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I was recently approached by a structured settlement broker who was 
worried that the defendant had jumped the gun (by paying!) and destroyed 
the plaintiff’s opportunity to structure his settlement. The parties had 
been embroiled in fierce litigation but eventually entered into a 
settlement agreement, which came during the appeal process after a lower 
court decision in favor of the plaintiff. To halt the running of 
interest (which was accruing at more than $2,800 per day), the defendant 
surprised the plaintiff, making a quick payment of the amount owed. 
Plaintiff’s counsel accepted payment into a separate attorneys’ trust 
account for the plaintiff, but it was not a section 468B trust account. 
The settlement broker was frantic, thinking any hope for the plaintiff 
deferring income was lost. 
 

A structured settlement is a settlement that calls for periodic 
payments made over time. Reduced to simplicity, a structured settlement 
of a personal injury action contemplates that the injured plaintiff will 
receive payments over time as opposed to one lump sum. The use of 
periodic payments to compensate victims of personal injuries was not 
widespread until the late 1970s. However, the idea that a tort victim 
would receive a stream of payments payable over his lifetime as opposed 
to a lump sum is no longer a novel idea. 
 

What Is a Section 468B Trust? 
 

Many practitioners are familiar with section 468B trusts and the 
opportunity to defer tax in certain settlements (for a background on 
qualified settlement funds see Wood, Taxation of Damage Awards and 
Settlement Payments, chapter 7 (3rd Ed. 2005)). The IRS regulations 
generally provide that a fund, account, or trust is a “qualified 
settlement fund” if it satisfies each of the following three 
requirements: 
 

o it is established under an order of, or is approved by, 
specified governmental entities (including courts) and is 
subject to the continuing jurisdiction of that entity;  

o it is established to resolve or satisfy one or more claims that 
have resulted or may result from an event that has occurred and 
that has given rise to at least one claim asserting certain 
liabilities; and  

o the fund, account, or trust is a trust under applicable state 
law, or its assets are otherwise segregated from other assets 
of the transferor.  

 
Treas. reg. section 1.468B-1(c). Moreover, the regulations provide that 
a fund, account, or trust is not treated as the owner of assets of the 
fund, account, or trust until all three of the above requirements of the 
regulations are met. Treas. reg. section 1.468B-1(j)(1). 
 

If a qualified settlement fund purchases an annuity and retains 
exclusive ownership of it, the plaintiff in the physical injury action 
who was designated to receive the annuity payments may exclude from 
gross income the full amount of those payments, not merely their 
discounted present value. The plaintiff in that situation does not have 
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constructive receipt of the full amount, nor has he received an 
“economic benefit” resulting in taxation. He has only an unfunded, 
unsecured promise to pay the regularly scheduled payments in the future. 
Moreover, the plaintiff can also exclude from income tax the income 
earned through the annuity.  
 

Up the Creek, but Not Without a Paddle 
 

But what is the status of the funds before the section 468B trust 
is formed? As a procedural matter, most plaintiffs’ attorneys or 
settlement brokers contact a tax attorney before the settlement 
agreement is finalized to try to minimize the tax effect of the 
settlement to the plaintiff. Clearly, that's when tax issues should be 
addressed. If tax issues are not addressed and there is no section 468B 
trust, the defendant pays the settlement amount to the plaintiff and the 
plaintiff pays the tax on any taxable portion of the recovery. That lets 
some significant tax-saving opportunities go by the wayside.  
 

Increasingly, however, savvy plaintiffs' counsel will ask the tax 
attorney to form the section 468B trust before any settlement payment is 
made, and the settlement funds are transferred directly into the section 
468B trust. What happens when the steps occur out of order? Are the 
plaintiff and the settlement broker in the above example really out of 
luck?  
 

Anyone who has been involved in settlement discussions knows there 
is a lot to be addressed, and some issues just don't get dealt with when 
they should. Unfortunately, tax lawyers will tell you that the form of a 
transaction, and the order in which events occur, are extraordinarily 
important to tax results. Can the form of the transaction dictate the 
tax result to such an extent? From a tax perspective, the most pertinent 
question might be: Who is treated as the owner of those settlement funds 
before the section 468B trust is formed? 
 

Kind of Like Dumpster Diving 
 

Fortunately, a “relation-back” rule may save you, if you find it 
deep in the belly of the tax regulations. Treas. reg. section 1.468B-
1(j)(2)(i). Under that rule, if you dive deep enough into the 
regulations to find it, timing may be optional. If a fund, account, or 
trust meets the requirements of paragraphs (c)(2) and (c)(3) of section 
1.468B-1 before it meets the requirements of paragraph (c)(1) of that 
section, the transferor and the administrator may jointly elect (a 
relation-back election) to treat the fund, account, or trust as coming 
into existence as a qualified settlement fund. 
 

What that means in plain old (American) English is that if the 
attorneys’ fund, account, or trust is a trust under the law of the state 
where the attorney established the account, or the account’s assets are 
otherwise segregated from other assets of the defendant, and the 
attorneys’ trust or account is established to resolve or satisfy one or 
more claims that have resulted, or may result, from the litigation 
settlement, the relation-back election may apply. That is a good thing. 
That is a very good thing. 
 

Frequently, an attorney's client trust account may satisfy the 
requirement of being a trust account under state law. It is important 
that the attorney segregate the client’s recovery from other moneys. 
However, that is also a frequent practice of plaintiffs’ counsel. 
Obviously, when the defendant has paid the money to the plaintiff’s 
attorney, the defendant has clearly segregated the funds.  
 

When that is the case (as it usually will be), the tax attorney 
may prepare the petition to have a trust created and approved, the order 
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that the judge would sign to approve it, and the section 468B trust 
documents themselves, and request the court’s approval. Done properly, 
that allows the client to benefit from the relation-back election. In 
effect, it gives everyone more time (but most importantly the plaintiff 
and his or her counsel) to determine if a structure is a better 
alternative than cash. In many cases, it will be for tax savings, 
retirement goals, investment returns, and even asset protection.  
 

Timing Isn’t Everything 
 

Under the relation-back election, the qualified settlement fund is 
treated as coming into existence on the later of the date the fund, 
account, or trust meets the second and third requirements of the 
regulations (discussed above), or January 1 of the calendar year in 
which all of the three requirements listed above are met. If a relation-
back election is made, the assets held by the fund, account, or trust on 
the date the qualified settlement fund is treated as coming into 
existence are treated as transferred to the qualified settlement fund on 
that date. 
 

The regulations state that a relation-back election is made by 
attaching a copy of the election statement, signed by each defendant and 
the trust administrator, to the timely filed income tax return 
(including extensions) of the qualified settlement fund for the tax year 
in which the fund is treated as first coming into existence. Section 
1.468B-1(j)(2)(ii). That section also states that a copy of the election 
statement must be attached to the timely filed income tax return 
(including extensions) of the defendant for the tax year of the payment. 
The tax year of the payment is the year in which the qualified 
settlement fund was formed and accepted by the court. 
 

That may be a little harder to do in some cases than in others. 
Obtaining the defendant’s signature can be more difficult at times, 
because the defendant is frequently not thrilled about losing the 
litigation. However, many defendants can be won over by a good 
explanation of the plaintiff’s tax planning opportunities. Sometimes, a 
judge may be helpful in persuading the defendant to help. 
 

The tax law requires that the federal income tax return of a 
qualified settlement fund (section 468B trust) must be filed on or 
before March 15 of the year following the close of the tax year of the 
qualified settlement fund. Treas. reg. section 1.468B-2(k)(3). The due 
date for filing the return can be extended under section 6081. 
 

But Wait, There’s More 
 

The flexibility provided by the relation-back election I’ve 
discussed here is truly amazing. For plaintiffs mired in the process of 
litigation and the crush of issues addressed on settlement, it provides 
a second chance to address tax issues. So often - – in fact, nearly all 
of the time -– there is no second chance when it comes to tax issues. So 
the relation-back election is remarkable. 
 

But, believe it or not, there's more. Treas. reg. section 
301.9100-1(a) provides that the IRS commissioner has discretion, with 
good cause shown, to grant a reasonable extension of the time fixed by 
regulations for the making of the election through an application for 
relief if the plaintiff: 
 

o requested relief before the failure to resolve the defect is 
discovered by the IRS; 

o failed to make the election because of intervening events 
beyond her control; 
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o failed to make the election because, after exercising due 
diligence, the plaintiff was unaware of the necessity for the 
election; 

o reasonably relied on the written advice of the IRS; or 

o reasonably relied on a qualified tax professional, and the tax 
professional failed to make, or advise the taxpayer to make, 
the election.  

 
That all means you can often get even more time. The word “or” near 

the end of the above is important. The point is that the plaintiff must 
satisfy only one of the above tests for relief. Treas. reg. section 
1.468B-1(j)(2)(ii) fixes the manner and time to make the relation-back 
election. Therefore, the commissioner has discretionary authority under 
Treas. reg. section 301.9100-1(a) to grant the plaintiff an extension of 
time to make the relation-back election. See LTRs 200140031, Doc 2001-
25521, 2001 TNT 195-68; 199904009, Doc 1999-4349, 1999 TNT 20-26; and 
9550010, 95 TNT 245-28. Although a private letter ruling cannot be cited 
as precedent, it does provide an indication of the IRS’s position 
regarding the issue. Those private rulings suggest the IRS is pretty 
helpful on this issue. 
 

Close to a Cure-All 
 

Through the ruling process, a defective section 468B trust can be 
cured of its timing defect beyond the tax year in which it was formed. 
Thus, the period for saving a section 468B trust formed after the 
settlement funds are received extends into the next year (possibly even 
two years) after the trust was formed. Because frequently the tax 
benefit of using the section 468B trust is in the millions of dollars, 
the ruling process may be an economical way to provide the beneficiary 
of the trust resolution to an otherwise disastrous tax problem. 
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