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I. Introduction.

The author's principal experience with special needs trusts (SNTs) evolves from his employment as a trust and estate lawyer by guardian and attorney ad litems and plaintiffs' counsel in connection with the settlement of personal injury litigation.  In addition, the author is called upon to advise trust officers as to issues involving the administration of SNTs.  Consequently, this outline will address problems and practical solutions that frequently arise in those scenarios.  

II. Step one:  careful analysis of issues and appropriate advice as to conclusions.  

A. Hypothetical Factual Pattern.  

Assume that you, as an elder law and trust attorney, are contacted by the court appointed guardian ad litem for a seriously brain damaged infant in connection with the settlement of a medical malpractice case.  The ad litem has discovered that the child is eligible for certain governmental benefits.  Although the ad litem is a very experienced litigation attorney, he or she has no expertise in the fields of trust law or public benefits and has no clue as to whether the disabled child's benefits are need based (e.g., SSDI, Medicaid, etc.) or entitlement (e.g., SSD, medicare, etc.).  The plaintiff's counsel filed the medical malpractice action two years ago and is pressuring everyone involved to schedule a prove-up hearing within ten days so he can collect his fees.  What do you do?  

B. Gather the Salient Facts.  

Before the prudent attorney can render proper advice, it is essential that he or she obtain all of the relevant facts.  This process involves among other things the following:  

1. Obtain and review a copy of the latest petition filed by the plaintiff's counsel.  This document will identify the parties, the court where the case is pending and a description of the incident which gave rise to the plaintiff's personal injury claim. 

2. Determine the age of the injury victim and the nature of his or her injuries, treatment and prognosis.  The best sources for this information are birth certificates, life care plans, medical records, and reports prepared by attending physicians, psychiatrists, case managers and/or care givers.  

3. Ascertain the public benefits for which the disabled person is eligible and the extent to which such benefits will be needed in the future.  In many instances, family members and legal counsel involved cannot identify with precision the particular governmental programs from which the disabled person's benefits are derived.  In this case, it is important to obtain copies of any available written information such as benefit determinations, correspondence, check stubs, etc. and/or to discuss the particular program and the nature of the benefits with the case worker, if any, assigned to manage the plaintiffs' case.  

4. Assuming that the preliminary analysis indicates a need to preserve eligibility for needs based benefits, gather information as to the disabled plaintiff's assets and income:  

a. Determine the gross amount of the proposed settlement proceeds and the net amount to be allocated to the injury victim; and

b. Obtain information as to any other assets in which the disabled person has a legal or equitable interest and the nature and amount of any regular payments received by such person.  

C. Analysis of Alternatives For Future Management of the Client's Assets.  

Following a thorough analysis of the facts, the prudent attorney should consider the appropriate management alternatives for the particular situation involved.  The principal alternatives include the following:  

1. Outright Cash Lump Sum.  This alternative is only appropriate for healthy competent adults who have historically exhibited sound financial management skills.  There are countless examples in the annals of history of individuals who have successfully squandered sizeable lump sum amounts in an incredibly short period of time.  

2. Registry of the Court.  This is generally only appropriate for very small sums awarded to a healthy competent minor.  Investment returns are abysmal and a court order is required to access funds prior to age 18.  

3. Guardianship of the Estate.  This alternative should be avoided at all costs since it is the most cumbersome and most expensive form of property management.  The drawbacks include, but are not limited to, ad litem expense, surety expenses to satisfy bonding requirements, restricted investments, annual accounting expense and continuing attorney fee expense for hearings to obtain court approval of certain transactions, investments, accountings and fees.  

4. Structured Settlement Annuities Per Section 130 of the Internal Revenue Code of 1986, as Amended (the "Code").  

For years, plaintiff's attorneys as a knee jerk reaction recommended structured settlement annuities for recoveries on behalf of a minor or incapacitated adult.  Except for very small settlement amounts, it is rarely in the best interests of the minor or incapacitated adult to invest 100% of the settlement amount in a structured settlement annuity ("SSA").  The positive and negative factors to be considered are as follows:  

a. SSA Advantages.  

(i) SSA periodic payments (including the deferred interest element) are tax free under Sections 104(a)(2) and 130 of the Code.  

(ii) A stream of lifetime periodic payments prevents the recipient from dissipating the settlement recovery (as contrasted with the risk of a lump sum cash payment described above).  Exception:  sale at a discount on the black market; or, alternatively, commutation of the annuity with judicial approval as discussed in Section III.D.2. below.  

(iii) Assuming the issuer of the SSA contract is a highly rated insurance company, the default risk of nonpayment is relatively low.  

b. SSA Disadvantages.  

(i) Unless the annuity payee is so badly disabled as to have a very high rated age, the investment return is relatively low.  Moreover, the interest rate for the SSA contract is locked in at or just prior to purchase.  During periods of low interest rates, the payee is locked in for life to historically low returns that are fixed (except for COLA adjustments) throughout the term of the SSA contract; 

(ii) Section 130 of the Code requires that SSA periodic payments must be "fixed and determinable".  Thus, the amount and the payment date of each future periodic payment is set forth in the contract at the time of purchase.  The problem is a lack of flexibility.  It is impossible to foresee in advance every cash need of the payee throughout his or her lifetime.  Moreover, the SSA contract cannot be pledged for a loan, cashed in or legally assigned for consideration in the event of a cash emergency.  The trust is superior to the SSA in this regard since a cash distribution can be made by the trustee on short notice when the situation warrants such distribution.  

(iii) SSA payments directly to a person who is otherwise eligible for need based public benefits will disqualify eligibility.  Generally, this problem can be fixed by naming a special needs trust or the ARC of Texas Master Pooled Trust as the payee provided that certain requirements discussed in III.D.1.b. below are satisfied.  

(iv) SSA contracts can be viewed as a fixed income investment.  From the standpoint of prudent investor standards, it rarely is appropriate (except for very elderly investors) to put all of your eggs in a fixed income basket.  Thus, as a general rule, a combination of a SSA contract and equity investments (via a trust) result in the most sound investment program for the personal injury victim.  

5. Court Created Trusts.  

In the case of minors and incapacitated adults, Texas law provides for a court of competent jurisdiction to establish a trust to manage the plaintiff's settlement or judgment proceeds.  Court created trusts are roughly divided into (i) Section 142 trusts (usually created by a state or federal district court or a county court at law where the personal injury case is pending) pursuant to the provisions of Section 142.005 of the Texas Property Code; or (ii) Section 867 management trusts (usually created by a statutory probate court in the more populous counties or a county court in the more rural counties in cases where a guardian of the estate was previously appointed) pursuant to the provisions of Sections 867-873 of the Texas Probate Code.  Certain factors to be considered in selecting an appropriate court created trust are set forth below:  

a. Section 867 Management Trusts.  

If a guardian of the estate (as opposed to a guardian of the person only) has already been appointed, then a Section 142 trust is not available.  See §142.005(a), Texas Property Code.  In the context of the settlement of a personal injury case, the following factors should be considered:  

(i) The guardian of the estate of an incapacitated person is court supervised and has no authority to settle the ward's claim without prior court approval.  Consequently, plaintiff's counsel must obtain the guardianship court's approval (as well as a second court approval from the court where the personal injury litigation is pending) of the terms of the settlement on behalf of the incapacitated person.  This frequently means that two prove-up hearings are required.  In addition, this can also mean that the guardianship court will appoint a different ad litem than the ad litem appointed by the court with jurisdiction over the personal injury case.  The result is more delay, more expense and more complications in achieving court authorization of the settlement.  

(ii) In many instances, the plaintiff's attorney originally created the guardianship in order to obtain court approval of his or her contingent fee contract on the theory that there may otherwise be a challenge to a contingent fee contract on behalf of an incapacitated person.  If the guardianship is pending in a rural county with a county judge and the only significant assets of the ward is the personal injury claim, the author has often successfully terminated the guardianship and established a Section 142 trust in the court having jurisdiction over the personal injury litigation.  If instead, the guardianship of the person is pending in a statutory probate court, then it is unlikely that the probate judge will terminate the guardianship and you are stuck with the complications of two prove-up hearings.  

(iii) If it is not practical to terminate the existing guardianship of the estate, application needs to be made to establish a Section 867 management trust.  

(iv) Factors to be considered in connection with the drafting of the Section 867 management trust are as follows:  

(a) Texas law authorizes the inclusion of special needs provisions in a Section 867 management trust.  If the ward is currently eligible or in the future may become eligible for need based public benefits, then appropriate special needs language must be included; 

(b) A strict construction of the guardianship provisions leads one to the conclusion that the Section 867 trust provisions must provide for court approved trustee's fees in advance of payment and formal annual accountings with the same requirements as a guardianship accounting.  In reality, probate and county courts throughout the State of Texas have almost as many interpretations of these provisions as the number of counties in the State of Texas.  For example, some guardianship judges are willing to approve the corporate trustee's standard fee schedule prospectively.  Other guardianship courts adhere to the formula of 5% of receipts and disbursements as trustee compensation except in unusual circumstances.  Some guardianship judges will accept the corporate trustee's regular computer printouts to satisfy the annual accounting requirements while others require full formal accountings subject to audit by the court's auditor.  The practical approach is to ascertain the court's preference on these issues in advance of the prove up hearing and make certain that the selected corporate trustee is willing to serve under the court's requirements.  

(v) In selecting the appropriate form for drafting a Section 867 management trust, it is important to contact the court to determine whether the presiding judge has specific language requirements for the governing trust instrument.  This is especially true if the guardianship jurisdiction is a statutory probate court.  Certain probate judges have promulgated trust forms to which drafting counsel must adhere.  Unless you have Section 867 trust experience with the particular court involved, then it is prudent to submit the draft documents to the court for comment prior to the scheduled prove-up hearing.  

(vi) Unlike Section 142 trusts, the provisions governing the establishment of Section 867 management trusts permit the court to appoint an individual person (as opposed to a bank or trust company) to serve as trustee (a) if the value of the trust's corpus is $50,000 or less and the court finds the appointment to be in the ward's best interests; or alternatively, (b) if the value of the trust corpus exceeds $50,000, the court finds that no financial institution is willing to serve as trustee and the court finds that the appointment is in the ward's best interests.  The author has a very strong bias to trust administration by a reputable financial institution as opposed to an individual.  It is very rare to find an individual (usually a family member of the disabled beneficiary) who is a sophisticated investment specialist, is fully aware of all of the requirements for administration of a SNT, and has deep pockets sufficient to pay a judgment for breach of fiduciary liability.  The author is aware of several financial institutions willing to serve as trustee of a trust with a corpus in the $50,000 to $100,000 range.  If the trust corpus is less than $50,000, then the attorney should consider trust administration in a subaccount of the ARC of Texas Master Pooled Trust.  

b. Section 142 Trusts.  

Generally, court created Section 142 trusts do not suffer from the same complications inherent in the establishment of a Section 867 management trust.  In part, this is because judges presiding in our state district courts and county courts at law often have over-crowded dockets and are less technically oriented than statutory probate judges.  Factors to be considered in implementing a Section 142 trust are as follows:  

(i) In the case of a normal healthy minor, a standard Section 142 trust is indicated.  This requires a corporate trustee having trust powers in the State of Texas.  In addition, the trust must terminate on or before the date that the beneficiary attains age 25.  

(ii) From a drafting standpoint, it is important that the governing trust instrument contain all of the mandatory provisions contained in subparagraph (b) of Section 142.005 of the Texas Property Code.  

(iii) A Section 142 trust may contain provisions necessary to establish a special needs trust as specified in 42 U.S.C. Section 1396p(d)(4)(A) if the court finds that it would be in the best interests of the minor or incapacitated adult to do so.  See §142.005(g), Texas Property Code.  Thus, if the proposed beneficiary is eligible for or may become eligible for need based public benefits, such special needs provisions must be included.  

6. Private Irrevocable Trusts Created By a Settlor Other Than a Court.  

Consideration of alternative management vehicles should include "private trusts".  For purposes of this outline, a private trust refers to a trust created by an individual settlor as opposed to a court created trust.  The governing trust instrument is therefore a private document as contrasted with court created trusts included in the public records of a personal injury litigation case.  The situations where private trusts may be appropriate include the following:  

a. Private Special Needs Trusts.  

A SNT may be created by a court, a legal guardian, or a parent or a grandparent.  42 U.S.C. § 1396p(d)(4)(A).  As a general rule, the author strongly favors SNTs created by a court and administered by a corporate trustee.  However, there are instances where a private SNT may be appropriate.  One example is where the personal injury claim is settled pre-suit (prior to the filing of a cause of action).  In this instance, the choice is to file a "friendly" lawsuit to obtain court approval of the settlement as well as creation of a court created SNT, or alternatively, to draft a private SNT.  The private SNT should contain all of the principal provisions of a court created SNT with the main difference being that the settlor is the parent or grandparent of the beneficiary receiving the personal injury award.  

b. Private Irrevocable Trusts Without SNT Provisions.  

In the case of normal healthy recipients of personal injury settlement proceeds, there are instances where an irrevocable trust should nevertheless be considered.  

(i) Assume for example that an unsophisticated competent adult individual is entitled to a sizeable personal injury settlement.  It may be prudent for such individual to voluntarily create an irrevocable self-settled trust with a corporate trustee.  In many instances, the personal injury recovery may be the largest sum that the individual will ever receiving during his or her lifetime.  In order to receive professional investment management services and to protect the assets from dissipation by the settlor and/or to prevent family members, friends and con artists from taking advantage of the settlor's good fortune, an irrevocable trust should be considered.  Even though the self-settled trust does not receive the benefit of asset protection from creditors, it does have the advantage of protecting the settlor from himself or herself and others with greedy intentions. 

(ii) Another use of the private irrevocable trust arises in the context of the healthy minor receiving an unusually large personal injury award.  Since standard 142 trusts must terminate at age 25, there are instances where plaintiff's counsel, the ad litem and the parents agree that it would not be in the minor's best interests to receive a sizeable distribution of trust assets at age 25.  In this case, consider drafting an irrevocable private trust with a parent or guardian as settlor.  The trust would contain staggered termination provisions such as distribution to the beneficiary of one third of the trust corpus at age 30, one third at age 35 and the balance at age 40.  The settlor would nominally fund the trust with say $100 prior to the prove-up hearing to satisfy the trust corpus requirement.  At the prove-up hearing, the court would be asked to approve the terms of the pre-existing trust and order that the net settlement proceeds allocated to the minor be paid into the pre-existing trust.  

7. The ARC of Texas Master Pooled Trust.  

Any discussion of viable alternatives for management of personal injury recoveries would not be complete without addressing the ARC of Texas Master Pooled Trust.  Assuming a disabled person is involved, then this alternative has the following advantages:  

a. The beneficiary's assets will not be counted as resources for SSI and Medicaid purposes so that eligibility for public benefits is preserved.  

b. The trustee's fees are low relative to SNTs administered by financial institutions. 

c. The assets are administered by a reputable financial institution (currently Bank One, N.A. which was recently acquired by JPMorgan Chase).  

d. There is no minimum funding requirement.  

e. The documents necessary to establish a subaccount for the beneficiary are relatively easy to complete.  

Comment:  Although some practitioners would disagree, the author normally only recommends this vehicle for small lump sum cash settlements or where the bulk of the settlement will be invested in a structured settlement annuity and there is a need to preserve means tested public benefits.  In cases of large cash settlements, the author prefers a court created SNT to obtain the advantages of (i) an individually tailored investment portfolio; (ii) a trust department located in the same geographical area as the beneficiary's residence; (iii) more personal service for the beneficiary; and (iv) more flexible administration as to distribution requests and other matters than is possible in connection with the administration of a huge volume of relatively small trust subaccounts.  

III. Step Two:  How to avoid creation of a broken snt. 

A. General Comments.  

The best way to fix a broken SNT is to avoid creation of a broken SNT in the first place.  This may seem to be an obvious point.  However, it is truly amazing how often we see a SNT trust administration problem which could have been avoided with some advance planning.  Of course, there are instances where the advisor was not involved in the creation of the SNT or was not brought into the case sufficiently in advance to solve future administration issues.  This section of the outline will address frequent SNT problem areas and practical solutions therefor.

B. Lack of Advance Communication.  

Many of the trust administration problems involving a dispute between family members and the SNT trustee could have been avoided with more dialogue between the family, legal counsel and the trustee prior to establishment of the SNT.  The dynamics that give rise to this problem of lack of communication are evident.  Plaintiff's counsel is often anxious to conclude the case that he or she has been prosecuting for two or more years.  The injury victim and his family are normally unsophisticated and have no knowledge or experience regarding trusts.  The trust officer is often brought into the picture late in the game after plaintiff's counsel and/or the ad litem have attempted to answer the family's questions regarding trust administration.  The problem becomes especially acute in situations where the plaintiff's legal counsel has promised future trust distributions which are untenable from the standpoint of the prudent trustee.  Following the prove-up hearing and the SNT creation and funding, the plaintiff's counsel and ad litem are no longer involved.  The trust officer is left to face irate family members who do not understand why the SNT cannot make the promised distributions.  All of this could have been avoided by conducting a meeting prior to establishment of the SNT between the trustee and the involved family members to fully discuss the SNT administration process.  SNT trustees should insist that they meet with the family and counsel involved prior to accepting the trustee appointment.  

C. SSI/Medicaid Recipients Age 65 and Older.  
SNTs established pursuant to 42 U.S.C.A. §1396p(d)(4)(A) have a maximum age limit of age 65.  Consequently, if the Medicaid eligible person is age 65 or over at the time the personal injury case is settled, then a (d)(4)(A) trust is not a viable option.  However, if the (d)(4)(A) trust was established at a time when the beneficiary was under 65 years of age, such trust continues to be a valid SNT following the beneficiary's 65th birthday.  Pooled SNTs such as the ARC of Texas Master Pooled Trust do not have a maximum age requirement.  However, transfers by settlors 65 years of age or older that occur after September 1, 2000 are subject to the transfer penalty to the same extent as other Medicaid motivated transfers.  See 25 Texas Register, July 21, 2000.  

The author frequently sees significant personal injury recoveries on behalf of over age 65 individuals as a result of nursing home abuse or other causes of action.  In many of these cases, it is very important to maintain eligibility for need based public benefits.  Since neither a (d)(4)(A) trust nor a pooled trust is available, what advice do you give to the family members, ad litem and/or the plaintiff's counsel?  The following is a discussion of certain of the relevant considerations and practical solutions:  

1. Relatively Small Recoveries.  

If the net amount allocated to the age 65 or over SSI/Medicaid eligible plaintiff is relatively small (e.g., under $100,000), then a "spend down" and/or conversion of cash to exempt resources technique should be considered.  This technique works in the following manner:  

a. The resource means testing for SSI/Medicaid eligibility occurs at 12:01 a.m. on the first day of each calendar month. 

b. The personal injury settlement proceeds should be acquired as early as possible after the first day of any month.  

c. Prior to the first day of the month next following the month the settlement proceeds are received, the net cash sum allocated to the SSI/Medicaid eligible plaintiff should be spent down below $2000.  The receipt of the personal injury award may be countable income in the month of receipt giving rise to a one-month loss of eligibility.  Nevertheless, the "spend down" should occur during the month of receipt so that the SSI/Medicaid recipient will not own any non-exempt resources in excess of $2,000 on the first day of the following month.  

d. The items for which the settlement funds could be spent or invested include the following:  

(i) Consider payment of any bona fide indebtedness of the plaintiff (e.g., credit card debt, house mortgage, etc.).  However, be very cautious as to alleged debts owed to family members since this may be viewed as a gratuitous transfer subject to a transfer penalty.  Family indebtedness should be documented with a promissory note at market interest rates as close as possible to an arms-length transaction between unrelated third parties.  

(ii) Consider converting the cash proceeds to a purchase of exempt resources, as follows:  

(a) Purchase a burial space and a prepaid burial contract.  40 T.A.C. §15.441 and §15.435.  

(b) Purchase of one automobile of any value.  40 T.A.C. §15.442(a).  

(c) Purchase personal and household effects for the Medicaid patient (hospital bed, wheel chair, room furnishings, etc.).  40 T.A.C. §1.442(b).  

(d) Pay the mortgage or other expenses of a home that the SSI/Medicaid recipient either occupies or to which such person intends to return.  40 T.A.C. §15.442(a)(2).  

(iii) Consider prepayments for services to be performed in the future (e.g., nursing care, beauty shop, transportation, etc.).  

2. More Sizeable Recoveries.  

If the net amount of the recovery available to be allocated to the age 65 or over SSI/Medicaid eligible plaintiff is sizeable (e.g., $100,000 or greater), it may be impractical to "spend down" the entire award.  In these cases, consider the following techniques:  

a. Allocation to Other Family Members.  

If the spouse, children or other family members of the disabled person have a legally viable claim in the personal injury case, then consider allocating a smaller amount of the recovery to the injury victim and as much as possible to other family members.  In the case of allocations to the spouse, it will be important to carefully analyze the maximum amount the competent spouse living at home can own and still maintain SSI/Medicaid eligibility for the disabled spouse in the nursing home.  

b. Change from Public Benefits to Private Pay.  
If the recovery is large enough, consider retaining the cash and voluntary disqualification from eligibility for need based public benefits.  An upgrade to a better private pay nursing facility may enhance the disabled person's quality of life.  Alternatively, if the patient is well cared for and is comfortable in the existing facility, then merely notify the appropriate governmental agencies and the nursing home that the patient is no longer eligible for governmental benefits and will become a private pay patient.  If the funds are thereafter exhausted during the patient's lifetime, a new application may be made for need based public benefits.  

D. Structured Settlement Annuities.  

Many of the problems which arise in connection with the administration of SNTs relate to the SSA component.  A summary of the author's experience with the inter-relationship between SNTs and SSAs is described below:  

1. Pre-Funding Issues.  

In every personal injury settlement, there is a finite net dollar amount that is available to the minor or incapacitated adult plaintiff.  To the extent that such dollars are invested in SSA contracts, a proportionately lower amount will be available to initially fund the SNT.  Licensed SSA brokers are often brought into the case by the defense and/or the plaintiff's counsel at or before mediation.  Trust officers are often not brought into the case until sometime after an oral settlement is reached.  There is a natural competitive tension between the SSA broker and the corporate trustee since the fees for each are dependent upon the amount of funds invested in the SSA contract versus the upfront funding of the SNT.  Since the legal counsel and ad litem representing the disabled plaintiff and the trust attorney drafting the SNT are neutral in this issue, it is incumbent upon them to arrive at a proper balance between the SNT funding and the SSA contract purchase price which results in the best interests of the disabled client.  Some considerations in this quest for balance are set forth below:  

a. The prospective cash needs of the disabled SNT beneficiary are paramount.  As pointed out earlier, to the extent that funds are invested in the SSA contract, such funds are only available as each future periodic payment becomes due.  If the SNT has inadequate liquidity to meet the needs of the beneficiary, the trust officer's hands will be tied making it impossible to make needed trust distributions.  

b. Recent rules promulgated by the Texas Department of Human Services place important restrictions on annuities benefiting Medicaid recipients (either directly or indirectly through payment of the periodic payments to an SNT).  Generally, these rules require payment of both principal and interest in equal monthly installments in sufficient amounts that the principal will be paid out during the life expectancy of the Medicaid recipient.  These rules also provide that if the Medicaid recipient is named as the annuitant, the State of Texas must be named as the residual beneficiary of the funds remaining in the annuity at the client's death to the extent of Medicaid funds expended on the client.  One purpose of these rules is to eliminate the use of "balloon annuities".  The SNT draftsperson should make these new rules known to the counsel and parties involved in the case so that inadvertent disqualification will not occur.  

Subsequent to the promulgation of the new annuity rules, it appears that HHSC is taking a favorable interpretation of the rules on a case-by-case basis in situations where a minor child is involved.  Michael Garbarino, Assistant General Counsel, has taken the position on behalf of HHSC that the new annuity rules do not require immediate payment upon execution of the annuity contract in situations involving a structured settlement for a minor child.  Mr. Garbarino has indicated that he is willing to continue to review and provide opinions on situations involving minor plaintiffs until such time as a policy clarification is released to the public  The bottom line is that it appears that periodic payments arising from structured settlement annuity contracts for the benefit of minors can be deferred until the minor attains majority (age 18 in Texas).  Assuming that the minor is disabled, the periodic payments commencing at the age of majority must be paid in equal monthly installments and the payee must be a special needs trust or a pooled asset trust.  Under this approach, the only penalty would be the loss of one month of the child's eligibility for benefits (i.e., the month of receipt of the lump sum amount utilized to purchase the annuity).  Thereafter, the annuity contract would not be treated as a countable resource of the child.

c. The typical SSA contract will provide for a "guarantee period" so that if the payee dies during the guarantee period, the periodic payments will nevertheless be made for the balance of the remaining guarantee period.  In the past, the prudent practice has been to name the estate of the deceased payee as the alternate payee under the contract.  This avoids the problems which arise for example where the divorced mother insists that she alone should be the alternate payee while excluding the natural father.  Consequently, by naming the decedent's estate, the payee will either be determined under the provisions of the decedent's last will and testament, or alternatively, if there is no will, by a court determination of the intestate heirs in a heirship determination proceeding.  The new Texas annuity rules pose the dilemma of whether the alternate payee should be the State of Texas to the extent of the State's Medicaid lien interest.  

2. Post-Funding Issues.  

In the event of the death of the beneficiary during the existence of the SNT, the value of the remaining SNT trust assets as well as the value of the SSA contract are includable in the decedent's estate for federal estate tax purposes.  Under current law, there is a $2.0 million exemption available to the estate (assuming that the decedent did not utilize any portion thereof via lifetime taxable gifts).  The IRS has promulgated Treas. Reg. §20.2031‑8(a)(1) setting forth a replacement cost approach for arriving at the fair market value of the future stream of guaranteed periodic payments under the provisions of the SSA contract for federal estate tax purposes.  The problem is that the federal estate tax is due and payable 9 months following date of death.  If there is insufficient liquidity in the trust to pay federal estate tax when due, the SNT trust officer is faced with a problem.  One solution is to provide in the SSA contract for a commutation clause whereby all or some portion of the future annuity payments will be converted to cash upon the death of the annuitant during the guarantee period.  Another solution is to apply to the IRS for an installment payout of the federal estate tax liability pursuant to Section 6161 of the Code.  Section 6161 authorizes the IRS to extend the time for payment of the federal estate tax in intervals of 12 month periods (not to exceed 10 years) upon a showing by the executor of "reasonable cause."  The Treasury Regulations underlying Section 6161 set forth an example that an estate that is comprised in substantial part of annuities which provide for insufficient cash to pay the estate tax when due and which cannot be pledged for a loan constitutes a case for "reasonable cause" for an installment pay out of estate tax.  Treas. Reg. § 20.6161​1(a)(1), Example (2).

3. How to Commute Annuity with Court Approval.

A questionable practice arose in recent years whereby various companies offered to purchase the periodic payment stream from unsophisticated payees (who were desperate for a cash lump sum) at incredibly high discounts.  Although the payee could not legally assign the annuity contract or the future periodic payments, such companies would obtain a power of attorney from the payee and change the mailing address for the periodic payments to the business mailing address of the company.  In part to curb this unsavory practice, legislation in the form of new Internal Revenue Code provisions and a Texas statute were enacted.  See Section 5891, Internal Revenue Code of 1986, as amended and Texas Civil Practice and Remedies Code Section 141.004.  These provisions impose strict tax penalties and other sanctions upon the purchaser unless judicial approval and other requirements are satisfied.  In a recent estate tax deficiency case, the annuity issuers took the position with the author that these requirements must also be met in a partial commutation transaction to pay federal estate and state inheritance tax liabilities in the situation where the annuity contract did not contain a commutation rider upon death of the payee during the guarantee period.

E. House Issues.  

Unfortunately, it seems that it is the less fortunate members of our society who are injured and need SNTs.  In part, this is because those of lesser financial means work in the more hazardous occupations, drive the broken-down cars and receive substandard medical care.  In many instances, the injured party and his or her family members reside in a blighted neighborhood and desire to upgrade their living quarters.  Assuming that the settlement proceeds are sufficient to afford a residence, it is often in the plaintiff's best interests to move to a better environment.  However, the multitude of issues that arise in connection with a trust-owned residence frequently give trust officers a migraine.  Some thoughts on this thorny problem follow:

1. Pitfalls Arising from Trust Ownership of a Residence.  

The problems which arise from house ownership by the SNT include, but are not limited to, the following:

a. A house is not an income producing asset.  Indeed, the house drains away the liquid trust assets due to the expense of homeowner's insurance, ad valorem taxes, utilities, repairs and maintenance.  In view of this, most corporate trustees will not permit more than 10% to 20% of the value of the trust corpus to be invested in a residence.

b. If the residence is an asset of the SNT, then upon the death of the SNT beneficiary, the residence is subject to the payback provisions (just as any other remaining asset of the SNT).  In cases where the liquid assets of the trust are insufficient to pay the medicaid lien, the State of Texas will have a claim to the house.

c. Corporate trustees also legitimately view the house as a potential source of liability.  For example, a neglected house and/or swimming pool may give rise to personal injury claims from third parties.  Corporate trustees also worry about potential criminal activity in the house (e.g., a "drug dealer house," etc.).  Consequently, there is some duty on the part of the trustee to inspect the house on a regular basis.

2. Solutions to the House Problem.

a. The optimum solution is to own the house outside of the trust.  For example, if the parents of a disabled SSI/Medicaid eligible minor have a claim in the personal injury case, consider allocating sufficient settlement proceeds to the parents as their separate property for them to purchase the residence in their own name.  Since a residence is an exempt resource, ownership by the parents will not disqualify the minor child from eligibility for need-based public benefits.

b. The author has worked with certain corporate trustees who do not want the residence owned in the SNT under any circumstances.  In these situations, the author has drafted a separate house trust with the parent as trustee of the house trust subject to certain restrictions set forth in the separate trust document governing the house trust.  For example, the restrictions include provisions that (i) if the beneficiary moves out of the residence or dies, the house is sold and the proceeds are restored to the SNT; and (ii) the trustee acknowledges that he or she has the duty to properly care for and maintain the residence and pay any house expenses not paid by the SNT.  The restrictions contained in the house trust are recorded in the deed records to alert title companies and the public of such restrictions in the event the parent attempts to sell or mortgage the house without the knowledge of the SNT corporate trustee.  This technique does not avoid the payback clause problem for medicaid purposes; however, it does lessen the liability risk for the corporate trustee by placing the burden of the care and maintenance of the residence upon the parent as trustee.

c. If the house is contemplated to be an asset of the trust, the corporate trustee normally desires an express trust provision authorizing the purchase of the house as a trust asset.  Such house trust provisions typically relieve the trustee from collecting rent from the immediate family members and may also restrict the purchase price to a specified dollar amount or specified percentage of the value of the SNT trust corpus.  The author often drafts an omnibus house clause which authorizes distributions to modify existing homes for the special needs of the SNT beneficiary owned outside of the trust; authorizes payment of certain house expenses to the extent such distributions will not jeopardize need-based governmental benefits as well as the other points covered in this subparagraph c.

F. Qualified Settlement Funds.

In situations where the defense has agreed to pay a gross settlement amount to settle a personal injury case, but there has been insufficient time to (1) negotiate an appropriate allocation of the funds among two or more plaintiffs; and/or (2) there are care providers and other claimants asserting subrogation claims against the gross settlement funds; and/or (3) there has not been any agreement as to the portion of the settlement which will purchase a structured settlement annuity versus the portion of the settlement which will fund the trust; and/or (4) other impediments to determining the precise amount each plaintiff will receive, then consideration should be given to implementation of a qualified settlement fund.  By placing the entire gross settlement amount in a qualified settlement fund there will be more time for the plaintiffs to meet with the prospective trustee and avoid the problems arising from broken SNT's.

A brief summary of this qualified settlement fund ("QSF") technique is as follows:

1. The governing law pertaining to QSFs is set forth in Section 468B of the Internal Revenue Code of 1986, as amended (the “Code”), and the underlying Treasury Regulations.  Consequently, this technique is often referred to as a “Section 468B qualified settlement fund.”  This technique is available in cases where the defendants have agreed to pay a specified lump‑sum cash amount in consideration of a full and complete release from any and all claims asserted by plaintiffs.  Even though there is agreement among all parties as to a specific gross cash settlement amount, there typically has not yet been agreement among plaintiffs’ counsel and the ad litem as to the specific allocation awarded to each particular plaintiff and/or as to the form of payment (e.g., cash, annuity, and/or a combination of cash and structured periodic payments).  Moreover, in some cases, there are still care providers’ claims which must be negotiated before the net settlement proceeds to be allocated among plaintiffs will be finally determined.  Finally, in some instances, the ad litems have not yet reviewed and approved the attorneys’ fees and reimbursable costs of plaintiffs’ counsel leading to further uncertainty as to the precise net settlement proceeds to be apportioned among plaintiffs.

2. Section 468B of the Code requires that the following requirements be satisfied in order to establish a QSF:

a. The Court must enter an order designating an account as a QSF.

b. The defendants receive a full release of all claims of plaintiffs in consideration of the payment by defendants of the agreed settlement amount into the QSF.

c. The administration of the QSF must be independent of the defendants.

d. No particular plaintiff or care provider has any right or claim to any specific portion of the QSF.

The Court would have continuing jurisdiction over the QSF and would direct the escrow agent as to all investments and all payments from the QSF.  Following negotiation of all claims by care providers and agreement among plaintiffs’ counsel and the ad litem as to apportionment and form of payment, the Court will enter an order terminating the QSF and directing allocation of the funds in the QSF.

3. The law pertaining to qualified settlement funds is clear as to the requirements.  Moreover, the Internal Revenue Service ruled in Revenue Procedure 93‑94, 1993‑2 C.B. 470 that structured settlement annuities under Sections 104(a)(2) and 130 of the Code may be purchased from a QSF.

4. There is no constructive receipt by plaintiffs at the time of the creation and funding of the QSF provided that the following is accurate:  (i) there is not now and there will not be at the time of the creation of the QSF any agreement between plaintiffs’ counsel and the ad litem that constitutes a final binding agreement either as to the allocation of the funds among plaintiffs and various care providers or as to the time and form of payment; (ii) the QSF funds have been held by defendants and will be held by the Trustee in such fashion that no particular plaintiff or care provider has any right to demand any portion of the settlement proceeds until such time in the future as the Court approves any allocation of the QSF funds and directs payment; and (iii) the QSF documents drafted by our firm are not modified without our knowledge and consent and are approved by the Court as drafted by our firm.
G. Selection of the SNT Trustee.

Even though the United States Code does not require that the SNT have a corporate trustee, the author feels strongly that a SNT should be administered by a corporate as opposed to an individual trustee.  Indeed, court created Section 142 and 867 management trusts require a bank or trust company having Texas trust powers (with the exception of certain Section 867 trusts described in II.C.5.a.(vi) above).  One prudent approach is to have the family and the ad litem interview several corporate trustee representatives to select a compatible trustee and gain knowledge as to the SNT administration policies of the various trustees.  Factors that may influence the ultimate decision would include the following:  (i) the experience of the trust institution in managing SNTs; (ii) comparative investment results for the preceding one year, three year and five year periods; and (iii) comparative trustee fee schedules.

H. SNT Drafting and Planning Issues.  

One of the principal issues in drafting the governing trust instrument for the SNT is selection of an appropriate distribution standard.  Some of the older documents prohibited trust distributions for food, shelter and clothing to correspond with certain SSI eligibility rules.  The more modern approach is to provide flexibility in the trust distribution language.  Certain current SNT draftspersons favor a purely discretionary trust.  Others favor distributions which are discretionary with the trustee but limited to distributions that will "supplement and not supplant" public benefits.  The author personally favors the "springing special needs" trust including (i) language expressly authorizing the trustee to make distributions that disqualify the beneficiary for benefits if the trustee determines that would be in the beneficiary's best interests; (ii) language that allows the trust to operate as a regular trust during periods of time that the beneficiary is not eligible for governmental benefits but becomes an SNT when eligibility occurs; and (iii) language that gives the trustee examples of potential allowable distributions when the trust is operating as an SNT and yet gives the trustee broad discretion to make the ultimate distribution decision.  A frequent example of the use of the "springing" special needs trust is as follows:  Minor child is severely disabled and receives a large recovery.  A parent living in the same household with minor child has significant income or resources.  The income and resources of parent are deemed to be owned by the child for SSI purposes; thereby disqualifying child until child attains age 18.  The SNT for child could operate as a regular trust until the child's 18th birthday and then automatically "springs" into a SNT when child attains adulthood.

I. Current Illustration of a Broken Payback Provision of a SNT.

The government recently reviewed the payback provision of a SNT which provided that upon termination of the trust, the trustee shall distribute the remaining assets of the trust to the State of Illinois or any other state that provided medicaid benefits to the trust beneficiary up to an amount equal to the total medical assistance paid on behalf of the beneficiary under the states' medicaid plan for services furnished "after the establishment of the trust."  The government ruled that the underscored language limiting the payback recovery to services furnished after the trust was established was a fatal flaw giving rise to the trusts assets being treated as a countable resource.  See SSA Policy Site:  POMS Section PS 01825.048 dated May 31, 2005.  The agency takes the position that the payback must be "up to an amount equal to the total amount of medical assistance paid on behalf of the individual under the State Medicaid Plan" — without limitation.  SNT drafters should review their (d)(4)(A) trust payback language to be certain that the limiting language is not present.

IV. STEP THREE:  HOW TO FIX BROKEN SNTs.   

A. Overview of Judicial Modification of Broken SNT's.
SNTs are irrevocable trusts and generally cannot be revised, modified or revoked without a court order.  Section 112.054 of the Texas Trust Code provides in part that the terms of an irrevocable trust may be modified by a court if "because of circumstances not known to or anticipated by the settlor, compliance with the terms of the trust would defeat or substantially impair the accomplishment of the purposes of the trust."  This provision may be helpful in amending third party settled SNTs and (d)(4)(A) SNTs established by a parent or grandparent.

The most frequent trust modifications relate to the revision of court created SNTs.  In this instance, application for modification should be made to the district court (or county court at law) that established the Section 142 trust or to the statutory probate court (or county court) that created the Section 867 management trust.  The governing provisions for both Section 142 trusts and Section 867 management trusts provide that the court that created the trust shall have continuing jurisdiction over the trust and shall have the power to modify or amend the trust provisions.  See Section 142.005(d), Texas Property Code and Section 869, Texas Probate Code.  

The range of potential trust modifications for court created SNTs include everything from a mere change in corporate trustees to a complete restatement of the trust provisions to rewrite all of the SNT provisions.  In the experience of the author, most modifications in the state, district and county courts can be accomplished without the appointment of an ad litem and without a court hearing.  Following the filing of the petition for modification, the author normally sends the presiding judge an agreed order signed by the trustee and the parties involved and a letter of explanation for the change.  The judge often signs the agreed order.  However, in a few instances the court has required an ad litem and a court hearing on the modification request.  In cases where it becomes necessary to amend a Section 867 trust previously established by a statutory probate court, it is likely that the appointment of an ad litem and a hearing will be required by the presiding probate judge.

B. Pleadings and Procedure Necessary to Achieve a Judicial Modification of a Broken SNT.

The steps involved in judicial modification of an irrevocable Court created trust under Texas law include the following:

1. Prepare and file in the same cause number and court in which the trust was originally established a Petition for Modification of Trust describing the trust provisions which need amendment, proposed new trust language and the reasons for the proposed revisions.  See Appendix Exhibit "A" for a sample petition.

2. Draft a waiver document to be executed by all adult beneficiaries of the trust involved.  Send a copy of the petition and the waiver document via certified mail to all adult beneficiaries.  Minor beneficiaries and those adult beneficiaries who decline to sign the waiver must be served with service of process.  See Appendix Exhibit "B" for a sample waiver.

3. File the executed waivers and evidence of service of process with the Court.

4. Draft a proposed Agreed Order Modifying Trust and obtain the signatures of the corporate trustee, adult beneficiaries, and the guardian or attorney ad litem, if any, approving the Agreed Order as to form and substance.  See Appendix Exhibit "C" for a sample Agreed Order Modifying Trust.

5. Transmit the proposed Agreed Order Modifying Trust to the presiding judge with a letter explaining the proposed modifications and requesting that the judge sign and enter the order without a court hearing.  See Appendix Exhibit "D" for a sample letter to the presiding judge.

6. If the presiding judge declines to sign the order without a hearing, schedule a hearing and present the testimony of the trustee and the beneficiaries as to the trust language modifications requested, the reasons for the requested revisions, and the authority supporting the proposed changes.

V. STEP FOUR:  HOW TO GET PAID.

The best advice here is to discuss fees and enter into an engagement letter at the time of employment.  The SNT draftsman has several sources to look to for payment:  (1) the ad litem hires the trust attorney and the court orders the defense to pay the trust drafting fees as a cost of the ad litem; (2) the  plaintiff's counsel treats the drafting fees as a case expense which reduces the plaintiff's recovery; (3) the court approves a trust document which provides that the trust attorney will be paid by the trustee from the trust assets following trust funding; or (4) the plaintiff's attorney pays the trust attorney from his or her attorney's fees.  If court approval is required, it is best to have the plaintiff's counsel and/or the ad litem to obtain a court order approving the trust lawyer's fees in advance of rendering services.  Without advance agreement as to the amount and source of payment, the subsequent prove up hearing often results in a battle between the plaintiff's attorney and defense counsel as to the source of payment of the trust drafting fees.  
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