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Chronically disabled individuals face significant challenges and the cost of care can be enormous over a lifetime.  There is no concern greater than that of an elderly parent of a chronically disabled individual.  "What will happen to my child when I'm gone?"  There are State and federal government programs for housing and support, but often those are not sufficient.  The Supplemental Needs Trust, or Special Needs Trust, offers the best chance for a quality of life.


The concept of a Supplemental Needs Trust is straightforward.  Private funds, if available, can be protected and set aside in a Supplemental Needs Trust ("SNT") to be available to supplement government sponsored care.  The individual's governmental benefits are maintained and the quality of life of the disabled individual can be dramatically improved.


Supplemental Needs Trusts can be created with assets of the disabled individual, or they can be created with assets of a third party who has no legal responsibility for the disabled individual.  SNTs can be created privately, or with the assistance of a not-for-profit entity.  This outline will review the types of trusts, the impact of these trusts and the management and tax implications of these trusts.  First, we will give an historical overview.

HISTORICAL OVERVIEW

Third Party Trusts


The seminal case is Matter of Escher, 94 Misc.  2d 952 (1978), a Bronx Surrogate action to settle the account of a testamentary trustee.  The last will and testament in question was dated 1924, modified by codicil in 1932, two years before the death of decedent.  Surrogate Gelfand noted the "overriding public policy" that trusts be invaded to prevent a run on public funds.  He noted the change in perception of welfare from a "gift" to a "right," as well as the reduction of any stigma attached to public benefits, particularly in light of the astronomical cost of custodial care.  Of particular note was Gelfand's view that were the testator alive, he would have no personal liability for his daughter, then age 77.  The Surrogate further noted that the testator's language implied that invasions for the daughter were to occur only in emergencies.


Escher involved a testamentary trust.  However, the factors noted are instructive.  The grantor must be a third party, not legally responsible for the beneficiary and must convey an intent that that funds are to be invaded as a last resort.  This latter intent implies that public funds are to be used wherever possible.


In Escher, Surrogate Gelfand made reference to the Estates Powers and Trusts Law (EPTL) 7-1.6, which statute post-dated the Escher trust.  In EPTL 7-1.6, courts can order invasion of trust principal for the beneficiary to carry out the creator's intent, absent an express intent to the contrary.  See Tutino v. Perales, 550 NYS 2d 21 (app div 2nd Dept 1989).  All SNTs should have language specifically stating that the provisions of EPTL 7-1.6 do not apply.

These factors are apparent in EPTL 7-1.12, the codification of Escher.  This statute encouraged third party trusts for persons with severe and chronic or persistent disabilities whose conditions are likely to be long term and for whom means tested government benefits are available.  The trust document must clearly evidence an intent to supplement, not supplant, impair or diminish, government benefits or assistances for which a beneficiary could be eligible.  The original 1993 version of the statute specified that an inter vivos trust had to be a third party trust.  A year later, subdivision (V) of (a)(5) was added to comply with the self-settled trust provisions in Omnibus Budget Reconciliation Act of 1993, ("OBRA 93").


EPTL 7-1.12 provides model language, but makes it clear that the model language is suggestive and not mandatory.  "Nothing in this section shall affect the establishment, interpretation or construction of trust instruments which do not conform with the provisions of this section,…" The statute further states that EPTL 7-1.6 is not applicable under the terms of 7-1.12.  However, the better practice remains to specifically note the non-applicability of §7-1.6.

Self-Settled Trusts


The Medicaid Qualifying Trust legislation (pre-OBRA 93) laid bare the antipathy of Congress to the use of irrevocable discretionary trusts as a means of protecting assets.  In the case of an irrevocable trust , "if there are any circumstances under which payment from the trust could be made to or for the benefit of the individual, the portion of the corpus from which, or the income on the corpus from which, payment to the individual could be made shall be considered resources available to the individual…" 42USC §1396p(D)(3).  The language is strict and is construed as such.  If there are any circumstances, whatsoever, in which the corpus could be invaded, then the corpus is available.


OBRA 93 addressed the issue of the self-settled trust.  In essence, a self-settled trust is permitted under the restrictive conditions described below.  There are also two types of self-settled trusts: private and not-for-profit.  The not-for-profit trust, also called a pooled trust:
(i) is established and managed by a non-profit association.  (ii) A separate account is maintained for each beneficiary of the trust, but, for purposes of investment and management of funds, the trust pools these accounts.  (iii) Accounts in the trust are established solely for the benefit of individuals who are disabled by the parent, grandparent, or legal guardian of such individuals by such individuals or by a court.(iv) to the extent that amounts remaining in the beneficiary's account upon the death of the beneficiary are not retained by the trust, the trust pays to the State from such remaining amounts in the account an amount equal to the total amount of medical assistance paid on behalf of the beneficiary under the State plan under this title. 42 USC §1396p(d)(4)(C)
The private trust must meet the following conditions:

"A trust containing the assets of an individual under age 65 who is disabled and which is established for the benefit of such individual by a parent, grandparent, legal guardian of the individual, or a court if the State will receive all amounts remaining in the trust upon the death of such individual up to an amount equal to the total medical assistance paid on behalf of the individual under a State plan under this title." 42 USC §1396p(d)(4)(A)

The self-settled trust is a bargain with the State (a fair bargain in the opinion of this writer).  The State permits access to government programs while permitting the beneficiary to have access to funds which improve the quality of the individual's life.  At the same time, any remaining funds are returned to the State for Medicaid properly paid.  These self-settled trusts are referred to as "payback trusts".

Use of Private Self-Settled Payback Trusts


The private self-settled payback trusts can be used in any number of common situations.  A disabled person over the age of 21 can establish a self-settled trust in order to qualify for government assistance.  The plaintiff in a medical malpractice action can use the self-settled trust to preserve access to means tested government programs.  

OBRA 93, at 42 USC 1396p(d)(1), provides that an individual shall be deemed to have "self-settled" or created a trust if the trust is established by any one of the following (other than by will): (i) the individual; (ii) the individual's spouse; (iii) a person, including a court or administrative body, with legal authority to act in place of or on behalf of the individual or the individual's spouse; or (iv) a person, including any court or administrative body, acting at the direction or upon the request of the individual or the individual's spouse.  Thus, a self settled trust meeting the requirements of the payback trust described above will be deemed an exempt trust under 42 USC §1396p(d)(4)(A).
Assets, in the context of OBRA 93 and Medicaid, include all income and resources of the individual or the individual's spouse, including assets to which the individual or spouse would be entitled but does not receive by reason of action or inaction on the part of any of the above named persons or entities.  The Department of Social Services has an interest in protecting its interests and insuring that assets in the payback trust are not squandered.  Regulations found at 18 NYCRR §360-4.5(5)(iii) require that the Trustee:



(1)
Notify the New York State Department of Social Services (or the Department of Health, as the case may be) and the appropriate local Social Services District of this trust;


(2)
Notify the New York State Department of Social Services and the appropriate local Social Services District of the death of the Beneficiary and the termination of the within trust;



(3)
Notify the New York State Department of Social Services and the appropriate local Social Services District in advance of any transactions tending to substantially deplete the principal of the trust in the case of a trust valued at more than $100,000; for the purposes of this clause, the Trustees must notify the New York State Department of Social Services and the appropriate local Social Services District of disbursements from this trust in excess of the following percentage of trust principal and accumulated income: five percent (5%) for trusts over $100,000 up to $500,000; ten percent (10%) for trusts valued over $500,000 up to $1,000,000; and fifteen percent (15%) for trusts over $1,000,000.



(4)
Notify the New York State Department of Social Services and the appropriate local Social Services District in advance of any transactions involving transfers from the trust principal for less than fair market value;



(5)
Provide the New York State Department of Social Services and the appropriate local Social Services District with proof of bonding if the assets of the trust at any time exceed more than $1,000,000, unless that requirement has been waived by a court of competent jurisdiction, and provide proof of bonding if the assets of the trust are less than $1,000,000 if required by the Department of Social Services or a court of competent jurisdiction.


A separate, critical issue has been extensively litigated.  What happens to costs already incurred by the State prior to the funding of the trust?  There is a compelling argument that these costs should be no different than others and subject to the payback.  The State argued that under Section 104-b of the Social Services Law, the State was entitled to repayment prior to the funding of the Supplemental Needs Trust.  The matter was settled in favor of the State in Cricchio v. Pennisi, 90 NY 2d 296 (1997).

Role of a Court Appointed Guardian


Given the strictures of OBRA 93, the need for court authority is often critical to the establishment of the payback trust.  If there is an existing court proceeding, as in the case of a malpractice action, then such court can issue the order.  There are, however, many cases where no existing proceeding exists.  Article 81 of the Mental Hygiene Law ("MHL") provides the statutory authority for establishment of such a trust.


It is possible to have a guardianship for the sole purpose of creating and funding a self-settled payback Supplemental Needs Trust and no other purpose.  A look at Article 81, particularly MHL §81.02(a), shows that a guardian can be appointed either when there is a showing of functional limitation or on the consent of the person.  Therefore, a disabled person with capacity can consent and avoid the issue of incapacity at the hearing.  Of course, the order can be structured and limited to the creating and funding of the trust.


In any such event, the practitioner is advised to be aware of case law impacting the creating and funding of such trusts and to cite the Department of Social Services in any such case where the beneficiary will apply for Medicaid or SSI.  

Several cases have added comment and criterion to the issue of court  approved self-settled trusts.  
DiGennaro v  Community Hospital of Glen Cove, 611 NYS2d 591 (2d Dept 1994) is a case where the court denied the SNT, as the co-Trustees were beneficiaries and had a potential conflict of interest.

Matter of Goldblatt, 618 NYS2d (Surr, Nassau, 1994). Surrogate Radigin added criterion to the statute, including a clause that no amendments be made absent court approval, the remainder (after payback) be payable to the estate rather than named individuals and there should be no exculpation of trustees for failure to exercise reasonable care.  
Matter of Morales, (NYLJ 7/2/95, at p 25 (Sup Ct Kings). The Court, per Justice Leone, provided a form of trust, clearly noting that the statutory provisions do not restrict courts from imposing additional controls.  
Medicaid Eligibility


Since the Deficit Reduction Act of 2005 ("DRA"), exempt transfers are more critical as a way of avoiding a penalty or period of ineligibility and can avoid the five-year look back.  Any transfer of assets to a trust established solely for the benefit of an individual under sixty-five years of age who is disabled is an exempt transfer incurring no period of ineligibility (Social Services Law §366(5)(e)).

What exactly is a trust for the sole benefit of a disabled person?  The only direction available on the issue of a trust for the sole benefit of a disabled individual dates back to 1994, when the Health Care Finance Administration (HCFA) (now the Center for Medicare and Medicaid Services (CMS)) issued transmittal 64.  HCFA 64 is now incorporated into CMS State Medicaid Manual at §3257(B)(6).

6.
For the Sole Benefit of.--Similarly, a trust is considered to be established for the sole benefit of a … disabled individual if the trust benefits no one but that individual, whether at the time the trust is established or any time in the future.  …

A transfer, transfer instrument, or trust that provides for funds or property to pass to a beneficiary who is not the…disabled individual is not considered to be established for the sole benefit of one of these individuals.  In order for a transfer or trust to be considered to be for the sole benefit of one of these individuals, the instrument or document must provide for the spending of the funds involved for the benefit of the individual on a basis that is actuarially sound based on the life expectancy of the individual involved.  When the instrument or document does not so provide, any potential exemption from penalty or consideration for eligibility purposes is void.

An exception to this requirement exists for trusts discussed in §3259.7.  Under these exceptions, the trust instrument must provide that any funds remaining in the trust upon the death of the individual must go to the State, up to the amount of Medicaid benefits paid on the individual’s behalf.  When these exceptions require that the trust be for the sole benefit of an individual, the restriction discussed in the previous paragraph does not apply when the trust instrument designates the State as the recipient of funds from the trust.  Also, the trust may provide for disbursal of funds to other beneficiaries, provided the trust does not permit such disbursals until the State’s claim is satisfied.  Finally, "pooled" trusts may provide that the trust can retain a certain percentage of the funds in the trust account upon the death of the beneficiary.  (emphasis added)

There are two choices.  The first is that the trust has to be actuarially sound, which means that all of the assets are spent for the disabled individual during the statistical life expectancy of the individual.  It may be possible to make provisions which do not violate the spirit of a Supplemental Needs Trust.  However, being forced to use the funds certainly seems to fly in the face of the concept of a Supplemental Needs Trust.

The second is to convert the trust into a payback trust.  This reverts back to the concept of the self-settled payback trust.  However, in this instance we are speaking not of a self-settled trust, but of a third party trust.  In order to avoid the confusion, we must understand that we are necessarily discussing the eligibility of two persons.  First is the person transferring the asset.  The second eligibility is that of the disabled person.  

Think of this as a person in a nursing home who wants to benefit a disabled individual, perhaps a son, a niece or a friend.  In order for the transfer to be an exempt transfer, the trust must be for the sole benefit of the disabled individual.  One method is to make sure that the trust as actuarially sound.  The other is to provide the payback on the death of the disabled individual.  
Income Trusts


The use of an income trust began with the use of Miller type trusts in income cap states, of which New York is not.  It is a spend down state where excess income is spent down before Medicaid begins to pay.  However, there are states which impose an income cap, where any income above the income limit causes a loss of eligibility.  The same HCFA 64 transmittal discusses the use of Miller type trusts.  
Miller-Type or Qualifying Income Trusts (QIT).--This type of trust, established for the benefit of an individual, meets the following requirements:

 

●
The trust is composed only of pension, Social Security, and other income of the individual, including accumulated interest in the trust; and

 

●
Upon the death of the individual, the State receives all amounts remaining in the trust, up to an amount equal to the total medical assistance paid on behalf of the individual under the State Medicaid plan.  To qualify for this exception, the trust must include a provision to this effect. CMS State Medicaid Manual at 3259.7(C)

Income Trusts and Community Medicaid


The use of an income trust, combined with the pooled trust exception under OBRA 93, has opened up the possibility of remaining home on Medicaid home care to many constituents.


96 ADM-8 remained the primary administrative directive on Medicaid eligibility, including the use of trusts, prior to the DRA.  The Department of Social Services added the following as an addendum this directive.  
"While most exception trusts are created using the individual's resources, some may be created using the individual's income, either solely or in conjunction with resources.  Income diverted directly to a trust or income received by an individual and then placed into a trust is not counted as income to the individual for Medicaid eligibility purposes.  "


Medicaid has strict asset and income limitations.  As noted above, New York is a spend-down state, so that there is no need for the Miller type trust.  However, the income level prohibited most consumers from remaining home, particularly downstate, where costs of living are higher.  If the income limit is $720, so that all income above $720 is no longer available for ordinary household expenses, most persons cannot remain home.  Most persons of limited means rely on social security and pension for rent, food, utilities and other basics.


Consumers can now assign a portion of their income to a not-for-profit trust established for income.  The trust accepts the assignment and charges a modest fee.  The trust then relies on the instructions of the grantor to pay basic household expenses.  It is true that the assignment of income for persons over 65 is not an exempt transfer.  However, as there are no periods of ineligibility for Community Medicaid, the assignment of income remains a valuable tool.


Entities which operate the pooled trusts include (partial list):

NYSARC, Inc., 393 Delaware Avenue, Delmar New York 12054 - 1-800-735-8924

UJA-Federation Community trust Program - 130 East 59th Street, New York, New York 10022 - 212-836-1714

Community Living Corporation - 600 Bedford Road, Mt Kisco, New York 10549 - 

914-241-2527


The trusts exist to enable the consumer to sign a joinder agreement to participate in the trust.  Each trust has different rules and different costs.

MEDICAID TRANSFER OF ASSET RULES


There are two issues regarding the use of Supplemental Needs Trusts which impact Medicaid eligibility.  The first is the issue of resources.  We have reviewed the historical and statutory bases regarding when trust assets are not available resources.  The second issue is whether the creation and funding of the trust creates a period of ineligibility and, if so, how that impacts the consumer.  

New York State's interpretation of the DRA, found in administrative directive 06 ADM-5 provides that the "exceptions to the application of the transfer of asset penalties that apply to transfers made on or after August 11, 1993 continue to apply to transfers made on or after February 8, 2006," the effective date of the DRA.  96 ADM-8 provides as an exception to the transfer of asset rules that the asset (other than the individual's home) was transferred "to a trust established solely for the benefit of an individual under 65 years of age who is disabled."  We discussed, above, the issue of "solely for the benefit of…"  However, that still begs the question, are transfers to exception trusts exempt transfers? 


Once again, we go back to CMS Medicaid Manual.  In describing exceptions to the transfer of asset penalties, CMS provides at §3259.10(B):

The assets were:

 

●
Transferred to the individual's child, or to a trust (including a trust described in §3259.7) established solely for the benefit of the individual’s child  (The child must be blind or permanently and totally disabled, as defined by a State program established under title XVI, in States eligible to participate in such programs or blind or disabled as defined under SSI in all other States); or 

●
Transferred to a trust (including a trust as discussed in §3259.7) established for the sole benefit of an individual under 65 years of age who is disabled as defined under SSI.


Transfers to exempt trusts are not always excluded from penalties.  The statute implies that if the trust is for the sole benefit of the disabled child, then the age 65 limit is not relevant.  However, transfers to an exception trust for the sole benefit of a disabled individual are subject to the age 65 limit.  This limit applies both to the self-settled payback trust and the pooled trust.  New York regulations, at 18 NYCRR§360-4.4(c)(2)(iii)(c) have similar language.

ADMINISTRATION OF SUPPLEMENTAL NEEDS TRUSTS


The trusts provide basic directions to the trustees.  Use the money for the betterment of the beneficiary, but do not cause the beneficiary to lose benefits.  How does that work? 


The two primary programs with which our clients are engaged are Medicaid and Supplemental Security Income ("SSI").  Both have income and asset limitations.  How can we use trust resources without causing a violation of these programs?

It is easier to administer a trust for a Medicaid recipient.  We know that there are income limitations.  Provided that the trustee does not make any payments directly to the beneficiary, or strictly limits those payments, the trustee will not violate the income limitations.  The trustee has flexibility in providing for the beneficiary, that is, in paying the providers directly.


SSI is far more restrictive by reason of the rules for in-kind support and maintenance, or "ISM." SSI had been conceived as a supplement to provide for food, clothing and shelter.  As of March 9, 2005, the rules were modified so that SSI was no longer a supplement for clothing, but only for food and shelter.  Similar to the income rules with Medicaid, moneys given directly to an SSI recipient are countable and reduce the SSI supplement dollar for dollar.  The more difficult issue is ISM.  Payments for food and shelter reduce the SSI supplement.  Fortunately, the maximum reduction of the SSI benefit is determined by dividing the maximum SSI benefit by three and adding the $20 disregard amount.  

Interestingly, the purchase of a home in the name of the beneficiary or the trust will not cause a loss of SSI.  However, payment of rent, mortgage amortization, real property taxes, fuel, electricity, water, sewer and garbage removal are all ISM and will cause a loss of the SSI supplement  

TAXATION OF SUPPLEMENTAL NEEDS TRUSTS

Income tax and gift tax are concerns in the establishment and administration of Supplemental Needs Trusts.  The concerns, of course, differ as to whether the trusts are third party or self-settled.


What is a third party trust? Is a trust set up by a parent or grandparent with the assets of the disabled individual a third party trust? IRS rulings provide that only assets belonging to a third party and placed into an SNT are third party trusts.  If the parting of dominion and control is complete, there will be a complete gift.  The gift tax on third party trusts can be avoided by rendering the gift incomplete.  As in the case with a simple asset protection trust (irrevocable income only trust), a special power of appointment is sufficient to render the gift incomplete.  

Crummey powers, typical in a life insurance trust, may be dangerous in an SNT.  The Crummey power typically gives the beneficiary a right of withdrawal.  This right is deemed an asset and will render the individual as ineligible.  The failure to act on the right of withdrawal could further be deemed a transfer of resources.


If the trust is self-settled, the issue of a completed gift remains a concern although much, if not all, of the money in the trust may be used for the beneficiary.  The mere possession of a limited power of appointment may be sufficient to avoid a current gift, even where the grantor is mentally incapable of exercising the power.


For income tax purposes, most self-settled trusts will be deemed to be grantor trusts.  In such event, trust income will be taxed to the grantor at the grantor's rates.  Where the beneficiary is the grantor, it is likely that the beneficiary will be in a low income tax bracket.  

Third party trusts may be grantor trusts or complex trusts.  It may make sense to avoid grantor trust status, as income taxed to the beneficiary will likely be taxed at a lower rate.  The Internal Revenue Code was recently amended to provide for the Qualified Disability Trust ("QDT") (§642(B)(2)(C)).  In a QDT, the exemption available for trust income is the same as the personal income exemption.  A QDT is defined as any trust that meets the requirements of 42 U.S.C. §1396p(c) (2)(B)(iv).  This latter provision is the exception to the transfer of asset rules for assets transferred to a trust established solely for the benefit of an individual under 65 who is disabled (as defined under 42 U.S.C.§1382c(a)(3)).  To be a QDT, the trust must provide that no other person or entity other than the beneficiary can benefit from the trust assets at the time of the transfer or for the remainder of the beneficiary's life.  A QDT cannot be a grantor trust.

The trust should grant the trustee power to allocate items to income or principal.  Under Treasury Regulations issued in January 2004, the trustee has flexibility to determine whether capital gains will be included in trust accounting income, provided that allocations are consistent from year to year.  The trust should provide the trustee with explicit authority to make distributions of income and principal to the beneficiary, and give the trustee explicit authority to deem distributions of principal to be made first from realized capital gains.  

Grantor trust status can be avoided by provisions including limiting the trustee’s administrative powers, limiting the trustee’s power to amend, appointing an independent trustee to limit the grantor’s control over beneficial enjoyment, and avoiding the accumulation of income for grantor or reversions to the grantor.

Neil T. Rimsky is a member of the firm of Cuddy & Feder LLP, with offices at 445 Hamilton Avenue, White Plains, New York 10601. 914-761-1300 or nrimsky@cuddyfeder.com
C&F: 834488.3
PAGE  
C&F: 834488.3
1

