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Dear readers,

n this report, we take a clear-eyed look at long-term care (LTC),

including who provides LTC services, how to deal with the costs,

and whether or not LTC expenses are likely to ruin your other-
wise well-constructed financial plan (spoiler alert: they can).

Mike Ryan, CFA

The Q4 2015 UBS Investor Watch survey, “Unassisted Living,”
found that investors have pretty clear expectations for how they
will handle LTC in retirement. A majority of respondents
reported that they want to age at home and not be a burden
on their children. At the same time, fewer than half are confident
that they can cover the costs of LTC.

In order to analyze the LTC question, we created a model to simu-
late usage of LTC services in retirement using academic research
designed for actuaries who develop LTC insurance products.
Those simulations enable us to develop a much clearer under-
standing of how LTC affects the sustainability of financial plans.
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Michael Crook, CAIA, CRPC

We explore who might be at risk of incurring high LTC
expenses, and we expect that our findings will motivate some of
you to rethink your current financial plans. For example, women
are more likely to outlive men and are more likely to need LTC
services for an extended period. Relying on a spouse for care, as
80% of Investor Watch respondents said they intend to do, simply
won't work most of the time.

Behavioral scientists find that most of us avoid thinking about
complex issues, especially when they seem far in the future and
out of our control. We hope this analysis will give you the infor-
mation and encouragement necessary to tackle the LTC challenge

head on.
A\
' YL a
Mike Ryan, CFA Michael Crook, CAIA, CRPC
Chief Investment Strategist, WMA Head of Investment Planning

Regional CIO, Wealth Management US Wealth Management US
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Long-term care

What Is
long-term care?

Long-term care services assist you with personal care as you age. Most LTC
services help you with the basic tasks of everyday living, but some LTC includes
medical care.

Healthcare professionals use the term “activities of daily living” (ADLs) as a way

to systematically monitor your ability to perform self-care activities. You can think
about ADLs as the activities you normally need to do every morning after waking:
getting out of bed, bathing, dressing, eating, and using the bathroom. Your ability
or inability to perform these activities provides a gauge of your functional status and
whether or not you need assistance on an ongoing basis.

Activity Description

Eating You may have trouble preparing meals, following an ad-
equate diet, or even feeding yourself without assistance.

Bathing You may struggle to thoroughly bathe yourself.

Dressing You may need help dressing and undressing completely
and may struggle to fasten garments or tie shoes.

Toileting You may require assistance moving to and from the
restroom.

Continence You may need assistance monitoring these functions.

Transferring You may need help standing or moving in and out of beds
and chairs.

Source: U.S. Department of Health and Human Services, UBS, as of 1 September 2016
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Long-term care

What do LTC services include?

n this report, we focus on the three main types 3) Nursing home facilities cater to people that
of LTC that you are most likely to use: home need continual medical care and have signifi-

health aides, assisted living facilities, and nursing cant ADL limitations. Nursing homes offer the
home facilities. most extensive non-hospital care available for
the elderly, and typically have physical, occu-

1) Home health aides provide private home- pational, and respiratory therapists on staff.
based care and help with activities of daily liv- Patients commonly move into nursing home
ing, like bathing, cooking, and transportation. care from assisted living (and then frequently
Some states allow aides to give medication, back to assisted living) as their needs change.
check vital signs, and perform other health-
related services, but home health aides are gen- When you're developing your plan for LTC, keep
erally not medical professionals. in mind that many people prefer to live at home

as long as possible. Additionally, it is common to

2) Assisted living facilities generally provide receive at least some LTC from unpaid caregivers,
personal care support for activities of daily liv- like spouses or adult children, but the UBS Investor
ing, like meal preparation, bathing, and trans- Watch survey also found that most people do not
portation. In addition to ADL assistance, want to rely on their children for daily care.

assisted living facilities will typically help to
coordinate care with outside healthcare pro-
viders. They offer varied living arrangements,
including stand-alone homes and individual
apartments in some facilities.
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aides, assisted living facilities, and nursing

home facilities cost USD 3,861, USD 3,628,
and USD 7,698 per month, respectively. How-
ever, costs vary dramatically based on the types
of service and the location in which they are pro-
vided. For example, a year in a nursing home costs
approximately USD 60,000 in Oklahoma, but USD
135,000 in New York! (see Fig. 1).

B ased on nationwide averages, home health

Annual cost growth over the last five years has been:

e Home health aide: 1.28%
o Assisted living facility: 2.16%
o Nursing home facility: 3.51%.

Long-term care

How much do LTC services cost?

For comparison, inflation in the US increased by
1.55% annually over the same period. Based on
our estimate that inflation will return to 2.5% over
the long term, we used the following estimates for
future LTC inflation in our analysis in this report:

e Home health aide: 2.2%
* Assisted living facility: 3.4%
 Nursing home facility: 3.9%.

Fig. 1: The cost of long-term care can vary dramatically based on the type and location of care
Average combined median cost of home health care, assisted living, and nursing home care

[ Hi | T

44,848 136,444

Average

Source: Genworth Cost of Care Survey 2016, UBS, as of April 2016
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Long-term care

Will you need LTC services?

he simple answer is probably yes. While it’s diffi-

cult to imagine and to acknowledge the reality, our

findings indicate that about 85% of couples will
use some type of LTC services before they pass away?
(see Fig. 2).

We believe there are some common misconceptions
about nursing home usage as well. Based on our analy-
sis, men and women have a 44% and 58% probability,
respectively, of ever using a nursing home.? More impor-
tantly, a 65-year-old couple has a 78% likelihood of at
least one member using a nursing home for some period
of time (see Fig. 3).

Perhaps, more surprisingly, approximately 77% of peo-
ple who go into a nursing home return to the commu-
nity — typically with a home health aide or by moving into
assisted living. Accordingly, financial plans should incor-
porate the possibility of either returning home or mov-
ing to an assisted living facility. Since most families sell
their home when they move to assisted living, we have
assumed that once individuals use assisted living, they will
not return home. They will either remain in assisted living,
move to a nursing home, or pass away.

Fig. 2: About 85% of households will use some type of
long-term care

Probability of using some type of LTC, in %
More than 10 years

More than 5 years

More than 3 years

More than 2 years

More than 1 year

Use of LTC services

85%
0 20 40 60 80 100
Probability of use
mm Male

Female  mmm Female-male couples

Source: UBS, as of 1 September 2016
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Fig. 3: A 65-year-old couple has a 78% chance of at least one
member using a nursing home

Probability of at least one member using home health aid, assisted
living, or a nursing home, in %

100

20 78%

60

40

20 . S
0 || — .

Home health aide

Assisted living Nursing home

B Probability of using care  mmm Probability of using care > 3 years

Probability of using care > 1 year

Source: UBS, as of 1 September 2016



Long-term care

How much will LTC
cost your family?

ehavioral science shows fairly clearly that

humans do a poor job of evaluating proba-

bilities when it comes to planning for uncer-
tain events. The problem is even worse when it
comes to planning for events that we have never
personally experienced, which is typically the case
with LTC.

Anecdotally, we find that many investors either
downplay the costs of LTC or exaggerate the like-
lihood of needing it. Those that downplay LTC
tell us that they intend to stay healthy and avoid
the expense. Alternatively, we find that investors
who have witnessed family members who expe-
rienced worst-case LTC outcomes assume that
they will also need years of care that will deplete
the majority of their estate.

In reality, although you are likely to need LTC ser-
vices, you are unlikely to experience devastating
LTC expenses. About 15% of families will have
no LTC expenses at all, and our analysis indicates
that the median 65-year old couple in 2016 will
incur a total of USD 184,000 in LTC expenses
during their lifetimes. However, and this is a

big however, roughly 25% of families will incur
expenses of more than USD 500,000, and 10%
of families will incur expenses greater than USD
Tmn (see Fig. 4). Therein lies the challenge.

Self-funding the worst 25% of outcomes, which

results in USD 0.5-3mn of expenses, is impracti-

cal for the vast majority of American households.
The functional equivalent would be trying to self-
fund rebuilding your house after a fire instead of
holding insurance to cover the cost.

Fig. 4: Roughly 25% of couples at age 65 today will spend more than USD 500,000 on LTC during their lifetime

Probability LTC spending will exceed each specified amount, in %

90 85% 82%

More than More than More than
UsD 1,000 10,000 100,000
B Female-male couples Female  mmm Male

EV 1%
More than More than More than More than
500,000 Tmn 2mn 3mn

Source: UBS, as of 1 September 2016

Your Wealth & Life

September 2016



Long-term care

Will LTC disrupt
your retirement plan?

ur results indicate that LTC expenses can Based on this analysis, we can conclusively say

cause failure in otherwise well-considered that LTC expenses can ruin an otherwise well-

financial plans. We created 1,000 simulated considered financial plan for households under
trials of LTC expenses for a 65-year old couple. USD 10mn net worth.

The trials reflected a statistically accurate range of
possible LTC expenses starting at age 65. Some
trials experienced no LTC expenses and therefore

didn’t impact the plan. A few trials led to very high Fig. 5: Timelines for two illustrative care-state simulations
expenses, and the rest were somewhere in the Care-state based on age for two of our simulations
The man in this trial remains healthy until age 80,

middle. Figure 5 illustrates the LTC experience for

two of the individuals in our simulation.

goes into a nursing home for 24 months, and then

passes away. The woman remains healthy until age

85, experiences a short stay in a nursing home, Female _ .

returns home with a home health aide, returns

briefly to a nursing home, and then passes away.
65 67 69 71 73 75 77 79 81 83 8 8

After overlaying® the LTC expenses on otherwise Aoe

successful financial plans, we found that financial
plans failed (defined as depleting the entire portfo-

mmm Healthy mmm Home health aide

Nursing home

lio) 32% of the time for USD 1mn households, 9% Source: UBS, as of 1 September 2016
of the time for USD 5mn households, and 5% of
the time for USD 10mn households (see Fig. 6).

Fig. 6: For USD 1mn households, 32% of otherwise-successful financial plans failed after including long-term care expenses
Failure rates due to long-term care expenses, initial portfolio value in USD millions

1mn 2 3 4 5 6 7 8 9 10
Male 7% 5% 3% 2% 2% 1% 1% 1% 1% 1%
Female 21% 12% 10% 8% 6% 5% 5% 5% 4% 4%
Female-male 32% 20% 15% 1% 9% 8% 7% 6% 6% 5%

households

Source: UBS, as of 1 September 2016
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nfortunately, LTC insurance isn’t designed
U to protect investors against worst-case

scenarios. Think about a typical insurance
product like homeowners insurance. The policy
is generally set up so the purchaser of the pol-
icy is responsible for a small portion of the loss
(known as the deductible), while the insurance
company covers the remainder of the loss. If your
house burns down, you might have a USD 10,000
deductible, but the insurance company would
cover losses above that level.

Ideally, an LTC policy would also have a reason-
able deductible and cover expenses above that
amount. For instance, a household might choose
a policy where they pay the first USD 10,000 of
LTC expenses per year and the insurance company
would cover any amount above that number. Such
a policy would add a lot of certainty to planning.
However, there are no LTC policies that use that
structure. Instead, policies are generally structured
with low or no deductibles and also with caps on
annual and lifetime coverage.

We analyzed three types of LTC insurance poli-
cies to see if they help improve failure rates among
households:

1) Traditional long-term care insurance poli-
cies generally allow the purchaser to customize
benefits (@mount, period, inflation, deductible)
based on their needs. Premiums are typically
paid monthly, quarterly, semiannually, or annu-
ally. One significant and notable drawback is
that premiums can be subject to rate increases.

2) Hybrid long-term care insurance policies
provide long-term care coverage and include a
death benefit. The premium is commonly paid
upfront in full, or in a series of fixed install-
ments. If long-term care is never used, the ben-
eficiary’s estate usually receives a death benefit
equal to the purchase price of the policy when
the insured dies.

Long-term care

Does insurance help?

3) Permanent insurance policies with a long-
term care insurance rider focus on providing
the insured individual with a larger death ben-
efit as does a traditional life insurance policy.
However, they also provide a small rider that
covers long-term care expenses.

We found that all three types of insurance prod-
ucts reduce financial plan failures stemming from
LTC expenses (see Fig. 7). Unfortunately, the cap
on benefits prevents LTC insurance from elimi-
nating the risk altogether. LTC insurance has

the greatest impact on reducing failure rates

for couples with a portfolio value between USD
1-5mn. On average, the probability of failure fell
by 9% after including LTC insurance in a finan-
cial plan. We also found that LTC insurance has a
more modest impact on portfolios between USD
6-10mn. These investors should consider whether
their expenses are flexible enough to enable them
to reduce spending in other areas to handle LTC
expenses when necessary.

Fig. 7: Insurance can help to reduce portolio failure rates
Probability of failure (in %, y-axis), portfolio value in USD millions
40

30

20

10

0
usb Tmn 2 3 4 5 6 7 8 9 10

Initial portfolio value at age 65

Bl Hybrid LTC insurance policy mm Life insurance policy with LTC insurance rider

Traditional LTC insurance policy No LTC insurance policy

Source: John Hancock, Lincoln Financial Group, Mutual of Omaha, UBS,
as of 1 September 2016
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Long-term care

Options to consider when planning for long-term care expenses

Option

Self-insure

Description

Utilize liquid assets to pay for
long-term care expenses

Benefits

If long-term care is not needed,
money will be saved from not
purchasing one of the other
options

Considerations

Difficult to exercise self-control
and save

Uncertainty of returns

Traditional long-term care
insurance policy

Benefits are selected at the
onset of the policy and can be
designed for both current and
future needs

Premiums are guaranteed
renewable

Flexibility with premiums:
monthly, quarterly, etc.

Policy can be custom-tailored to
suit needs

Spousal shared benefits and
inflation riders are available

Premiums may be subject to
periodic rate increases

Premiums for unused benefits
are gone: If you don't use it, you
lose it

Full underwriting process

Hybrid long-term care
insurance policy

Provides long-term care benefits
for qualifying claims, and a
smaller life insurance benefit if
the long-term care benefits are
not used

Includes a death benefit
Return-of-premium provision

Premium is fixed

Significant upfront premium

Death benefit reduced dollar-
for-dollar when LTC policy is
engaged

Smaller LTC pool compared to a
traditional LTC policy

Permanent insurance
policy with a long-term
care insurance rider

A life insurance policy that
provides a death benefit, as well
as a long-term care benefit rider
attached to the policy for an
additional fee

Can provide a large death
benefit

Cost-effective if the individual
has both LTC needs and life
insurance needs

Can be an expensive policy if the
individual has no life insurance
need

Full underwriting process

Payouts for services are often
more limited than in LTC polices

Fixed Annuity with a
long-term care insurance
rider

Long-term care within a fixed
annuity

Less stringent underwriting
process: no medical exam

Can provide 2 or 3 times the
purchase payment for LTC

Open for 1035 exchange from
current annuities and life insur-
ance

Smaller LTC pool compared to a
traditional LTC policy

Health savings account
(HSA)

Acts like a 401(k) and a checking
account combined to use for
qualified medical expenses

Tax-free withdrawals if used for
qualified medical expenses

Contributions made through
payroll deposits (through em-
ployer) are typically made with
pre-tax dollars

Earnings are tax-free

Contribution limits

To be eligible, the individual
must be enrolled in a special
health insurance plan called a
High-Deductible Health Plan

10 September 2016 Your Wealth & Life



Long-term care

A note on same-sex
households

ame-sex couples represent a small but growing

(84% growth between 2000-2010°) segment

of households in the United States. Male-male
couples have a lower usage rate for LTC services than
male-female couples, and female-female couples are 0 46%
at particular risk due to longer life expectancies and 40
higher expected LTC usage (see Fig. 8). 30

Fig. 8: Female same-sex households are at particular risk

Failure rate in otherwise-successful financial plans due to long-term
care expenses, initial portfolio value in USD millions, in %

usb 1mn 2 3 4 5 6 7 8 9 10
Initial portfolio value at age 65

B Female-female households Male-male households

Source: UBS, as of 1 September 2016

Your Wealth & Life September 2016 11



Long-term care

Medicare and LTC

only be provided by a registered nurse or doc-

tor) is needed, Medicare covers the cost, but only
for a limited time and with certain restrictions. For
instance, Medicare covers up to 100 days of skilled
nursing care if the patient enters the nursing facil-
ity within 30 days of a hospital stay that lasted
at least three days. However, 100% coverage is
only provided for the first 20 days, at which point
the patient is responsible for a copay (USD 161 in
2016) that might be covered by a Medigap policy.

| f skilled nursing home care (i.e., care that can

We did not attempt to model Medicare coverage
into our analysis for a couple of reasons. First, we
don’t have a framework for identifying nursing

12 September 2016 Your Wealth & Life

home stays that would meet the qualifications

of Medicare coverage. Second, and more impor-
tantly, we did not have any instances where suc-
cess or failure in a particular trial was predicated
on three months of nursing home expenses.
Some families will bequeath slightly more wealth
than our analysis predicts due to Medicare picking
up some of the tab for nursing home expenses.
Other families will deplete their assets slightly less
quickly than we predict, but the gap between
success and failure is unlikely to be bridged by
Medicare coverage.



Conclusions

1 Most couples will utilize some type of LTC service
after the age of 65.

2 The median lifetime LTC expense for a healthy 65-
year-old couple in 2016 will be USD 184,000, but
some households will experience much higher lifetime
expenses — up to USD 3mn.

3 Excluding LTC in a retirement plan can result in signifi-
cantly overestimating the likely success of the plan.

4 Women, in particular, need to develop clear plans
for handling LTC expenses.

D LTC insurance products can help reduce, but not
eliminate, the planning risk from LTC expenses.

Your Wealth & Life September 2016 13



Long-term care
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Long-term care

Disclaimer

Chief Investment Office (CIO) Wealth Management (WM) Research
is published by UBS Wealth Management and UBS Wealth Manage-
ment Americas, Business Divisions of UBS AG (UBS) or an affiliate
thereof. CIO WM Research reports published outside the US are
branded as Chief Investment Office WM. In certain countries UBS
AG is referred to as UBS SA. This publication is for your information
only and is not intended as an offer, or a solicitation of an offer, to
buy or sell any investment or other specific product. The analysis
contained herein does not constitute a personal recommendation
or take into account the particular investment objectives, investment
strategies, financial situation and needs of any specific recipient. It is
based on numerous assumptions. Different assumptions could result
in materially different results. We recommend that you obtain financial
and/or tax advice as to the implications (including tax) of investing in
the manner described or in any of the products mentioned herein.
Certain services and products are subject to legal restrictions and
cannot be offered worldwide on an unrestricted basis and/or may
not be eligible for sale to all investors. All information and opinions
expressed in this document were obtained from sources believed
to be reliable and in good faith, but no representation or warranty,
express or implied, is made as to its accuracy or completeness (other
than disclosures relating to UBS and its affiliates). All information and
opinions as well as any prices indicated are current only as of the date
of this report, and are subject to change without notice. Opinions
expressed herein may differ or be contrary to those expressed by
other business areas or divisions of UBS as a result of using differ-
ent assumptions and/or criteria. At any time, investment decisions
(including whether to buy, sell or hold securities) made by UBS AG,
its affiliates, subsidiaries and employees may differ from or be con-
trary to the opinions expressed in UBS research publications. Some
investments may not be readily realizable since the market in the
securities is illiquid and therefore valuing the investment and identi-
fying the risk to which you are exposed may be difficult to quantify.
UBS relies on information barriers to control the flow of information
contained in one or more areas within UBS, into other areas, units,
divisions or affiliates of UBS. Futures and options trading is consid-
ered risky. Past performance of an investment is no guarantee for
its future performance. Some investments may be subject to sud-
den and large falls in value and on realization you may receive back
less than you invested or may be required to pay more. Changes in
FX rates may have an adverse effect on the price, value or income
of an investment. This report is for distribution only under such cir-
cumstances as may be permitted by applicable law.
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