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By James W. Martin 

laintiffs' lawyers in per
sonal injury and wrongful 
death lawsuits are becoming 
increasingly aware of the 
push for structured settle~ 

ments by defendants' insurance com- . 
panies. Numerous articles ·about 
structured settlements have recently 
appeared in legal journals. 1 Many of 
them, written by insurance counsel, 2 

are well written and helpful; however, 
very little has been written on the 
plaintiff's behalf as to how to effect 
the settlement once a structured set
tlement is chosen. This article will dis
cuss some of the concerns which a 
plaintiff's lawyer should cover for the 
client in a structured settlement. 

Expert Assistance 

• Private companies specializing in 
packaging annuities for insurance 
companies in structured settlements 
have been available to defense coun
sel since at least 1973. They aid the in
surance conipanies in presenting and 
finalizing a structured settlement. No 
such companies specialize in the 
review of such packages for plain
tiffs' counsel; therefore, plaintiffs' 
cotinsel. must seek the assistance of 
other professionals • in reviewing a 
structured settlement proposal. 

Such e:x;pert assistance, consisting 
of an actuary and a tax lawyer or cer
tified public accountant· specializing 
in tax, should be engaged a:s soon as a 
structured settlement offer is ex-
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pected. An actuary not employed by 
an insurance company usually can be 
found at a company specializing Ill 

administration of pension plans. The 
actuary should review the proposed 
settlement to determine·· the dis
counted. present value of the struc
tured payments and to determine the 
cost to the defense insurer of the an
nuity which it will purchase to fund 
those payments. The actuary thus can 
provide the plaintiff's lawyer the data 
necessary to compare the proposed 
settlement to the usual lump sum set
tlement. The actuary also can assist in 
formulating a counteroffer. 

The tax lawyer or certified public 
accountant specializing in tax matters 
should review the proposed settle
ment to determine whether the stnic
tured settlement payments will be tax
free to the plaintiff or partially taxed. 
If they are to be taxed, the expert can 
determirie the potential tax impact to 
the client. The tax expert also should 
review the written settlement agree
ment to determine whether its provi
sions are consistent with tax law if 
tax-free payments are desired, as they 
usually are. This tax review is very 
important since the final decision as 
to whether a structured settlement is 
more favorable to the client than a 
lump sum is often based on the struc
tured settlement payments being tax
free. Thus, if the settlement agree
ment is written improperly, this im
portant advantage may be lost. 

The plaintiff's lawyer should con-

• • 

sider engaging an economist to review 
the proposed structured settlement. 
Inflation and other economic condi
tions are always factors in deciding 
whether to accept a structured settle
ment. The longer the term of pay
ments, the more important this 
becomes. • 

The plaintiff's lawyer may want to 
engage a business lawyer skilled in 
drafting contracts to review or draft 
the settlement agreement. The agree
ment, usually for a large amount of 
money to be paid over a long period 
of time, is actually a contraet betweeri 
the plaintiff and the defendant in
surance company. Many contingen
cies can be anticipated and should be 
provided for so that the settlement 
agreement is thorough and complete. 
Every effort should be made to make 
the plaintiff as secure about receiving 
every payment due µnder the settle
ment agreement as the plaintiff would 
have be.en with a lump sum settle
ment. (For reasons discussed later, 
such secun~y would not include being 
a secured creditor under the Uniform 
Commercial Code, or the tax benefits 
may be lost.) 

Finally, because a structured settle
ment may guarantee payments after 
death, a lawyer experienced in estate 
planning should be consulted. The 
settleµient often becomes the plain
tiff's largest asset, which may make 
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estate planning important. In a struc
tured settlement, it is desir1;1.ble for the 
estate planner to be involved in draft
ing the settlement agreement. The 
estate planner is trained to anticipate 
and plan for contingencies in the 
client's financial best interest in a 
manner that is consistent with the 
client's overall objectives and estate 
plan. The estate planning lawyer also 
may be able to assist with guardian
ship proceedings Ior minors or other 
incompetent plaintiffs. 

The above categories of expert as
sistance needed for negotiating a 
structured settlement are furwtional 
categories, two or more of which may 
be filled by the same individual. For 
example, a lawyer may be an expert in 
tax, business, and estate planning. An 
actuary may also be an economist or 
a certified public accountant. Thus, 
the plaintiff's lawyer may obtain the 
necessary expert assistance by engag
ing less than the above number of ex
perts if there are persons qualified in 
several fields. 

Tax Aspects 

This brief overview of the tax 
benefits and requirements of a struc
tured settlement is not a thorough 
review and should not be used in 
place of expert tax counsei. 

Lump sum amounts received by 
plaintiffs on account of personal in
juries or sickness are not taxable in
come to the plaintiff whether received 
in a settlerrient or after-a trial. Section 
104 of the I~ternal Revenue Code 
provides that gro~s income does not 
generally include such damages 
received on account of personal in
juries or sickness. Therefore, if a 
plaintiff receives a net lump sum 
recovery of $300,000 for personal in
juries, none of that lump sum is tax..: 
able; _however, the income earned by 
the plaintiff by investing that 
$300,000 is taxable just like ariy other 
investment. 3 For example, if the 
plaintiff • invests the money in a 
money market certificate of deposit, 
the interest earned is taxed as or
dinary income to the plaintiff. 

In • a structured settlement the 
defendant agrees to pay the plaintiff 
payments over a period of tiine. The 
payments should total more than the 
case would have settled for ih a lump 
sum, giving the plaintiff the advan
tage of receiving more than a iurilp 
sum settlement, almost as though he 
or she had invested the lump sum 
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amount and were receiving earnings 
on it. The defendant has the advan
tage of not having to pay the full 
lump sum amount up front. 

The primary difference between the 
plaintiff receiving earnings on a lump 
sum settlement and receiving a 
greater total of payments ih a struc
tured settlement is that the plaintiff ih 
a properly drafted structured settle
ment is not taxed on the difference in 
payments between a lunip slim and a 
structured settlement. Thus, the 
plaintiff may be able to settle for a 
$300,000 lunip suin and be taxed on 
earnings of the invested $30.0,000, or 

It is .. .impoitant to 
recognize and avoid 

constructive receipt in 
drafting a settlement 

agreement. 

enter into a structured settlement for 
payments of $2500 a month for life, 
guaranteed for 20 years, for total 
guaranteed of $600,000, and not be 
taxed on the $300,000 received in ex
cess of what the lump sum settlement 
would have been. 4 • 

However, if the plaintiff has the 
right to elect the lump surii settlement 
or the structured settlement, the dif..: 
ference in structured settlement 
payments may be taxable to the plain
tiff because i:he plaintiff may have 
constructive receipt of the lump sum 
amount. It is therefore important to 
recognize and avoid constructive 
receipt in drafting the settlement 
agreement. 

The relevant basis for the tax treat
ment above is Reveriue Ruling 
79-220, which states that the full 
amount of monthly payments re
ceived in settiement of a damage S(!.it, 
not just the discounted present value 
of such payments, is excluded froin 
gross income by section 104(a)(2) of 
the Internal Revenue Code (iRC). 5 

The facts and structur.e in that ruling 
can be used as a safe harbor in draft
ing a settlement agreement. For ex-

ample, the payments can be for the 
life of the plaintiff with a guaranteed 
minimum number of payments and 
can be payable to the plaintiff's estate 
if the plaintiff dies before receiving 
all payments due. 6 the agreement 
should state specifically that the 
plaintiff has no right to the dis
counted present value of the . pay
ments and no right to control the in
vestment of that amount. It should 
also carefully avoid any provision in 
favor of the plaintiff which would 
give the plaintiff such rights. 

The payments should be funded by 
the defendant purchasing a single
premium annuity from an insurance 
company with at least an "A" rating 
from A.M. Best & Co. The annuity 
should not be owned by the plaintiff 
since it is valuable property and 
would be the same as receipt of a 
lump sum amount equal to its present 
value, and all payments in excess of 
that value could become taxable. The 
defendant, or anyone not related to 
the plaintiff, should owh the annuity 
contract and have all rights of owner
ship, including the right to change the 
beneficiary. The plaintiff should rely 
cin only the general credit of the 
defendant for collection of the 
monthly payments arid should riot 
take a security interest in the annuity 
contract from the defendant. Thus, if 
the defendant went bankrupt, the an
nuity contract could become an asset 
of the bankruptcy, and its annuity 
payments could go to the receiver. 

This adverse result can be mini-
mized by having all defendants in the 
case join in the settlement agr~emeni 
and become joint and several obli
gors, thus guaranteeing all payments. 
Hopefully, there will be some sub
stantial defendants in addition to the 
defense insurer. This also provides 
additional protection iri case' the in
sunince company issuing the annuity 
fails through insolvency or otherwise, 
as unlikely as that may be if a strong 
company is selected; 

Additional security can be obtained 
by asking the court to adopt the set
tlement agreement artd enter it as a 
judgment against the defendants. The 
plaintiff may then be a judgment 
creditor, possibly with superior 
rights. 7 

. 

Thus the plaintiff should have only 
the right to receive payments in ac
cordance with the defendant's contin
uing obligation to pay the payments 
for the agreed period. The defen
dant's purchase of the annuity con-
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tract shouid be merely an investment 
by the defendant to provide a source 
of funds for it to satisfy its obligation 
to the plaintiff, without giving the 
plaintiff any rights in the annuity 
itself. The plaintiff must not have the 
actual or constructive receipt or the 
economic benefit of the lump sum 
amount • that was invested by the 
defendant in the annuity contract to 
provide the source of payments. 

It is Interesting to note that 
Revenue Ruling 79-220 also confirms 
that payments made to the plaintiff's 
estate in accordance with a structured 
settlement agreement are excluded 
from income under IRC section 104, 
thus preserving the tax-free benefit to 
the estate. 

Settlement Agreement Draftsmanship 

As the above discussion implies, 
the drafting of a settlement agrees 
ment is as important as negotiation of 
structured payment terms. 

Th_e agreement should provide an 
escalation clause for cost-of-living in
creases, also called inflation in
creases. It should not label them as 
such so that there is no implication 
that the increases cease if inflation 
ceases, Such increases are very 
beneficial, but are usually small 
percentages that do not actually com
pensate for inflation. Most insurance 
companies do not want to agree upon 
more thari a 3 to 6 percent annual in
crease. Of course, these increases are 
also tax-free if the structured pay
ments are tax-free. 8 

The agreement should· be clear and 
concise. Language should be consis
tent throughout. Payment terins 
should be definite and unambiguous 
and should be reviewed by the ac
tuary and accountant prior to sign
ing. A date should be specified as an 
effective date to prevent any ambigui
ty in determining when. payments 
begin. A schedule of payments should 
be prepared, verified by the actuary 
for accuracy based on the payment 
terms, and attached to the settlement 
agreement as an exhibit to confirm 
that the plaintiff only receives 
periodic payments, the exact amount 
of those payments, and their due 
dates. 

Default and its effect should be 
clearly defined in the settlemer1t 
agreement, just as if it were a sizable 
mortgage. The agreement should pro
vide a strong incentive against volun-

tary default by accelerating all pay
ments due in case of default, not by 
accelerating just the discounted pres
ent value. This should not be a right 
that would cause to be included in the 
plaintiff's income the amount of the 
accelerated payments which exceeds 
the discounted. present value of the 
payments because it is not an election 
the plaintiff can make at any time, 
but rather is a remedy of the plaintiff 
orily in case of default. It likewise 
should not be included in income as 
punitive damages because it only 
gives the plaintiff the right to receive 
the payments whl.ch were agreed to be 
made, no more and no less. 
. The settlement agreement should 

be signed, witnessed, and notarized 
by all parties to it, plaintiff and 
defendant. The signed settlement 
agreement sholiid be submitted to the 
court for approval arid adoption as 
part of the final judginent of the 
court in favor of the plaintiff. While 
some insurance companies may balk 
at this, assuming that such an 'un
satisfied judgment remaining on the 
public records for many years is 
unsettling, adopting it as a judgment 
is similar to a continuing mandatory 
injunction and is no more than the 
courts often do with property settle
ment agreements in marriage dissolu
tions. The court can retain jurisdic
tion for future proceedings relating to 
the settlement agreement without 
keeping the court file open, as is com
moniy done in dissolution proceed
ings. Finally, such judgments are not 
truly unsatisfied unless the defendant 
defaults iri payment. 

Determining whether or not to en
ter into a structured settlement and 
what the payment terms should be is 
only the beginning of such a settie
ment. The critical phase that follows 
includes the assistance of actuarial, 
tax, and other experts, as well as 
thorough and precise contract drafts
manship and negotiation, in order to 
obtain the result bargained for on be
half of the plaintiff client. T 

(see References, p. 77) 

Ed. note: The phrase "structured 
settlement,, is claimed as a trademark 
by The Structured Settlements Com~ 
pany, ti California partnership, which 
has applied for federal registration of 
that name. See 67 A.B.A.J. 396 
(April 1981). 
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