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Do You Have a Dormant Malpractice Liability? 

(2001-3) — You surely must hate even to think about a legal malpractice claim waiting to be filed against you for something that happened years ago. But, the case of Lyons v. Medical Malpractice Insurance Association, 730 N.Y.S.2d 345 (2001), illustrates that trial lawyers who thought they had represented their clients well in obtaining large settlements from both the hospital and the attending physician in a professional negligence action can be surprised to find out the clients later found out differently.

Alexander Lyons was unfortunate to develop bacterial meningitis at age 3 that would cause him profound mental retardation, autism and spastic diplegia cerebral palsy. He will never be capable of independent living. Alexander’s father, David Lyons, brought suit against both the hospital where this occurred and the physician who delivered the child, claiming that the duty of care was breached during delivery. A jury agreed and awarded Alexander and David $7,065,000 from the hospital. In lieu of a certain lengthy appeal, the father settled with the hospital for about $2,400,000 in cash.

Do Not Rely on Adversary’s Offer

Their lawyers, skilled in this type of case, also negotiated a settlement with the doctor, who had a $1 million insurance policy with Medical Malpractice Insurance Association (MMIA). On behalf of its insured physician, MMIA’s claim adjuster handling the case offered a combination of up front cash plus future lifetime payments for Alexander’s benefit, payable for the rest of his life, with a minimum guarantee of 20 years. The insurer represented to the lawyers that the “present day value” of this package was $940,180. This was a good offer, the lawyers convinced their client David, because it approached the doctor’s policy limit.

The claim adjuster had told David through his attorneys that the “yield to normal life expectancy” from the settlement would amount to $2,540,300, and that also appealed to the boy’s father. Of course, that figure was based on this 11-year-old boy living another 69 years until age 80. Realistically, a person with these permanent injuries has a life expectancy much shorter than that of a normal person. Several life insurance company underwriters had already predicted an abbreviated lifespan for Alexander, including American International Life Assurance Company of New York’s assignment of a “rated age” of 54. It offered lifetime monthly benefits for Alexander’s benefit, knowing that it likely would be paying them for not much longer, if at all, than the 20-year guarantee period.

The physician’s insurer knew the cost of an annuity from this life insurance company to provide these future benefits was only about $410,000. But, because the insurer did not intend to divulge the true cost to the claimants or their attorneys, it had its structured settlement broker calculate a fictitious “present day value” that would be about $265,000 higher than it would actually pay. This evidently was the way they operated regularly. In previous quotes for this case, the broker even offered to the claim adjuster to make the fictitious value higher by using a different assumed interest rate. Notice that the claim adjuster never used the word “cost.” Instead, it was called “present day value.”

Fee Overcharge Was Negligence

David settled, assuming that his attorneys had pushed the insurer to pay out nearly all that the doctor had in coverage, not realizing that the offer was about $265,000 shy of what the claim adjuster had said it was worth—roughly the same amount of the cash component of the offer. He then paid his attorneys based on an agreement that the lawyers would get a fee equal to one-third of the total amount recovered. There is a suggestion in the record that the attorneys actually took less than one-third of what they thought had been recovered in damages, but it is clear that they took too much based on the actual recovery.

Alexander Lyons, who had been cheated at age 3 out of a normal life, had now been defrauded, his father alleges, by the insurer for the physician and unwittingly overcharged by his own attorneys who did not know the settlement was worth a whole lot less than the claim adjuster had said. Later, when his father found out that the settlement may not have been worth what they had been told, he sued everyone who had been involved in that settlement. The trial court granted summary judgment in favor of the medical malpractice insurer; to the broker who furnished the illustrations and their fictional values; and to the annuity issuer and its affiliated property and casualty company that took the qualified assignment, both aware that the claimants had been told the value of the settlement was much higher than the amount they were being paid for the annuity plus what the claimant was being paid in cash. Only the lawyers representing Alexander and his father remained as defendants, as far as the trial court was concerned. This gave the claimants the necessary leverage to settle with their own lawyers.

The trial court ruled, as a matter of law, that there existed no privity between the claimants and the insurer. Therefore, even though the insurer did not deny making false representations to the claimants, the trial court accepted the defendants’ argument that the claimants should not have relied on these representations. Fortunately for Alexander, the appellate court reversed the trial court and the matter will now be decided on the facts—whether there was fraud or intentional misrepresentation by the insurer to induce the claimants to give up their property right of the tort claim against the physician. But, the attorneys who thought they had done a great job representing their clients in settling with the hospital and the physician learned the hard way that they should not have trusted their adversaries to tell the truth.

Why Does This Mentality Exist?

How did we ever get to this mentality in conducting settlement negotiations? Why are offers made by some defendants or their insurers presented without divulging the cost or the annuity company’s name, and without disclosing the assumptions used, such as impaired life expectancy? And, why do attorneys representing their injury victim clients allow the adversary to handle the biggest financial transaction of their clients’ life? It doesn’t make sense.

It started sometime before 1983, when the Tax Code was amended by adding section 130, allowing for future payment obligations of the defendant or its insurer to be assigned to a third party with favorable tax consequences for all. Before section 130 came into being and periodic payment liabilities could be assigned, the self-insured defendant or liability insurer purchased and owned the annuity. The defense strategy was to focus on tax-free benefits to the claimant instead of how much the annuity would cost. The defendant or insurer retained all risk to make the future payments, giving them the argument that they could purchase from whichever company they chose and for whatever price they could find. Some liability carriers that had life insurance affiliates began purchasing annuities from the affiliate, amounting to a transfer of cash from one side of the house to the other.

Periodic payments were a product of the time value of money. A modest annuity premium paid at the time of settlement could result in huge dollar payouts in the future, depending on compounding interest rates and the length of time until the payment was made. When used on an unsophisticated injury victim, this negotiating strategy of not disclosing the cost of the annuity worked.

To respond to questions from the claimant as to the annuity’s cost, the defense created the myth that knowledge by the payee of the annuity premium amount was constructive receipt, which would cause all internal growth of the annuity to become taxable income. This was never true, but this strategy worked also for the defense. The IRS has issued at least two private rulings that knowledge does not cause constructive receipt, but we still hear that myth being exploited on occasion.

Annuity Quotes Aid in Deceit

The structured settlement brokers, who worked almost exclusively for the defense in those days, asked the life insurance companies to include in their annuity quoting software programs a “plaintiff version” that would omit the cost of the benefits and often the name of the life insurance company. The reasoning was so that the focus would be on benefits, not cost. 

If you check the insurance code in your jurisdiction, you might find that annuity quotes are considered advertisements of life insurance products, and that advertisements must bear the name of the company being quoted and the premium amount. 

Going beyond the original purpose of the “plaintiff version” annuity quote, allowing the defense to focus on benefits during negotiations, rather than cost, the annuity issuers began to authorize the substitution of phrases like “paid in full” or “valuable consideration” in the blank on the annuity application form asking for the premium amount. This ensures that the claimant never has access to the actual cost of the annuity, even when a copy of the policy containing the application form is provided to the claimant. And, because the payee is considered only the “measuring life” with no ownership rights in the annuity, the annuity issuer typically will not disclose the cost if the payee inquires.

Over the years, the defense brokers have entered into agreements with the liability insurers for exclusive rights to handle structured settlements involving those particular insurers. Often this amounts to an undisclosed rebate to the insurer of part of the commission, because this concept of having “national accounts” has become so competitive among defense brokers. Even if there is no commission sharing, the quid pro quo is the broker’s expertise in helping the insurer save money. Additionally, the defense broker might be obligated to steer the annuity business to the liability insurer’s affiliated life insurance company. 

Alternative Valuation Methods Fail

The plaintiff attorneys had to devise some way of calculating their fee, if the fee amount was predicated on the amount of damages recovered on behalf of their clients. Attorney-client employment agreements regularly contain language that allows the attorney to submit the periodic payment terms to an outside consultant to determine the “present value” to be used in calculating contingent fees. Or, the attorney and client may choose to rely on the representations of the defendant or its insurer. Unfortunately, neither of these options is accurate.

An outside consultant, such as another structured settlement broker, can duplicate the benefits using an annuity company’s software quoting system to back into the cost.  But, rates vary among the annuity issuers as much as 15 percent on any given day. Unless the consultant knows which company was quoted by the defense, the cost of an annuity to provide identical benefits is only an estimate if the same company is not being quoted by the consultant. Other factors such as rated ages and daily rate quotes can cause a greater differential between the consultant’s estimate and the actual cost to the defense. Add to those factors the kickback that might be made to the insurer, and that causes the insurer’s cost to be even less. 

Many courts have held that an annuity’s cost is the most appropriate method of valuing the present value of an annuity in a structured settlement. One judge wrote, “The marketplace cost is the acid test in a case like this—with fixed, guaranteed, periodic payments not requiring actuarial assumptions as to life expectancy or survivorship—rather than calculations of ‘value’ that involve interest rate estimates for the future.” Merendino v. FMC Corp., 438 A.2d 365, 368 (N.J.Super. 1981).  “Actual cost of the annuity funding the deferred payments is the value to be used for contingent fee calculation purposes.” Keller v. Dougherty, 484 A.2d 1327, N1 (N.J.Super. 1984). “In a ‘structured settlement’ the total actual cost is the proper basis upon which to calculate attorneys’ contingent fees.” Tobias v. Autore,  440 A.2d 1171, 1173 (N.J. 1982), citing Merendino, supra at 368. “The present value of the settlement can be calculated solely upon the costs to the defendants (and/or their insurers).” Matter of Estate of Muccini,  460 N.Y.S.2d 680, 682 (1983). “We find that the most equitable method of valuing an annuity for the purpose of determining the amount of attorneys' fees due is by the cost of the annuity.” Johnson v. Sears, Roebuck & Co., 436 A.2d 675, 678 (Pa.Super. 1981). “The appropriate discount rate constantly changes based on a variety of figures best understood by economists and is not an appropriate item for this court to now strictly define.” Perez v. Pappas, 659 P.2d 475, 480 (Wash. 1983). The IRS uses discount rates and life expectancies as a method of valuing annuities for purposes of estate taxes and transfers for value. But, these methods have no legitimate purpose in the valuation of a structured settlement. The cost of the annuity is the only logical measure.

For all these reasons, we believe that an attorney representing a plaintiff client is not sufficiently protected from a claim of negligence by the client, regardless of whether the attorney relies on the defendant or its insurer to provide the actual cost or engages a consultant to back into the cost of identical benefits from the defense.

Three states have enacted laws to ensure that the injury victim is provided the actual cost of future benefits. The language among these three state laws is virtually identical. Massachusetts, Minnesota and Florida require that, during negotiations, the structured settlement obligor must disclose in writing to the claimant or the claimant’s legal representative certain information about the transaction, including the amount of the premium payable to the annuity issuer. Puzzling is the requirement to provide also the “discounted present value of all periodic payments that are not life-contingent, together with the discount rate used in determining the discounted present value.” This disclosure requirement is a step in the right direction. The insurance industry has interpreted that the “Claimant Notice” is to be sent by the assignment company, which typically purchases the annuity from its affiliate. However, this does not relieve the defendant or liability insurer from making these disclosures during settlement negotiations.

Malpractice Exposure is Threefold

Reliance on misrepresentations by the defense is the second cause of legal malpractice involving structured settlements that we accurately predicted would surface. Our first prediction, that an attorney can be sued for failure to offer a structured settlement to his or her client, recently was reported in the cases of Grillo v. Henry, Cause No. 96-167943-97, and Grillo v. Pettiette,  Cause No. 96-144090-92, both in the 96th District Court, Tarrant County, Texas. The plaintiff, an incompetent, had recovered $2.5 million from the hospital in the underlying medical negligence case. Subsequently, she successfully pursued claims against her guardian ad litem and her trial attorneys for their alleged failure to provide the opportunity of tax-free future income through a structured settlement. Additionally, there was no request to the life insurance markets for the assignment of a rated age, based on her medical history, to enhance lifetime benefits. Nor was there any attempt to establish or preserve the plaintiff’s Supplemental Security Income (SSI) and Medicaid eligibility through a supplemental needs trust. Instead, the funds were deposited with the court’s registry and eventually disbursed in cash.

There is a third exposure to legal malpractice that is just as certain to occur, as did the other two predictions. The next cause of a legal malpractice claim will be the failure to survey the available markets to offer the claimant the most competitive price of benefits from an annuity issuer, assignee and guarantor that are acceptable to the claimant. If you think you have avoided the other two pitfalls, watch out for this third exposure. It is just as much a malpractice exposure as not offering a structure or allowing the adversary to foist its settlement broker on the injury victim and relying on representations of the defendant or its insurer as to the settlement offer’s value.

Don’t Allow Limitation of Choices

Since 1983, when the liability to make future payments that was created in the settlement agreement could first be transferred to a third-party obligor, the defendant or liability insurer has had no legitimate reason to dictate which annuity company, obligor or secondary guarantor should be selected. Largely for political reasons, liability insurers maintain lists of “approved markets,” just like they maintain lists of “approved brokers” to handle the structured settlement transactions. Once the periodic payment obligation is assumed by the assignment company, the original obligor is released not only from the original tort liability, which occurs in the settlement agreement, but also from the periodic payment obligation, which is created in the settlement agreement. If there were the possibility of recourse to the original obligor, it would be only for such things as misrepresentation of value on which the claimant has relied or for dictating the choice of annuity markets and guarantors, should there ever be a default on the future payments. It is the claimant that assumes all risk once the periodic payment obligation is assigned to the third party. What possible legitimate reason could the defendant or liability insurer have for choosing the annuity issuer or limiting the claimant’s choice? None.

If a liability (property and casualty) insurer restricts the choice of markets to about seven or eight, when there are approximately 25 to 30 viable, highly-rated companies in the marketplace, the chances are good that the claimant will be deprived of the opportunity to have the future benefits come from a more competitive company. The effect is that those annuity issuers on a list of “approved markets” do not need to be as competitive as the rest of the marketplace, which tends to keep their prices high. It would seem that such restrictions on markets would be vulnerable to a challenge on the basis that they are per se illegal under federal antitrust laws. Agreements of a type that always or almost always tend to raise price or to reduce output are conclusively presumed by the courts to be illegal, without inquiring into their claimed business purposes, anticompetitive harms, pro-competitive benefits, or overall competitive effects. The “Rule of Reason” is not applied. 

If a liability insurer represents that the present value of a structured settlement is so much, it should be willing to pay that much in cash to obtain the same release and dismissal. If the insurer balks at the suggestion of a cash settlement instead of one that includes future payments, that should serve as your warning that the value of the structured settlement being offered likely is less than represented. In a perfect world, the defendant or liability insurer would negotiate in terms of cash. If the claimant engages a settlement broker prior to those negotiations, the broker can assist by presenting future payment options that truly match the anticipated future needs of the claimant and other family members, allowing the claimant to arrive at a minimum acceptable dollar amount that falls within the reasonable range of a potential settlement offer. The broker can determine in advance whether a rated age for an impaired life expectancy will be a factor. Then, in that perfect world, if the parties agree on an amount that the defendant or insurer will pay for the benefit of the claimant, the defendant or insurer would invite the claimant to have his or her broker work through counsel for parties on both sides to set up the periodic payments.

‘Perfect World’ is Here

Fortunately, the perfect world is here for claimants and their attorneys who wish to take advantage of it. You simply negotiate in terms of a cash settlement, making it clear from the beginning that you will not entertain any settlement offers that contain future payments. Engage your own settlement broker early to assist in the negotiation strategy by helping you and your client arrive at a realistic minimum amount that you will accept, taking into account costs, liens, expenses, attorney fees, up-front cash needs of the claimant, and future needs. Go into the negotiations with the confidence that your side is in control. The other side cannot misrepresent the value of future payments, because all offers must be in terms of cash. The other side cannot dictate to you or your client or limit the choice of annuity issuers, obligors, secondary guarantors, or the broker to handle the transaction. And, the annuity issuer will pay your broker the commission on the annuity sale, at no cost to your client, which would have been paid to the adversary’s broker for helping the defendant or its insurer save money at your client’s expense.

Once you and the other side reach agreement on the amount the defendant will spend for the benefit of your client, simply direct that all settlement proceeds be paid into the “[Client’s Surname] Qualified Settlement Fund (QSF).” A fund, account or trust satisfies the QSF requirements under Treasury Regulations § 1.468B-1(c) if it is established, generally, by any entity of government, including a court of law, and is subject to the continuing jurisdiction of that authority. It must be “established to resolve or satisfy one or more contested or uncontested claims that have resulted or may result from an event (or related series of events) that has occurred and that has given rise to at least one claim asserting liability” under CERCLA; arising out of a tort, breach of contract, or violation of law; or designated by the IRS commissioner in a revenue ruling or revenue procedure. The QSF may not be used for workers’ compensation claims.

Once the defendant or insurer—called the “transferor”—makes the deposit into the QSF, completely segregating those funds from the transferor’s other assets, the transferor may deduct the entire amount, having satisfied the “economic performance” requirements of Internal Revenue Code § 461(h).

 With the transfer of funds into the QSF, so goes the tort liability of the original defendant. This substitution of parties is called a novation. The QSF administrator is then free to effect settlement agreements with the claimant or claimants. The settlement agreement can provide for cash lump sums and periodic payments, just like the original defendant or insurer could have done. The difference between settling with the original defendant or its insurer and settling with the QSF is that you and the court know that all of the money is available to be paid for the benefit of the injury victims. None of it can go back to the transferor. 

If the payments qualify for tax exclusion under I.R.C. § 104(a)(2), the QSF may make a “qualified assignment” of any future payment obligation under the authority of I.R.C. § 130. Revenue Procedure 93-34 says the QSF will be considered “a party to the suit or agreement” for the purposes of section 130. In other words, the QSF preserves the tax-free nature of future damage payments for personal physical injury or physical sickness (other than punitive damages).

If the payments will be taxable to the recipient, there still may be advantages to deferring the obligation under some non-qualified assignment to a third party. The QSF can do whatever the transferor could have done.

Why Expose Yourself and Your Client?

The QSF and those who promote its use by plaintiffs is being vilified by the same people who once tried to tell you that knowledge of the annuity premium amount was constructive receipt. They will try to convince you that there is an unnecessary tax risk to using a QSF. The rules are black-letter, and you can have a tax expert issue an opinion. On the other hand, you do not have to be an expert to see that the greater risk to the claimant and claimant’s attorney is not using a QSF. ■
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