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Payment Assignment Held Invalid in Bankruptcy

(2003-1) — An effort by a factoring company to continue receiving periodic payments from a structured settlement, after the injury victim filed bankruptcy, failed. 

The U.S. Bankruptcy Court for the Northern District of Oklahoma denied a motion for summary judgment by J.G. Wentworth, S.S.C. Limited Partnership, asking the court to declare its ownership of annuity payments purchased prior to the filing of the debtor’s petition. In re: Charles E. Gilmore, No. 01-00571-R (Bankr. N.D. Okla. July 25, 2002).

Debtor Gilmore settled a personal injury action in 1996 against El Paso Natural Gas Co. and its insurer, USF&G, that provided a cash lump sum and lifetime monthly payments, with a minimum of 30 years, that increased 3 percent annually. The terms of the settlement agreement were to be interpreted under Texas laws.

The settlement agreement called for USF&G to purchase an annuity from F&G Life, which would make the monthly payments to Gilmore on behalf of both USF&G and El Paso, neither of which were released from the periodic payment obligation. There was no qualified assignment within the meaning of IRC § 130(c), and Gilmore remained a general creditor of El Paso.

Under the terms of the agreement, Gilmore would have no “power to sell, mortgage, encumber or anticipate the future payments, or any part thereof by assignment or otherwise.”

Settlement Payments Sold

A year later, Gilmore entered into an agreement with Wentworth to assign his right to receive a part of some of his periodic payments in exchange for an immediate discounted lump sum payment. With the execution of the purchase agreement, Gilmore signed a letter addressed to F&G Life directing future payments to be mailed to a post office box address provided by Wentworth.

On eight occasions thereafter, Gilmore sold additional payments for discounted lump sums. The purchase agreement stated that New Jersey law would govern its construction and interpretation.

Gilmore filed a voluntary chapter 7 petition for bankruptcy on February 14, 2001.

Purchaser Claimed Right to Payments

Wentworth sought a judgment declaring that it was the owner of annuity payments payable through 2020, which it had purchased from Gilmore, and that neither Gilmore nor the bankruptcy estate had any right, title or interest in them. Wentworth also asked the court to determine that Gilmore had incurred a non-dischargeable debt by retaining some payments after he had assigned them to Wentworth.

The bankruptcy trustee asserted that Gilmore’s purported sale of annuity payments to Wentworth was void due to the anti-assignment provisions, and that the annuity payments remaining from the original settlement of Gilmore’s personal injury claim in 1996 were property of the bankruptcy estate, less the debtor’s statutory exemption. Gilmore also contended that the anti-assignment provision in the annuity contract, to which neither he nor Wentworth was a party, prevented him from validly assigning or pledging the annuity payments.

USF&G did not support or oppose Wentworth’s motion, but specifically asked the court for protection from double liability.

The court held that Gilmore lacked the power to assign the annuity payments, interpreting the settlement agreement under Texas law. In addition, since both the settlement agreement and the annuity contract reflected that Gilmore did not own the annuity policy, the court held that he had no power to effect a change in the payee. The court rejected Wentworth’s arguments that either article 9 of the Uniform Commercial Code or Oklahoma case law should apply.

In ruling that Gilmore was not estopped from invoking the anti-alienation provision, the bankruptcy judge noted that it was not Gilmore, the debtor, who was primarily seeking to avoid the assignment. It was the trustee on behalf of the estate. In fact, the court noted, Gilmore had proposed to repay Wentworth as an unsecured claimant.

For Wentworth to plead the equitable doctrine of estoppel was “hardly seemly,” the court said, in light of the fact that Wentworth was acutely aware of the anti-alienation provisions when it entered into the purchase agreement. Wentworth knew, when it released lump-sum payments to Gilmore, that the assignment violated both the settlement agreement and the annuity contract, the court opinion stated. Wentworth knew the risk, it added.

Law May Not Have Affected Outcome

It is not clear that the outcome would have been different had new section 5891 of the Internal Revenue Code been in place when Gilmore first entered into a purchase agreement with Wentworth. Section 5891, which was enacted January 23, 2002, imposes a 40 percent excise tax on the purchaser of any periodic payments from a structured settlement, unless court approval is obtained in advance. Section 5891 protects obligors from any adverse tax consequences when payments are factored. The tax treatment uncertainty had led annuity issuers and their affiliated assignment companies to insist on the anti-assignment language in settlement agreements and qualified assignments. 

More than one year after the new law became effective, many annuity issuers and assignment companies still insist on the anti-assignment language in settlement documents, even though section 5891 gives payees the right to factor their payments with state court pre-approval.

The new law recognizes that a person’s situation might change, and that factoring provides a means to accommodate such change that the inflexibility of a structured settlement cannot provide. The state court has the burden to apply the “best interest” test when a payee seeks approval to sell future payments. Some courts will void anti-assignment provisions when no party objects. Other courts will not. ■

©2006 Richard B. Risk, Jr., J.D. All rights reserved. This publication does not purport to give legal or tax advice and may not be used to avoid penalties that may be imposed under the Internal Revenue Code or to promote, market or recommend to another party any transaction or matter addressed herein. An article that first appeared in Structured Settlements ™ newsletter, published by AMROB Publishing Company, is designated by year and issue number.

Risk Law Firm ■ 3417 East 76th Street ■Tulsa, Oklahoma 74136-8064 ■ 918.494.8025 ■ www.risklawfirm.com
©2006 Richard B. Risk, Jr., J.D. All rights reserved. This publication does not purport to give legal or tax advice and may not be used to avoid penalties that may be imposed under the Internal Revenue Code or to promote, market or recommend to another party any transaction or matter addressed herein. An article that first appeared in Structured Settlements ™ newsletter, published by AMROB Publishing Company, is designated by year and issue number.

Risk Law Firm ■ 3417 East 76th Street ■Tulsa, Oklahoma 74136-8064 ■ 918.494.8025 ■ www.risklawfirm.com


