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Leading Age Services Australia
Leading Age Services Australia (LASA) is a national association for all providers of age services across
residential care, home care and retirement living/seniors housing. Our purpose is to enable high
performing, respected and sustainable age services that support older Australians to age well by
providing care, support and accommodation with quality, safety and compassion – always.
LASA’s membership base is made up of organisations providing care, support and services to older
Australians. Our Members include private, not-for-profit, faith-based and government operated
organisations providing age services across residential aged care, home care and retirement living. 55%
of our Members are not-for-profit, 37% are for-profit providers and 8% of our Members are
government providers. Our diverse membership base provides LASA with the ability to speak with
credibility and authority on issues of importance to older Australians and the age services industry.
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1.

Executive Summary

LASA is pleased to present this submission to the Royal Commission on behalf of our Members.
Ensuring that we have appropriate capital financing arrangements in place to encourage ongoing
investment is essential if we want to be a leading country for aged care services. Recognising the
importance of this submission, we have consulted with our Members, industry and capital market
experts.
Section 2 presents the key challenges we have canvassed through the consultation regarding current
capital financing arrangements. We have aimed to address the Royal Commission’s specific questions in
Section 3.

1.1 Key Challenges
We have identified the following key capital financing challenges for residential aged care:










The regulatory environment, profitability pressures, and limited scale across the sector
prevents the industry and external parties such as real estate investment trusts (REITs), banks,
non-banks, and private equity from investing in the sector.
The current structure results in a situation where refundable accommodation deposits (RADs)
subsidise daily accommodation payments (DAPs) and concessional beds due to the disparity
between the return rates of the weighted average cost of capital (WACC) and maximum
permissible interest rate (MPIR).
The pricing for accommodation does not reflect the initial and ongoing capital investment
required to provide specialist accommodation. There is also concern regarding the returns from
accommodation being used to offset care and operating costs, rather than being reserved for
required ongoing refurbishment.
Providers have limited control regarding a resident’s accommodation choice and profile. Under
current arrangements, providers are unsure if they are developing and operating a build to rent
or build to sell model. This variability and uncertainty impacts the ability to make informed
decisions for investments.
There is a material exposure ($30 billion) and reliance on refundable accommodation deposits
(RADs) which limits the options available to transition to alternate capital structures without
creating significant disruption and volatility.

1.2 Recommendations
Our Members highlighted positives and negatives associated with the current capital financing
arrangements for residential aged care. RADs have encouraged investment into residential aged care
but the challenges outlined above are impacting the effectiveness of the system.
There are immediate changes that need to be made to address the shortfalls identified, which include:
1. Ensuring returns on DAPs reflect provider’s WACC, not the MPIR;
2. Pricing the supplement for supported residents to reflect the specialist accommodation being
provided;
3. Enabling the recovery of ongoing operating costs for providing accommodation that should
reflect the building and market conditions. This could be through a levy or retention; and
4. Addressing the issue of cross-subsidisation by ensuring there is adequate funding for care
services to meet the needs of residents.
Any future or long term amendments to the current capital financing arrangements will need a wellplanned strategy that considers the implications for all stakeholders. Reform needs to:



Improve providers’ and financiers’ confidence for capital investment in aged care facilities;
Assess the impact on the Commonwealth Government and consumers;
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Enable freer markets to guide pricing and consumer contributions; and
Include strategies to ensure specialist consumer groups are not disadvantaged.

The significant $30 billion RAD liability means any adjustments must be carefully managed through
consultation, planning, comprehensive financial modelling and transitional arrangement to avoid
additional hardship for existing operators.
Our Members recommend addressing the short-term challenges and implementing the solutions
outlined above before considering any major departure from the current system.

5
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2.

Capital Financing Challenges

The following section summarises the key challenges associated with the current capital financing
structure for residential aged care.

2.1 Over Regulation and Discouraging Metrics
To date, the ability to source competitive capital for investments has been primarily limited to equity,
RADs (previously accommodation bonds) and, to a lesser extent, bank debt. In recent years, we have
seen the emergence of ASX listed players, some private equity, and limited REITs.
In an open market, the dynamics of the sector (an ageing population of people needing care and
support services), would normally see the rise of investment. There has been some interest, but in our
discussions with providers, investors, banks, non-banks and REITs we have found that it is often difficult
to make the metrics work and it is becoming more difficult.
As reported by the Aged Care Financing Authority (ACFA) and in our consultation, many capital
development projects are being scaled back or shelved due to unfeasible conditions. There have also
been numerous deals to acquire or recapitalise that have fallen through in recent years for similar
reasons.
The responses from REITs, banks, non-banks and private equity firms unanimously highlighted
conceptual interest and many had invested significant resources to understand the sector. However,
the risk was often perceived too high due to the following factors:
1. Regulatory environment. Potential investors viewed aged care as over-regulated and
uncertain. Regulation exists in many facets of the industry, from the way services are delivered,
to what can be delivered and charged.
The industry is also sensitive to budgetary and political pressures. This has been demonstrated
through the removal of the payroll tax supplement in 2014/15, ACFI cuts made in 2016, the
controlled/restricted release of places (home care and residential aged care), and even through
the announcement of a Royal Commission into aged care. Potential changes to future supply
mechanisms (i.e. the Aged Care Approval Rounds) add additional regulatory uncertainty.
Overall, ongoing changes to the regulatory framework increase the risk profile of the sector.
2. Profitability. ACFA and StewartBrown results report downward trends in profitability. The
inability to generate reasonable returns will continue to discourage alternate capital
investment sources.
In our discussions, comparisons were made to other regulated environments such as hospitals.
Whilst hospitals are regulated, there is still an ability to generate profits. For example, key
financial metrics for listed residential aged care operators are generally below metrics for listed
hospital owner and operator, Ramsay Health Care.
Table 1: Financial Metrics for selected ASX Listed Companies, FY2019

Return on Equity*
Return on Assets*
EV/EBITDA**

Ramsay
22.0%
4.9%
16.3

Estia
5.4%
2.2%
4.5

*

Regis
28.4%
2.9%
9.0

Japara
3.1%
1.2%
12.8

Morningstar. Accessed 29 September 2020. Note, we have used FY19 figures due to significant impairment losses
recorded by Estia and Japara in FY20. It should also be noted that during FY19 aged care operators received a
one-off temporary funding from the Commonwealth.
** Wall Street Journal. Accessed 5 October 2020. EV/EBITDA based on FY20 figures.
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3. Scale. The residential aged care market is highly fragmented. Most providers (63%) operate 1
home and there are only 21 providers operating 20 or more facilities (totalling 30% of all
facilities).i The options available to majority of the residential aged care market are further
limited due to this lack of scale. External investors, REITs, banks, and non-banks are unable to
offer competitive and viable rates without further debilitating provider margins.
The above factors also impact existing providers confidence to invest in the sector.
The regulatory environment, profitability pressures, and limited scale across the sector prevents
existing providers and external parties such as REITs, banks, non-banks, and private equity from
investing in the sector.

2.2 Disparity Between RADs, DAPs & Accommodation Supplements
A significant issue with the current accommodation options is the lack of equivalency between RADs,
DAPs and the accommodation supplement. One Member suitably explained this disparity:

The provider seeks to earn a return in line with its weighted average cost of capital (WACC)
(across equity and debt capital contributed). WACC is currently approximately 8% (further
comments regarding the Frontier Economics WACC is provided in Section 3, Question 7).
RADs effectively reduce the amount of capital needed to be contributed by the provider to
develop the asset, and as they are non-interest bearing, they represent a saving equivalent to
WACC (i.e. 8%).
When a resident chooses to pay a DAP, the provider must fund the capital amount of the
‘equivalent’ RAD at a cost of 8% in line with its WACC but receive income only at the MPIR (i.e.
currently 4.13%).ii Therefore, providers are substantially worse off with DAPs compared to RADs
(4.13% - 8.00% = -3.87%). Equivalence would require the MPIR to be set at a rate representative
of WACC.
This creates a range of distortions:







A RAD bed is more valuable than a DAP bed. Therefore, RAD beds are effectively
subsidising the returns of other beds because of the lack of capital equivalence.
RAD/DAP choice is not within the providers control, so providers take on significant risk
associated with mix of RAD/DAP in terms of the level of future return, the quantum of net
capital required to develop (less RADs means more investor capital), and the cost of that
capital.
Concessional beds also lack RAD equivalence and would require Commonwealth
Government capital funding contributions to be equivalent to a WACC rate of return on
the equivalent RAD bed. Again, this means RADs are effectively subsidising the returns of
concessional beds.
It can also create different incentives for providers. For example, providers with no or low
debt prefer DAP paying residents as it improves returns.

Put simply, if the cost of capital and MPIR do not align, it creates capital management issues
that would apply to all providers.
The current structure results in a situation where RADs are subsidising DAPs and concessional beds
due to the disparity between the return rates of WACC and MPIR and the basis that the
accommodation supplement is calculated. This creates capital management issues for all providers.
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2.3 Specialised Asset Accommodation Costs & Pricing
An additional challenge was raised by Members regarding the cost of providing purpose-built
accommodation. Residential aged care is a specialised asset class – there are minimal (if any) alternate
uses for the building. They are required to provide intensive services that need significant and ongoing
maintenance.
Feedback from providers illustrated the misconception associated with build costs and accommodation
pricing as follows:
1. Build costs, ongoing repairs, and capital maintenance: in the information provided by the
Royal Commission, it was stated that the average cost to construct is $250,000 per bed. Whilst
actual construction costs may be in this range, this does not take into consideration the cost of
land, furniture, fixtures, equipment, contingencies, interest, holding costs, professional fees,
and ramp up costs. This raises the development costs to be $300,000 to $350,000 per bed and
is variable based on the location and market expectations.
In addition, it does not take into consideration the ongoing capital maintenance costs. Studies
undertaken show that capital maintenance costs as a proportion of building costs are
approximately 1% after 5 years, 2% at ten years, 4% at 15 years, 6% at 20 years and 9% at 25
years and thereafter.iii If we assume a provider spends $250,000 on the initial build, we can
expect them to spend another $185,000 over 25 years (without adjustment for inflation) on
capital maintenance.
The other issue raised is the variation in returns from capital (RADs, etc.) and income (ACFI,
Basic Daily Fees, etc.). Data provided by StewartBrown and information from our members has
highlighted that earnings from accommodation cross-subsidise care and everyday living services
and administration costs. This prevents providers having sufficient capital reserves to fund
refurbishments.
Table 2: Extract from StewartBrown Provider Survey, Average All Facilities

Result
Care Result
Accommodation Result
Facility Result (EBT)

Per Bed Day
($19.92)
$11.69
($8.23)

Source: StewartBrown Aged Care Financial Performance Survey Sector Report, March 2020

The current funding and capital financing arrangements do not provide for the higher costs
incurred by providers that offer contemporary and fit for purpose accommodation (i.e. single
rooms with ensuite vs shared accommodation). The larger accommodation environment
increases costs for maintenance, general utilities, insurance, cleaning and staffing.
2. Accommodation prices and income: the general public perceive the cost of aged care as the
RAD price. This perception is incorrect as the RAD is refunded to them. The real cost for the
consumer from an accommodation perspective is the opportunity cost for the resident to earn
interest (or other returns from low risk investments) from the RAD monies. At an assumed
average RAD price of $318,000, this equates to only $6,360 per annum (at 2% interest based on
typical deposit account rates), or $17 per day.
If a consumer pays a DAP at the current MPIR rate, the cost to them would be approximately
$36 per day. Similarly, the accommodation supplement for supported residents ranges from
approximately $28 to $58 per day.iv It would be extremely difficult, if not impossible, to find any
accommodation, particularly specialised accommodation, at this price elsewhere.
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From the operator’s perspective, and taking into consideration point 1 above, it is difficult to
viably provide purpose-built accommodation at this cost.
There are few relevant comparable industries to gauge what a reasonable accommodation price should
be. The National Disability Insurance Scheme (NDIS) introduced specialist disability accommodation
(SDA) to contribute to the cost of accommodation where there is a need for specialised housing for a
participant. There are strict requirements of the NDIS SDA regarding participant eligibility, use and the
number of people accommodated. Additionally, funding levels for disability housing depends on
whether dwellings are classified as ‘new’ or ‘existing’ stock.
Depending on the various factors, the annual base price for a new SDA build can receive between
$13,100 (villa/duplex/townhouse, 3 residents, improved liveability with no onsite overnight assistance)
to $113,100 (apartment, 2 bedrooms, 1 resident, high physical support with onsite overnight
assistance) per annum. This does not include any reasonable rent contribution from the participant.
This is generally 25% of the disability support pension plus 100% of the Commonwealth Rent
Assistance.v
Another example which is emerging in Australia and New Zealand is the concept of assisted living (AL).
In these arrangements, residents are able to live in an apartment (or suite) under the Retirement
Villages Act. As their care needs progress, they are able to access a higher level of services in their
apartment. The AL model facilitates ageing in place and enables consumers to contribute to their cost
of accommodation through deferred management fees and ongoing general service charges. These fees
vary based on quality, cost, size, amenity and location.vi
The pricing for accommodation does not reflect the initial and ongoing capital investment required to
provide specialist accommodation. There is also concern regarding the returns from accommodation
being used to offset care and other operational costs, rather than being reserved for required ongoing
refurbishment.

2.4 Control
An important issue raised by Members is the lack of control providers have as a result of the
accommodation options and resident profile. Providers are unable to predict a resident’s choice, and a
resident has 28 days to decide once moving into the home. Whilst providers may try to mitigate this
risk, the outcomes from a resident’s asset and means testing may change the resident’s profile (i.e. they
may have stated they will pay a RAD but the asset and means test outcome classifies them as a
supported resident).
This lack of control makes it difficult for providers to manage budgets and cash flows and make
investment decisions. Providers are constantly trying to determine if they are operating and investing in
a build to rent model (i.e. a DAP) or a build to sell model (i.e. a RAD).
The varying MPIR rate creates further uncertainty, and as highlighted in Section 2.2, creates disparity
between the accommodation options and increases the risk associated with new developments.
Providers also have limited control on probate that can increase their financial burden. Feedback from
members indicates that probate can range anywhere from 3 to 8 months. This results in payment of
interest to the estate (the Base Interest Rate is currently 2.25%vii) which exceeds the earnings from the
RAD funds if it had been put in a term deposit account or other lower risk investments. As providers
have no control over the timing, a more equitable scenario would only charge interest when they are
required to repay the RAD.
Providers have limited control regarding a resident’s accommodation choice and profile. This
variability and uncertainty has an impact on the ability to make informed decisions for investments
and increases the risk.
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2.5 Consumer Trends
The Royal Commission background information aptly described the history and how we have arrived at
the current capital financing structure of today. It is worth reinforcing that the capital structure of
residential aged care in Australia is unique. It is also reflective of the evolution of the service. The
removal of low care (hostels) is still relatively recent. The concept of hostels was for people who
primarily require accommodation and assistance with activities of daily living. These people typically
had longer lengths of stay and therefore the accommodation bond was reflective of that tenure type.
To facilitate ageing in place, the distinction between low care and high care was removed in 2014.
However, lengths of stay in Australia still remain comparatively longer than many other OECD
countries.viii Residential aged care will remain to be an important part of aged care services but we
expect that as we become better at providing home care services, there will be a corresponding
reduction in lengths of stay.
Complex care, dementia care and end of life care will become more pressing issues with an expanding
aged population. Funding and capital financing arrangements for residential aged care needs to be
adequately and appropriately structured to provide value for consumer investment and to ensure
Australia has sufficient supply relative to demand.
It is widely agreed that, where possible, residents should contribute more towards their care. The
family home represents a significant proportion of wealth (50% of net assets for people aged over 75) ix
and incentives should be provided to enable consumers to access that wealth and contribute towards
their care and accommodation costs.
We acknowledge that there can be undue pressure and difficulties associated with selling the family
home to access that capital, therefore we also need to explore other alternatives for residents to access
equity. It is important that consumers are aware of their options as part of the aged care journey.
If predictions and expectations hold true regarding home care and lengths of stay, it will become
more important for consumers to engage with residential aged care as an extension of home care.
Options need to be communicated to consumers early in their aged care journey as part of planning
for continuous care.

2.6 The Existing Balance Sheet Structure
The final key challenge identified by our Members and consultation process is regarding the reliance
and exposure to RADs. The sector is heavily reliant on RADs and they represent 75% of sector debt.
RAD liquidity is a material but largely hidden cost to the sector. Providers must have sufficient capital to
manage timely repayment of RADs and to manage the risk of any unexpected surge in RAD repayments
due to resident departures exceeding resident admissions. As a result, providers need to set aside
between 5% to 15% of the total RAD liability for this purpose which is typically funded through a mix of
cash and debt. The cost of this capital must be absorbed by the operator as there is no mechanism to
activate the capital within the project while satisfying the liquidity requirement.
The bank’s exposure to the sector is primarily limited to development financing. Whilst some providers
may have operating loans, this represents a small proportion of the sector’s overall debt profile. The
Royal Commission submissions and hearings highlighted that the major banks will be reducing
investment as DAP payment preferences increase and profits decline. Some banks also stated that only
10% of providers were considered bankable.
RADs have provided a simple and accessible source of capital to build an increasing shortfall of quality,
fit-for-purpose facilities. It is also the basis that many organisations have built new homes on (i.e. build
to sell). The current appetite of banks and other external parties to invest in the sector means RADs still
form an important part of financing new developments and refurbishments. Any change to this funding
LASA Submission – Capital Financing Arrangements for Residential Aged Care
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source impacts the majority of providers ability to access capital. There are likely to be significant
unintended consequences if not appropriately designed and planned.
There is a material exposure and reliance on RADs that limits the options available to transition to
alternate capital structures without creating significant disruption and volatility.
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3.

Responses to Questions

The following section summarises the opinions and responses from our Members for each question.
1) Whether the current capital financing arrangements are appropriate for the aged sector as it
exists today, and as it is likely to evolve into the future.
Some Members did not view the current capital financing arrangements as appropriate. Other
Members felt the ongoing usage of the RAD system was essential to the industry but that
adjustments are required to create more appropriate capital financing arrangements.
To date, RADs have been able to support investment into the sector as it provides access to low
cost capital and a more affordable accommodation option for residents. However, the current
variability, lack of control, changing consumer preferences, and disparity between accommodation
options of the current structure poses significant challenges to support investment into residential
aged care in the future.
Due to the material RAD exposure of $30 billion, any change to the capital financing arrangements
need to be thoroughly canvassed with all stakeholders. This includes considering existing businesses
that have structured their organisations under the RAD model as well as considering how
investment into new facilities would be encouraged.
Further concerns raised by Members are detailed in Section 2 and the responses below.
2) How the capital financing arrangements might need to change to support a progressive shift in
the balance of care from residential to home care.
It was generally acknowledged that there will be a progressive shift in the balance of care from
residential to home care. Residential aged care is, and will continue to be, a critical component of
the continuum of care. It is important to note the benefits residential aged care provides, which
include 24-hour care and service access as well as improved socialisation in reducing depression
and loneliness.
Many family homes are not purpose built to appropriately enable ageing in place. Consumers and
taxpayers will need to consider the costs and benefits of adapting the family home as needs
progressively increase.
It was also viewed that more capital will be required in the future. This is driven by the growing
population of people requiring aged care services in accommodation that is contemporary and fitfor-purpose. Regardless of any change to capital financing arrangements, there will need to be
significant regeneration of the current stock and ongoing investment in new stock.
3) The current state of capital investment and infrastructure in residential aged care, including
whether the sector is undercapitalised and any evidence that the capital stock is not of sufficient
quality.
Following on from the previous question, it was consistently raised by members that a considerable
proportion of the stock is not of sufficient quality. According to ACFA, 60% of all facilities (1,622
facilities) qualified for the higher accommodation supplement. Majority (88%) of facilities that
qualified were significantly refurbished as opposed to being newly built. This has been increasing
yearly (refer to the table below). However, as highlighted in Section 2.3, ongoing significant capital
investment is required to maintain specialised accommodation. Further, the cross-subsidisation of
accommodation and care costs means the ability for providers to accumulate sufficient capital
reserves for reinvestment is limited.
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Table 3: Facilities eligible for the higher accommodation supplement

31 March 2015x

31 December 2019xi

387 (13.3%)

1,622 (60%)

Facilities Significantly Refurbished

300

1,432

Facilities Newly Built

87

190

Facilities Eligible

The current built form models have been challenged in dealing with recent unprecedented events
(i.e. managing infection control from viral outbreaks and air quality issues from large scale
bushfires). Going forward, we need homes which support resident needs and preferences as well as
external factors such as pandemics.
4) The appropriate role for the Australian Government in capital financing for the residential aged
care sector.
Member feedback suggested that the Australian Government’s role in capital financing for the
residential aged care sector should be limited to supporting those who have limited or low means
to afford the accommodation cost. There should also be greater involvement and support for thin
markets, such as regional, rural and remote areas.
There was acknowledgement that Commonwealth regulation is required to an extent due to the
nature of the service and accommodation being provided, however, there should be freer market
mechanisms with minor control around bed allocations in metropolitan areas.
5) Whether the current taxpayer and care recipient contributions to the capital financing of the
residential aged care sector are equitable, efficient and appropriate.
It was agreed by our Members that the current taxpayer and care recipient contributions to the
capital financing of the residential aged care sector are not equitable, efficient or appropriate. The
issue of cross-subsidisation was raised, as well as the concern that capital financing for residential
aged care is disproportionately low compared to the primary health care and other examples of
care and accommodation service provision (i.e. SDA referred to in Section 2.3).
In line with the response to Question 4, greater consumer contributions (for those who can afford
it) are required to achieve the adequate level of investment and to deliver the service and product
that the public wants. The involvement of the taxpayer should be focused on ensuring those with
specialist needs or low means are not disadvantaged.
The current capital financing system has supported investment and provides relatively affordable
accommodation payment options to residents. However, there are a number of significant issues
that prevent it from being effective as detailed in Section 2.
A more equitable and effective structure would:
1. Enable providers to have greater control over their capital structures, which would include
mechanisms that incentivise consumer behaviour around how they pay for their
accommodation.
2. Include a component that addresses the ongoing operating costs associated with providing the
accommodation. This could be in the form of a levy or retention.
Additional suggestions regarding pricing and funding are covered in Question 7.
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6) Whether the current prices for Refundable Accommodation Deposits are appropriate given that
the average per bed construction cost of residential accommodation is approximately $250,000.
As covered in Section 2.2 and 2.3, it was viewed that accommodation pricing for residential aged
care does not adequately cover the upfront and ongoing capital costs.
7) Whether there should be reforms to the existing capital financing arrangements for residential
aged care, and if so, the policy rationale for these reforms. Examples of reforms could include:
a) Linking the level of Residential Accommodation Deposits more closely with the value of the
accommodation received.
Responses to Questions 5 and 6 addressed the concern that accommodation pricing does not
currently match the value of accommodation being provided and the need to enable freer
markets to operate where appropriate.
Regulation of pricing has been attempted through the Aged Care Pricing Commissioner
approach. However, the current market dynamics (in particular, vacancy rates) have ensured
pricing remains competitive.
Given supported residents comprise nearly 50% of all residentsxii, it is important to
acknowledge that all pricing, including Commonwealth Government concessional supplements,
need to be reflective of the cost of the accommodation provided.
b) Phasing out Refundable Accommodation Deposits and, if so, whether that would need to be
subject to an alternative arrangements and a transition period.
Our Members raised concerns regarding the current capital financing structure but there is also
significant apprehension around the challenges that transitioning away from RADs could cause
in the future. Apprehension to change primarily centred on the challenges associated with the
$30 billion exposure (Section 2.6) and the simplicity that RADs have provided in the past to fund
investments. RADs have also provided residents a relatively affordable option to pay for their
accommodation.
Our discussions with potential investors and lenders highlighted that any transition away from
RADs as a primary source of capital financing would firstly need to ensure the future capital
financing arrangements address the concerns and challenges raised in Section 2.
There are also the immediate problems that need to be addressed before any potential
transition could be considered. Our members identified the following short term solutions to
the current challenges:


Ensuring returns on DAPs reflect provider’s WACC, not the MPIR (refer to Section 2.1
and Question 7(c));



Pricing the supplement for supported residents to reflect the accommodation being
provided (i.e. the average capital cost per bed and WACC) (refer to Section 2.2, 2.3 and
Question 7(a));



Enabling the recovery of ongoing operating costs for providing accommodation which
should reflect the building and market conditions. This could be through a levy or
retention (refer to Section 2.3); and



Addressing the issue of cross-subsidisation by ensuring there is adequate funding for
care services to meet the needs of residents (refer to Section 2.2 and 2.3).

Our Members raised concerns about the pressure some providers are experiencing due to the
surge of RAD outflows as a result of COVID-19, particularly in Victoria. It was also recommended
that the Commonwealth Government immediately establish a temporary fund to assist
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providers who may be experiencing short-term liquidity problems because of these extenuating
circumstances.
If there was a transition away from RADs, two options may include:
1. Senior secured debt with the government guaranteeing the loan. Banks/lenders would
see this as government risk that would reduce the risk profile and therefore the cost of
debt. As previously highlighted, the banks’ current appetite to invest in the sector is
limited due to current funding and capital financing challenges.
2. Exploring the involvement of superannuation funds. There has been some investment
from superannuation funds in residential aged care, but it is limited. The profile of
superannuation members, investment horizons, increasing focus on social
responsibility and return requirements aligns with the residential aged care offering.
We do note that superannuation funds have limited core capital and there are stringent
approval requirements for loans, and greater oversight and involvement compared to
other capital financing options. However, this could be viewed as positive by supporting
greater market self-regulation and reducing the government’s required level of
involvement. It should be noted we have not directly consulted with any
superannuation fund regarding their appetite for investment in the sector or their
expectations regarding payback periods and returns.
There is an imminent risk that any potential changes could unfairly disadvantage existing
providers that have developed and invested into homes under the current financing structure.
The following should be undertaken before any capital financing arrangements are materially
changed:

c)



Extensive consultation with all key stakeholders, including consumers, providers,
Commonwealth Government and other financiers;



Detailed financial modelling of the options;



Cost benefit analysis which also considers the potential unintended consequences of
new arrangements; and



Consideration of the guarantees and support that may be required for existing facilities
that have been developed under current arrangements.

Fixing the amount paid to providers by residents as Daily Accommodation Payments, and by
the Australian Government through the Accommodation Supplement, to the weighted
average cost of capital for aged care providers. In addressing this area, comments can also be
provided on the Frontier Economics report, The Required Return for Aged Care Service
Providers.
The Frontier Economics report calculated a vanilla WACC of 6.85%. While their approach to
calculate the WACC is theoretically sound, the sample comparators and data utilised do not
strongly represent the aged care sector. In particular we note:


The beta (risk) of listed Australian and New Zealand organisations was used, however the
provider scale is different to a significant proportion of the sector (refer to Section 2.1
regarding provider scale). Further, the New Zealand residential aged care sector does not
rely on accommodation bonds for capital financing. This influences WACC through the
adopted beta and the equity and debt levels assumed.
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UK, USA, Canadian, Swiss and French REITs were used to calculate beta. These comparators
have different regulatory environments and risks and REITs have different operating models
to residential aged care (i.e. property focused compared to service focused).

The diverse profile of providers in a fragmented industry makes it difficult to calculate a
representative WACC, however, our consultation with providers and review of information
suggests that WACC for the sector is higher (8% or above). A report undertaken by EY on New
Zealand’s Aged Residential Care Funding calculated WACC for the sector at 9%.xiii This could be
indicative of returns for a residential aged care sector that is not reliant on RADs as a primary
source of capital financing.
We agree with the Frontier Economics report that the “MPIR is set at an arbitrary level that
does not properly equate RAD and DAP payments”. However, we do not agree that “If the policy
intention is to economically equate the two payment methods from the perspective of the
provider, the appropriate interest rate would be the provider’s commercial borrowing rate.”.
Member responses in Section 2.2 addressed the concerns regarding the current MPIR and the
difference to WACC. In our Members opinions, the DAP and Accommodation Supplement
should be more reflective of the WACC.
WACC should be reviewed on a timely basis to ensure it is reflective of changes in the market,
risk and capital financing profile of the sector. This should be undertaken by an independent
authority and should not be subject to government policy.
In addition to being derived by the WACC, the Accommodation Supplement should reflect the
average cost to provide specialised accommodation and should be regularly reviewed and
updated by an independent authority.
d) Measures to encourage equity investment from a wider range of sources, such as
superannuation funds, real estate investment trusts or private equity firms.
Responses in Section 2.1 address the challenges that need to be addressed to encourage
investment from a wider range of sources.
e) Expanding the Australian Government’s capital grants program. This could include a general
capital grants program similar to the arrangements that operated from 1954-97, or a more
targeted program designed to improve access to residential aged care and support the
establishment of providers of last resort.
Responses to Question 4 and 5 address Members opinions regarding the involvement of the
Australian Government in capital financing residential aged care. Any involvement by the
Australian Government in the future should be focused on ensuring equitable access for those
with specialist needs.
8) How capital financing arrangements could be used to support the development of innovative or
emerging models of accommodation.
By adopting recommendations and responses above (particularly Question 4, 5 and 6), there will be
greater incentive by providers to develop innovative models of accommodation and services.
In the current structure, the customer is essentially the Government. The ability for providers to be
inventive and responsive to their true customer (i.e. residents) is restricted by lack of clarity from
the Australian Government and regulation of the built form, accommodation pricing, and
operational model. Future capital financing structures should enable providers to focus and plan for
their customers.
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9) Whether the current accountability and reporting arrangements around the use of capital grants
from government and contributions from care recipients are sufficient.
Member feedback raised concerns regarding the current accountability and reporting
arrangements, particularly around the onerous requirements and the changing format.
Any reform to this process should consider the range and type of providers operating. A tiered
system, such as that adopted by the National Regulatory System Community Housing (NRSCH) may
be more appropriate as it considers the different risk profile and exposure of different
organisations. A similar system is also adopted in the UK for care homes.
10) Whether investment of capital grants from government and contributions from care recipients
should be restricted strictly to aged care activities.
The allocation of grants should be framed to support the relevant Federal, State, or Local
Government Area outcomes needed for a specific location. There should be scope to enable new
thinking and innovation that may mean intergenerational and multi-faceted developments and not
strictly aged care activities.
11) Whether there should be different capital financing arrangements for specialist facilities such as
for people who are homeless or at risk of homelessness, or Aboriginal and Torres Strait Islander
people.
Building on from Questions 4 and 5, involvement from the Australian Government is required to
ensure specialist needs groups are not disadvantaged and/or that their needs are adequately met.
Any arrangements should thoroughly consider the demand and supply for specialist groups. It is
equally important to consider the ongoing operating metrics for providing services to these groups.
12) The management of any transition issues if the existing capital financing arrangements were
reformed, including the roles that both government and the aged care sector should play.
The transition arrangements will be dependent on the magnitude and type of reform. However, an
important aspect of any transition is a clear plan and strong commitment from the Australian
Government. In the past, there has been signalling regarding reform (i.e. the Aged Care Road Map,
response to the Tune Review and its recommendations), but no responsibility to follow through.
Further consideration to transition issues are outlined in Question 7(b).
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