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Reporting of Gross Proceeds Paynents to Attorneys

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Final regul ations

SUMMARY: This docunent contains final regulations relating to
the reporting of payments of gross proceeds to attorneys. The
regul ati ons reflect changes to the | aw nade by the Taxpayer
Relief Act of 1997 (1997 Act). The final regulations wll

af fect attorneys who receive paynents of gross proceeds on
behal f of their clients and will affect certain payors (for
exanpl e, defendants in lawsuits and their insurance conpanies
and agents) that, in the course of their trades or businesses,
make paynments to these attorneys.

DATES: Effective Dates: These regul ations are effective July

13, 2006.

Applicability Dates: For dates of applicability, see 81.6045-

5(h).
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FOR FURTHER | NFORMATI ON CONTACT: Nancy Rose (202) 622-4940
(not a toll-free number).
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in these final
regul ati ons has been reviewed and approved by the Ofice of
Managenment and Budget in accordance with the Paperwork
Reducti on Act of 1995 (44 U.S.C. 3507(d)) under control nunber
1545-1644.

Comments on the collection of information should be sent
to the O fice of Managenent and Budget, Attn: Desk Officer for
t he Departnment of the Treasury, Ofice of Information and
Regul atory Affairs, Washington, D.C. 20503, with copies to
the Internal Revenue Service, Attn: |RS Reports Cl earance
O ficer, SE:W CAR: MP: T: T: SP, Washi ngton, D.C 20224. Coments
on the collection of information should be received by
Septenber 11, 2006. Comments are specifically requested
concerni ng:

Whet her the collection of information is necessary for
t he proper performance of the functions of the Internal
Revenue Service, including whether the information will have

practical utility;
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The accuracy of the estimated burden associated with the
col l ection of information;

How the quality, utility, and clarity of the information
to be collected my be enhanced;

How t he burden of conplying with the collection of
information may be m nim zed, including through the
application of automated coll ection techni ques or other forns
of information technol ogy; and

Esti mates of capital or start-up costs and costs of
operati on, maintenance, and purchase of services to provide
i nformation.

The collections of information in the final regul ations
are in 881.6041-3(p) and 1.6045-5(a). Section 1021(a) of the
1997 Act added section 6045(f) to the Internal Revenue Code
(Code) and requires the RS to inplenent information reporting
of certain paynents made to attorneys. Section 1021(b) of the
1997 Act provides that the exception to information reporting
in the regul ations under section 6041 for paynents to
corporations does not apply to paynents to attorneys and
requires the RS to inplenment informtion reporting for
paynents to attorneys. This information will be used to
verify conpliance with sections 6045(f) and 6041 and to

determ ne that the amobunt of these paynents has been reported
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correctly. The collections of information are mandatory. The
i kely respondents (payors) are busi nesses and other for
profit institutions.

Payors provide the information by conpleting Form 1099-

M SC, “M scel |l aneous I nconme,” for each attorney who has

recei ved one or nore paynents aggregating $600 or nore from

t he payor during the cal endar year. The burden for this
requirenent is reflected in the burden estimate for Form 1099-
M SC. The estimated burden of information collection for the
2005 Form 1099-M SC is 16 m nutes per return.

An agency may not conduct or sponsor, and a person is not
required to respond to, a collection of information unless the
coll ection of information displays a valid control nunber
assigned by the O fice of Managenent and Budget.

Books or records relating to a collection of information
must be retained as long as their contents may becone materi al
in the adm nistration of any internal revenue |law. GCenerally,
tax returns and return information are confidential, as
required by 26 U S.C. 6103.

Backgr ound

Thi s docunent contains amendnents to the 26 CFR Part 1

under sections 6041 and 6045 of the Code. These anendnents to

the I ncome Tax Regul ations revise existing 881.6041-1 and



1. 6041-3 and add new 81.6045-5. This document finalizes
proposed regul ations relating to information reporting under
section 6045(f) of the Code for gross proceeds paid to
attorneys. The proposed regul ations were contained in a

noti ce of proposed rul emaki ng (REG 126024-01) published in the
Federal Register on May 17, 2002 (67 FR 35064).

Section 6045(f) was added to the Code by the 1997 Act
(Public Law 105-34, section 1021 (111 Stat. 788)). Section
6045(f) generally requires information reporting for paynents
of gross proceeds nade in the course of a trade or business to
attorneys in connection with |egal services (whether or not
the services are performed for the payor). No information
reporting is required under section 6045(f) for the portion of
any paynent that is required to be reported under section
6041(a) (relating to paynments made in the course of a trade or
busi ness) (or that would be required to be reported under
section 6041 but for the $600 limtation) or under section
6051 (relating to receipts for enployees). The 1997 Act al so
provi des that the general exception in 81.6041-3(p)(1) for
reporting paynents made to corporations does not apply to
paynments of attorneys’ fees. Public Law 105-34, section

1021(b).
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Proposed regul ati ons under sections 6041 and 6045(f) were
first published in the Federal Register on May 21, 1999 (64 FR
27730) (the 1999 proposed regulations). The IRS received
witten conmments on the 1999 proposed regul ations, and held a
public hearing on Septenber 22, 1999. After considering those
comments and the testinony at the public hearing, the I RS and
the Treasury Departnment decided to anmend and repropose
regul ati ons under sections 6041 and 6045(f). Those proposed
regul ati ons (the reproposed regul ati ons) were published in the
Federal Register on May 17, 2002 (67 FR 35064), and
i ncorporated the guidance in the 1999 proposed regul ati ons
wi th some nodifications. A nunmber of witten comrents were
received in connection with the reproposed regul ations. After
consi dering those coments, the IRS is adopting the reproposed
regul ations with revisions, as discussed bel ow.
Summary of Conmments

Generally, the section 6045(f) information reporting
requirenment is intended to be broad, and few exceptions are
warranted. See H Conf. Rep. 105-220, at 546 (1997). As
suggested by comentators, the final regul ati ons adopt certain
exceptions to the information reporting requirenment, described

bel ow.
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Section 6045-5(c) of the reproposed regul ati ons contains
an exception to the information reporting requirenent relating
to paynents nade to an attorney who conducts settlenents for
sal es or exchanges of real estate. Comentators suggested an
expansi on of this exception to include paynents made in
connection with a refinance of a nortgage and certain other
| oan cl osings. After consideration of the coments, and the
nature of these transactions, these final regul ati ons expand
t he exception to include paynents made to attorneys in
connection with the financing of real estate. The exception
now covers, for exanple, payments nmade to attorneys in
connection with refinancings and nortgages, not limted to
pur chase- noney nortgages.

Many comrentators on the 1999 proposed regul ations
requested exceptions to the section 6045(f) information
reporting requirenents for paynments to trustees and ot her
fiduciaries such as adm nistrators of estates and settl enent
funds. Those comentators suggested that the definition of
| egal services should be narrowed to except paynents to those
i ndi vidual s, as the paynents to attorneys acting as
fiduciaries have no correlation to their income. The preanble
to the reproposed regul ations stated that this issue was

consi dered, but reiterated that a broad definition of |egal



8

services is appropriate and consistent with the | anguage and
pur pose of section 6045(f). (67 FR 35064) Although the
reproposed regul ati ons nade an exception for paynents to
attorneys acting as real estate settlenent agents, the
reproposed regul ations did not except paynents to trustees and
adm ni strators. The preanble noted that in many situations,
paynents are or could be nade to an estate or fund, rather
than to an attorney acting as a trustee or admnistrator. If
an estate or fund were the payee, information reporting under
section 6045(f) would not be required.

Wth respect to paynents to bankruptcy trustees in

particul ar, Exanple 10 of the reproposed regul ati ons descri bes

a situation in which a bankrupt’s enpl oyer w thhol ds anmounts
fromthe bankrupt’s earnings pursuant to a wage garni shment
order, and forwards that amount to the bankruptcy trustee.
Comrent ators argued that a bankruptcy trustee who receives
such paynents is not practicing law, and is not receivVving

t hese ampbunts in connection with |egal services. They pointed
out that nmany bankruptcy trustees are not attorneys.

Comrent ators al so di scussed the uni que position of a
bankruptcy trustee, which would make the bankruptcy trustee
reluctant to disclose his or her taxpayer identifying nunber

(TIN). They also described numerous adm nistrative burdens
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bankruptcy trustees would face in connection with the receipt
of a large nunber of information returns.

Further, nunmerous commentators stated that it is not
al ways possible to avoid information reporting; in many
bankruptcy situations, particularly in a Chapter 13
bankruptcy, a payor nust wite the check to the bankruptcy
trustee and not to the bankrupt’s estate. After considering
the comments with respect to paynents to bankruptcy trustees,
and consi dering the unique position of attorneys acting in
their capacity as bankruptcy trustees, it was determ ned that
an exception for paynents to bankruptcy trustees was
appropriate. Therefore, the final regulations include an
exception in 81.6045-5(c)(7) for paynents to attorneys acting
in the capacity of bankruptcy trustees, and renove the exanple
contained in the reproposed regulations relating to paynents
to bankruptcy trustees.

Anot her comment at or recomended t hat paynents of life
i nsurance made to an attorney on behalf of a client not be
consi dered received in connection with | egal services and
t herefore be excepted fromthe information reporting
requirenment. The IRS and the Treasury Departnment continue to
believe that a broad definition of |egal services is

appropriate, and the final regulations do not adopt this
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suggestion. As in the fiduciary situation, information
reporting under section 6045(f) would not be required if the
attorney is not the nanmed payee.

Comrent ators requested additional clarification of the
interplay between the information reporting rules in existing
81.6041-1(e) and (f) and the reproposed regul ati ons under
section 6045(f). In response, many of the exanples in the
final regulations include nore cross-references to other
information reporting rules, and sone exanples illustrate the
correct reporting under sections other than section 6045(f).

Sonme comment ators asked that the I RS devel op a new form
for reporting settlenent paynents made to plaintiffs and their
attorneys that would show the nanmes and TINs of both plaintiff
and attorney, the anounts paid to each, and backup w t hhol di ng
if applicable. The commentators proposed new Form 1099- SET,
"Settlenment Proceeds,” to satisfy the reporting obligations
set forth under both sections 6045 and 6041 with respect to
t hese paynents. The IRS already has several different forns
in the Form 1099 series that allow for reporting of a variety
of types of paynents, including paynents under section
6045(f). Adding another formto the Form 1099 series limted
to only one type of paynment woul d not increase efficiency for

the RS or taxpayers. Moreover, payors could not use the
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proposed Form 1099- SET in connection with settl enment paynents
that constitute wages reportable on Form W2, “Wage and Tax
Statenent.” For these reasons, the final regul ations do not
adopt this suggestion.

A nunmber of commentators correctly pointed out that under
the reproposed regulations, information reporting for amounts
paid to attorneys may be required even though the payors al so
must report these anmobunts to the attorneys’ clients pursuant
to section 6041. Commentators stated that duplicate reporting
woul d be a probl em under automated systens for generating
information returns. |In many cases, their systens are
designed to generate only one Form 1099 for a paynent.
Nevert hel ess, Congress mandated reporting by a payor under
both section 6045(f) (to an attorney) and 6041 (to the
attorney’s client) with respect to the sanme paynent. Section
6045(f)(2)(B) provides an exception for paynments required to
be reported under section 6041. The IRS and the Treasury
Departnent interpret the exception in section 6045(f)(2)(B) as
applying only where the section 6045(f) paynent otherw se
woul d be required to be reported under section 6041 with
respect to the sanme payee (i.e., the attorney), and not where
section 6041 inposes a separate reporting requirenment with

respect to another payee (i.e., the client). See 81.6045-
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5(c)(4). In cases in which the paynent is nade to the
attorney for the benefit of the client, section 6041 requires
reporting with respect to the client, and section 6045(f)
requires reporting with respect to the attorney. Each of these
statutory reporting requirenents serves an i ndependent purpose
— reporting the amount paid for the benefit of the client who
has to include that anount in income, and reporting a gross
proceeds paynent to the attorney. Section 1.6041-1(a)(1l) was
revised to clarify that there is a requirenment to report to
both the attorney and client in that situation.

Ot her comment ators di scussed the requirenment to backup
wi t hhol d on paynents to an attorney if the attorney does not
provide an accurate TIN to the payor. The comentators
suggested that there are both practical and ethical problens
with respect to backup w thhol ding on paynments to attorneys.
They noted that the anpunts paid to the attorney generally
belong to the attorney’s client and that there my be
difficulty in determ ning how to claimthe w thhol ding on the
client’s income tax return. The |IRS and the Treasury
Departnent believe that paynents to attorneys for |egal
services are reportable paynents under section 3406(b)(3)(C),
and are thus subject to backup withholding. The |legislative

hi story to section 6045(f) makes cl ear that Congress intended
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such paynents to be subject to backup wi thholding. H Conf.
Rep. 105-220, at 546 (1997). As the comentators point out,
backup w thhol ding on a paynent to an attorney that
constitutes the income of the attorney’ s client raises sone
practical concerns, but it is nonetheless required by the
statute. Backup wi thhol ding can be avoided as | ong as the
attorney provides an accurate TIN to the payor. Furthernore,
there are procedures in place affording an opportunity to
correct an inaccurate TIN before backup w thholding is

requi red. See 831.3406(d)-5; Rev. Proc. 93-37 (1993-2 C. B.
477) .

A comment was received with respect to the exception in
81.6045-5(c)(5) of the reproposed regulations for paynents to
certain non-residents that are not engaged in a trade or
business within the United States and that do not perform any
| abor or personal services within the United States. The
comment ator stated that, as drafted, the exception is too
narrow and will result in unnecessary information reporting.
The coment at or suggested that the exception should be based
sol ely on whether the paynent to the non-resident alien
i ndi vidual, foreign partnership, or foreign corporation is in
connection with |l egal services perfornmed outside the United

States. The commentator suggested that a payor be entitled to
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rely for purposes of making this determ nation on a signed
statenment by the attorney or law firmto the effect that the
services for which paynent is made were perfornmed outside the
United States, provided that the payor does not know that the
statenment is inaccurate. The comentator noted that paynents
of gross proceeds to non-resident alien attorneys nmay be
reportabl e under this section although attorneys’ fees paid to
such attorneys would not be reportable under section 6041.

The gross proceeds reporting requirenment under section
6045(f) is intended to be broad and has a different purpose
than information reporting under section 6041 for paynents for
services. Congress expressed its intent with respect to
section 6045(f) “that the IRS will adm nister this provision
so that it will not apply to foreign attorneys who can clearly
denonstrate that they are not subject to U.S. tax.” Joint
Committee on Taxation Staff, General Explanation of Tax
Legi sl ati on Enacted in 1997, 105'" Cong., 1% Sess. 215 (1997).

Forei gn persons not engaged in trade or business within the
United States are subject to U S. tax on amounts of certain
types of inconme received from sources within the United States
(e.g., under section 871(a)). Foreign persons engaged in
trade or business within the United States are subject to U S.

tax on taxable income effectively connected with the conduct
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of such trade or business within the United States (e.g.,
under section 871(b)). Thus, a foreign person can denonstrate
clearly that it is not subject to U S. tax only if it clearly
denonstrates both that the income in question would not be
subject to U.S. tax if the foreign person were not engaged in
trade or business in the United States and that the inconme in
question is not effectively connected with the conduct of a
trade or business within the United States. The commentator’s
proposed approach woul d not produce a cl ear denonstration that
both conditions are satisfied and so woul d be inconsi stent
with the intent expressed by Congress. Therefore, the final
regul ati ons do not adopt the comrentator’s suggesti on.

In addition to witten comments, a nunber of tel ephone
calls were received with questions and comments regarding the
reproposed regul ations. Many of the callers raised questions
as to whether an attorney is the payee of a check where the
check is made out to the attorney’'s client, but “in care of”
the attorney, or to the attorney’ s client trust account, or
ot her scenarios. Since these questions were raised by a
nunber of callers, the final regulations address them
Cenerally, an attorney is the payee on a check witten to the
attorney’s client trust fund, but not on a check which the

attorney may not negotiate. (81.6045-5(d)(4)).
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The reproposed regul ations indicated in 81.6045-5(h) that
the regul ati ons woul d becone effective with paynents nade
during the first cal endar year that begins at |east two nonths
after the publication of the regulations as final regulations.

Consequently, the final regulations will apply to paynents
made in or after 2007. This delayed effective date affords
time to i nplenment any changes required in automated
i nformati on processing systens.

Section 6724(a) states that no penalty relative to
information reporting shall be inposed with respect to a
failure that is due to reasonable cause and not to willful
neglect. Section 301.6724-1(a) provides in part that a
penalty is waived for reasonable cause if the filer
establishes that there are significant mtigating factors with
respect to the failure, or that the failure arose from events
beyond the filer’s control, and that the filer acted in a
responsi bl e manner. Under 8301.6724-1(b)(1), significant
mtigating factors include the fact that prior to the failure
the filer was never required to file the particular type of
return with respect to which the failure occurred. Under
8301.6724-1(d)(1)(i), acting in a responsi ble manner neans
that the filer exercised reasonable care, which is that

standard of care that a reasonably prudent person woul d use
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under the circunstances in the course of its business in
determining its filing obligations. Pursuant to these
provi sions, a penalty waiver may apply, for exanple, if an
information report would have been required under the
reproposed regul ati ons, but not under the final regul ations.
Speci al Anal yses

It has been determ ned that this Treasury decision is not
a significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required.
It has al so been determ ned that section 553(b) of the
Adm nistrative Procedure Act (5 U. S.C. chapter 5) does not
apply to these regul ati ons.

It is hereby certified that the collection of information
in these regulations will not have a significant economn c
i npact on a substantial nunber of small entities.
Accordingly, a regulatory flexibility analysis under the
Regul atory Flexibility Act (5 U S.C. chapter 6) is not
required. This certification is based on the facts that: (1)
the time required to prepare and file a 2005 Form 1099- M SC,
“M scel | aneous Incone,” is mniml (currently estimated at 16
m nutes per form; and (2) it is not anticipated that, as a
result of these regulations, nmany small entities will have to

prepare and file nore than a few fornms per year
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Pursuant to section 7805(f) of the Code, the Notice of
Proposed Rul emaki ng preceding this regulation was submtted to
t he Chi ef Counsel for Advocacy of the Small Business
Adm ni stration for conment on its inpact on small business.
Drafting Information

The principal author of these regulations is Nancy L.
Rose of the O fice of Associate Chief Counsel (Procedure and
Adm ni stration), Adm nistrative Provisions and Judi ci al
Practice Division.

List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.
Amendnents to the Regul ati ons

Accordingly, 26 CFR part 1 is anended as foll ows:

PART 1--1 NCOVE TAXES

Par. 1. The authority citation for part 1 continues to
read, in part, as foll ows:

Aut hority: 26 U.S.C. 7805 * * *

Par. 2. Section 1.6041-1(a)(1) is anmended as foll ows:

1. In paragraph (a)(1)(ii), the first sentence is
renoved and two sentences are added in its place.

2. Paragraph (a)(1)(iii) is added.

The revision and addition read as foll ows:
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81.6041-1 Return of information as to paynents of $600 or

nore.
(a) * Kk ok
(1) * ok ok

(i1) Information returns regquired under other provisions

of the Internal Revenue Code. The paynents described in

paragraphs (a)(1)(i)(A) and (B) of this section shall not
i nclude any paynments of amounts with respect to which an
information return is required by, or may be required under
authority of, section 6042(a)(relating to dividends), section
6043(a)(2)(relating to distributions in |iquidation), section
6044(a)(relating to patronage dividends), section
6045(relating to brokers’ transactions with custonmers and
certain other transactions), sections 6049(a)(1l) and (2)
(relating to interest), section 6050N(a) (relating to
royalties), or section 6050P(a) or (b)(relating to
cancel l ation of indebtedness). For information returns
requi red under section 6045(f) (relating to paynents to
attorneys), see special rules in 881.6041-1(a)(21)(iii)and
1.6045-5(c)(4). * * *

(i) I nformation returns required under section
6045(f) on or after January 1, 2007. For paynments nade on or

after January 1, 2007, to which section 6045(f)(relating to
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paynents to attorneys) applies, the follow ng rules apply.
Not wi t hst andi ng t he provisions of paragraph (a)(1)(ii) of this
section, paynents to an attorney that are described in
paragraph (a)(1)(i) of this section but which otherw se would
be reportabl e under section 6045(f) are reported under section
6041 and this section and not section 6045(f). This exception
applies only if the paynents are reportable with respect to
t he sanme payee under both sections. Thus, a person who, in the
course of a trade or business, pays $600 of taxable danages to
a claimant by paying that amount to the claimant’s attorney is
required to file an information return under section 6041 with
respect to the claimant, as well as another information return
under section 6045(f) with respect to the claimnt’s attorney.
For provisions relating to information reporting for paynents

to attorneys, see 81.6045-5.
ok ok k%

Par. 3. Section 1.6041-3 is amended as foll ows:

1. Revising the first sentence in paragraph (p)(1).

2. | n paragraph (p)(8), renmoving the | anguage “(q)” and
adding “(p)” in its place.

The revision reads as foll ows:

81.6041-3 Paynents for which no return of information is

requi red under section 6041.
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(p) * * *

(1) A corporation described in 81.6049-4(c)(1)(ii) (A,
except with respect to paynents nmade to a corporation after
Decenmber 31, 1997 for attorneys’ fees, and except a
corporation engaged in providing nmedical and health care
services or engaged in the billing and collecting of paynents
in respect to the providing of nmedical and health care
services. * * *

Par. 4. Section 1.6045-5 is added to read as foll ows:

81.6045-5 I nformati on reporti ng on paynents to attorneys.

(a) Requirenent of reporting--(1) ILn _general. Except as

provi ded in paragraph (c) of this section, every payor engaged
in a trade or business who, in the course of that trade or

busi ness, nakes paynents aggregating $600 or nore during a

cal endar year to an attorney in connection with | egal services
(whet her or not the services are perforned for the payor) nust
file an information return for such paynents. The information
return nust be filed on the formand in the manner required by
t he Comm ssioner. For the time and place for filing the form

see 81.6041-6. For definitions of the ternms under this
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section, see paragraph (d) of this section. The requirenents
of this paragraph (a)(1l) apply whether or not--

(i) A portion of a paynent is kept by the attorney as
conpensation for |egal services rendered; or

(i1) Oher information returns are required with respect
to some or all of a paynment under other provisions of the
| nternal Revenue Code and the regul ations thereunder.

(2) Information required. The information return

requi red under paragraph (a)(1l) of this section nust include
the follow ng information:

(i) The nanme, address, and taxpayer identifying nunber
(TIN) (as defined in section 7701(a)) of the payor;

(ii) The name, address, and TIN of the payee attorney,;

(ii1) The ampunt of the paynment or paynents (as defined
i n paragraph (d)(5) of this section); and

(iv) Any other information required by the Conm ssioner
in forms, instructions or publications.

(3) Requirenent to furnish statenent. A person required

to file an information return under paragraph (a)(1l) of this
section nust furnish to the attorney a witten statenent of
the information required to be shown on the return. This
requi rement nmay be nmet by furnishing a copy of the return to

the attorney. The witten statenment nust be furnished to the
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attorney on or before January 31 of the year follow ng the
cal endar year in which the paynent was made.

(b) Special rules--(1) Joint or nultiple payees--(i)

Check delivered to one payee attorney. | f nmore than one

attorney is listed as a payee on a check, an information
return nust be filed under paragraph (a)(1l) of this section
with respect to the payee attorney to whom the check is

del i ver ed.

(i1) Check delivered to payee nonattorney. If an

attorney is listed as a payee on a check but the check is
delivered to a nonattorney who is a payee on the check, an
information return nmust be filed under paragraph (a)(1) of
this section with respect to the payee attorney |listed on the
check. If nore than one attorney is listed as a payee on a
check but the check is delivered to a nonattorney who is a
payee on the check, the information return nust be filed with
respect to the first-listed payee attorney on the check

(ii1) Check delivered to nonpayee. |If two or nore

attorneys are |listed as payees on a check, but the check is
delivered to a person who is not a payee on the check, an
information return nust be filed under paragraph (a)(1l) of
this section with respect to the first-listed payee attorney

on the check.
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(2) Attorney required to report paynents made to other

attorneys. If an information return is required to be filed
with respect to a payee attorney under paragraph (b)(1) of
this section, the attorney with respect to whomthe
information return is required to be filed (tier-one attorney)
must file an information return under this section for any
paynent that the tier-one attorney nmakes to other payee
attorneys with respect to that check, regardl ess of whether
the tier-one attorney is a payor under paragraph (d)(3) of
this section.

(c) Exceptions. Notw thstanding paragraphs (a) and (b)

of this section, a return of information is not required under
section 6045(f) with respect to the foll ow ng paynents:

(1) Paynments of wages or other conpensation paid to an
attorney by the attorney’s enpl oyer.

(2) Payments of conpensation or profits paid or
distributed to its partners by a partnership engaged in
provi di ng | egal services.

(3) Paynents of dividends or corporate earnings and
profits paid to its sharehol ders by a corporation engaged in
provi di ng | egal services.

(4) Payments made by a person to the extent that the

person is required to report with respect to the sane payee
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t he paynments or portions thereof under section 6041(a) and
81.6041-1(a) (or would be required to so report the paynments
or portions thereof but for the dollar amount |imtation
contained in section 6041(a) and 81.6041-1(a)).

(5) Paynents made to a nonresident alien individual,
foreign partnership, or foreign corporation that is not
engaged in trade or business within the United States, and
does not perform any | abor or personal services in the United
States, in the taxable year to which the paynent relates. For
how a payor determ nes whether a paynment is subject to this
exception, see 81.6041-4(a)(1).

(6) Paynments made to an attorney in the attorney’s
capacity as the person responsible for closing a transaction
within the meani ng of 81.6045-4(e)(3) for the sale or exchange
or financing of any present or future ownership interest in
real estate described in 81.6045-4(b)(2)(i) through (iv).

(7) Paynments made to an attorney in the attorney’s
capacity as a trustee in bankruptcy under Title 11, United
St at es Code

(d) Definitions. The follow ng definitions apply for

pur poses of this section:
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(1) Attorney neans a person engaged in the practice of
| aw, whether as a sole proprietorship, partnership,
corporation, or joint venture.

(2) Legal services neans all services related to, or in

support of, the practice of |aw perfornmed by, or under the
supervi sion of, an attorney.

(3) Payor neans a person who nmakes a paynent if that
person is an obligor on the paynent, or the obligor’s insurer
or guarantor. For exanple, a payor includes--

(i) A person who pays a settlenment amunt to an attorney
of a client who has asserted a tort, contract, violation of
| aw, or workers’ conpensation claimagainst that person; and

(i1) The person’s insurer if the insurer pays the

settl ement anpunt to the attorney.

(4) Paynents to an attorney include paynents by check or

ot her nmethod such as cash, wire or electronic transfer.

Payment by check to an attorney neans a check on which the
attorney is naned as a sole, joint, or alternative payee. The
attorney is the payee on a check witten to the attorney’s
client trust fund. However, the attorney is not a payee when
the attorney’s nanme is included on the payee line as “in care

of ,” such as a check witten to “client c/o attorney,” or if

the attorney’s nane is included on the check in any other
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manner that does not give the attorney the right to negotiate
t he check.

(5) Anpunt of the paynent neans the anpunt tendered

(e.g., the anpunt of a check) plus the anount required to be
wi t hheld fromthe payment under section 3406(a)(1l), because a
condition for withholding exists with respect to the attorney
for whoman information return is required to be filed under
paragraph (a)(1) of this section.

(e) Attorney to furnish TIN. A payor that is required

to file an information return under this section nust solicit
a TINfromthe attorney at or before the tine the payor nakes
a paynent to the attorney. The attorney nust furnish the
correct TINto the payor, but is not required to certify the
TIN. A paynent for which a return of information is required
under this section is subject to backup w thhol di ng under
section 3406 and the regul ati ons thereunder.

(f) Examples. The followi ng exanples illustrate the
provi sions of this section. The exanples assune that P is not
a payor with respect to A the attorney, under section 6041.
See section 6041 and the regul ati ons thereunder for rules
regardi ng whether P is required under section 6041 to file
information returns with respect to C. The exanples are as

foll ows:
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Exanple 1. One check--joint payees--taxable to clai mant.

Enpl oyee C, who sues enployer P for back wages, is
represented by attorney A. P settles the suit for $300, 000.
The $300, 000 represents taxable wages to C under existing

| egal principles. P wites a settlenent check payable jointly
to C and A in the amount of $200, 000, net of incone and FICA
tax withholding with respect to C. P delivers the check to A
A retains $100,000 of the paynent as conpensation for [ egal
services and di shurses the renmaining $100,000 to C. P nust
file an information return with respect to A for $200, 000
under paragraph (a)(1) of this section. P also nmust file an
information return with respect to C under sections 6041 and
6051, in the anpbunt of $300, 000. See 881.6041-1(f) and 1.6041-
2.

Exanple 2. One check--joint payees--excludable to
claimant. C, who sues corporation P for danages on account of
personal physical injuries, is represented by attorney A. P
settles the suit for a $300,000 danmage paynent that is
excludable from C s gross incone under section 104(a)(2). P
writes a $300, 000 settlenment check payable jointly to C and A
and delivers the check to A. A retains $120,000 of the
payment as conpensation for |egal services and remts the
remai ni ng $180,000 to C. P nust file an information return
with respect to A for $300, 000 under paragraph (a)(1l) of this
section. P does not file an information return with respect
to tax-free danages paid to C

Exanpl e 3. Separate checks--taxable to claimant. C, an

i ndividual plaintiff in a suit for |ost profits against
corporation P, is represented by attorney A. P settles the
suit for $300,000, all of which will be includible in Cs
gross incone. A requests Pto wite two checks, one payable
to Ain the anbunt of $100,000 as conpensation for | egal
services and the other payable to Cin the ambunt of $200, 000.

P wites the checks in accordance with A's instructions and
delivers both checks to A. P nust file an information return
with respect to A for $100, 000 under paragraph (a)(1l) of this
section. Pursuant to 81.6041-1(a) and (f), P nmust file an
information return with respect to C for the $300, 000.

Exanpl e 4. Check nmade payable to claimant, but delivered
to nonpayee attorney. Corporation P, is a defendant in a suit
for damages in which C, the plaintiff, has been represented by
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attorney A throughout the proceeding. P settles the suit for
$300, 000. Pursuant to a request by A, P wites the $300, 000
settl ement check payable solely to C and delivers it to A at
A's office. P is not required to file an information return
under paragraph (a)(1l) of this section with respect to A,
because there is no paynment to an attorney within the nmeaning
of paragraph (d)(4) of this section.

Exanple 5. Miltiple attorneys listed as payees.
Corporation P, a defendant, settles a lost profits suit
brought by C, for $300,000 by issuing a check namng C s
attorneys, Y, A and Z, as payees in that order. Y, A and Z
do not belong to the same law firm P delivers the paynent to
A's office. A deposits the check proceeds into a trust
account and nmakes paynments by separate checks to Y of $30, 000
and to Z of $15,000, as conpensation for |egal services,
pursuant to authorization fromC to pay these amounts. A also
makes a paynent by check of $155,000 to C. A retains $100, 000
as conpensation for |egal services. P nust file an
information return for $300,000 with respect to A under
paragraphs (a)(1) and (b)(1)(i) of this section. A, in turn,
must file information returns with respect to Y of $30,000 and
to Z of $15, 000 under paragraphs (a)(1l) and (b)(2) of this
section because Ais not required to file information returns
under section 6041 with respect to A's paynents to Y and Z
because A's role in making the paynents to Y and Z is nerely
mnisterial. See 81.6041-1(e)(1), (e)(2) and (e)(5) Exanple 7
for information reporting requirenents with respect to A's
payments to Y and Z. As described in Exanple 3, P nust also
file an information return with respect to C, pursuant to
81.6041-1(a) and (f).

Exanple 6. Anpunt of the paynent--attorney does not
provide TIN. (i) Corporation P, a defendant, settles a suit
brought by C for $300, 000 of damages. P will pay the danmmges
by a joint check to C and his attorney, A A failed to
furnish Pwith AAs TIN P is required to deduct and w thhol d
28 percent tax fromthe $300, 000 under section 3406(a)(1)(A)
and paragraph (e) of this section. P wites the check to C
and A as joint payees, in the amunt of $216,000. P al so nust
file an information return with respect to A under paragraph
(a)(1) of this section in the anmount of $300, 000, as
prescribed in paragraph (d)(5) of this section. |If the
damages are reportable under section 6041 because they are not
excl udabl e from gross income under existing |legal principles,
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and are not subject to any exception under section 6041, P
must also file an information return with respect to C
pursuant to 81.6041-1(a) and (f) in the amunt of $300, 000.

(i1) Rather than paying by joint check to Cand A, P wll
pay the damages by a joint check to Cand F, As lawfirm F
failed to furnish its TINto P. P is required to deduct and
wi t hhol d 28 percent tax fromthe $300, 000 under section
3406(a) (1) (A and paragraph (e) of this section. P wites the
check to C and F as joint payees, in the amount of $216,000. P
al so nust file an information return with respect to F under
paragraph (a)(1) of this section in the amunt of $300, 000, as
prescribed in paragraph (d)(5) of this section. |If the
damages are reportable under section 6041 because they are not
excl udabl e from gross i ncome under existing |legal principles,
and are not subject to any exception under section 6041, P
must also file an information return with respect to C
pursuant to 81.6041-1(a) and (f) in the amount of $300, 000.

Exanple 7. Honme nortgage | ending transaction. (i)
| ndi vi dual P agrees to purchase a house that P will use solely
as a residence. P obtains a loan fromlender L to finance a
portion of the cost of acquiring the house. L disburses |oan
proceeds of $300,000 to attorney A, who is the settlenent
agent, by a check namng A as the sole payee. A, in turn,
writes checks fromthe | oan proceeds and from ot her funds
provided by P to the persons involved in the purchase of the
house, including a check for $800 to attorney B, whom P hired
to provide P with |l egal services relating to the closing.

(ii) P, not L, is the payor of the paynent to A under
paragraph (d)(3) of this section. P, however, is not required
to file an information return with respect to A under
paragraph (a)(1) of this section because the paynent was not
made in the course of P's trade or business. Even if P made
t he paynment in the course of P's trade or business, P would
not be required to file an information return under section
6045(f) with respect to A because P is excepted under
paragraph (c)(6) of this section.

(ii1) Ais not required to file an information return
under paragraph (a)(1) of this section with respect to the
payment to B because A is not the payor as that termis
defi ned under paragraph (d)(3) of this section. A is not
required to file an information return under paragraph (b)(2)
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with respect to the paynent to B because A was listed as sole
payee on the check it received fromP. See section 6041 and
81.6041-1(e) for whether A or L nmust file information returns
under that section. See section 6045(e) and 8§1.6045-4 for
whether Ais required to file an information return under that
section.

Exanpl e 8. Business nortgage |l ending transaction. The
facts are the same as in Exanple 7 except that P buys rea
property that P will use in a trade or business. P, not L, is
t he payor of the paynent to A under paragraph (d)(3) of this
section. P, however, is not required to file an information
return under section 6045(f) with respect to A because P is
excepted under paragraph (c)(6) of this section. A is not
required to file an information return under paragraphs (a) or
(b)(2) of this section with respect to the paynent to B. See
section 6041 and 81.6041-1(e) to determ ne whether P or L nust
file an information return under that section with respect to
the paynment to A, and whether P or A nust file a return with
respect to the paynent to B. See section 6045(e) for rules
regardi ng whether Ais required to file information returns
under that section.

Exanple 9. Qualified settlenent fund. Corporation P
agrees to settle for $300,000 a class action |lawsuit brought
by attorney A on behalf of a claimnt class. Pursuant to the
settl ement agreenent and a prelimnary order of approval by a
court, A establishes a bank account in the nane of Q
Settl enment Fund, which is a qualified settlenent fund (QSF)
under 81.468B-1. A is also designated by the court as the
adm ni strator of the QSF. Corporation P transfers $300, 000 by
wire in Year 1 to A who deposits the funds into the Q
Settlenment Fund. In Year 2, the court approves an award of
attorney’s fees of $105,000 for A In Year 2, Q Settl enent
Fund delivers $105,000 to A. P is required to file an
information return under paragraph (a) of this section with
respect to A for Year 1 for the $300,000 paynent it made to A

The Q Settlenent Fund is required to file an information
return under section 6041(a) and 81.468B-2(1)(2) with respect
to A for Year 2 for the $105, 000 paynment it made to A
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(g) Cross reference to penalties. See the follow ng

sections regarding penalties for failure to conply with the
requi renents of section 6045(f) and this section:

(1) Section 6721 for failure to file a correct
i nformation return.

(2) Section 6722 for failure to furnish a correct payee
st atenment .

(3) Section 6723 for failure to conply with other
information reporting requirenents (including the requirenent
to furnish a TIN).

(4) Section 7203 for willful failure to supply

information (including a TIN).



(h) Effective date. The rules in this section apply to

paynments made on or after January 1, 2007.

Mark E. Matthews,
Deputy Commi ssi oner for Services and

Enf or cenent .

Approved: June 8, 2006

Eri c Sol onon,
Acting Deputy Assistant Secretary of the Treasury (Tax Policy).



