LUMP SUM DAMAGES AND PERIODICAL PAYMENTS

Lump sum damages reform

In 1998 the Forum decided to look at alternatives to the principle of lump sum damages. At present, no matter how uncertain the future of an injured person, the law provides that a court can only dispose of a case by awarding a lump sum payment (apart from being able to provide for a specific risk of developing a particular problem which can be dealt with by an order for provisional damages). This is most unsatisfactory in the case of catastrophically damaged people, particularly children, whose future financial needs are huge but uncertain in detail, and whose life expectancy is uncertain. The claimant may die early, so that his or her family inherit money provided by the NHS or another defendant for its care, or may outlive the expectation of life estimate, so that he or she becomes a charge on the state. This has become a more acute problem since a court decision in 1998 increased awards to such children to the £2-3 million range.

The parties are able to agree that part of a lump sum award is used or retained by a defendant to provide annuity or periodical payments under arrangements called “structured settlements”. But the court cannot order structured settlements, once agreed they cannot be altered, and current annuity rates are very low. So two questions arise. Should the Courts be given power to order a defendant to make periodical payments? Should a Court be able to alter its award in a particular case if circumstances change?
Adrian Whitfield QC was been asked by the Forum to investigate these and related problems. The working group prepared a paper for consultation and the consultation period finished in May 2000. Consultees responses are at present being reviewed and collated for presentation to the Forum at its September 2000 meeting.
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PREAMBLE

1.
This paper explores fresh ways of awarding compensation when people are injured or killed by the negligence of others, whether in the hospital, on the road or in the factory.  Although prepared by the Clinical Disputes Forum, a group concerned with improving the legal systems method of handling claims against health care providers, its proposals would apply to all personal injury claims.

2.
Currently (unless both sides agree otherwise) the Court can only compensate for personal injury or death by awarding a ‘lump sum’.  This is a once and for all final payment, which cannot be altered even if circumstances change.  Only rarely do both sides agree on a different approach, usefully in the form of a ‘Structured Settlement’.  Under this system compensation is paid partly by a lump sum and partly in the form of tax-free and index-linked instalments which continue for a period, usually until the death of the person being compensated.

3. However, there are disadvantages to the current system.

· Courts cannot order structured settlements.

· Courts can only order periodical payments if everybody in the case agrees.

· Once a structured settlement or periodical payments order has been put in place, it cannot be altered, even if the circumstances change, for example if the Claimant’s needs dramatically increase or dramatically decrease.

4.
In the past, Law Commission and other reports have from time to time discussed the possibility of giving the Courts power to order periodical payments.  There have always been objections - that it would be costly, that it would lead to uncertainty, that people want to see the end of litigation and stand on their own feet, that it would lead to insurers spying on claimants, that insurers would need to close their books, and several others.

5.
However, the Clinical Dispute Forum believes that the current situation needs to be changed because

· technological changes are radically altering the nature and costs of equipment for disabled people:

· the life expectancy of disabled people continually improves with medical advances, and it is therefore becoming more and more difficult to predict their needs for decades ahead:

· a claimant may live longer than predicted (and thus be under-compensated) or shorter than predicted (and thus be over-compensated).

6. This paper is an attempt to propose a workable solution, namely that:

· the Courts could order periodical payments as part of the compensation for injury or death where it was just to do so:

· they could not only link those payment to the life-span of the Claimant, but also to appropriate inflation proofing indices

· such payments would be tax-free in the hands of the recipient.

· such payments could be reviewed to meet changing circumstances, subject to strict court control to deter petty or repeat applications for review.
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1.
The purpose of this paper is to consider possible alternatives to the present system of compensation for damages for personal injury.

2.
Under the current law the powers of the court are limited to the following alternatives:

(a) an order for “lump sum” damages;

(b) an order for “provisional damages”, which can only be made where there is

“proved or admitted to be a chance that at some definite or indefinite time in the future the injured person will, as a result of the act or omission which gave rise to the cause of action, developed some serious disease or suffered some serious deterioration in his physical or mental condition:”

Supreme Court Act 1981, s.32A(1);

(c) approval of a structured settlement (under which part of the compensation is in the form of a stream or streams of tax-free and (usually) index-linked periodical payments);

(d)
with the consent of the parties;

“an order under which the damages are wholly or partly to take the form of periodical payments:”

Damages Act 1996, s.2(1).  Such payments are also tax-free: Taxes Act 1988, Section 329AA(i)

3.
All such remedies have significant limitations.

4. Lump Sum Damages

This traditional method of compensation has the advantage of certainty and finality.

However,

(a) in cases of continuing loss an award depends on assessment of the duration and contingencies of life, which are unpredictable;

(b)
in cases of major injury, the time needed to make a final prognosis delays the final award and thus delays rehabilitation, unless liability is clear enough to justify interim payments;

(c)
calculation of the multiplier depends on the discount rate, i.e. the assumed net real rate of return on the assumed investment of the unused part of the lump sum.  Because this will vary over any significant period of time, compensation is related to the time of assessment and not necessarily to the time of need;

(d) a lump sum is not true compensation for continuing loss and need;

(e)
a lump sum may well not be spent on the needs for which it was awarded, while the claimant (who may well have been compensated out of public funds anyway) receives his care at further public expense.

5.
Provisional Damages

These have no application to most cases of serious injuries such as brain or spinal injury, as these are immediate and unlikely to be followed by “serious deterioration in . physical or mental condition”.

6.
Structured Settlements

(a) Top-down Structured Settlements

In the United Kingdom, these by tradition have been predominantly “top-down”, i.e. have involved the application of part of the lump sum compensation either to the purchase of annuities or as consideration for “self-funded” periodical payments from Government Departments.  The current problem is that annuity rates are low: the Treasury require self-funded payments to match annuity rates: and because of a perception that structured settlements do not generate enough money to meet the projected needs which form the basis of calculation, many advisers shrink from recommending them, while the remainder only apply a small part of the whole to a structured settlement.

(b) Bottom-up Structured Settlements

Under this arrangement the parties do not capitalise recurrent loss and expense and then use part of the notional lump sum as consideration for periodical payments.  Rather, they agree that the defendant should replace part of the recurrent loss and/or expense by periodical payments without going through that artificial capitalisation process.  The annuity rate thus is or should be irrelevant.  It is surprising that this simple solution is not more frequently used.  It may be symptomatic of general lack of familiarity with bottom-up structures that the definition of “Structured Settlement” in the Practice Direction to Civil Procedure Rule 40 actually excludes consideration of bottom-up structured settlements.

(c) Limitations of Structured Settlements

A more general problem is that once put in place no structured settlement of either type can be altered, so the prediction of recurrent needs must be accurate, particularly if the proportion of compensation structured is large in comparison with the remaining contingency fund.   Finally, the courts have no power to impose structured settlements: all depends on the consent of the parties.

7. Damages Act 1996

Section 2(1) of the Act was described by Lord Steyn in Wells -v- Wells (1999) AC345 at 384B as a “dead letter”.  It is surprising that this is so.  Government Departments fund damages on a “pay-as-you-go” basis out of annual funding and thus, with a 3% discount rate (and even more so with any lower discount rate) may well in large cases be far better off funding annual needs out of current income than meeting large lump sum payments.

8. A New Approach

Lord Steyn, in the passage cited, continued:

“The solution is relatively straightforward.  The court ought to be given the power of its own motion to make an award for periodical payments rather than a lump sum in appropriate cases.  Such a power is perfectly consistent with the principle of full compensation for pecuniary loss.   Except perhaps for the distaste of personal injury lawyers for a change to a familiar system, I can think of no substantial argument to the contrary, but the judges cannot make the change.  Only parliament can solve the problem.”

More recently, giving the Long Fox lecture at Bristol University on 18th November 1998, the Lord Chancellor said:

“I would like to turn away for a moment from questions about when or whether particular treatment was (or will be) properly given to an individual patient.  I will ask you to think about whether our traditional approach to putting right what has been found to have gone wrong is necessarily the best one.  I have mentioned the escalating cost of compensating plaintiffs by paying them lump sum awards.  Of course wrongs must be properly righted.  But we should perhaps question (as did the House of Lords) whether making large lump sum payments is the best way of providing for the future care of patients and others who have suffered injury as a result of negligence.

The problem is that, however well intentioned the lump sum, and the chosen interest rate, may be, the sum determined can turn out too much, or too little.  It cannot, surely, be beyond our wit, perhaps through the medium of an insurance backed indemnity to devise a means of allowing these plaintiffs, through the balance of their lives, to be compensated according as their fluctuating needs actually require.”

9. A new approach?

The time is surely right for considering alternative methods of compensation.  The two passages quoted contemplate court ordered periodical payments.   The first clearly suggests an unfettered judicial power: the second, by use of the word “fluctuating”, that periodical payments ordered by the court should be reviewable.  Thus there are two questions which fall for discussion:

(i) Should the Court have power to order periodical payments without the consent of both parties?

(ii)
If so, should such payments be reviewable and if so in what circumstances?

10. A power to impose periodical payments?

An order for periodical payments should, obviously, only be made in respect of the future.  Here, however, a distinction must be drawn between future expense attributable to the injury (e.g. nursing and therapy needs) and future loss attributable to the injury (e.g. of income or pension entitlement).  Periodical payments of the right level would obviously compensate for the former.  On the other hand, they might not provide appropriate compensation for the latter, because if a claimant’s life was shortened he would be entitled not only to compensation for lost earnings during his lifetime but also to a “lost years award” which would not be satisfied by a periodical payment order.  Therefore such a claimant, particularly if young, would benefit from a periodical payments order covering future needs, but might be better off seeking a capitalised sum in respect of future loss.

Equally, not all claimants would seek a periodical payment order anyway.  The defendant might be insured by a Medical Defence Organisation, a mutual which would not provide the security of a government department or that of the Policyholders Protection Acts 1975 and 1997.  Or the claimant might wish to take a lump sum to set up a business, being of an independent frame of mind.

These considerations suggest that the court should have a broad discretion to order periodical payments in respect of any part of a claim for future loss or expense where it appeared just to do so.  Guidelines would clearly develop.  Where both parties agreed about the desirability or otherwise of awarding periodical payments in respect of any one part of the claim, the Court would clearly be reluctant to depart from that consensus.  Where they disagreed, the Court should have a power to impose whatever solution seems the most just, having regard to all the circumstances including the sort of factors just mentioned and, in particular where the claimant is a child or patient, the provision of adequate security for the protection of life-long periodical payments.

11. Should periodical payments be index-linked?

Until Wells, the hypothesis was that the claimant would overcome the effect of inflation by prudent investment in a mixed “basket” of equities and gilts.  Since Wells, the hypothesis is that he is protected by investment in ILGS, stock whose real value is preserved by linkage to the retail price index.  If periodical payments are ordered, it is plain that receipt year on year only of the initial nominal value of the multiplicand would under-compensate the plaintiff.  Therefore, some sort of index-linking must be adopted.  It would be simple to link only to RPI, but of interest that the Pearson Commission, Cmnd. 7054, recommended at paragraph 660:

“that periodic payments should be re-valued annually in line with the movement of average earnings.”

Logically, it would seem that linkage should be related to the relevant head of compensation, thus:

· the cost of services should be linked to earnings

· the costs of goods should be linked RPI.

In the days of the widespread use of computers, this should not present an insuperable problem.  We understand that linkage other than to RPI would require a change in Treasury guidelines and DTI rules, but we cannot believe that these changes are unattainable.

12.
Should periodical payments have the same tax status as annuities under a structured settlement?

Section 329AA of the Taxes Act 1988 provides:

“(i)
Where -

(a) an agreement is made settling a claim or action for damages for personal injury on terms whereby the damages are to consist wholly or partly of periodical payments; or

(b)
a Court awarding damages for personal injury makes an order incorporating such terms, the payments shall not for the purposes of income tax be regarded as the income of any other persons mentioned in sub-section (ii) below [i.e. the claimant, his receiver or trustee] and accordingly shall be paid without any deduction under Section 348(1)(b) or 349(1)”.


We suggest that consistency with this provision must dictate that payments made under an order for periodical payments should not be subject to deduction of tax in the hands of the recipient.

13.
The relationship of periodical payments to structured settlements

Logic dictates that the Court should have the power to order periodical payments to compensate for appropriate heads of future expense (and occasionally future loss): to link payments to the appropriate index: and thus such payments should be tax-free.  In effect,  it suggests that the Court shall have powers analogous to those of imposing bottom-up structured settlements.

The Law Commission in its paper “Structured Settlements and Interim and Provisional Damages”, Law Com. No. 224 at 3.49-50, has opposed giving the Court power to impose structured settlements on two principal grounds, namely that a right of appeal would sabotage all annuity offers (which must be taken up within the limited time) and because it was the practice of the parties to negotiate a discount of the sum upon which the structured settlement was based to reflect the benefit of a structured settlement to the claimant and the administrative costs and inconvenience for the insurer.  However, with the passage of time these objections have lost their force.  Bottom-up structures are based on needs not annuities, and would not be sabotaged by appeals: discounts are a thing of the past.  While the first objection makes the ordering of top-down structured settlements difficult, we see no objection to a system which permits a Court to order periodical payments, even if those payments have the characteristic of those entered into under a consensual bottom-up structure.

14.
Should periodical payments orders be reviewable?

Reviewability is a concept, which embraces a number of alternatives.  It can either mean that new money is allocated, or that existing entitlements reduced: alternatively, it could merely mean that the existing award was re-structured so as to alter the balance between lump sum and periodical elements in award, e.g. by reducing and capitalising part of the periodical payments.  Reviewability could be automatic (e.g. at fixed time intervals), at times prescribed by the original order (e.g. when a child claimant attains majority), in defined circumstances (e.g. on the worsening of a medical condition or change in social circumstances) or at the parties discretion.

15.
The Law Commission (Law Com No. 224 at p. 3.85) came out against making structured settlements reviewable for a number of reasons:

· if a defendant has the right to apply for a review downwards, that could prompt malingering by and therefore undesirable surveillance of claimants

· the possibility of future review might deter a defendant from agreeing to enter into a structured settlement

· knowledge that a structure was reviewable might encourage less careful formulation of the initial claim

· claimants might seek review for reasons of dissatisfaction rather than need

· reviews would be costly.

These considerations are really based on the fear that any power to review might be abused and that costs would be incurred unnecessarily.   However, it should be perfectly possible to discourage unmeritorious applications to review by a combination of two mechanisms:

(i) Initial court order: courts should prescribe circumstances in which an application  to review would be permitted (e.g. on a claimant attaining majority) and circumstances in which an application could not be permitted (e.g. not within the  next five years);

(ii)
Costs: for example, there could be a rule that the maker of an application should pay both sides costs unless he achieved a variation in his favour of at least 10% of the value of the payment to which the application related, calculated as at the date of the application.

We would add that linkage of periodical payments to the appropriate index would go a long way to reducing the need for review.

16.
The position of the Defendants

The further objection to reviewability might be the fear that the defendant would be unable to close its books.  However, our understanding is that as Government Departments pay damages out of current revenue, periodical payments would not only present no administrative problem but would offer considerable cash-flow advantages.  The position of liability insurers is more troubling.  However, an article in “Quantum” of 21 April 1999 by Malcolm Henké, head of Motor at Davies Arnold Cooper, who is a member of the CDF working party on this subject, states:

“The plaintiff’s future needs would be catered for on the basis of a review system.  It would not be difficult to create an organisation designed to professionally assess on-going needs for individuals in such circumstances.  Realisation of lost earnings, medical expenses and treatment, aids and equipment etc. could all be regularly reviewed and appropriate adjustments made to the annual fundings.  In this way, both the plaintiff and the compensator achieve certainty.

It is often argued that the hardy plaintiff who prides himself of appropriate compensation by playing down his injury, making an early return to work will simply be “learning to live again”.  In the compensation system described above, such plaintiffs would not be penalised.  The plaintiff who chooses to sit back and do little would fall foul of further assessment.  The plaintiff who elected to rebuild his life but through no fault of his own failed to do so would be re-assessed and compensated accordingly.”

Even if Government Departments and insurers did not contribute to a “review fund”, it should be possible for applications for review to be made to the courts, just as applications are made to the court for further damages under the provisional damage system.

17. Reviewability and taxation

If periodical payments were receivable free of tax, that advantage might disappear on review, as the new payments would not be treated by the revenue as repayment of a fixed debt.  If, therefore, a system of reviewable periodical payments was to be introduced, legislation should be introduced to continue any tax advantages attached to periodical payments after review.

18. The protection of defendants

Under Part 36 of the Civil Procedure Rules a defendant’s offer to settle a money claim requires a Part 36 payment.  This implies that a defendant cannot protect himself against costs in a personal injury action by offering a structured settlement or periodical payments, however generous.  However, Part 36 does not refer to Part 44(3)(4)(c), which provides that:

“In deciding what order (if any) to make about costs, the Court must have regard to all the circumstances, including 

(a)
the conduct of all the parties ...

(c)
any .. admissible offer to settle made by a party which is

drawn to the court’s attention (whether or not made in accordance with Part 36)”.

This provides at least some level of protection for a defendant who offers a structured settlement or periodical payment.  We would recommend that Part 36 is amended so as to draw attention to this useful provision, for even if no changes are made in the law it is surely right that a defendant left with a large claim for damages and who 

wishes to offer compensation including periodical payments should enjoy, and be seen to enjoy, protection on the issue of costs.


QUESTIONS FOR CONSULTATION
1. Should the Courts have a power to order periodical payments as well as and/or instead of ‘lump sum’ compensation,

· in personal injury cases?

· in fatal accident cases?

2. If so:

(a) should the discretion to make such an order be unfettered by legislation, leaving the Courts to develop guidelines?

(b)
Alternatively, should legislation restrict such a power, for example:

· If either a claimant or any defendant established specific grounds for objection: if so, what should be a valid ground for such objection?

· In any other circumstances, and if so which?

(c)
In particular, should special circumstances apply in the case of litigants who are children or patients, and what provision should be made to protect them?

3. Should payments under any such order:

(a) be index-linked?

(b) If so, should they be linked

· only to one index (e.g. R.P.I. or average earnings), and if so to which index?

· alternatively, to different indices to reflect different categories of future loss and expense?  For example, should compensation for care and other personal services be linked to the average earnings index while compensation for extra equipment be linked to R.P.I.?

4. The future security of periodical payments is a matter of obvious concern.  Different defendants (government departments, defendants who are insured and defendants backed by medical defence organisations) necessarily offer different levels of security to claimants.

· How can this concern be met?

· Should there be amendment or extension of the Policyholders Protection legislation, and if so what should it be?

· What should the position be in relation to defendants to whom that legislation does not apply?

5. Should periodical payments be ordered on a “once-for-all” basis, or be reviewable?

6. If they are to be ordered on a “once-for-all” basis, could the Court (whether or not payments were ordered to be index-linked) order periodical payments at different rates in respect of different periods of time?

7. How should periodical payments, as originally ordered and/or on review, be treated for tax purposes?  Should they be free of tax in the hands of the recipient, like payments under structured settlements?  Should any part of the payments (e.g. that which reflects a claim for lost earnings) be treated differently from the rest?

8. If periodical payments are to be reviewable,

(a) should a lump sum awarded at the same time also be reviewable?

(b)
should a review be confined to restructuring the existing award by adjustments between lump sum and periodical payments, or could it provide for an increase or decrease in the award in order to meet changing circumstances?

(c)
Should the Court which made the original order have the power to specify a 


date on which and/or circumstances in which the award could be reviewed?

(b) Should a review be something, which could be applied for by any party to the litigation (including a litigation friend?)

(e)
Should the Court of Protection have the power to make an application for a review on behalf of a claimant whose funds it administers?

9. How should review applications be made?  Should they be made to the Court, which made the original order?  Or would it be possible, and if so preferable, to set up a review panel of assessors: if so, how would that work?

10. Would it be possible and if so sensible to have a two-tiered review system with the original application and objection on paper, and an oral hearing only if one side objected to the decision made by the Court or review panel on the papers?

11. Who would pay for increases in awards ordered on review?  The original defendant/insurer?  Or would it be practicable, and if so preferable, to set up a “review fund” or “review funds” out of which increased payments ordered on review could be made, funded by levies on government departments/insurers, medical defence organisations?  If not, why not?  If so, how could such a system be made to work?

12. How should the costs of a review application be met?  Should the practice reflect the costs provisions in the Civil Procedure Rules, including the protection afforded (under Part 36 of the CPR) to those who make offers to settle?  Or should there be a more stringent rule designed to deter applicants by penalising them unless they achieved a defined level of success?  If so, how should that more stringent rule be framed?

Adrian Whitfield QC

