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Are Structures Safer Than Cash?
Secondary Guarantees Provide Security to Victims 
“A Long Island stockbroker blew the $2.1 million nest egg of a Queens man in a reckless dot.com-fueled investment disaster, according to New York Stock Exchange filings. Parnell Augustine, 38, got the money in an insurance settlement following a horrifying 1997 motorcycle accident that left him a paraplegic.”
— Article, New York Post, July 26, 2001
(2001-2) — Tragically, such stories of injury victims losing their settlement proceeds are not rare occurrences. It is very common to hear about individuals who received cash settlements and then saw the money fritter away due to bad judgment, bad advice, bad habits, bad company or just plain bad luck.
Although there exists no dissipation study to back this belief, it is widely felt, based on anecdotal evidence, that 90 percent of all large settlements for personal physical injury damages are squandered within five years.
Not All Structures Created Equal
Is the alternative of annuity-backed periodic payments any safer? Usually yes. It depends. A structured settlement in which the obligation to make future payments is assigned to an affiliate of a highly rated life insurance company, then guaranteed by the life company or another financially strong and stable entity, is one of the most secure arrangements available anywhere. Not all structured settlements are created equal, and it is critical that the claimant and claimant’s attorney understand the nature of the transactions that occur when the settlement is executed.
A structured settlement usually consists of a cash lump sum paid when the documents are signed and the creation of an obligation to pay the injury victim a series of periodic payments or future lump sums, or a combination. If the payments are for workers’ compensation or for damages sustained in a personal physical injury, all amounts other than punitive damages are excluded from the payee’s taxable income. 26 U.S.C. § 104(a)(1) and (2).
In a structured settlement, the recipient of future payments may not, at any time, have ownership of either the asset purchased by the obligor which will fund the future payments, or the monies paid at the time of settlement by the defendant (or respondent) or its insurer to a third-party to assume the future payment obligation. Actual or constructive receipt will cause the recipient to lose the benefit of tax-free growth. 26 C.F.R. § 1.451-2(a).
When Defendant Remains Liable
If the original defendant does not assign the liability to make future payments, the recipient has no more than an unsecured promise from the self-insured defendant. As long as the defendant remains solvent and willing to continue the payments, the claimant is in good shape. Many settlement agreements allow but do not require the defendant to purchase an annuity from which the future payments will be made. Even when the defendant purchases an annuity specifically to fund future payments to the claimant, that annuity is an asset of the defendant, and the claimant is a general creditor in the event the obligor becomes insolvent.
Another hazard of remaining an obligee of a self-insured defendant is that the obligor could simply quit making payments. Even if the payments are coming from an annuity, the obligor as the owner can simply direct the annuity-issuing life insurance company to stop sending payments to the obligee. The only recourse is legal action or the threat of it.
Such an arrangement may not be desirable, considering everything that potentially could go wrong. It should be no surprise that relatively few structured settlements today are patterned like this.
Insurer Might Not Fund Payments
It also used to be common for the liability insurer—the property and casualty (P&C) company or reinsurance carrier—to retain the obligation to make future payments when a settlement called for them. The liability insurer usually purchases an annuity to fund its obligation, but many settlement agreements do not require that money for future payments be earmarked, much less used to purchase an annuity. Just as the self-insured defendant may elect to fund future payments from its own cash flow, so may the liability insurer.
In this arrangement, where the claimant depends on the liability insurer to make future payments, the financial strength of the liability insurer is very important. An insurance company’s financial health and operating ability can be ascertained quite easily from several independent analysts such as A.M. Best Company, Standard & Poor’s Corporation, Moody’s Investor Service, Fitch (formerly Duff and Phelps) and Weiss.
It is also important to note that the strength of the life insurance company that issues an annuity to fund the future payments is of little consequence when the future payment obligation is retained by the liability insurer. If the life insurance company should default, the liability company is still liable to make the payments. If the liability insurer becomes insolvent, the annuity contract is just another asset that will be distributed among its unsecured creditors.
While reliance on a liability insurer for future payments often is more secure than reliance on a self-insured defendant—especially if the self-insured defendant’s financial status pales by comparison to the liability insurer’s—many liability insurers prefer not to retain future payment obligations to claimants. Because they continue to own the annuity, if they purchase one, they have not met the economic performance criteria of 26 U.S.C. § 461(h) and, therefore, cannot deduct the entire cost of the annuity in the current year. They can deduct only the amounts paid to a claimant for the years in which the payments are made. Additionally, statutory accounting procedures (SAP) may preclude the liability insurer from reducing or offsetting their loss reserve, as long as the future payment liability remains on the books. The annuity qualifies as an admitted asset or contra-liability. This varies by state.
Advent of the ‘Qualified Assignment’
Beginning in 1993, when the Periodic Payment Settlement Tax Act of 1982 took effect and section 130 was added to the Tax Code, self-insured defendants and liability insurers that entered into an obligation to make future payments as a condition of settlement were given the opportunity to make a “qualified assignment” of that obligation. As long as the future payments qualify for exclusion from taxable income under section 104(a)(1) or (2) of the Tax Code, the obligation to make them can be assigned to a third party. The assignment transaction is a novation which, in this scenario, means that a new party substitutes for the party having an existing contractual obligation.
Under a qualified assignment, when the original obligor pays the substitute obligor—the assignment entity—to assume the future payment obligation it gets to remove the liability from its financial statements under SAP and it can deduct the entire settlement amount as economic performance under section 462(h) of the Tax Code.
There usually are two agreements signed when a structured settlement is consummated: (1) the Settlement Agreement and Release, which extinguishes the workers’ compensation liability or tort liability for the personal physical injury and specifies times and amounts for all payments to be made under the settlement; and (2) the Qualified Assignment and Release, which assigns the future payment (usually called “periodic payment”) obligation to a third party and releases the original obligor.
Special Tax Treatment for Assignee
The assignee is not required to report to the Internal Revenue Service either the amount it receives to assume the periodic payment obligation or the growth of the qualified funding asset. Nor is the assignee allowed to take a tax deduction for the payments made to the claimant. It is a tax-neutral transaction to the assignee.
The conditions for this favorable tax treatment are that the assignee must purchase within 60 days either an annuity or any obligation of the United States such as a Treasury bond. Most structured settlements use an annuity rather than a U.S. obligation instrument, most likely because an annuity can be guaranteed to make payments for a lifetime, regardless of how long the person lives, and the rate of return for an annuity is invariably better than a bond’s.
The periodic payments must be “fixed and determinable as to amount and time of payment and “cannot be accelerated, deferred, increased, or decreased by the recipient of such payments.” The assignee’s obligation can be no greater than the obligation of the person who assigned the liability.
Formation of Assignment Companies
The life insurance companies responded to this change in tax law by forming, in most instances, shell companies to accept the “qualified assignment” of the periodic payment obligation. A life insurance company issuing an annuity cannot also accept a periodic payment obligation because it cannot issue an annuity contract to itself. This need for a separate third party to accept the “qualified assignment” spawned the creation of the shell assignment corporation. A shell company usually has no assets other than the annuities it owns, and those assets are directly offset by the company’s liabilities. As long as the shell company does not incur any additional liabilities of its own, and as long as the annuity issuing life insurance company remains solvent, the future payments to the claimant are safe. In fact, the assignment company usually directs the life insurance company to make payments directly to the claimant.
In this scenario, the strength of the life insurance company that issued the annuity is extremely important to the claimant. The claimant no longer can look to the original obligor, who has been released. A shell company normally purchases annuities only from its affiliated life insurance company. If the assignment company incurred unexpected liability and defaulted, every claimant would be in the same boat—an unsecured creditor of the assignment company. Even though every annuity is purchased to fund a specific periodic payment liability, all annuities are general assets of the shell company and would be part of a pool to satisfy the shell company’s liabilities.
There are two basic remedies to the vulnerability of the shell company. First, the payee can be given secured creditor status so that the annuity ownership can be transferred to the payee. That puts the payee ahead of general creditors of the shell company because the annuity asset is removed from the pool. Second, the obligations of most shell companies today are backed by an additional guarantor, often the life insurance company that issued the annuity.
Security Interest in the Annuity
At first, the claimant could not be given a security interest in the annuity contract because that would be considered an incidence of ownership under the common law doctrine of economic benefit. Under that principle, the creation by an obligor of a fund in which the taxpayer has vested rights will result in immediate inclusion by the taxpayer of the amount funded. A “fund” is created when an amount is irrevocably placed with a third party, and a tax payer’s interest in such fund is “vested” if it is nonforfeitable. Congress overrode the economic benefit doctrine, according to the IRS, when it passed the Technical and Miscellaneous Revenue Act to amend section 130 of the Tax Code in 1988 to allow security position ahead of general creditors. The House Report accompanying that Act explained: “Recipients of periodic payments under structured settlement arrangements should not have their rights as creditors limited by provisions of tax law.”
Qualified assignment contracts that contain pledge agreements provide the transfer of the annuity’s ownership to the claimant-secured party upon some triggering event, usually when the shell company defaults in its payment. The downside to a security interest is that, when the annuity ownership is transferred to the claimant, all future growth from that point will be subject to income taxes. The claimant is no longer a general creditor of the shell company, but future tax benefits are lost. Nevertheless, a claimant should insist on a security interest when it is available.
Secondary Guarantee is Preferable
A better situation is a secondary guarantee of the shell company obligor’s liability to make the periodic payments. If that guarantor is the life insurance company that issues the annuity, the claimant looks to the same entity for future payments and still gets the benefit of tax-free growth because the shell company still owns the annuity. Having a security interest in the annuity does not necessarily preclude also having a secondary guarantee of the assignee’s payment obligation. If both are offered, the claimant should take them.
Life insurance companies that guarantee the obligations of the shell companies include Allstate Life, Farmers New World Life, Massachusetts Mutual Life and SAFECO Life. The Prudential Insurance Company of America guarantees the obligations of Prudential Assigned Settlement Services Corporation, which is a shell company that purchases annuities from Prudential Insurance Company of America. Prudential Property and Casualty (PruPac) is another assignment option.
Sometimes the assignment company is not a shell corporation, but might be another life insurance company with its own assets. Such is the case of Jamestown Life, which accepts assignment of periodic payment obligations which it funds by purchasing an annuity from First Colony Life. Both are owned by General Electric Capital. This is also the case with New York Life annuities being owned by New York Life Insurance and Annuity Corporation, which is also a separate company with its own assets. Canada Life Insurance Company of America serves as obligor, purchasing annuities from The Canada Life Assurance Company’s U.S. Division.
Another creative secondary guarantee is that offered by AEGON Assignment Corporation, which accepts assignments and funds them with annuities purchased from either Monumental Life, which payments are guaranteed by Transamerica Life Insurance, or from Transamerica Life Insurance and Annuity Company, which payments would be backed up by Transamerica Occidental Life.
Sometimes the assignee or guarantor is not a life insurance company at all, but perhaps is the holding company. Pacific Lifecorp is the asset-based holding company owning 100 percent of Pacific Life and Annuity Company. A shell company, Pacific Life & Annuity Services, Inc., is the obligor and annuity owner, but the holding company guarantees the obligor’s periodic payment liabilities to claimants. Continental Assurance (CNA), is another situation where the shell company’s obligations are guaranteed by the life insurer’s holding company, CNA Financial Corporation, which is not an insurance company and is not rated by the insurance analysts.
Sometimes, the guarantor is a property and casualty insurance company. While these are usually highly rated, the claimant and claimant’s attorney should keep in mind that the criteria used by the analysts in rating P&C companies are not the same as criteria for life insurance companies. AIG Life Insurance Company annuities are owned by either American Home Assurance or National Union Fire Insurance, both P&C companies, which serve as assignees and guarantors. Liberty Mutual, a P&C company, guarantees the obligations of the assignment company, Employers Assurance of Wausau, that purchases annuities from Liberty Life Assurance Company of Boston. As an alternative to its life insurance company corporate guarantee, Allstate offers the option of a surety bond from its P&C company, at additional cost. Farmers offers a surety bond through Truckers Insurance Exchange.
Use Multiple Criteria in Selecting
Name recognition might provide a certain comfort level in selecting a strong life insurance company to issue the annuity, but it makes more sense to rely on the ratings assigned by the independent analysts. However, one should not rely on a single rating in evaluating the worthiness of an annuity issuer. Many attorneys have placed an undue weight on a company’s A.M. Best rating, which indicates current financial strength, while giving little credence to claims-paying ability, which is a true debt rating, from other analysts.
The Uniform Payment of Judgments Act of 1990 is a model act adopted by the National Conference of Commissioners on Uniform State Laws, which that organization hopes the state legislatures will enact in their jurisdictions. This model act was approved by the American Bar Association on February 12, 1991, but to date no state has adopted it. Yet, it provides plaintiff attorneys a standard for applying due diligence in approving an annuity issuer for their clients.
The 1990 Act would have directed state insurance commissioners to publish a list of insurers designated as qualified to participate in the funding of periodic payment judgments. While some commissioners have voluntarily maintained such lists, the standards imposed by the model are standards any attorney can follow. It lists minimum standards that, inter alia, the company must have. They include “a minimum of $100,000,000 of capital and surplus, exclusive of any mandatory security valuation reserve” and at least two of the following minimum or better ratings from independent analysts: A.M. Best Company, A+; Moody’s Investors Service Claims Paying Rating, Aa3; Standard & Poor’s Corporation Insurer Claims Paying Ability Rating, 
AA-; Duff & Phelps (which became Fitch in 2000) Credit Rating Company Insurance Company Claims Paying Ability Rating, AA-; or a “rating equivalent to those listed from any other nationally recognized rating organization.”
Non-Insurance Guarantor Is Acceptable
While the Uniform Payment of Judgments Act of 1990 might be used as a guide for conducting due diligence on life insurance companies, that should not be the only method of evaluating the strength of a structured settlement. If, for example, the parent holding company issues an irrevocable certificate of guarantee for the obligations of a shell assignment company that owns an annuity from a life insurance company among that holding company’s assets, that guarantee should be given its due deference regardless of the rating of the annuity issuer. Continental Assurance (CNA), for example, is rated A (Excellent) XII by A.M. Best, which falls below the 1990 Act’s guidelines for that one analyst, but meets or exceeds the guidelines with its claims-paying ratings from S&P and Fitch. A guarantee from CNA Financial Corporation, which is not an insurance company, brings $62.1 billion (12/31/2000) in assets. CNA is one of the largest U.S. business insurers. A company such as CNA should not be overlooked simply because of a rating assigned by one analyst company. Prudential and SAFECO are two more excellent companies that currently have A (Excellent) ratings from A.M. Best, but which should be considered to fund periodic payments in a structured settlement if otherwise competitive. Prudential is one of the largest life insurers in the U.S.
Most life insurance companies that compete in the structured settlement marketplace are very highly rated and should meet just about anyone’s test of acceptability. Those few exceptions are likely to be smaller, relatively low rated life insurance companies affiliated with P&C companies that insist on using the similarly rated sister life company to enhance its profitability. These companies could never compete in the marketplace without such help from their affiliated P&C company, and such arrangements should be avoided or at least viewed with skepticism.
What If Annuity Issuer Defaults?
What if a life insurance company defaults in its payment obligations? That has happened. Usually, these companies get purchased by another life insurance company or a consortium of companies, and the claimant remains whole. In the insolvency of Executive Life of California about a decade ago, some shortfalls were made up from state insurance guaranty funds. The life insurance industry is very sensitive to any insolvency of a life insurance company, knowing that it will affect the credibility of the industry as a whole, and has worked collectively to avert defaults of payments.
Life insurance companies represent one of the strongest sectors of the U.S. economy, and the chance of a claimant losing structured settlement payments is very remote. That possibility is minimized by selecting a highly rated life insurance company to issue the annuity, then looking for secondary guarantees of the assignee’s obligation, and taking a security interest in the annuity contract when these protections are available.
The Treasury Bond Alternative
Much was said about the “full faith and credit of the United States” being behind traditional structured settlements funded with Treasury obligations. General Electric Capital and Allstate were two market leaders in developing Treasury bond products to go in tandem with their annuities. As mentioned earlier, Treasury bonds can not be used to provide life-contingent payments and their yield is never as good as annuities. Consequently, the use of bond trust products in structured settlements never came close to the volume of settlement dollars spent on annuities.
With regulated companies of the stature and integrity of Allstate and GE Capital, there has never been a concern that the Treasury obligations would be diverted to another purpose. But, if the obligor trust or assignment company happens to be unregulated and under the control of an individual, the fact that the asset is an obligation of the U.S. is irrelevant.
Trustee Absconded With The Funds
The problem with using Treasury bonds was not that the issuer might default—after all, they carried the “full faith and credit of the United States”—it was that the owner or trustee could use them for other purposes. That that is exactly what happened in a traditional structured settlement promising tax-free periodic payments, but using bonds as the qualified funding asset instead of annuities.
A firm called Stanwich Financial Services that was responsible for making personal injury settlement payments from trusts funded with U.S. Treasury securities defaulted in early 2001, depriving the injury victims of their payments. Reportedly, the securities were misappropriated and sold, leaving the trusts without assets. The default has spawned two class action lawsuits in California against banks that served as trustees of the bond trusts, a broker/dealer through which the bonds were sold, and a series of companies that have been responsible for making the settlement payments, the last of which was Stanwich.
According to a statement released by the National Structured Settlements Trade Association (NSSTA): “The Stanwich default highlights the critical importance of safeguards that long ago became standard features in most structured settlements—especially in conventional structured settlements backed by annuity contracts—but were not applicable to the Stanwich settlements.”
The distinctions between the Stanwich settlements and today’s conventional structured settlements, backed by annuity contracts, are numerous according to NSSTA:
· Liquidity of Funding Asset. In a conventional, annuity-backed settlement, the funding asset—the annuity contract—is highly secure but illiquid. Changing its ownership requires the cooperation of the annuity owner, the annuity issuer and, often, the settlement recipient. By contrast, the Stanwich settlements were backed by Treasury securities, which are liquid and readily transferable, making them vulnerable to misappropriation if parties are prepared to disregard contract terms and tax and securities law restrictions.
· Liability of Owner of Funding Asset. In a conventional, annuity-backed settlement, ownership of the funding asset is vested in the same entity that is obligated to make the payments to the settlement recipient. The funding assets backing the Stanwich settlements were owned by trust entities that had no direct obligations to the settlement recipients. Because ownership of the funding assets was separated from liability for the related settlement payments, the arrangement vulnerable to abuse.
· Tax Rules. Whether they are backed by annuity contracts or by Treasury securities, settlements entered into since 1983, when section 130 of the Internal Revenue Code was enacted, recognize and give effect to tax rules that dictate that funding assets be permanently tied to the settlements that they fund. Because most of the Stanwich settlements predate enactment of section 130, their design does not reflect the mandates of section 130.
· SEC Restrictions. Settlements backed by bond trusts are subject to the federal securities laws. Since 1989, the SEC has insisted that bond trust settlements (i) name the settlement recipients as direct trust beneficiaries, and (ii) provide other affirmative protections for the settlement recipients. The Stanwich settlements were based on an earlier model that did not incorporate these safeguards.
Be Wary of Investment Alternatives
An equally severe loss of settlement dollars due to dishonesty occurred not from annuity-based structures with guarantees from well-known, well-established and highly capitalized companies, but from a non-structured transaction that should have been suspect from the beginning.
James R. Gibson was accused in 1999 of diverting $100 million intended to make future periodic payments in lawsuit settlements to his own use. Gibson’s company, SBU, Inc., offered investment alternatives to plaintiffs in personal injury lawsuits beginning in the 1980s, initially in the St. Louis area then expanding operations to include Illinois and Florida. He reportedly promoted his service by urging plaintiffs to refuse traditional structured settlements because they were “unsafe.” According to court documents filed in a class action suit against him, Gibson converted the investments to his own benefit and used the funds for personal expenses, including the purchase of luxury boats and real estate.
Besides being victimized as a result of the risks described above involving dishonesty of the trustee, anyone who persuades a personal physical injury claimant to take the entire settlement in cash is talking that person out of giving up one of the most generous tax breaks available to any group of people. Once the money is received or even constructively received, the benefit of tax-free growth of the funding asset is lost forever.
Even absent dishonesty or incompetence of an investment advisor, the advantages of an annuity-backed structured settlement far outweigh any other investment portfolio when lifetime income for the claimant is essential. If you take a lump sum from a settlement to a stockbroker and say to that person “This must last me for the rest of my life. I don’t know when I will die, but I want future payments guaranteed as to time and amount of each payment, and I never want to worry about outliving my income,” the stockbroker cannot make those guarantees. An annuity-backed structure can—and it is totally free of income taxation.
Transaction Must Be Understood
Understanding structured settlement transactions is crucial to the claimant’s counsel.  There is no replacement of settlement proceeds if they are lost to a bad investment, someone else’s dishonesty or the claimant’s own lack of self-discipline. However, if periodic payments funded by an annuity issued by a major life insurance company are guaranteed by that company or some other entity having the financial wherewithal to back it up—such as another highly rated insurance company or an asset-based holding company—the personal physical injury claimant has minimal risk. A structured settlement with a highly rated life insurance company that incorporates all of the available safeguards is the most secure means of preserving settlement proceeds. ■
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