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"[T]he Secretary of the Treasury shall prescribe all needful rules and regulations for the enforcement of this title [Title 26, U.S. Code]." -- I.R. C. section 7805(d)
The Service has issued proposed Income Tax Regulations that would amend section 1.104-1(c), "Compensation for injuries or sickness," very narrowly to reflect amendments under the Small Business Job Protection Act of 1996 and to delete the requirement that, to qualify for exclusion from gross income, damages received from a legal suit, action, or settlement agreement must be based upon "tort or tort type rights." The Service would be remiss in fulfilling its duty, on behalf of the Secretary of the Treasury, to "prescribe all needful rules and regulations for the enforcement of the Internal Revenue Code, for this section of the regulations has always lacked the inclusion of important legislative history, dating to the Periodic Payment Settlement Act of 1982. It is the intent of Congress that the setting aside of funds in trust for a recipient to produce periodic payments, which generally confers an economic benefit and results in income to the recipient in the year of setting aside the funds, is allowed without regard to whether the recipient has the current economic benefit or constructive receipt of the sum required to produce the periodic payments, and any amount received pursuant to the exclusion prescribed in section 104(a)(2) will not be included in the recipient's gross income.

This issue encompasses at least Code sections 104, 130, 451 and 468B, and perhaps 83. It has been identified by Treasury and the Service in a narrow form and first appeared on the Office of Tax Policy and Internal Revenue Service 2004-2005 Priority Guidance Plan under the heading, Tax Accounting, as "Guidance under section 468B regarding the tax treatment of a single-claimant qualified settlement fund." This can just as well be classified as a section 104 issue, as sections 130, 451 and 468B are inextricably linked to each other. With the insertion of a single subparagraph in regulations section 1.104-1(c) that is consistent with clear congressional guidance and with previous rulings of the Service, this important issue is resolved, not just for designated settlement funds and qualified settlement funds derived from section 468B, but for any entity where damages have been deposited to resolve or satisfy claims when current year recognition of the payments is meant to be avoided, including but not necessarily limited to the entities that assume a periodic payment obligation under a section 130 "qualified assignment."

Recommendation:

I recommend the inclusion of the following text after subparagraph (2), as separate subparagraph (3), and that the currently proposed subparagraph (3) is renumbered as (4):

  (3) Amounts received as damages into a fund, account,

  or trust that is established to resolve or satisfy

  one or more contested or uncontested claims that

  have resulted or may result from an event (or related

  series of events) that has occurred and that has

  given rise to at least one claim asserting liability

  do not result in income to the intended recipient

  in the year of setting aside the funds without regard

  to whether the recipient has the current economic

  benefit or constructive receipt, as defined in regulations

  section 1.451-2(a), of the sum required to produce

  the periodic payments or that may be distributed

  from the fund, account or trust in a subsequent year.

  The fund, account or trust must be a trust under

  applicable state law, or its assets must be otherwise

  segregated from other assets of the transferor (and

  related persons). This applies to amounts received

  under a "qualified assignment" of a periodic payment

  obligation pursuant to Code section 130(c) or by

  a designated settlement fund or qualified settlement

  fund established pursuant to Code section 468B and/or

  Income Tax Regulations section 1.468B-1(c), but without

  limitation to these two types of entities. Payments

  that qualify for exclusion from the recipient's gross

  income under Code section 104(a)(2) will still qualify

  for exclusion without regard to whether the recipient

  had economic benefit or constructive receipt of the

  amount prior to its distribution, whether paid from

  an obligor of a section 130(c) "qualified assignment,"

  from a section 468B entity, or in any other fashion.

  Recognition of payments that do not qualify for the

  section 104(a)(2) exclusion similarly can be deferred

  until the years in which the distributions are made,

  without regard to whether the recipient has had economic

  benefit or constructive receipt of the amounts while

  held by the fund, account or trust.

The Document Summary in the announcement would need to be expanded to incorporate this additional guidance.

Background and Explanation:
The Periodic Payment Settlement Act of 1982 added section 130 and amended section 104(a)(2) to exclude personal injury damages received as periodic payments from the recipient's gross income, whether by suit or agreement. Periodic Payment Settlement Act of 1982, Pub. L. No. 97-473, section 104(a), 96 Stat. 2605, 2605 (1983) (codified at I.R.C. section 130). The new provision of section 104(a)(2) was intended to codify existing law as reflected in Revenue Rulings 77-230, 79-220 and 79-313. See Rev. Rul. 77-230, 1977-2 C.B. 214; Rev. Rul. 79-220, 1979-2 C.B. 74; Rev. Rul. 79-313, 1979-2 C.B. 75.)
Congress created an exception to the broad rule established by case law defining economic benefit as applied to structured settlements. H.R. REP. NO. 97-832, pt. II, at n.2 & Explanation of Provisions (1982). Revenue Ruling 79-220 was one of three key rulings that were later codified by the Periodic Payment Settlement Tax Act of 1982. The facts of that ruling were as follows:

  [T]here is a continuing obligation by M to $ 250

  per month to A for the agreed period. M's purchase

  of a single premium annuity contract from the other

  insurance company was merely an investment by M to

  provide a source of funds for M to satisfy its obligation

  to A. See Rev. Rul 72-25, 1972-1 C.B. 127, which

  relates to a similar arrangement made by an employer

  to provide for payment of deferred compensation to

  an employee. In Rev. Rul. 72-25, as here, the arrangement

  was merely a matter of convenience to the obligor

  and did not give the recipient any right in the annuity

  itself. Rev. Rul. 79-220, 1979-2 C.B. 74.
On these facts, the Service held:

  The exclusion from gross income provided by section

  104(a)(2) of the [Internal Revenue Code of 1954]

  applies to the full amount of the monthly payments

  received by A in settlement of the damage suit

  because A had a right to receive only the monthly

  payments and did not have the actual or constructive

  receipt or the economic benefit of the lump-sum that

  was invested to yield that monthly payment (emphasis

  added). If A should die before the end of 20 years,

  the payments made to A's estate under the settlement

  agreement are also excludable from income under section

  104.

Under the facts of Revenue Ruling 79-220, the single premium immediate annuity purchased by M as a convenience to M to fund its obligation to A is an amount set aside irrevocably for A's sole benefit. Economic benefit applies, according to Sproull, when assets are unconditionally and irrevocably paid into a fund or trust to be used for a taxpayer's sole benefit. Sproull v. Commissioner, 16 T.C. 244, 247-48 (1951). However, as in Sproull, the deciding factor in Revenue Ruling 79-220 was control. Sproull alone had an interest in or control over the monies in the trust and was therefore required to take no further action to earn or establish his rights to the amounts in trust. A, in contrast, had a right to receive only the monthly payments and thus had no right or control over the annuity. A was a single claimant.

In the House of Representatives Report accompanying the Periodic Payment Settlement Tax Act of 1982, the Committee on Ways and Means summarized the present law pertinent to this issue in its "Explanation of the Bill," as follows:

  Rev. Rul. 79-220 holds that where the insurer of

  a tortfeasor purchases and retains exclusive ownership

  of a single-premium annuity contract to fund specified

  monthly payments for a fixed period pursuant to settlement

  of a damage suit for personal injuries, the recipient

  may exclude from his or her gross income the full

  amount of the payments, and not merely the discounted

  present value. The taxpayer's only right with respect

  to the amount invested was to receive the monthly

  payments, and the ruling concluded that the taxpayer

  did not have actual or constructive receipt or economic

  benefit of the amount invested. H.R. REP. NO. 97-832,

  pt. II, at n.2 (1982) (emphasis added).

The same report, under reasons for change, clarified that Congress was accepting the Service's decision on the underlying facts of Revenue Ruling 79-220. It agreed with the Service that neither actual or constructive receipt nor economic benefit of the amount invested was triggered. The Report explained that

  [t]he bill specifically provides that the Code

  section 104 exclusion from gross income of damages

  for personal injuries or sickness applies whether

  the damages are paid as lump sums or as periodic

  payments. This provision is intended to codify,

  rather than change, present law. Thus, the periodic

  payments as personal injury damages are still excludable

  from income only if the recipient taxpayer is not

  in constructive receipt of or does not have the current

  economic benefit of the sum required to produce the

  periodic payments. Id. at pt. II (emphasis added).

  The pertinent text is identical in the Senate version

  of the report to accompany H.R. 5470. S. REP. NO.

  97-646, at 4 (1982)

Thus, Congress expressed its intent that, in structured settlements, the judicial doctrine of economic benefit does not apply simply because a sum is set aside irrevocably for the payee's sole benefit -- even if the payee is the only claimant who will benefit from the sum set aside. Certainly, Congress intended a bright line distinction in that economic benefit attaches only when the claimant is given control over the sum. Now that Congress has spoken on the issue by adopting the Service's interpretation as its own, neither Treasury nor the Service may override it. It is highly appropriate that the Service now -- some 27 years since the enactment of the Periodic Payment Settlement Tax Act of 1982 -- should acknowledge that its original interpretation has been memorialized in the legislative intent of the Tax Code by including it in the Income Tax Regulations.

Congress has shown that it did not intend the judicial doctrine of economic benefit to apply to a designated settlement fund (DSF) or qualified settlement fund (QSF) created for the benefit of a single claimant. The single claimant would not have access to the amount transferred into the DSF/QSF because it is: (1) controlled by the DSF/QSF administrator, who is independent of the claimant; (2) subject to the continuing jurisdiction of a court or other governmental agency; and (3) not even dedicated to the claimant's benefit until a settlement agreement between the claimant and the DSF/QSF is executed. Revenue Ruling 79-220 held that when funds or an asset (annuity) are held for the benefit of a claimant (a single claimant under those facts) to provide periodic payments, and the claimant has no control over those funds, the claimant does not have constructive receipt or economic benefit of those funds. Under the facts of Revenue Ruling 79-220, the claimant was entitled to receive periodic payments generated by the assets being held for the claimant's benefit. Where the assets are simply being held in the DSF/QSF, the claimant has no rights to future payments until a settlement agreement is executed. This creates additional distance between the funds and the claimant that did not exist in the facts of Revenue Ruling 79-220, strengthening the argument that there is no economic benefit.

Congress specifically agreed, through the legislative history of both the House and Senate for the Periodic Payment Settlement Tax Act of 1982, with the Service's interpretation and findings in Revenue Ruling 79-220. It accepted that neither constructive receipt nor economic benefit should apply when the single claimant had no control over the funds being held for his benefit. See Periodic Payment Settlement Tax Act of 1982, Pub. L. No. 976-473, 96 Stat. 2605 (1983) (codified at I.R.C. section 104(a)); H.R. CONF. REP. NO. 97-984 (1982); H.R. REP. No. 97-832, pt. II, n.2 (1982); S. REP. 97-646, pt. II, n.2 (1982). Congress expressly stated that it was codifying the existing law. H.R. REP. NO. 97-832, pt. II, Explanation of Provisions (1982).

Congress has indicated through subsequent legislation, such as the Technical and Miscellaneous Revenue Act of 1988 and the Victims of Terrorism Tax Relief Act of 2001, that the economic benefit doctrine should not be expansively interpreted. The narrower definition of economic benefit provides the claimant some rights for the payee in the funding asset itself that Sproull and successive case law had not allowed previously in defining the broad rules of the economic benefit. See Sproull v. Commissioner, 16 T.C. 244 (1951).
Congress has softened its stand on the economic benefit doctrine and whether it renders a periodic payment obligation, excluded from the recipient's gross income under section 104(a)(2) unassignable under section 130. As initially enacted in 1982, section 130 restricted the rights a claimant has against the assignee and in the assets used to fund future periodic payments. See Periodic Payment Settlement Tax Act of 1982, Pub. L. No. 97-473, section 101, 96 Stat. 2605, 2605-2606 (1983) (codified at I.R.C. section 130). Congress repealed section 130(c)(2)(C) in 1988 because, in Congress's view, "[r]ecipients of periodic payments under structured settlement arrangements should not have their rights as creditors limited by provisions of the tax law." H.R. REP. No. 100-795, at 541 (1988). I.R.C. section 130(c)(2)(C) (repealed 1988). Public Law 100-647, section 6079(b)(1)(A), deleted Code section 130 subparagraph (c)(2)(C) and redesignated subparagraphs (c)(2)(D) and (c)(2)(E) as subparagraphs (c)(2)(C) and (c)(2)(D). Technical and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-647, section 6079(b)(1)(A), 102 Stat. 3342, 3710 (1988). The deleted subsection read as follows: "(C) the assignee does not provide to the recipient of such payments rights against the assignee which are greater than those of a general creditor." 26 U.S.C.A section 130, History, Ancillary Laws and Directives (1999).

Congress also provided much greater rights to payees in structured settlements with the enactment of the Victims of Terrorism Tax Relief Act of 2001, which added section 5891 to the Code. See Victims of Terrorism Tax Relief Act of 2001, Pub. L. No. 107-134, 115 Stat. 2427 (codified at I.R.C. section 5891). Section 5891 regulates factoring transactions by imposing a forty percent federal tax on the factoring discount unless approved in advance by an applicable state court. I.R.C. section 5891(a). This section also gives payees the ability to transfer structured settlement payment rights (including portions of structured settlement payments) made for consideration by means of sale, assignment, pledge, or other form of encumbrance or alienation for consideration. Id. section 5891(c)(3)(A). These new rights go far beyond those of the payee in Revenue Ruling 79-220. Under that ruling, the payee could receive only the monthly payments -- he could not have the actual or constructive receipt or the economic benefit of the lump sum that was invested to yield that monthly payment.

The developments following the codification of Revenue Ruling 79-220 in the Periodic Payment Settlement Tax Act of 1982 indicate that a more lenient interpretation of constructive receipt and economic benefit is appropriate for structured settlements. The definitions of constructive receipt and economic benefit are to be construed much more narrowly when applied to structured settlements than to other deferred compensation situations when congressional intent is considered.

The technical arguments of congressional intent are straightforward, gleaned from the statutes and their amendments as well as committee reports. Based on these sources, it is apparent that Congress did not intend for the judicial doctrine of economic benefit to apply to the facts of any entity that can assign periodic payment obligations, without regard to whether the recipient has the current economic benefit of the sum required to produce the periodic payments, including but not necessarily limited to assignment from a designated settlement fund or qualified settlement fund created for the benefit of a single claimant.

Congress has expressly noted on these several occasions noted herein 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 case of structured settlements. In Childs v. Commissioner, the Tax Court rejected the Service's position that the right of attorneys to receive periodic payments on behalf of their clients, in satisfaction of the clients' debt for attorney fees, was funded or secured. 103 T.C. 634 (1994), aff'd 89 F.3d 865 (11th Cir. 1996).
The court held that the cost of the annuity contract funding the structured settlements received by the taxpayers in satisfaction of attorney's fees represented mere "unfunded promises," and did not constitute "property" under section 83. Therefore, it was not taxable in the year of purchase. The issue appealed by the Service to the Eleventh Circuit was whether the purchase price of the annuities constitutes "property" per Code section 83 and, if so, whether that "property" was transferred. The circuit court rejected the Service's position and upheld the Tax Court ruling. Childs v. Commissioner, 89 F.3d 865, 865 (11th Cir. 1996).
Decisions by the courts also suggest a narrower definition of economic benefit in the case of structured settlements. The Tax Court's decision in Childs, as affirmed by the Eleventh Circuit, confirms that the economic benefit doctrine does not apply even to attorneys who collect all or part of their attorney fees in periodic payments from clients entitled to damages excluded under section 104(a)(2). I.R.C. section 104(a) (2); Childs v. Commissioner, 103 T.C. 634 (1994), aff'd, 89 F.3d 856 (11th Cir. 1996). Congressional action and the decision in Childs provide controlling authority that economic benefit does not attach to any payee in a structured settlement, so long as the payee has only the rights to the future payments and does not control the qualified funding asset. The claimant may, however, have a right to a security interest in the funding asset, and he may sell, assign, pledge, encumber by some other form, or alienate by consideration the future payments.

The basic economic doctrine remains intact if Treasury and the Service issue the written guidance requested on whether a QSF established for the benefit of a single claimant may make a qualified assignment within the meaning of section 130. This is a carve-out that provides exceptions to the broad rule. The difference between structured settlements and other garden-variety deferred compensation agreements is easily distinguishable.

Previous rulings by the Service that would be codified by this proposal:
The Service cited Sproull in Revenue Ruling 2003-115, issued as guidance for those opting for periodic payments from the September 11th Victim Compensation Fund of 2001. Revenue Ruling 2003-115 provides the necessary guidance for a structured settlement with a QSF established for the benefit of a single claimant:

  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, 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 section 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 section

  104(a)(2).

The issue in PLR 97-03038 was whether a trust may act as an assignee for purposes of section 130 of the Code:

  Under the facts presented, the assignee of the defendant's

  obligation to make periodic payments is T, a trust.

  T receives a lump sum from the defendant, from which

  it will make the periodic payments to the plaintiff.

  T uses the lump sum to purchase funding assets. T

  holds the funding assets in its name, grants the

  plaintiff a security interest in the funding assets,

  and uses the payout from the funding assets to fund

  the periodic payments.

On these facts, the Service ruled:

  Generally, the setting aside of funds in trust for

  a recipient confers an economic benefit and results

  in income to the recipient in the year of setting

  aside the funds. See Sproull v. Commissioner, 16

  T.C. 244 (1951), aff'd per curiam., 194 F.2d 541
  (6th Cir. 1952). However, the 1988 amendment to section

  130(c) of the Code was intended to allow assignments

  of periodic payment obligations without regard to

  whether the recipient has the current economic benefit

  of the sum required to produce the periodic payments.

  Therefore, assuming all other requirements of section

  130(c) are met, an assignment of liability to T as

  assignee will be treated as a qualified assignment

  under section 130(c). Further, any amount received

  by T for agreeing to a qualified assignment will

  not be included in T's gross income to the extent

  such amount does not exceed the aggregate cost of

  any qualified funding assets as defined in section

  130(d).

The Service also ruled previously, in PLR 97-36032, in favor of four taxpayers who were each sole beneficiaries of identical qualified settlement funds, declaring "no inclusion in gross income will be required of the beneficiaries of the funds as a result of the transfer of settlement proceeds to funds." Obviously, the Service found that economic benefit did not attach simply because the QSF was established for the benefit of a sole individual. There was no "qualified assignment" of periodic payments. In fact, there were no periodic payments, and the sums to be paid were to be taxed to the recipients in the years in which the payments are received.

In PLR 200836019, the Service recognized the concept of a "non-qualified assignment" and that such an arrangement can also defer current year recognition of the amounts received by a fund, account or trust not organized under the provisions of Code section 130 or 468B. The Service said:

  Neither the execution of the Non-Qualified Assignment

  nor the purchase of an annuity contract by the Assignee

  to fund its obligation to the taxpayer shall be viewed

  as conferring a current economic benefit on the taxpayer.

  After the execution of the Non-Qualified assignment,

  the taxpayer will possess only a mere promise to

  be paid (although the identity of the promisor will

  have changed), Moreover, no amount will be set aside

  from which to make the scheduled payments, nor will

  a separate fund to irrevocably and unconditionally

  set aside for the benefit of the taxpayer. Furthermore,

  taxpayer has no rights against the Assignee other

  than that of a general creditor.

  Based on the above, neither the "constructive receipt"

  doctrine, the "cash equivalency" doctrine, nor the

  "economic benefit" doctrine shall apply to the taxpayer's

  acts regarding the Periodic Payments.

Thus, the guidance proposed for inclusion in the revised section 1.104 of the regulations is not confined to funds, accounts or trusts organized under Code section 130 or 468B, nor is it confined to amounts that will be paid under the exclusion from gross income provided by section 104(a)(2). Consistent with previous rulings, recognition by the intended recipient(s) of the amounts received by the fund, account or trust may be deferred to the years in which the distributions are made.

It is conceded that a private ruling may not be used or cited as precedent, per Code section 6110(k)(3), unless the Secretary of the Treasury establishes otherwise by regulations. However, the U.S. Supreme Court determined in Hanover Bank v. Commissioner, 369 U.S. 672, 686-87 (1962), that private rulings issued by the Service reflect that agency's interpretation of the statute and, thus, may be used as evidence in litigation of tax matters. Previous rulings by the Service, including private letter rulings intended only for the requesting taxpayer, should be incorporated in published rules when necessary to provide "all needful rules and regulations," as required by Code section 7805(d). Previous rulings on the issue of economic benefit and constructive receipt of damage amounts held in a fund, account or trust for later distribution should be codified. This proposed revision to section 1.104 of the Income Tax Regulations offers a perfect and timely opportunity to do so.

As a practitioner who has been involved in periodic payment tax issues since 1986, I can attest to the need for published rules on the application of the economic benefit doctrine to amounts received to resolve claims. I urge Treasury and the Service to adopt the text I have proposed, and incorporate it into Income Tax Regulations section 1.104.
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Request for a Public Hearing:
I respectfully request that a public hearing be held on this matter and that I be notified directly of its time and place, so that I have the opportunity to appear.

As a practitioner who has been involved in periodic payment tax issues since 1986, I can attest to the need for published rules on the application of the economic benefit doctrine to amounts received to resolve claims. I urge Treasury and the Service to adopt the text I have proposed, and incorporate it into Income Tax Regulations section 1.104. This is just as appropriate to be indexed with rules for Code section 104 as it would be for section 130, 451 or 468B.

I submit this recommendation on my own behalf, not on behalf of anyone else or any organization to which I belong or am affiliated.

         Respectfully submitted,

         Richard B. Risk, Jr., Esq.

         Tulsa, Oklahoma

cc: Sheldon A. Iskow, (202) 622-4920

Sheldon.A.Iskow@irscounsel.treas.gov

