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Doing What’s Right and Avoiding What’s Wrong

“If you say that someone is damned if they do and damned if they don't, you mean they will be criticized whatever they do.” – The Free Dictionary by Farlex
As part of the settlement planning process, structured settlements are a great tool in the right situations, and trial attorneys should always make their clients aware of them whenever circumstances warrant their consideration. In fact, a trial attorney or guardian ad litem may be sued by the client for failing to present a structure opportunity to the client.
 Structured settlements can also expose the client to abuses and the trial attorney or guardian ad litem to claims of negligence
 or breach of professional conduct rules if left to the defendant or its liability insurer to handle.

The challenge is to ensure that a structured settlement is presented in those cases where it should be, while avoiding abuses to the client that the defendant or its liability insurer may attempt, and avoiding allegations of from the client of professional negligence or violation of the Rules of Professional Conduct. To meet this challenge, the trial attorney needs to understand the structured settlement transaction as well as what may be going on behind the scenes that affects the attorney’s ability to provide competent representation to the client:

1. A structured settlement includes guaranteed future payments in addition to any lump sum payment at the time of settlement.

2. A structured settlement historically is designed to provide spendthrift protection to physical injury victims who otherwise would receive large cash lump sums and to preserve the exclusion of all present and future payments (except punitive damages) from their gross income.

3. The periodic payment obligation may be retained by the obligor (defendant or its liability insurer) or it may be transferred to a third party under a “qualified assignment,” if the “qualified funding asset” is an annuity or obligation of the United States.
 

4. While the taxpayer injury victim can always receive the entire settlement amount in a tax-free lump sum, tax-free growth of the qualified funding asset may be preserved also,
 as long as the physical injury victim or payee does not have receipt, constructive receipt
 or economic benefit
 of the funding asset or the money used to purchase it.

5. This tax benefit is public policy as an encouragement to structure so the injury victim does not squander settlement proceeds and become a ward of society for future care.
 It is not intended as negotiating leverage for the defendant or its insurer to use against a claimant.

6. A self-insured defendant or liability insurer may unduly coerce the injury victim by offering a structure only if the victim agrees to let the liability insurer handle the transaction by selecting the annuity issuer and the annuity “broker,”
 who will receive the commission; the alternative being to have the whole agreed settlement amount paid in cash. Depriving the victim of the structure option violates public policy.

7. Defendant or insurer may insist that the annuity be purchased either from a company affiliated with the liability insurer or from a restricted list of companies, limiting access to the free market, a practice the insurance regulators have labeled as “inappropriate solicitation activity.”

8. Defendant or insurer, through its appointed annuity producer, usually represents during settlement negotiations the present value of the settlement to be a specified amount, including the purported cost of the annuity, then may tell the victim that periodic payment consideration must be expressed as times and amounts of payments, not as part of a single lump sum. (This is true; the cost of the annuity is not the consideration to the claimant.) Victim may then be told that the present value of the settlement should not be reflected in the settlement agreement, as this constitutes constructive receipt. (This is patently false, refuted in at least two private rulings from the IRS,
 and is a long-time canard used to defraud injury victims.)

9. Having obtained an agreement expressed in times and amounts of periodic payments, without documenting the cost, defendant or insurer, through its annuity producer, may shop for an annuity and then purchase it for less than the cost represented during negotiations. This can be due to market competition (just finding a better price), rate improvement since the time of the agreed terms, discounted rates (rated age) for reduced life expectancy, etc. “Savings” are pocketed by defendant or insurer. This is called the “short-changing scheme” in Macomber v. Travelers Property and Casualty Corp., et al.,
 constituting fraud, negligent misrepresentation, breach of contract, unjust enrichment, civil conspiracy, and violations of state unfair trade practices and unfair insurance practices statutes.

10. Aside from misrepresenting the annuity’s premium amount, defendant or liability insurer may have an undisclosed rebating arrangement with the annuity producer, usually for one-fourth of the annuity gross commission (one percent of the premium). Instead of spending $100,000, for example, on the periodic payments, the defendant or insurer may spend only $99,000, pocketing the $1,000. This is called the “rebating scheme” in Macomber,
 constituting the same causes of action as in the “short-changing scheme.”

11. The parties often agree in writing to bear their own respective costs of the litigation, or this usually is understood unless specifically stated otherwise. By insisting on foisting its own annuity “broker” onto the injury victim, the defendant or insurer is taking back part of the amount it represented to be the settlement offer’s present value. Instead, the annuity issuer (life insurance company) pays the commission to the agent chosen by the defense as compensation to that agent. In that case, that agent is performing a “service” (if civil conspiracy is a service) for the benefit of the defense, and should be paid by the defense, not out of the settlement proceeds promised to the claimant.

The trial attorney can best avoid these abuses and their risks by taking a few simple steps:

· Engage the services of a structured settlement producer early in the process, prior to any settlement negotiations or mediations. If the producer is to be paid from the commission built into the annuity, which is part of the client’s recovery, document that arrangement so that the producer is an intended third-party beneficiary of the settlement agreement. A producer who is introduced into the case by the defense cannot also be loyal to the claimant. This is a conflict of interest that may not be waived.

· Determine whether periodic payments are mandated by the circumstances of the case. If the situation clearly calls for a structured settlement and the decision maker (i.e., client, parent, guardian or guardian ad litem) rejects the idea, obtain a written expression from the decision maker. If the court must approve the settlement (i.e., because it involves a minor or protected adult), make sure the court is aware that you have presented the guaranteed periodic payment option to the client.

· Even if a structure is not mandated by the circumstances of the case, determine whether tax-free periodic payments should be offered to the plaintiff for their significant tax benefits and spendthrift protection. A plaintiff who learns of the opportunity too late to take advantage of it can also come back on the trial lawyer. At least document that periodic payments were offered to the client in a way that the client understood their advantages and disadvantages.

· Negotiate the settlement in terms of a present value cash lump sum. If periodic payment illustrations are presented as part of the negotiations, insist that the cost of the annuity be included on the illustration itself, along with the name of the proposed annuity issuer, its ratings, the assumed funding date, and other significant factors such as a “rated age” for impaired life expectancy.

· If the client agrees to an offer, the amount the defendant or its liability insurer has promised to spend should be documented not just in the mediation summary, but also in the settlement agreement itself. If there are to be periodic payments, their times and amounts are the consideration, not the cost of the annuity, and the documentation should correctly reflect that. However, for the protection of the client and the trial attorney, the total cost to the defense and the breakout of the annuity cost should also be documented.

· Insist that the structured settlement producer selected by the client will handle the transaction exclusively as “broker of record,” and include that provision in the written settlement terms.

· If the settlement terms call for the involvement of structured settlement producers on both sides, the trial attorney should communicate to the client that such arrangements often come with restrictions on the choices of annuity companies, which denies the client the benefit of free market competition. Also, to avoid overcharging the client, the trial attorney should consider excluding from the contingent fee calculation four percent of the annuity premium that will be credited to the opponent producer’s production, which is the amount of the client’s recovery being given back to the defense to pay defense costs.

· If the trial attorney allows the structured settlement producer brought by the defense to handle the structured settlement, the trial lawyer is waiving a conflict of interest that may not be waived.
 The trial attorney should deduct from the contingent fee calculation the entire four percent of the premium paid in commissions to the defense producer, as an amount ceded to the defense. The client should also be informed that the annuity plan selected from a restricted list may not be the most competitive available.

· To avoid defense involvement altogether in the structured settlement transaction, if the defense does not willingly consent to allowing the plaintiff to select the producer, the client may petition the court to establish a qualified settlement fund (QSF)
 to receive the entire settlement proceeds. Once the settlement proceeds are paid into the QSF, which has an independent administrator who operates under the court’s oversight, the defendants are released and dismissed with prejudice, leaving the QSF administrator to settle or resolve the claims. The QSF has the same ability to offer tax-free periodic payments as do the original defendants.
 QSF administration costs are paid from the QSF, often with the interest earned and no reduction in principal. Sometimes the structured settlement producer pays the costs, at least in part. A competent QSF administrator will guide the trial lawyer through the steps.
The trial attorney has control over the settlement process—often more than realized—and should exercise that control in the diligent pursuit of achieving the client’s best interests.

This article is not intended to substitute for individual tax advice from a tax professional.

The author is a founding member, ex officio director and Legal Committee chairman of the Society of Settlement Planners. He has administered, established or consulted on nearly 200 QSFs.
Endnotes


� In an unpublished case, Grillo v. Pettiette, et al., in the 96th District Court of Tarrant County, Texas, Cause No. 96-145090-92, concluded on March 23, 2001, both the trial attorneys and the guardian ad litem were sued when their birth-injured client lived well beyond her much shortened life expectancy and the settlement proceeds were exhausted. The allegations for negligence included the failure to provide a lifetime income through an annuity, taking advantage of a high “rated age,” and failure to preserve Medicaid eligibility by establishing a special needs trust under 42 U.S.C. § 1396p(d)(4)(A). 


� See Lyons v. Medical Malpractice Insurance Ass’n, 286 A.D.2d 711, 730 N.Y.S.2d 345 (2001). The plaintiff’s attorney was sued by his client for failing to learn the annuity’s actual cost, which was grossly misrepresented by the defense during negotiations. As a result, the attorney overcharged his client for his contingent fee.


� The fifth edition of the American Bar Association’s Annotated Model Rules of Professional Conduct, adopted in 2003, Rule 1.7(b)(3), prohibits simultaneous representation in the same litigation or other proceeding before a tribunal if it involves the assertion of a claim by one client against another client. By extension, neither should settlement planners for the same client or clients be permitted to represent the adversary. Thus, a structured settlement producer who is invited into a case through a relationship with the defense may not simultaneously claim a duty of loyalty to the claimant.


�Internal Revenue Code (26 U.S.C.) § 104(a)(2).


� 26 U.S.C. § 130.


� S. Rep. No. 97-646, at 4 (1982).


� 26 C.F.R. § 1.451-2(a).


� See Rev. Rul. 2003-115, which states in pertinent part: “The economic benefit doctrine, developed in case law, provides that if a promise to pay an amount is funded and secured by the payor, and the payee is not required to do anything other than wait for the payments, an economic benefit is considered to have been conferred on the payee and the amount of such benefit is considered to have been received. In Sproull v. Commissioner, 16 T.C. 244 (1951), aff’d., 194 F.2d 541 (6th Cir. 1952), the court found that an economic benefit had been conferred on a taxpayer when the taxpayer's employer established a trust to compensate the taxpayer for past services. In 1945, the employer transferred money to the trust to be paid to the taxpayer in 1946 and 1947. The taxpayer was the trust's sole beneficiary. The court held that the taxpayer received compensation in 1945 in an amount equal to the value of the amount transferred to the trust for the taxpayer's benefit because such transfer to the trust provided the taxpayer with an economic benefit.


“Not all rights to receive periodic payments, however, trigger application of the economic benefit doctrine. Rev. Rul. 79-220, 1979-2 C.B. 74, concludes that a right to receive certain periodic payments under the facts of the ruling does not confer an economic benefit on the recipient. In Rev. Rul. 79-220, a taxpayer entered into a settlement with an insurance company for the periodic payment of nontaxable damages for an agreed period. The taxpayer was given no immediate right to a lump sum amount and no control of the investment of the amount set aside to fund the insurance company's obligation. The insurance company funded its obligation with an annuity payable directly to the taxpayer. The insurance company, as owner of the annuity, had all rights to the annuity and the annuity was subject to the claims of the general creditors of the insurance company. The ruling concludes that all of the periodic payments are excluded from the taxpayer’s gross income under § 104(a)(2) because the taxpayer did not receive, or have the economic benefit of, the lump sum amount used to fund the annuity. Further, the ruling holds that if the taxpayer dies before the end of the agreed period, the payments made to the taxpayer’s estate under the settlement agreement are also excludable from the gross income of the estate under § 104(a)(2).”


� See congressional Joint Committee on Taxation, “Tax Treatment of Structured Settlement Arrangements,” March 16, 1999 (JCX-15-99, III).


� The term broker usually means someone who has access to insurance products without being appointed by the issuing company. Most structured settlement specialists are insurance agents, who are appointed by the companies represented and have a duty to those companies. The term producer encompasses all forms of intermediaries.


� See n. � NOTEREF _Ref132282005 \h � \* MERGEFORMAT �9�.


�  The National Association of Insurance Commissioners (NAIC), in a communiqué to state insurance regulators in December 2004, defined "Inappropriate Solicitation Activities" as practices whereby an insurance producer: “(a) seeks, requests or obtains any insurance quote, bid or illustration that is: (i) intentionally higher, changed or revised upward or otherwise intentionally less favorable to the client/consumer or prospective client/consumer or prospective client/consumer, than those provided by other insurance companies; (ii) designed or intended not to be selected by a client/consumer or prospective client/consumer; (iii) designed or intended to present to the client/consumer or prospective client/consumer a false appearance of competition by insurance companies; (b) withholds or limits the receipt or presentation of insurance quotes, bids or illustrations sought on behalf of a client/consumer in a manner which is contrary to the interests of the client/consumer; or (c) engages in activity that otherwise may be known as or understood to be ‘bid-rigging’ or inappropriate steering of business which is contrary to the interests of the client/consumer.”


Unfortunately, the NAIC notice provides a loophole by failing to define the client/consumer as the annuitant. In a structured settlement transaction, the injury victim (the “annuitant” or “measuring life”) does not purchase the annuity, but in reality is the ultimate consumer.


� Priv. Rul. 83-33035: “Disclosure by defendant of the existence, cost or present value of the annuity will not cause you to be in constructive receipt of the present value of the amount invested in the annuity.” Priv. Rul. 90-17011: “Knowledge of the existence, cost and present value of the annuity contract used to fund the settlement offer ... will not cause the family to be in constructive receipt of the amount payable under the annuity contract or the amount invested in the annuity contract.”


� Macomber v. Travelers Prop. and Cas. Corp., et al., 804 A.2d 180 (Conn. 2002).


� Id.


� See n. � NOTEREF _Ref158525413 \h ��3�.


� Id.


� Treas. Reg. (26 C.F.R.) § 1.468B-1(c).


� Rev. Proc. 93-34, 1993-2 C.B. 470.
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