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Profiteering from the Misfortunes of Others
(2003-1) — The major planks of the American Medical Association’s tort reform platform, which is modeled after the California Medical Injury Compensation Reform Act (MICRA), include: (a) a $250,000 ceiling on non-economic damages, (b) the offset of collateral sources of plaintiff compensation, (c) decreasing incremental or sliding scale attorney contingency fees, (d) periodic payment of future awards of damages, and (e) a limitation on the period for suspending the application of state statutes of limitations for minors to no more than six years after birth. 

These issues are being hotly debated in Congress and in state legislatures across the country, mainly between the medical malpractice liability insurance companies and the trial lawyers who represent victims of medical malpractice.

 The underlying motive of the insurance companies for one of these issues, the proposal to mandate periodic payment of damages, is not so obvious. There is no valid public policy purpose to warrant enactment of such a provision. Why, then, is this being promoted by the insurers?


A typical legislative proposal lacks sufficient detail to reveal its underlying purpose. Most likely, this is intentional. But, the mandatory periodic payment provision has excess profit written all over it. Here are two probable strategies:

First, to promise payments totaling some number, then expect to fund those payments at a fraction of the cost, discounted for present value. This would be a reversion to the boorish mentality that existed prior to the Periodic Payment of Judgments Tax Act of 1982, when the defendant or liability insurer purchased and owned the annuity to fund periodic payments, and still exists to a lesser extent. Insurers focused negotiations on future benefits, not on cost, in an attempt to impress the plaintiffs. They refused to divulge costs, forcing plaintiff attorneys to seek estimates, causing inaccurate contingent fee calculations. They told plaintiffs incorrectly that knowledge of the cost would constitute constructive receipt and loss of future tax benefits. 

Since January 1, 1983, when qualified assignments of future payment liabilities to third parties were codified in IRC § 130, the negotiation strategy should have focused on cost. We still see annuity quotes without costs reflected, and documented cases of outright fraud are showing up in case law. The insurance companies don’t seem to want to give up on trying to negotiate in terms of benefits, because they could go back to the old days of refusing to divulge annuity costs, if they can force the plaintiff to take an annuity. By eliminating the need to disclose annuity costs during negotiations or afterward, they no longer can be accused of fraudulent misrepresentation. They simply make no representation at all as to the value of the settlement.

Second, liability insurers with affiliated life insurance companies make a lot of money by recapturing damage payments as annuity premium. For instance, Allstate launched an all-out effort in 2000 to direct claims settlement dollars from its P&C company to its life company, which issues annuities. Allstate is quoted in an article, “Allstate Saves Millions with Six Sigma,” in the April 2003 issue of American Banker-Bond Buyer. Allstate expects to double its recaptured structured settlement dollars by using a computer to analyze claim data to better identify structure candidates. It is an odious notion that a liability insurer can profit from the misfortune of a physical injury victim.


Both of these reasons provide huge incentives for the insurance industry to force a plaintiff to take periodic payments, allowing the insurers to recapture the dollars for profit. Allstate is not alone. They are joined by others, including AIG, Hartford, Liberty, SAFECO, Saint Paul, State Farm, Travelers and USAA, which have announced such policies. Some take kickbacks, controlling which brokers can handle the annuity sales. Others participate in fraudulent inducements. But, all profit handsomely and receive other benefits to their financial statements by recapturing damage dollars. Financing by insurers of legislative efforts to enact forced periodic payments is justified on a benefit-cost ratio. But, is it right? Isn’t this really profiteering from the misfortunes of others?

A few of the above-named companies plus others not named are medical malpractice insurers and reinsurers. Not all have affiliated life insurers, but all would have an incentive to participate in the “short-changing” and “rebating” schemes, such as those detailed in Macomber v. Travelers Property and Casualty Corp., 804 A.2d 180 (Conn. 2002), and Lyons v. Medical Malpractice Insurance Ass’n, 286 A.D.2d 711, 730 N.Y.S.2d 345 (2d Dept. 2001).

Following are reasons that mandatory periodic payments, as illustrated, would be bad law for wherever such provision might be enacted and its injury victims:

· The plaintiff can be forced to accept periodic payments if any party (any defendant or any other plaintiff, counter-claimant, cross-claimant, etc.) demands it, even if periodic payments are not in the best interest of the plaintiff. 

· There is no legitimate reason for a defendant to be able to insist that a plaintiff accept periodic payments that would warrant the defendant’s choice to be made public policy. Forcing a plaintiff to accept periodic payments is contrary to federal public policy. It is federal statutory public policy to encourage structured settlements, which include a subsidy of tax-free growth, so that disabled injury victims will not squander their damage recovery and later become wards of society. However, the option to receive periodic payments, as stated by the congressional Joint Committee on Taxation (JCX-15-99, III), is clearly meant to rest with the plaintiff, and not be forced on the plaintiff. Conversely, it is not the right of a defendant to refuse to cooperate in setting up periodic payments, since the burden of the tax subsidy is to be borne by the U.S. Treasury, not the defendant or its insurer.

· This proposal would make all damage recovery subject to periodic payments, including property damages, past medical expenses, attorney fees, other costs and expenses of litigation, immediate needs to accommodate handicapped victims (i.e., modifications to living quarters, wheelchairs, vans, prostheses, medical equipment, etc.), pain and suffering and other non-economic damages. Forcing a plaintiff to receive indemnification for these types of damages in periodic payments, rather than in a lump sum, can create an undue hardship on the plaintiffs and their creditors. Future economic damages (i.e., income replacement, ongoing medical care, future surgical procedures, etc.) lend themselves to periodic payments, but only if the plaintiff is in agreement.

· This proposal does not require that the periodic payment obligation be funded. An injury victim might be forced to remain beholden to an adversary, the P&C company that dragged the victim through a long and contentious period of litigation, for future payments. This arrangement provides an obvious insult to the victim of being forced to be reminded of the tragedy and the victim’s horrible experience of seeking redress, every time a check is received.

· Some self-insured defendants or P&C companies are not financially stable. Because the proposed statute does not require funding, a defendant or insurer might decide to make payments from the business’ current cash flow. The injury victim would be a general creditor. When it comes time to pay the monthly obligations, the obligor might opt to pay secured creditors first, leaving the injury victim subject to a high risk of the obligor defaulting. 

· Even if the self-insured defendant or its insurer funds the periodic payment obligation with an annuity or other asset, the injury victim is still a general creditor and the asset is subject to the claims of all general creditors, which is subordinate to the claims of secured creditors.

· This proposal does not provide for a qualified assignment to a third party of the periodic payment liability, under the provisions of 26 USC § 130, which would require that a suitable funding asset be purchased (viz., an annuity or U.S. Treasury obligation). The preferred alternative arrangement would allow the victim to have a security interest in the funding asset (without incurring any adverse tax consequences) and be eligible for secondary guarantees offered by a number of obligors, at little or no extra cost.

· This proposal does not specify any minimum financial criteria for obligors or annuity providers. However, rather than impose some arbitrary specifications on the selection by the defense of obligors or annuity providers, the plaintiff should be given the sole discretion of selecting the obligor and annuity provider, since only the plaintiff bears the risk of default. The plaintiff should also have the right to select, independently of the defendant or its insurer, a structured settlement consultant to shop the annuity markets and recommend a company or companies, providing the plaintiff with comparative ratings by the independent analysts.

· Judgments under this proposal may include reversions to defendants. Without a complete severance of relationship between plaintiff and defendant or its insurer, it is conceivable and likely that defendants and insurers will demand that any remaining guaranteed payments from the funding asset, which the defendant or insurer would own or control, revert to the defendant or insurer. Future wrongful death claims by the plaintiffs that could arise as a result of the physical injuries received from the event that originated the tort claim being settled typically are foreclosed at the time of settlement. Guaranteed payments to the victim’s estate or heirs should be considered indemnification for the death, not reverted back to the defendant or its liability insurer.

· There appears to be no provision to allow the claimant to factor future payments (sell them for a single lump sum discounted for present value), which is the claimant’s new statutory right under 26 USC § 5821, if advance written state court approval is obtained. Before granting approval, a judge is charged by statute with determining that the factoring transaction is in the best interest of the payee, taking into account the welfare and support of the payee’s dependents. [26 USC § 5821(b)(2)(A)(ii).] Factoring can accommodate changes in the claimant’s needs that might occur years after the settlement, which the immutable nature of a structured settlement does not allow.

· The statement in the proposed statute that “if an award of damages equaling or exceeding Fifty Thousand Dollars ($50,000.00) is made against a defendant with sufficient insurance or other assets to fund a periodic payment of such a judgment as determined by the court, the court shall, at the request of any party, enter a judgment ordering that the future damages be paid by periodic payments” is illogical. It is the defendant without sufficient insurance or other assets who should be forced to make periodic payments at the request of the plaintiff, who otherwise will not be made whole. Defendants with sufficient assets or insurance who can afford a single lump sum damage payment should be forced to pay the lump sum or, at the sole initiative of the plaintiff, pay a third party to assume a periodic payment obligation and fund it with a qualified funding asset as defined in 26 USC § 130(d).

· The proposed statute imposes a “fair and just” standard on the court, without providing the court any guidelines or definition of  “fair and just” in this context.

· The proposed statute does not specify a regulatory authority or statutory guidelines for the periodic payment requirement, which would otherwise be subject to provisions of the Internal Revenue Code and be under state regulation by the Insurance Commissioner and Attorney General, as an insurance transaction, if a qualified assignment to a third-party obligor is made under the provisions of 26 USC § 130. This is a consumer protection issue.

· The proposal does not specify which party selects the annuity issuer. Historically, the defense has wielded control over this matter by undue coercion (arguably extortion), telling the injury victim that the victim must allow the defense to select the annuity company and the person who will handle the transaction or be paid the entire settlement amount in a cash lump sum (and lose tax benefits). There is no legitimate reason that the defense should select either, if the periodic payment liability is to be assigned to a third party. The defendant is released not only from the tort liability but also from the periodic payment liability when a qualified assignment is made. It is the plaintiff who bears all the risk if the annuity issuer or assignee defaults. The plaintiff, thus, should be given the right to select the obligor and annuity provider.

· The proposed statute does not specify who, if anyone, will handle the annuity purchase and receive the commission. Historically, the defendant or its liability insurer is in a position to control who receives the commission because it writes the check, and because it applies to broker selection the same undue coercion as described above in forcing the victim to accept its choice of annuity company. This practice is morally reprehensible and has led to a series of abuses against injury victims, including fraudulent representation, and has allowed insurers to profit obscenely from the misfortunes of injury victims. If the defendant or its insurer intends to fund the periodic payment obligation through the purchase of an annuity, whether it will own this asset or assign the obligation to a third party, the defendant or insurer likely intends to insist on foisting an annuity broker of its choice on the injury victim, so that the defendant’s or insurer’s chosen broker is compensated from the commission that is part of the injury victim’s damage recovery. Instead of being forced to pay the cost of a consultant working on behalf of the defense, the plaintiff should be able to select the annuity broker—who is not the victim’s adversary and who will work for the benefit of the victim and incur a duty of loyalty to the victim—and have that person compensated from the commission that is part of the victim’s damage recovery. 

· If the defense insists on selecting the broker to handle the annuity transaction, there obviously is some quid pro quo arrangement that will benefit the defendant or insurer, to the detriment of the injury victim, that is not being disclosed. Often, this quid pro quo is a kickback of part of the commission to the liability insurer, or it may be simply that the broker must ensure that the annuity is placed with the P&C company’s affiliated life insurance company or else with another life insurance company on the P&C company’s “approved list.” If an outside company is used, the broker is expected to reciprocate on some future case by steering outside business back to the affiliated life insurance company. The injury victim is denied the benefit of having a broker who is the victim’s ally—not an adversary—shop among highly rated annuity issuers to find the best rate available on that date, to obtain the highest payout for the money to be spent.

· The proposed provision applies only to “an award,” so it presumably does not apply to a compromise settlement, perhaps occurring after a verdict but before a judgment is rendered.

· The proposal will further the liability insurers’ ulterior motive of profiting at the misfortune of others.
There are also several reasons that a defendant or insurer should object to the proposed statute:

· The proposal does not provide that the defendant and/or insurer will be released and the cause dismissed with prejudice. Assuming the defendant and/or insurer self-funds the periodic payments from out-year cash flow or else purchases and owns an annuity, the defendant is still liable for making the periodic payments. A dismissal of the cause does not relieve the defendant or insurer from making the future payments. Therefore, it is desirable for the defendant or insurer that the periodic payment liability be assigned to a third party, so that the defendant or insurer is released from the periodic payment obligation as well as from the tort liability. The statute should require that there be an assignment of the periodic payment liability—for the benefit of both sides.

· Without an assignment of the periodic payment obligation, the defendant or insurer does not qualify for a tax deduction in the current year, except for those payments actually made to the claimant. Even if the defendant or insurer purchases an annuity, the annuity is simply an asset of the defendant or insurer and therefore its cost cannot be deducted. However, if the periodic payment obligation is transferred through a qualified assignment, the transferor receives a current year tax deduction for the entire cost of the settlement, under 26 USC § 461(h), for its economic performance. The statute should require that all periodic payment obligations be assigned. This benefits the defense.

· If the defendant or its insurer forces an injury victim to let an adversary broker, who is the defense’s agent, handle the transaction, the defendant or its insurer may be held vicariously liable for any acts of negligence committed by the annuity broker. By engaging in this practice, the defendant or its insurer arguably assumes a fiduciary capacity to tort victims, making it much more likely that a settlement will be collaterally attacked because of negligent or simply bad advice given to the victim by the defense’s broker. See Lyons v. Med. Malpractice Ins. Ass’n, 286 A.D.2d 711, 730 N.Y.S.2d 345 (2d Dept. 2001) (misstatement of present value of structured settlement by defendant’s insurance company gives victim cause of action for fraudulent, intentional, and negligent misrepresentation); Macomber v. Travelers Property and Cas. Corp., 804 A.2nd 180 (Conn. 2002) (victim states causes of action for breach of contract, fraud, negligent misrepresentation, conspiracy, unjust enrichment, and unfair trade practices flowing from structured settlement negotiations). After all, it is the victim who effectively pays the broker insisted upon by the defendant or its insurer.

· If the defendant or its insurer limits an injury victim to a small number of annuity issuers from an “approved list,” and the annuity issuer or assignee (which is related to the annuity issuer) defaults, the defendant or liability insurer may be held vicariously liable for providing brokerage advice and implicitly endorsing the companies it makes available.

Alternatively, the following language should be considered as a substitute for what is typically proposed:

A. In any personal physical injury or sickness liability action, if an award of damages exceeds the defendant’s ability to pay in a single lump sum, including the defendant’s insurance coverage and all available assets of the defendant, as determined by the court, the court shall enter a judgment ordering that the future damages be paid by periodic payments in a manner determined by the court. Post judgment interest at the statutory rate shall be applied, so that the sum of payments to be made to the plaintiff equals the amount of the damage award plus statutory interest.

B. In any personal physical injury or sickness liability action, if an award of damages, a compromise settlement of a verdict, or a compromise settlement in lieu of a judgment (whether or not a suit has been filed) equaling or exceeding Fifty Thousand Dollars ($50,000.00) is made against a defendant with sufficient insurance or other assets to fund this amount, the court shall, at the request of the plaintiff (or claimant) and solely at the plaintiff’s discretion, enter a judgment ordering that future damages (except punitive) be paid by periodic payments, subject to the following:


1. It shall also be ordered that the periodic payment liability be transferred to a third-party assignee under the provisions of 26 USC § 130, assuming that the payments qualify for exclusion from the payee’s gross income under the provisions of 26 USC § 104(a)(2). This will be accomplished by the payment of judgment or settlement funds by the defendant or defendant’s insurer to the assignment company as consideration for the acceptance of the future payment liability. A person who is a party to the suit or agreement, who has the future payment liability, shall sign the appropriate qualified assignment document.


2. The payee shall be given all the rights and benefits of 26 USC § 5891, including the right to transfer structured settlement payment rights (including portions of structured settlement payments) made for consideration by means of sale, assignment, pledge, or other form of encumbrance or alienation for consideration; [such rights and benefits shall also be subject to the applicable state version of the model Structured Settlement Protection Act, if one has been enacted].


3. The amount of verdict or compromise settlement amount shall mean the amount the defendant or its insurer will pay at the time of settlement for the benefit of the plaintiff. This amount includes any cash lump sum paid to the plaintiff or other payee designated by the plaintiff plus any amount paid to a third-party assignee to fund periodic payments. It is this amount that will be used for purposes of measuring the size of the recovery and determining contingent attorney fees. However, for purposes of achieving tax-free growth for the benefit of the plaintiff, in compliance with 26 USC § 104(a)(2), the payments due to the plaintiff or other payee as consideration for satisfaction of judgment or release of tort liability shall be expressed in terms of their amount on the date each payment is due.


4. The plaintiff may, in the plaintiff’s sole option, elect to receive periodic payments by designating all or any part of the total recovery to fund periodic payments.


5. Because the plaintiff bears all risk of financial failure of the third-party obligor or the annuity issuer, the plaintiff shall have the exclusive right to select, independently of the defendant or its insurer, the third-party obligor and the annuity issuer. The approval of such selection by the defendant or its insurer shall not be required.


6. Because the consumer has an inherent right to select service providers for the consumer’s own benefit, the plaintiff shall have the exclusive right to select, independently of the defendant or its insurer, the structured settlement broker to handle the structured settlement transaction, provided that such person is duly licensed to transact insurance business under state statute and properly appointed, if the future payments are to be funded by the purchase of an annuity, regardless of who will own the annuity. 


7. In no case will the structured settlement broker share or pay a rebate of the annuity commission, either directly or indirectly, to or for the benefit of the defendant or its insurer, including any affiliate of the defendant or its insurer, or to a broker designated by the defendant or its insurer, as such practice has the effect of reducing cost to the defendant or its insurer [which is already prohibited as an unfair practice under numerous state statutes].


8. Once the assignment is made and the cause is dismissed with prejudice, the defendant and its insurer are fully released and indemnified from all claims made against the plaintiff and by the plaintiff related to the event or events that gave rise to the original causes of action. 


9. Any court order approving or adopting a periodic payment of judgment or from a settlement must include a specific finding that these provisions have been met.

Periodic payments are a great benefit to injury victims because they keep the payee from squandering a large sum of money, and the payee receives a special subsidy. But, periodic payments should not be forced on injury victims for the wrong reason—profiteering. ■ 

Following is an example of a recent state initiative, billed as the Affordable Access to Health Care Act:


“In any medical liability action, if an award of damages equaling or exceeding Fifty Thousand Dollars ($50,000.00) is made against a defendant with sufficient insurance or other assets to fund a periodic payment of such a judgment as determined by the court, the court shall, at the request of any party, enter a judgment ordering that the future damages be paid by periodic payments in a manner that the court determines to be fair and just to all parties.”
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