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1 Introduction

You may have received, as I did recently, a personalised, up-beat letter from your local MP. My letter begins:

“Dear Susan St John

“I am delighted to report that the Labour-led government has delivered on a promise we made to remove asset testing of older people in long-term residential care”

My analysis will suggest:

· Removal of asset testing in a vacuum does not make fiscal sense

· However asset testing has not been removed

· Only a tiny part of the problem has been addressed

· The problem has been deferred not solved

This must be one of the most difficult policy areas. To begin, let’s recap on the recent history of the “promise” Labour has been so keen to be seen keeping. The process was begun in the 1996 election year when the Wiley Winston Peters stitched up the coalition agreement with National. In this document, among other things, it was agreed to provide: 

(1) Equity of access to health and disability services across generations [by] assured by removing income and asset testing for older people needing long stay geriatric public hospital care services and asset testing for long stay geriatric private hospital care.

(2) By 1999/2000, an exemption of $100,000 on the family home on the income and asset test on rest home care for single people and for married couples where both are in care (Coalition Agreement, 1996).
After the election, came the 1997 compulsory savings referendum and when the aftermath died down, the National Government simply decided to adjust the asset thresholds a little but leave the shape of the means test alone. To be fair, the National Party has never been keen on the idea of getting rid of the asset test (one suspects in part because most of them are protected in family trusts).  Labour then decided to run in the 1999 election with the promise to remove the asset test. Possibly the origin of this proposition was a desire to differentiate Labour policy clearly from National’s, reinforcing the perception that these will always be political issues. 

Despite making Labour the mark of their new administration that promises must be kept, they failed to deliver on this promise in their first term.  Astonishingly, it will not be until six years later, in 2005, that policies will change, with the final legislation still to emerge. 

The proposed changes are claimed to ‘ultimately remove’ the asset test. They do not. The new provisions are more accurately described as a ‘revised asset test’. Once again, as superannuation policies have proved over the years, it will be a political football for the 2005 election with the government already alerting the electorate that if they elect the Opposition they can expect the policy to be overturned.
This has scarcely been a rational example of a sensible policy process. There has been no consultation with outside groups, and only recently, has it been possible to get the background documents under the Official Information Act after fruitless requests during 2002. I have struggled my way through these documents following the twists and turns to understand the pragmatic compromises that have resulted in the announcements to date.

2 What is the problem?

Let’s first ask the question, what problem is this policy designed to address? Once the problem is identified you can frame objectives and criteria for possible reform. Then, and only then should alternatives be evaluated, the best policy chosen, carefully implemented and then rigorously evaluated.

In this case, the ‘problem’ as seen by government was that it made a foolish promise and while it delayed as long as it could ultimately had to do something. This visionless focus explains why the policy they have come up with does not deal with the actual problem and has been given a spin it does not deserve.

So what is the problem?

The crucial problem is the lack of insurance provisions for long-term care for all but the least well-off. Those with a low income and few assets are subsidised in a tax-funded social insurance arrangement, but middle-income people, in particular, are badly exposed. The point is not that the individual should not be expected to make a contribution if they can afford to do so, it is just that the contribution ideally should be in the form of some kind of premium so that the costs are shared and the risks are pooled. As discussed later, there are easily understood reasons for the non-existence of a private market in long-term care insurance. The result of this gap however has been to load up a few unfortunate older people and their families with catastrophic costs.  Moreover the financially astute have been able to protect themselves by setting up trusts to protect assets while the others carry the full burden.

Another clear problem is the anachronistic and badly designed nature of the current means test. There are additional worries which government papers identify. These are that the existing policies offend against the ‘Bill of Rights’ in many respects, such as discrimination on the grounds of age and marital status. Then there is the bigger issue of the ageing of the population and the need to pay for the baby boom old age demands, especially from the year 2030 when the baby boomers begin to enter the 85+ age group.  

One might also point to distributional concerns. Since 1996, policies have continually funneled money to the richest of the elderly. Since 1996 the best-off couples have received an additional net $385 per week as the result of removing the surcharge, tax cuts, and indexation of the benefit.  In a society were students are laden with student debt and child poverty is rampant, the removal of asset testing poses huge intergenerational equity questions (St John, 2003 forthcoming).

I wonder if there should have been a Royal Commission established to sort out the Long Term Care issue along with other problems of the impending baby boom retirement. My research indicates that the middle-income groups will face increasing uncertainty and there is a crucial lack of government policy for them. The payment for long-term care needs to be examined in the context of pensions, reverse mortgages, annuities, and so forth (St John, 2003). We had a possible window of opportunity this year in the 6-yearly review of retirement incomes policies under the Retirement Income Act 1993. The Periodic Report Group 2003 has been appointed but unfortunately has been constituted as a low profile group with limited terms of reference so that the opportunity is likely to be squandered.

3 Background

Of total health expenditure, currently about 6 per cent of GDP, 37 per cent is for people over 65. As illustrated in Figure 1 those aged 75-79 require 10 times more public funding per person than those of younger ages, while those over 85 require thirty times (National Health Committee, 2000, p.7).

Figure 1: The health costs of different age groups
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Source: Dyson (2002)

The OECD cautions that the picture of increasing incidence of disability as the population ages is exaggerated. “The relative prevalence of severe disability at a given age has tended to decline over time especially for ages 60-80” (OECD, 1998, p.90). In other words, as people live longer this period of high cost is shifted to a later stage of life.
  Nevertheless, in spite of some optimism that healthcare costs and long-term costs will not mushroom uncontrollably, the OECD expects costs to rise by 10-20 per cent in the next 15-20 years (OECD, 1998, p.97).

While older people may live longer and healthier lives, there will be vastly more of them at older ages by mid-century. In New Zealand as shown in Figure 2 there will be a very rapid growth in the numbers over 65 years. By 2051 the number of those aged over 85 years are expected to increase seven fold while centenarians are expected to increase 40 fold from 300 to 12,000 (Statistics New Zealand, 1999). Thus the sheer growth in numbers suggests that the financing of long-term care for those over 85 is likely to be a major policy issue by mid century.

Figure 2:Projections of numbers of older people aged 65-74, 75-84, 85+
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  Source: Statistics New Zealand (Statistics New Zealand, 1999).

Figure 3 shows the probability of being in a residential care home increases dramatically with age. In 1996, 1.3 per cent of those aged 65 to 74, 5.7 per cent of those aged 75 to 84, and 24.5 per cent of those aged 85 and older lived in a residential home. Almost half of all residents in residential homes in 1996 were 85 years or older (Statistics New Zealand, 1998). Of those that enter long-term care, 19 per cent die within 3 months, and 40 per cent within 12 months. The average length of stay is 2.7 years (Ministry of Health, 2001-2002). Three in every four elderly residents in a residential home are women.

Figure 3: Elderly people living in residential homes by age and sex (1996 census)
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 Source: Statistics New Zealand (1998, p.46)
Public expenditure on rest home/continuing hospital care subsidies has been increasing despite the static daily rates and was $426 million in 2000/01 (Ministry of Health, 2002). The costs are projected to increase much more rapidly from 2030 when the baby-boom generation starts requiring long-term care. The subsidy costs under existing means testing arrangements are expected to roughly quadruple by 2050. 

The government has recently promoted ‘ageing in place’ with the emphasis on keeping the old in their own homes. But with increasing longevity, entry to full time care may be delayed, not necessarily avoided. It is also clear that ageing in place policies can be expensive. Thus it seems desirable that people are treated consistently with respect to the share of costs that they should meet regardless of whether that care be home or residential-based.

4 Current income and asset testing of long-term residential care

Subsidies for long-term residential care are available on a means-tested basis under Section 69 of the Social Security Act 1964. In contrast to New Zealand Superannuation, none of the parameters of the subsidy and means test for long-term care are automatically indexed. 
Once the asset test establishes that assets have been suitably exhausted, all personal income earned, up to a cap of $636 a week, an amount unaltered since 1994, must go towards paying for care. Earned income from a partner is also included over an exempt amount as described below.

In the last two decades social change has been rapid with increases in two-earner households and much more diversity in family types and relationships. The means-testing regime depends on stereotypes and assumptions about the family and marriage that are less relevant to a growing number of people. Under the current asset test, the married person in care with a spouse in the community is treated better than a single person with a non-marital partner or other close companion. The discrimination is reversed for the income test. Unless classified as a defacto spouse, the income of a person living with the single person who goes into care is not taken into account. For 'married' couples (including defacto but not same sex) joint income must be used to pay for the partner in care. 

The spouse at home must contribute her earned income above a low exemption and all  'unearned' income over and above income on exempt assets. The income test applies regardless of whether or not the $45,000 exempt under the asset test has actually been accumulated. Even if this capital sum is available at the time when long-term care is required, the spouse in the community may have to replace assets such as the car, and pay for repairs and maintenance. Thus the exempt sum may be used up before retirement and the restrictions on what may be earned make it unlikely that a younger spouse would be able to save for retirement. To put the exempt sum of $45,000 in perspective, it would currently provide a woman with a life annuity of little more than $2500 at age 65.



Some of the anomalies of the existing scheme are obvious. The family home is exempt, so long as the spouse or dependent child continues to live in it, no matter what its value. A couple with one in care, without a family home but with cash assets must run these down to $45,000. However, if they owned a valuable home, $45,000 and other exempt investments they would be eligible for the full subsidy. Funds in registered superannuation employer-based schemes are not counted in the asset test even though in modern schemes they are often not locked in. A private pension is partly a return of capital but only features in the income test, where one half is counted. In the income test, children are considered dependent only if school age, which is difficult considering many older parents are supporting children up to the age of 25 in the tertiary sector
.

Under current administrative rules, gifts in excess of $5000 for each of the five years prior to accessing the subsidy may be included in the asset test. Thus the ability of an older person to balance out obligations and responsibilities to family members may be compromised in a way that causes considerable pain and unfairness. 

Asset testing may also have a marked disincentive effect on saving for retirement for some people, far greater than that engendered by the surcharge on New Zealand Superannuation (St John, 1999b). The spectre of asset testing and the fear of departmental probing may encourage an inappropriate early divestment of assets with an unfortunate loss of autonomy for the older person. There are several books on trusts that quite openly describe the ways in which the asset testing rules may be avoided. To the extent that trusts are more widely used as an effective means of asset protection, the more arbitrary and ineffective asset tests become as a means of funding long-term care. 

There are also some distributional concerns in a society where wealth and income are becoming ever more widely dispersed.  Wealthy residents requiring expensive care, who can pay high fees entirely out of the income from their assets, have been able, since 1994, to retain more of their income. As the cost of intensive hospital care may exceed $1000 a week, the cap effectively may subsidise their further asset accumulation. This may then be bequeathed in full, as all estate duties were abolished in 1992. 

5 What were the officials’ concerns?

Many concerns about the means test, long and short-term implications were explored in the various documents placed in front of the Minister, the Hon Ruth Dyson (Ministry of Health, 2001-2002). In late 2001 for instance, the officials wrote:

Officials believe…that a fundamental rethink is needed of how long-term care for older people is funded 

· To align the incentives for community-based and residential care consistent with the government’s objectives for ageing in place

· To put in place sustainable, affordable and fair policies for all taxpayers, in view of the increasing numbers of older people expected to peak between 2010 and 2050
There was also concern new anomalies are raised by only looking at one part of the means test:

New problems generated by changes to asset testing include: The income test will still apply and people with income will be treated differently from people with asset.

Different perverse incentives will arise eg people will maximise assets in preference to income or investment in more productive parts of the economy, to reduce their risk of having to pay for care.

Officials repeated their concern about the treatment of the younger spouse with a partner in care:

Means testing thresholds vary according to whether people are married or single.  Some families experience considerable difficulty.  For example, a younger spouse under 65 with a spouse in residential care may retain the family home, car and personal possessions, but savings of only $45,000. If there are dependent children the threshold is widely regarded as inadequate for the on-going needs of the younger family. The draining of resources may also have a severe impact on the spouse’s ability to save for their own retirement.  (Ministry of Health, 2001-2002, 1/11/2001)
To this concern might also be added that the current need for the spouse to contribute her own income above an unindexed low level of $28,927 per annum under the joint income test is highly inappropriate.
 

5.1 So what has been announced?

In light of these considerations and their detailed discussion in the documents released under the Official Information Act, the apparent ad hoc nature of the announced changes are surprising.  Table 1 sets out the current and proposed provisions for 2005. In reality all that has happened is a rise in the exempt assets for the asset test. This rise is most significant for the single person, less so for the married couple in care, and almost meaningless for the married couple with one in care although they retain the exemption on the house. The threshold of the exemption will rise by $10,000 a year. There is no attempt whatsoever to look at the income test.

The new changes to the asset test are to be made legislatively rather than by changing the regulations even though the changes are only to asset exemptions. The intent is to clearly signal that a significant policy change has been made.

Table 1:  Exemptions under the asset test for the residential care subsidy


Single
Married one in care
Married both in care

Today
$15,000
45,000 + house car and chattels 
$30,000

From 2005
$150,000
55,000 + house car and chattels 
$150,000

Does the policy address the problems?

The plight of the people who inspired Winston Peters to go out and fight in the coalition of 1996 is not going to be ameliorated at all. The average length of stay in a residential care unit is under 3 years, so few if any of those residents will be still living by the time the changes come in, and the provisions are not to be retrospective in any case. The inequity that has arisen from an aggressive use of trusts to evade the means test has been ignored, and the incentive the affluent have now to set up trusts remains strong.

The Officials’ papers allude to the timing problems when dramatic one-off changes are made but in the event these issues have been ignored. The problems associated with the final decisions are possibly large. For example, where a resident has borrowed from the state and there is a caveat on the home there are potentially serious anomalies. If a single person dies just before 1 July 2005 the state’s claim is taken from the sale price less the old asset exemption of $15,000. If they die after 1 July 2005, the state claim comes out of the sale price less the new $150,000 exemption. In term of behavioural adjustments, one might anticipate an upsurge in borrowing from now to 1 July 2005 by new residents against the house rather than realising assets by selling immediately.

Those whose home is of modest value only, maybe because they are living out of the main centres, may find it possible to retain their home under these new limits. However while the increased exemption for single people does help remove the bias in the asset test against single people whose house is not exempt, the Human Rights problems have not been seriously addressed. In the cases of the more affluent, the exemption of $150,000 will be only a fraction of the value of the home and the bias against the single condition remains. Bizarrely though, for the married couple both in care, the exemption is now exactly the same as for a single person. Should they divorce, they would each have an exemption of $150,000. This remains to be challenged under the Human Rights Act as blatant discrimination against married couples.

The biases against married couples with one in care are also in much need of rectification. The raising of the exemption to $55,000 for the married couple with one in care only tinkers with the problem. The harsh provisions of the joint income test remain intact and the thresholds are not even inflation-adjusted. Meantime housing remains favoured for this group with implications for over-investment in housing remaining unaddressed. 

The revised asset test is costly, rising from $103m in 2005, to $345m in 2020 (in 2002/3 dollar terms). But the true concern is how expensive it is going to be mid-century when the baby-boomers enter the oldest age group from 2030. The publicly released information has no projections beyond 2020, however the appendices to the officials’ documents do model out to 2040 and show a worrying escalation of costs.

The fiscal pressures associated with reduction of asset testing will reduce other worthwhile government spending, or require higher taxes, again impacting on the community and working-age population. The removal of asset testing, while politically popular with older people, is likely to increase rather than ameliorate the underfunding problem currently faced providers of long-term care. When the means test for rest homes was first introduced a far greater proportion of those in care were in need of secure accommodation rather than custodial care. Nowadays the level of care is much more medically based, intense and expensive. A recent report, (National Health Committee, 2000,p.4 ) notes:

[T]he 20 year trend of increasing severity and complexity of the health needs of older people on admission to long-term facility care, which has accelerated over the past five years; funding of these services has not increased to reflect the increased costs of providing long-term care for these people. 

Thus it could be that the criteria for accessing long-term care needs will tighten even further, the bare minimum level of care will continue to fall, and user pays charges will increase for the basics as well as additional extras. In the meantime there is nothing to address the consistency in treatment for subsides under the “ageing in place” strategy. 

Longer term, with subsidy costs under present policies expected to roughly quadruple, the revised asset test will impact most severely on the government’s budget from 2030 as the first of the baby-boomers reach 85. In a world that has persistently favoured better-off older New Zealanders (no capital gains tax, no death duties, no inheritances taxes, universal basic pensions), there are serious intergenerational equity issues involved in reducing means testing for old age care.

6 Concluding comments

It might be easy to conclude that there has been no clear philosophy in the announced changes. But the more I think about what the government has done, the more impressed I am. If they can get away with the spin and ride out the disappointment of the current residents in care, and new residents for whom the increased thresholds do not help, it is all looking quite clever.

Lets take the provision that the asset test exemption rises $10,000 a year until it is ‘ultimately removed’. For the first 15 years the annual increase is an average of 4.7%, barely enough, one suspects, to cover inflation in real estate prices. The next 30 years, taking us out to 2050 see an average increase of just 2% per annum, and a negligible increase thereafter. In other words the exemption is set to fall in real terms at the point the baby-boomers dramatically increase the demand for long-term care.

Thus the asset test is never removed, leaving for the future the possibility that the implicit insurance issue might be addressed. It is to be hoped that the lessons from policy changes in the area of the state pensions over the past 3 decades will be heeded. Unilateral political decisions on long-term policies for the elderly are inadvisable and do not make for the stability that is desirable (St John, 1999a). One is thankful that in this instance at least, the government did not unilaterally set up a Long Term Care fund to pay for the future costs. 

There is also plenty of wriggle room left in the redesign of the income test. To mitigate some of the costs of the announced provisions an imputed rental income on the home could be levied. And then there is the matter of the income earned on exempt assets. With an exemption of $150,000, the income is significant. On the one hand, if the income on this exemption is itself exempt from the income test, people may have a bit extra for all the increased user charges and additional costs that otherwise they or their families have to meet. On the other hand, if the income is assessed, and imputed where there is non-cash earning assets, the contribution to costs might alleviate the burden on the taxpayer.

Options for further reforms remain to be discussed.  Many of the features of long-term care make it an unlikely candidate for private insurance For example, it is hard for a company to provide cover for costs that will occur so far into the future for most people when the costs of care may increase relatively as well as with inflation. Private companies have an incentive to exclude the bad risks on medical grounds and the  problem of adverse selection causes the good risks to find insurance too expensive.  In particular, those most in need are the ones most unlikely to be able to pay an actuarial premium. Women live longer than men and have fewer resources and are much more likely than men at each age over 65 to be in long-term care as was illustrated in Figure 3. It is therefore not surprising that long-term care insurance is not available in New Zealand, or in most countries to any significant extent. 

The state must provide, at least, for the poorest through some kind of social insurance mechanism. The long-term care subsidy paid for from general taxation performs this role. High-income people can always afford to pay for their own care and anything else for that matter without hardship. The gap in insurance is for middle-income people. For them, there may be merit in considering an integration of insurance for longevity and long-term care. St John (2003) explains the case for a new annuity product that carries with it long-term care insurance. This proposal requires that the obligation for individuals to meet a substantial portion of the costs of their care must remain. The current cap of $636 was set in 1994 and has been unadjusted for inflation. It is now considered to bear a less realistic relationship to the actual costs of long-term care, with either the state making up the difference, or the individual facing user pays charges for extras that might be more properly regarded as core services. It would be sensible either to do away with or index the cap, and offer protection through a new insurance product.

As the OECD (1998) suggests, long-term care is a normal risk to be shared between the working and the older generation. Most countries have not begun to grapple with this issue:

Older people, especially very old people, require more frequent medical care and far more long-term care. There is ample evidence that more efficient ways of curing and caring are feasible for older patients. While the long-term care system is much less costly than the healthcare system, it is in more need of reform. Reforms should aim at better integration of health and long-term care, more equitable access to care, and improved protection against the financial risks associated with disability. (OECD, 1998, p.83)
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� These expectations and trends are very important in mitigating the growth of dependent older people over time to a manageable number. The expected growth in dependent older people over the next 25 years falls from a projected 50 per cent to 15 per cent under these assumptions.


� Based on Aon consulting annuity survey June 2003


� In addition there are serious inconsistencies with the way in which same sex couples are treated under this means test, and how they are treated under the Property (Relationships) Act 1976.


� There are small increments up to three children to $36,553 per annum.


� The projections are subject to a number of caveats and uncertainties. By 2040/41, the cost of raising the asset threshold to $150,000 and increasing it by $10,000 per annum after that is projected to be $519m.  Full asset testing removal is projected to be $682m, and full removal of the asset and income test to be $871m � ADDIN ENRfu ��(Ministry of Health, 2001-2002)�.
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