* bankruptcy court, a debtor can emerge from bankruptcy
still in possession of whole life insurance policies and

Life Insurance and Annuities
May Insulate Some Assets From Loss
In Unexpected Bankruptcy Filings

By STEPHEN Z. STARR AND BRIAN C. BANDLER

goals, such as buying a new home, retiring early, or

earning greater investment returns. No one usually
plans to file for a personal bankruptcy. However, the
need to file for personal bankruptcy can arise from a va-
riety of circumstances, and many individuals are more
at risk for bankruptcy than they might imagine. (See box
on page 29.)

New York State residents faced with this type of un-
expected crisis can be better prepared for it if they have
made contingency plans using whole life insurance and
annuities.

These plans can provide flexibility that is distinct
from traditional alternatives to bankruptcy filing, such
as repayment plans made through credit counseling ser-
vices or a debtor’s out-of-court workout with creditors.
Nor do they involve the eligibility requirements for fil-
ing one type of bankruptcy as opposed to another and
the respective advantages and disadvantages of each.!

I ndividuals often have long-tefm financial plans and

The exemption for the cash value of whole life insur-

ance, and to-a lesser extent annuities, provides honest
debtors with a way to preserve assets when faced with

bankruptcy. Assuming that the claim of exemption for

such insurance and annuities is not set aside by the

annuities and be free to receive such annuity payments,

* draw upon the cash value of such policies or maintain

the policies for the insurance protection they provide.
This will help the debtor achieve a fresh start, which is
one of the principal goals of bankruptcy.

Overview of Bankruptcy Process
The filing of a bankruptcy petition creates an estate
consisting of the debtor’s property wherever located.”

Howeéver, the debtor is allowed to claim certain prop-

erty as exempt by listing it on a schedule of exemptions
and indicating the legal basis supporting such exemp-
tion claim.?

An exemption is an interest of the debtor in property

withdrawn from the estate (and hence from creditors)

for the benefit of the debtor.* Because New York has
“opted out” of the federal exemption provisions applic-
able to bankruptcy, a New York resident must look to
the New York state exemption scheme to determine the
permissible exemptions.” Unless a party in interest
raises a timely objection to a claimed exemption, such
property is exempt.® (See the box on page 30 for a sum-
mary of major New York exemptions.)

Because the majority of individual bankruptcy filings
are under Chapter 7 of the Bankruptcy Code, (the
“Code”), the focus of this article is on Chapter 7 (liqui-
dation), rather than on Chapter 13 (wage earner repay-
ment plans) or Chapter 11 (reorganization). In Chapter
7, a trustee is appointed® by the U.S. trustee to marshal
and liquidate the assets of the estate to raise cash to pay
off creditors.? To the extent that an exemption claim is
successfully challenged by the bankruptcy trustee, the
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property claimed as exempt comes into the estate for the
benefit of creditors.

Pre-Bankruptcy Exemption Planning

For those who have the financial means, establishing
specialized trusts can be an effective means of asset pro-
tection. For a number of reasons, however, asset protec-
tion trusts may be particularly vulnerable in the event of
bankruptcy, or otherwise not suitable for the average
debtor. (See the box on page 31.)

Relocation to another state to take advantage of more
favorable homestead exemptions also has drawbacks.
(See the box on page 34.)

Before bankruptcy, a certain measure of asset protec-
tion in the form of pre-bankruptcy exemption planning
may be obtained by converting non-exempt assets into
exempt assets."” In support of such planning, the Second
Circuit Court of Appeals has held that “[e]ven the con-
version of non-exempt property into exempt property
by an insolvent contemplating bankruptcy has been
held a transaction not intended to defraud creditors in
the absence of extrinsic fraud.”™ Although the Code
does not explicitly authorize pre-bankruptcy exemption
planning, the holding of the Second Circuit is consistent
with the legislative history of the Code."

Exemption for life insurance policies For certain
beneficiaries, New York law exempts the proceeds of life
insurance policies, including the cash value of whole life
policies.”® The New York Insurance Law provides that:

If a policy of insurance has been or shall be effected by
any person on his own life in favor of a third person
beneficiary, or made payable otherwise to a third per-
son, such third person shall be entitled to the proceeds
and avails of such policy as against the creditors, per-
sonal representatives, trustees in bankruptcy and re-
ceivers in state and federal court of the person effecting
the insurance."

The term “proceeds and avails” is defined in connec-
tion with life insurance policies to include:

death benefits, accelerated payments of the death bene-
fit or accelerated payment of a special surrender value,
cash surrender and loan values, premiums waived, and
dividends, whether used in reduction of premiums or
in whatever manner used or applied, except where the
debtor has, after issuance of the policy, elected to re-
ceive the dividends in cash.!”

New York law has generally equated ownership of
the insurance policy as equivalent to “effecting” the pol-
icy within the meaning of Insurance Law § 3212."

If a beneficiary “effects” insurance on her/his
spouse, the proceeds will also be exempt from the
spouse-beneficiary’s creditors.”” Thus, where the spouse
of the insured is both owner and beneficiary of the pol-

icy, the benefits will be exempt from both the claims of
the insured’s creditors and the spouse’s creditors.

The case of In re Rundlett'® illustrates how this ex-
emption works. In Rundlett, the debtor was the widow
of the chairman of an investment banking firm and had
signed certain personal guarantees of her husband’s
debts before his death."” At the time of his death, five life
insurance policies were in force covering the debtor’s
husband'’s life and naming the debtor as beneficiary. The
debtor received the proceeds of these policies totaling
$3.5 million and spent approximately $1.2 million before
her bankruptcy.
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In her bankruptcy, the debtor sought to exempt the
entire $3.5 million in insurance proceeds. The bank-
ruptcy court had found that only $603,098 in proceeds
of two policies that were assigned to the debtor by her
husband were entitled to exemption, and that the re-
maining $2,924,903 was non-exempt. On appeal, the
District Court reasoned that only the proceeds of two
policies assigned to the debtor by her husband were “ef-
fected” by the debtor such that they would be exempt
from the claims of her creditors.” In addition, the ruling
was based on the fact that the debtor’s husband had
purchased four of the five insurance policies, while his
company had purchased the fifth policy. Regarding the
policy taken out by the husband’s company, the District
Court upheld the bankruptcy court’s ruling that where
a corporation takes out an insurance policy on the life of
a shareholder, the shareholder’s wife cannot be re-
garded as having effected the insurance.?!

Life insurance policies, to the extent of their cash or
surrender value while the insured is alive and the death
benefit proceeds after the insured’s death, are subject to
federal estate and gift taxes if the policies are owned by
the insured, her/his spouse or another individual. An
irrevocable transfer of an existing life insurance policy
to a life insurance trust can serve both to exclude the

policy and its proceeds from the debtor’s bankruptcy es-
tate, and exclude the policy from the debtor’s estate for
federal estate and gift tax purposes. If the debtor lives
for three years after transferring ownership of an exist-
ing life insurance policy on her/his life to a qualified
trust,” the proceeds will avoid estate taxation both at
the debtor’s death and at the death of her/his spouse.
Instead, the life insurance is taxed at its value at the time
it is given to the trust, when its value may be fully or
partially sheltered from gift tax by the $10,000 annual
exclusions available to the debtor and her/his spouse.
In addition, if the trustee of the insurance trust is the ap-
plicant for and the original owner of a new policy on the
debtor’s life, the death benefit paid on the new policy
will not be subject to estate tax at the debtor’s death,
even if he/she dies within three years after the policy
was purchased.

Purchase of annuities At first glance, New York ap-
pears to provide a potentially unlimited exemption for
annuities,” regardless of whether the debtor is in bank-
ruptcy. The law provides that when a debtor pays the
consideration for an annuity contract, the annuity con-
tract and “benefits, rights, privileges, and options”
thereunder due or prospectively due, are not subject to
execution.** A judgment debtor/annuitant may only be
compelled upon court order to “pay to a judgment cred-
itor . . . a portion of such benefits [under an annuity
contact] that appears just and proper to the court, with
due regard for the reasonable requirements of the judg-
ment debtor and his family, if dependent upon him.”?
Thus, under New York state law, as a matter of debtor-
creditor law, annuities can be a useful asset protection
device for residents who may be faced with adverse
money judgments.

However, in bankruptcy the debtor will be allowed
only a $5,000 exemption if the annuity contract was “ini-
tially purchased by the debtor within six months of the
debtor’s filing a petition in bankruptcy” and “not pur-
chased by application of proceeds under settlement op-
tions of annuity contracts purchased more than six
months before the debtor’s filing a petition in bank-
ruptcy or under settlement options of life insurance
policies.”%

Thus, if an annuity is purchased as a pre-bankruptcy
exemption planning device within six months before a
bankruptcy filing, a debtor will be limited to the $5,000
exemption. If purchased more than six months before a
bankruptcy filing, depending upon the “reasonable
needs of the judgment debtor and his family, if depen-
dent upon him,” the debtor may be able to claim the en-
tire annuity as exempt.” However, in the face of an ob-
jection, the bankruptcy court would then determine
what amount of the annuity should go to the debtor’s
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bankruptcy estate for the benefit of creditors and what
amount should remain property of the debtor.”®

Transfer Issues

A fraudulent transfer cause of action under the Code
essentially requires either actual fraud® or that the
debtor, while insolvent, received less than reasonably
equivalent value for the transfer.*’

Under the Code, insolvency is defined as “the sum of
. . . debts greater than all of such entity’s property, at a
fair valuation” exclusive of any fraudulently transferred
or concealed property, or exempt property.>! A trustee in
bankruptcy can bring an action to set aside a fraudulent
transfer under New York law,*? with a six-year reach-
back period,® rather than the one-year reachback period
contained in the Code.*

The Second Circuit Court of Appeals has held that a
transfer before bankruptcy of non-exempt assets does
not ipso facto compel the conclusion that there was an ac-
tual intent to hinder, delay, or defraud creditors; rather,
intrinsic evidence of an actual intent to hinder, delay, or
defraud creditors must be established beyond the mere
fact of the transfer.® Lawful exemption planning is per-
missible. (See the box on page 37.)

In addition, assuming the debtor is not insolvent, the
transfer of assets as part of estate planning or tax plan-
ning may avoid characterization as a fraudulent con-
veyance.

Denial of discharge issue One of the main goals of a
personal bankruptcy is to obtain a discharge of indebt-
edness.* Although most unsecured obligations are sub-
ject to discharge, the Code provides that certain classes
of obligations are automatically excepted from dis-
charge” or are excepted from discharge upon order of
the bankruptcy court.®

A debtor may also be denied a discharge in bank-
ruptcy of all obligations, if there was a fraudulent con-
cealment of assets” within one year before the bank-
ruptcy petition was filed”’ or one year afterward.*!

In the case of In re Carletta,*? husband and wife joint
debtors residing in New York, on the advice of counsel,
used non-exempt cash and a tax refund to purchase two
universal life insurance policies for initial premiums of
$3,500 and $4,062 respectively. A creditor filed a com-
plaint in their bankruptcy seeking to deny the debtors’
discharge pursuant to Code § 727(a)(2)(A).* The
debtors denied that they made the transfers with actual
intent to hinder, delay, or defraud a creditor.* The bank-
ruptcy court ruled that no intent to hinder, delay or de-
fraud creditors was present, reasoning as follows:

Debtors did not engage in sharp dealings, act in a se-
cretive manner or make misrepresentations to creditors.
Debtors’ pre-bankruptcy planning was not accompa-
nied by concealment or conduct calculated to mislead

creditors. Debtors clearly revealed their actions and
simply followed counsel’s advice in effectuating their
rights of exemption as set forth by the New York legis-
lature. . . . It is not unusual for debtors to convert sub-

CONTINUED ON PAGE 34
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-Rules Covering Homesteads

CONTINUED FROM PAGE 31

. stantially all of their assets into exempt property on the
eve of bankruptcy. For the Court to render a per se rule
that this is sufficient extrinsic evidence for a finding of
actual intent to defraud would effectively swallow
Code § 727(a)(2).8

The Carletta court distinguished the case before it
from Norwest Bank Nebraska, N.A. v. Tveten,® in which
the debtor was a physician who converted $700,000 of
non-exempt property into exempt property on the eve
of bankruptcy. The Carletta court found that while the
amount of non-exempt property converted to exempt
assets is relevant to a Code § 727(a) determination, this
fact alone is not dispositive, because a holding of fraud
is fact-specific in each case.”

By contrast, in the case of In re Portnoy,* the debtor
had personally guaranteed a bank loan in excess of $1
million. Less than 17 months later, the debtor trans-
ferred substantially all of his assets valued in excess of
$700,000 to an offshore trust based on the island of Jer-
sey.* More than five years later, the debtor filed a vol-
untary Chapter 7 petition.”’

In the debtor’s schedules, the debtor in Portnoy iden-
tified his interest in the offshore trust as being limited to
his status as “one of the beneficiaries as determined by
the [offshore trust] trustees in their sole discretion.”*!
Based on this and other facts, the bank then brought a
complaint for denial of discharge pursuant to Code
§ 727(a)(2)(A) and (a)(4). The bankruptcy court denied
the debtor’s motion for summary judgment, finding
that triable issues of fact existed concerning the debtor’s
intent in transferring the assets to the offshore trust™
and concerning whether his failure to list his “control
powers” over the trust assets in the schedules to his
bankruptcy petition was knowing or reckless.®

Although the debtor’s transfer of assets occurred out-
side of the one-year period before a bankruptcy filing
specified in Code § 727(a), the court stated that “’con-
tinuing concealment’ of property will be found to bar
the debtor’s discharge when he continued to conceal the
existence of the property with the intent to hinder, delay,
or defraud.”*

Denial of discharge is most likely to pose a problem
in exemption planning involving the purchase of life in-
surance or annuity contracts where a very large lump
sum cash payment is used to acquire life insurance
shortly before filing bankruptcy, or a little more than six
months before filing bankruptcy in the case of an annu-
ity. The other factor to consider is how much whole life
insurance coverage is acquired. To the extent that the
total coverage is entirely out of proportion to the
debtor’s income and anticipated needs of her/his de-
pendents in the future, the risk increases that discharge
may be denied.
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Conclusion

Whole life insurance provides a significant exemp-
tion for New York State residents that should not be
overlooked in exemption and asset protection planning.
In the case of married couples, maximum protection
will be gained if each spouse is the owner and benefi-
ciary of a policy on the other spouse. Moreover, life in-
surance held by an irrevocable trust may be excluded
from the debtor’s bankruptcy estate and also excluded
from the debtor’s estate for estate and gift tax purposes.

The greater the time period from the acquisition of
such insurance or an annuity contract to the filing of
bankruptcy, the less likely that an exemption for such in-
surance or annuity may be subject to a claim of fraudu-
lent conveyance. The exemption planning transaction
may be insulated from being treated as a fraudulent
conveyance if the debtor was solvent at the time he/she
purchased insurance or an annuity contract and can es-
tablish legitimate reasons for the transfer, such as pro-
viding for the debtor’s dependents in case of her/his
disability or death, estate planning or tax avoidance. In
this regard, it would be to the debtor’s advantage to
have the transfer occur as part of a comprehensive es-
tate plan that encompassed tax, estate planning and
asset protection goals, beyond merely pre-bankruptcy
exemption planning. The participation of counsel spe-
cialized in tax and estates, and not just bankruptcy, may
aid the debtor in establishing a basis to protect the trans-
fer from avoidance.

In the absence of actual fraud, the transfer generally
will not be disturbed if the debtor was solvent at the
time, or if the transfer was for fair consideration. How-
ever, if the debtor was insolvent at the time of the trans-
fer, there is a risk that a bankruptcy court in hindsight
will not agree with the debtor’s determination of what
constitutes fair consideration, particularly if the debtor
had substantial assets.

An underlying message in many of the exemption
planning cases, as articulated in the Zouhar™ case, is that
“when a pig becomes a hog it gets slaughtered.” In ex-
emption planning, particularly when an unlimited ex-
emption is available, such as that for life insurance, a
debtor should not be greedy. Rather, the debtor should
make a realistic and reasonable assessment of her/his
assets, current liabilities, future earning prospects and
anticipated future liabilities (such as for dependents,
medical needs, and retirement). If the transaction is later
challenged, the existence of a well-reasoned, contempo-
raneous assessment of the reasons for the transfer may
help prevent it from avoidance.

Finally, in the event of a bankruptcy filing, assuming
that good records are kept regarding the source of the
funds used to acquire the exempt asset, the exempt asset
is fully described in the schedules to the debtor’s peti-

tion, the debtor responds truthfully at the 341(a) meet-
ing of creditors, or any other related discovery, the ex-
emption planning transaction should not be grounds for
denial of discharge pursuant to Code § 727.

1. Individuals are eligible to file for liquidation under Chap-
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Chapter 13.
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