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Treasury Edges Toward Publishing QSF Single-Claimant Guidance
(2004-2) — The U.S. Department of the Treasury is moving closer to issuing published guidance regarding the tax treatment of a single-claimant qualified settlement fund (QSF). The issue was added to the 2003-2004 Priority Guidance Plan on April 23, 2004, in the quarterly update. The joint statement issued by Gregory Jenner, acting assistant secretary for tax policy, Mark W. Everson, commissioner of the Internal Revenue Service (“IRS” or “Service”), and Donald L. Korb, IRS general counsel, emphasized Treasury’s “commitment to increased and more timely published guidance.” The QSF issue has been carried over to the 2004-2005 plan, released on July 26, 2004.
In a June 19, 2003, letter submitted on behalf of the Society of Settlement Planners, a national nonprofit educational and public policy association, three members of the Washington, D.C.-based law firm Skadden, Arps, Slate, Meagher & Flom, LLP, requested published guidance from the Service and Treasury for Internal Revenue Code (“Code”) § 130. This letter sought confirmation that assignment of a liability to make periodic payments does not fail to be a “qualified assignment” for purposes of section 130 solely because the settlement proceeds are held temporarily in a QSF, as defined in Treasury Regulations (“Regulations”) § 1.468B-1(c), before the liability is assigned. 

 The letter was signed by Fred Goldberg, who served as chief counsel of the IRS from 1984 to 1986, as its commissioner from 1989 to 1992, and as assistant secretary of the Treasury for tax policy during 1992. It was also signed by Kenneth Gideon, who served as chief counsel of the IRS from 1981 through 1983 and as assistant secretary of the Treasury for tax policy from 1989 to 1992. They were both in key policymaking positions at the time Regulations § 1.468B was being developed. Jody Brewster, the third attorney to sign the request, is also formerly with the Service, and her name appears on several key rulings affecting structured settlements.

 If money paid into a QSF will be excluded from the eventual recipient’s gross income under Code § 104(a)(2) for damages arising from a personal physical injury or physical sickness, the QSF’s settlement with the claimant may include periodic payments which may be assigned to a third-party willing to assume the obligation as long as the claimant does not have constructive receipt or economic benefit of the funds. The QSF replaces the defendant and assumes the tort liability.

 The liability insurance industry and defense structured settlement brokers, who thrive on the ability of the defense to control the structured settlement process, have attempted to cast doubt on the use of the single-claimant QSF by telling the claimant that economic benefit occurs when the funds are paid into the QSF. When funds are paid into a QSF instead of directly to the claimant, the defendant is released and dismissed, leaving the liability insurers and defense brokers without power to coerce claimants either to accept their structured settlement terms or else lose government tax benefits.

 

QSFs are widely being used by plaintiffs’ attorneys to protect their clients from the abuses of the liability insurers and thereby they avoid legal malpractice claims by their clients. Use of the QSF assures that the client gets the full benefit of the settlement’s present value represented by the defense and that no portion of the annuity commission is retained by the defense or used to pay defense costs. Self-insured defendants and liability insurers often spend less on the annuity than they represent its cost to be. Defendants and insurers use annuity commissions, which are part of the claimants’ recovery, to pay their own annuity consultants. Some even require a rebate or “service fee” from the defense broker or engage in a reduced or shared commission scheme.

Treasury Official Hints at Approval

A senior Treasury official’s remarks have been interpreted as a signal that the anticipated guidance will confirm there is no risk of adverse tax consequence when a single-claimant QSF makes a qualified assignment of a periodic payment obligation. Helen Hubbard, Treasury’s tax legislative counsel, participating as a panelist at the May 6-8 meeting of the American Bar Association’s Taxation Section in Washington, D.C., suggested that the forthcoming 468B guidance will be similar to that in Revenue Ruling 2003-115. Responding to a comment that the issue had been added to Treasury’s Priority Guidance Plan, Hubbard remarked:

 “It would be premature to say exactly what issues we're going to address and certainly in what form or what the answers will be. But, I think it is only fair to note that, in Revenue Ruling 2003-115, we addressed the application of section 130 in the context of the September 11 Victim Compensation Fund. And in that context, which did not involve 468B, we did have a fairly extensive discussion of constructive receipt and economic benefit and the application of those doctrines,” the Treasury official said.

 Revenue Ruling 2003-115 says in pertinent part: “The economic benefit doctrine, developed in case law, provides that if a promise to pay an amount is funded and secured by the payor, and the payee is not required to do anything other than wait for the payments, an economic benefit is considered to have been conferred on the payee and the amount of such benefit is considered to have been received. In Sproull v. Commissioner, 16 T.C. 244 (1951), aff'd., 194 F.2d 541 (6th Cir. 1952), the court found that an economic benefit had been conferred on a taxpayer when the taxpayer's employer established a trust to compensate the taxpayer for past services. In 1945, the employer transferred money to the trust to be paid to the taxpayer in 1946 and 1947. The taxpayer was the trust's sole beneficiary. The court held that the taxpayer received compensation in 1945 in an amount equal to the value of the amount transferred to the trust for the taxpayer's benefit because such transfer to the trust provided the taxpayer with an economic benefit.

 “Not all rights to receive periodic payments, however, trigger application of the economic benefit doctrine. Rev. Rul. 79-220, 1979-2 C.B. 74, concludes that a right to receive certain periodic payments under the facts of the ruling does not confer an economic benefit on the recipient. In Rev. Rul. 79-220, a taxpayer entered into a settlement with an insurance company for the periodic payment of nontaxable damages for an agreed period. The taxpayer was given no immediate right to a lump sum amount and no control of the investment of the amount set aside to fund the insurance company's obligation. The insurance company funded its obligation with an annuity payable directly to the taxpayer. The insurance company, as owner of the annuity, had all rights to the annuity and the annuity was subject to the claims of the general creditors of the insurance company. The ruling concludes that all of the periodic payments are excluded from the taxpayer's gross income under § 104(a)(2) because the taxpayer did not receive, or have the economic benefit of, the lump sum amount used to fund the annuity. Further, the ruling holds that if the taxpayer dies before the end of the agreed period, the payments made to the taxpayer's estate under the settlement agreement are also excludable from the gross income of the estate under § 104(a)(2).

“With respect to a claimant of the [9-11] Fund, the award claim procedure requires the claimant to make an irrevocable election relating to periodic payments while the claimant's control of receipt of payments is subject to substantial limitations or restrictions. Consequently, the claimant is not in constructive receipt of a lump sum amount. Further, no economic benefit of a lump sum has been conferred on the claimant by the Agreement....”
Likewise, when money is paid into a QSF, regardless of the number of claimants, the claimant’s control of receipt of payments is subject to the same substantial limitations or restrictions as when the money is held by a defendant or insurer.

Treasury Urged to Issue Guidance

Treasury was also urged to publish guidance on this issue in a 45-page article by Richard B. Risk, Jr., an attorney, published by the prestigious Virginia Tax Review, “A Case for the Urgent Need to Clarify Tax Treatment of a Qualified Settlement Fund Created for a Single Claimant.” 23 Va. Tax Rev. 639 (2004). Risk e-mailed the article to senior Treasury and Service officials on April 20, 2004. Three days later, the QSF issue was added to the 2003-2004 Priority Guidance Plan. Risk summarizes his case at pp. 682-83:  

“The Secretary has the power to issue rules and regulations, and “shall prescribe all needful rules and regulations.” [Code § 7805(a).] Treasury Regulations section 1.468B and Revenue Procedure 93-34, which both became effective in 1993, do not adequately provide all ‘needful’ guidance for the promulgation and enforcement of Code section 468B, which was enacted as part of the Tax Reform of 1986 and amended under the Technical and Miscellaneous Revenue Act of 1988.

 “Victims and their families are being injured by P&C companies and their ‘approved list’ structured settlement specialists. This behavior contravenes public policy. The ‘subsidy’ of tax-free growth being made available to physical injury or sickness victims in tort claims, a public policy intended by Congress [see JCX-15-99], is wrongfully being withheld by self-insured entities and P&C insurance companies, their claim adjusters, the attorneys they hire to defend their insured tortfeasors, and approved brokers who have agency relationships with the insurers. This withholding of the subsidy is done to force injury victims to allow the defense to dictate who will issue the annuity and who will receive the commission.

 “The majority of this behavior would be averted through widespread use of QSFs, whether for multiple claimants or single claimants. The structured settlement industry in its current formulation is actively conducting a campaign to maintain the status quo by planting seeds of doubt in the minds of injury victims and their attorneys that the victims are at risk for adverse tax consequences if a QSF is used. The big players in today’s structured settlement industry do not want written guidance on this issue because, without it, they can continue business as usual.” ...

 “The public deserves clear guidance from the government on how the Code will be administered and enforced, particularly since more than $6 billion annually is at issue. The case for priority on interpretation of this issue is even stronger when one considers the protracted period that has elapsed from the time the law was enacted in 1986 to the present. The Secretary of the Treasury has a duty to decide the policy question and promulgate an outcome without further delay.

 “The technical tax arguments are persuasive—economic benefit does not attach to assets of a QSF while they are being held temporarily for further distribution. Despite the strength of the case for the position that economic benefit does not attach to such assets, the evidence of internal tension at Treasury and the Service on this issue makes a compelling argument that immediate issuance of ‘needful’ guidance is called for. For political reasons, however, Treasury and the Service may decide not to act. If there is a decision not to act on the request for published guidance, taxpayers who have suffered physical injuries or sickness through the negligence of others will continue to be victimized by the structured settlement industry. Or, they might opt to forego their considerable tax benefits. Either way, the public loses.”

 Risk points out that Congress has expressly noted on at least three occasions that economic benefit does not attach in structured settlement situations as easily as it might attach in other types of deferred compensation agreements. Court decisions in this area likewise suggest that a narrow interpretation of economic benefit is appropriate in the use of structured settlements. Id. at 660-61.

 Additionally, says Risk, the illogical theory that there can be no allocation of the damage recovery amount among the claimants prior to the QSF being funded results in an absurdity. “Under this theory, an allocation gives the individual the economic benefit of her portion of the damage recovery. Yet, every case requires an allocation before distribution occurs.  Whether allocation occurs before the QSF is established or seconds before disbursement of funds, under this theory, economic benefit triggers. This means no QSF could ever originate a qualified assignment—even when the QSF is established for the benefit of multiple claimants. Congress obviously did not intend this result,” Risk points out. Id. at 657-58.

     This illogical allocation theory also conflicts with the American Bar Association Model Rules of Professional Conduct, Rule 1.8(g), and Model Code, DR 5-106(A), requiring each claimant’s consent to the proposed allocation, prior to acceptance of the settlement offer. Id.

 “Brokerages formed alliances with self-insured defendants and liability insurers for the exclusive right to handle all structured settlement transactions resulting from the resolution of tort claims. Initially, the quid pro quo of these alliances, in exchange for the broker’s exclusive arrangement, was simply the broker’s ability to make the money being offered to resolve the tort claim appear to the claimant to be a much larger amount. In the 1980s, the practice of rebating part of the commission from the annuity sale back to the liability insurer became the marketing plan for many, if not most, structured settlement brokerages.

 “This lucrative business has grown to more than $6 billion in annual premiums for annuity sales. It is easy to see why those who have controlled this industry for more than two decades—and have become very wealthy in the process—do not wish to give it up.” Id. at 644.

Risk had also urged guidance in an earlier letter to Treasury and Service senior officials dated October 27, 2003. 

Defense Sector Opposes Guidance

The defense sector has attempted to thwart the publication of guidance on the tax treatment of the single-claimant QSF. Steven Boger, former head of structured settlements at Allstate, wrote a letter to Treasury and Service officials dated July 24, 2003, in his capacity as president of the National Structured Settlements Trade Association (NSSTA). Boger’s letter opposed the need for written guidance on qualified assignments from single-claimant QSFs. He offered the history of Revenue Procedure 93-34, which he said was published at the instigation of NSSTA in 1993 and which did not request guidance for single-claimant cases. Boger’s letter said:

 “In the individual tort claimant situation, there was no such need for guidance because the defendant (or its liability carrier) making the section 130 qualified assignment clearly was “a party to the suit or agreement” under Code section 130(c)(1) and hence the claimant in an individual tort situation clearly could avail himself or herself of the section 130 periodic payment mechanism already. Therefore, Rev. Proc. 93-34 was not intended to address the situation of a single claimant.”

Boger’s successor at NSSTA, Malcolm Deener, an employee of Hartford, also wrote to Treasury and Service officials, on May 10, 2004, expressing strong opposition to any guidance being issued. Deener’s letter was prompted by signals coming from Treasury, such as the inclusion of the QSF issue in the Priority Guidance Plan and public and private statements made by Treasury officials, which the defense sector has widely interpreted as favorable to the rights of claimants. 

 Neither Boger nor Deener offered technical tax arguments to support their reasons that single-claimant QSFs should not be allowed to make qualified assignments of periodic payment obligations. ■ 
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