almost double to 14 million between 1997
and 2030.2 Americans who reach age 65 face a
40-percent lifetime risk of needing some form of
long-term care.’ According to estimates by the
Centers for Medicare & Medicaid Services, two
out of every five people in the United States will
eventually require some form of long-term care.*
With this increase, how will the government afford
to pay for all of this care? Advances in medical
technology may soon turn cancer and heart disease
into chronic, rather than terminal, illnesses.

Currently, over 80 percent of long-term care
is provided by the community. Family members,
adult daycare centers and assisted living facilities,
and other community programs provide this care.’
Sixty-five percent of older persons with long-term
care needs rely exclusively on family and friends
to provide assistance.® Of these informal caregiv-
ers, seven out of 10 are women,” and 89 percent of
them reported increased levels of stress resulting
from their new duties.®

We are living longer, and with modern technology’s
diagnostic testing and replacement of body parts, a
long life is becoming a reality.

Long-term care costs are expensive and are increas-
ing faster than the rate of inflation. As a national
average, a year in a nursing home is estimated to
cost as much as $57,765.° These costs can deplete
the average person’s portfolio quickly.

Most professionals hear time and time again
that their clients are afraid to “outlive” their
assets. These fears are well-founded. It is the
professional advisor’s responsibility to educate
them on the potential threat that long-term care
poses to their assets and help them develop their
individual plan.

| became CLTC certified in a long-term care
certification program designed by Attorney Harley
Gordon. | am now an instructor and speak fre-
quently about long-term care issues. Through my
training and experience, | have come to realize that
it is our responsibility, as professional advisors, to
assist our clients in planning for their long-term
care while protecting the assets they need to sup-
port themselves in retirement and the inheritance
they want to leave for their beneficiaries.

The Problem

“Long-term care is a family issue. The question
is not whether your family will take care of you,
they will because they love you. But is this what
you really want your family to do.”'® | will never
forget the first time | heard Harley Gordon say
this. Besides, even with good intentions, your
family may not be able to provide the majority
of your care. Unfortunately, one member of the
family usually ends up being the caregiver, with
the rest of the family failing to share equally in
those duties. The caregiver becomes resentful of
the other nonparticipating members. This can
create friction and destroy family relationships.
Additionally, stress from the family and providing
care to the ill family member can actually reduce
the life expectancy of the caregiver. Most people
do not realize how hard it is day in and day out
caring for someone in addition to managing your
own job and family commitments.

Many times, children are in the sandwich gen-
eration where they have children that they are still
raising, their parents are getting older, and they
are working full-time. It is difficult to provide the
necessary daily care for the parent. Therefore,
when you work with clients, it is very important to
ask them what their plans are for long-term care.
It is not a question of whether they will get sick.
It is a question of when they will get sick, and
whether they have discussed a plan for care with
their children. Several definitions are important
in discussing long-term care.

“Skilled care,” which is often provided in a
skilled nursing facility, is care that is adminis-
tered by a doctor or executed by a skilled nursing
staff—someone with training, and a license or
certification. Skilled care is traditionally covered
by health insurance programs.

“Custodial care” is providing assistance with
the activities of daily living, frequently called
ADLs. These include toileting, bathing, dress-
ing, eating, transferring and continence. It also
includes supervision required by severe cognitive
impairment. It is custodial care that we refer to
as “long-term” care, and this is not covered by
traditional health insurance.

Most families plan for retirement and for their
estates at their deaths. They usually formulate an
investment strategy with their advisors that will
generate income for their retirement including
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Social Security benefits, possible pension ben-
efits and investment income to cover the budget
that they expect after their retirement. But many
times they have not considered the devastation
that long-term care costs can cause. Therefore, we
need to make sure that those assets are available
to do what they were intended to do and that is
to provide for retirement.

Funding Options

The funding options for long-term care include
Medicare, Medicaid, the Veteran’s Administration,
self-funding and long-term care insurance.

Medicare is health insurance, and this federal
program pays for skilled care. In most cases, this
is skilled care provided in a skilled nursing facility,
or nursing home, and not in the patient’s home.
It will pay for skilled or rehabilitation services in
the home only when the patient is continuing to
improve from whatever illness or disability caused
the impairment. Examples include a speech thera-
pist or rehabilitation therapist providing exercises
on very specific parts of the body. But it does not
provide for someone to look after the patient on
a daily basis and assist him or her with activities
of daily living. Medicare usually does not provide
for adult daycare or assisted care living. With
skilled nursing facilities, it will pay certain per-
centages for up to 100 days of care per lifetime.
Medicare does not provide for custodial care in
your home.

Medicaid requires qualification to receive ben-
efits. In order to qualify for Medicaid, you must
have minimal assets and not have more than
a certain level of household income and meet
medical criteria established by the state."" Gener-
ally, to qualify for Medicaid, you must have less
than $3,000 cash, a paid-up funeral, a home, a
car and some personal items. The home may be
kept if there is a spouse or special needs child
who resides at home. Otherwise, Medicaid can
require the house to be sold or a lien be placed on
it to reimburse the state for the benefits received.
The general rule is that all of the income for the
person in the facility must go to the facility, and if
it exceeds the actual monthly cost, Medicaid will
not pay. If there is a spouse, there are income and
asset thresholds set by states that the spouse may
be able to keep for their expenses. Many states
have a maximum amount of income that can
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be earned by the household on a monthly basis
to qualify for Medicaid. Although it is a federal
program, it is administered by the states, and it is
important to understand the rules and applications
of your state.

Many elder care advisors advise gifting assets
to relatives to qualify for Medicaid. There is a
three-year general look back rule and a five-year
look back rule when trusts have been set up.
If these assets were gifted with the purpose of
qualifying for Medicaid, Medicaid has the right
to reverse those gifts. As a result, people should
be careful with this planning. At the time of ap-
plying for Medicaid benefits, a snapshot of assets
and income is recorded. If the assets exceed the
qualification amount, then they are required to
be used to pay for care. The length of time that
someone must pay for his own care is usually
computed by dividing the countable assets by the
average skilled nursing facility cost defined by the
state. Medicaid pays for what your client doesn’t
want—to live in a skilled nursing facility. Your
clients want to stay at home and age in place in
their community.

There are other pitfalls with gifting certain assets.
Gifting amounts held in qualified plans can trigger
income taxes to the beneficiary. They no longer
have the asset, but have a large tax liability. Gifting
of personal residences prevents the capital gains
exclusion of up to $250,000 single and $500,000
jointin capital gains for owner-occupied residences
after a two-year period. This surprises children when
they sell their parents” home. In all gifts, the lower
of the original cost basis from the original owner or
fair market basis at the time of the gift is transferred
to the person that receives the gift. It can also cause
additional income taxes for the recipient whenever
it is sold. Gifts of more than the annual gift tax ex-
clusion should be reported on Form 709, United
States Gift (and Generation-Skipping Transfer) Tax
Return to the Internal Revenue Service.

Assets are easier to gift than income. Pension plan
payments from former employers are generally not
assignable. Payments from trusts are generally not
assignable without giving up rights to the trust. Since
there is an income qualification as well an asset-value
qualification, sometimes clients can give away or
spend all of their assets and still not qualify because
of the income requirement.

Premarital agreements do not always protect the
assets. It is the states that interpret qualifications for
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Medicaid, and they review the household income
and household assets. Many times, they ignore
premarital agreements. If the purpose of the pre-
nuptial agreement was to protect assets so that their
individual heirs will receive them, then the couple
should consider having long-term care insurance on
each other. Divorce and family law attorneys should
consider recommending long-term care insurance
to their clients after their first marriages.

Those clients who served as veterans believe
that the Veterans Administration will pay for their
long-term care. The Veterans Administration pro-
vides a healthcare program, but the resources
are not enough to cover everyone in need. The
coverage that is available is rationed based on
priority grouping, Veterans Administration funding
and the veteran’s ability to contribute to the cost.
Many veterans find they have to wait prolonged
periods of time to receive traditional healthcare
benefits. A 1996 General Accounting Office report
estimated that the Veterans Administration paid
for long-term care benefits for only 34,000 of the
235,000 veterans who needed care.™

Self-funding is also an option. Years 2000, 2001
and 2002 in the stock market left many clients with
their portfolios cut in half and questioning the abil-
ity of the portfolios to provide and sustain for the
long-term care that may be needed. With the over-
85 demographic group being the fastest growing
group in the country, and the expectation that that
one in five Americans will be over age 65 by the
year 2003, is it realistic to expect that the long-term
care cost can be borne by the individual?

Solutions with Insurance

One of the biggest fears of retirees and seniors
is that they will outlive their assets, and one of
the ways that they can protect those assets is to
consider long-term care insurance. There are a
number of policies and riders and coverage op-
tions to consider before purchasing a policy. The
National Association of Insurance Commissioners
(NAIC) has published A SHopper’s GuiDE TO LONG-
Term CARE INSURANCE to assist states in educating
and protecting consumers.

Insurance is a solution for many assets in our
lives already. Many states require auto insurance
to drive cars on the road, and most people have
collision coverage to protect their cars. Most peo-
ple have homeowners insurance to protect their

homes, many times required by mortgage compa-
nies. Many people have life and health insurance
to protect their families and their children. Some
may have disability insurance to protect the big-
gest asset they have, which is the ability to earn
income during their lifetime. Extra life insurance is
sometimes purchased to protect family wealth and
provide the liquidity for paying the estate taxes.
Purchasing long-term care insurance protects the
retirement assets and allows them to do what they
were intended to do—provide for retirement.

As we grow older, our bodies age and develop
problems. Most long-term care insurance policies
require underwriting and qualification for cover-
age; therefore, it is important for clients to consider
purchasing a policy before they incur severe health
issues—the younger the better. As a general rule,
the long-term care premiums are lower the younger
the age purchased. Therefore, consider locking in
premiums in your 40s and 50s before health issues
become a major concern.

Absenteeism is a concern of employers as em-
ployees choose to take leaves of absence to look
after their aging parents. Some employers are of-
fering group policies that offer coverage to parents
of employees.

Business owners should consider purchasing
long-term care policies 10 years before retire-
ment and electing a 10-pay plan and structuring
the plan so that it is tax deductible and paid up
at time of retirement.

Don't be afraid to discuss long-term care insur-
ance solutions with your wealthy clients, as they
realize the benefit of spending pennies to protect
dollars. With long-term care costs continuing to
increase, how much is enough in assets varies with
each person’s perspective.

Senior adults who have limited assets and will
medically qualify for insurance may have their chil-
dren pay the premiums to provide for their future
long-term care. The premiums don’t have to be paid
by the insured.

You should consider buying long-term care insur-
ance if:

m you have significant assets and income;

B you want to protect some of your assets and
income;

m you can pay premiums, including possible pre-
mium increases, without financial difficulty;

®m you want to stay independent of the support of
others; and/or
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Table 1
Age Eligible Premium Deduction
less than 40 $270
40 <50 $510
50 <60 $1,020
60 <70 $2,720
more than 70 $3,400

m you want to have the flexibility of choosing care
in the setting you prefer or will be most comfort-
able in.”

You should not buy long-term care insurance if:

m you can't afford the premiums;

m you have limited assets;

m youronly source of income is your Social Security
benefit or Supplemental Security Income (SSI);

m you often have trouble paying for utilities, food,
medicine or other important needs; or

m you are on Medicaid.™

Tax Issues

Long-term care insurance premiums are consid-
ered medical expenses subject to limitations on
the deduction of the premiums."> Only premiums
paid for qualified long-term care insurance con-
tracts are deductible. A qualified long-term care
insurance contract cannot provide for reimburse-
ment for costs that are payable by Medicare,
must be guaranteed renewable and cannot have
a medical trigger, cash surrender value or a value
that can be paid, pledged or borrowed.'* The long-
term care premium amounts that are deductible
for 2005 are based on the age of the person and
are shown in Table 1.1

When benefits are paid from a qualified long-
term care contract, 100 percent of the proceeds
on a reimbursement policy are excludible from
income. In an indemnity or cash contract, the
first $240 for 2005 or the actual cost of the care
is also excludible from income.®

The deductions that are available to individuals
are different than business owners, and when plan-
ning for retirement and estate issues, it is important
to consider these differences. It may be important
to pay for the long-term care insurance during the
working years, maximize the deductions and use
before-tax money whenever possible.

If someone purchases a policy individually and
does not own a business, then the eligible pre-
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mium deduction by age is allowed as a medical
deduction. The deduction is recorded on Schedule
A as a medical deduction, and all medical deduc-
tions must exceed 7.5 percent of adjusted gross
income before any amount is included in the total
itemized deductions. Then, of course, the total
itemized deductions must exceed the standard
deduction before any additional tax benefit is
realized. Many times, retired taxpayers do not
itemize if they are mortgage-free and have minimal
medical expenses.

If a husband and wife purchase a joint policy or
each have their own policy, they each can claim their
eligible premium based on age and may increase
their medical deduction.

If a self-employed individual purchases a policy,
the eligible premium deduction based on age
can be treated as a health insurance premium.
Therefore, 100 percent of the eligible premium
is deducted on page one of the Form 1040, be-
fore the adjusted gross income. Since the eligible
premium is not deductible on Schedule C as a
business expense, it does not reduce the self-em-
ployment taxes due for the business.

If the business owner’s spouse is an employee,
the company can purchase a policy for him or
her, and the total premium is deductible. There
is no eligible premium based on age restric-
tion for nonowner employees. Therefore, if the
employee-spouse purchased a joint policy, the
entire premium would be deductible on Schedule
C, allowing a reduction in the self-employment
tax. Many insurance companies will write joint
policies for domestic partners and couples in
committed relationships.

Many families have parents who provide services
to their self-employed companies. If an elderly par-
ent provides services to a business and he or she
receives compensation as an employee, long-term
care premiums paid through the business for this
parent-employee would be 100 percent deductible
on Schedule C. This would save both income taxes
and self-employment taxes on the premiums and no
limitation for eligible premium based on age. A 10-
pay plan may be considered to pay for the contract
using before-tax dollars while the elderly parent is
still able to work for the business owner.

The employer pays the premium and receives a
deduction against income and self-employment
taxes and the employee does not recognize in-
come for the benefit,’ the best of both worlds.
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Employers do not have to cover all employees
with the same benefit for long-term care insur-
ance. They can, therefore, discriminate with this
benefit.2 This may provide for employee-family
members and for older management employees
that seek this benefit at pre-tax dollars.

A self-employed consultant, Sam, age 55,
purchased a standard long-term care insurance
policy for $2,000 per year. His eligible deduct-
ible premium on page one of the Form 1040 is
$1,020. If Sam’s spouse, Peggy, worked for him as
an employee, she could purchase a joint policy,
and the entire $2,000 for his portion of her joint
policy would be deductible on his Schedule C and
would save income taxes on the entire premium
and self-employment taxes. A 10-pay option might
be considered to pay for policy during working
years with pre-tax dollars.

Many taxpayers are learning about health sav-
ings accounts to fund their health care costs.
These programs require high deductibles of at
least $1,000 for individual coverage and $2,050
for family coverage with maximum out-of-pocket
expenses of $5,100 for individual coverage and
$10,250 for family coverage.”'

Business partnerships with greater-than-two-
percent partners must reflect the long-term care
insurance premiums as guaranteed payments to
partners on the Schedule K-1,%? after deducting
on the partnership return.? The partner can take
the eligible premium deduction based on age on
page one of the Form 1040.*

A partner, Walt, age 60, has a long-term care
policy in the partnership with annual premiums of
$3,500. The partnership deducts the $3,500 and
reports a guaranteed payment to partner on Walt’s
Schedule K-1 and includes in the self-employed
income number the $3,500. Walt can deduct the
eligible premium of $2,720 on page one of Form
1040. Walt's wife, Sally, is an employee of the
partnership, and if the partnership purchased a
joint policy in Sally’s name, the partnership could
deduct 100 percent of the premium. No entry
would be reflected under guaranteed payments to
partners for this premium. If spouses of partners are
employees, the spouses can purchase joint policies
and the company can deduct 100 percent of the
joint premium as a business deduction. This saves
both income taxes and self-employment taxes.

More-than-two-percent shareholders of sub-
chapter S corporations are treated similarly to
more-than-two-percent ownership in partner-
ships. The corporation deducts the long-term
care premiums, and the premiums are listed on
the Form W-2 as compensation. The shareholder
then determines the eligible premium deduction
based on age and claims this on page one of the
Form 1040. Unfortunately, due to attribution
rules, placing a spouse or parent on the payroll
does not increase the deduction in subchapter S
corporations. All spouses and parents of more-
than-two-percent shareholders are limited to
eligible premium deductions in the corporation.

Example. XYZ Corporation, a subchapter S
corporation, has a long-term care policy for
Larry, age 50, a more-than-two-percent-share-
holder, with annual premiums of $1,800. The
$1,800 is deducted in the S corporation and
then included in Larry’s Form W-2 as com-
pensation. Larry can then deduct his eligible
premium of $1,020. Larry’s wife, Alice, also
works for XYZ Corporation; thus, any policy
for her—or even a joint policy—would be
limited to eligible premiums based on Alice’s
and Larry’s ages.

Shareholder-employees of C corporations enjoy
100-percent business deductions for 100 percent
of their long-term care premiums regardless of
percentage ownership in the corporation. Em-
ployee-spouses and employee-parents have no
limitations on the deduction of their long-term
care premiums in the business. If a parent is
not an employee, but a tax dependent of the
shareholder-employee, these premiums can be
deducted as well.

Limited liability companies (LLCs) can be
treated several ways depending on the tax treat-
ment of the entity. If it is a single-person LLC,
reporting under a Schedule C, the self-employed
rules stated above would apply. If the LLC is taxed
as a partnership and files a Form 1065, then the
partnership rules discussed above for more-than-
two-percent partners apply.

Professional corporations (PCs) can also be
treated several ways depending on the tax treat-
ment of the entity. If it elects to be treated as a
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subchapter S corporation, then the more-than-
two-percent rules discussed above apply. If the
PC remains a C corporation for tax purposes, the
C corporation rules above apply.

Conclusion

As Americans, we are living longer and have an in-
creasing probability that we will require long-term
care at some point in our lives—and it will be ex-
pensive. Your clients must have a plan for providing
for long-term care and a way to pay for it.

My friends that | discussed earlier reviewed a
number of long-term care policies and purchased
two policies five years ago. Both of them have expe-
rienced health problems in the past year, and they
are now uninsurable.

The insurance professional first recognized the need
to protect their assets and allow them to age at home
when long-term care is required. And second, she
encouraged them to purchase the policies at an early
age before health issues would prevent insurability. |
will be forever grateful to this professional.

As professional advisors, it is our duty to help our
clients protect their assets to provide for them in their
retirement as well as benefit their families when they
are gone. Therefore, it is important to become edu-
cated in the long-term care insurance marketplace,
and to recognize the need to incorporate long-term
care solutions into your clients” estate plans.
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