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Finding Financial Support 
for a Child with Special Needs

Raising a child with special needs can be a significant 
challenge emotionally, mentally and financially. You 
want the best long-term medical care for your child. 
Their needs are the priority, but adequately meeting 
those needs can be a real financial strain if not a fiscal 
disaster.

With healthcare costs rising for Americans, it’s no sur-
prise that families who care for children with severe 
disabilities often struggle to make ends meet. Many 
families who need help paying for health care turn to 
government assistance first. Three programs are es-
pecially helpful for children with disabilities: Medicaid, 
Supplemental Support Income (SSI), and Children’s 
Health Insurance Program (CHIP). These government 
programs provide essential health insurance coverage 
for tens of millions of eligible children. 
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Medicaid is the first line of defense in our nation’s social safety net, providing med-
ical benefits to low-income adults and children who are uninsured or under-in-
sured. The federal government requires that all Medicaid programs, no matter the 
state, cover certain basic health services, such as:

• Inpatient and outpatient hospital services
• Physician services
• Nursing facility services
• Laboratory and X-ray fees
• Home health services
• Certified pediatric and family nurse practitioner services
• Transportation to and from medical care

States can also elect to cover a broader range of services through their Medicaid 
programs, including:

• Prescription drugs
• Physical and occupational therapy
• Intermediate care facility services for persons with intellectual disabilities
• Speech, hearing and language disorder services

For a full list of the mandatory and optional services that may be covered by your 
state’s Medicaid program, click here. To learn if your child is eligible for Medicaid, 
visit your state’s Health Insurance Marketplace or, if your state doesn’t have its own 
Marketplace, go straight to HealthCare.gov. 
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The Children’s Health Insurance Program (CHIP) was designed to help families who 
fall between the country’s traditional public programs and private health insur-
ance options. When lower-income children are ineligible for Medicaid, but private 
insurance is too expensive, CHIP may be able to fill in the gaps.

CHIP is financed both by federal and state governments, but the funds are admin-
istered by individual states. Thus, eligibility requirements can vary widely, but most 
states and the District of Columbia cover children whose families are at or above 
200% of the Federal Poverty Line. Here’s how that breaks down, in annual house-
hold income (in 2017):

• Family of four: $24,600
• Family of three: $20,420
• Family of two: $16,240
• Individual: $12,060

You can learn more about applying for CHIP through your state’s Health Insurance 
Marketplace or the federal Marketplace. These are great places to start, even if your 
child doesn’t qualify for a government insurance program. You may be eligible to 
have private insurance premiums reduced through a state-administered subsidy 
program. 
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Healthcare is far from the only financial burden that families will have to bear in 
caring for their child. Supplemental Security Income, or SSI, was designed to help 
people with disabilities meet their basic needs, providing them with a monthly 
cash benefit. The program is funded through general federal revenues collected 
by the Treasury Department. To be considered “disabled” for the purposes of SSI, 
an individual under age 18:

• Cannot be working or earning more than the income threshold.
• Must have a physical and/or mental condition that causes “marked and se-

vere functional limitations,” gravely limiting the child’s activities.
• Has medical conditions that have been disabling, or are expected to be dis-

abling, for at least 12 months; or the conditions are expected to result in death.

If your child qualifies for SSI, you’ll receive cash that can pay for food, clothing, and 
shelter. Monthly SSI payments can be deposited directly into a parent’s bank ac-
count, but you’ll have to track the way you use that money carefully.

The program is only available for families with limited income and few assets. Eli-
gibility determinations are performed on a monthly basis. Every month, the Social 
Security Administration searches through financial records to determine whether 
or not your assets and income are still under the applicable threshold. Generally, 
eligibility determinations will be based on two findings:

Limited resources: anything that could be converted to cash and used for 
basic needs, like food and shelter. The limit for resources is $2,000 maximum 
for individual/child, and $3,000 maximum for couple.

Limited income (the income threshold changes annually, in line with cost-of-
living increases, but operates on a sliding scale - the higher your income, the 
lower your monthly SSI benefits) 

There’s no way to apply for SSI benefits online, at least not completely. One part of 
the application, the Child Disability Report, can be done online, but to complete the 
process you’ll have to call the Social Security Administration for an appointment. 
You can learn more about applying for SSI at this link. Most children who qualify for 
SSI benefits are eligible for Medicaid. In some states, the path from SSI to Medicaid 
is automatic. Elsewhere, parents will have to apply to each program separately.
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One in 50 Americans Relies on SSI due to a Disability
Over 6 million people with disabilities under age 65 receive Supplemental Secu-
rity Income. That’s nearly 2% of the total American population. Since Medicaid 
eligibility is often determined through receipt of SSI benefits, it’s not surprising 
that millions of people qualify for the government’s low-income health insurance 
program due to a disability. Around 48% of these Medicaid recipients are chil-
dren, the Kaiser Family Foundation reports.

In the last chapter, we saw how these programs are “means-tested,” or only open 
to people with little income and few assets. For families who have filed lawsuits 
on behalf of their children, and especially those who are approaching a settle-
ment, the situation becomes far more complex.

How a Legal Settlement
Threatens Government Benefit Eligibility
Government benefit programs, like Medicaid and Supplemental Security Income, are 
designed to keep low-income people fed, clothed, housed, and healthy. Millions of 
children with disabilities rely fundamentally on these benefit programs to live healthy, 
well-supported lives. In fact, more than 15% of SSI recipients are under the age of 18, 
according to the latest data compiled by the Social Security Administration.
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Preserving Benefits
While Preparing For Long-Term Security

Without careful planning, a court award or settlement can push some children over the govern-
ment’s income eligibility threshold, making them ineligible for SSI benefits. That’s the danger of 
accepting a settlement as a lump sum – a single one-time payment – at least when the settle-
ment amount is big enough to push your child over the program’s income limits. Smaller settle-
ments, while too low to make a child entirely ineligible for SSI, can result in a reduction of benefits.

Needless to say, losing these government benefits would be disastrous for many families. Along 
with SSI and Medicaid, SNAP (food stamps) and housing subsidies (Section 8) are also means-test-
ed programs, and thus put at risk by the acceptance of a settlement. At their core, these programs 
go towards covering the basic needs of daily life. They make living a quality life possible for many 
individuals with disabilities. But government assistance programs aren’t an equation for longterm 
financial security. That’s why striking a balance between benefits and settlement is so important.

Navigating this situation can be daunting; it can be a significant source of anxiety and frustration, 
especially for people who aren’t used to legal issues. Now, we’ll turn to possible solutions.



Striking a Balance

After accepting a settlement, most families will be faced by three options:

1.  Choose to discontinue government benefits
2.  Try to re-qualify for benefits using a “spend down”
3.  Establish a “special needs trust”

Option 1: Discontinue Government Benefits
For obvious reasons, the first option is not ideal. It’s also the easiest to understand. 
Simply deposit the settlement in a bank and become ineligible for SSI benefits, Med-
icaid, SNAP and housing subsidies as well. The second and third strategies are ways of 
avoiding that outcome, methods of preserving both day-to-day government benefits 
and establishing a long-term plan for a child’s financial security. 
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Option 2: Spend Down
The basic concept behind a “spend down” is actually pretty simple. Accept a lump sum, but 
instead of placing the entire settlement in a bank, spend the money until you’ve reached SSI’s 
allowable resources limit. Determining the actual amount to “spend down” can be complicat-
ed, since different benefits programs will have different eligibility requirements. 

For the purposes of Social Security Income, the Social Security Administration considers a lump 
sum settlement to be income for the month in which it is received. So you’d have to spend a 
sufficient amount of the settlement in that calendar month. Even so, it’s highly likely that the 
SSI recipient will still need to repay all or a portion of their benefits for that month. Parts of the 
settlement that aren’t spent will roll-over to the next month, and be counted as assets for the 
determination of SSI eligibility.

In a spend down, spending should be limited to “exempt” resources, like medical expenses 
that aren’t covered by Medicaid or purchasing a home. “Exempt” resources aren’t counted 
toward asset limits under Social Security Income, so limiting your spending to these resources 
shouldn’t threaten benefits. These resources should be solely for the benefit of the SSI recip-
ient. Attempting to “spend down” a settlement or inheritance is usually most appropriate for 
handling smaller sums of money. It can also be a good choice for SSI recipients who need to 
purchase high-value items immediately – as long as those items are considered “exempt.”

Option 3: Special Needs Trust
Instead of deciding to go without benefits or spend down a settlement, many people 
choose to establish a trust. There’s even a specific sort of trust designed to help people 
with disabilities save money and retain their benefits: a “special needs trust.”
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The Basic Structure of a Trust

At bottom, trusts are simply legal arrangements, embodied in documents, that define new obli-
gations and privileges for three parties

• Grantor – the person who establishes the trust
• Trustee – the person who manages the trust’s assets
• Beneficiary – the person who receives benefits from the trust

A grantor creates the trust, supplies the fund with assets, and designates a trustee to manage the 
resources. The trustee accepts this responsibility, as the “title” (legal ownership) for the assets is 
transferred into the name of the trust. Then, the trustee manages the finances, selecting invest-
ment vehicles in line with the purpose and goals of the trust’s founding document.

Importantly, the trustee does not “own” the money in the trust. Nor does the trust’s beneficiary, 
even though the assets themselves may originally have belonged to this person. The trust owns 
the assets – and this legal distinction grants trusts most of their benefits. Special needs trusts in-
volve a similar arrangement, but instead of being “supportive,” these particular trusts are meant 
to be “supplemental.” The products and services purchased using the money can only benefit a 
designated individual, the trust’s beneficiary. This special legal arrangement means that neither 
the trust’s assets nor any disbursements will be counted toward eligibility evaluations for govern-
ment benefits. The trick is that the goods and services purchased by the trust can’t overlap with 
ones usually covered by government assistance. A properly-drafted special needs trust will make 
this point clear, ensuring that the trust’s assets cannot be counted toward the eligibility limits of 
needed government benefits.

In short, special needs trusts allow children with disabilities to benefit from the use of a settle-
ment or inheritance, without losing means-tested government benefits. 

 Roles & Responsibilities
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Types Of Special Needs Trusts
A Brief Overview

To help people with special needs, there are three primary kinds of trusts: 

First-party (“self-settled”) trusts are funded with the beneficiary’s own income, like a legal set-
tlement or inheritance. While the beneficiary is living, the funds will be used to support his or 
her supplemental needs. After death, the remaining assets will be used to reimburse the gov-
ernment for any medical care that was paid for by a benefit program.

Third-party trusts are funded with money or assets from someone other than the beneficiary, 
usually a parent or other family member. Like a first-party trust, third-party special needs trusts 
allow the beneficiary to continue receiving government benefits, while providing for supple-
mental needs that benefit programs don’t cover. But there isn’t a requirement to reimburse the 
government after the beneficiary’s death. Instead, the remaining assets can be passed to other 
family members or given to charity.

Pooled trusts are set up by non-profit organizations and, as the name implies, funded by mul-
tiple beneficiaries. These funds are “pooled” together for the purposes of investment, but each 
beneficiary retains a personal account intended to provide only for their own supplemental 
needs. After death, a portion of the remaining assets go to reimburse the government, while 
another portion goes to sustain the non-profit running the trust. Pooled trusts can be either 
first-party, third-party or both. Nonprofits can structure their pooled trusts in myriad ways. 
Some will only accept funds from beneficiaries, the people with special needs who actually hold 
accounts. Others will allow for third-party donations from family members and friends.

Obviously, special needs trusts aren’t a one-size-fits-all solution. Private special needs trusts 
will generally afford families a greater degree of personalized service and more latitude in con-
trolling the trust’s investments, but may come at stiffer upfront costs than pooled options. For 
larger settlements, those extra benefits may be worth the additional costs of choosing an indi-
vidual trust. Pooled trusts, on the other hand, might be more appropriate for beneficiaries who 
have received smaller settlements.



“First-party” special needs trusts are funded using assets that belong to the person with special 
needs, like an inheritance or settlement. The money placed in the trust isn’t counted towards 
the beneficiary’s personal assets, which allows people with special needs to continue receiving 
necessary government benefits like Medicaid and Supplemental Security Income. At the same 
time, the trust’s assets can be used to enhance the beneficiary’s quality of life, as long as none 
of the money is used to purchase items that overlap with what means-tested public assistance 
programs cover. The trust itself is administered by a trustee - often a reliable family member or 
financial professional who manages the trust’s assets and purchases items and services in the 
beneficiary’s best interests.

Empowering People with Special Needs to Control their Financial Futures
Effective December 31, 2016, mentally competent adults with disabilities are allowed to set up 
and fund their own first-party special needs trusts. Section 5007 of the 21st Century Cures Act, a 
sprawling federal law signed by former-President Obama, expanded the scope of special needs 
trusts to include trusts created by people with special needs. Before the 21st Century Cures Act, 
first-party special needs trusts could only be created for people with disabilities. As a result, the 
participation of parents, grandparents, legal guardians or a Court was required to set up a trust.

This requirement was unnecessarily burdensome on many individuals with disabilities, espe-
cially those who did not have a living parent or grandparent. These people were obligated to 
expend significant time and money seeking Court approval, which was an onerous necessity for 
two decades. Finally, after nearly two decades of legislative mis-step, people with special needs 
who are capable of making their own financial decisions are actually be able to do so.
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Like all special needs trusts, third-party trusts are designed to allow people with disabilities to 
benefit from financial investments, while maintaining their eligibility for means-tested govern-
ment benefit programs. The main difference between first-party and third-party trusts is that, 
while first-party trusts are funded using the beneficiary’s own money, third-party trusts are 
seeded with money from someone else, a donor. In fact, third-party trusts cannot accept any 
funds from the person with disabilities.

As a result, third-party trusts are only an option for people who want to help a loved one with 
special needs, not people with disabilities themselves. Personal funds secured in an injury set-
tlement, along with inheritances that don’t go directly into a third-party trust, need to be placed 
in a first-party or pooled SNT.

Establishing a third-party special needs trust is a common choice to deal with the complex 
problem of leaving an inheritance to someone who relies on government benefits. Near the 
end of their lives, many people write third-party special needs trusts into their estate plans. Life 
insurance policies, existing investment funds and even real estate assets can all be used to fund 
a third-party trust. Plus, there’s no limit to how much money can be placed in the trust.

Advantages of Donor-Funded Supplemental Trusts
Third-party SNTs come with some serious benefits. For one thing, they don’t have beneficiary 
age limits. First-party trusts, on the other hand, can only be established to benefit people under 
the age of 65. As an additional advantage, third-party special needs trusts rarely require over-
sight from the Court system, particularly when the trust’s donor is still alive. In contrast, many 
states require that first-party trusts are supervised by a Court. 

Taxation is also different. During a donor’s lifetime, most third-party special needs trusts result 
in income taxes for the donor, rather than the beneficiary. This cuts down on red tape, since 
otherwise, beneficiaries would be required to file income tax returns and then explain those tax 
returns to the Social Security Administration.

The most critical difference between first- and third-party SNTs, however, is what happens (or 
can happen) to the money after the trust’s beneficiary dies. When the beneficiary of a first-party 
trust passes away, the remaining funds in their trust are used to reimburse the government for 
benefits that were paid out during their lifetime.

Third-party SNTs don’t come with this “payback” provision, because the money never belonged 
to the beneficiary in the first place. Instead of going to pay the government back, a third-party 
trust’s assets can be passed on to other relatives, even people who don’t have special needs. This 
is a huge advantage that, on its own, would make third-party trusts an option to explore further.
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Pooled trusts are set up and operated by nonprofit organiza-
tions, which pool together the resources of multiple families 
for investment purposes. Instead of selecting your own trust-
ee, which can be a daunting choice at times, pooled trusts 
allow people with disabilities and their families to “pool” their 
financial assets together. The money from multiple fami-
lies or individuals is placed in a master trust, which is man-
aged by experienced financial professionals at a non-profit, 
but each individual beneficiary holds their own account. In 
some cases, beneficiaries are even paired with social work-
ers or advisors to help them create a disbursement plan that 
matches their lifestyle.

There is, of course, a catch, but it’s one shared both by 
first-party and pooled special needs trusts. When an ac-
count’s beneficiary dies, the remaining assets held in trust 
may need to be used to reimburse the government for the 
medical services provided during the beneficiary’s life. State 
laws vary on this point, though. Some allow the trust itself to 
retain the assets, using them to benefit other beneficiaries 
with disabilities. In other states, a combination of Medicaid 
pay-back and nonprofit retention is required.
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Pooled trusts can be a wonderful option for children who have secured relatively-small sums of 
money and still need government benefits to live healthy lives.

Administered and managed by non-profit organizations, pooled trusts take money from multi-
ple people with disabilities and “pool” these assets together for investment purposes. Individual 
members of the trust maintain personal accounts, which can be funded using money from 
settlements or inheritances (in the case of first-party pooled trusts) or a loved one’s own assets 
(in the case of third-party pooled trusts).

Joinder Agreements
Alongside their other benefits, pooled trusts remove the confusion of drafting an individual 
special needs trust and ask parents to complete a standardized joinder agreement. Here’s an 
example, prepared by the Commonwealth Community Trust, a national pooled special needs 
trust. To complete a joinder agreement, families don’t really need any specialized legal knowl-
edge. Just answer some simple questions, fill in your personal information and you’ve created a 
trust. But discussing your options with a professional is still a good idea.

How do you know that a pooled trust is the best option? Pooled trusts aren’t without their dis-
advantages. In fact, some pooled trusts turn out to be more expensive than other forms of spe-
cial needs trust. They also tend to be inflexible, granting distributions only on a predetermined 
schedule that might not match a beneficiary’s actual needs.

Even if a pooled trust is the best option, how do you know you’ve selected the best non-profit to 
work with? Will your joinder agreement allow for third-party contributions in the future? What 
will happen to your child’s remaining assets after their death? These questions should all be 
answered with confidence before any legal documents are signed. We believe that consulting 
with a professional is the best way to answer them.
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Limitations of a
Pooled Trust

Working with a reputable non-profit is key. Every 
pooled trust is different. Each will have a differ-
ent fee structure and different methodologies for 
asset management. Some only distribute assets 
on a schedule, which can be bad for beneficiaries 
who require more frequent distributions. It’s very 
important to compare your options carefully be-
fore signing on. Every pooled trust, however, will 
be inflexible, at least compared to a first-party 
trust. The trust’s investment choices can’t be tai-
lored individually.

Despite these limitations, a pooled special needs 
trust is likely the best option for many children 
with disabilities. But selecting the appropriate 
trust, and ensuring that a child’s benefits are not 
cut off, can be difficult. This is especially true for 
families who are expecting a settlement from a 
personal injury lawsuit, when careful planning 
can ensure long-term support – and mismanage-
ment can mean losing the assets entirely. Many 
families benefit from the guidance and experi-
ence of a settlement planner, someone commit-
ted to their child’s best interests.
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Expenses 
A Special Needs Trust Can Pay for
As mentioned before, Supplemental Security Income and Medicaid are “means-tested” pro-
grams, available only to people who can show that their income and assets are below a speci-
fied limit. When a person with disabilities receives an inheritance, or secures a legal settlement, 
that influx of cash can threaten their eligibility for benefits programs.

As we’ve seen, special needs trusts are one way of working around this problem. Money gifted to 
a special needs trust doesn’t count towards an individual’s assets or income, so it won’t interfere 
with “means-tested” benefits. But managing a special needs trust isn’t easy.

Trustees, meaning the people who manage trusts, can’t just give money directly to the trust’s 
beneficiary. That would threaten the person’s eligibility for government benefits. Instead, the 
trustee can spend assets in the trust to purchase a variety of goods and services – all to improve 
the life of the trust’s beneficiary.
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In order to maintain SSI or Medicaid eligibility, trustees can’t overstep their boundar-
ies. After all, these trusts are designed to supplement – not replace – programs like SSI 
and Medicaid. The assets in a special needs trust pay for “special needs” – nonessential 
goods and services, or “luxuries” – that government benefit programs don’t pay for. In 
short, the money in a special needs trust can be used to pay for anything that govern-
ment benefits don’t cover.

Normally, SSI and Medicaid don’t consider “non-countable” resources or assets towards 
an individual’s eligibility. Here are some examples of “non-countable” purchases that 
can be made using funds from a special needs trust:

One home. Owning a home shouldn’t compromise an individual’s eligibility for SSI 
benefits – as long as it can be considered the person’s primary residence. For people 
who receive Medicaid, but not SSI, the value of the home could be limited to between 
$500,000 and $750,000.

Home furnishings and personal belongings. Furniture, decorations, art, appliances 
and other personal effects are okay. This category is fairly broad, and loosely-defined, so 
nearly anything that can fit inside a person’s home is probably covered.

One car. The beneficiary of a special needs trust can own one motor vehicle without 
threatening SSI benefits, regardless of the vehicle’s value. 

Occupational goals. PASS, or Plan To Achieve Self-Support, is a program of the Social 
Security Administration (SSA) that allows people receiving SSI to use funds towards 
achieving educational or work goals – without threatening their benefits. People usu-
ally use PASS to pursue a college degree, receive vocational training or start their own 
business. Once an individual’s goals are approved by the SSA, the money they spend 
working toward those goals won’t count in eligibility determinations.

Essentials for self-support. Purchases for property that will be used in work, either as 
an employee or as a business owner, are usually allowed. There are, however, limits on 
the value of these items based on their rate of return. • Life insurance policies. SSI and 
Medicaid do not count life insurance policies toward eligibility, as long as those policies 
have a cash surrender value lower than $1,500. The cash surrender value is how much 
an insurance company pays the policyholder if the insurance policy is voluntarily termi-
nated before it matures.

Burial expenses. Special needs trusts can set funds aside to cover the expenses of buri-
al, but no more than $1,500.

Non-Countable Resources
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SSI benefits are limited to individuals with $2,000 or fewer in countable resources. 
So if a trustee purchases countable assets, that transfer of property will likely affect 
the individual’s eligibility for SSI and Medicaid. Here are a few examples of what the 
government considers to be countable assets:

• Cash (intended for any purpose)
• Food and groceries
• Meals at restaurants (unless given as occasional gifts)
• Homes that are not the beneficiary’s primary residence
• Rent and utility payments
• Mortgage payments
• Property taxes
• Checking and savings accounts
• Stocks and bonds
• Investment accounts
• Retirement assets, like an IRA or 401(k)

Sometimes, a payment for countable resources doesn’t eliminate the beneficiary’s 
eligibility completely. Giving a beneficiary $2,000 in cash likely would, since that’s the 
limit for SSI eligibility. But paying for assets less than $2,000 will reduce – not termi-
nate – the beneficiary’s SSI payments in the month that the payment is made. SSI 
benefits are reduced dollar-for-dollar, so every dollar spent on countable resources is 
one dollar less in benefits.

In some cases, a trustee can decide that, while making a payment may threaten a 
portion of the beneficiary’s government payments, that loss is still justified under 
the circumstances. Some particularly important expenditures may warrant taking a 
cut in benefits for the month. Of course, this is a determination that should be made 
after consulting an attorney well-versed in special needs trust law.

Countable Resources
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Structured Settlements
Historically, injury victims who were successful in pursuing lawsuits received their settlements 
or jury awards in cash, as a one-time lump sum payment. While this framework allowed injured 
individuals to meet their immediate medical needs with confidence, the money often ran out 
quickly. 

As thousands of plaintiffs have learned, you gain far more than just financial compensation in 
securing a settlement. Receiving a substantial amount of money is a serious responsibility, one 
that many plaintiffs, through no fault of their own, simply aren’t prepared to shoulder.

How Does A Structured Settlement Work?
In 1982, Congress decided to encourage a different option: structured settlement. That year, 
the American legislature adopted a number of special tax rules that would help support plain-
tiffs over the long-term. Signed by President Ronald Reagan, the Periodic Payment Settlement 
Tax Act clarified a plaintiff’s right to receive a steady stream of tax-free payments, rather than 
accept a lump-sum. A structured settlement is a legal and financial arrangement, negotiated 
between the plaintiff and (in most cases) the defendant’s insurance company. In exchange for 
the plaintiff’s agreement to dismiss the lawsuit, the defendant’s insurer agrees to provide the 
plaintiff with a series of regular payments over a number of years. In effect, the settlement be-
comes a right to receive periodic payments in the future.

What Is An Annuity? 
In the majority of cases, the defendant’s insurance company will purchase an annuity from a 
third-party life insurance company. The life insurance company will invest the settlement money 
itself, paying out a regular stream of income to the plaintiff depending on the terms established 
in the annuity contract. This arrangement provides the plaintiff with steady payments, rather 
than the burden of making significant, and often complex, financial decisions about what to do 
with a lump-sum. Structured settlement annuities can be remarkably flexible, tailored to fit the 
specific needs of individual plaintiffs, both now and in the future.

Benefits: Long-Term Security & Tax Advantages 
Ongoing medical needs can be met with confidence, an especially important priority when 
young children have been injured by the negligence of a medical professional. In fact, struc-
tured settlements were first used to benefit plaintiffs during the Thalidomide scandal of the 
1960s, in which thousands of infants were born with severe birth defects after their mothers 
took the notorious morning sickness drug. Rather than receiving settlements in the form of a 
lump-sum, Canadian families affected by thalidomide were compensated with a life insurance 
annuity, ensuring that their children were protected with long-term financial support.

While much has changed in the intervening decades, structured settlements continue to offer 
plaintiffs a major advantage in the form of long-term financial security. Equally as important, 
structured settlements provide significant tax benefits. While most personal injury settlements 
are not subjected to federal or state taxes, that advantage does not extend to the income gen-
erated once the settlement has been invested. Income from a structured settlement annuity, 
on the other hand, is completely exempt from federal and state taxes, including taxes on divi-
dends, capital gains and interest.
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How Are Legal Settlements Taxed?
The Internal Revenue Service taxes settlements and court judgments based on the “origin of 
the claim.” When one company sues another over lost profits, any settlement or award intend-
ed to make up for those lost profits will be taxed, just like the company’s normal income would 
be. Likewise, an employee who sues their employer for lost wages will have their settlement 
taxed as wages.

Claims arising from personal injuries, on the other hand, are treated differently. Damages from 
personal injury lawsuits, including birth injury claims, are almost always excluded from federal 
and state income tax. While the US tax code makes damages related to “emotional distress or 
mental anguish” taxable, that’s not the case when these so-called “non-physical” forms of injury 
are the result of a physical injury. 

To summarize, the majority of birth injury settlements and court awards will not be taxable, on 
either the federal or state level.

Punitive Damages Can Be Taxed
There is one major exception to this general rule, though, and it kicks in when a judge or jury 
determines that a defendant’s conduct was particularly egregious or reckless. In order to pun-
ish defendants for extreme negligence, and deter negligent behavior in the future, many states 
allow their courts to add on extra “punitive” damages. Punitive damages are always taxable, 
whether they relate to physical or non-physical injuries.

Careful attorneys will ask the judge or jury to separate their judgment clearly, distinguishing 
between compensatory damages and punitive awards. That provides plaintiffs a simple way to 
show the IRS that a portion of their judgment is not taxable.

While the initial lump-sum settlement in most personal injury cases is non-taxable, any income 
earned from the settlement’s investment certainly is. As we already mentioned, this isn’t the 
case with structured settlements, where income generated through the settlement’s invest-
ment is also considered non-taxable.
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Structured Settlements 
& Special Needs Trusts
We’ve seen how accepting a lump-sum settlement can endanger a child’s eligibility for gov-
ernment benefits. Accepting payments through a structured settlement presents the same 
danger. Instead of accepting the payments directly, some parents choose to establish a special 
needs trust, and then use payments from the structured settlement to fund the trust. This strat-
egy ensures that the person’s ongoing needs will be met, through a combination of govern-
ment benefits and purchases made with assets from the trust.

To ensure that the plaintiff’s government benefits aren’t suspended or reduced, it’s crucial that 
a structured settlement identify the special needs trust as the recipient of future payments, 
rather than the individual who will ultimately be the trust’s beneficiary.

Using a Structured Settlement to Fund a Special Needs Trust
Many experienced financial advisers will recommend that a hefty portion of the settlement 
amount is taken as a lump sum and used to establish the trust. The remaining assets can be 
added to the special needs trust in installments, as payments made from the structured settle-
ment annuity.

This approach, which combines a lump sum with a structured settlement, is particularly im-
portant when the plaintiff is a minor or legally incapacitated for some other reason. When the 
beneficiary of a special needs trust is a minor or legally incapacitated, the trustee will need to 
get a court’s approval before using the trust’s principal. Thus it’s probably better for the trust to 
be adequately-funded from the start, and generating enough income to support the benefi-
ciary’s needs.

Where especially large settlements are concerned, families may want to have a corporate fidu-
ciary manage the trust, rather than a family member or friend. But many of the most reputable 
corporate fiduciaries, like banks and independent trust companies, won’t even consider man-
aging a special needs trust with a low principal.

Take Caution
Many of the regulations governing special needs trusts vary from state-to-state. We urge plain-
tiffs who are nearing settlement to speak with experienced financial planners and attorneys 
who are familiar with the relevant requirements. An improperly structured special needs trust, 
especially one integrated with a structured settlement, jeopardizes not only the person’s bene-
fits, but their longterm care plan as well.
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Choosing a Trustee

Selecting a trustee to administer your child’s special needs trust is one of the most consequen-
tial, and difficult, choices a parent can face. Many parents hope to designate themselves as 
trustee, a natural choice when your own child’s welfare is the goal. Many courts, however, dis-
courage this route for fear of conflicts of interest. Moreover, very few people possess the mix of 
fiscal responsibility, attention to detail and legal knowledge required to manage a child’s trust 
properly.

Trustworthy Family Members
You might know someone who already fits the bill. In principle, anyone who can be deemed “le-
gally competent,” over the age of 18 and is able to manage his or her own affairs, can be named 
as a trustee. A trusted loved one, equipped with a certain measure of intelligence and the capa-
bility required to familiarize themselves with the ins-and-outs of government benefit programs, 
may be an adequate choice.

Independent Trustees
In the absence of a well-suited family member, many parents turn to independent trustees, 
people or firms that manage trusts for-hire. A great number of attorneys, accountants, invest-
ment companies and banks offer this service, although some only accept trusts with consider-
able assets (small sums of money may be appropriate for a pooled trust).

The benefits of hiring a professional, expertise and autonomy, should be fairly obvious. Further, 
independent trust management entities are regulated, required by law to comply with statute 
and ensure that the beneficiary’s interests are kept at the forefront of every decision.

Thus far, we’ve stressed the “independence” of trust managers. That’s because trust companies 
associated with large financial institutions are rarely the best choice for families. Not only do big 
banks charge high trustee fees and operate at unfavorable expense ratios, most national firms 
are ill-equipped to act with the flexibility needed in the complex and ever-changing world of 
special needs trusts. To serve your child’s best interests, you’ll need to find a trustee who pos-
sesses both financial expertise and the time to communicate often.

The Duties of a Trustee
Special needs trusts have the distinct advantage of allowing people with disabilities to enjoy 
goods and services purchased using the trust’s assets while remaining eligible for means-test-
ed government benefits. As a result, special needs trusts add an extra layer of complexity to 
the legal and financial considerations that structure every trust. Every trustee will have to stay 
abreast of state law and, just as important, the (extraordinarily complicated) eligibility require-
ments of Medicaid and Supplemental Security Income. Improper spending can threaten a ben-
eficiary’s eligibility for government benefits, effectively undermining the entire purpose of a 
special needs trust.

Any trustee should have a comprehensive understanding of both federal- and state-adminis-
tered benefit programs, along with the acumen necessary to evade their potential pitfalls.
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Loyalty
More fundamentally, trustees can only use a trust’s assets to benefit the beneficiary (and owe 
the beneficiary a “duty of loyalty”). This is a requirement, one called a fiduciary duty in the legal 
context. Trustees who violate their fiduciary duties, either intentionally or through gross care-
lessness (negligence), can be held liable for any harm that their misconduct causes. In practice, 
few trustees willfully abuse their privileges.

A trustee’s job is largely one of financial management: using assets to improve the beneficiary’s 
life, while promoting the longevity of the trust’s assets. How can we spend the money well, re-
sponding adequately to the beneficiary’s needs, but also make the money last? An alternative 
option is to hire a dedicated money manager to invest the fund’s assets, rather than leaving this 
duty to the trustee. While this isn’t a requirement, it can be a great idea to have an investment 
professional experienced with special needs trusts handling the financial decisions.

The activities of a special needs trust, of course, have to be documented and reported. Benefi-
ciaries must receive (at least) annual accounting reports, the form of which may be mandated 
if the trust is under court supervision. Ideally, a trustee will maintain perfectly accurate records, 
documenting every distribution. Staying current serves a trustee well when it comes time to 
file income tax returns, or when the Social Security Administration or Department of Human 
Services requests proof of the trust’s expenditures. 

Make The Right Choice The First Time
Deciding on the right trustee is one of the most significant choices a family can make. As we’ve 
seen, trustees are granted far more than the right to manage and distribute a child’s assets. The 
trustee for your child’s special needs trust will be tasked with an even greater goal: supporting 
your child’s future. If choosing a trustee is in your near future, it may help to reach out to an ex-
perienced settlement and trust planner.
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Drafting a Special Needs Trust
Creating a special needs trust can be a powerful way to protect the assets of children who se-
cure settlements in personal injury lawsuits, but still need to receive means-tested government 
benefits. At bottom, a trust is simply a legal arrangement, established by drafting and signing a 
legal document. You can even find sample trust documents online.

Use Caution With Special Needs Trust Forms
It might be tempting, faced by the wealth of information available on the web, to draft a trust 
agreement without seeking an expert’s help. Most experienced settlement planners, however, 
would discourage families from attempting to establish a trust on their own. Here’s why.

Opportunities & Obligations
Like all legal agreements, special needs trusts are binding documents, creating both oppor-
tunities and obligations. Requirements of federal and state law must be observed to preserve 
a child’s eligibility for government benefits. Often, a working knowledge of the Social Security 
Administration and Centers for Medicare and Medicaid is beneficial.

More fundamentally, an accurate picture of your child’s needs, both now and in the future, 
should be developed to ensure that the trust is written with the flexibility needed to protect 
their interests for years to come. In short, seeking the help of an experienced professional is al-
most always a better option than going it alone.

Court-Ordered Trusts
In many cases, drafting a child’s trust without legal assistance isn’t even possible. Settlements 
in civil lawsuits, for example, require court approval. When these lawsuits involve minors, as in 
the case of most birth injury claims, it’s customary for the court to also establish a special needs 
trust for the child plaintiff. In some instances, the court will simply order a trust to be created, 
leaving the particulars up to parents, grandparents or a legal guardian. Of course, the resulting 
document will still need to pass muster before the court, which would be a tall order without 
the help of an experienced professional.
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Practical Flexibility
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So when should you contact a professional settlement planner to start map-
ping out your child’s future? As soon as possible. While many families assume 
that settlement planning only comes in handy after the end of litigation, it’s 
best practice to gain an expert’s insight well before that time.

Getting Professional Help 
With Financial Planning

Legal help is important for another reason, too. Special needs trusts are powerful precisely because 
their language, along with the stipulations embodied by that language, can be tailored to meet the 
needs of a unique child or adult with disabilities.

Trusts can be given a lot of nuance, instructing trustees to act in specific ways, taking the actual 
needs of the beneficiary into account and even changing over time. All these nuances, however, can 
impact how government agencies, like the Social Security Administration, view the trust. Without 
sufficient care, an inexpertly-drafted special needs trust can misfire, undermining the beneficiary’s 
eligibility for government benefit programs. Avoiding mistakes like that is a main reason why most 
families seek out legal assistance before establishing a trust for their loved one.

Another benefit? Experienced settlement planners can help families understand how their child’s 
needs and desires might evolve in the future, allowing the trust document to embody potential de-
velopments and nimbly adapt to changing circumstances. The potential for nuance and variation in 
a special needs trust also highlights the main problem with pre-drafted special needs trust forms. 
While these cookie-cutter documents are likely to preserve the basic benefit of an SNT (allowing a 
child to benefit, in some way, from the assets while protecting public assistance), there’s no way that 
a downloadable form could be customized to address the unique needs of your child. And, without 
an expert’s assistance, altering the form’s standardized language could lead to disastrous conse-
quences in the long run.
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John Bair, CEO of Milestone

Since starting in the settlement management industry in 
1999, John Bair has guided thousands of plaintiffs and their 
families through the transition from litigation to the eventual 
steps towards their future. His benevolent nature has found 
John involved in monumental cases, such as representing 
families of victims who were lost in the crash of Flight 3407. 
John was responsive to the tragedy of 9/11 and offered pro 
bono services to the families of the victims.

A passion for consumer protection resulted in John’s involve-
ment with the drafting and creation of federal and state leg-
islation. He frequently advises attorneys on the complexities 
of closing a settlement, and is licensed in all 50 states.

John has earned multiple accreditations and achievements 
that speak of his commitment to providing plaintiffs and 
their families with the best representation. John is guided 
by his vision that every client is provided the Milestone safe-
guard for their legal, financial, and emotional well-being.

Milestone Consulting, LLC is a settlement planning and management company. Our 
approach is comprehensive, but our focus is simple - your future. We have guided 
thousands of clients through the settlement process. By taking the time to under-
stand the complexities of each case, assessing the best outcome, and finding the 
path that enables each client to manage their many needs, we secure your future.

The Seventh Amendment is the pillar of our justice system. Our forefathers en-
forced the right of the common man to level the playing field against the largest of 
corporations. This belief system is deeply ingrained in the fabric of our firm, and the 
preservation of this right is something to which we are wholly committed.
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