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Special Needs Trust

Animportant component of planning for individuals with specialneeds is to ensurethe individual qualifies for available
government benefits since such benefits areoften critical inproviding for theindividual's ongoing support. Though maintaining
eligibility for government benefits is often important, many caregivers andfamily members also wish toaugment what is
provided through government benefit programs. However, because many government benefit programs are “needs-based,”
itisimportant to ensure thatany assets madeavailableto support anindividual with special needs willnot be

“countable” for the purposes of determining eligibility for government benefits. Needs-based government benefit programs
generally provide that ownership of assets in excess of certainvalues or receipt ofincome in excess of certainamounts
disqualifies an individual fromthe program.

Utilizing a SpecialNeeds Trust (SNT) allows assets to be held for the benefit of an individual with special needs in a manner that
will not disqualify him/herfrom needs-based government benefit programs. ASNT (sometimesreferredtoasa
“supplemental needs trust”) is a specific type of trust created to hold property for an individual with specialneeds. Since most
government benefit programs are runat the state or local level, it isimportant to determine specifically which programs the
individual withspecial needsmay qualify for and draft thetrustina manner that ensures trustassets donot impact his/her
eligibility for such benefits.

First-Party SNT

A first-party SNT is atrustfor the benefit of an individual with specialneeds thatis funded withhis/herassets. These trusts are
often referred toas “Medicaid Payback Trusts" or “(d)(4)(A) Trusts” (after the section of the United States Code [USC]allowing
for such trusts). Where anindividual with special needs owns assets in excess of the allowable limit for needs-based
government benefits, funding afirst-party SNT with the individual's assets often allows him/herto reducehis/her countable
assets toa levelthatqualifies for certain government programs. Generally, atransfer ofassets toanother individual or toa
trust will create a “look-back” period regarding eligibility for needs-based governmentbenefits. However, 42 USC
§1396p(d)(4)(A),as amended by the Omnibus Budget Reconciliation Act of 1993, created a first-party SNT exception sothat
transfers of assets owned by the individual withspecial needs to the trust willnot trigger alook-back period.

Toqualify as a first-party SNT, 42 USC§1396p(d)(4)(A) provides that the following requirements must bemet:

e Thetrust mustbeirrevocable;

e Thetrust must be for the sole benefit of a “disabled” individual, as defined by 42 USC §1382c(a)(3)(A);
e Thedisabled beneficiary must be under age 65;

e Thetrust must be funded with the disabled beneficiary's assets;

e Thetrust mustbe created bya parent, grandparent, or guardianofthe disabled beneficiary or created by the court
(however, the recently enacted SNT Fairness Act allows anindividual with special needs to create their own trust if they
are mentally competent); and

e Thetrust mustinclude Medicaid payback provisions requiring that any Medicaid benefits provided to the trust
beneficiary willbe repaid with trust assets upon the death of the beneficiary or the trust's termination (each state has
its own rules regarding the calculation of the paybackamount).

Ifa trust qualifies as a first-party SNT, trust assets will be available to provide supplemental support to the trust beneficiaryin a
manner that does not impact his/her eligibility for needs-based government benefits. Upon thebeneficiary's death, any assets
that remainin the trust after satisfying the Medicaid payback requirementcan pass to residuary beneficiaries as namedin the
trust. Often, first-party SNTs are funded with assets the individual with special needs accumulated through his/her
employment, inheritances and/or personal injury settlements.
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First-Party Pooled SNT

A pooled trust is a specific type of first-party SNT created by 42 USC §1396p(d)(4)(C). Unlike otherfirst-party SNTs, a pooled
trustis managed and operated by a non-profit organization. Each beneficiary of a pooled trust has his/her own sub-account
within the trust, but trust assets are pooled for investmentandmanagement purposes. To qualifyas a first-party pooled SNT,
42 USC §1396p(d)(4)(C) provides that thefollowing requirements must be met:

e The sub-account must be for the sole benefit of a disabled individual;

e Thesub-account must be created by the disabled individual's parent, grandparent, legal guardian, court or by the
disabledindividual if he/shehas mental capacity;

o Unlike other first-party SNTs, thereis noage requirement so that atrust can be established for a disabled individual
over age 65;and

e Atthedisabledindividual'sdeath, remaining assetsgenerally remainin trust for other beneficiaries of the pooled trust
instead of being usedtorepay Medicaid.

First-party pooled SNTs are generallyless costly to create and easier toadminister since thetrust is created through a
master agreement asestablished by the non-profit organization and administered by the non-profit organization.

Tax Considerations

Generally, afirst-party SNT is a “grantor” trust with respect to the beneficiary withspecial needs so that the income,
deductions, and credits of the trustflow through to the beneficiary and will be reportedon his/her personal taxreturn.
(Thoughitis not a requirement that first-party SNTs are drafted as grantor trusts, practically, the grantor/beneficiary’s ability
tobenefit from trust assetsusually resultsingrantor trust status.) Tothe extentthe beneficiary has little tonoincome, grantor
trust status can prove beneficial since the beneficiary’s tax bracketwill likely be lowerthanthe trust's tax bracket.

Additionally, since thebeneficiary's assets are used to fund a first-party SNT and since trust assets can be distributed for his/
her benefit, transfers to first-party SNTs aregenerally not completed gifts for gift tax purposes (so no gift tax liability will
result). Trust assets are generally includedinthe beneficiary’'s taxable estate.

Third-Party SNT

A third-party SNT isa trust for the benefit of an individual with special needs (the beneficiary) that is fundedwith assets owned
by anyone otherthan the beneficiary. Third-party SNTs allow for caregivers and family members of an individual with special
needs to providefor his/herneeds not otherwise beingprovided for through governmentbenefitprograms.

Since assetsused tofund the trust arenever a “countable” resource of the individual withspecial needs, third-party SNTs are
generally more flexible thanfirst-party SNTs. A third-party SNT can be created during thelifetime of the individual creating the
trust (the grantor)as anirrevocable trust or arevocable trust, or, at thegrantor'sdeath via atestamentary trust createdina
will/revocable living trust. Creatinga third-party SNT during the grantor’s lifetime provides other family members and
caregivers witha vehicle tofacilitate gifts or bequests for the beneficiary, reducing therisk that assets are inadvertently
transferred to the beneficiary outright, thus jeopardizing his/her access to government benefits. Creatinganirrevocable trust
during the grantor’s lifetime also providesthe grantor a mechanism to help support the beneficiaryin anestate tax efficient
manner (since assets transferred to the trust are generallyremoved from the grantor’s taxable estate).

Toensure the assets of a third-party SNTare not counted as a resource of the trust beneficiary, thefollowing should be
considered:
e Thebeneficiary with special needs shouldnot have any power torevoke thetrust, direct theuse of trust assets, or

otherwise control trust assets.

e Theprovisions of the trust should ensure that trust assets areonly used to supplement the care and support of the
beneficiary with specialneeds ina manner not otherwise provided for through governmentbenefits. (In fact, many
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trustsinclude language specifically defining the grantor’s intent that trust assets not disqualify the beneficiary from
government benefits and that assets are tobe used to “supplement and not supplant” such benefits.)

e The Trustee should havediscretion todistributeassets for the beneficiary, as opposed to basingdistributions onan
ascertainable standard (such as health, education, maintenance, andsupport).

e Sincedistributions fromthe trust to a beneficiary with specialneeds couldimpact his/her eligibility for government
benefits, the trustinstead should allow the Trusteeto use trust assets for the beneficiary (i.e., paying expenses,
purchasing assetsfor the beneficiary’s use, etc.).

e Thetrust should providethat the beneficiary with specialneeds has noright toassign his/her right to future payments
or distributions fromthe trust.

e The Trustee should be given broadinvestment powers sohe/she canuse trust assetsinamannertobest provide for
the beneficiary.

e The beneficiary with special needs shouldbe prohibited fromserving as Trusteeand removing and replacing the
Trustee (or Trust Protector).

e Toplanfor changestotaxlaw or eligibility for government benefits (or if abeneficiary movesto a different state with
different eligibility requirements), it may beprudent to givea third-party Trust Protectorthe right toamend thetrust to
ensure the grantor'sintent is satisfied.

Upon the death of the beneficiary withspecialneeds, remaining assets of a third-party SNT are not subject toany
reimbursementclaims by the governmentsince these assets were neverpart of the beneficiary'sestate. Ifthereisa first-party
SNT and a third-party SNT, the third-party SNT should allow for distributions only where the first-party SNT isunable to make
distributions, since spendingdown the first-party SNT may prove more efficient as a result of its Medicaid payback
requirement.

Tax Considerations — Revocable Third-Party SNT

Arevocable third-party SNT willbe treated as agrantortrustto grantor and all items of trust income, credits, and deductions
flow through to grantor.

Transfers toa revocable third-party SNTwill not be acompleted gift for gift tax purposes since thegrantor canrevoke the trust
andretain possession of trust assets. Revocable third-party SNT assets willbe included in thegrantor'staxableestate.

Tax Considerations — Irrevocable Third-Party SNT

Anirrevocable third-party SNT can bedrafted as a non-grantoror grantortrust. If drafted as anon-grantor trust, the trust can
be taxed as a complextrust or a qualified disability trust.

Complextrustrules typically apply where trust income is not mandatorily distributed to the beneficiary. Since mandatory
distributions of income would likelyimpact abeneficiary’'saccess to governmentbenefits, a properly drafted SNT will usually be
a complextrust. With a complextrust, generally,income retainedinthe trustis taxed tothetrust at trust ratesandincome
distributed to a beneficiary (or for his/her benefit) is taxed to the beneficiary at his/her personal rates.

A qualified disability trustenablesthe trust to receivean exemption equal to the personal exemption when computingincome
taxliability. To qualify, the trust must be for the sole benefit of a disabled beneficiary (pursuant to Social Security’'s definition of
disability) and the trust must be fundedprior to the disabled beneficiary’'s age of 65. Though the Tax Cuts and Jobs Act of 2017
effectively eliminated personalexemptions, it does retain personalexemptions for qualified disability trustsand sets the
exemption at $4,150, adjusted for inflation ($4,450in 2022).

Ifanirrevocablethird-party trust is drafted as agrantortrust, allitems of trust income, credits, and deductions flow throughto
the grantor.

Since gifts toanirrevocable third-party SNTare generally completed gifts, such gifts are taxable. The basic exclusionamount
($12.06 millionin 2022) can be usedto make tax-freegifts to the trust during thedonor's lifetime. Alternatively, where
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beneficiaries otherthan the individual with special needsare named, givingthe beneficiaries (otherthan the beneficiary with
special needs) a “Crummey” withdrawal right can allow for tax-free gifts to the trust if they qualify for theannual gift tax
exclusion amount ($16,000 perbeneficiaryin 2022). The individualwith special needs should not be named as a Crummey
withdrawal beneficiary since he/she shouldhave no power to controlor direct trust assets.

If properly drafted and funded, assets of anirrevocable third-party SNT should not be included inthe grantor’s estatefor
estate tax purposes.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or marketing of the
transactions or matters addressed. It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. New York Life Insurance Company, its agents and employees may not provide legal, tax or accounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2016 New York Life Insurance Company. All rights reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 1783288 Exp. 6/30/2024
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