ANNUITIES, REAL ESTATE AND LONG TERM CARE INSURANCE UNDER THE DEFICIT REDUCTION ACT OF 2005

By Kenneth J. Rampino, Esq.

ANNUITIES

I. Pre-D.R.A. 2005
Since only uncompensated transfers result in an ineligibility period for Medicaid
 one planning strategy designed to reduce or eliminate excess countable resources has been to utilize such resources to purchase an annuity.  For a time, after the enactment of the Omnibus Budget Reconciliation Act of 1993 (O.B.R.A. 93), the status of annuities was unclear because the Legislation stated that the term “trust” for Medicaid purposes “include[d] an annuity only to the extent and in such manner as the Secretary [of Health and Human Services] specifie[d].”
  It was not until November 1994, when the Health Care Financing Administration (H.C.F.A.) (now called the Centers for Medicare and Medicaid Services (C.M.S.)) provided some much needed clarification. Taking note of the fact that many people purchase annuities for reasons other than qualifying for Medicaid,  H.C.F.A. promulgated Transmittal 64 which established that an annuity must be “actuarially sound” in order to avoid the imposition of a penalty.
  “Actuarially sound” means that the distributions made under the annuity contract must not exceed the annuitant’s life expectancy as delineated in the life expectancy tables published by the Office of the Actuary of the Social Security Administration. 

There were still many questions, however.  Would the purchase of a deferred annuity be treated as the conversion of a resource to income?   Must the payments be level or could they be uneven, allowing for a “back ended” arrangement whereby the final payment or payments would constitute the bulk of the payout?  What if the annuity contract permitted the owner of the contract to surrender the annuity with payment of a surrender charge?  In December 2000, these questions were answered at least with respect to Medical Assistance applications filed in Rhode Island when the Department of Human Services (D.H.S.) adopted regulations specifically dealing with annuities.
  The pertinent Regulation set forth specific standards that had to be met for an annuity to reach the threshold of a Medicaid qualified annuity.  (1) The annuity must not be assignable.  (2) Annuity contracts that are silent on the issue of assignability will be deemed to be assignable.   (3) Any cash value of an annuity that may be surrendered or “cashed in” will be considered an available resource. This applies to any review period during which a potential purchaser of an annuity may consider whether to rescind and receive a refund of monies paid to the annuity company.  (4) To be considered a valid transfer for fair market value, an annuity must provide regular payments, in both frequency and amount, to or for the sole benefit of the annuitant. Additionally, of course, in accordance with Transmittal 64, the principal invested and income devised therefrom must be paid out over a period of time which is less than the annuitant’s life expectancy according to the life tables published by the Social Security Administration.

II. Post-D.R.A. 2005
With the enactment of the Deficit Reduction Act of 2005
  (D.R.A.) the landscape with respect to the use of annuities in long term care planning has been altered somewhat. For annuities purchased on or after February 8, 2006, the purchase of such annuities will be considered a transfer for less than fair market value unless the State is designated as the primary beneficiary for at least the total amount of medical assistance paid on behalf of the annuitant.  In cases in which the annuitant is married, the State must be named as secondary beneficiary after the community spouse and minor or disabled child. Clearly then, the State must be named beneficiary when the annuitant is a single individual or when the annuitant is the institutionalized spouse. However, the purchase of an annuity by a single person merely creates an income stream for the nursing home and is rarely used unless the annuitant has considerable income and the additional income will significantly reduce the magnitude of a potential Medicaid lien.  For the same reason, it is uncommon to purchase an annuity for an institutionalized spouse.  It is more common to purchase an annuity for the community spouse to reduce or eliminate excess resources over and above her community spouse resource allowance (which is currently $99,540). 

What then is the rule in a case in which the community spouse purchases an annuity? The D.R.A. does not directly address this scenario, instead focusing on the purchase of an annuity by an institutionalized applicant,
 providing in pertinent part:

For purposes of this paragraph, the purchase of an annuity shall be treated as the disposal of an asset for less than fair market value unless

(i) the State is named as the remainder beneficiary in the first position for at least the total amount of medical assistance paid on behalf of the annuitant under this title; or

(ii) the State is named as such a beneficiary in the second position after the community spouse or minor or disabled child and is named in the first position if such spouse or a representative of such child disposes of any such remainder for less than fair market value. 


However, there are notice requirements in the statute which create an issue as to whether it is necessary for a spouse to name the State as a beneficiary.  The relevant provision provides: 

In order to meet the requirements of this section for purposes of section 1902(a)(18), a State shall require, as a condition for the provision of medical assistance for services described in subsection (c) (1)(C)(i) (relating to long term care services) for an individual, the application of the individual for such assistance (including any recertification of eligibility for such assistance) shall disclose a description of any interest the individual or community spouse has in an annuity (or similar financial instrument as may be specified by the Secretary), regardless of whether the annuity is irrevocable or is treated as an asset.  Such application or recertification form shall include a statement that under paragraph 2 the State becomes a remainder beneficiary under such an annuity or similar financial instrument by virtue of the provision of such medical assistance. (emphasis supplied)    


Hopefully, the C.M.S. and/or D.H.S. will clarify this issue with a greater degree of specificity than is contained in the D.R.A. If it turns out that the community spouse is obligated to name the State as beneficiary, just what exactly is the State entitled to receive from the annuitized proceeds? Parsing the language of the Statute which states that   

“[f]or the purposes of this paragraph with respect to a transfer of assets, the term “assets”{as a predicate for determining whether there will be an ineligibility period} includes an annuity purchased by or on behalf of an annuitant who has applied for medical assistance with respect to nursing facility services or other long term care services under this title . . . .”

It does seem clear then that even if the State must be designated as primary beneficiary in an annuity purchased by a community spouse, the State will only be entitled to reimbursement for Medicaid assistance paid on behalf of the community spouse. 

In addition to the beneficiary requirement, the D.R.A. provides that the purchase of an annuity will be considered the transfer of an asset for less than fair market value unless it is (1) irrevocable and nonassignable (2) actuarially sound and (3) provides for payments in equal amounts during the term of the annuity with no deferral and no balloon payments,
 thus codifying the pre-D.R.A. rules which are incorporated in the regulations of the Rhode Island D.H.S.
 

Interestingly enough, the Act does create another species of annuity the purchase of which will not result in the imposition of an ineligibility period. Certain qualified retirement resources such as simplified employee pension funds and Roth IRAs may be annuitized without causing a penalty period.
 

III. Planning Pointers
Annuities may still be a useful tool for a community spouse to convert excess resources into income. By compressing the pay out to a shorter period of time than the life expectancy it is possible to increase the chance that the community spouse will, in fact, receive all of the annuitized funds.  However, if the statute is interpreted so as to require that the State be named as beneficiary, it may no longer be a viable means of ensuring that the children or other family members will receive such funds if the community spouse predeceases the distribution period after having received Medicaid benefits. 

REAL ESTATE


I. Equity Caps
The principal home of a Medicaid applicant is an exempt resource which does not count in determining whether the means tested threshold for eligibility is met, provided the applicant declares a subjective intent to return to the home in conjunction with the application process.
  Prior to the D.R.A, there were no limits placed on the amount of equity limitation in the home for Medicaid purposes.  Now, under the D.R.A., an applicant is rendered ineligible for Medical Assistance if the equity in the home exceeds $500,000.00
, but each state may establish a ceiling that must not be less than $500,000.00 and may not surpass $750,000.00.
 Beginning in 2011, the equity ceiling will be adjusted annually for inflation in accordance with the Consumer Price Index.
  Equity limits will not apply if any of the following persons are residing in the home: (1) a spouse of the applicant, or (2) a child of the applicant who is under the age of 21, blind or disabled.
  The statute mandates that the Secretary of Health and Human Services shall establish a process whereby the equity cap limitations may be waived in case of hardship.
 It also provides that excess equity may be reduced within the prescribed parameters by use of a reverse mortgage or equity line of credit. 
 As a practical matter, a reverse mortgage in the context of petitioning for Medicaid makes no sense, at least for an individual because most if not all reverse mortgages have a clause whereby absence from the home for a specific period of time triggers a default.  A line of credit does not have the occupancy requirements inherent in a reverse mortgage;  however, many elders who are equity rich but cash poor and have little income may not qualify for a line of credit, and even if they do qualify they would likely be averse to generating debt.  


II. Purchase of Remainder Interest
One strategy applicants employ to spend down excess resources, particularly in the case of an individual, is for the parent to purchase a remainder interest in the child’s home.  Prior to the D.R.A., there was essentially only one condition necessary to validate this type of transfer: that the purchase price for the life estate be actuarially sound in accordance with the Social Security life expectancy tables.  The D.R.A. now imposes an additional condition. It provides that such a purchase will be considered an uncompensated transfer resulting in a penalty period for eligibility unless the “purchaser {of a life estate in another individual’s home} resides in the home for a period of at least one year after the date of the purchase.”
  Now that Congress has specifically granted protected status to such transfers (in the sense that no penalty period will accrue), it is important to factor in the risk that a state may at some time in the future expand the definition of “probatable assets” for estate recovery purposes to include assets passing by virtue of a remainder interest. This would subject the child’s property to a Medical Assistance lien upon the death of the parent. 

III. Effect of D.R.A. Transfer Penalty Rule On Treatment of Principal Home


Essentially, the D.R.A. changes how a penalty is calculated and when the penalty begins.  It is the second component that presents the more serious challenge in terms of treatment of the home. Essentially, the penalty is delayed until the applicant is receiving an institutionalized level of care in a nursing facility and would be financially eligible for Medical Assistance but for the penalty.
  


Prior to D.R.A., it was possible to ascertain the duration of a penalty period incurred as a result of an uncompensated transfer and to set aside sufficient funds to private pay a nursing home during the ineligibility term. The penalty commenced in the month during which the transfer was made and ended a specific number of months thereafter.
  So, for example, if Mr. Smith, at 80 years of age, conveyed a remainder interest in his home valued at $200,000.00 to his children on February 7, 2006, the resulting penalty period was ascertainable.  The value of the remainder interest, determined by consulting the Life Estate and Remainder Interest tables published in Sec. 26 CFR 20.2031-7 and 49 FR Vol. 49 No. 93/5-11-84 would be $112,682. That value, divided by the average monthly private pay rate in the State of Rhode Island ($6826), is 16.507, which rounds down to a 16 month period of ineligibility. Thus, Mr. Smith’s ineligibility would end on May 31, 2007.  If Mr. Smith can private pay his nursing home expenses for 16 months the penalty period will have expired.

On the other hand, if Mr. Smith had made the same conveyance on February 8, 2006 and if he applies for Medical Assistance after the D.H.S. adopts the provisions of the D.R.A., his penalty period is held in abeyance until he enters a nursing home, he is receiving an institutionalized level of care and he is otherwise eligible to receive Medical Assistance but for the penalty,  or until five years have transpired. Consequently, it is now far more difficult to plan due to the uncertainty as to when the penalty period will commence.  


Prior to the D.R.A., the look-back period for a transfer to an individual was 36 months which essentially meant that the maximum penalty was 36 months, whereas the look-back period for disclosing transfers to trusts was 60 months.  Thus, in a situation in which the value of real estate to be transferred would result in a penalty in excess of the 36 month penalty, one available strategy was to retain a life estate and convey an interest to the other family members individually.  By doing so, the penalty period was reduced by virtue of retaining the life estate and as a result of the maximum look-back for gifts to individuals. So, in the above hypothetical, if Mr. Smith’s home were worth $400,000 and if he were to have transferred a fee simple title in the home to an irrevocable trust
 the transfer would have generated a 58 month penalty
, whereas if he retained a life estate and transferred a remainder interest to his children, he would have reduced the penalty by 25 months.
 Since the D.R.A. imposes a five year look-back on all transfers and it is no longer certain when the penalty period will begin, there is no longer an advantage from a penalty perspective to convey to individuals. Thus, the penalty reduction advantage previously inherent in using a retained life estate has been significantly eroded.   

IV. Planning Pointers

Divestiture of assets without adequate provision for payment of nursing home expenses during any ensuing penalty period or without the ability to reverse the transfer
 is rarely an appropriate plan. This has always been an unwritten rule of long term care planning, but it is more important than ever with the advent of the D.R.A. Planners should be mindful of the fact that there is a rebuttable presumption that a gift was made to achieve Medicaid eligibility
; however, that presumption can be overcome by factors evidencing that the purpose of the transfer was other that to gain eligibility for Medical Assistance. According to the regulations of the D.H.S., the age, financial condition, medical history and medical condition at the time of the transfer, as well as the forseeability of the disability at such time, are all factors to be considered in weighing whether the transfer will be penalized.
  Clearly, it is more important than ever that long term care planning be done sooner rather than later.  Naturally, for clients who have not yet reached septuagenarian or octogenarian status,  the desire to shelter assets for family members will always have to be weighed against the countervailing intention to maintain control over those assets.  The extended look-back and unpredictability as to when the penalty period may start will undoubtedly provide many with an incentive to engage in planning at an earlier age so as to enhance the possibility of “surviving” the 60 month look-back period. 

 If the circumstances are such that the presumption cannot be rebutted, consider whether a transfer of the home may be made to the applicant’s (1) spouse, (2) child who is under the age of 21, blind or disabled, (3) sibling who shares equity in the home and has lived therein for at least one year, or (4) caretaker child who has lived in the home with the applicant for at least two years.  If so, the transfer will not cause an ineligibility period.
  Likewise, there is no penalty if the home is transferred into a revocable trust that was established prior to December 1, 2000.
  

If  none of the above situations apply, there are certain strategies which may  be effective, short of having sufficient funds with which to subsidize nursing home care for at least 60 months.  For example, with regard to advance planning, a parent may transfer an interest in her home to her children in conjunction with the purchase of a 5 year, long term care insurance policy the premiums for which can be paid by the parent or the children.  The cost of such premiums will generally compare favorably with the value of the equity that will be sheltered. A married couple desirous of transferring an interest in their home may pursue the option of leveraging the equity in their home with a reverse mortgage and applying the proceeds to pay the nursing home during the penalty period.  This strategy may not work for a single person due to the common provision in reverse mortgages that requires at least one person over the age of 62 to be living in the home.

In cases where it is possible to subsidize a 60 month penalty period or to devise some means of safeguarding the parent during a penalty resulting from a transfer, the use of joint tenancies, retained life estates and intentionally defective grantor income only trusts in advanced planning necessitates non-D.R.A. considerations. Advantages of a joint tenancy are: (1) it is reversible if the transferee is willing and able, (2) it avoids probate, and (3) it results in a step up in basis on the death of the transferor. Disadvantages of a joint tenancy are (1) the loss of control, (2) the risk that the joint tenant may become uncooperative or have financial or marital difficulty or predecease the parent, and (3) the potential loss of a portion of the capital gains exclusion if the property is sold during the lifetime of the transferor. Advantages of the life estate deed are (1) the flexibility in maintaining a degree of control over the remainder interest through retaining a special power of appointment or power of sale, (2) probate avoidance, and (3) the step-up in basis upon the death of the transferor. A disadvantage of the life estate is a potential loss of a portion of the capital gains exclusion if the property is sold during the lifetime of the parent.  Advantages of an irrevocable trust are (1) the preservation of favorable capital gains treatment if the property is sold during the transferor’s lifetime, (2) the ability to continue sheltering proceeds of sale if the home is sold or to use such proceeds to purchase a replacement home or condominium, (3) the step-up in basis if the property is sold after the transferor’s death, and (4) probate avoidance.  The disadvantages are (1) the start-up expense of drafting and funding the trust, (2) the complexity that is often daunting to many seniors who may be easily confused, and (3) the difficulty of reversing the transaction.
With the uncertainty surrounding the start date of the penalty, crisis planning for the home has become increasingly more difficult.  For married couples, the home may be transferred to the community spouse who may then engage in estate planning to enfranchise the children. As for single parents, in the wake of the D.R.A., one approach may be to spend down liquid assets as permitted by federal and state law thus triggering the penalty period, after which an interest in the home may be transferred to the children.  The proceeds of sale will then be divided according to the proportionate shares of the parent and children, and the share of the parent may be used to pay the nursing home during the penalty period. Or the parent may choose not to relinquish any interest in the home, sell the entire interest and employ one of the strategies designed to protect half of the liquid assets, namely the reverse half loaf method or the purchase of a short term annuity to finance the penalty period. If all else fails, the Medicaid applicant may request a fair hearing based on hardship under the provisions of the D.R.A.
LONG TERM CARE INSURANCE

I. Pre-D.R.A.

The Long Term Care Partnership Program was developed in the 1980s to encourage seniors to purchase long term care insurance.  The basic concept is that a person who has a compliant long term care insurance policy and who exhausts the policy benefits on long term care costs may retain assets equivalent in value to the expenditures made under the policy.  At the present time, California, Connecticut, Indiana and New York participate in the Program.  In anticipation of federal legislation expanding the Program, twenty-two other states, including Rhode Island, have enacted enabling legislation.
 Interestingly enough, although the Program was intended to attract lower- to middle-income people in an effort to reduce the number of Medicaid recipients, the majority of long term care policy purchasers in California, Connecticut and Indiana had assets in excess of $350,000 whereas the average person age 55 or over has less than $50,000 in assets (excluding the principal home).
 

II. Post D.R.A.
The D.R.A. expands the Long Term Care Partnership Program by  empowering the other 46 states to adopt the provisions of the Program. The plan must provide for the disregard of any assets or resources in an amount equal to the insurance benefit payments that are made to or on behalf of an individual who is a beneficiary under a long term care insurance policy provided the policy complies with requirements of the statute and the Model Long Term Care Partnership Act.
  Clearly, the federal government is attempting to shift the paradigm for subsidizing long term care from public financing via the Medicaid and Medicare programs to private financing.  Section 7702B of the Internal Revenue Code (which provides tax advantages to owners of long term care insurance  policies) and the Long Term Care Partnership Program (which creates additional incentives by allowing policy holders to retain assets that would otherwise render the policy holder ineligible for Medicaid) are two weapons in the government’s arsenal to accomplish that result.  As evidenced by the statistics cited above relative to the demographics of people owning long term care policies in California, Connecticut and Indiana, the more affluent tend to purchase such policies provided they are healthy enough to do so, simply because they have more to protect.  The less affluent and infirm will not be able to take advantage of the Program which very well may jeopardize its success.
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