Birth of a Third Party Agency Trust

By Mark Brody and Sheila Shea

l. Introduction

A supplemental needs
trust! shelters the assets of a
person with a disability for
the dual purpose of securing
and maintaining eligibility
for programs of government
benefits and assistance, such
as Medicaid,? while enhanc-
ing the beneficiary’s quality
of life with supplemental care
paid by his or her trust assets.?
Typically, the supplemental
care paid for by the assets of
the trust is used to provide additional health care services
and equipment, specialized or unique therapy, private
health insurance, educational and vocational training,
computers and software, case management services, or
recreational activities for the benefit of a person with dis-
abilities.* The policy of the State of New York encourages
the creation of supplemental needs trusts for people with
disabilities.®
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Nonetheless, it may come as a surprise to advocates
for people with disabilities that typical Medicaid plan-
ning tools, such as supplemental needs trusts, are inef-
fective in shielding after-acquired property from pre-
existing claims by the Department of Mental Hygiene®
for care and treatment costs. There is an alternative trust
device, however, that may lessen the burden of a collec-
tion action upon patients,” while promoting preservation
of funds for the patient’s supplemental needs. This article
introduces the reader to an innovative remedial device,
the Third-Party Agency Trust (TPAT), that was created
in 2006 to afford eligible beneficiaries the opportunity
to: (a) voluntarily turn over a windfall of money to the
state in satisfaction of a statutory debt owed to the state
for care and treatment costs; and, in consideration of that
voluntary payment, (b) the state would then allocate an
agreed-upon sum of money into a trust administered by
NYSARGC, Inc., a voluntary agency serving people with
disabilities; and, (c) upon the death of the beneficiary,
the balance of the money, if any, in the trust, would

be returned to the state in
satisfaction of its statutory
claim. The birth of the TPAT
represented a collaboration
between structural adversaries
in plenary actions to recover
care and treatment costs, the
Office of the Attorney General
representing the autonomous
offices of the Department of
Mental Hygiene and the Men-
tal Hygiene Legal Service. The
authors of this article were
frequent adversaries in these
actions. It became apparent
over time that the resources directed at prosecuting statu-
tory claims and defending actions could better be devoted
to achieving outcomes benefiting both the state and the
individual with a disability.
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Il. A Primer on Department of Mental Hygiene
Collections

A basic familiarity with article 43 of the Mental Hy-
giene Law (MHL) is crucial to understanding the proper
application of the TPAT. MHL § 43.01 establishes that the
Commissioners of the Office of Mental Health (OMH)
and the Office for People with Developmental Disabilities
(OPWDD) shall charge fees for services to patients. Fur-
ther, MHL § 43.03 (a) imposes liability upon a patient or
any fiduciary for the cost of care and treatment.8 Indeed,
in State v. Patricia 11, the Court of Appeals held that a pa-
tient’s “ability to pay” at the time services were rendered
(or at any time thereafter) is not a condition precedent to
the State’s article 43 collection action.!? Patients receiving
care and treatment in mental hygiene facilities are often
unable to pay for the cost of care either because they are
indigent or lack insurance. In addition, Medicaid has
long excluded inpatient care and treatment in psychiatric
hospitals from its funding scheme.!! Thus for indigent
patients, unexpected cash windfalls, such as inheritances,
often become the staple of article 43 collection actions.
Since there is a six-year statute of limitations for article

Magrk Broby is an attorney in private practice and formerly was the principal attorney in charge of mental hygiene
collections in the Office of the Attorney General, Civil Recoveries Bureau. SHEILA SHEA is the Director of the Mental
Hygiene Legal Service for the Third Judicial Department. The opinions expressed in the article are those of the au-
thors and not any governmental agency. The authors recognize James Moragne, formerly of the New York State Office
of Mental Retardation and Developmental Disabilities, for his support and inspiration. Shannon Capozzola, a 2019
Juris Doctor candidate at the Albany Law School; Heidi Flatt, CPA, CGMA, Chief Operating Officer, NYSARC Trust
Services, and Jessica Eber, Esq., of the New York State Office of Mental Health, reviewed the article and offered help-

ful commentary.

NYSBA Elder and Special Needs Law Journal | Fall 2019 | Vol. 29 | No. 4 35



43 claims, after-acquired property is not insulated from a
collection action.!?

lll. Overview of Special Needs Trusts

The Restatement Third of Trusts defines a trust as “a
fiduciary relationship with respect to property, arising
from a manifestation of intention to create that relation-
ship and subjecting the person who holds title to the
property to duties to deal with it for the benefit of . . .
one or more persons, at least one of whom is not the sole
trustee.”!3 In New York, a trust may be created for any
lawful reason,'* so long as there is “(1) a designated ben-
eficiary, (2) a designated trustee, (3) a fund or other prop-
erty sufficiently designated or identified to enable title of
the property to pass to the trustee, and (4) actual delivery
of the fund or property, with the intention of vesting legal
title in the trustee.”'®> Additionally, “[t]o constitute a trust
there must be either an explicit declaration of trust or
facts and circumstances which show beyond reasonable
doubt that a trust was intended to be created.”!°

A supplemental needs trust (SNT) resembles a tradi-
tional trust in that there is a transfer of property into the
trust, managed by a trustee, for the benefit of the benefi-
ciary. However, the SNT differs from a traditional trust
in two significant respects: (1) the beneficiary must have
a disability,'” and (2) the beneficiary has no control over
any disbursements from the trust and no ability to revoke
the trust.!8 As stated in case law, an SNT is a “discretion-
ary trust established for the benefit of a person with a se-
vere and chronic or persistent disability that is designed
to enhance the quality of the disabled individual’s life by
providing for special needs without duplicating services
covered by Medicaid [or other programs of government
assistance]” or destroying eligibility for such programs.”
Supplemental needs trusts may be first party? (funded
with the assets of the person with a disability) or third-
party?! (established and funded by others for the person’s
benefit) in nature. In New York, case law recognized third
party supplemental needs trust before federal and state
enabling laws were enacted recognizing both first and
third party trusts.??

A. Third Party Trusts

In re Escher® is the watershed case in New York that
established the legal foundation for the creation of third-
party special needs trusts.?* Escher held that the trustee of
a testamentary trust established by parents for their adult
daughter with severe mental disabilities, which provided
that the principal was to be used only “for the payment
of expenses necessary for the maintenance and support,”
was not required to invade the trust principal to pay
care and treatment costs incurred at a state hospital. The
court further held that “a trustee could properly exercise
discretionary powers by declining to make funds avail-
able to pay bills which had accrued for decades where

payment would (1) have no impact on the present or
future needs of the life beneficiary; (2) be unfairly preju-
dicial to the life beneficiary (by eliminating the trust as a
source of income for future needs), and (3) result in “an
arrogant disregard of the testator’s intent.”? In its deci-
sion, the Surrogate explained that public assistance had
evolved from being a gift into an entitlement for people
with disabilities, particularly considering the vast cost of
institutional care.?

In 1993, the New York Legislature codified the hold-
ing of Escher at section 7-1.12 of the Estates Powers and
Trusts Law. A statutory third-party trust is created when
the following five statutory elements are satisfied:

1) the person for whose benefit the trust is
P
established suffers from a severe or chronic or
persistent disability;

(2) the trust evidences the intent that the assets be
used to supplement, not supplant, government
benefits;

(3) the trust prohibits the trustee from using assets
in any way that may jeopardize the beneficiary’s
entitlement to government benefits or assistance;

(4) the beneficiary does not have the power to
assign, encumber, direct, distribute or authorize
distribution of trust assets; %’

(5) if an intervivos trust, the creator of the trust was a
person or entity other than the beneficiary.?®

If the requirements of section 7-1.12 are met, “[i]t
shall be presumed that the creator of the trust intended
that neither principal nor income be used to pay for any
expenses which would otherwise be paid by government
benefits or assistance.”? Further and prospectively, the
trustee of a conforming 7-1.12 trust shall not be deemed
liable for care and treatment costs in a mental hygiene
facility by operation of MHL § 43.03 (d).

B. First Party Trusts

The defining characteristic of a first party trust is
that the person who is providing the legal consideration
for the funding of the trust is also the beneficiary of the
trust.3’ As a general rule, trusts funded with the beneficia-
ry’s property must be considered available resources for
purposes of the beneficiary’s eligibility for Medicaid and
other “means tested” programs, such as Supplemental
Security Income.3! However, both federal and state law
provide for an exception to the rule that a self-settled trust
should be considered an available resource.3? There are
two types of exception trusts for people with disabilities:
those with a single beneficiary and those operated by not-
for-profit organizations with many disabled beneficiaries
each with his or her own account; the “under 65 payback
trust” and the latter “pooled trust. ”** For a self-settled
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under 65 payback trust to qualify as an exception trust,
the following statutory requirements must be met:

1. The trust must be established by a parent,
grandparent, legal guardian or court (as originally
enacted) or by an individual with a disability (as
amended by the Special Needs Trust Fairness
Act);*

2. The beneficiary must meet the disability criteria
under the Social Security Act;

3. The beneficiary must be under the age of 65
years old at the time the trust is funded with the
beneficiary’s assets; and

4. The trust must provide that upon the beneficiary’s
death, the State Medicaid program be repaid for
medical assistance provided during the course of
the beneficiary’s life.®

The “pooled trust” has similar statutory elements but
does not contain an age restriction and requires that the
trustee be a not-for-profit association.’® Amounts retained
in the trust are pooled for purposes of investment and
each beneficiary has a sub-account. Also, a pooled trust
may be established for a beneficiary over the age of 65
and upon the death of the beneficiary, the trust is permit-
ted to retain the balance in the beneficiary’s sub-account
for the charitable purposes of the trust.?”

C. Third Party Agency Trust

The TPAT is third party trust agreement originally
executed on January 26, 2006 by and between OMH and
OPWDD (then OMRDD) as “grantor” and NYSARC,
Inc., as trustee. The trust instrument recognizes two
distinct circumstances where the state agency, as grantor,
will establish a beneficiary sub-account for a person who
has or is currently receiving inpatient care and treatment:
(1) when the state agency is presented with a voluntary
payment in full or partial satisfaction of a non-Medicaid
funded statutory debt; and (2) when the state agency has
received a lump sum payment as representative payee
and may use the award to pay for future costs of care as
authorized by state and federal law.*® The TPAT express-
ly provides that upon the death of the beneficiary, the
balance of the sub-account shall be paid to the respective
grantor state agency in satisfaction of the article 43 debt.
The trust also provides that it is the intent of the grantor
(the state agencies) to create a supplemental needs trust
which conforms with the provisions of section 7-1.12 of
the EPTL and that trust assets are to be used to supple-
ment and not supplant any programs of government
benefits and assistance.?’

The TPAT becomes a viable planning device when a
person who has accrued an article 43 debt for care and
treatment costs, receives a cash windfall of some type,
most likely an inheritance, or lump sum Social Security

Award. The article 43 liability may vastly exceed the
amount of the windfall which jeopardizes the ability of
the person to retain any funds for his or her lifetime use
and enjoyment. Until the advent of the TPAT, the state
agency may have asked the Office of the Attorney Gen-
eral’s civil recoveries bureau to proceed with a plenary
article 43 action to secure a judgment for the cost of care.
A CPLR article 12 guardian ad litem would often be ap-
pointed for the person to defend the action if the person
was otherwise incapable of defending his or her rights.

In some judicial departments, the Mental Hygiene Legal
Service was appointed as guardian ad litem or private
counsel would be assigned to defend the action. The mat-
ter often proceeded to summary judgment and a turnover
proceeding would soon follow to secure the property of
the patient and satisfy the judgment. The TPAT was con-
ceived between adversaries striving to identify a remedial
approach that would enable the state agencies to pursue
recoveries, while allowing patients to have the lifetime
use and enjoyment of their property.

“The TPAT becomes a viable plan-
ning device when a person who
has accrued an article 43 debt for
care and treatment costs receives
a cash windfall of some type,
most likely an inheritance, or lump
sum Social Security Award.”

In practice, once the nature of the patient’s liability
is established as being within the ambit of article 43 of
the MHL and not a Medicaid recovery, the TPAT can be
explored. The use of the TPAT as a vehicle to compromise
or settle an article 43 debt is initially predicated upon two
provisions of article 43 of the Mental Hygiene Law; sec-
tion 43.07(a) and section 43.03(b). Regarding the former,
section 43.07(a) authorizes the Commissioner (either of
OMH or OPWDD) to enter into agreements to satisfy
article 43 debts. Further section 43.03(b) provides that the
Commissioner may “reduce or waive fees” in cases of in-
ability to pay or for other reasons. Thus, these two statutes
do not require the Commissioner to waive claims, but
they clearly authorize the agency to do so in appropriate
cases.®

Consequently, the TPAT may be characterized as a
combination of section 43.07(a) agreement and section
43.03(b) conditional waiver. The following case example
illustrates the steps that result in the creation of a TPAT
account under a hypothetical set of facts:
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(1) A patient in a state psychiatric hospital has unpaid
article 43 care and treatment costs in the amount
of $500,000.

(2) The patient or the patient’s fiduciary acquires a
$100,000 inheritance.

(3) The patient or the patient’s fiduciary, such as a
guardian, agrees to partially satisfy the article 43
debt by making a voluntary payment to OMH in
the amount of $100,000.

(4) In consideration of the voluntary payment, OMH
provides a release or satisfaction of claim to the
patient or fiduciary in the amount of $100,000.

(5) Pursuant to the section 43.07 settlement
agreement, OMH applies an agreed upon
portion to the funds (which can be a nominal
amount depending on the facts of the case)
toward immediate recovery of its statutory claim
and agrees to fund the TPAT with the balance
received.

(6) Because OMH received the funds in consideration
of satisfying or, partially satisfying, an article 43
claim, it is OMH (and not the patient) furnishing
the legal consideration for the creation of the
trust.

While best understood as a third party trust, the
TPAT also borrows from the Medicaid (first party)
payback and pooled exception trusts in two respects: (1)
similar, but not identical to the payback feature of the
Medicaid exception trust, upon the death of the benefi-
ciary, the remainder interest in the trust is “returned”
to the State; and (2) the trustee of the TPAT (NYSARC)
pools the investments of the (OMH/OPWDD) beneficia-
ries. Thus, it is proper to refer to the TPAT as a “pooled
trust” (but not a Medicaid exception trust) because its
purpose is to permit management of funds subject to
article 43 claims (not Medicaid claims).

IV. Conclusion

Commentators have observed that SNTs create op-
portunities for independent living, innovative rehabili-
tation and therapy, employment and other activities that
give life meaning.*! The TPAT is a unique planning de-
vice available to people who obtain a financial windfall
but have a pre-existing article 43 debt. Eligible benefi-
ciaries benefit from the lifetime use and enjoyment of a
windfall, while deferring until after death satisfaction of
the article 43 claim. The authors commend the agencies,
the Office of the Attorney General and NYSARC for
their vision and continued support of this unique trust
device.
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