Ethical Issues at Settlement — Protecting the Injury Victim Client

By Jason D. Lazarus, J.D., LL.M., CSSC, MSCC

Introduction

Suffering even a moderate personal physical injury can create difficult challenges both
financially and emotionally for even the strongest among us. However, what happens when
someone suffers a serious or catastrophic personal physical injury? Do they get the proper
counseling regarding the form of the settlement so as to protect their current assets, preserve
public benefits and safeguard the physical injury recovery? Will the recovery be sufficient to
pay for all of the victim’s future medical needs without public assistance? Can they recover
physically? Can they recover emotionally? All of these issues can be very difficult to face for
someone that is seriously injured. Personal injury practitioners who represent disabled clients
should be aware of their obligations to advise these clients properly and also understand the
hurdles faced by the injury population in terms of recovery both financially as well as physically.
This article addresses the issues of major importance when dealing with the form of settlement

for a personal injury matter involving a disabled client.
Public Assistance Primer

Because most of a lawyer’s malpractice exposure at settlement is related to public benefit
preservation, | think it is important to understand the basics of these benefits. Ethically, a lawyer
must be able to explain these matters to the extent that client is informed sufficiently to make
educated decisions. There are two primary public benefit programs that are available to those
that are injured and disabled. The first is the Medicaid program and the intertwined
Supplemental Security Income benefit (“SSI”). The second is the Medicare program and the
related Social Security Disability Income/Retirement benefit (“SSDI”). Both programs can be
adversely impacted by an injury victim’s receipt of a personal injury recovery. Understanding
the basics of these programs and their differences is imperative to protecting the client’s

eligibility for these benefits.
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Medicare and Social Security Disability Income (hereinafter SSDI) benefits are an
entitlement and are not income or asset sensitive. Clients who meet Social Security’s definition
of disability and have paid in enough quarters into the system can receive disability benefits
without regard to their financial situation." The SSDI benefit program is funded by the
workforce’s contribution into FICA (social security) or self-employment taxes. Workers earn
credits based on their work history and a worker must have enough credits to get SSDI benefits
should they become disabled. Medicare is a federal health insurance program. Medicare
entitlement commences at age sixty-five or two years after becoming disabled under Social
Security’s definition of disability.> Medicare coverage is available again without regard to the
injury victim’s financial situation. Accordingly a Special Needs Trust is not necessary to protect
eligibility for these benefits. However, the MSP may necessitate the use of a Medicare Set Aside

discussed in greater detail below.

Medicaid and Supplemental Security Income (hereinafter SSI) are income and asset
sensitive public benefits that require special planning to preserve. In many states, one dollar of
SSI benefits automatically provides Medicaid coverage. This is very important, as it is
imperative in most situations to preserve some level of SSI benefits if Medicaid coverage is
needed in the future. SSl is a cash assistance program administered by the Social Security
Administration. It provides financial assistance to needy aged, blind, or disabled individuals. To
receive SSI, the individual must be aged (sixty-five or older), blind or disabled® and be a U.S.
citizen. The recipient must also meet the financial eligibility requirements.* Medicaid provides
basic health care coverage for those who cannot afford it. It is a state and federally funded

program run differently in each state. Eligibility requirements and services available vary by

! While most often we deal with someone who has a disability, Social Security Disability also provides death
benefits. Additionally, a child who became disabled before age 22 and has remained continuously disabled since
age 18 may receive disability benefits based on the work history of a disabled, deceased or retired parent as long as
the child is disabled and unmarried.

2 SSDI beneficiaries receive Part A Medicare benefits which covers inpatient hospital services, home health and
hospice benefits. Part B benefits cover physician’s charges and SSDI beneficiaries may obtain coverage by paying a
monthly premium. Part D provides coverage for most prescription drugs but it is a complicated system with a large
co-pay called the donut hole.

® Disability is defined the same way as for Social Security Disability benefits which is that the disability must
prevent any gainful activity (e.g. employment), last longer than 12 months, or be expected to result in death. If
someone receives disability benefits from Social Security they automatically qualify as being disabled for purposes
of SSI eligibility.

* An individual can only receive up to $552.00 per month ($829.00 for couples) and no more than $2,000 in
countable resources.
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state. Medicaid can be used to supplement Medicare coverage if the client is eligible for both
programs°. For example, Medicaid can pay for prescription drugs as well as Medicare co-
payments or deductibles. Because Medicaid and SSI are income and asset sensitive, creation of

a special needs trust may be necessary which is discussed in greater detail below.
Laws that Impact Settlement

In order to properly advise personal injury victims about their legal options at settlement,
an attorney first must know and understand the laws that impact settlement. There are important
federal laws that can impact a client’s eligibility for public benefits post settlement that must be
explained. There are also financial options provided for under the Internal Revenue Code that
should be explored. Below, I will discuss these issues in more detail with a focus on the ethical

and malpractice issues raised in discussing the form of a personal injury settlement.

Public Assistance

The Medicare Secondary Payer Act (“MSP”’)

A client who is a current Medicare beneficiary or reasonably expected to become one
within 30 months should concern every trial lawyer because of the implications of the MSP. The
Medicare Secondary Payer Act (“MSP”) is a series of statutory provisions® enacted in 1980 as
part of the Omnibus Reconciliation Act’ with the goal of reducing federal health care costs. The
MSP provides that if a primary payer exists, Medicare only pays for medical treatment relating to
an injury to the extent that the primary payer does not pay.® The regulations that implement the

MSP provide “[s]ection 1862(b)(2)(A)(ii) of the Act precludes Medicare payments for services

® This is commonly referred to as “dual eligibility”. For those that are dual eligible, Medicaid will pay Medicare
premiums, co-payments and deductibles within prescribed limits. There are two different programs. First, is
Qualified Medicare Beneficiaries (“QMB”). The QMB program pays for the recipients Medicare premiums (Parts
A and B), Medicare deductibles and Medicare coinsurance within the prescribed limits. QMB recipients also
automatically qualify for extra help with the Medicare Part D prescription drug plan costs. The income and asset
caps are higher than the normal SSI/Medicaid qualification limits. Second is Special Low-Income Medicare
Beneficiary (“SLMB”). The SLMB program pays for Medicare premiums for Part B Medicare benefits. SLMB
recipients automatically qualify for extra help with Medicare Part D prescription drug plan costs. Again, the income
and asset caps are higher than the normal SSI/Medicaid qualification limits.

® The provisions of the MSP can be found at Section 1862(b) of the Social Security Act. 42 U.S.C. § 1395y(b)(6)
(2007).

" Omnibus Reconciliation Act of 1980, Pub. L. No. 96-499 (Dec. 5, 1980).

842 CFR § 411.20(2) Part 411, Subpart B, (2007).
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to the extent that payment has been made or can reasonably be expected to be made promptly
under any of the following” (i) Workers’ compensation; (ii) Liability insurance; (iii) No-fault

insurance.®

There are two issues that arise when dealing with the application of the MSP: (1)
Medicare payments made prior to the date of settlement (conditional payments) and (2) future
Medicare payments for covered services (Medicare set asides). Since Medicare isn’t supposed to
pay for future medical expenses covered by a liability or Workers” Compensation settlement,
judgment or award, CMS recommends that injury victims set aside a sufficient amount to cover
future medical expenses that are Medicare covered. CMS’ recommended way to protect an
injury victim’s future Medicare benefit eligibility is establishment of a Medicare Set Aside

(“MSA?”) to pay for injury related care until exhaustion.

In certain cases a Medicare Set Aside may be advisable in order to preserve future
eligibility for Medicare coverage. A Medicare set aside allows an injury victim to preserve
Medicare benefits by setting aside a portion of the settlement money in a segregated account to
pay for future Medicare covered healthcare. The funds in the set aside can only be used for
Medicare covered expenses for the client’s injury related care. Once the set aside account is
exhausted, the client gets full Medicare coverage without Medicare ever looking to their
remaining settlement dollars to provide for any Medicare covered health care. In certain
circumstances, Medicare approves the amount to be set aside in writing and agrees to be

responsible for all future expenses once the set aside funds are depleted.

The problem is that MSAs are not required by a federal statute even in Workers’
Compensation cases where they are commonplace. Instead, CMS has intricate “guidelines” and
“FAQs” on their website for nearly every aspect of set asides from submission to administration.
There are no such guidelines for liability settlements involving Medicare beneficiaries. Without
codification of set asides, there are no clear cut appellate procedures from arbitrary CMS
decisions and no definitive rules one can count on as it relates to Medicare set asides. While
there is no legal requirement that an MSA be created, the failure to do so may result in Medicare

refusing to pay for future medical expenses related to the injury until the entire settlement is

°1d.
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exhausted. This creates a difficult situation for Medicare beneficiary-injury victims and
contingent liability for legal practitioners as well as other parties involved in litigation involving

physical injuries to Medicare beneficiaries.
42 U.S.C. 1396p(d)(4)

The receipt of personal injury proceeds by someone seriously injured can cause

1! are two

ineligibility for means based tested government benefit programs. Medicaid'® and SS
such programs. However, there are planning devices that can be utilized to preserve eligibility
for disabled injury victims. A special needs trust can be created to hold the recovery and preserve
public benefit eligibility since assets held within a special needs trust are not a countable
resource for purposes of Medicaid or SSI eligibility. The creation of special needs trusts is
authorized by the Federal law.'? Trusts commonly referred to as (d)(4)(a) special needs trusts,
named after the Federal code section that authorizes their creation, are for those under the age of
sixty five.** However, another type of trust is authorized under the Federal law with no age
restriction and it is called a pooled trust, commonly referred to as a (d)(4)(c) trust.** These trusts

are discussed fully below.

A personal injury recovery can be placed into a SNT so that the victim can continue to
qualify for SSI and Medicaid. Federal law authorizes and regulates the creation of a SNT. The
1396p™ provisions in the United States Code govern the creation and requirements for such
trusts. First and foremost, a client must be disabled in order to create a SNT.*® There are three

19 Medicaid is a needs based public benefit that provides basic health care coverage for those who are financially
eligible. The Medicaid program is federally and state funded but administered on the state level. Services and
eligibility requirements vary from state to state. The asset limit is $2,000 for most Medicaid programs but the
income limits vary by state.

11 SSI or Supplemental Security Income, administered by the Social Security Administration, provides financial
assistance to U.S. citizens who are sixty five or older, blind or disabled. The recipient must also meet the financial
eligibility requirements. 42 U.S.C. § 1382 (2007).

1242 U.S.C. § 1396p (d)(4) (2007).

342 U.S.C. § 1396p (d)(4)(A) (2007).

42 U.S.C. § 1396p (d)(4)(C) (2007).

1542 U.S.C. § 1396p (2007)

18 To be considered disabled for purposes of creating an SNT, the SNT beneficiary must meet the definition of
disability for SSDI found at 42 U.S.C. § 1382c. 42 U.S.C. § 1382(c)(a)(3) states that “[A]n individual shall be
considered to be disabled for purposes of this title ... if he is unable to engage in any substantial gainful activity by
reason of any medically determinable physical or mental impairment which can be expected to result in death or ...
last for a continuous period of not less than twelve months (or in the case of a child under the age of 18, if that
individual has a medically determinable physical or mental impairment, which results in marked and severe
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primary types of trusts that may be created to hold a personal injury recovery each with its own
requirements and restrictions. First is the (d)(4)(A)*’ special needs trust which can be
established only for those who are disabled and are under age 65. This trust is established with
the personal injury victim’s recovery and is established for the victim’s own benefit. It can only
be established by a parent, grandparent, guardian or court order. The injury victim can’t create it
on his or her own. Second is a (d)(4)(C)™ trust typically called a Pooled Trust that may be
established with the disabled victim’s funds without regard to age. A pooled trust can be
established by the injury victim unlike a (d)(4)(A). Third and last is a third party™® SNT which is
funded and established by someone other than the personal injury victim (i.e., parent,
grandparent, charity, etc. . .) for the benefit of the personal injury victim. The victim still must
meet the definition of disability. There is also a less common trust that can be utilized if an
elderly injury client has too much income from Social Security to qualify for some Medicaid
based nursing home assistance programs. This trust is authorized by the federal law under
(d)(4)(B)® and is commonly referred to as a Miller Trust.

Dual Eligibility: The Intersection of Medicare and Medicaid — SNT/MSA

If you have a client that is a Medicaid and Medicare recipient, extra planning may be in
order. If it is determined that a Medicare Set Aside is appropriate, it raises some issues with

continued Medicaid eligibility. A Medicare Set Aside account is considered an available

functional limitations, and which can be expected to result in death or ... last for a continuous period of not less than
12 months).”

1742 U.S.C. § 1396p (d)(4)(A) provides that a trust’s assets are not countable if it is “[a] trust containing the assets
of an individual under age 65 who is disabled (as defined in section 1382c (a)(3) of this title) and which is
established for the benefit of such individual by a parent, grandparent, legal guardian of the individual, or a court if
the State will receive all amounts remaining in the trust upon the death of such individual up to an amount equal to
the total medical assistance paid on behalf of the individual under a State plan under this subchapter.”

1842 U.S.C. § 1396p (d)(4)(A) provides that a trust’s assets are not countable if it is “[a] trust containing the assets of

an individual who is disabled (as defined in section 1382c (a)(3) of this title) that meets the following conditions: (i)
The trust is established and managed by a non-profit association. (ii) A separate account is maintained for each
beneficiary of the trust, but, for purposes of investment and management of funds, the trust pools these accounts.
(iii) Accounts in the trust are established solely for the benefit of individuals who are disabled (as defined in section
1382c (a)(3) of this title) by the parent, grandparent, or legal guardian of such individuals, by such individuals, or by
a court. (iv) To the extent that amounts remaining in the beneficiary’s account upon the death of the beneficiary are
not retained by the trust, the trust pays to the State from such remaining amounts in the account an amount equal to
the total amount of medical assistance paid on behalf of the beneficiary under the State plan under this subchapter.”

9 Third party special needs trusts are creatures of the common law. Federal law does not provide requirements or
regulations for these trusts.
%42 U.S.C. § 1396p (d)(4)(B) (2007).
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resource for purposes of needs based benefits such as SSI/Medicaid. If the Medicare Set Aside
account is not set up inside a Special Need Trust, the client will lose Medicaid/SSI eligibility.
Therefore, in order for someone with dual eligibility to maintain their Medicaid/SSI benefits the
MSA must be put inside a Special Needs Trust. In this instance you would have a hybrid trust
which addresses both Medicaid and Medicare. It is a complicated planning tool but one that is
essential when you have a client with dual eligibility.

Financial Considerations

Section 104(a)(2) of the Internal Revenue Code

When any physical injury victim recovers money either by settlement or by verdict, the
question of the tax treatment of that recovery arises. As long as it is compensation for personal
physical injuries it is tax-free under Section 104(a)(2) of the Internal Revenue Code.”* Section
104(a)(2) of the Internal Revenue Code states that “gross income does not include . . . the
amount of any damages received (whether by suit or agreement and whether as lump sums or as
periodic payments) on account of personal injuries or sickness.”?* Section 104(a)(2) gives the
personal injury victim two different financial options for their recovery, lump sum or periodic

payments.?

The first option is to take all of the personal injury recovery in a single lump sum. If this
option is selected, the lump sum is not taxable, but once invested, the gains become taxable and
the receipt of the money will impact his or her ability to receive public assistance.”* A lump sum
recovery does not provide any spendthrift protection and leaves the recovery at risk for creditor
claims, judgments and wasting.?®> The personal injury victim has the burden of managing the
money to provide for their future needs be it wage loss or future medical. The second option is

receiving “periodic payments” known as a structured settlement® instead of a single lump sum

21 |.R.C. § 104(a)(2) (2007).
22 |d

2,

*Id.

% Unlike a structured settlement, simply receiving a lump sum does not provide any spendthrift protection as the
money can be dissipated rapidly. Similarly, there is no protection from creditor claims like a structured settlement
enjoys.

% A structured settlement is a single premium fixed annuity used to provide future periodic payments to personal
physical injury victims. The interest earned is not taxable under Section 104(a)(2) and a series of revenue rulings
that provide the basis for structured settlements.
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payment. A structured settlement’s investment gains are never taxed?’, it offers spendthrift
protection®® and the money has enhanced protection against creditor claims as well as judgments.
29 A structured settlement recipient can avoid disqualification from public assistance when a

structure settlement is used in conjunction with the appropriate trust.
Constructive Receipt

Constructive receipt is a critical concept to understand from a tax planning perspective
for injury victim clients. While this tax doctrine is often misunderstood, its application is quite
simple. According to Treasury Regulations, “income although not actually reduced to a
taxpayer’s possession is constructively received by him in the taxable year during which it is
credited to his account, set apart for him, or otherwise made available so that he may draw upon
it at any time, or so that he could have drawn upon it during the taxable year if notice of intention

to withdraw had been given.”*®

While substantial limitations on access to money will avoid
constructive receipt, typically having money held in a lawyer’s trust account will not avoid
application of constructive receipt. Accordingly, if plaintiff counsel accepts money into his or
her trust account this generally will trigger constructive receipt. Once constructive receipt is

triggered, a tax-free structured settlement is impossible.

Another example of a constructive receipt trigger is obtaining a verdict which then
becomes full and final. However, if a verdict is obtained and there is a settlement prior to it
becoming full and final or during the pendency of appeal, constructive receipt is avoided.
Similarly, if there is a verdict obtained and an appeal taken, a settlement can be achieved without

triggering constructive receipt. There must be a bargained for settlement with a discount off of

7 See I.R.C. § 104(a)(2) (2007). See also Rev. Rul. 79-220 (1979) (holding recipient may exclude the full amount
of the single premium annuity payments received as part of a personal injury settlement from gross income under
section 104(a)(2) of the code).

%8 Structured settlements can’t be accelerated, deferred, anticipated or encumbered. The payments are made
pursuant to the terms of the contract with the life insurance company. Thus a personal injury victim is protected
from spending the money too quickly. However, there are “factoring” companies that will purchase structured
settlement annuities and provide a lump sum payment. These transactions are now regulated by IRC 5891 and many
states have enacted provisions to protect structured settlement recipients from unfair transactions. IRC 5891
requires a finding that the sale is in the best interest of the annuitant and requires judicial approval. IRC 5891

% Many states offer protection by statute for annuities. For example, in Florida, the Florida Statutes provide
annuities immunity from legal process as long as they are not set up to defraud creditors. See generally § 222.14
Fla. Stat. (2007).

%0 See Treas. Reg. § 1.45102(a).
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the obtained verdict to demonstrate that it was an actual settlement and not a sham transaction.
A tax attorney should be consulted if there are concerns over constructive receipt.

Creditor and Judgment Protection of Annuities

Oftentimes the protection that structured settlement annuities are afforded under the law
in terms of judgments and creditor claims is overlooked when analyzing whether to implement
one for a personal injury recovery. However, this feature is very important for injury victims
who need to protect their recovery. Injury victims only get one opportunity to recover for their
injuries. If someone who recovers for their injuries is subsequently involved in an accident
where they injure someone else or someone is injured on their property, bank accounts and most
investments are exposed to claims. In addition, if an injury victim gets into debt and has

creditors making claims, their settlement related assets could be exposed to these claims.

However, many states have either common law or statutes that protect annuities from
legal process. For example, in my home state of Florida there is a statute®! that completely
exempts annuities from creditors and judgments. This statute gives injury victims nearly
complete protection of their settlement proceeds from judgments or creditor claims by entering
into a structured settlement annuity as part of their settlement. That statute has been interpreted
by Florida courts® to defeat judgment creditor claims against structured settlement annuities
including bankruptcy creditors.

In addition, structured settlements offer enhanced protection in case of divorce or
bankruptcy. Structured settlements are not owned by the injury victim. Instead, the injury
victim is the payee and the life insurance company’s assignment company owns the annuity.

When a structured settlement is created as part of a settlement an assignment is done. The

% Florida Statute 222.14 - Exemption of cash surrender value of life insurance policies and annuity contracts
from legal process: The cash surrender values of life insurance policies issued upon the lives of citizens or
residents of the state and the proceeds of annuity contracts issued to citizens or residents of the state, upon whatever
form, shall not in any case be liable to attachment, garnishment or legal process in favor of any creditor of the
person whose life is so insured or of any creditor of the person who is the beneficiary of such annuity contract,
unless the insurance policy or annuity contract was effected for the benefit of such creditor.

% See Windsor-Thomas Group Inc. v. Parker, 782 So.2d 478 (Fla. 2d DCA 2001). Judgment creditor brought action
to garnish annuity that funded structured settlement of tort case in favor of the judgment debtor. The issuer moved
to quash the writ based on the statutory prohibition that annuity contracts are not liable to attachment, garnishment,
or legal process in favor of any creditor. The Circuit Court dissolved the writ. Creditor appealed. The District Court

of Appeal held that the issuer had standing to raise the statutory prohibition against garnishment.
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assignment is done to transfer ownership of the annuity from the purchaser, the defendant, to the
life company assignment corporation. The assignment corporation takes on the obligation to
make the future periodic payments and purchases an annuity from the annuity issuer. Because of
this legal arrangement, structured settlement annuities are not an asset owned by an injury
victim. Consequently, it is not an asset that can generally be divided in the case of divorce.®
The income that it produces can be considered in determining alimony, but the asset itself
usually is not divided.®* Similarly, a structured settlement annuity is not an asset generally

reachable in cases of bankruptcy.®
State Structured Settlement Protection Acts & Section 5891 of the IRC

After the advent of the “factoring” industry in the early 1990s, nearly every state has
passed a structured settlement protection act. The acts protect structured settlement recipients
from unscrupulous companies that purchase structured settlements. “Factoring” companies, the
name commonly used for companies that purchase structured settlements, buy injury victim’s
payment streams in return for a lump sum payment to the injury victim. The lump sum payment
to the injury victim for their future periodic structured settlement annuity payments is typically at
a sharp discount with some discount rates being patently unfair.®*® Given the unsophisticated
population selling structured settlements, the amount of advertising by factoring companies and
past abuses by factoring companies, many states have enacted Structured Settlement Protection
Acts and the Federal government decided to enact protective legislation in the form of Section
5891°% of the Internal Revenue Code.

% See generally Krebs v. Krebs, 435 N.W.2d 240 (Wis. 1989)

% See generally lhlenfeldt v. Ihlenfeldt, 549 N.W.2d 791 (Wis. App. 1996)

% See In re McCollam, 612 So.2d 572 (Fla. 1993). Annuity was exempt under Florida Statute 222.14 from creditor
claims in bankruptcy action. See also In re Orso, 283 F.3d 686 (5" Cir. 2002) (holding structured settlement
“annuity contracts under which payments were owed came within scope of Louisiana statute exempting such
contracts from the claims of creditors”); In re Belue, 238 B.R. 218 (S.D. Fla. 1999) (holding “debtor who was
named, as payee and intended beneficiary, under annuity purchased by insurance company to fund its obligations
under structured settlement agreement was entitled to claim annuity payments as exempt under special Florida
exemption for proceeds of any annuity contracts issued to citizens or residents of state . .. .”); In re Alexander, 227
B.R. 658 (N.D. TX 1998) (holding structured settlement annuity paid to debtors following the death of their children
in automobile accident was entitled to exemption as an annuity under Texas law).

% See J.G. Wentworth S.S.C. v. Jones, Jefferson Cty., S.W.3d 309, 315 (Ky. Ct. App. 2000) (“[i]n the four cases
here the rate of return to Wentworth varied between 36 and 68 percent per year”); Windsor-Thomas Group Inc. v.
Parker, 782 So.2d 478 (Fla. 2d DCA 2001) (finding that from “a functional viewpoint, this agreement is a secured
promissory note with an annual interest rate of approximately 100 percent.”).

3726 U.S.C. 85891
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Section 5891 of the Internal Revenue Code requires that all structured settlement
factoring transactions be approved by a state court, in accordance with a qualified state statute.
Qualified state statutes must make certain baseline findings, including that the transfer is in the
best interest of the seller, taking into account the welfare and support of any dependents. Failure
to comply with these procedures results in the factoring company paying a punitive excise tax of
40% on the difference between the value of the future payments sold and the amount paid to the

person who wanted to sell.

State legislatures began enacting protective legislation, called Structured Settlement
Protection Acts, for structured settlements in 1997, While the state Structured Settlement
Protection Acts vary, they are based on a model act and most contain similar provisions. All of
the acts mandate court approval of any proposed sale with a best interests finding, most impose
numerous procedural requirements and call for full disclosure of the terms of the transaction. A
New York case denied a petition for approval of a “factoring” transaction under the state’s
structured settlement protection act because of the unfair nature of the deal, lack of a plan for the
lump sum to be received and it did not serve the payee’s best interests.*® Judge Alice
Schlesinger explained, in denying the approval of the sale, that “[t]he Act, similar to others
nationwide, was designed ‘to protect the recipients of long-term structured settlements from

being victimized by companies aggressively seeking the acquisition of their rights’.

Other courts that have interpreted the various state acts have found that they are
“designed to protect beneficiaries of structured settlements from being taken advantage of by
others.” The best interests’ standard was described by a Pennsylvania court as admitting “the
reality that a person’s judgment is often clouded by the lure of quick cash; and insures that the
public policy considerations involving structured settlements are not usurped by organizations
that lure people into assigning future payments for far less than their actual value.”** Similarly,
cases have held the structured settlement payment acts prevent garnishment of a structured

%8 Illinois was the first state to enact a structured settlement protection act. Hindert & Ulman, Transfers of
Structured Settlement Payment Rights: What Judges Should Know About Structured Settlement Protection Acts, 44
NO. 2 Judges’ J. 19 (2005).

% petition of 321 Henderson Receivables, L.P. V. Martinez, 816 N.Y.S.2d 298 (2006) (holding “proposed sale of
payee’s structured settlement payments was not fair and reasonable and did not serve best interest of payee, and thus
could not be approved pursuant to Structured Settlement Protection Act”).

“® In re Benninger, 357 B.R. 337 (Bankr. WD. Pa. 2006).

“! In re Hilton, No. 2005-2721, 2005 WL 4171289, 2005 Pa. Dist. & Cnty. Dec. LEXIS 392 (2005).
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settlement annuity. In a Pennsylvania case, the court held that a creditor’s alleged security
interest and garnishment of a structured settlement annuity violated the state’s Structured
Settlement Protection Act.** In interpreting the Pennsylvania Structured Settlement Protection
Act, the court determined that garnishment was encompassed by the broad meaning of the word

“transfer” in the act.

Another important note is anti-assignment provisions found in many structured settlement
agreements. Most settlement releases of tort claims where a structured settlement will be
implemented contain an anti-assignment provision. This provision typically states that “the
periodic payments cannot be accelerated, deferred, increased or decreased by claimant or any
payee; nor shall claimant or any payee have the power to sell, mortgage, encumber, or anticipate
the periodic payments, or any part thereof, by assignment or otherwise.” Most state courts have
held that the common law and contract rights relating to these provisions are not superseded by
enactment of Structured Settlement Protection Acts.*® Accordingly, courts have blocked the sale
of structured settlements even though they complied with the state act because it would be barred
by the anti-assignment clause found in the settlement documents.** There is model language that
can be inserted into a settlement agreement that would allow for factoring, if desired, but

requiring it comply with IRC 5891 and relevant state Structured Settlement Protection Acts.*

*2 In re Benninger, 357 B.R. 337 (Bankr. WD. Pa. 2006).
“% See generally Rapid Settlements, Ltd. v. Dickerson, 941 So.2d 1275 (Fla 4™ DCA 2006) (holding assignment of
payments was prohibited under settlement agreement); Bobbitt v. Safeco Assigned Benefits Service Co., 25 Conn.
L. Rptr. 324, 41 U.C.C. Rep. Serv. 2d 942 (Conn. Super. Ct. 1999) (holding Structured Settlement Protection Act
did not abrogate the anti-assignment provision in the release and enforcing anti-assignment provision); In re
Foreman, 365 Ill. App. 3d 608, 302 Ill. Dec. 950, 850 N.E.2d 387 (2d Dist. 2006) (rejecting a petition by factoring
company under the Illinois Structured Settlement Protection Act for court approval of factoring transaction and
514olding anti-assignment provision in release prohibited transaction).

Id.
** Suggested model language is as follows: “None of the Periodic Payments and no rights to or interest in any of the

Periodic Payments (all of the foregoing being hereinafter collectively referred to as “Payment Rights”) can be
accelerated, deferred, increased or decreased by any recipient of any of the Periodic Payments; or sold, assigned,
pledged, hypothecated or otherwise transferred or encumbered, either directly or indirectly, unless such sale,
assignment, pledge, hypothecation or other transfer or encumbrance (any such transaction being hereinafter referred
to as a “Transfer”) has been approved in advance in a “Qualified Order” as defined in Section 5891(b)(2) of the
Code (a “Qualified Order™) and otherwise complies with applicable state law, including without limitation any
applicable state structured settlement protection statute. No Claimant or Successor Payee shall have the power to
effect any Transfer of Payment Rights except as provided in sub-paragraph (ii) above, and any other purported
Transfer of Payment Rights shall be wholly void. If Payment Rights under this Agreement become the subject of a
Transfer approved in accordance with sub-paragraph (ii) above the rights of any direct or indirect transferee of such
Transfer shall be subject to the terms of this Agreement and any defense or claim in recoupment arising hereunder.”
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Most states impose fines and provide civil remedies for failure to comply with the state
Structured Settlement Protection Act. Some deem a violation of the statute as a violation of the
Unfair Trade Practices and Consumer Protection Law.*® In addition, there is the 40% excise tax
imposed by IRC 5891 for failure to comply with the state Structured Settlement Protection Act.*’
The Structured Settlement Protection Acts provide significant protections for structured
settlement recipients against factoring transactions and have in some instances prevented the sale
of a structured settlement completely. These laws are a further protection of structured

settlement recipients and illustrate the government’s recognition of their value to injury victims.
Ethical Concerns & Malpractice Liability
The ABA Model Rules and Ethical Obligations to Advise the Personal Injury Client

Unfortunately for many injury victims, their personal injury lawyers are fantastic at
obtaining great monetary results in the litigation and consulting with them on the value of their
case but when it comes time to properly protecting them financially post-settlement or recovery
they often fail to offer any advice at all.** For personal injury victims there is usually a focus on
the dollar amount of the recovery rather than how the recovery can be structured to provide
protection to the disabled injury victim.** The concentration of substance over form by the
lawyer handling the physical injury suit can prove to have devastating consequences for an injury
victim. A disabled injury victim can mismanage their personal injury recovery and lose the
public benefit eligibility they desperately need.”® The question therefore arises does a lawyer
have an ethical obligation to advise a client a disabled client regarding the form of their
recovery? Does the lawyer have an ethical duty to explain the impact of a personal injury

recovery on public benefits and techniques to protect eligibility? Below | examine the ethical

“® See 40 P.S. § 4007 (P.A. 2000)
726 U.S.C. 85891
“8 This statement is based on the author’s personal experience and observations in countless cases. However, the
author acknowledges that practices do vary considerably in this area. Some trial lawyers may simply refer a client
to a financial advisor or a local bank. Others may employ a settlement planner with expertise in structured
settlements and public benefit preservation techniques. See also Ellen S. Pryor, Liability for Inchoate and Future
Loss After Judgment, VA. L. REV., 1758, 1813 — 1827 (2002) (concluding that practices vary considerably in terms
?gf advisement by the trial lawyer regarding financial obligations at settlement).

Id.
%0 See Generally Marcus L. Plant, Periodic Payment of Damages for Personal Injury, LA. L. REV., 1327, 1331 -
1332 (discussing numerous studies on dissipation of settlements and the resulting dependence on public assistance
programs).
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rules, statutes and case law in an attempt to shed some light on potential answers to these

questions.

There are four provisions within the ABA Model Rules of Professional Conduct that are
particularly relevant to the personal injury lawyer’s advisement obligations when it comes to
consulting on the form or structure of disabled injury victim’s recovery. Rule 1.4 (b) provides:
“A lawyer shall explain a matter to the extent reasonably necessary to permit the client to make
informed decisions . . . .”" Rule 1.3 states: “A lawyer shall act with reasonable diligence and
promptness in representing a client.”* The commentary warns: “A client’s interests can be
adversely affected by the passage of time.”>® 1.2 (a) admonishes that: “A lawyer shall abide by
the client’s decisions concerning the objectives of representation . . . and shall consult with the
client as to the means by which they are to be pursued.”* Rule 1.2 also says “a lawyer shall
abide by the client’s decision whether to settle a matter.”*® Finally, Rule 2.1 indicates: “In
rendering advice, a lawyer may refer not only to law but to other considerations such as moral,

economic, social and political factors, that may be relevant to the client’s situation.”*®

Many personal injury practitioners seem to believe that advice regarding financial matters
and techniques to preserve public benefit eligibility crosses the line between legal and
“financial” advice. However, as | will discuss more thoroughly below, these issues touch on the
law and do create an obligation on the part of the personal injury practitioner to properly advise
the client regarding their implication as to the form or structure of the recovery. If you take the
Model Rules together with the legal malpractice case law discussed below, it is this author’s
opinion that the personal injury lawyer must address the financial implications of the settlement
and impact on public benefit eligibility with the injured client to enable the client to make an
informed decision about the form of the settlement. Allowing a disabled client to take the
personal injury recovery in a single lump sum without any advice on the impact of that decision
would set up a situation where the client could be adversely impacted by the passage of time.

Malpractice Liability for Failing to Advise Injury Victim Clients

%1 Model Rules of Professional Conduct Rule 1.4(b) (2007).
%2 Model Rules of Professional Conduct Rule 1.3 (2007).
> Model Rules of Professional Conduct Rule 1.3 (2007).
> Model Rules of Professional Conduct Rule 1.2(a) (2007).
** Model Rules of Professional Conduct Rule 1.2 (2007).
*® Model Rules of Professional Conduct Rule 2.1 (2007).
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The Grillo® case from Texas is the most widely publicized legal malpractice settlement
involving liability for failing to counsel a minor client on the form of a personal injury
settlement. Christina Grillo was born with Cerebral Palsy, cortical blindness and quite a few
other medical problems.”® Her parents instituted a medical malpractice action alleging her
medical problems were due to negligent medical care during delivery in a Texas Hospital. The
medical malpractice case was settled for $2.5 million.” The settlement was placed into the court
registry.®® The interest earned from the investments in the trust was taxable and the child lost her

Medicaid eligibility since no special needs trust was established.”*

The personal injury lawyers who handled the case were later sued for legal malpractice
for their handling of the settlement. According to the lawyer representing Christina Grillo in the
legal malpractice action, Kevin Isern, the personal injury lawyers representing Christina “didn’t
offer a structured settlement to the child and “[t]hey had the money deposited into the registry of
the court . . . and she lost Medicaid.”® Having the money placed in the court registry meant
Christina Grillo could not have a tax-free structured settlement and all of the accrued interest was
taxable. Isern pointed out that “[i]n a structured settlement, that does not occur.”®® He also
pointed to the fact that the lawyers also failed to set up a special needs trust which would have
preserved her Medicaid eligibility.** Finally, Isern pointed out that in the Grillo case “[y]ou
have a child who has all these needs, requires 24-hour care and has no government assistance to

help pay for it. She got taxed on all the money she gained.”®

The Grillo legal malpractice case was settled by the personal injury firm that handled the
medical malpractice action on behalf of the minor and by the guardian ad litem (“GAL”) who

had represented the minor’s interests when the settlement was approved. °® The personal injury

> Grillo was a confidential legal malpractice settlement that became public due to a filing error on the part of the
court approving the malpractice action. See Amy Johnson Conner, Is Plaintiffs’ Lawyer Liable for Not Offering
5Sstructured Settlement?, LAWYERS WEEKLY USA (August, 6 2001).
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% Amy Johnson Conner, Is Plaintiffs’ Lawyer Liable for Not Offering Structured Settlement?, LAWYERS WEEKLY
USA (August, 6 2001).
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firm settled the legal malpractice action for its handling of the medical malpractice settlement for
$1,600,000. Interestingly, the suit against the GAL was settled for $2,500,000. For attorneys
that serve as guardian ad litems with any frequency, it is attention grabbing that the GAL wound
up with the largest share of the liability in terms of the gross settlement amount. However, it
sends a clear warning message to personal injury lawyers as well as guardian ad litems about
their obligations to properly advise a client about the financial options they have and

preservation of public benefits.

The only other reported decision regarding suit over failing to give advice about the form
of settlement is the French v. Glorioso decision.®” In French, the injury victim, Karen French,
was shot during a robbery attempt at a parking garage in New Orleans and was rendered a
quadriplegic.®® She brought suit against the owners of the parking garage on a negligent security
cause of action.”® At the time of the shooting she was covered by a group health care plan but
subsequently lost the coverage and was dependent on Medicaid. The case was settled in
November of 1998.7° In July of 1999, French consulted an attorney about setting up a special
needs trust. The attorney advised her that she would lose her Medicaid eligibility since the
settlement was deposited into the plaintiff attorney’s trust account.”* Following this discovery,
French brought suit against the personal injury lawyer for legal malpractice, negligent

misrepresentation, breach of contract and breach of fiduciary duty.”

Ultimately the French case was not decided upon the merits of her claim against her
personal injury attorney but instead on a personal jurisdiction issue.”® Ms. French hired a Texas
lawyer to handle the claim who in turn associated with local Louisiana counsel since suit needed
to be filed in Louisiana.”® The legal malpractice action was brought in Texas against the
Louisiana attorney which raised personal jurisdiction issues.” There appeared to be some
factual dispute between French and her personal injury attorney over what had been
recommended in terms of setting up a special needs trust but it again demonstrates the potential

%7 French v. Glorioso, 94 S.W.3d 739 (Tex. Ct. App. 2002).
%8 1d. at 743.
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4. at 747.

™1d. at 743.
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malpractice liability for failing to properly and fully advise clients about the impact of the

settlement on their financial situation and public benefit eligibility.”

Finally, the American Bar Association released its report on the Profile of Legal
Malpractice Claims in 2003 and personal injury lawyers made up the largest percentage of
malpractice claims, twenty percent.”” Advice and settlement/negotiation made up over twenty
three percent of the claims overall.”® When those two categories are combined they are tied for
first in terms of the highest claims by type of activity in the study.”® While the report does not
specify, it is logical to conclude that claims of failing to give advice about financial options,
taxation of damages and preservation of public benefits would squarely fall within the purview

of advice as well as settlement/negotiation malpractice claims.

Conclusion: Ethical and Legal Duties to the Plaintiff at Settlement

The fact that all of the issues relating to the form of the recovery touch the law drives
home the fact that it is the personal injury lawyer’s obligation to at least raise these issues as part
of their discussions with the disabled client. As discussed above, there are provisions in the
United States Code along with the Internal Revenue Code that impact the form of the recovery.
These provisions, if not explained to the injury victim client, can result in the inability to avail
themselves of options available under the law. If the injury victim’s lawyer does not explain

these issues to them, who will?

If the disabled client is not given advice about how to structure their recovery, they could
suffer quantifiable damages that can be proven in a legal malpractice case later on. There are
many experts that can be hired to make sure clients are properly advised of all their options for
their recovery. To avoid future liability, the personal injury lawyer should hire such experts to

protect their clients and themselves. If clients refuse counseling or refuse methods to protect

°1d. at 747.
" American Bar Association Standing Committee on Lawyers’ Professional Liability, PROFILE OF LEGAL
L\gIALPRACTICE CLAIMS (2003).

Id.
™ Preparation, filing, and transmittal of documents made up 23.08% of claims. The next highest claim by type of
activity, after the combination of advice and settlement/negotiation, was pre-trial and pre-hearing at 19.47%.
American Bar Association Standing Committee on Lawyers’ Professional Liability, PROFILE OF LEGAL
MALPRACTICE CLAIMS (2003).

© Jason D. Lazarus, 2011. All rights reserved.



their recovery, a good course of action is to have them sign a waiver that they have been advised
of their options and understand what they are giving up. If the personal injury practitioner gives
clients all of their options regarding how to structure their recovery and have them sign a waiver
if they decline the options presented to them, the lawyer has at least documented the file so if

there is a subsequent legal malpractice claim they can offer evidence of the advice they gave.

Reading the Grillo decision together with the Model Rules, a lawyer must counsel clients
regarding their financial options and techniques to preserve public benefits to avoid causing a
potential loss to the client. Grillo’s message to plaintiff lawyers is to employ or consult
competent experts in taxation, trusts and structured settlements prior to distributing any funds to
the injury victim. If a lawyer fails to discuss the financial options a client has and then the client
sues for legal malpractice, there are demonstrable damages as Grillo so aptly demonstrated.
Without knowledge of the tax law, the client can lose the power of a significant tax exemption
offered for structured settlement recipients. He or she can lose out on the opportunity for a safe
investment with competitive rates of return. Finally and potentially the most damaging, the

client can lose public assistance eligibility.

The problem is that plaintiff counsel typically has a very short time period within which
to counsel the client in between settlement/verdict and disbursement of the funds. The biggest
mistake a personal injury lawyer can make is triggering constructive receipt® by placing the
settlement proceeds in his or her trust account. One solution to the settlement time crunch is to
use a qualified settlement fund (QSF). A QSF is a temporary settlement related trust that can be
created pursuant to Treasury Regulations to receive personal injury settlement proceeds.®* A

court with jurisdiction over the matter must issue an order creating the trust and the trust must

8 Constructive receipt is a tax doctrine that says even though a taxpayer might not have actual possession of money,
they have constructively received the money if it has been set aside, credited to an account or otherwise is available
without limitation to the taxpayer. Money held in a plaintiff attorney’s trust account that belongs to the personal
injury victim are constructively received for tax purposes. This concept is important because once triggered; the
plaintiff forever loses the ability to structure his or her settlement and possibly could lose public benefits.

8 Treas. Reg. § 1.468B-1 (2007). There are three requirements for creation of a QSF: (1) It is established pursuant
to an order of . . . acourt of law . . .; (2) It is established to resolve or satisfy one or more contested or uncontested
claims . . . and that has given rise to at least one claim asserting liability (i) Under CERCLA (ii) Arising out of a
tort, breach of contact, or violation of law; or (iii) Designated by the Commissioner in a revenue ruling or revenue
procedure; and (3) The fund, account, or trust is a trust under applicable state law . . .
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meet the definition of a trust under state law.?* Once created, it allows for an immediate cash
settlement with the defendant and removes the defendant from the process. The QSF acts as a
holding tank for the settlement proceeds and gives plaintiff counsel time to employ experts while
preserving the ability to structure the settlement as well as create public benefit preservation
trusts without violating the tax doctrine of constructive receipt. A financial plan can be
developed and the client’s needs addressed.

In conclusion, it is this author’s opinion that a personal injury practitioner must discuss
with disabled clients the form of their personal injury recovery or hire an expert to do so. There
are many different options when it comes to the form of the financial recovery. While there
certainly is no clear cut answer as to the amount of the recovery that would trigger the
counseling obligation, if a physical injury recovery could result in loss of public benefits it seems
prudent for the lawyer give advice to that client about the options or have an expert do so. Every
client, no matter age, sex or level of sophistication, should be given their options regarding the
form of the recovery which are available under the law. Disabled clients especially need
counseling given the likelihood they will be receiving some type of public benefits. To prevent
being exposed to a malpractice cause of action, the personal injury practitioner should
understand the types of public benefits that a disabled client may be eligible for and techniques
that are available to preserve those benefits. Having this knowledge will help the lawyer identify

disabled clients they may want to refer for further consultation with other experts.

8 Treas. Reg. § 1.468B-1 (2007). The mechanical steps involved in utilizing a QSF are as follows: 1. Settle with
Defendant for cash and execute a cash release which includes the agreement that Defendant will pay the settlement
proceeds into the QSF. 2. Petition a court with jurisdiction for creation of Qualified Settlement Fund and obtain
order creating QSF. 3. Defendant writes a check for the net proceeds to the Plaintiff to the Qualified Settlement
Fund. 4. Funds remain in Qualified Settlement Fund, without violating constructive receipt doctrine, until: a.
Allocation decisions are made; b. Liens are satisfied; c. Special Needs Trust is created or deemed not necessary.
Amount to be structured and the plan are decided upon. 5. QSF automatically terminates when all funds have been
dispersed.
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