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Personal Injury Settlements:

Subrogation, Rights of Recovery, Liens, Taxation

and Other Financial Issues

By L. Mark Bonner

On behalf of injured clients, attorneys seek
recovery from a variety of sources. In addition
to civil suits against tortfeasors, claims may be
made under the claimant’s own automobile
and health insurance policies, under the work-
ers’ compensation program, or under govern-
ment disability and welfare programs. These
non-tort claims may result in the creation of
subrogation interests, rights of recovery, and
liens against future settlement funds.

A balanced knowledge of subrogation inter-
ests, rights of recovery, and liens is necessary
to attorneys from both legal and ethical stand-
points. Attorneys may have competing obliga-
tions to their clients and to third parties. Okla-
homa Rule of Professional Conduct 1.3
requires an attorney to act with reasonable dili-
gence on behalf of the client." Yet, the represen-
tation must be within legal and ethical bound-
aries. In Oklahoma Bar Association v. Bedford,” an
attorney was suspended for two years and one
day based, in part, upon his failure to honor a
hospital lien.

Resolution of subrogation and lien claims,
rather than resolution of the merits of the
plaintiff’s case against the defendant, often
determines whether the litigation will be
financially successful. The only relief provided
by the civil justice system in personal injury
cases is an action to recover money for dam-
ages. Therefore, the success of a personal
injury lawsuit can only be defined by whether
a recovery is ultimately made on behalf of the
plaintiff.

There are other important financial issues
which must be considered during the settle-
ment process. Personal injury attorneys do not
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ordinarily provide advice in the area of finan-
cial planning and tax law. However, personal
injury plaintiffs should be made aware of sev-
eral financial and taxation issues to be dis-
cussed with tax attorneys, accountants, or
financial advisers who do provide such advice.

I. TAXATION AND INVESTMENT OF
SETTLEMENT PROCEEDS

A. Income Taxation

Amounts recovered for physical injuries are
generally not taxable. Income from investment
of the settlement proceeds is generally taxable.’
The personal injury plaintiff should contact a
tax adviser to discuss whether particular ele-
ments of a settlement will be subject to income
taxation. Judicial decisions in this area are both
numerous and fact specific. One of the issues is
whether the damages are for “personal
injuries” or for “physical injuries.” These rules
change from time to time and from Court to
Court as the rules are tested by both taxpayers
and the IRS.*

B. Settlement Annuities

The decision whether or not to “annuitize”
the settlement should be carefully considered
because it will affect the personal injury plain-
tiff’s finances for the rest of his or her life. The
settlement annuity must be elected before con-
structive receipt of the settlement funds. There
is no opportunity to structure the settlement
after constructive receipt of the settlement
funds. If the settlement is structured, then the
annuity payments, both principal and interest,
are not subject to federal income taxes.® Section
130 settlement annuities are only available for
settlement of physical injuries and physical
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sickness. Again, a tax adviser should be con-
sulted if there is any question about taxability.

The rate of return is locked in for the dura-
tion of a fixed rate settlement annuity. The rate
of return for a fixed rate settlement annuity is
generally more favorable than the rate of
return available through a bank certificate
of deposit. Rates of return for fixed rate
settlement annuities vary from company to
company. Bids are collected by a broker, who is
paid a percentage of the cost of the annuity
when a settlement annuity is purchased. One
fixed rate annuity company offered non-tax-
able rates of about 5% during July 2003. This
equates to about a 7% tax equivalent yield for
a person in the 28% federal income tax bracket.
Variable annuities are also available which rise
and fall along with market growth and market
losses.

If the personal injury plaintiff needs access to
the annuity funds sooner than the settlement
annuity payment schedule provides, a settle-
ment annuity may not be a good option. The
market for the resale of annuities is not as
“liquid” as that for publicly traded securities.
A Court Order is required
before a structured settlement
annuity may be transferred.
The federal government
imposes a 40% tax on unap-
proved sales of settlement
annuities.® There is a remote
possibility that the annuity
company will become insol-
vent. Guarantees are available
which insure the annuity pay-
ments. It may be difficult or
impossible to liquidate the
annuity and invest the funds
elsewhere if the annuity com-
pany encounters financial dif-
ficulty.

The settlement annuity is particularly well
suited to the settlement of the claims of chil-
dren. In Oklahoma, a child’s settlement must
be invested in an account at a federally insured
banking institution, a trust department of a
banking institution, or in a structured settle-
ment until the child reaches 18 years of age.’
Bank accounts may pay low interest rates. Par-
ents and Guardians are often reluctant to pay
the fees of bank trust departments. Under
these circumstances, the settlement annuity is
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It may he
difficult or impossible
to liquidate the
annuity and invest the
funds elsewhere...

a viable alternative for the long term invest-
ment of minors’ funds.

C. Double Tax-exempt Bonds

Double tax-exempt bonds provide income
which is not taxed at the state or federal level.
Unlike annuities, they may be purchased after
receipt of the settlement funds. They have a
more liquid resale market. Rates of return vary
from bond to bond. Municipal bond rates in
the national market ranged up to 5.35% during
July 2003. Rates of returns on double tax-
exempt bonds issued in Oklahoma might be
less. There are other types of double tax-
exempt bonds in addition to municipal bonds.
The risk of financial failure of the issuing
authority corresponds to the creditworthiness
of the city or agency issuing the bonds. To dis-
cuss double tax-exempt bonds, other types of
bonds, or standard annuities, a broker should
be contacted.

D. Stock Market

Investing in the stock market is riskier than
investing in annuities or bonds because there
is no set rate of return. Stocks listed on the
major exchanges are easy to
buy and sell quickly. Market
fluctuations may be quite
volatile and may cause large
gains or large losses. At other
times, the market may be flat
and produce little or no return
on investment. Many stock
analysts forecast an unimpres-
sive rate of return over the
next few years. Nevertheless,
over long periods of time, the
stock market tends to outper-
form other investments.
Between 1946 and 1979, the
Standard & Poor’s 500 total
return averaged 11.5 percent,
according to Graham &
Dodd’s Security Analysis. This equates to a
7.7% tax free rate of return for a person in the
28% federal tax bracket and in the 7% state tax
bracket.

E. Medicaid Trusts

Severely injured clients may have future
medical needs which require special consider-
ation and planning. Some medical needs occur
regularly, such as the need for regular medical
examinations and treatment, in-home atten-
dant care, and medications. Other needs may
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be less regular, such as replacement of pros-
thetic devices, replacement of specially
equipped vehicles, and modification of living
quarters.

For severely injured persons who will have
substantial future medical needs, a “Medicaid
Trust” may be utilized to fund needs which are
not met by Medicaid. This area of the law
changes as various states change their laws
and as various forms of Medicaid Trusts are
challenged in court. Medicaid Trusts must be
properly established or the trust will be
required to pay for benefits that otherwise
would be paid by Medicaid."

II. SUBROGATION, RIGHTS OF
RECOVERY, AND LIENS

A. Collateral Source Rule

Payments made by the claimant’s insurance
carrier do not reduce the amount recoverable
from the defendant in a civil lawsuit, except in
medical liability cases." The collateral source
rule provides that when a plaintiff is compen-
sated for his injuries by some source inde-
pendent of the tortfeasor — insurance or gov-
ernment agency benefits, for example — the
plaintiff is still entitled to make a full recovery
against the tortfeasor.” The theory of the col-
lateral source rule is that the tortfeasor should
not benefit from sources that were not sup-
plied at the tortfeasor’s expense.”

The collateral source rule applies to a wide
variety of benefits, such as gifts of money or
services; private medical, hospital, dental, or
life insurance; and unemployment, veterans,
social security, Medicare, Medicaid, workers’
compensation, and other government bene-
fits.” The collateral source rule does not mean,
however, that the claimant receives a double
recovery. Subrogation, liens, and rights of
recovery all may act to reduce the claimant’s
ultimate recovery.

B. Subrogation

Subrogation permits a person who has paid
a debt on behalf of another to make a claim for
repayment. For instance, an insurance carrier
might make a subrogation claim against settle-
ment proceeds from a lawsuit related to a loss
for which the carrier paid.

Subrogation comes in two forms. The first
form is conventional or contractual subroga-
tion. Conventional subrogation results from an
agreement or contract which provides subro-
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gation rights in exchange for payment of loss-
es.” Many insurance policies and plans give
the insurer a right to recover payments if there
is a settlement. This provision is the source of
conventional or contractual subrogation. The
agreement between the parties must be
reviewed in order to determine the extent of
contractual subrogation. If the insurance con-
tract is an indemnity contract, rather than an
investment contract, subrogation rights may
exist.' Insurance carriers often try to elevate
their subrogation interest to the level of a lien,
but by definition, a mere subrogation interest
is not a lien. A subrogation interest arising
from the insurance contract is simply that; a
contractual obligation which does not imply a
right to be paid out of specified funds.”

The second form is equitable or legal subro-
gation. Equitable subrogation does not depend
on a contract. Equitable subrogation attempts
to balance the equities of a non-volunteer
payor and the party primarily liable for a
debt.”® In other words, the insurance carrier
may stand in the shoes of the insured to obtain
a recovery from the tortfeasor responsible for
the loss.”

In some situations, subrogation is prevented
by statute. For instance, an insurance carrier is
not entitled to subrogation of medical pay-
ments coverage.” If subrogation is permitted,
then a party entitled to subrogation may sue
the tortfeasor directly, whether or not the vic-
tim brings suit against the tortfeasor.” In Porter
v. MFA Mut. Ins. Co.,” the court explained that
the previous rule against direct suits by insur-
ance carriers against tortfeasors is no longer
valid.

C. The “Make Whole” Doctrine

The make whole doctrine stands for the
proposition that if a tort victim is not made
whole by recovery of all elements of damages
from the tortfeasor or liability insurance pro-
ceeds, then subrogated parties are not entitled
to reimbursement. In Equity Fire and Cas. Co. v.
Youngblood,” the Supreme Court adopted the
make whole rule in contract subrogation and
reimbursement cases where there is no priori-
ty set by the contract and the compensation
represents less than full compensation.

Conventional subrogation derived from an
insurance contract merely acknowledges, but
does not expand, the equitable right of subro-
gation.” Under equitable principles the
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insured may not be permitted a double recov-
ery as to his carrier. However, if the insured
has not been made whole, then avoidance of
double recovery does not require subrogation.
The insurer’s right of subrogation may not be
exercised until the insured has been made
whole.”

D. The Common Fund Doctrine

The common fund doctrine permits the
plaintiff to recover attorneys’ fees and costs
necessary to make a recovery which ultimately
is paid to the party holding the subrogation
interest.** Under the common fund doctrine,
the ratio of the payments to the total damages
is applied to the net recovery, to derive the
amount due to the insurance carrier.”

E. Workers” Compensation

Prettyman v. Halliburton Company,”® held
that a workers” compensation carrier has a
statutory subrogation interest under Okla.
Stat. tit. 85, § 44 when the claimant settles a
third party tort claim. The amount of the
subrogation recovery is in accordance with a
formula set out in the Prettyman opinion.

In ACCOSIF v. American States Ins. Co.” the
court expanded on Prettyman. In ACCOSIF, the
court noted that a right of recoupment exists in
addition to the statutory subrogation provided
in § 44. The subrogation interest exists when
the carrier sues the tortfeasor or joins the
claimant’s suit against the tortfeasor and is
subject to a two year statute of limitations. The
recoupment or wrongful payout claim exists in
a separate claim against the claimant or the
tortfeasor’s insurer and is subject to a three
year statute of limitations.

F. Social Security Disability and Survivor
Benefits and Supplemental Security
Income

Applicants become eligible for social securi-
ty benefits upon retirement, disability, or the
death of certain family members. Applicants in
financial need, 65 years of age or older, or
blind, or mentally or physically disabled, may
be eligible for monthly supplemental security
income checks from the Federal Government
called “SSI” checks.

Supplemental Security Income and welfare
benefits are needs based programs. If the
applicant’s income and assets are low enough
to meet the requirements, then the benefits are
awarded. These programs are not ordinarily a
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factor in personal injury cases except to the
extent that a personal injury award could
cause the applicant’s assets to exceed the ben-
efits threshold and therefore disqualify the
applicant. A properly structured special needs
trust may avoid such a disqualification.

G. Medicaid

Medicaid programs pay for medical care and
are governed by state law. Medicaid is needs
based, meaning that the applicant’s income
and assets are measured in order to determine
if Medicaid benefits will be granted. Examples
of Medicaid recipients include: Recipients of
Aid to Families with Dependent Children
(AFDC); Supplemental Security Income (SSI)
recipients; Infants born to Medicaid-eligible
pregnant women; Children under age 6 and
pregnant women with financial needs; Recipi-
ents of adoption assistance and foster care;
and, “Categorically needy” groups in some
states, typically, infants and pregnant women,
certain aged, blind, or disabled adults, chil-
dren under age 21, and institutionalized indi-
viduals who meet income and resources
requirements.

Medicaid recovers its payments pursuant to
42 US.C. § 1396p and Okla. Stat. tit. 63,
§5051.1(D). A Medicaid recipient who asserts a
claim against a third party is required to notify
the Oklahoma Health Care Authority of the
claim and any settlement thereof.* Oklahoma’s
Medicaid recovery statute creates a lien and
authorizes, “other legal action necessary to
recover the amount so paid . . . .”” The lien is
effective upon mailing notice and filing notice
with the Court Clerk of Oklahoma County.”
This lien is preempted by federal law to the
extent it impairs the Medicaid recipient’s prop-
erty interest in the settlement during the life-
time of the recipient.” In Wesley Health Care
Ctr., Inc. v. DeBuono,* the Court held that the
Medicaid statutes do not provide a right for
insurance carriers to collect payment from
third parties.

A “Medicaid Trust” may be utilized to fund
benefits to the injured person which are not
paid by Medicaid. This area of the law is in a
state of flux. The trust must be properly draft-
ed or the trust corpus will prohibit the receipt
of Medicaid benefits.”

H. Medicare

Medicare pays medical bills for people who
are over 65 years old or who are disabled.
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Medicare is not dependent on a finding of
need. It is available regardless of the appli-
cant’s income and assets. It is funded from the
Social Security Trust Fund.

Hospital Insurance (“Part A”) is financed by
payroll (FICA) tax that also pays for Social
Security. Medical Insurance (“Part B”) is
financed by monthly premiums paid by people
who choose to enroll. Recipients become eligi-
ble at 65 if they receive Social Security or rail-
road retirement benefits, if they have worked
long enough to be eligible, or would be enti-
tled to Social Security benefits based on a
spouse’s work record. Prior to age 65, recipi-
ents are eligible for Medicare hospital insur-
ance if they have been a Social Security dis-
ability beneficiary for 24 months, or have
worked long enough in a Federal, State, or
local government job and meet the require-
ments of the Social Security disability pro-
gram.

Submission of medical bills to Medicare is
mandatory.* Some medical providers attempt
to avoid acceptance of below market rate
Medicare payments by refusing to submit their
bills to Medicare and then attempting to recov-
er the full amount of the medical bill from set-
tlement funds. This is called balance billing.
This is prohibited if the patient is entitled to
payment by Medicare.”

It is doubtful that Medicare is entitled to
reimbursement for payments relating to per-
sonal injury cases.” The key regulatory lan-
guage pertains to whether payment by an
insurance carrier may be expected “promptly.”
Medicare will not pay benefits if payment has
already been made or will be made promptly.”
Medicare regulations define prompt payment
as payment within 120 days of the claim.* If
payment by the liability carrier is not made
promptly, then Medicare provides conditional
benefits.*

Medicare is sometimes said to have a “super-
lien.” However, Medicare’s interest is really a
“right of recovery” under Medicare’s terminol-
ogy.” Receipt of the Medicare benefits is con-
structive notice. Medicare is not required to
send a notice of lien, the statute and regula-
tions are notice themselves.” There is a double
statutory penalty for failure to reimburse
Medicare benefits under some circumstances.*
The applicable Medicare regulations are found
in 42 C.ER. 411.20 et. seq. There is a regulatory
formula for reducing the lien, which reduces
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Medicare’s claim by the percentage that the
claimant’s fees and expenses bear to the recov-
ery.” For example, if fees and expenses are 40%
of the gross recovery, Medicare will accept 60%
of its claim. The federal government claims
to be authorized to sue any attorney who
knowingly disregards a Medicare right of
reimbursement based upon provisions in the
Code of Federal Regulations.* In some circum-
stances, Medicare will waive its right of
recovery.”

I. Federal Medical Care Recovery Act

Medical payments made on behalf of mem-
bers of the military and their families are gov-
erned by 42 US.C. § 2651-52 and 32 C.ER.
§ 537.1 et seq. The United States has a right to
intervene or to independently recover from
third party tortfeasors under 42 U.S.C. § 2651.
The right to bring suit directly against the
defendants must be enforced within six years.*

J. Crime Victims” Compensation Acts

Many states have created crime victims’
compensation funds which may be used to pay
for damage caused during criminal acts.” The
statutes often create a statutory right of subro-
gation against the person responsible for the
injury or death of a crime victim who receives
a compensation award.

K. ERISA

Many ERISA insurers claim Federal status as
if there were a monolithic Federal law uni-
formly applicable to all ERISA plans. Unin-
sured, self-funded group health plans main-
tained by multistate employers are governed
by ERISA, and are not subject to the same state
statutes and common law rules of subrogation.
If the plan is an ERISA plan, Federal law gen-
erally applies, but it does not answer every
question about the plan.

A preliminary issue is whether there is a
self-funded plan. Correspondence with the
plan trustees or administrator, and discovery
of the plan documents must be undertaken in
order to verify uninsured and self-funded
status. The plan language must be reviewed.
Some ERISA plans contain make-whole
provisions, or provide that state law controls
questions of interpretation, or are silent with
respect to discretion to interpret the plan.

Interpretations of ERISA vary greatly among
the federal circuit courts of appeal and among
the states. In order to arrive at an opinion
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about the application of an ERISA plan, one
must examine the plan documents and the
state and federal law applicable within the
jurisdiction.

Some courts find that there is no authority
for the court to entertain an ERISA subrogation
case.” Other courts find that the make whole
doctrine applies.”” Another group of courts are
opposed to the make whole rule under ERISA
plans.” The variation of interpretations among
the courts carries through to the ERISA com-
mon fund cases as well. Some courts apply the
common fund doctrine.” Other courts do not
apply the common fund doctrine in the ERISA
context.

Attorneys disbursing funds subject to ERISA
reimbursement claims should be aware of pos-
sible personal liability. In Southern Council of
Industrial Workers v. Ford,* the court found that
a remedy should be fashioned even though the
attorney who failed to honor the ERISA plan’s
subrogation right was not an ERISA fiduciary.
In Hotel Employees & Restaurant Employees Int’l
Union Welfare Fund v. Genter,” an attorney dis-
tributing funds was held liable for failure to
reimburse the ERISA fund.

L. Liens

Liens are created by various Oklahoma
Statutes. By statutory definition, a lien is, “a
charge imposed upon specific property, by
which it is made security for the performance
of an act.”* This has been interpreted to mean
that a lien is a legal right to satisfy a debt from
a particular fund or item of property.” Equi-
table liens and constructive trusts appear to be
recognized in Oklahoma despite language in
some opinions which shows disfavor for
them.”

Oklahoma hospital liens
attach, “upon that part going or
belonging to such patient of any
recovery or sum had or collect-
ed or to be collected by such
patient, or by his heirs, personal
representatives or next of kin in
the case of his death, whether
by judgment or by settlement or
compromise to the amount of
the reasonable and necessary
charges of such hospital for the
treatment, care and mainte-
nance of such patient in such
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.alienisa
legal right to satisfy
a debt from
particular fund
or item of property.

hospital up to the date of payment of such
damages.””

Hospital liens may apply to funds collected
from personal injury cases.® The lien applies to
monetary recovery from the one responsible
for the injury. Hospital liens are limited to,
“that part going or belonging to such
patient.”" Hospital liens apply whether the
funds are recovered through judgment or set-
tlement.”” The amount of the hospital lien is for
the charges that are reasonable and necessary
for the treatment of the patient.” Oklahoma
physician’s liens are similar to hospital liens,
but are covered by a different statute.”

Federal tax liens originate from 26 U.S.C.
§ 6321 et seq. Generally, liens in effect prior to
filing notice of the Federal tax lien have priori-
ty over the Federal tax lien. Priority of security
interests is specified in 26 U.S.C. § 6323. Even
after notice of the Federal tax lien is filed,
many other types of liens will take priority
over the Federal tax lien. Notice of the Federal
tax lien against personal property is filed in the
office within the state in which the property
subject to the lien is situated.® In Oklahoma,
that is the office of the county clerk in the coun-
ty in which the taxpayer lives.®

In Oklahoma, a judgment creates a lien on
the real property of the debtor upon filing in
the county in which the real estate is located.”
Mechanics liens operate in a similar fashion.*®
According to § 142, they are to be filed in the
office of the county clerk in the county in
which the land is located within four months
of the date upon which material or services
used on the land was last furnished. However,
the timing of filing mechanics liens has been
the subject of considerable confusion and con-
troversy.” Accordingly, the
validity of any mechanics
lien should be thoroughly
investigated.

A lien is extinguished
when the underlying claim
for relief is extinguished by
the general statute of limita-
tions of 12 Okla. Stat. §95.”
In Fourth National Bank
of Tulsa vs. Appleby,” the
Oklahoma Supreme Court
addressed the applicability
of 42 Okla. Stat. § 23 to
a conflict involving the
priority of a mechanic’s lien
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with respect to a materialman’s lien. The Court
held that § 23 required them to examine the
statute of limitations applicable to the claims
upon which the liens were based. The Court
determined that the relationship between the
parties was based on an implied contract,
which was governed by a three-year statute of
limitation.”” The Court further held that the
purpose of § 23 was that when a statue of lim-
itations bars a debt, that bar serves to extin-
guish any lien securing the debt.”

Appleby stands for the proposition that 42
Okla. Stat. § 23 is to be interpreted as a time
limitation on liens. In other words, when the
obligation that the lien is based upon is extin-
guished by the general statute of limitations,
Okla. Stat. tit. 12, § 95, then any lien based
upon that obligation which has not been
enforced is time barred as well, unless a more
specific statute controls.

Conclusion

A settlement or final judgment is not always
the end of a lawsuit. Often, it merely repre-
sents a point when new and different lien
adversaries appear in the case. This article
should provide a starting point of the many
claims that must be considered on behalf of the
injured; and a starting point for the many third
party claims against settlement proceeds
which must be taken into account during the
settlement process.
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