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Annuity Commutation Rider Allows “Cash Out” by Payee
(2003-2) — The recent addition of section 5891 to the Internal Revenue Code, regulating the sale of future payments from structured settlements and assuring no adversarial tax treatment to annuity issuers and assignment entities, has prompted at least one life insurance company to issue a rider to provide unscheduled cash payments. Others likely will follow.

Allstate Life Insurance Company has introduced its “Advanced Funding Exchange Notice,” which allows a payee to “cash out” a portion of a structured settlement, as long as proper advance approval is obtained from an “applicable state court” under the guidelines specified in section 5891. Without such approval, the transaction is subject to a 40 percent federal excise tax.

Section 5891 was added to the Tax Code effective January 23, 2002, in response to an unregulated factoring industry that purchased future payments reportedly at high discount rates. Often, the seller was reliant on the payments for basic needs or ongoing medical care. The new federal law imposes a duty on state court judges to consider the “best interest of the payee, taking into account the welfare and support of the payee’s dependents.” 

Commutation riders have been used for years to provide liquidity from structured settlements, for instance, on the death of the payee in order to pay estate taxes that might be due. According to Allstate’s John McCulloch, previous riders needed to state in advance the amount of the cash payment, often “leaving the beneficiaries with an amount that could be too much or too little.” Under the new tax law provision, a rider is permissible that allows “cash out” amounts to be determined later, under a court’s supervision, without risk of adverse tax consequences, which the life insurance companies had contended was a threat both to them and the payees. ■
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