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Plaintiffs’ Attorneys Exposed To Claims by Their Clients
(2003-3) — In this unprecedented era of litigation involving structured settlements, lawyers who represent claimants in these transactions unwarily may be exposing themselves to legal malpractice claims by their own clients.

Court rulings seem to be catching up to common practices that have evolved over more than two decades. Those who engage in these practices have long denied that they commit any wrongdoing. But, a decision by the Connecticut Supreme Court to overrule a state trial court and reinstate six types of alleged torts has defined for an entire industry what constitutes civil wrongdoing.

The six counts reinstated and remanded for trial are: 1) breach of contract; 2) violation of the state’s unfair trade practices act; 3) fraud; 4) negligent misrepresentation; 5) civil conspiracy; and 6) unjust enrichment. In Macomber v. Travelers Prop. Cas. Ins. Co., et al, 804 A.2d 180 (Conn. 2002), Connecticut’s high court adopted the terms “short-changing scheme” and “rebating scheme,” which had been used originally by the plaintiffs, saying in its Sept. 3, 2002, decision that those victimized by them may allege “legally cognizable damages.”

The ‘Short-Changing Scheme’

The defendants in Macomber had argued that, as long as the claimants in a structured settlement were receiving the periodic payments in the amounts promised and on the dates specified in the settlement agreement, the claimants had suffered no damages. It was undisputed that the defense had spent less money “on its purchase of annuities than the amounts its agreements with claimants call for by overstating the present net worth of the annuities.” 

This is the course of conduct that the court called the “short-changing scheme.” It said that, not only must the defendant provide in payments what it promised, it must also spend what it said it would spend.

While the Macomber case makes its way back through the trial court for another round, seeking class certification and determining the damages to the plaintiffs, little attention is being given to the lawyers representing injury victim plaintiffs in cases all across the country where similar conduct is said to take place. How widespread is this type of conduct by defendants, their insurers, and structured settlement brokers, and can the lawyers detect it before their clients get stung?

A Typical Scenario

Take, for example, a fairly typical mediation conducted recently in another state. The plaintiff’s health had been significantly affected by the events that gave rise to the claim of physical injury and the resulting damages. 

There were two structured settlement brokers present, each representing different layers of coverage by their respective liability insurance clients. Throughout the course of the mediation, these brokers took turns producing quotes on their laptop computers, and the mediator would dutifully carry these quotes into the separate room occupied by the plaintiff and his attorneys. At the end of the day, the plaintiff had agreed to a stream of benefits, as reflected in one of the quotes, purportedly to cost the liability insurers $700,000 as an annuity purchase. There was also a cash component to the eventual offer that was accepted.

The mediation terms were memorialized in a document drafted by the mediator that referred to both the stream of future payments and their cost. The plaintiff’s attorney also made a surprise move at the end of the mediation by asserting, over the objection of the defense, that the plaintiff’s structured settlement specialist would be involved in setting up the periodic payments.

The plaintiff’s specialists soon discovered, upon submitting medical records to several life insurance underwriters, that no rated age had been provided to either of the defense brokers. To the dismay of the plaintiff and his attorneys, they were shown by their specialist a quote from the same life insurance company that the plaintiff had accepted during the mediation from the defense, with the exact same benefit amounts and payment dates. Instead of costing $700,000 as represented by the defense during the mediation, the quote from the plaintiff’s broker was for $594,353—more than $100,000 less than the defense had represented to them.

In this case, what would have been “savings” to the defense—and possibly never realized by the plaintiff—instead was used to increase the size of the payments to the plaintiff by nearly 18 percent.

The lack of using a rated age was not an oversight. Any experienced broker—and the two brokers who showed up for the defense were both very seasoned—would or should know that the assignment of a rated age was almost a certainty. Because of the plaintiff’s known health history based on the events that gave rise to the plaintiff’s claim, any broker would know to submit medical records to the underwriters.

Almost certainly, the defense brokers had intended to submit medical records after the mediation, and then direct the “savings” from the annuity cost back to the P&C company, as this is a common practice. If the plaintiff had been short-changed more than $100,000 and discovered this later—no matter how many years later—he would be in a position to sue his own attorney because the statute of limitations on fraud generally begins to run only when the fraud is discovered.

Settlement Value Misrepresented

The Macomber litigation followed a widely circulated letter from Kevin A. Mack, Esq., a former officer of Travelers Property Casualty Insurance Company, to insurance regulators of Connecticut, Ohio and New York; the attorney general of Connecticut; and the IRS.

The letter dated Feb. 16, 1998, alleged that Travelers had received in excess of $30 million in rebates over the previous 15 years. Mack wrote that Travelers “has been engaged in the practice of demanding and receiving rebates on the sale of annuities in the settlement of their liability and workers’ compensation claims since the mid-1980s.” In addition, Mack said Travelers “has never disclosed the rebates to the claimants, upon which the annuity was purchased; [Travelers’] policyholders, from which the money was taken to pay for the annuity; or its reinsurers, to which [Travelers] misrepresented as to the value of the settlement.” 

James J. Mathis of Reno, Nevada, a trial consultant to plaintiffs in lawsuits against insurance companies, confirms that it is a common practice in claims departments of P&C companies never to notify the plaintiff’s counsel when the structured settlement broker is able to obtain an annuity that provides the promised benefits for less money than represented during settlement negotiations. Mathis was employed for many years in the insurance industry as a claims superintendent. 

Multiple Malpractice Exposures

This “short-changing scheme” presents two obvious legal malpractice exposures for plaintiffs’ attorneys. First, attorneys can be sued by their own clients for negligence in allowing their clients to settle for an amount less than the defendant or its insurer had represented to the plaintiff as consideration to be paid in exchange for being released from the tort liability. Second, if the attorney has a contingent fee agreement with the client based on a percentage of the actual dollar amount of the damage recovery to be paid by the defense, the attorney has overcharged the client.

In Lyons v. Medical Malpractice Ins. Ass’n, 286 A.D.2d 711, 730 N.Y.S.2d 345 (2d Dept. 2001), the plaintiffs’ attorneys, who had a one-third contingent fee agreement, relied on a settlement cost representation 14 years earlier by the defendant’s liability insurer in New York that was about $265,000 higher than the total the defense actually paid directly in cash and to the assignment company to fund the periodic payments through the purchase of an annuity. Discovery documents in the legal malpractice claim showed that the injured plaintiff had received from the life insurance company that had issued the annuity a very high rated age, which the liability insurer had not divulged. This rated age accounted for the vast difference in cost between lifetime payments for someone with a normal life expectancy and a person with this plaintiff’s health history.

The structured settlement broker in Lyons had given the claim adjuster a “present day value” figure based on a normal life expectancy and using an arbitrary interest discount rate. The broker had even offered to the adjuster, “[i]f a higher present value is needed we can recalculate using a different interest assumption.”

The plaintiffs’ attorneys settled with their former clients reportedly for more than $1 million when the trial court dismissed the liability insurer, the annuity issuer, the assignment company, and the broker, leaving only the attorneys to be held liable for their negligence in allowing fraud to be committed by others. On appeal, the plaintiffs’ claim against the liability insurer was reinstated and remanded.

Four States Require Disclosure

Four states have enacted laws that require written notice to the claimant, during settlement negotiations, of the amount of the premium payable to the annuity issuer in a structured settlement transaction. Florida, Minnesota, Massachusetts and New York require, in addition to disclosure of the cost, that the notice also contain the amounts and due dates of periodic payments; the discounted present value of all non-life-contingent periodic payments; the discount rate used to determine the discounted present value; and, the nature and amount of any cost that may be deducted from the periodic payments. Additionally, in New York, the claimant must be advised to obtain independent professional advice relating to the legal, tax and financial implications of the settlement, including adverse consequences. Neither the defendant nor defendant’s attorney may refer any advisor, attorney or firm for such purpose.

Courts in many jurisdictions, including Florida, California, New Jersey, Pennsylvania, South Carolina, Washington and New York, use the “cost approach” method in valuing annuity payments made pursuant to structured settlements. Other states, including Michigan and Alabama, have used the “present value” approach, which was the basis of the fraud committed in the New York Lyons case.

There are some disturbing reports that brokers, as a means of gaining a competitive edge over another broker, are using the difference between the actual cost of the annuity and a higher arbitrary “present value” to entice plaintiffs’ attorneys to allow them to handle the transaction. Even though the attorney is aware of the actual cost, and the use of the higher present value figure does not increase the actual cost to the defendant or its insurer to settle the claim, the attorney then uses the higher present value figure in calculating the attorney’s contingent fee. Often, contingent fee agreements allow for either method of determining how to account for the future payments. If these reports are true, the attorney’s liability to the client may be for more than negligence.

CEO Admits Rebating ‘Routine’

Although the amount of undisclosed cost shaving by the defendants or their insurers usually is less from the “rebating scheme” than from the “short-changing scheme,” the liability of the plaintiffs’ attorneys for allowing a rebate to occur against a client is just as great.

The extent of rebating by structured settlement brokers is unabashedly broad, as admitted by an industry insider. Robert J. Blattenberg, president and CEO of Ringler Associates, Inc., wrote a letter, dated June 25, 2002, in response to a P&C company officer’s actions taken against Ringler over reports of Ringler’s Macomber type behavior. The letter said:

“It is interesting to note that these types of commission sharing or reduced commission agreements are routine in the structured settlement industry. A significant number of the large casualty carriers, self insured’s [sic.] and insurance agencies have or have had these types of arrangements. Likewise, the majority, if not all of the national structured settlement firms are parties to these types of agreements, including EPS, SFA, Cambridge Galaher, Pension Company, Settlement Planning, American Settlements, Diversified Settlements, Financial Settlements, Brant-Hickey Associates, Settlement Associates, and The Alliance. Last year [2001] these firms along with Ringler accounted for in excess of 70% of the structures arranged by independent brokers.”

This letter was written before the Connecticut Supreme Court reversed the trial court in its Macomber decision of September 3, 2002, reinstating six counts. No brokerage outside of Travelers is a defendant in the Macomber case. Ringler had been a defendant in earlier federal suits filed by the same plaintiffs, which had been dismissed. When the causes were refiled in state court, two previous outside brokerages, Ringler and Wells and Associates (which has since merged into EPS), were not named as defendants. The Connecticut Supreme Court said in reciting the facts of the Macomber case that Ringler and Wells had agreed, beginning in January 1998, to “place a significant portion of their [non-Travelers Casualty] generated premiums with [Travelers Annuity]” and give 50 percent of their annuity commissions to Travelers Casualty. 

Dormant Malpractice Liability

Any plaintiffs’ attorney whose clients have accepted a defense-proposed structured settlement from a company known to rebate has reason to wonder if he or she has a dormant legal malpractice liability just waiting to be discovered by a former client who was defrauded.

Even when the commissions are split by agreement between brokers on both sides, there is no assurance that the defense broker is not rebating. In fact, some commission split agreements acknowledge the existence of the rebate by stipulating that the commission split is on the net after the rebate. Some liability insurers have established commission schedules for their “approved brokers” that have the affiliated life insurance company withhold part of the standard annuity commission, denying that this constitutes a rebate. The plaintiff’s broker likely has a duty to report the existence of a rebate, if and at such time it is confirmed or suspected, to the plaintiff’s attorney. In turn, the attorney should notify the client. The rebate can then be acknowledged as a reduction in the overall damage recovery when calculating the contingent attorney fees.

Avoiding a structured settlement when one is warranted will not avoid allegations of negligence by the attorney’s own clients. In the Grillo cases in Texas, the guardian ad litem for the incapacitated plaintiff paid $2.5 million and the original attorneys for the plaintiffs paid $1.6 million in legal malpractice settlements—a total of $4.1 million. The allegations were: failure to obtain a structure proposal from a plaintiff’s specialist, failure to provide lifetime payments with the advantage of a high rated age, and failure to create a supplemental needs trust to preserve eligibility for SSI and Medicaid. The settlement of the underlying medical malpractice claim many years earlier was $2.5 million, which was dissipated. See Grillo v. Henry, 96th Dist. Ct., Tarrant Co. (Tex.), Cause No. 96-167943-97, and Grillo v. Pettiette, et al., 96th Dist. Ct., Tarrant Co., Cause No. 96-145090-92.

The safest way for a plaintiff’s attorney to put the client into a structured settlement and avoid a legal malpractice liability is to petition a court of jurisdiction to establish and oversee a qualified settlement fund (QSF) as authorized under 26 CFR § 1.468B. The QSF may be created even for a single individual, and it has the same authority under Rev. Proc. 93-34 to assign periodic payments, per 26 USC § 130, as the original defendant. ■
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