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S0 Just
lmagine

Imagine that you have a
client with a 17 year old
daughter named Kathy.

Kathy has a disability and is

going to need assistance for
the rest of her life.

Planning for Kathy is very
different than planning for
a non-disabled child.




Our Quest

> How do you provide for Kathy
~ for 70 years when:
I8\ 4 N We don’t know what
AN/ benefits will be available
1 or the eligibility rules
= Q)/ We don’t know if the
available over the
\ \ beneficiary’s lifetime
= We don’t know the best
choice for who should
serve as trustee

agencies out there will be




34 Party Special
Needs Trusts
A Closer Look




Kathy has multiple disabilities and

Trust requires round the clock attendant care
paid partially by Medicaid and

Centered supplemented by her parents with

Planning occasional assistance from her

grandparents.




Trust Centered
Planning

Kathy’s parents’ desire is that she live as
independently as possible in the family
home. With the right assistance, it is
possible that Kathy could work which
has always been her dream.




Kathy’s parents establish a Revocable
Living Trust that has instructions in it
about how they will be provided for
during their lifetime.

Trust

Centered
Planning




Trust Centered
Planning

Kathy’s parents establish a Revocable
Living Trust that has instructions in it
about how they will be provided for
during their lifetime.

Kathy’s parents’ home is placed in
the living trust, and the living trust is
made the owner or beneficiary of all
of her parents’ assets.




Trust Centered Planning

The living trust directs
that upon their death,
Kathy’s share will pass
to her Special Needs
Trust.

Revocable Living

Special Needs Trust




Trust Centered Planning

Kathy’s grandparents want to assist her
upon their death. The grandparents
each have substantial retirement plans
and would consider leaving a portion
of their plans to Kathy —if it does not
interfere with her public benefits.

They would also like to make gifts now
to assist Kathy to achieve her dream of
a profession some day.

1°)



Trust Centered Planning

Kathy’s grandparents

begin making gifts to
her trust to assist with
day to day needs and to ==

Special Needs Trust

eventually be used for
vocational training



Trust Centered Planning

Under the advisement
of the family attorney,
CPA and financial

advisor, Kathy’s

grandparents designate Special Needs Trust
a portion of each of <=
their retirement plans

upon their deaths to her
Special Needs Trust



Income
and
iIncome




What is
Income?

Benefits income is not the same as
taxable income

This concept is often confused by
Social Security and Medicaid workers
— you must be prepared to educate
them about their own rules




Taxable Income

For purposes of trusts
and taxable income,
distribution of income is
either distribution
directly to, or for the
benefit of the
beneficiary.




Benefits Income

For purposes of
“needs based”
benefits, income is
cash, or for SSI
recipients anything
that can be used for

- food, or shelter, unless
It Is exempt.




Co
SS

mpliance

ues of 3rd

Party SNTs

4 )

Where a trust is created by a third party for the
benefit of someone other than the grantor the
trust will be a separate taxpayer.

- J
\

The Trust will:
1. have its own taxpayer identification number

2. require annual state and federal fiduciary
income tax returns.

- 9
4 )
To the extent that distributions have been made
to the beneficiary even in-kind, the trust will
carry out income to the beneficiary and a K-1

given to the beneficiary.

\_ J




Fundamentals

What is income for benefit
purposes?

What is income for tax
purposes?

Using the QDT exemption

What are deductible

expenses?




Income

Taxation of
Trusts

An irrevocable 3™ party special needs
trust is generally a non grantor trust

It is treated as a separate taxable entity
and discretionary distribution of
income passes through to the
beneficiary to the extent distributed.

Otherwise, the income is trapped
at the trust level.



Irrevocable
el

Grantor
Tax Rate

Trusts that accumulate income are subject
to compressed trust tax brackets.

For tax years beginning after 2020, the
highest income tax bracket applies to
amounts over $518,400, but for trusts it
begins at only $12,950 Qualified dividends
and long-term capital gains are taxed at
20%.

For estates and trusts, the Net Investment
Income Tax (NIIT) is 3.8% of the lesser of
the estate’s or trust’s undistributed net
investment income or the excess of the
estate’s or trust’s AGIl over the dollar
amount at which the highest income tax
bracket for estates and trusts begins for
such tax year.




Polling Question:

For tax purposes, what type of trust is a 3" party
special needs trust?

A. A grantor trust
B. A complex trust
C. None of the above.



If the Trustee of a Special Needs Trust pays the
telephone bill of the beneficiary directly from a
Special Needs Trust, the beneficiary has
received a benefit and therefore has received
taxable income to the extent it is made up of
DNI (Distributable Net Income)

In this example, the beneficiary did not receive
any income for benefits purposes because the
beneficiary did not receive cash, or shelter.




And if that wasn’t enough
—there is the Qualified
Disability Trust exemption




(4
Ron M. Landsman
AdD
Robert Fleming

ong &5 N, 35 pa e o
the Fandor A, 300440 3
M3 11 L3 beneLf o Lame
a'@bKa inafFauds whe
Aoy the beneoa fes o pedial
NEEILL AL ThiZ prsddan , now
BA2IB12)IC) of the Peema
Rranis Coos, 06NG5 3 "aud Mk
arAbrty Lage” [L0ET) g Fees
e DU 3 SLCTSN Sl | L
the pevamal @xsmpeian . \with the:
emampaen anauncatil, Wam
M0, thar Wil 3% 3 LAage with et
ncame v 310,000 amea 51,200,

The b o oeuf G5 ma
SpunFiE . The honsia by
CONL T SRS S PUDK B e
I MR KN TG LD T LS
WSS MAT 3 00 UG GOl L0nEe o
the banefL. & gy feam the pubic
baafts pevpeativg, hovnga
shauws thar the aud iflea afabiey
LA pewaian hod i appey W maesr
P AMa s s far thg benad™ of
3 LI AR i d | S0sang S5l e
0 ke, The ave vap fos the
LM A, AN L Iy M JDPI AT
OO UG 208 o The A uman s
chacthe cage be upoea b eogthe
beaftiany tum &5 .

The berafi, The dhadous baneiis
4 A5 afon &l | ot the pevamal
SERTRON NN, i POENTd IR
Saucing @xabe fnoame by 53,50
n 2003, 18C5e2b 2 S ™e
ASILTEA L Fos of 3 perrandl
Sxampgen . ¥nog e Lud weuK

have an @ampaen of 5000 © withour
hispeaviden, mNcwxe the
DTN e 53,400 3na thig fes
Lses in the Lp IR LIz bracket
Ehesgwith necincome of 510,700

o G| SI06E x Fal Ry b
50,090,

Rera gman gubese of QINeTi, che g
Yy brd seoonad y ban@. I chose
o G Whe & the banefioiany of
MGG LS ST LS e ARG NI
Wiy m Taz,* both the @empuicn
AN L2 gL ang the LeImant

& DS UL X J SRS Iy g
@ My SIuCe AT LD Q.

WHICH T RS TS ARE CLEL EUY
QO ETS? The: # e dion
o 3 QT i anagr da g ta
LIy UL ascaben in
wbaeaian |C2) Ry t) o o
7 o the 5acia) 5e0u duy s W2
USUC.5 0 6D, ' 300 21 o whias
bene0'a ¥gs ang "aes minga by
theCommizdons o 50031 Secuay
e e been b |within the
maaning o Sie b d) o the Se0a
Secuaty ACt, 2 0SS, 13T @ d
fasoamg paaen of sudh peae *
FoC Sal ) 2) 121 ) conuimues
Featheaena by pevaing
LSRN FITEULE TT Y S
M gdu Aamanrs s b | 1)
Ehe sgauivgmeneehar "o the
ber@¥oa des Mg be af@bea |
me &ty becdusathe capis of the
LAGE My 06T 00 3 P00 Wha 15
koniinrd on peer )

Qualified
Disability
Trusts

1 he dmiun on o [pEiEE SEpYe ‘o uwo oo S0 i e s
o 4310 e whe u uma weeh ocr ope e W dow e ol none po-coliad
“ywrple ‘L. AL SésT. e os pevdl mecds Liumy wdl qualily @
"avrple "uow, wcoouTe o puss o kel oonshee e e dolue
wan w1 e brmed wa S100.

I e oo gy o srvohvore wlil be whoe Lhe beefeoy o
o mm, ubEDL o " ueumen. ond Ueidoc Loed o cokive
1y, hovoylcs won, the oo oy my e s umon eore
e 3 e A ovram. o e e bele i vl i B -
o xdlarulied uwoi U puel

ovelobie! @ suehiiums .



http://www.specialneedsalliance.org/

314 Party
Qualified
Disability

Trust
Deduction

Trusts considered to be qualified
disability trusts are entitled to the
same personal exemption allowed to all
individual taxpayers when filing a tax
return.

If the special needs trust can meet the
requirements of a “qualified disability
trust”, it is allowed a $4,300 exemption
if the trust’s modified Adjusted Gross
Income is less than or equal to
$250,000.

So how does a trust become eligible for
qualified disability trust treatment?



314 Party
Qualified
Disability

Trust
Deduction

The trust must be irrevocable;

The trust must be established for the sole
benefit of the disabled beneficiary;

The disabled beneficiary must be under
the age of 65 at the time the trust is
established; and

The beneficiary must have a disability that
is included in the definition of disabled
pursuant to the Social Security Act.



314 Party
Qualified
Disability

Trust
Deduction

The trust must be a “third-party trust,”

The trust cannot be funded at any time
by the disabled beneficiary or with his
or her own money.

If the person funding the trust during
his or her lifetime is also serving as the
trustee, qualified disability trust status
may not be attainable.



Deductible Expenses



Medical
expenses in
excess of 7.5%
percent of AGI

Medical expenses are
deductible during the taxable
year for the medical care of
the taxpayer, the taxpayer’s
spouse and dependents, to
the extent that the expenses
exceed 7.5 percent of
adjusted gross income (AGI).

These expenses include
amounts paid for dental
treatment, drugs and
medicines, nursing and
attendant care, and certain
transportation and travel
required for medical care.




So let’s put this all
together




Example

The ABC 3™ Party Special Needs Trust
has 560,000 ordinary income from
Investments in year 1.

If the entire S60,000 were to be held
in the trust and not distributed to or

for the benefit of Alice, then the trust
would be taxed $19,032.50

$60,000 less $4,300 QDT exemption =
S55,700 subject to tax.




Example

Same facts but the trustee
receives the $40,000 distribution
and distributes the $40,000

funds for her needs that are not
deductible expenses. The net :
taxation of the trust would be

SO, Alice would receive $35,700
in taxable income and her tax
would be S5,576. In this
example, Alice has received SO in
benefits income because she did
not receive cash.



Example

ABC Special Needs
Trust receives
S40,000 in taxable

income. Alice could
very much benefit
from a wheelchair
van and the Trustee
uses his discretion to
purchase a
wheelchair van from
Vanco for $35,700.
Alice owns no other
vehicles.




Example

The Trustee gives the
van directly to Alice.
The trust has no
retained income. Alice

received the
wheelchair van and
therefore received
S35,700 taxable
income, which is tax
deductible to the
extent that the
expenses exceed 7.5
percent of her

adjusted gross income
(AGI).




Example

For benefits
purposes, Alice
s allowed to

own one
adapted vehicle,
and therefore
the distribution
has no effect on
her SSI or
Medicaid.




Polling Question:

If Alice receives an adaptable vehicle as a distribution from a
special needs trust, how much benefits income did the
beneficiary receive?

A. The Kelly Blue Book Value
B. SO
C. The purchase price of the van



Determining
Trust DNI

r

What is the income to the trust?

-
(

\_

Subtract the administrative
expenses for the trust

VAN

[

\_

Subtract the Qualified Disability
Trust Exemption

VAN

AN

)
Subtract the expected distributions

for this tax year?

-
[

\_

The result will be the remaining
income taxable at the trust level

VAN




Determining
Deductible
Expenses to the
Beneficiary

(Best determined
with an
assessment by a
care manager and
CPA)

Determine

Subtract

Result

Determine the total expenditures for medical expenses are
deductible during the taxable year for the medical care of
the taxpayer, the taxpayer’s spouse and dependents,

Subtract 7.5% of of AGI

Result will be the total deductible expenses



Conclusion

This information should be given to
the trustee, financial and tax
professionals.

Ideally this will give the financial
professional on the team the ability
to create a portfolio that generates
the correct amount of income, or
can identify when there is a
problem.

For beneficiaries with high medical
expenses, consider designating a
qualified retirement plan to the
special needs trust.



Polling Question:

If an irrevocable 3" party makes a distribution even
in-kind to the beneficiary — the beneficiary will be
taxed to the extent of the trust’s?

A. Retained Income
B. Distributable Net Income
C. Prorate share of Investment Earnings



Distribution Plans
and Distribution
Advisement



The Magic
Document
Syndrome

Being involved in the day-to-day
administration of the special needs
trust assists the law office to
identify issues that are common
with special needs trusts, to be
able to create a plan that is more
likely to succeed.

Many parents of children with
disabilities go through a lifelong
learning process about how to
provide for the unique needs of
their children.



The Magic
Document
Syndrome

Is become very commonplace for
parents to realize it is important to
create a special needs trust to provide
for their child’s quality of life, but all
too often the creation of the
document is seen as the objective
rather than a tool to meet a goal.

A special needs trust should really be
a document that creates a system not
only to provide the distributions that
the beneficiary needs, but also to
create a checks and balance system of
accountability to make sure that the
goal of maintaining the quality of life
IS maintained.



What is common with the administration of all
too many special needs trusts are that the funds
are often expended until the trust runs out of
money.

This of course is not acceptable, especially in
today’s environment where it is very unclear what
the future is of many of the programs that

DlStrlbUthn provide core services for persons with disabilities.

The uncertain world that persons with disabilities,
their families and service providers face make the
need for a plan that is revised with regularity
essential.

Plans

It takes a team composed of financial, social,
legal, tax, and fiduciary professionals to
administer all the aspects of administration of a
special needs trust to fulfill the needs of the
beneficiary.




Unfortunately, all too often there is a
lack of coordination among the players.
The danger is that the trustee without
a plan may not coordinate with the
financial advisor about what the

P . present and future needs are for the
DIStrIbUtIOn beneficiary.
Plans The financial advisor might create a

plan that does not coordinate with the
tax advisor about what tax credits or
deductible expenses might exist to
ensure that the portfolio is tax
advantaged.




Distribution

Plans

The tax advisor does not proactively
consider the likely deductible expenses
for the future or give guidance about
how expenditures might affect the
beneficiary’s taxes. And the social
service professional may be making
recommendations that may be
beneficial but are not actuarially sound.

This lack of coordination leads to
wasting of assets and may subject the
trustee to liability.



Distribution

Plans

Special needs trust administration
without a plan that is revised
periodically to reflect inevitable
changes in the beneficiaries needs and
resources as well as its actuarial
soundness is prone to being either
being expended too quickly or not used
prudently for items the beneficiary
could benefit from.

A well thought out distribution plan can
be a tool to coordinate the activities of
all the players, and help make some
very important social and fiscal
decisions.



Distribution

Plans

It also allows all parties to have some
idea of what is expected of them, and
to use the precious resources set aside
for a person with a disability to its
fullest.

There has been a marked increase
trustees being held liable for
misadministration of special needs
trusts.

Often this is because of either
overspending or underspending of
resources on the beneficiary.



Distribution
Plans

Matter of

J.P. Morgan
Chase Bank

In the case of Matter of J.P. Morgan Chase
Bank in 2012 a testamentary special needs
trust that should have been funded with
$4,000,000 after five years of administration
after the grantors death showed that while the
trustee and advisors regularly took their fees
which were substantial spent no funds on the
beneficiaries direct needs

The court ordered that a care manager be
hired, and based on the care managers
assessments the beneficiary was moved to a
more suitable facility, arranged for him to take
a vacation, to attend classes, and to obtain
equipment such as computers and iPads to
enhance his quality of life.



Distribution Plans
Sup. Ct., Kings

Cty., No. 28863/1996,June
25,2013

On the other end of the spectrum, a case involving
BNY started with over $400,000 in a special needs
trust and expended the funds in less than a decade
spending about $60,000 a year.

The court held that the trustee breached its fiduciary
duties by failing to focus on the beneficiary’s long-term
needs by authorizing each and every discretionary
disbursement requested by the infant plaintiff’s
mother without investigating whether many of these
expenditures could have been paid by Medicaid.

The court pointed out that BNY made no effort to
consult a professional on government benefits or
assistance programs as required by the trust.

For instance, a significant portion of the trust assets
were expended on caregivers that would likely have
been paid by Medicaid.



Phase 1

A Three-Step -
Process of
Developing a

Distribution
Plan

Phase 3

Periodic Re-
Evaluation and
Modification of
Distribution Plan

Phase 2

Incorporation of
Assessment in
the Distribution
Plan




Phase 1—

Assessment

In cases where the beneficiary has
significant needs, it’s usually preferable
to have a professional care manager
perform the assessment.

We routinely ask the care managers to
work with the beneficiary, family,
support system and medical providers
to provide a written report to help
shape the distribution plan and to
guide other persons involved with the
trust.



These reports include:

observations concerning the
beneficiary and the circle of support
in their environment;

Phase 1— recommendations of services that
might assist the beneficiary and the
Assessment family, and

recommendations for the safety of
the beneficiary and caregivers.




Phase 2 —-
Development
of the

Distribution
Plan

The plan should include both short and
long-term objectives for assisting the
beneficiary.

It should also include information
about the resources available to fulfill
that objective, including assets both
inside and outside the trust.

The distribution plan should include
projections of how trust investments
will perform and when the trust is likely
to be exhausted.



Phase 3 —

Periodic
Reassessment

The third phase consists of periodic
evaluations of the trust’s performance
and updating both the assessments
and distribution plan, as needed.

It’s common for caregiving family
members to eventually suffer a back
injury, especially as a child’s weight
increases.

A care manager can monitor the safety
needs of both the caregiver and
beneficiary and recommend
precautions.



Phase 3 —

Periodic
Reassessment

Providing for the care and quality of life
of a person with disabilities has many
variables, and the process doesn’t end
until the beneficiary dies or the special
needs trust is exhausted.

It’s almost impossible to anticipate
every contingency.

That’s why an interdisciplinary team of
family members, advocates and
professional advisors is needed.



Keeping
the
Distribution

Plan Up-to-
Date

The process of assessing the
beneficiary’s needs and then balancing
them against available resources in
order to establish a budget isn’t a one-
time process.

The value of investment portfolios will
fluctuate, and many states are reducing
assistance to persons with disabilities.



Keeping
the
Distribution

Plan Up-to-
Date

California, for instance, recently
eliminated dental care previously
provided by Medi-Cal; reduced or
eliminated home health attendant care
for many persons receiving benefits
from the

In Home Support Services program,
which is partially funded by Medicaid;
and long ago eliminated most

community programs for mental
health.

Changes to public services often
require a reevaluation of how the trust
is being managed.



Projecting
the
Longevity

of the
Special
Needs Trust

The budget portion of the distribution
plan should ideally utilize a projected
rate of return and rate of distributions
in order to determine how long the
trust will last.

In most cases, the objective of the
trust would be to ensure that these
funds last for the beneficiary’s lifetime.

We have found that having the
distribution plan reviewed by the trust
advisory committee and the trustee
greatly helps all parties make rational
recommendations, based on available
resources.



Using
Distribution
Plansin
Trusts with

Advisory
Committees
or Trust
Protectors

Many of the trusts that we draft incorporate
an advisory committee or a trust protector to
have a checks and balance system to ensure
that the needs of the beneficiary are fulfilled.

This also can allow for a system to make
changes in the document as laws and policies
change, and replacement of the trustee if
needed.

We have found that the utilization of a
distribution plan as the primary focus of the
trust advisory committee/trust protector
allows all parties to give their input, basically
preapproving all distributions and giving the
trustee, and later as we will discuss the
distribution advisor, a clear path to follow.



Sample Language
Annual Distribution Plan

The trustee shall produce a written distribution plan to be reviewed by the Trust Advisory Committee annually. The primary
purpose of the distribution plan is to provide specific recommendations of services likely to be provided to Kathy for the
upcoming year, the cost of those services, and a good faith estimation of how those expenditures will affect the longevity of
the trust.

The Trustee may/shall specifically employ a qualified Care Manager to assess Kathy’s medical, social and direct care needs
and incorporate those assessments in the distribution plan. The Care Manager shall be a qualified professional who is
familiar with services in Kathy’s community as well as the developmental needs of persons with disabilities similar to
Kathy’s.

The distribution plan shall provide guidance and advisement concerning Kathy’s needs, rights, and entitlement to public
benefits, and what discretionary distributions should be made for needs not covered by public benefits, as well as
recommendations concerning distributions otherwise covered by public benefits, including, but not limited to, payment for
supplemental medical and therapeutic care, education and habilitation services, attendant care services whenever the need
arises, residential services, and daily support services. Whenever possible the distribution plan shall make a good faith
estimate of the likely cost of each recommendation to be incorporated in an annual budget.

The distribution plan shall be made available to members of the Trust Advisory Committee for their review at least <15
days> prior to implementation. The distribution plan shall include a projection of longevity of the special needs trusts based
on the assumed depletion of the trust as well as a reasonable rate of return on the investments of the trust.

The Care Manager shall be entitled to fair and reasonable compensation for services rendered. The amount of
compensation shall be equal to the customary and prevailing charges for services of a similar nature during the same period of
time and in the same geographic locale. The Care Manager shall be reimbursed for the reasonable costs and expenses
incurred carrying out its fiduciary duties under this agreement.




