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Three recently proposed pieces of legislation (House Bills 1121, 1145, and 1359) in the

Missouri Legislature would allow Missouri residents to deduct from their taxable income 100% of
all non-reimbursed amounts paid for long-term care insurance premiums.? In general, this
expands the deductibility of long-term care insurance premiums, since only 50% of the
premiums are currently deductible.

This Policy Brief presents the legislation proposed in Brief and compares it to current Missouri
statute, discusses in general the market prospects for long-term care insurance to solve the
financing problem for those in need of long-term care, and concludes by assessing how the
proposed legislation would affect Missouri residents and affect their access to long term care.

Provisions of Proposed Legislation and Current Law

In general, all three proposed pieces of legislation would allow Missouri residents to deduct a
larger share of their long-term care insurance (LTCI) premiums than is currently allowed under
Missouri law. Under current law, taxpayers may deduct one-half of the annual premium cost
from taxable income.

Under the proposed pieces of legislation, Section A.35.096, RSMo, would be amended to allow
a Missouri resident would be able to deduct their individual Missouri taxable income “an amount
equal to one hundred percent of all nonreimbursed amounts paid by such individual for qualified
long-term care insurance® premiums to the extent such amounts are not included in the
individual's itemized deductions.” (Provision contained in all three pieces of legislation, HB1121,
HB1145, and HB 1359)

In general, this legislation would double the deductibility of LTCI premiums for those who
qualify. Individuals who purchase qualified LTCI policies are allowed, on their federal income
tax return, to deduct a portion of their premiums up to a maximum limit set in the federal tax
code (provided the taxpayer itemizes deductions and has medical costs in excess of 7.5% of
“adjusted gross income”).* The proposed legislation allows a 100% deduction of the annual
premium that is not limited by or dependent upon any other factor -- a line would be created on
the tax return where the premium amount is inserted, to be subtracted from taxable income.

The Long-Term Care Insurance Market in Missouri and the U.S.

Size of LTCI market. Private long-term care insurance sales have been growing, but only 6
million people have a current policy, and market penetration rates remain low, with less than
10% of the population 50 and older holding policies in 41 states.® The average age of purchase
is 67. In Missouri, in 2004 approximately 125,200 individuals were insured with LTCI policies,
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sold by 96 different companies, for a total premium of about $165.5 million.® A second study
also shows that LTCI penetration rate, measured as the number of policies sold in state as a
percentage of people over 50 living in that state, is higher in Missouri (10% - 14%) compared to
most other states. Four other states have the same penetration rate as Missouri and only five
other states have a higher penetration rate.’

There are several reasons why the LTCI market has not grown more rapidly, related to both lack
of demand for the product, as well as lack of supply.® On the demand side, the price of a LTCI
insurance policy is high, reflecting not only the high price of long-term care services (e.g., the
estimated annual cost of a nursing home stay is over $70,000), but also increasing risks as a
person ages leading to premiums that rise steeply with age.® As a result, policies are not
affordable to the vast majority of persons, especially as they age, if the individual is already
using long term care, or if the individual already has significant health problems. Estimates
conclude that only 39% of people age 60 to 64 could afford a policy, declining to only 5% of
those age 75 to 79. On the supply side, LTC expenditures are quite unpredictable in the long
run, due to rapidly rising prices, changing technology, and other factors. This leads to higher
premium prices and for the reluctance of some sellers of policies to enter into the market.

Distribution of purchasers of LTCI, by income. By all indications, LTCI is purchased primarily by
higher income persons, for a couple of reasons. While only 27% of the general population over
age 55 has incomes of $50,000 or greater, 42% of LTCI purchasers have incomes above this
amount (Table 1).*

Also, while only 7% of ~ Table 1.
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individuals with income

of $25,000 or less dropped from 42% in 1995 to 17% in 2000 while the share of policies
purchased for those with income of over $50,000 rose from 21% to 42%. Similarly, the share of
LTCI policies purchased by those with less liquid assets over $100,000 rose from 42% in 1995
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to 71% in 2000.

Further differences are also apparent in the type of LTCI policies purchased:

persons who made less than $20,000 were more likely to chose policies in which
duration of benefit was 1-2 years; in contrast, only 9% of those with income over
$50,000 bought similar policies;

persons with income of less $20,000 bought policies with lifetime benefits, while 40%
of policies bought by persons making over $50,000 had lifetime benefits;

individuals with lower income are more likely to purchase policies which allows for care
in only nursing homes while higher income individuals buy more comprehensive
policies allowing for care in both nursing homes and in their own homes, and
policies with a higher daily benefit.

Finally, federal employees and privately sponsored group long term insurance buyers
tend to be highly education (over 70% with college degree), tend to have income
over $75,000 (over 56%), and/or have assets over $100,000 (over 55%)."*

Effects of Expanding Long-Term Insurance Deductibility in Missouri

Fiscal effects: State officials estimate that expanding deductibility of LTCI would lead to
a $2.7 million drop in revenue in Fiscal Years 2006 and beyond.*

Impact on Medicaid: State officials from the Department of Social Services state that the
increased deduction is unlikely to have any fiscal impact of their department. Department
officials state that substantial savings to state Medicaid program is unlikely and that
there are no conclusive evidence linking tax deductions and Medicaid savings." As
discussed below, increase in the tax deduction will likely have a small 1% increase in
LTCI purchase among higher income and/or higher asset owning individuals. The likely
purchasers of LTCI are the same individuals who are not likely to use Medicaid for LTC
even in the absence of LTCI. Thus, even if there are savings, the savings are not likely
to be substantial.

Individuals affected by expanded deductibility: The estimate of the Fiscal Effect of the
expanded LTCI deduction appears to be based on a “static” estimate of the number of
persons that would take the LTCI credit, that is, it is based on the amount of deductions
claimed in FY2005 for the Long Term Care Tax Credit ($60.8 million). The fiscal effect
was figured by applying the state marginal rate to this amount, and doubling the effect,
since the size of the deduction will double.** Thus, these estimates assume that the
claimed deductions will not change, which is likely to occur only if the additional
deduction does not stimulate new demand for LTCI.

If instead some new policies are purchased, what is a reasonable estimate of the
number of new policies would be purchased as a result of the tax policy? Estimating this
requires using economic analysis™, drawing upon a number of assumptions about the
responsiveness of individuals to premium price changes.'® Using these assumptions
and other information on marginal tax rates and the current size of the LTCI market in
Missouri, analysis suggests that only about 50 more Missourians will purchase long term
care insurance.'” It should be noted that the impact suggested above may be somewhat
overstated. State and federal tax obligations are linked -- to the extent individuals claim
higher LTCI deduction and pay lower Missouri taxes, their federal deduction for states
taxes paid will also be reduced. This offset, therefore, reduces the effect of an increased
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Missouri deduction, reducing the effectiveness of state tax deductions to induce
individuals to purchase new LTCI policies in Missouri.

= Distributional effects of expanded tax deductibility. Since the increase in tax deduction
is unlikely to stimulate increases in LTCI purchase, the tax deduction will really be an
additional subsidy to existing policy holders. Who are these existing LTC insurance
policy holders? In 2000, almost all policies were sold to individuals over the age of 55,
with average age of about 67 years. In addition, 47% of the LTC policy buyers had a
college education with an additional 27% having some post high school education. Thus,
74% of LTC insurance buyers had more than a high school education. In addition, as
noted above, individuals making over $50,000 purchased 42% of all policies sold, while
those with liquid assets of over $100,000 bought 71% of all LTCI policies sold (Table 1).
Finally, higher income individuals also purchase policies that are more comprehensive,
policies that have longer duration levels and higher daily benefit levels.

Given these facts, the proposed increase of tax deduction from 50% to 100% of LTC
insurance premiums is likely to overwhelmingly benefit those with higher incomes and
higher liquid assets. First, those with higher incomes and assets are holders of existing
LTC policies which are also more comprehensive in benefits offered. Since a large
proportion of LTC premiums are paid by those with higher incomes and assets, these
individuals will be able to deduct 100% of the premiums instead of 50%. Second, higher
income individuals also pay taxes at a higher marginal tax rate, and thus the tax savings
accruing to a higher income individual will be larger even when a lower income individual
buys exactly the same policy as a higher income individual. A tax deduction, therefore, is
regressive, with higher income individuals receiving a proportionally greater share of the
benefits. A fairer alternative would be to allow individuals to claim a tax credit (capped at
an appropriate level) for LTCI premiums, allowing individuals to reduce their taxes by the
same amount irrespective of income. The dollar for dollar reduction in taxes benefits
those with lower income, provided that individuals with lower income have sufficient tax
obligations against the person could claim the entire tax credit allowed.

= Expected Effects on affordability of Long-Term care. Relative to median income, the
premium for a standard policy is indeed high and unaffordable for many.*® While
reduction in taxes help, the rather small amount is unlikely to move many people from
the ranks of people who cannot afford LTCI to the ranks of those who can afford LTC,
and thus the effect on the affordability of long-term care will be negligible. Tax
deductions do not encourage the purchase of LTCI policies because deductions do not
target taxpayers who would not have purchased a policy without the deduction. First,
LTCIl is expensive and, second, Medicaid lowers the incentive to purchase LTCI on the
demand side. Even a 100% deduction does not provide a dollar-for-dollar reduction in
the cost; it only allows a taxpayer to defray the applicable percentage of his or her LTCI
multiplied by his or her marginal tax rate, and this only if the person has tax liability.™

CONCLUSIONS

The proposed legislation discussed here would expand the deductibility of long-term care
insurance in Missouri. Given the small size of the tax subsidy that would flow to recipients, and
how little this will reduce the price of long-term care insurance, it is expected that only a handful
of new LTCI policies will be bought by Missourians as a result of the increased tax deduction.
The primary beneficiaries of the expanded deduction will be existing policy holders of LTCI, who
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are largely individuals from the upper middle class or higher income groups. Therefore, this
program will have only a negligible impact on the persons needing long-term care in Missouri
and the program will not lead to significant increases in access to long term care.
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