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Purchase of Future Payment Rights Must Have

Advance Approval of Court or Agency 
Long-Sought Excise Tax Measure Tied to Terrorist Victim’s Act 
(2002-1) — President Bush signed H.R. 2884 into law on January 23, 2002, the federal tax relief package for victims of recent terrorist. Named the Victims of Terrorism Tax Relief Act of 2001, the bill contains a key provision applicable to all structured settlements—not just to victims of terrorism as the name would imply—including those periodic payment arrangements already in place.

The new legislation provides for a stiff federal excise tax on any company trying to purchase future payments from injury victims—unless a state court or administrative agency first approves the transaction as being in the best interests of the victim. The approval authority must take into account the welfare of the victim‘s dependents and find that the transaction does not contravene applicable statutes and court orders. The amount of the excise tax is 40 percent of the undiscounted amount of the future payment rights being acquired less the total amount actually paid to acquire them. This tax provision is not expected to produce any revenue to the U.S. Treasury. Rather, it provides the incentive to the purchasing company for seeking advance approval of the transaction.

A key provision of that bill is a “landmark protection for Americans with disabilities who receive structured settlement payments,” according to Andrew J. Larsen, president of the National Structured Settlements Trade Association (NSSTA) and executive vice president of GE Financial. “This new law reinforces the financial security that is at the heart of structured settlements and further enhances the value they provide to accident victims and their families,” said Larsen in a news release. “It‘s a model piece of consumer protection legislation, giving new flexibility to injury victims who encounter unanticipated financial needs.” This new federal law protects all recipients of structured settlement payments and is drawn from legislation championed by Reps. E. Clay Shaw, Jr. (R-Fla.), and Pete Stark (D-Calif.) in the House and by Senate Finance Committee Chairman Max Baucus (D-Mont.), the original author of the structured settlement tax rules, and ranking Finance Committee Republican Sen. Charles Grassley (R-Iowa) in the Senate, the NSSTA release said. NSSTA is an organization of more than 500 members who are involved with structured settlements of injury cases.

Recognized by Congress since 1982, structured settlements provide long-term financial security to injury victims and their families through a stream of payments tailored to their needs. They are voluntary agreements primarily for personal injury victims or workers compensation claimants. The settlements protect the victims and their families against the loss or dissipation of lump-sum recoveries through deeply discounted sales. Structured settlements also benefit employers and insurers by providing cost-effective, tax-free vehicles for resolving litigation and some workers compensation claims. Since 1997, 30 states have enacted consumer protections on the factoring of structured settlement payments. Despite the new federal law, many supporters of structured settlements from several major trade associations still see a need to seek legislative approval in the 21 jurisdictions that have not yet adopted transfer acts. Individual legislative action is still appropriate in the 20 remaining states and the District of Columbia to establish good public policy as well as to make settlement-buying companies adhere to states‘ sometimes stricter financial disclosure requirements.

“Working together with the National Association of Settlement Purchasers (NASP), the insurance industry, the legal community and members of Congress, we have finally reached this common goal—protecting individuals who need to access their structured annuity payments while acknowledging their right to do so,” said James Lokey, president of Settlement Capital Corporation in Dallas, a member of NASP and one of the factoring companies affected. “It is now incumbent upon those states that have not already done so to enact legislation that conforms to this federal law. We helped draft this important legislation and have worked tirelessly to see it through the legislative process,” Lokey said. “This bill makes it mandatory for individuals to seek court approval when they sell their structured settlement payments.  The bill works in conjunction with state laws directing how these transactions will be completed. With more than 30 states having already passed such laws, individuals throughout the country can now safely access their structured settlement payments when unforeseen needs arise,” Lokey commented.

“Not only does the bill benefit and protect these individuals, but it also makes clear that annuity providers will suffer no tax consequences as a result of these transactions,” according to Lokey. “Insurance companies have long contended that, when an individual sells his or her structured settlement payments, the annuity obligors could suffer tax consequences. That concern was the source of very contentious litigation between insurance companies on one side and settlement purchasers and annuitants on the other. This bill is unambiguous, stating that annuity owners and providers do not now owe nor have they ever owed taxes as a result of these transactions.” Several major insurance trade associations also plan “to push this just as hard as we have in the past,” to get the remaining 21 jurisdictions to adopt related laws, said John Lobert, senior vice president for state government affairs of the Alliance of American Insurers in Downers Grove, Ill. 

However, the need for transfer acts in every state may not be as urgent as it seems. The text of the federal law provides wide latitude in finding an “applicable state court.” The state must have enacted a statute providing for the entry of an order, judgment or decree which finds that the transfer “(i) does not contravene any federal or state statute or the order of any court or responsible administrative authority, and (ii) is in the best interest of the payee, taking into account the welfare and support of the payee’s dependents.” If there is no such statute in the state where the structured settlement payee is domiciled, the parties may alternatively choose a state where the assignee under a “qualified assignment” under Internal Revenue Code § 130 or the annuity company or bond trust company issuing the funding asset for the structured settlement is domiciled or has its principal place of business. With these choices, it is conceivable that every proposed transaction can come under the jurisdiction of at least one of the 30 states that have enacted a required statute.

The conflict between structured settlement brokers and the insurance industry in one camp and settlement purchasers in the other dates back to the mid-1990s. Each side had its own model state legislation, and there was a race to see who could get their version passed first. In late 1997, NASP alleged in a letter to NSSTA “certain members of the NSSTA, acting in part through that organization, are engaging in a conspiracy whose obvious purpose is to destroy the settlement purchase industry.” Proponents of settlement purchasing argued that plaintiffs often underestimate their financial needs at the time of settlement, or the manifestation of latent medical problems causes the monthly installment payments to be inadequate to meet new expenses. According to the NASP letter, “by converting payment rights into cash, claimants are able to use otherwise inaccessible funds for a broad range of immediate, unforeseen, often urgent financial needs in order to pay emergency medical expenses or tuition, avoid bankruptcy, acquire or improve a home, start a business, pay taxes, repay debt or satisfy outstanding judgments, including those for child support.”

The structured settlement industry claimed that “secondary market” transactions—the settlement payment purchases—frustrate Congress’ intent that structured settlements should not be undone at will by the claimant. A particular concern was that, if structured settlement payment purchases became a routine marketplace practice, it could jeopardize the tax-free status of the settlements. Other complaints centered on the discount rate charged by some companies, which critics said was usurious.

Congress clarified its position when the Joint Committee on Taxation issued its report, Tax Treatment of Structured Settlement Arrangements, on March 16, 1999, saying that the benefit of tax-free growth is justifiable public policy in order to encourage the physically injured claimant to accept a settlement in periodic payments rather than a lump sum. “If the recipient exhausts his or her funds, the individual may be in the position to receive medical care under Medicaid or in later years under Medicare. That is, the individual may be able to rely on federally financed medical care in lieu of the medical care that was intended to have been provided by the personal injury award,” the joint committee report noted. 

Both sides signed a transmittal letter dated September 13, 2000, addressed to key congressional members who had expressed their support of a federal excise tax to force state regulation. These legislators had instructed the warring sides to work out their differences before they would be willing to go forward with the bill. This “compromise” package contained proposed federal and model state statutes. The federal document was a proposed bill called “The Structured Settlement Protection Act” to amend the Internal Revenue Code. The second was a “Model State Structured Settlement Protection Act,” which the two groups proposed would be adopted by the individual states. Both the federal and state measures are “necessary components” of a single legislative package, according to the transmittal letter. Under the agreed approach, “the states are given the consumer protection role,” while the federal measure “protects the congressional policy underlying structured settlements.”

Robin Shapiro of New York-based Ovation Capital and a director of the National Association of Settlement Purchasers (NASP) explains that the key to the eventual compromise with the structured settlement industry was the willingness by the structured settlement faction to reverse a previous stand and agree to include language in the federal tax bill to insure certainty that no purchasing transaction ever created a tax liability, nor would it in the future. “We were always willing to go to court to get approval,” says Shapiro, “but the insurance industry always threw up the issue of adverse tax consequences,” rendering court approval meaningless because the insurer would not agree to the transaction. Earlier versions of the federal tax bill did not address tax consequences, according to Shapiro.

The congressional members who had agreed to push the factoring measure’s passage looked for an appropriate tax initiative in the fall of 2000 to which the factoring excise tax language could be attached, but there was none suitable in the last session. The excise tax initiative had also stalled at least two years previously. The Victims of Terrorism Tax Relief Act of 2001 provided a desirable vehicle for the factoring legislation, although little if anything else in the victim’s relief bill pertained directly to structured settlements. There was momentum in Congress to provide relief for the victims of the terrorist attacks, an easy ride to enactment for the unrelated excise tax provision.

The original purpose of this new victims relief law was to expand section 692 of the Internal Revenue Code, formerly pertaining only to members of the Armed Forces who die. It provides certain tax relief to “any decedent (A) who dies as a result of wounds or injury incurred as a result of the terrorist attacks against the United States on April 19, 1995 [the date of the Oklahoma City bombing of the Murrah Federal Building], or September 11, 2001 [the date of the World Trade Center and Pentagon attacks], or (B) who dies as a result of illness incurred as a result of an attack involving anthrax occurring on or after September 11, 2001, and before January 1, 2002.” Among other benefits, the law excludes qualified disaster relief payments from taxable gross income, including those from charities. These original measures were unaffected by the factoring excise tax rider. 

Distribution of what is being called the September 11 Victim Compensation Fund is being made under the auspices of the Department of Justice through a special master, Kenneth R. Feinberg, appointed by the U.S. Attorney General. These disaster payments are eligible to be structured. ■
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