05/30-/2003 FRI 10:30 FAX 2026226224

CC ITABR 7

ool

FAX COVER SHEET

INTERNAL REVENUE SERVICE

Room

Washington, D.C. 20224

OFFICE OF ASSOQOCIATE CHIEF COUNSEL
(INCOME TAX AND ACCOUNTING)
1111 Constitution Avenue, N.W.

Date Sent:

05/30/2003

Pages Sent: 9 (Counting Cover)

Deliver To:

Jody Brewster

FAX Number: 202-661-8202

Organization:

SKADDEN ARPS

Phone Number:

Sender:

Terrance McWhorter

FAX Number: 202-622-6224

Symbols:

CC:TA:BOS

Phone Number: (202) 622-4970

THIS DOCUMENT IS INTENDED ONLY FOR THE NAMED ADDRESSEE,

This communication is intended for the sole use of the individual to whom it is addressed and may
contain information that is privileged, confidential, and exempt from disclosure under applicable law.
if the reader of this communication is not the intended recipient or the employee or agent for
delivering the communication to the intended recipient, you are hereby notified that any dissemination,

distribution, or copying of this communication may be strictly prohibited. If you have received
this communication in error, please notify the sender immediately by telephone, and return the
communication to the address above via the United States Postal Service. Thank you.

COMMENTS:

Jody, Here are the articles we've referred to in the past. The last page is just the first

page of a 46 page law review article by Rickard Rigk. | trust these are helpful, and we look
forward to your comments regarding the 130/single-claimant QSF soon. Thanks,

Terrance

A

Macro Form (Rev. 6/1999)

Dapartment of the Treasury - Internal Ravenue Service



057302003 FRI 10:30 FAX 2026226224

CC ITABR 7

@ooz

Resolving Mass Torts
with Designated
Settlement Funds

Williarn L. Winslow

new approach to settling miass

tort claims has evolved. In

1986 Congress created o new

entiry in the tax law with

Internal Revenue Code (IRC) §468B.!

Thar stanate gave birth to the designat-
ed sertlement fund (DSF),

Treasury reguladons that became of-
fective January 1, 1993, expanded the
new concept, inangiradng the qualified
serdement fund {(QSF).? There are dif-
ferences between the two, both in scope
and requisites, but this artdele deals main-
ly with the DSF except where differcnces
are 1mport3.n:.

The great usefulness of the DSF is that
it serves as an intermediary. It allows
lump-sum settlement payments to flow
from defendants and Liability insurers in-
to a fund. The fund administrator can
then arrange a settlement railored o the
claimanr’s needs.

In this way each claimant can have the
option of recciving an all-cash setidernent,
a structured settlement, or 3 settlement

withl a special needs trust. The necessity

Williawm L. Winslow of Santa Monica,
Califernia, holds an LLM. in taxation
and concentrates bis practice on com-
plex personal infury settlements, © 1994,
William L. Winslom

of negodating with the defense for a cus-
tomized remedial arrangement is re-
maoved; no “faver” from the defense is
needed.

Betore development of the DSF cng-
ty in the tax law, a plaintiff dsked run-
ning afoul of the conseucrive receipt doc-
trine if the defendanr o irs Lability insurcr

The use of a designated
settlement fund simplifies
negotintions in lavge cases.

simmiply paid a lump sum, even to a third
party, without suitable provision for a pe-
riodic payment settfement.?

The development of special purpose
funds primarily grew out of asbestos cases
and other toxic tort litigation. The breast
implant settiement will involve creation
of one or more DSFs.

The new rules are yet another evolu-
non in the tax law required by changes
in scope and complexity of tort litigation
and remedial requirements of injured par-
ties. Nowadays most large cases involve
structured payments,* and the setdements
are often crafted to prortecr eligibility for
government benefiss® or 1o address apen-

ended medical care requirements.$

The operaton of §468B and its sup-
porting regularions and procedure can
best be analyzed using a simple exam-
ple. Suppose Dogged, Inc., allegedly al-
lowed a leak of toxics causing Patricia,
Philip, Priscilla, and ochers 1o become
il. Dogged wishes to pay $5 million in
1994 to a fund to setde all che claims
and deducr the $5 million on its 1994
fax renurn.

It seems simple, but supposc that
(1) itis not yer decided whether Datricia
will be paid more or less than the oth-
er clwmants, and (2) {t is not intended
thar all elaimants receive all paymenrs in
1994

Under the “economic performance™
doctrine of IRC §461(h), the general rule
was that Dogged could nort deduct all
$5 million in 1994, It could deduct only
the payments actually received by claim-

_ants. Bur with the new rules, if Dogged

pays 115 35 million to a court-ordered
DSF, it may deducr the full amount ar
once, leaving such problems as alloca-
ton, structuring of settlements, and the
like ro the DSF.

There is considerable sk of confus-
ing DSF and QSF rules. Their proper-
ties, or limits, are similar. The require.
ments for 4 DSF are set forth in the [RC, .
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whereas the requirements for a QBIfan:
defined by Treasury regulations. It
appears that the secrerary of the Trea-
sury chose to adapt the setdement fund
concepr—Iiirst given cxpression in the
statute—for a wider varety of dispute-
resolving transacrions than only those
arsing from torts.

IRC §463B(d)(2)(D) requires that a
DSF be established “for the principal
purpose of resolving and sadsfying pre-
sent and future claims . . . ardsing out of
pevsonal injury, death ov properey dam-
age.”” By contrast, the regulations au-
thorze a (QSF where the fund is esmb-
lished ro resolve or satisfy claims under
the Comprehensive Environmental Re-
sponse, Compensation, and Liabiliry Act
of 1980 % or arising out of a “tort, breach
of contvact, of violation of law. . . 7*

A OQSF may also be used for arher
types of disputes the IRS commission-
T designates in a revenue ruling or rev-
ene procedure.? 5o, 2 QSF may be used
111 many more situations than just tort
claims. Moreover, the idea that a DSF
is just one type of taxpayer in a larger
category called QQS¥ may be inferred
fromm the fact that Treasury Regulation
§1.468B prescribes thar a DSF shall be
taxed in the manner provided in the reg-
uladons for 3 QSEU

Stricter Requircements

However, in several places the regula-
dens impose steicter requirernents for a
qualified settlement fund than for a des-
ignated sertdement fund. For example,
the statute demands only thar the larter
be “cstablished pursnant to a court or-
der,™? bur the regulations provide that
the former be established under the or-
der of a court or governmenr agency and
that the fund be “subject o the contin-
uing jurisdiction of that governmental
authority. .. .72

Many mass torr sertements might
not require conunung court supervi-
sion (such 25 a case involving only com-
petent adult daimants); and it is doubr-
ful whether the Treasury secvetary has
authority ro imposc that additional re-
quircment, at least as o a DSE.

On the other hand, the regulztions
may have softened the statutory re-
quirement that a designated settlemnent
fund be *administered by persons a ma-
jority of whom are independent of the
taxpayer [the defendane or irs insurer] ™
This provision was probably intended to
prevent defendants from incomme-tax
sleight of hand in funding a DSF.

The deduction would only be avail-
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able if the defindant did not keep a suing\"j trusts or other ongeing arrangemenrs for

attached to its contribation ro the fund
—for instance, by controlling the ad-
ministrator (or adrministrative cormrmit-
tee) of the fund. Yet, in a private ietter
rubing, the Internal Revenue Serviee al-
lowed QSF weatment (as the defendant-
taxpayer desired ) where the adminisera-
tor was 4 honprofit corporation and its
members (the equivalent of stockhald-
ers in a for-profit corporation) were all
defendants or liability insurers as to cer-
tain products liability claims 18
Generally, the best course for plain-
tffs” counsel in mass tort settdements is
to comply with the statutory require-

Designated sertiement funds
vemove the necessity of
negotiating with the defense
for a customized vemedial
AFrangement.,

ments for a DSE and, 1o the axtent it is
not ONerous, to meet the requirements
of the Q5F.

The order establishing the DSF should
provide that the raxpayer’s toet clairn Li-
ability be extinguished complerety s Al-
so, either the fund must be a tost ander
state law, or its assets must be segregat-
ed from assets of the reansferor or relat-
ed persons.t”

The DSF administrator must file a ax
return whether or not there is taxable
income.® Incame above $7,500 will be
taxed ar 39.6 percent,” and unlike what
is the case with most musws, disoibudons
trom the fund are not deductible,  Thus,
it is usually best not to have large sums
held within a fund for 2 long time. Also,
the transferor (the defendant or its lia-
biliry ingurer) must issue to the DSF and
the TRS a Secrion 1.468B-3 Statcment
showing the dates and amounrs of cash
and other property transferred to the
fund 2

The critical function of a designated
settemnent fund is to take over the Rind-
ing and administration of a vadery of
remedial paymente, Most important, 2
DSF can act like a defendant or Liabiliry
insurer in creating and assigning a peri-
adic payments obligation under IRC
§130, Rev. Proc. 93-34.2 [n practice, the
contro] that formerly rested with the de-
fense is transferred o the fund.

‘The options for distriburing fund re-
sources to claimants are virtually unlim-
ited. For example, many D8Fs create

fumre medical care or xaminadons and
sereening. Some mass tort serderments
have included funds to educate the pub-
lic abour the bazard, A reserve ro address
the needs of as yet unidentified ¢laimants
also may be required,

Practical Issues

Some people have hailed §468B as 2
sword in the hands of plaindffs, on the
assumpton that using a DSF eliminares
the usnal need for defense-side cooper-
ation in working our suitable remedies,
especially srucmired settlements and spe-
cial needs musts, Nevertheless, plaingffs’
counsed should evalnate several facrors in
deciding whether a DSF is appropriate
2 given lidgadon,

The most common question is, How
many plaindffs must participate in the
compromise in order to use a designar-
ed sertlement fiind? This question has no
easy answer. Unforunartely, no specific
number of claimants appears anvwhere
in the starure, regulatons, or revenue
procedure. The starute describes a DSF
as a fisnd that extinguishes the axpayer’s
liabiliey with respect to “claims™ (plur-
ad);? but the reguladons allude to a fund
established to resolve “one or more con-
tested or uncontested claims, .. "

Another level of analysis focuses on
the interrelated income tax docoines of
constructve receipt and economic ben-
efic. In essence, the construcrive receipt
doctrine provides that a taxpayer mav
have to recognize income if, though the
money or property is not actually in his
or her hands, the taxpayer has effective
conuol over it. Income is not construc-
tively received if the taxpayer’s control
of its receipt is subject o substangal lirn-
itations or restricdons.? The economic
henefir docrrine trears a taxpayer as hav-
ing reecived money 1f it is invested for
the taxpayer’s benefit and no other per-
son has any claim to, interest in, or dght
to the money.

Caveats

Where only one competent adult
plaintiff is involved, ¢reating a DSF o
accornplish a strucrured sertlement un-
der Rev. Proc. 93-34 subjects the plain-
tiff to a significant risk fom the con-
strucove receipt docuine. The revenue
procedure did nor write the constructve
receipt doctrine out of this area of the
law. Also the necessity of any court in-
volvement—which is required to obrain
a IDSF—is open to queston where there
is only one competent adult plaingff. In

TRIAL OCTOBER 1994
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most circums, =5 this plaindff may ser-
tle his or her individual lawsnit wirhour
COWT PerMmission of approval,

By contrast, in most junsdictons any
substantial claim by a minor or incom-
petent must have cowt approval, There-
foore, unril the court aces thers is no en-
forceable settlement, which means there
cannot be constructve receipt. If when
the courr acts it creates a DSF for one
minor plaindff, this might not constitute
constructve receipt. However, some
would argue that there remains a risk thar
the economic benefit docmine would be
applied because no person has an inter-
est adverse to the minor in the money
placed in the fund. This arrangement
might be regarded as an investment for
the minor.®

In cases involving just a handful of
claimants, if the DSF is funded one day
and emptied the next (for example, to
fund one or more stractured setrle-
ments), there may be raised evebrows at
the IRS when the D5SF's wax return is
filed. Under the rax law the characteri-
zadon of 3 transacdon should conform
10 its true elements. Substance should
control over form.

Orher factors might be imporrant,
For exarmple, where a iigadon involves
a fairly unnsual numper of plaindffs (thar
15, 10 to 12 or more), this factor alone is
likely o deflecr IRS concern. In my opin-
ion, a settlement with 25 or mare plain-
tifts is presumpdvely a proper siruation
for a designated sertlement fumd. Ar che
other extreme, where just a few compe-
tent plainifts are involved—say, 2 or 3
adidts—an agreement among them as to
allocadion of shares concluded defpre the
fund iz created would be dangerous,

It iz important to remember that
§408D addresses che tax weament 1o be
received by mrangerarsto the fund. The
asbestos cases represent a good example
of the kind of claims that Congress had
in mind when it enacted this statuts,
These cases usually have had 3 number
of defendants, sometimes a dozen or
more. The fact that multple defendants
or liability insurers or both will pay into
the fund will help the transaction appear
to the [RS like a proper application of
the statute,

A defendant’s need o have a current
deduction for iss contribution to the sct-
tement of a large-scale rort suit caused
Congress to creare a flexible new ray en-
tity. There is now a body of supporung
rules that allow plaindff™s counsel o ne-
gotiare for all-case conrribumbons to a des-
ignated sertlement fund chat is admings-
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rered ourside of def, , conmol. The usc
of a fund simplifiss négotatons, which
are already complicated enough in large
cascs, [t also makes it possible to devel-
op the best sertlement package for each
plaindff.

MNotes

1 Tax Reform Aer of 1986, Pub. L. No. 99-514,
GIBO7(a)(7HA), 100 Stat. 2814 {1984).

2 Treas. RBeg. §51.4688 o 1.468B-5.

3 Sinee the promulgadon of Rev, Rul. 79-220,
1979-2 C.B. 74, a sine qua non of a soucmred
settlemenr trznsacrion thar will provide tax-free
benefics is the ceeadon, at least ininally, of an
obligadon on the part of a defendant or its in-
surer to make set periodic paymenis o the in-
jured party. Rev, Prog, 93-34, 1993-28 LR.B,
49 aurhorizes 2 QSF also 1 be the obligor of
the finure payments, Once the obligadon comes
into being, it can be assigned under LR.C.
§130.

t [530 DATA, INC., CLOSED CLAIM SUR-
VEY FOR COMMERCIAL GENERAL LI-
ABILITY: SURVEY RESULTS 13 (1991).

5 The best methods are speaal needs trusts and,/”
or “spend downs.”

% Usually truscs are used, wich ot withour a re-
version to the defense. S22 Rev. Rul, 77-230,
1977-2 C.B. 114 regarding the revergionary
miedical teuse.

7 The statute zlso requires thar the designared
sertfement fund be escablished under @ court
arder “which extnguishes completely the rax-
paver’s fore liability . . . " [Emphasis added. }
LR C. §468B{d){2)(A).

B 43 05.C, §9601,

# Treas, Rep. §1.468B.1{c)(2)(ii).

19 Treas. Reg. §1.468B-1(c)(2)(iii).

U Treas. Reg. §1.468B-5(b}1){C).

2OLR.C. §468B(AN 2N A)

3 Treas. Beg. §L468B-1(c)(1}).

13 LRC. §408B{d)2)C).

15 Priv. Lir, Rul, 24-16-032 {1994).

5 TRC §2685(BXd)2)A).

17 Treas. Reg. §1 468B-1(cX3).

18 Trews, Reg. §1.468B-2(k)(1). The rerum is due
on or before March 15 of the year fallowing
the close of the tavable year of the fund, Treas.
Bea. $1.468B-2(k)(3).

19 Treas, Reg. §1.468B-2{a).

20 Treas, Reg. §1.468B-2(b)(2).

21 Treas, Reg. §1.4688-3(e). This sratement inust
be senr by February 15 of the year following
each calendar year in which the transferor or
its wnsurer makes a transfer o the fund.

22 Rev. Proc. 93-34, 1993-28 LE_B. 49. Note
thar the lepislative history to the Technical and
Miscellancous Bevenue Act of 1988 (Pub. L.
No. 100-647, 100 Stat. 3342 {1984) conraina
2 starement thar ¥a destpnared serdement fupd
must extinguish complerely the tagrayer’s lia-
biliry with respect 1o a clag of claimants. . . .~
[Emphasis added,] H.R. REF. NO. 795, 100th
Cong., 2d Se¢ss, (1988).

2% LR.C, §463B(d)(2)(A).

3t Treas. Reg, §1.465B8-1{c)(2). [Emphasis
added. ]

25 Treas. Reg. §1.451-2.

26 Cf Rev, Bul. 76-133, 1976-1 C.B. 34, involy-
ing a blocked account intey which the proceeds
of a minor’s persanal igury settlement were
placed. Moreover, a tral court's favorabile char-
acterzadon of a oansaction will not necessari-
ly b dispositive when i cones to the transac-
TON’s Ineome tax trearment,
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§468B Designated Settlement Fund
Assumes Liability from Defendant

Plaintiffs and defendants alike are {ind-
ing merit 1o the use of a dasignated scttle-
ment fund (DSF) or qualified settlement
fund (QSF) created under the authority of
Section 468B of the Intenal Revenue Code
(“the Code™).

Congress crealed the DSF when §468B
was added {o the Code in the Tax Reform
Act of 1586, Treasury regulations that be-
came effective January 1, 1993, expanded
the concept of mass tort claim settlements
and gave birth to the QSF. Both funds aper-
ate identically.

The concept is simple, although setting
up the fund definitely should involve tax
eounsel. A taxpayer can establish a DSF or
QSF, if certain conditions are met, The de-
fense pays money into the fund and is re-
leased from liability for the act or acts that
gave rise to the claim. The fund, which has
assurmed the liability, settles with the indi-
vidual claimants. The settlement can in-
clude a cash component or periodic pay-
ments, the obligation for which will be as-
signed to a third party under IRC §130. The
fund then settles any obligations, including,
any tax liability, and dissolves — ceases to
exist.

[f there is money left over after the fund
has settled with all plaintiffs, it must not re-
vert to the defendant or its insurer unless
the reversion is subject to approval by the
plaintiffs, the court or other authority.
David Higgins, of The Scttlcment Law
Group in Los Angeles and a foremost au-
thority on structured settlement tax law,
suggests that the fund be set up with a pro-
vision to give any surplus to a charity re-
lated to the plaintiffs’ injuries.

The fund is not required to be set up as
a trust. A bank or escrow account can also
qualify as a Section 468B fund, as long as
the assets of the fund are segregated from
other assets of the defendant or ats insurer.

Advantages to Defendant
* Any individual taxpayer, insurance com-
pany, corporation or other entity that iden-
tifies a future liability may be able to accel-
crate the full deduction of funds set aside 1p

settle that liability to a current year status,

= The insurer rcceives reserve relief and
creates surplus.

s The defendant can settle a class action
cause even before all potential plaintiffs
have been identified,

*» The defendant can extinguish future lia-
bility by settling far one element of dam-
ages while leaving open the ability for
plaintiffs 1o receive compensation for
damages that occur later, such as from a
latent disease process that doesn’t mani-
fest itsell” for years after exposure to a
toxic substance.

# The defendant receives immediate relief
from any future liability, sparing it the ex-
pense, trauma, notification to sharehold-
ers and regulators, and the prolonged ad-
verse publicity of a series of trials.

» The defendant is taken out of the indi-
vidual negotiation process, leaving it to
the fund administrator to develop the best
gettlement for each plaintiff, incﬁjding fu-
ture periodic payments from a structured
settlement,

* Legal fees terminate as all further in-
volvement by the defendant or the insurer
ends.

Advantages to Plaintiffs
* The money is irrevocably guaranteed ta
be distributed to the plaintiffs, subject to
its allocation among all plaintiffs, provid-
ing solace that there is the ability and
willinghess of the fund to setile the claim,
Thus, the plaintiffs avoid risk of the de-
fendant’s insalveney.
* The plaintiff does not negotiate with the
original defendant or its casualty insurer,
both of which are considered adversaries
of the plaintiff, and instead deals with the
fund administrator, whe cannot be influ-
enced whatsocver by the defense,
* The plaintiff’s attorney can redirect ef-
forts from proving tort liability to allocat-
ing the settlement funds among the plain-
tiffs.

* The plaintiff can preserve future tax-
free growth of damage payments for

physical injury, since the fund has the abil-
ity to act in place of an original defendant
or casualty Insurer to sef up a structured
settlement,
s The plaintiff will have more control over
certain aspects of the settlement process
traditionally eontrolled by the defense.
Funds Handle Variety of Claims

Section 4688 of the Code requires that
a D3F be established “for the principal pur-
pose of resolving and satisfying present
and fulure claims...arising out of personal
injury, death or property damage.” A QSF,
oni the other hand, may be used in more sit-
uations than just tort claims. Treasury Reg-
ulations [§1.468B] authorize a QSF 1o re-
solve or satisty claims under the Compre-
hensive Environmental Response, Com-
pensation and Liability Act of 19080
(CERCLA), or arising out of a “furs,
breach of comtracy, or violation of law...."
The Internal Revenue Service commis-
sionter may expand the use of the QSF fur-
ther in other types of disputes by the is-
suance of a revenue ruling or revenue pro-
ccdure,

The legislation was passed with law-
suits in mind involving mass tort ¢laims
over such things as asbestos, aviation
crashes and toxic chemicals, “dny litiga-
lion involving multiple claimants for dam-
ages from the sume exposure or from the
same accident iy a candidate for settfement
with a DSF, " says Encino, California attor-
ney William L. Winslow, who holds an
LL.M. in taxation and concentrates his
practice on complex personal injury settle-
ments. The DSF is very useful because it
serves as an intermediary, according to
Winslow.

A DSF or QSF cannot be used to satisfy
liabilities arising undcr a workers’ compen-
sation statute or a self-insured health plan.
Nor can it be used for claims to repair, re-
place or refund the price of products or to
pay trade creditors or debtholders in a
bankruplcy or workout,

While the cholce of whether to use a
DSF or QSF depends on the type of inci-
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dent that gave rise to the claim, the two are
subject to essentizlly the same tax treat-
ment. The fund’s earnings over $7,500 are
taxed at the highest rate, currently 39.6 per-
cent, with deductions allowed only for
such items as administraiive expenses.
Thus, except for what is needed to pay an
accountant, the arbitrator who hears any
disputes over allocations, actuarial ser-
vices, attorney fees, 10 pay taxes, and for
other possible reasons that demand imme-
diate access, it is not a good idea that funds
be held inside the trust longer than neces-
sary.

The original sum received by the DSF
or Q5F is not taxable as income, and the
distributions it makes to claimants are not
deductible. These two transactions are tax
neutral.

Attorncys Benefit from Concept

Attorney fees can be paid our of the
fund almost immediately after the defense
pays the monies into the fund. This s a dis-
tinet advantage for the plaintiffs’ attor-
ney(s) over traditional personal litigation,
where the attomeys normally are paid only
after their clients are paid. The attorneys
may also elect to structire their fees instead
of taking the full amount as a lump sum, if
they have a deferred compensation agieee-
ment in effect with their client,

The plaintiff's attorney can avoid the
disputes and liability from allocation issues
because they are handled by the fund ad-
ministrator subject 1o the continuing juris-
diction of the court that approved the fund.

Special Rules for Assignments

Revenue Procedure 93-34, created by
the IRS5, provides that a settlement fund
created under Section 4688 of the Code
may enter into a Section 130 qualified as-
signment. This rule introduces require-
menis not in either section of the Code, in-
cluding:

# The claimant must agree in writing to the
assignment;

* The assignment must relate to a claim on
account of personal injury or sickness (in
the case involving personal injury or physi-
cal sickness) that is one of the rypes of
claims addressed by the Section 468%B rules
(tort, breach of contract, violation of law or
CERCLA);

* Each qualified funding asset purchased
by the assignee must relate to a liability to
make periodic payments to a claimant;

= The assignee must be unrelated to the
transferors (alleged wrongdoers or their li-
ability and casualty insurers) who had
transferred monies to the fund in extin-
guishment of their liability, as well as be-
ing unrelated to the fund itsclf:

* The assignee must neither control nor be
controlled by the fund; and

+ The revenue procedure is effective for
Section 130 assignments made after Au-
gust 10, 1993,

Before the development of the DSF
entity in the tax law, a plaintiff could be
considered to have constructive receipt of
the lump sum settlement payment if the
defendant or its liability insurer paid it
even to a third party, without provision
for future tax-free payments as allowed
under [RC §104(a£3(2). The main eco-
nomic disadvantage of 2 lump sum pay-
ment 1o a plaintiff is that, while the lump
sumn itself is free of income taxation, the
growth of the funds is fully taxable.

With the DSF, each claimant can
have the option of receiving a sctlement
all in cash, as a structured seitlement of
future periodic and deferred lump sum
payments, or through a supplemental
needs trust that could serve to prevent the
¢laimant from losing government entitle-
ments such Medicaid and Supplemental
Sccurity Income (S31) payments for dis-
ability, (See IRC §1396p.)

Funds Established by Court

The court order establishing the fund
does at least three things;

(1) Creates the fund pursuant to IRC
§468R:

{2) Appeints an administrator who may
be an individual, commitee or institution
(while the administrator could be the
plaintiffs’ counsel, the fund cannot be
conirolled by defense representatives);
(3) Extinguishes completely the defen-
dant’s liability.

The administrator’s tasks are to re-
ceive and safeguard the funds, make fair
and reasonable allocations from the fund
to cach plaintiff, and file income tax re-
turmns.

The defendant has only one duty, o
filc a one-page information return to the
IRS (Form 1i20-5F), showing the date
and amount of the moeney transferred to
the fund by the defendant, and showing
also the fund's taxpayer identification
number and address. The defendant gets
to take a current year tax deduction for
the full amount paid into the fund. Prior
to the passage of IRC §468B and the in-
auguration of the DSF and QSF concept,
the defendant as a general rule could
deduct only the payments actually made
1o claimants, under the “cconomic per-
formance™ doctrine of IRC §461(h).

Two or More Claimants Needed

Neither the statutes nor the regula-
tions of Sections 130 and 468B address
the interaction between these two sec-
tions of the Code. Absent a regulation,
published ruling, revenue procedure or
private leiter ruling, one can only guess
how certain sets of facts would be treated
by the IRS,

One such unresolved question is
whether a DSF or QSF can enter into a
gualified assignment in a casc involving
a single rpart_\,r or even multiple related
parties, If there is only one claimant to a

Section 468B fund, and that claimant is in-
tended to receive everything paid into the
fund, some tax commentators believe that
claimant will be treated as having received
the entire amount, under the concept of
economic benefit,

Others argue that the concept of eco-
nomic bencfit does not apply to a 4688
fund, and that Revenue Procedure 93-64
authorizes qualified assignments from
4688 funds because of the procedure’s use
of the phrase “one or more claims.” If all of
the provisions of Scction 130 must also be
satisfied, then the cconomic benefit con-
cept does apply.

There is also some concern over the
gconomic benefit concept applying when
funds are established for multiple related
and even unrelated parties, if the interests
of those partics are not adverse. Some feel
that the IRS might take the position that the
absence of adverse interests triggers eco-
nomic benefit. The argument against eco-
nomic benefit would be weakened if all
parties were represented by separate coun-
sel. Any agreement armong the panties prior
ta settlement on distribution of the fund as-
sets would result in construetive receipt.

David Higgins agrees. “Each case must
be examined on its own facts,” he says.
“Two or three family members, each of
whom 1is represented by the same lawyer,
might have difficulty proving there was no
pre-Q5F understanding as to how the set-
tlement fund was to be allocated among
them.”

In physical injury cases where individ-
uals other than the injury victim may have
derivative claims, it is important that these
claims not be resolved at the time amounts
are transferred into the fund, to avoid con-
slructive receipt, ,

William Neff, a tax counsel to the Na-
tional Structured Settlements Trade Asso-
ciatiott, speculates that one fact bearing
considerable weight in an IRS or court de-
cision as to whether an enforceable agree-
ment was in place “would be the amount of
time that passed between the funding of the
468B fund and the resolution of the claims.
If the period is short, it could logically be
concluded that an agreement alrcady ex-
isted,” says Neff.

“Unfortunately, no specific number of
claimants appears anywhere in the statute,
regulations or revenue procedures,” says
William Winslow, “the statute deseribes a
D5F as a fund that extinguishes the tax-
payer’s Iiability with respect to ¢laims
(plural).” But, Winslow points out, the reg-
uiations allude to a fund established to re-
solve “onc or more contested or uncon-
tested claims.”™

The bottom fine is there seems to be
some tax rsk if a 468B fund is created for
Just one claimant, but significantly less,
perhaps no risk, if there are two or more.

¥ 1999 AMROR Publishing Com
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Qualified Assi“gnment s from Single-Claimant
QSFKs are Supported by Tax Code and Regs

. Ever since the Secretary of the Treasury
Issued regulations m 1993 for the qualified
settlement fund (QSF), 26 CF.R. 1.4688
there has been debate ‘Within the structured
settlement industry as to whether the

s “one or more” and “at least one”
really mean what they say. Aszumning the
Treasury Secretary meant to use those
phrases in their pldin meaning, some have
expressed opinions that the Secretary ex-
ceeded the intent of Congress in authorizi
the creation of a QSF for a single claimant.

Yo understand why this debate has been
5 place, one must examine the effects
of the BSF on stiuctured settlcments, Sec-
tion 130 of the Internal Revenue Code spee-
ifies that the future payment liabiliry crearad
in the seotiement agreement must be as.
sumcd by the assignee “from a person whe
is 2 party to the suit or agreement.”™ This
means the released party or its liability in-
surer. When a QSF is established. it assumes
the tort or workers compensation liability
from the original party before the settlement
is made, a1 which time the originsl is
released or dismissed with prejudics.

) Thael gglthen stands ﬂ:ﬂ ﬁtll-i'l: :-.ho:s of the
otiginal liable wi authority to
sattle the cl.aimf I:'.I;:t«"-ﬁun:ii;:;g the auihorig to

romise future payments. Revenue Proce-
re 93.34 provides that the QSF may also
make the qualified assignrent of the Tumre
payment liability a3 the™ party to the suit or
agreement.” This preserves for the claimant
the income tax-free status of all payments,
mchuding the tﬁomm of the future payments
represeniag the amnuity’s growih.
Those who would like to see the QSF
unacceptable for nye with a single ¢laimant
include some liability insurers afd the struc—
tured settlement brokers who work with
them, often under some rebate arrangement,
o settle claims on behalf of the torifeasor.
Use of a QOSF eliminates them from the
structured settlement transaction becausc

the insured is left with no more liability. £un

Plaintiff attomevs, who feel uneasy about
tusming over thelr cliept’s financial future 1o
an adversary, are discovering the QSF as a
means of being able to select someone of
their choice as the broker. Most structures
involve single claimants,

That is the background and the basis for
the debate over the single-claimant QSF.

Opponents Argue “Economic Benefit™

Asids from the gencral contention that
Congress never interided the QSF 1g be 5,
plied to x singls claimant because the QSF
was meant for mass tort claims, the main ar-
Elme_nt advanced by those who do not want

e single-claimant QSF 10 be allowed is
that it TS cansiructive receipt under the

economic benefit” doctrine. If this doctine
becomes operative, there is loss of future
ax benefifs by the clamant Under this
common-iaw principle, the crastion by an
obligor of & fund in which the taxpayer has
vested rights will result in immediate el

sion by the taxpayer of the amount funded.
A “fund” is created when an amount is rrre-
vocably placed with & third party, and &
laxpayer's jmterest in such a fund is
“vested” if it is nonforfeitable,

It is well established in law that, when
a siatute or regulation is more currént and
more_gpecific, the statute or regulation
overrides the common law. Such is the case
of the qualified assipnment transaction un-

I der section 130, whén the payee is given a

secutity interst in the annuity contract.
Clearly, that orditarily wouid tripger the
economic benefit doctrine, Yet, the pen-
odic payments are pot taxed. The Intemnal
Revenue Service bas acknowledged in ar
least one Private Ruling (9703035} thea the
1938 amendment to section 130(c) of the
Ctgde _‘;\&rgs mtende:i tg:i Allow assignments
o ic payment obligations without re-
garpém?o whgther the recgaif:nt has the cur-
rent economic benefit of the sum required
to praduce payments.” Yet, section 130
does not mention this intention, proving
that a statute does not need spect c,allg 1o
spell out an overnde of the “economic ben-
efit” doctrine,

The same thing applies 10 the single-
claimant QSF. Cunggrepsg was specific n% its
delegation of authonity to the Sec-
retary, who in turn specifically authorized
a smgie-clmmant QSF, The economic ben-
eiit common-law rule is overridden, even
though section 468B is once again silent on
this question.
Single-Claimant QS5F Accepted

The congressional intent and current
economic benefit arguments by thase op-
posed to them were persuasive for sevaral
years, and the annuity companies wonld
noi accept asgsignments from single-
claimant QSFs. Recently, others becan to
dispute these arguments.

Major life insurance markets have be-
In to accept, through their agsipnment en-
uties, periodic payment liabiltics from
%‘SE& n which a single claimant is the ben-
ehary. Jobn Hancock Life, CGU Life end
Farmers New World Life tecent
nounced that they will assume the future
ayment obh%arnon from single-claimant
5 Fs. Otto J. Preiks2as, Jt., an attomey in
John Hancock’s tax, Jaw department, pro-
vided the following opinion to his com-
pany’s management:
., 1do not believe that a single clafmani
15 in consructive recsipt of a fund’s assers
merely because he or she is the only
claimant and, thevefore, at some tme must
receive such assets.... Such single claimant
must have some right to recover or to use
the assets without restriction or litnitation
I order to be in constructive receipt of the
fund’s assets.

“Income Tax ury] Regulations
1.451-2(a) provides thatng:cngg is cmE
.smmmr_zg roceived n the taxable year dur-
ing which it is credited to the individual’s

an-

account, set apart for the individual, or oth-
erwise made available so that the individual
may draw upon it at any time. Income s not
constructively received if the mdividual’s
control of its receipt is subject 1o sybstantial
limitations and restrictions. Typically an in-
dividual is found 1o be In constructive re-
ceipt of income if the individual has the
right to cither elect a cash payment in liey of
deferring recejpt of income, has the tight 1o
terminate a2 deferral arrangement af will
(without giving up any “valuable rights”)
and receive a cash payment and, in some
cases, if the arrangemen js funded,

“Unless 2 single claimant of a fund has
a righr 0 elect & cash payment in lep of
fund establishment or to terminate the fund
at will and receive a cash payment (or has a
similar such right), it is my position that
such a claimant 15 pot m consmictive receipt
of the fund’s assets merely bacause that per-
son is a single claimant. ..

“In addition, please note that, in Rev-
enu¢ Procedure 93-34, the IRS provides
rules under which a 468B fund will be con-
sidered a “_partii in interest” for purposes of
Code section 130. | am not aware of ang
provision under section 130 that woul
cause a single claimant {0 be in copstructive
receipt of 2ny amount of a d assign-
ment established on his or her behalf merely
because there i3 only one claimant. In
the Conference Coromitree Reports with re-
spect to TAMRA provide that a liability as-
signment 15 treated as a qualified assign-
ment notwithgtanding thar the recipient is
provided creditor’s rights against the as-
signee greater than those of a general credi-
tor. [Emphasis his.] No amount is cnr-
reatly inciudible in the recipient’s incomce
solely because the recipient is provided
ereditor’s rights that ar¢ greater thaa the
rights of a general ereditor. (This is the
funding aspect of constructive receipt.)

“FinaIH/ 1 note that Income Tax Regula-
tions § 1. 68]3-3(1')(2)(11 provides that, to
the extent that the transferor of amounts o
fund acrcf]lmrcs a right to a refund or rever-
sion of the fund’s assets, it is i constructive
receipt of such assets. There is 1o other e
ulation under section 4688 (or section 130)
dealing with instanees i Which a claimant
may be in congtructive receipt.

“Based on the above, it is mlﬁgginion
thar a single claimant of 2 section fund
is not in construgtive receipt of the fund's
assers merely because such person is the
only claimant.”

A further examination of Congress’ in-
ien! creating designated seftiement funds
and in delegating authority w the Secrel
of the Treazury 1o gmmulgate regulations
governing these funds demonstrates conclu-
sively that such funds may be used when
there is only a single clajmant ?

Multiple Claimants Not Required

The Code, 26 1J.5.C. § 458B( , de-
fines a “designared seu]en'sient ' a; any
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fund “which 15 established pursuant to a
court order and which extinguishes com-
pletely the wxpa er's tort l_iaEility with re-
spect to claims Jtm ribed in subparagraph
). fand] which is established for the prin-
cipal purpose of resolving and satisfyi
present and future claims against the ‘tax?
payer (or any related person or formerly re-
ated pcrsaJ arising out of personal in Lua',
death, or property damage....” The &u e
also authorizes a tax deduction for payment
mio the fund by saying “[fjor purposes of
section 461(h), economic performance shall
be deemed t0 occur as qualified piyments
are made bﬁmthﬁ mxga{}ur 10 a desiznated
setrlement fund.” [26 U.5.C. § 4683 (aLLL.]
There is no suggcr.-snun whatsoever in the
language of the Code that more than one
claynant is required, unless one unreason.
ably construes the term found in subpara-
ﬁeph (dX2XYD), “satisfying present and fu-
ire clams,”™ to mesn a requirement of muyi-
tple claimants. The Treasury Secretary ob-
Viously did not make this interprettion,

Congress Anticipated Single Claimant

Section 4688 was creared to give a de-

fendant in & mass tert claim the ability to
settle it éven before all the plaintiffs have
been jdantified. But, there i no way 1 be
sure that there would be multiple claimants
if theg have not been identified at the time
the QBF 15 established,
. Suppose there was an explosion and fire
in a bmldinF with the potential 1o have
killed severn pe%ale, but with the number
of ocoupants at the time of the explosion
am:?i1 gm umknovgn_. One l?tody is recf:_wemd
and me U3¢ Drings suit on a negligence
theory aéxsl??nst the b%%ld.ing owniet, gnxlge lia-
bility insurer obtains a court order to estab-
lish 3 QSF on the prpbabrmf that there wers
more victims, obtaiting release of tort lia-
bility from all victims, kpown and un-
known. The QSF is substituted for the
building owner under a novation’ and as-
sumes all Hubility for the damages caused
by the exploston and fire_ Jf no more vierims
are identified, the entire fund assets may be
paid to only one claimant.

 Cerainly, the drafters of this statre an-

ticipated this scenartio or one similar and
hever intended that the surviving spouse of
the single victim would lose the tax benefits
that otherwise woulkl have resulted had
there been more than one victim.

Secretary Specifically Said “QOnet

1he Secretary of the Treasury, jn issufn
26 CF.R. § 1.468B, defmed 2 uanihog
settlement fund” as a “fund, account, or
trust [that] sarisfies the requirements..._if

“(1) It 13 established pursnant to...and is
subject to the continning furisdiction of [a]
governmental authority;

“(2) It is established to resolve or satisfy
oite or mare contested or uncontested
claims that have resnited of may result from
an event (or related series of cveats) that hag
uccumfd and th;;lt_t has %i_‘ver_l] rise fn at ]ieast
one clum asserting liability [Emphasis
added | (i) Under [CERCLAJ; of (1) Atie
ing out of 4 tort, breach of conuace, of viola-~
tion of law; or (iii) Designated by the Com-
Missioner it a revenus rwling or revenoe
procedure; and

“(3) The fund, account, or trust is a frust  dj

under apphcable stie [aw, or its asscls are
otherwise se, from other assets of
the transferor (and related persons).”

. In the unlikely event that the Secretary
inadvertently used the word “onc” more
than ofice in defiming a SF, intending to
mean “two” (as some ¢laim), there was
plenty of opportunity to say that a fund in-
volving a single-claimant did not qluah .

Sub i lists “exciuded lizbili-
;ies’Paqz t‘:aaﬁs ngggame any lizbility involy-
ing a single claimant.*

Add_itionallr, the proposed Treasury
Regulations § [.46EB, in its entirety, was
subgect to the rule makin procedure pre-
seribed in section 553 of the Administra-
tive Procedure Act? This process ealiz for
publication in the Federal Register and the
opportunity for the public to voice urpm—
ions beforé the rule can take effect. If the
use of the word “one” was inadvertent, any

erceived unintended impact could have

rased during this process, Evidently,
the use of the word “one” was not ques-
tioned. The reasonable conclusion js thar it
was iptended. -

. Treasury Reguiations § 1.468B-1(k)
Bives scven acenarios, statmpg whether or
fiot the acts taken would resulf in a QSF or
what actions must be taken to qualify the
fund. In no exampie is 1t suggested that
having only a singie claimant would dis-
qualify the fund. And as Preikszas notes,
section 1 5'.?5:;?3;1}3%3 (u)dlg:r the only in-
stance in e Code and Treas o=
ulations, based on Code sections "1’3_'0 and
468B, where an instance of congtructive re-
eeipt is described. There was plenty of op-

trunity for Congress or the IRS, through

e Code and Treasury Regulations, to pre-
clude the use of'a QSF for a smule claimant
on the economic benefit theory. Its uss in
single-claimant cases was not precluded.

It would seem reasonable that, because
it protnulgared the regulauons authoriging
a sigleclaimant QSF the IRS has no ino

clinafion to challenge the validity of a fimd
50 created. The TR must live by its own
rules, just as a taxpayer has a right to rely

on them.
Income Tax Regulations are Authority

k bas been suppested by some that the
Sccretary exceeded the authority granred
by Congress under the statule in authoriz-
mg the use of the OSF for “at least one
claim assemnﬁ liability.™ As such, these
{Jheopge contend, there 15 no authority for

¢ smgie-claamqm SF. Section 7805(a)
of the Code provides this authority:

“Except where such authority is ex-
pressly given bﬁ_thm tifle to any person
%ther thanDean officer 3]1' esrgp!uyae Di‘ tﬂl:e

Teas artmen [ of the
Tl'easuq'm-y ahg.ll s.énb: nllm rules
and regulations rov the enforcement of this
title, meluding all pules and regulations as
may be pecessary by reason of any alter-
aiton of law i relation To internal rev-
enue.”

U.S. Supreme Court Uphoids Authority

Wiﬂztlﬂsbmadcham-rﬁrunmdmthc
Secretary, thete have been o allenges over
the vears to rhe Secretary’s authoriny, It
may be helpful to review sonse of these g‘?..
cial interpretations and devisions by the

Ututed States Supreme Court cited 1o 26
US.CA. §7805:

* “Treasury Department is authorized to

make regulations governing collection of
internal revenue b{: Congress, which in turn
is authorized by Constitution to make all
laws necessary for executing the powers
vested in governmeni or ang deg ent,"
Boske v, C%m:'ngare, 177 UK. 459 (1900).
. * “Incidental to Commissioner’s author-
1y to administer income tax law is power to
make regulations for information of taxpay-
ers, puidance of the collectors, and reatjza-
tion nfcpurposes of the taxing acts.” .S(;lureck-
els v. Commissioner, 119 F.2d 667 (1941),
aff'd 315 U.S. 626.

* “Where plain meaning of provision of
Internal Revenue Code not require
contry interpretation . stamute must be con-
strued to accord with clearly expressad con-
ﬁ::smn_al ngoses and relevant Treasu

ulation.” United States v. Stapf, 37
U.5. 118 (1963).

= “Treasury régulations made pursuant
to provision of revenue act arc vahd unless
unrzasonsble or inconsistent with statote,”
Fawews Machine Co. v. United States, 282
U.S. 375 (1931).

* “As colitemporaneous constructions
by those charged with administration of In-
ternal Revenue Code.., Treasury Regnla.
lions mugt be sustamed unless tnreasonable
and plainjy inconsistent with revenye
statuies, and should not be overruled excapt
for wetghty reasons.” Fulman v. United
Stares, 434 UK. 528 (1978).

if there is a challenge to the reguiation in
uestion, it would need 10 come from the
q‘reas artment, in contravention 1o iis
own l‘ll‘l?;s d, that 1= uniikely becauss an
agency must abide by the rules it sets. And
reasury Regulations can be cited 25 cvi-
dence in 2 ¢court procesding as to how the
agcncﬁrcsponsib ¢ for administering the [n-
ternal Bevenue Code interprats jt.

Case law is very clear that the courts
bave no intention of ruling sgainst a tax-
payer, considering that the regulations are
plainly consistent with the statute,

NOTES

1. Sea 28 U.EC. 5 130(c)1).

2. The statute, 26 U.5.C_ § 4688, authenzes
the craation of a_“designated cottlement fund
However, the wnplarman ?‘%ardegummn. 25 C.F.R
5 1.468B, referz to 3 "qua Loftisment fund.”

3. A novation substitlutes a new and gis-
charges one Do; the original tarties topmmﬁ by
agraemant all ﬂéartun.-.. [Se0 Restatamant
(Gecond) of Comtracts § 2580.]

4, Exeluded undar 26 CF.R. § 1.4888-1(g)
are any liabilty that;

{1) "Atises ungder a workers' compensation
act or & sel-inzyned heolth plan:

.2} "Is an chligation to refund the purchese
prica of, or to repaw or replace, Produc:s ulany
okl in the ordingry course of the transferors
trace ar buzinegs.;

(3} "ls an obligation of the fransfernr 10 make
payments to its gonersl trade crediters or
dabthalders that refates to a tite 19 or similar
CHIL..., &F B workout: or

4) "Is designated by the Commissionar in a
rl'm{rll?iﬂ ruling gl" 2 rwetl"lyue nrocedure_ " o
.8 The Administrative Procadurs Azt of 1045
iz codified 2t 5 U.S.C, § 551 at seq,

GE:E)E%DQPMMEM'me:“““”mﬂmuﬁﬁm“hnhmﬁ-mdn-....._._‘ [ T
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COMMENT: STRUCTURED SETTLEMENTS: THE ONGOING EVOLUTION FROM A LIABILITY
INSURER's PLOY TO AN INJURY VICTIM's BOON

Richard B. Risle, Ir.

* Richard B. Risk, Ir., University of Tulsa College of Law, Juris Doctorate candidate, expacted
graduation, December 2001; B.A., Oklahoma State University, Stillwater, Okla., 1963. The
commentator also has been a structured settlement broker since 1985. He is also accredited
as a Certified Structured Settlement Consultant by the National Structured Settlements Trade
Association ("NSSTA"), Washington, D.C., in conjunction with the University of Notre Dame,
South Bend, Ind. He is also the editor and publisher of Structured Settlements, a quarterly
newsletter, which is distributed nationally with @ press run of approximately 15,000. Risk was
an officer in the United States Air Force during the Vietnam era and served in the Senior
Executive Service as head of a federal agency during the Reagan Administration. He is
grateful to Nancy McAdams far her editerial suggestions,

SUMMARY!

... Now inta its third decade, the structured settlement has earned its place as an integral
part of the negotiation process in settling tort type claims for personal physical injury or
physical sickness and, to a lesser extent, for workers' compensation claims. ... With a
structured settlement, the injury victim received an excellent rate of return guaranteed for
the life of the annuity. ... As explained in Section VI, the QSF renders moot any legitimate
objection that can be raised by the Illability insurer. ... Now, plaintiffs can take control of the
structured settlement process through a QSF and leave the defense out of the picture once
the money has been paid into the fund. ... Use of QSF would also deprive the defense
structured settlement brokers of the ability to show up at a settlement conference, telling the
plaintiff, "I have been assigned to this case," when the plaintiff has every right to select the
person to handle the structured settlement transaction on his or her behalf. ... In contrast, a
QSF allows for a structured settlement transaction in its traditional sense, without the
cooperation or involvement of the defendant or its liability insurer. ... The risk to the
plaintiff's attorney, therefore, of a legal malpractice claim brought by his or her client far
allowing an adversary to handle the structured settlement for the client seems to be far
greater than any tax risk claimed by the opponents of the single-claimant QSF. ...
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