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Qualified Settlement Funds: A Mechanism Whose Time Has Come

By Robert W. Wood

hatever you choose to

call it, a qualified set-

tlement fund, called a

QSF or aSection 468B

trust, is a flexible dis-
pute-resolution mechanism whose
time has come. QSFs are enabled
by Section 468B of the Internal
Revenue Code, which was enacted
in 1986, but they really didn’t exist
until 1993, when the IRS published
regulations detailing their opera-
tion. They've really taken off only
in the last few years.

In essence, a QSF allows for a
tax-free way station. It is a simple
trust that serves as a stopping
point after one or more defendants

pay money to settle a case but be-
fore the plaintiffs receive it. Mirac-
ulously, the defendant can take a
tax deduction for the payment into
the QSF, yet the plaintiffs do not
have to include anything in income
until the money is distributed.
Why is this rather amazing ve-
hicle allowed? If you are not a tax
lawyer — I confess to being one for
30 years — you may not know that
the tax system is almost invariably
reciprocal, with a tax deduction
only when someone else has re-
ceipt. Here, however, Congress
thought, and the IRS agreed, that
defendants needed an incentive to
pay. Defendants needed to be as-
sured of their tax deduction, even
though there might be complexi-
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ties to work out, particularly in
class actions.

The QSF is ideal when there
are many plaintiffs, who may or
may not even be identified. The
QSF is also useful when there is
some kind of claims procedure
that must occur or other nuances
of settlement. The QSF allows the
various plaintiffs to determine
precisely how they want their
payment, whether in a lump sum,
a structured settlement or some
combination. The same is true for
contingent-fee lawyers, who can
decide through a QSF when and
how they are paid.

Most tax lawyers and tax ac-
countants (not to mention regular
old consumers) should find these
tax benefits rather astounding. In
general, our tax system does not
allow one to hold income at arm’s
length and decide when and how to
receive it. QSFs do allow that.

Although QSFs were designed
classically for class actions, they
are now routinely used even in
two-party disputes. As long as
there are multiple plaintiffs who
are working out who gets what and
how, a QSF can provide unique
benefits.

For that matter, there is a rag-
ing debate in the tax world over
whether a single-claimant QSF can
also work. The IRS has not ruled
on that question. Although the
statute itself seems to suggest that
even a single-claimant QSF should
work, it is best to steer clear of this
controversy until it is resolved.

Outside the class action context,
you may simply need more time to
sort out exactly which plaintiffs get
what, to determine which plaintiffs
want cash versus structures and to
collect and allocate legal fees,
costs and so forth. Even a case
with only three plaintiffs (plus
their families and lawyers) can get
pretty complicated and pretty con-
tentious. Having the defendant out
of the picture — which a QSF ac-
complishes — can help to advance
these discussions enormously.

A QSF is also useful when there
are multiple defendants but it is
not possible (or desirable) to re-
solve all disputes at once. If one
defendant settles in 2008, another
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settles in 2009 and several defen-
dants remain, a QSF can serve the
plaintiffs and the defendants well.
All monies can be held in the QSF
until all defendants settle, or par-
tial distributions can be made as
each partial settlement is effected.

Another circumstance in which
a QSF can be very useful is one
in which the plaintiffs and defen-
dant are negotiating a settlement,
but they cannot agree on the tax
language or tax reporting to be
included in the settlement agree-
ment. Forming a QSF can be a
nice bridge past such difficulties.
In fact, it can allow the defendant
simply to pay the money to a QSF
under a generic settlement agree-
ment.

That can help the plaintiffs’ tax
posture. If the defendants simply
pay the QSF, they normally should
issue any IRS Forms 1099 to the
QSF, not to the plaintiffs. The QSF
will have its own taxpayer identi-
fication number, but it will report
the payment from the defendant
as a nontaxable contribution to
the QSF, not as income. Then, the
plaintiffs can enter into another
settlement agreement with the
QSF. More desirable tax language
can be contained in that docu-
ment, which can help the plaintiffs’

tax posture.

An old adage says that time
stands still for no one. Maybe
so, but in most circumstances, a
QSF can give plaintiffs and their
counsel time that is simply invalu-
able. As a tax lawyer for the last 30
years, I cannot recite how many
times I've seen plaintiffs or their
counsel make mistakes in the rush
to get documents signed and get
paid. A QSF allows these parties to
consider payment options thought-
fully and carefully.

Plus, the time for reflection can
occur when the defendant has
already paid the money and is ef-
fectively out of the picture. That
dynamic does not exist anywhere
else. It makes QSFs truly extraor-
dinary.

As with anything that has great
benefits, there are some rules. Yet
the rules are surprisingly easy to
navigate. In fact, despite the out-
size benefits of a QSF, there are
only three requirements to form
a QSF.

First and foremost, a QSF must
be subject to court supervision.
That means you go to court and
ask the judge to approve a trust
document and take jurisdiction
over the assets.

Second, the trust must exist to

resolve or satisfy legal claims.
Third, the trust must qualify as
such under state law.

These rules are easy to satisfy.
Anyone can be trustee. Any court
can take jurisdiction. Notably, it
need not be the court with jurisdic-
tion in the underlying case. Even a
probate judge will do.

Increasingly today, someone
involved in litigation is likely to
mention the advisability of estab-
lishing a QSF. The subject may
be broached by a lawyer, client,
mediator, judge or structured
settlement broker. Usually, the
topic comes up during settlement
negotiations, but it can happen
long before. It can even happen
before a suit is filed.

I'm not suggesting QSFs are
appropriate to settle every single
case. In many situations, however,
a QSF can make the settlement
process smoother, more efficient
and much more closely tailored to
what the plaintiffs and their coun-
sel really need and want.

Robert W. Wood practices law with
Wood & Porter, in San Francisco,
and is the author of “Taxation of
Damage Awards and Settlement
Payments” and “Qualified Settle-
ment Funds and Section 468B.”




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails true
  /EmbedAllFonts true
  /EmbedOpenType true
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments false
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
    /BerkeleyStd-Black
    /BerkeleyStd-BlackItalic
    /BerkeleyStd-Bold
    /BerkeleyStd-BoldItalic
    /BerkeleyStd-Book
    /BerkeleyStd-BookItalic
    /BerkeleyStd-Italic
    /BerkeleyStd-Medium
    /CenturyOldStyleStd-Bold
    /CenturyOldStyleStd-Italic
    /CenturyOldStyleStd-Regular
    /ITCFranklinGothicStd-Book
    /ITCFranklinGothicStd-BookIt
    /ITCFranklinGothicStd-Demi
    /ITCFranklinGothicStd-DemiIt
    /ITCFranklinGothicStd-Hvy
    /ITCFranklinGothicStd-HvyIt
    /ITCFranklinGothicStd-Med
    /ITCFranklinGothicStd-MedIt
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 400
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 400
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [792.000 936.000]
>> setpagedevice




