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Sale of Annuity Payments Okayed When Settlement Terms Prohibit

Periodic payment recipients who previously agreed not to sell their structured settlements are cashing them in. Recent changes in federal law and about three-fourths of the states permit such sales as long as a state court finds them to be in the “best interest” of the payee and the payee’s dependents. Otherwise, a steep 40 percent tax is assessed on the transaction.

Virtually all structured settlement agreements prior to 2002 contain anti-assignment language to limit the power of the annuitant or payee to sell, mortgage, encumber or anticipate future payments. Yet, state courts have approved factoring transactions, even when the payees had contractually agreed at the time of settlement not to cash in their structured payments. 

Section 5891 was added to the Internal Revenue Code effective January 23, 2002, permitting recipients of periodic payments from physical injury lawsuits or claim settlements to sell the rights to their future benefits without fear of adverse tax consequences to any party, as long as written approval under an “applicable state statute” from an “applicable state court” is obtained in advance. In coordination with this federal law, the majority of states enacted a model Structured Settlement Protection Act developed jointly by the National Structured Settlements Trade Association and the National Association of Settlement Purchasers, with many of the state provisions being duplicated in the Internal Revenue Code. Neither the federal nor state legislation provides that contractual restrictions may be overridden, and that has given some courts reason to reject factoring applications whenever the contract provisions prohibit factoring.

Factoring was developed initially to provide lottery winners with the means to access their prize in a lump sum reduced to a present value by assigning the future payments to the purchaser. When the factoring concept moved into structured settlements, questions arose as to whether liquidation of future payments intended to be excluded from the payee’s gross income under IRC § 104(a) would cause the loss of those tax benefits. Life insurance companies and their affiliated assignment entities refused to cooperate with the factoring companies and payees, citing fear that they themselves might suffer adverse tax consequences if the Internal Revenue Service determined their assumption of the periodic payment obligation under IRC § 130 to be invalid. 

For a section 130 assignment to be valid, the payee must not have actual or constructive receipt or current economic benefit of the funding asset, usually an annuity. Life insurance companies argued that the IRS might deem the payee to have constructive receipt or economic benefit of the annuity if the payee had the ability to sell future payments.

Settlement agreements and qualified assignments made prior to the addition of section 5891 almost without exception contained anti-assignment clauses thought to be consistent with section 130, which states that the payments to the injured person under the qualified assignment cannot be accelerated, deferred, increased or decreased by the recipient.

Factoring companies were at odds with the annuity issuers, who believed that a payee’s ability to liquidate a structured settlement at will might cause Congress to do away with the concept altogether. Life insurance companies that issued these annuities had another issue with factoring. If they acknowledged the transaction and began to pay the factoring company instead of the payee designated in the settlement terms, even though assignment of future payments was prohibited under the settlement agreement, the life insurance companies might be faced with a claim by a surviving spouse after the payee’s death for all payments made to the factoring company, putting them at risk to pay twice. Some of those situations were settled by interpleader.

Factoring deals were unregulated and settlement purchasers were being accused of gouging payees by charging discount rates much higher than the degree of risk involved. Documented stories of usurious rates being charged appeared in large-circulation national publications, giving factoring a bad reputation. Factoring companies countered that they served a viable need when a payee’s situation changed, and justified their rates by pointing out that their risks were high, saying that some sellers had revoked their future payment assignments after spending the money they had received for pledging the payments to the factoring companies.

Both the factoring and life insurance industries agreed that payment purchases should be regulated. After competing at federal and state level to see who could get their version of legislation passed, the opposing camps compromised by agreeing on a model act for state legislatures to consider and on a proposed federal tax bill which was adopted by Congress as an unrelated rider to the Victims of Terrorism Tax Relief Act of 2001.

Since section 5891 took effect, courts are taking seriously their duty to apply the “best interest” test by rejecting applications that fail the test, causing discount rates to become much more competitive than when factoring was unregulated. Regulation has improved factoring’s image as serving the legitimate purpose of providing flexibility to structured settlements when needs change.

Yet, after the addition of section 5891, some annuity issuers initially refused to allow the anti-assignment language in the qualified assignment to be omitted or modified to acknowledge the payee’s public policy right to factor if advance court approval is obtained. Acceptance came gradually. Today, most annuity companies, if not all, recognize the payee’s right to sell future payments.

Courts across the country are divided over whether anti-assignment clauses should be enforced. In some states they are denying applications to sell periodic payments, holding that contractual terms of the original tort claim settlement still control. Other courts more sympathetic to the changing needs of payees apparently recognize that the inclusion of anti-assignment language in the original settlement terms was based on the premise that undesirable tax consequences might result and, since that premise no longer exists, they overlook the anti-assignment provision. 

These courts also recognize that the other party to the original settlement that created the periodic payment obligation—the defendant or liability insurer—is not affected by the assignment of payments, if the obligation has been assumed by an unrelated entity. The Oklahoma Supreme Court, for instance, opined in response to certified questions from the United States Bankruptcy Court for the Western District of Oklahoma: “Where the anti-assignment provision is clear and unambiguous in its limitation of the power of the annuitant to sell, mortgage, encumber, or anticipate future payments, by assignment or otherwise, the restriction on alienability is valid.” See In re: John A. Kaufman, Debtor, 2001 OK 88, ¶0, 37 P.3d 845. This rule, on its face, tends to prevent a lower court from overruling anti-assignment language.

However, the Kaufman opinion also created an exception to that rule in its answer to a second question: “Although an anti-assignment provision is valid, well settled principles of Oklahoma law prevent an assignor from enforcing the clause against its assignee.” Kaufman had sold future payments from a structured settlement to a factoring company in order to start a trenching business, in contravention to anti-assignment language in his original settlement terms. When the business failed, Kaufman, the assignor, filed a voluntary Chapter 13 bankruptcy petition listing the purchase agreement with the assignee as an unsecured claim, proposing that the annuity payments be used to fund the reorganization plan instead of repaying the factoring company, the assignee. The court did not allow this.

While the Kaufman exception is not on point for evaluating more legitimate reasons to assign future payments, the Oklahoma Supreme Court in that case noted its use of “jurisprudence relating to the relationship between an assignor and an assignee,” Id at ¶23, and courts below and in other states seem to be following that lead by approving factoring transactions when in the payee’s “best interest.” ■
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