An Insider’s Look at Structured Settlements

Avoiding Pitfalls – Embracing Opportunities

This is the first of a series of articles on structured settlements with a concentration on new developments, opportunities for the practitioner and avoiding pitfalls.

Attorney Fees  

Initially after the enactment of new Section 409A of the Internal Revenue Code (part of the America Jobs Creation Act of 2004) questions were raised about the impact of the new law on structured attorney fee arrangements.  Fortunately, guidance was provided in IRS Notice 2005-1 wherein the exclusion for service providers would apply to attorneys.  Therefore, structured attorney fees continue to be treated as deferred compensation with income taxed as received.  Additionally, the appellate court decision – Childs v. Commissioner, 103 T.C. 634 (1994) - remains in full force and this dealt with the deferral of compensation in the form of structured attorney fees within the framework of general income deferral tax rules.  

Special Needs Trust

The basic premise of a special needs trust is to permit the plaintiff to receive the tax-free benefits of a structured settlement while maintaining Medicaid eligibility.  Pursuant to rules from the social security administration, the structured settlement payments must be irrevocably assigned to the trust during the plaintiff’s lifetime and that upon death, any remaining guaranteed payments or anything left in the trust reverts to State Medicaid to the extent of their contribution.  After this, anything left would revert to the plaintiff’s estate.  It is advised that all closing documents including the settlement agreement, assignment agreement, trust, and court orders reflect this.  Otherwise, the plaintiff will likely be disqualified from Medicaid. 
It is important to note that such a development would most likely cause the plaintiff attorney personal liability exposure.  It is highly recommended that the trust document be drafted by an attorney specializing in estate planning/taxation, who should also review the other closing documentation.

Internal Revenue Code Section 468-B (Qualified Settlement Funds)

This legislation was initially enacted with litigation involving mass torts, such as asbestos, breast implants, and toxic chemical spills in mind.  From a practical standpoint, with the issuance of Revenue Procedure 93-94 which treats the designated settlement fund as a party to the suit, a tax-free structured settlement can be accomplished without the defendant/insurers participation.  When the defendant won’t enter into a structured settlement and execute an assignment agreement, this may be the solution.  The defendant writes a check for the full settlement amount into the designated settlement fund trust and gets a full and complete release.  The plaintiff and their attorney would control the allocation of the settlement money and ensure that the plaintiff’s financial needs are met.  Usually two or more claimants are required in these arrangements, although there are annuity companies who will accept single claimant cases.  Treasury has yet to issue guidance in this regard.  Qualified Settlement Funds involve complex legal and tax issues and it is highly recommended that a specialist in this area be retained to draft the documents.

The Selling of Structured Settlement Payments
Horror stories abound of financially unsophisticated plaintiffs with hardships being taken advantage of by companies buying their payments at deep discounts.  Even with the enactment of Michigan’s Structured Settlements Protection Act, plaintiffs continue to get far less than fair market value for their annuities.  As a result of new IRC Sect. 5891 (part of the Victims of Terrorism Tax Relief Act of 2001), one of the premier annuity companies in the structured settlement field (Allstate Life, rated A+ superior) can provide a new product which allows a plaintiff, or an attorney in the case of a fee structure, to obtain an immediate lump sum payment in exchange for the rights to the future structured settlement payments.  This is referred to as an Advance Funding Exchange and the significant difference here is that Allstate calculates the commuted value based upon current rates and will assist in obtaining court approval.  It must be a court-approved hardship such as a medical emergency, education or even taxes.  Generally, the courts will approve a commutation for taxes owed and this should be especially attractive to attorneys.  This can be done on some or all of the remaining guaranteed payments and should be of significant advantage in overcoming one of the main obstacles to structured settlements, liquidity.  With this arrangement, plaintiffs and their attorneys have the best of both worlds.  They can enter into a structured settlement and if hardships develop in the future, Allstate essentially will buy the policy back.  Assuming court approval is obtained to comply with federal and state law, there are no adverse tax consequences to any of the parties.  The lump sum payment continues to be tax-free to the plaintiff.  

In future articles we will continue to discuss new developments in the structured settlement area, and if there are questions you wish addressed, I can be reached at jhadus@aol.com. 
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In this article we continue to discuss problems and opportunities in the structured settlement area.  

Dealing with the caps in tort reform.

In many states pain and suffering has been capped and given today’s political climate, it seems inevitable this will occur at the national level.  An emphasis on future lost wages, medical expenses and pension benefits can often be utilized to document long term damages.  In particular, attendant services can be a huge number.  This is where a life care planner and economist can be extremely helpful.  A word of caution, make sure your experts have impeccable credentials and are willing and able to deal with the pressures of deposition/trial.  Avoid inflated numbers that don’t hold up to scrutiny.  Future projections based on solid statistical data will help avoid challenges to your life care plan.  

Attorney fee structuring.

Traditionally the structuring of attorney fees has been treated as deferred compensation with the periodic payments subject to taxation as received.  In 2004, Section 409A of the Code was enacted as part of the America Jobs Creation Act and provided for new restrictions on deferred compensations arrangements.  Subsequently however, IRS Notice 2005-1 clarified Treasury’s interpretation of the new section and determined that it does not apply to structured attorney fees.  Therefore, all of the annuity companies are underwriting attorney fee structuring and it should be noted that there has never been a successful challenge by the IRS.

Do you need your own broker?

Consider this, can you think of any other business transaction with significant amounts of money involved in which one side or the other is prevented from having its own expert?  Another way to look at this, if you ever get into a situation of judicial review of one of your settlements, you will want to show that you had your own consultant who has a fiduciary responsibility to you, rather than relying on someone brought in by opposing counsel.  It costs you nothing and gives you the comfort of knowing that you have an expert on your side shielding both you and your client.

When the defense says “no” to a structure.

Section 468B of the Code was originally enacted for mass torts.  Revenue Procedure 93-94 treats designated settlement funds as a party to the suit.  Therefore, when the defendant won’t enter into a structured settlement arrangement, you can still do it with the same tax-free advantages as long as there are two or more claimants.  The defendant pays the full settlement amount into the designated settlement fund trust and gets a full release.  Tax-free annuities can then be purchased without the participation of the defendant.  This is not information you will get from a defense broker.

Employment cases, including buyouts, can be structured to the advantage of all parties.

For the employee, the periodic payments are taxed as received, thereby reducing the tax rate.  Via a non-qualified assignment agreement, the employer gets a full release at time of settlement with the accompanying tax write-off.  Please note that this arrangement cannot be used for future payments that are treated as wages subject to withholding.

A final note, in 90% of large cash settlements, all the money is spent within five years.*
Clearly when utilized properly, structured settlements are a valuable settlement tool.

*[The Rutter Group, Ltd. From Flahavan, Rea, Kelly and Tener, “California Practice Guide:  Personal Injury” (TRG 1992) Ch. 4]

