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IRS Ruling Confirms Victim Compensation Structures Tax-Free
Special Master’s Award Agreement Form Contains Conflicts with Public Policy  
(2003-3) — The Treasury Department and the Internal Revenue Service have issued a revenue ruling that confirms periodic payments established through a structured settlement with the September 11th Victim Compensation Fund (VCF) will be excluded from the payee’s taxable income. Rev. Rul. 2003-115, issued Oct. 28, 2003, holds that:
· Periodic payments made to a claimant of the VCF pursuant to an Award Determination Agreement are excluded from the gross income of the claimant under Internal Revenue Code sections 139(f) and 104(a)(2). Similarly, any payments to an estate or secondary beneficiary pursuant to an agreement are excluded from the gross income of the successor beneficiary; and,
· The amount transferred by the United States to an assignment company pursuant to an agreement and in exchange for the assignment company’s assuming the United States’ obligation to make periodic payments to a claimant is excluded from the gross income of the assignment company under IRC § 130(a) to the extent the amount transferred does not exceed the aggregate cost of any qualified funding asset purchased by the assignment company to fund the periodic payment obligation.
The VCF, which is administered under the Justice Department by an appointed special master, Kenneth R. Feinberg, has been unable, prior to this ruling, to offer periodic payments because of several issues concerning potential tax liability. The ruling that finally gave relief came more than two years after the VCF’s creation by Congress in Public Law 107-42, on September 22, 2001, known as the Air Transportation Safety and System Stabilization Act, to make payments to victims and survivors of the Sept. 11 terrorist related airline crashes in New York, Virginia and Pennsylvania. Those who have already settled their claims were not offered the periodic payment option.
The VCF initially paid out lump sums, generally at least $250,000 in the case of a deceased victim. The amount of an award is affected by a number of factors, including whether the claimant received an insurance or workers’ compensation award as a result of either injuries incurred by, or the death of, the victim from the attack; the income of the victim; the nature, severity and duration of the victim’s injuries resulting from the attack; the size of the victim’s household, including the number of surviving dependents; and the victim’s age. The particular needs of a claimant also may be taken into account in determining the award amount. These factors have been reduced to a chart that lets the claimant estimate the size of the award. Filing generally must occur by Dec. 22, 2003.
As allowed by Rev. Rul. 2003-115, the claimant may elect to receive an award in the form of periodic payments instead of a lump sum, choosing either the entire award in periodic payments or a portion of the award with the balance in an immediate lump sum. However, the election must be made before the special master issues the letter notifying the claimant that his or her claim is “substantially complete,” and the election may not be revoked. This forces the claimant to make lifetime financial decisions before the amount of the award is known.
In lauding the ruling, Treasury Secretary John Snow said, “helping these families is the least we can do.”
The Award Determination Agreement model form developed by the Office of the Special Master, which is reflected in Rev. Rul. 2003-115, contains two direct conflicts with U.S. public policy: 1) a prohibition against granting the “right or power of the payee or beneficiary to transfer, mortgage, encumber or anticipate the periodic payments, by assignment or otherwise;” and, 2) an apparent denial of the claimant’s right to accept a security interest in the annuity, which will be owned by the assignment company, if offered by the assignee, which would remove the annuity from claims of general creditors of the assignment company. 
IRC § 5891, which was added January 23, 2002, as part of the Victims of Terrorism Tax Relief Act of 2001, Pub. L. 107-134, allows a transfer of structured settlement payment rights while imposing a 40 percent federal tax if the transfer is not approved in advance by a state court.
IRC § 130(c)(2)(C), as initially enacted, restricted the rights that a claimant could have against the assignee and in the assets used to fund the future periodic payments. This provision was repealed in the Technical and Miscellaneous Revenue Act of 1988, Pub. L. 100-647, because, in Congress’ view, “recipients 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). 
An alternative to accepting these undue restrictions, if they cannot be removed by negotiation, is to ask a state probate court to create a qualified settlement fund (QSF) under IRC § 468B and Treas. Reg. § 1.468B, which can initiate periodic payments and make a section 130 “qualified assignment” of the obligation. See Rev. Proc. 93-34. A probate court has jurisdiction over the distribution of the assets of a decedent and of funds received on behalf of a minor or protected adult. The VCF is mandated by its own rules, 28 CFR § 104.52, to follow a proper court order to pay the award into a QSF. ■
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