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Structured settlements are experiencing a Renaissance in tort litigation. In 2001,
structured settlement premium purchases by life companies to compensate tort victims
had increased 50 percent® over the 1999 level.

The forces driving this growth are relatively easy to discern. During the late 1990s, the
stock market presented seemingly easy riches. Yahoo!, Enron, Global Crossing, and
hundreds of pointless dot-com companies planned to make a profit by selling a dollar for
90 cents.

Against this Ferrari backdrop, structured settlements appeared as eye-catching as a
Volvo.

How times change. Corporate fraud and high-profile bankruptcies have reminded people
of the value of guaranteed, tax-free investments.

Moreover, with interest rates likely to rise, during the coming years structured
settlements’ benefits to the plaintiff will become even more pronounced.

As if all this is not enough for plaintiff counsel, consider one more reason: There
is now precedent for a law firm being successfully sued by a former client for
allegedly failing to include the structured settlement option in negotiations.

That one suit — which involved a brain injury — cost the firm significant time,
embarrassment and a seven-figure settlement.

What is a Structured Settlement?

Formally recognized by the federal government since 1983, a structured settlement is a
voluntary agreement between the claimant and the defense under which the victim
receives a series of periodic payments. Unlike the investment income from traditional
lump-sum settlements, these periodic payments are not subject to federal taxation. This
is often one of the most appealing characteristics of a structured settlement.

A structured settlement may be the result of a privately negotiated agreement (for
example, in a pre-trial settlement) or may be required by a court order (usually involving
minors and persons deemed mentally unfit to maintain a lump-sum settlement).
Authorization for structured settlements can be found in sections 130, 104, 461(h), and 72
of the Internal Revenue Code.

The amount and timing of structured settlement payments are strictly up to the
negotiating parties. Payments may be in equal amounts at regular intervals. Or, the
parties are free to agree to intermittent larger payments that take into account future needs
(e.g., to fund a college education in 10 years or a new mechanized wheelchair every four
years).

1 National Structured Settlement Trade Association press release, 5 February 2002.
(Www.NSSTA.com)



Importantly, once the payment amounts and timetable are agreed to, neither the party
obligated to make the payments and the person entitled to receive the payments are
legally permitted to alter either the amounts or timing of the payments.

How Is a Structured Settlement Funded?

When a payment schedule is agreed to, the defendant and/or the defendant’s insurance
company will purchase an annuity, annuities and/or Treasury Bonds to fund the
scheduled payments. Typically, these are then assigned to an experienced financial
institution (e.g., a life insurance company) which manages the payment schedule for a

fee.

As a result of a 1997 change in federal law governing structured settlements in workers
compensation cases, defendants are now allowed to take the full amount of the damage
payments off their books once the annuit(ies) are assigned. Congress enacted this law to
facilitate the use of structured settlements to resolve workers compensation cases.

Different Types of Structured Settlements

Once a plaintiff agrees to structure at least some of the settlement, he must decide on the type that best suits
his needs. There are a myriad of ways to structure a settlement and initially, this can be daunting.
However, the long-term benefits of structures (outlined above) make this a worthy exercise.

It will help considerably if the plaintiff and counsel evaluate their long-term needs, preferably with an
outside professional such as a structured settlement broker. Then they can decide on what type of structure
best suits them. Common ways to structure a settlement include:

>

Lifetime. This is the simplest type of structure, as it will pay the plaintiff according to the schedule
agreed to by plaintiff and defense (and their counsel) for as long as he/she lives. These payments can
be in equal amounts or there can be “lump sums” built in to pay for such things as a new wheelchair
every four years or a college tuition.

Joint Lifetime. This is based on the “second-to-die” principle and is particularly appropriate as a way
to ensure that married couples maintain their financial security. With a joint lifetime structure,
payments are made according to the agreed-upon schedule until both parties are deceased.

Lifetime with Period Certain. This is a modification on the lifetime structure outlined above. In this
case, payments are made to the injured person according to the agreed-upon schedule. However, if the
plaintiff dies prematurely, then his or her estate (or a beneficiary named in the contract) would
continue to receive payments for the “guarantee” period.

Period Certain. This is essentially similar to the Lifetime structure, except that the parties agree that
after a set period, the payments will end and there will be no funds remaining in the structure.

The Importance of Age Rating

Structured settlements are funded most often through the use of annuities (the alternative
being Treasury Bills), often with benefits based on life expectancy. If a plaintiff’s life



expectancy is reduced statistically for any reason (e.g., smoking, paraplegia, diabetes),
then life contingent annuity payments for the individual will increase.

The concept is most commonly referred to as “age rating” or “rated age”. To obtain a
rating, a structured settlement broker submits pertinent medical information to the various
life insurance companies who provide structured settlement annuities. Such information
would generally include pertinent hospital discharge summaries and/or an independent
medical exam.

The life insurance companies then have an actuary analyze the material and assign the
plaintiff a "rating.” For example, a 15-year-old who has been in a serious accident might
be given a rated age of 35. That means the teen’s life expectancy matches that of a
typical 35-year-old. The higher the plaintiff’s rated age, the greater the amount of his
benefits (i.e., because of his diminished life expectancy).

In this scenario, the 15-year-old receives more money each payment cycle because the
life insurance company assumes that it will not have to pay for as many years as it would
a typical 15-year-old.

Structured Settlements: Legislative Background

The specific origin of structured settlements is murky. The concept of an extended
payment schedule for claimants facing long-term injury costs seems to have emerged in
general when punitive damages for physical injuries began rising, and specifically, during
the settlement of thalidomide cases. But the process was held back due to a lack of
federal law and IRS guidance on the subject.

That changed in 1983, when President Reagan signed legislation (P.L. 97-473) to
formalize structured settlements under federal law. According to The National Structured
Settlements Trade Association, by enacting the 1983 law, Congress approved specific tax
rules to encourage and permit the use of structured settlements to resolve physical or
personal injury claims and lawsuits. First, Section 104(a)(2) of the Internal Revenue
Code was amended to clarify that the full amount of a structured settlement’s periodic
payments constitutes damages which are received by the victim free of any federal tax
liability. (By contrast, the investment earnings on a lump sum are generally taxable.)

Second, Congress adopted IRC Section 130 to facilitate secure, long-term funding
arrangements, through annuity contracts or Treasury securities, for tort victims needing
long-term care and support.

Why Structured Settlement Payments Are Tax-Free

There is a clear legislative history behind structured settlements showing the belief of
Congress that injury victims receiving long-term payments are far less likely to dissipate
their earnings prematurely and end up on public assistance. (See Congressional Record
(daily ed.) 12/18/81, at S15005; statement by Sen. Max Baucus, who introduced P.L. 97-



473. Also see Congressional Record (daily ed.), 10/2/98, at S11340; statement by Sen.
John Chaffee.)

As the Congressional tax committees reported in adopting P.L. 97-473, “[T]he periodic
payments as personal injury damages are still excludable from income only if the
recipient taxpayer is not in constructive receipt of or does not have the current economic
benefit of the sum required to produce the periodic payments.” (H.R. Rep. No. 97-832,
97" Cong., 2d sess.(1982), 4; Sen. Rep. No. 97-646, 97" Cong. 2d sess. (1982), 4)

That is why federal tax rules prohibit the claimant from being able to “increase, decrease,
accelerate or defer” payments once claimant and defense agree on a specific timetable of
periodic payments (IRC Section 130(c)(2)(B). The IRS agrees that periodic payments
constitute tax-free damages for the claimant ((IRC Section 130(c)(2)(D).

Structured Settlements vs. Lump Sum

The following table, based on the hypothetical case of a 46-year-old man injured on
the job, shows the benefits of a tax-free structured settlement over a one-time award.
The settlement assumes monthly payments of $600 with a 20 year guarantee instead
of a $96,000 lump-sum payment:

TOTAL TOTAL
OPTIONS FOR PAYMENT GUARANTEED EXPECTED
SINGLE PAYMENT $96,000 $157,800%
STRUCTURED SETTLEMENT $144.000 $206,640%*

($600/month for life; 20 years guaranteed)

Taking a structured settlement brings the plaintiff an ADDITIONAL extra $48,840 over 20
years — or more than 30 percent higher than a cash settlement.

* Assuming a 7 percent annual return, 28 percent federal income tax, 3 percent state income
tax and an annual payout of $7,200. The lump-sum payment would be completely gone in
21 years, 10 months.

** Based on normal life expectancy of 28.7 years for a 50 year-old male.

(Note: Statistics come from Safeco Life Insurance.)

What Size Awards Are Most Likely to Structure?

The Insurance Services Office’s latest closed claim survey results indicate that the larger
the claim, the more likely IT IS that a structured settlement will be used to resolve it. In
claims involving losses of $75,000 to $99,999, structured settlements were used less than
seven percent (7%) of the time. In claims involving losses of $1 million or more,
structured settlements were used 29 percent (29%) of the time.



The ISO survey concludes, “The average payment in claims involving structured
settlements . . . was more than 59 percent greater than the average payment for claims
paid in a single lump-sum . . .”

An important caveat: As noted above, there was a 1997 change in federal law that eases
the use of structured settlements in workers comp cases. Since many of these cases are
now moving on to settlement, there is a greater likelihood that increasing numbers of
structured settlements will be used on less serious injuries. Therefore, the disparity in the
use of structures by case size will likely diminish.

Structures and Third-Party Buy-Outs — Federal Law

On January 23, 2002, President George W. Bush signed Public Law No. 107-134, 115
Stat. 2427, "Victims of Terrorism Tax Relief Act of 2001", a federal tax relief act to
benefit victims of the September 11 terrorist attacks. That law includes a provision
“impos[ing] on any person who acquires directly or indirectly structured settlement
payment rights in a structured settlement factoring transaction a tax equal to 40 percent of
the factoring discount.”

The only exception to the above would occur in cases in which a judge issues a finding
that the transfer “does not contravene any Federal or State statute or the order of any
court or responsible administrative authority, and is in the best interest of the payee,
taking into account the welfare and support of the payee's dependents”

Don’t Believe the Myths!

The humorist Will Rogers once observed about a fairly dim politician, It’s not what he
doesn’t know that bothers me, it’s what he does know that just ain’t so.

Golf games and fishing trips aren’t the only places that generate myth-making.
Settlement negotiations do as well, and plaintiff attorneys must know enough about the
facts and the law to separate myth from reality.

Before discussing some common myths, one undeniable point bears repeating: Structured
settlements have gained popularity because they frequently are the best way to resolve
tough tort cases.

Nevertheless, since structuring a case involves the same kind of negotiation as lump-sum
settlements, the good plaintiff attorney needs to know enough to separate myth from
reality. For example:

Myth: An insurance company prefers a structured settlement to a lump sum because it saves money
by structuring.



Fact: The only way an insurance company saves money by structuring is if the plaintiff attorney doesn’t
pursue his client’s case as aggressively as if he or she were negotiating over a lump sum.

Consider a hypothetical tort case in which a plaintiff might be out of work for a year and
then able to earn only 60 percent of his expected wages until his retirement in 10 years.
In that case, the plaintiff might be willing to settle for, say, $350,000 ((CK)). Under a
lump sum, the defendant writes a check, takes the liability off its books and is done with
it.

Using a structured settlement, however, that plaintiff can be guaranteed payments for the
next 10 years. So after taking, say, a $150,000 ((CK)) lump sum to cover fees and
expenses, the savvy plaintiff attorney should insist that the 10-year payment schedule be
generated by the total amount of money available after fees and expenses, in this case,
$200,000.

For the insurance company, funding that payment schedule will require the purchase an annuity (or
Treasuries) that cost it what it would have spent on a lump sum.

Myth: The defendant (or his insurance company) cannot inform the plaintiff of the annuity’s cost
because the plaintiff will then be in “constructive receipt” of the settlement.

Fact: This is a classic case of the insurance company “leopard” not able to change its spots. Don’t believe
it.

For about a decade after enactment of the 1983 structured settlement law, this myth was a staple of most
defense negotiating strategies. The reason is obvious: The defense could frequently secure funding for the
payment schedule at lower cost than plaintiff counsel would estimate.

But constructive receipt has nothing whatsoever to do with the sharing of information concerning an
annuity’s cost. As noted, federal law is very clear that once there is agreement on a payment schedule, the
plaintiff may not “increase, decrease, accelerate or defer” any payment (Section 130, Internal Revenue
Code).

So long as the plaintiff sticks to the agreed-upon schedule, constructive receipt is deemed to be the day that
the money for a given payment is physically transferred to the payee. Divulging information concerning
the source of those payments alters neither the payment stream nor its tax-exempt status.

Myth: Since the defense is ultimately paying the damages, you have to use only their settlement
broker to calculate and place structured settlement payment streams.

Fact: Do you rely on the defense’s expert witnesses? Or their investigators? OK, so why would you rely
on their brokers to devise an acceptable payment stream for your clients?

To be fair, there is a different dynamic operating with the defense broker. A defense broker typically earns
a 4% commission on the cost of the funding vehicle.

The broker therefore only earns a commission if plaintiff and counsel agree that a proposed payment
schedule is fair compensation. That does give the broker an incentive to craft a responsible plan.

Nevertheless, calculating lost livelihood is hardly an exact science, so ask yourself this: Whom do you want
deciding a close call — someone indebted to you or to the defense?

As for relying on a defense broker, there is no case of a plaintiff attorney being sued for doing so. Yet.
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