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Standard of Care May Necessitate a Structure 
(2001-1) — It was inevitable that attorneys would be sued by their own clients for not being apprised of the benefits of a structured settlement and given the opportunity to take their payments tax-free over time, rather than as a lump sum.

Plaintiff’s Attorneys Learned the Hard Way

It happened in Texas when the mother of a child injured at birth and mentally incapacitated for life sued the attorneys who had represented her daughter in a medical negligence lawsuit that settled 10 years ago because the $2.5 million in damages was taken in cash rather than in periodic payments. She also sued the guardian ad litem, whose sole duty was to look out for the welfare of the child during that litigation. The amount recovered from the attorneys for legal malpractice was more than the damages received in 1991 in the underlying medical malpractice case.

On March 23, 2001, District Judge Jeff Walker approved a settlement costing the defendants $1.6 million and decreed an Agreed Final Judgment in Grillo v. Pettiette, et al., 96th District Court, Tarrant County (Texas), Cause No. 96-145090-92. The case against the guardian ad litem, Grillo v. Henry, 96th District Court, Tarrant County, Cause No. 96-167943-97, settled earlier at a cost of $2.5 million, for a total recovery of $4.1 from the attorneys. The defendants vehemently denied any liability.

Combined with the $2.5 million recovered in the underlying medical malpractice claim, the payments to the injury victim cost a total of $6.6 million.

Would You Defer Decisions to Adversary?

If an attorney who represented an injury victim can be sued successfully by the client for failure to provide the option of a structured settlement, does anyone seriously believe that the plaintiff attorney would be immune from a legal malpractice claim for allowing an adversary to handle the periodic payment transaction?

Think about this: Would you allow the defendant or its liability insurer to dictate who you can present as the key expert witnesses in the plaintiff’s case in chief? Of course not. Would you similarly rely on a consultant engaged by the defense to serve as your client’s consultant also? Wouldn’t that be foolish? If you wouldn’t dream of letting the defense select people vital to the success of your client’s case, then why would you allow the defense to dictate who will handle the biggest financial transaction of your client’s life? Can you believe that this very thing happens every day? If that’s not sitting on a powder keg, waiting for the explosion, then what is?

Highest Degree of Care and Fidelity Owed

The plaintiff, Christina Grillo, sued her own attorneys, who were responsible for recovering $2.5 million from the hospital in the original medical negligence action, alleging “negligence, gross negligence, and deceptive trade practices, as those terms are understood in law, and because of defendants’ fraud, breach of fiduciary duty and breach of contract.” The petition filed by Christina’s mother, Josephine Grillo, on behalf of her incapacitated daughter, alleged that the attorneys operated in their capacity as fiduciaries representing Plaintiff, owing Plaintiff the highest degree of care and fidelity. For that reason, the Defendants owed Plaintiff a fiduciary duty. Defendants represented either expressly and/or impliedly that their services to be rendered Plaintiff were in compliance with the standards of a reasonably competent and prudent attorney practicing personal injury trial law. Plaintiff relied upon Defendants’ representations to her detriment because Defendants’ services fell below the standards of a reasonably competent and prudent attorney practicing personal injury law . . . .

The main complaint against both the guardian ad litem and the two tort claim attorneys was that they all failed in their duty to look out for the best interest of the plaintiff in the underlying medical malpractice lawsuit. They convinced the mother to accept all $2.5 million of settlement proceeds in cash, rather than investigate and recommend to the plaintiff the benefits of a structured settlement. Apparently, the hospital defendant in the medical malpractice case had not suggested periodic payments, and the plaintiff’s attorneys did not take the initiative on their own to have this option presented to their client.

Correctly Informed Experts Not Consulted

The plaintiff alleged that her attorneys “failed to employ or consult with competent, correctly informed experts before final constructive receipt precluded creating a qualified structured annuity for Plaintiff.” Even if the defendant’s insurer had offered a structured settlement through a broker engaged by the insurer, it would seem that the standard of care would not have been met, according to this allegation, unless the plaintiff’s attorney had engaged a broker who had a duty to the plaintiff and would not be released as an agent of the defendant or its insurer.

The plaintiff also alleged that the attorneys failed to employ or consult “competent and correctly informed experts in taxation, trusts and/or structured annuities...to secure competent direction and guidance on how to best maximize the value of the minor plaintiff’s settlement.” Instead, the attorneys convinced the mother to request the court to approve the creation of a “Section 142 Trust” and the purchase of annuities by the trust.

Tax Benefits Lost Once Money Is Received

Once the judgment or settlement proceeds are received by the plaintiff, either actually or constructively received, the opportunity for tax-free growth ceases. The amount paid on account of the physical injury or sickness, except for punitive damages, is tax-free. But, the first dollar earned on the investment of the damage recovery is a taxable event. Under the common law doctrine of current economic benefit, money placed in a trust for a single individual is considered to be constructively received by that individual unless that doctrine was intended by the Tax Code or Treasury Regulation to be overridden. In this case, the funds placed in the trust created for Christina were constructively received and all growth from the annuities held by the trust was taxable.

Whenever the person to receive payments from an annuity (the measuring life) has a health history that suggests a shorter than average life expectancy, the issuing life insurance company should be requested to assign a rated age. Lifetime benefits from an annuity paid to someone with an impaired life expectancy can be substantially higher than if paid to someone with a normal life expectancy. This is called mortality risk, which life insurance companies are in the business of assuming. The plaintiff alleged that her attorneys failed to consider this prospect, in light of her own health history.

If the future payments are funded by a single premium fixed annuity, the size of the payment is not determined by the economy. The payments are guaranteed by the life insurance company, which assumes all risk of the market. This is another advantage of the structured settlement when the claimant is an unsophisticated investor. For those claimants with a higher risk tolerance and the ability to withstand unpredictable fluctuations in the size of each periodic payment, the future payments may be funded with a variable annuity, in which the annuitant bears the market risk.

Preservation of Public Assistance Ignored

Christina Grillo’s attorneys also should have looked into the prospect that the plaintiff’s eligibility to receive public assistance through Medicaid benefits and Supplemental Security Income (SSI) would be lost if the entire settlement proceeds were taken in cash, according to the plaintiff’s petition. Medicaid eligibility can be preserved by the creation of a supplemental needs trust on account of disability, under the provision of 42 U.S.C. § 1396p(d)(4)(A).

The suit also alleged that the 40 percent attorney fee charged in the minor plaintiff’s case violated the one-third statutory maximum in Texas.

A structured settlement enhances the recovery by the plaintiff by extending the tax-free damage payments to cover not just what the defendant or its insurer pays, but also the internal growth of the annuity or U.S. Treasury obligation when it is purchased by an obligor to fund future payments. This “qualified funding asset,” as it is known in IRC § 130(d), cannot be owned by the claimant.

Section 104(a)(2) of the Internal Revenue Code of 1986, as amended, provides generally that gross income does not include “the amount of any damages (other than punitive damages) received (whether by suit or agreement and whether as lump sums or as periodic payments) on account of personal physical injuries or physical sickness.” This is the only exclusion in the Tax Code for lawsuit awards. Section 61 states that all income from whatever source derived is taxable, unless specifically excluded by another section of the Internal Revenue Code.

Congress Intended Subsidy as Special Gift

This special gift from Congress is available only to victims of physical injury or physical sickness when wrongfully caused by someone else. Congress offers this subsidy to injury victims to encourage them to choose periodic payments, because it knows that most large damage awards are squandered in a relatively brief period of time after they are received. And, the victim who is not self-sufficient and must depend on the damage award eventually becomes a ward of society, which is more costly to the taxpayers in the long run than the tax revenue lost through the subsidy from the structured settlement. See generally “Tax Treatment of Structured Settlement Arrangements,” March 16, 1999, Joint Committee on Taxation, JCX-15-99, III.

In cases like Christina Grillo’s, a structured settlement is most appropriate and should be offered for all the reasons stated in her petition. Christina’s attorneys found out the hard way that their duty to her included conducting an investigation of their own into the merits of a structure. This meant engaging a structured settlement consultant of their own and not relying on one offered by the defense. The irony is that the compensation for this plaintiff’s advocate could have been paid in the form of the commission from the annuity issuer, at no cost to the plaintiff.

Defense Has Controlled for Two Decades

For more than two decades, self-insured corporations and liability insurers have been creating a real dilemma for plaintiff attorneys. And, plaintiff attorneys have been accepting that there is no alternative. Once the parties agree on the amount the defense will spend for the benefit of the plaintiff, the defense often insists that any structured settlement transaction will be handled by its designated broker. The defense will say to the plaintiff, “either take a structured settlement under our terms or take the whole settlement amount in cash.”

 Because of quid pro quo arrangements made between defendants and insurers on one hand and structured settlement brokers on the other, often involving a rebate of part of the annuity sales commission to the defendant or insurer, the defense foists its structured settlement broker onto the unsuspecting injury victim. By insisting on using its own broker, the liability insurer does not have to pay its consultant whose job is to save money for the defense. Instead, the same commission could pay the plaintiff’s expert.

Commission sharing arrangements are not per se illegal in all states, and they can be made legal in other states if the liability insurance company creates an in-house life insurance agency to receive the commissions. But, such arrangements, if undisclosed to the plaintiff, may raise some ethical questions.

In lieu of a commission split with the liability insurer, the broker may have agreed to place all annuity business obtained from the liability insurer with that company’s affiliated life insurance company. Agreements of this type almost always tend to “raise price” (an antitrust term) or reduce the benefit to the claimant because other annuity markets that may be more competitive are not considered. 

Another popular tactic is for the defense-allied broker to shift the focus during negotiations from the amount the defense is willing to spend for the plaintiff’s benefit to future benefit streams and deferred lump sum payments. Unless the plaintiff is prepared for this demonstration of the power of compound interest, the proposed sum of payments can make the settlement offer seem deceptively large. Then, when the plaintiff agrees to the offer, the mediation agreement is written in terms of present and future payments to the plaintiff, but not reflecting the cost to the defendant.

Once the claimant agrees to a stream of benefits, the defendant or insurer is free to seek a lower cost for the annuity that will fund them. That is the reason the cost of the annuity frequently is not disclosed to the plaintiff, at least not in writing. If the defendant or insurer can buy the annuity cheaper than the book rate, which is what is normally used by the defense during negotiations, the savings are not passed on to the plaintiff but are kept by the defendant or insurer. Savings can be obtained by natural competition among the annuity markets, by obtaining a rated age or daily rate. If the defense has represented the cost of future benefits to be one amount, then actually pays a lesser amount for them, that seems to constitute fraud. That is the real reason the defense wants to keep the annuity cost a secret.

For years, the defense would tell the plaintiff that knowledge of the annuity’s cost would cause the plaintiff to be in constructive receipt of the amount to be paid by the defense. That is, until the IRS issued two private rulings (Priv. Rul. 83-33035 and 90-17011). Recently, the defense has resorted to telling plaintiffs that to engage their own structured settlement broker constitutes constructive receipt. As long as there are “substantial limitations or restrictions” to the broker’s access to the funds, as an agent of the claimant, there is no constructive receipt. (See Treas. Reg. § 1.451-2(a) for definition of this doctrine.) When a broker arranges periodic payments, the funds being paid as annuity premium typically are not negotiable by the broker, but are paid directly to the assignee.

Tactics Employed May Be Illegal

Such tactics employed by the defense to save money may not only be fraudulent, they could also violate state insurance laws. Defense brokers will argue that, because the annuity is actually purchased by the third-party assignee, usually in a different state than where the plaintiff lives, showing future payment illustrations to be funded by an annuity does not constitute an insurance transaction. The McCarran-Ferguson Act (15 U.S.C. §§ 1011-1015) allows states to regulate insurance companies doing business within their borders. Consequently, the states are not uniform in how they view this issue.

Typically, an annuity is a life insurance product and its sale is regulated by the same laws that govern the sale of life insurance. Many states define “transacting” very broadly with respect to insurance to include, for example, “solicitation and inducement” and “preliminary negotiation.” Under this definition, a structured settlement proposal would be covered because, regardless of who actually will own the annuity contract, the ultimate consumer (the injury victim) will depend on the life insurance company to send the annuity payments directly to him or her.

Many states also have laws or regulations requiring that the annuity cost and the name of the proposed life insurance company to issue it be disclosed on the actual proposal. For example, a state might classify an annuity illustration as an advertisement, which is subject to certain disclosure requirements including the premium payable and the name of the insurer. A plaintiff attorney who receives a structured settlement proposal from the defense that does not disclose the name of the intended annuity issuer or the cost of the benefits illustrated, in writing, created with the insurance company’s own software proposal program, may not be exercising the duty of care if such proposals are not rejected outright for consumer protection reasons.

The Dilemma is Easily Resolved

The dilemma to the plaintiff’s attorney is clear:

1) Risk being sued by the client if a structured settlement option is not offered; or,

2) Risk being sued by the client if the structured settlement is to be handled by the adversary.

The good news is that the dilemma is easily enough resolved. Inform the counsel for the defendant in writing that all settlement negotiations will be conducted in terms of a cash lump sum. Tell the defense that periodic payment offers made by them are unacceptable, but that you reserve the right to engage your own expert to discuss the structured settlement concept with your client. If your client is interested, reserve the right to have a portion of the money the defense is willing to pay for the benefit of the plaintiff be paid directly to a third-party assignee of your client’s choosing. Also, tell the defense that your own expert will be handling the transaction and will receive the commission from the annuity sale. Tell them that, if your client and they come to an agreement over how much the defendant or its insurer will spend for the benefit of the plaintiff, you expect the defendant or its liability insurer to issue a separate check to the assignee and to cooperate by executing the qualified assignment and release document.

If the defense counsel does not agree in advance to cooperate in a traditional qualified assignment, tell them that all settlement proceeds will be paid into a qualified settlement fund (QSF), that you will provide an employer identification number (federal tax ID) and, once the money is paid, the defendant will be dismissed with prejudice. The defendant or insurer (the “transferor”) will be credited with economic performance for purposes of IRC § 461(h) under authority of Treasury Regulations § 1.468B-3(c) as long as there are no strings attached such as a right to a refund or reversion, or restrictions on the use of the funds.

If the defense is proposing a good-faith cash settlement, the QSF will be acceptable. There is no contingent liability that the defense often claims might remain if the defense does not get to impose its own broker or restrict the selection of annuity markets. Any structured settlement will be between the plaintiff(s) and the QSF, and will not involve the original defendant or liability insurer.

Defense Wrongfully Disparages QSF

 The qualified settlement fund is authorized in Treasury Regulations § 1.468B-1(c) if it is established pursuant to an order of a governmental authority, including a court, and is subject to that authority’s continuing jurisdiction. The QSF must be “established to resolve or satisfy one or more contested or uncontested claims that have resulted or may result from an event (or related series of events) that has occurred and that has given rise to at least one claim asserting liability.” If the liability arises out of a tort claim, the QSF may stand in the shoes of the original defendant or insurer in making promises of future payments and assigning that liability under an IRC § 130(c) qualified assignment. (See Rev. Proc. 93-34.)

Just as the defense has attempted to intimidate plaintiffs and their attorneys over the years by telling you first that knowledge of the cost of benefits would cause constructive receipt and loss of future tax benefits to your client, then telling you that engaging your own broker to handle the structured settlement transaction is also constructive receipt, they are now saying that the language “one or more” in Treasury Regulations § 1.468B-1(c)(2) actually means “two or more.” None of what they have been telling you in the past is true, and what they are saying now is no different. They claim that a QSF established for a single claimant triggers the doctrine of economic benefit and causes constructive receipt. Just as that common-law theory was meant to be overridden in the case of an IRC § 130(c) qualified assignment and security interest in the annuity contract, it is also meant to be overridden by the more specific and more recent Treasury Regulation.

Keep in mind that, as a matter of public policy, Congress intends that victims of personal physical injury or physical sickness arising from torts be given this unique tax benefit. The designated settlement fund, which was created by IRC § 468B, and its cousin, the qualified settlement fund, created by Treasury Regulations, were intended to capture tax revenue on settlement proceeds that were being deposited into courts with the interest earned on these funds going unreported. The IRS is not actively looking for ways to deny deserved tax exclusions to injury victims. 

Since 1983, when the qualified assignment was authorized in the Tax Code, the defense has used as bargaining leverage the fact that the party having the future payment obligation is the only one authorized to make a qualified assignment. If the defense refused to cooperate, there was no structure. That is how they have managed over the years to foist their structured settlement broker onto the injury victim. Now, the tables have turned. Since 1993, when Treasury Regulations § 1.468B were promulgated and Revenue Procedure 93-34 was issued, the defense’s cooperation is not required to do a structured settlement. But, the defense has been trying to keep it a secret by making untrue statements about the QSF.

Legal Malpractice Claim is Growing Threat

The recent revelations of plaintiff’s attorneys being sued for not proposing a structured settlement to their own client make it imperative that the attorney seek the advice and assistance of a competent, correctly informed structured settlement broker who does not have a conflict of interest, whenever the circumstances warrant. You should consider obtaining a signed statement from the competent client, legal guardian or guardian ad litem such as: 

▪  I understand and acknowledge that my attorney has recommended that I select a portion of my settlement to include a guarantee of tax-free, future payments, and that this method of recovery is commonly referred to as a structured settlement. 

▪ My attorney engaged the services of a competent, correctly informed structured settlement broker with a duty to me, to assist in this presentation.

▪  I am aware that the law enables for all principal and interest earned in a structured settlement to be completely excluded from my gross income and that the federal government intended this as an exclusive gift for people like me who are recovering tort damages on account of a physical injury or physical sickness that I or an immediate family member have suffered.

▪  I acknowledge that, if I do not participate in a structured settlement, I will forever lose the capability of completely tax-free, guaranteed financial growth and that all earnings on any investment I may choose could be fully taxed at both the federal and state level at my highest income tax brackets.

▪  My attorney has warned me of the pitfalls of not selecting a portion of my recovery to include a structured settlement, and my attorney has informed me that, due to unexpected events or circumstances, the majority of plaintiffs who do not participate in a structured settlement deplete their funds and lose their financial security.

▪  Furthermore, I understand that this is my only opportunity to take advantage of a structured settlement and that my decision cannot be changed or reversed at a later date.
If you believe it is sufficient to offer to your client a structured settlement proposal presented by the defense, from a broker with a duty to the defense and having a conflict of interest with your client, without your engaging a broker who has a duty to your client, you might as well consider adding to the release the following text:

▪  I am aware and understand that the person handling the structured settlement transaction was not selected by me or my attorney, but rather by the defendant or its insurer, and that this person does not have a duty to me.

▪  I am aware and understand that this person’s interest may be adverse to mine, that this person will be released as an agent of the defendant or its insurer, and that I may have no recourse against this person for any errors or omissions in the structured settlement transaction that may result in adverse tax consequences to me.

▪  I am aware and understand that the cost of future benefits to be borne by the defendant or its insurer may be less than represented to me during settlement negotiations, that I may never know the actual cost of these benefits, and that, as a result, my attorney’s contingency fee based on a percentage of the total recovery may be more than our contract provides.

▪  I am aware and understand that the defense restricted the selection of annuity companies, denying me the full benefit of a competitive market, and that my future payments might have been higher had I been free to choose without restrictions.

▪  I agree to accept these conditions and hold my attorney harmless.
Assuming that your client would never sign such a release and hold-harmless statement as in the second part above, you are strongly encouraged to take control of the structured settlement process to avoid a legal malpractice claim by your own client. ■ 
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