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Thurday, 3 October 2013                                                                                           WRN 13-40  

The WRMarketplace is created exclusively for AALU Members by the AALU staff and 
Greenberg Traurig, one of the nation’s leading tax and wealth management law firms. The 
WRMarketplace provides deep insight into trends and events impacting the use of life insurance 
products, including key take-aways, for AALU members, clients and advisors. 

______________________________________________________________________________ 

TOPIC:  Asset Protection and Life Insurance. 

MARKET TREND:  As the economy fluctuates and more clients become the target of 
litigation, they are seeking ways to protect their assets, including their life insurance policies, 
from potential creditors. 

SYNOPSIS:  Life insurance policies receive special treatment under federal and state creditor 
and bankruptcy statutes.  Exemptions may protect the unmatured life insurance contract, its 
accrued value, and/or the proceeds from a matured policy from the debtor’s creditors.  Federal 
and state exemptions vary widely with respect to the interests and amounts that are exempt.  In 
addition, state laws vary with respect to whether the debtor can elect to use the federal 
exemptions or must use the exemptions allowed by state law.  Although careful analysis is 
required to ascertain the exemptions, benefits and restrictions available to a specific client under 
applicable law, unique planning opportunities exist for asset protection with life insurance 
policies.  Traditional irrevocable life insurance trusts (“ILITs”) continue to provide the best 
creditor protection.  Self-settled asset protection trusts also provide creditor protection but are 
better suited to non-bankruptcy situations.  Asset protection planning must also include an 
analysis of fraudulent transfer considerations. 

TAKE AWAY:  For certain clients, especially those with creditor exposure like real estate 
developers and physicians, life insurance may be the ideal asset to hold as a part of their 
portfolios.  Life insurance policies are granted special exemptions from the claims of creditors 
under federal and state law.  Depending upon applicable state law, it may also be possible to 
protect most, if not all, of the cash value and the proceeds paid at death to a dependent of the 
insured.  ILITs continue to provide the best asset protection planning for both life insurance 
beneficiaries and the insured.   

PRIOR REPORTS:  05-62, 05-42, 04-35, 04-02, 03-134, 03-31.  
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Changing economic circumstances combined with an increasingly litigious society have many 
clients seeking ways to set aside and protect part of their assets for a rainy day.  Federal and state 
laws afford various exemptions and creditor protections to certain assets, including life 
insurance.  The primary purpose of such exemptions for life insurance is the protection of a 
dependent’s interest in the policy in the event of the insured’s death. 

Asset protection planning requires coordination among the client’s advisors and careful 
consideration of the availability, benefits and limitations under both the U.S. Bankruptcy Code 
(the “Bankruptcy Code”) and applicable state law.  Federal and state laws vary greatly with 
respect to the protections afforded to life insurance, particularly with respect to cash values and 
death benefits.  Further, while the Bankruptcy Code allows debtors to elect between the federal 
or state exemptions, applicable state law may require the debtor to use the state law 
exemptions, which tend to be more generous than their federal counterparts. 

FEDERAL BANKRUPTCY EXEMPTIONS   

The Bankruptcy Code provides exemptions for three different life insurance interests: 

• An unmatured life insurance contract owned by the debtor (other than a credit life 
insurance contract).1 

• An aggregate $12,250 (adjusted periodically for inflation) of accrued dividends, interest 
under, or loan value (collectively the “loan value”) of unmatured life insurance contracts 
owned by the debtor, which insure the debtor or an individual of whom the debtor is a 
dependent.2   

• The right to receive death benefit proceeds (or property traceable to such proceeds) from 
a matured life insurance contract that insured the life of an individual of whom the debtor 
was a dependent on the date of such insured’s death, to the extent reasonably necessary 
for the support of the debtor and any dependent of the debtor.3 

STATE EXEMPTIONS 

States provide exemptions for debtors in both bankruptcy and non-bankruptcy situations.  
Exemptions vary widely among states with respect to the exemptions afforded debtors as to the 
life insurance contract, loan value and death benefits.  States also vary as to the exemptions 
available in bankruptcy and non-bankruptcy contexts.  Some states follow the federal scheme 
and provide fairly limited exemptions.  Other states provide much broader and more useful 
exemptions than those available under the Bankruptcy Code, particularly with respect to the 
limitations placed on loan value and death benefit proceeds.  Florida and New York, for 
example, exempt the entire loan value from the owner’s creditors.  This would seem to include 
the loan value of single premium and private placement life insurance policies.  A few states, 
such as California, New York and Illinois, allow life insurance contracts to incorporate 
spendthrift provisions into the terms of the contract, giving the policies a protection equivalent to 
a spendthrift trust.4   

A detailed analysis of each state’s exemptions is beyond the scope of this article.  Advisors 
should confer with appropriate counsel to ascertain the state exemptions available to a specific 
client. 
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LIFE INSURANCE AND ASSET PROTECTION PLANNING 

The special status afforded to life insurance as exempt property in bankruptcy and non-
bankruptcy situations provides a unique planning opportunity for creditor protection (giving due 
regard to fraudulent transfer considerations discussed below).   

Direct Ownership of a Life Insurance Policy.  In addition to the income tax treatment afforded 
to life insurance (e.g., the growth of cash value and ability to access through loans without 
imposition of income tax), for those clients who reside in a state that wholly exempts the loan 
value or that has a high limit on the exemption, ownership of a well-funded life insurance policy 
may also provide the client with a degree of asset protection from creditors in both bankruptcy 
and non-bankruptcy contexts.  Although not efficient from an estate tax perspective, in the 
appropriate circumstances (and jurisdiction) the acquisition of a permanent policy enables the 
client to set aside assets that are exempt from creditors while still allowing the client access to 
the loan value. 

Example:  C, a resident of Florida, acquires a $2,000,000 single premium 
policy insuring his life.  Under Florida law, the loan value of the policy is 
exempt from C’s creditors and is excluded from C’s bankruptcy estate 
should C file for bankruptcy (assuming that the purchase of the policy is 
not determined to be a fraudulent transfer as discussed below).   

It should be noted, however, that if the owner does access the loan value or surrenders the policy, 
those proceeds will not be exempt from current or future creditors.5 

ILITs.  ILITs are typically created for estate, gift and generation-skipping transfer tax purposes.  
However, ILITs also provide a significant degree of creditor protection for the beneficiaries 
while removing the contract, the funds used to acquire the policy, the loan value, and death 
benefits  from the reach of the insured’s creditors.  The drawback - the client loses control over 
the policy and can no longer access the loan value or surrender the policy.  One solution to this 
disadvantage would be to name the client’s spouse as a beneficiary of the trust (as in a spousal 
lifetime access trust or “SLAT”).  As a beneficiary, the spouse would be eligible for distributions 
of income and principal from the trust.  In the event the spouse dies or there is a divorce, the trust 
instrument can define the client’s spouse to mean the person to whom the client is married at the 
time a distribution is to be made. 

Self-Settled Asset Protection Trusts.  If the client is unmarried, or if the client wishes to directly 
benefit from the loan value, several states (such as Delaware, Alaska and Nevada) authorize the 
creation of self-settled asset protection trusts (“APTs”), which may provide more protection than 
the federal and state exemptions.  A self-settled APT is an irrevocable trust, created and funded 
by the client, which authorizes discretionary distributions of income and principal to one or more 
of a group of beneficiaries (i.e., the client and his family).  The client does not retain a right to 
distributions or any other rights over the trust or its assets.  While a life insurance policy that is 
transferred to the APT is removed from the client’s estate for estate tax purposes and is beyond 
the reach of the client’s creditors, the beneficiaries of the APT (including the client) may 
continue to benefit from the loan value during the client’s lifetime.   

Although self-settled APTs should protect the client from general (i.e., non-bankruptcy) 
creditors, changes to the Bankruptcy Code have weakened the effectiveness of APTs in 
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bankruptcy proceedings.  In 2005, §548(e) was added to the Bankruptcy Code which specifically 
targets self-settled APTs.  The new section overrides any conflicting state law and authorizes a 
bankruptcy trustee to void any transfer of property made on or within 10 years prior to filing a 
petition in bankruptcy if (i) the transfer was made to a self-settled trust, (ii) the transfer was made 
by the debtor, (iii) the debtor is a beneficiary of such trust, and (iv) the debtor made such transfer 
with the actual intent to hinder, delay, or defraud any entity to which the debtor was or became 
indebted on or after the date that such transfer was made.6  Given the general purpose of APTs 
and the breadth of § 548(e), it could be difficult for a client to argue that a self-settled APT was 
not made with the actual intent to “hinder, delay, or defraud” a creditor, even though the creditor 
may be unknown at the time the APT is established or is a future creditor. 

Court holdings have also weakened the effectiveness of self-settled APTs in bankruptcy 
proceedings.  A recent case, Waldron v. Huber7, involved an Alaska self-settled APT established 
by Donald Huber (“Huber”), a resident of the state of Washington, a few years prior to filing a 
bankruptcy petition in the state of Washington.  Although Huber transferred significant assets to 
the APT, only a $10,000 certificate of deposit was actually held in Alaska – the other assets were 
located in the state of Washington.  The court upheld the application of § 548(e) of the 
Bankruptcy Code to void transfers to the trust.  Further, because the settlor, beneficiaries, and 
substantially all of the assets were located in Washington, the court held that Washington state 
law applied to the trust (regardless of the fact that the trust instrument designated Alaska as the 
governing law).  Since self-settled APTs are specifically prohibited under Washington law, the 
court held the APT and the transfers to the APT were void under Washington law. 

In light of the diminishing safeguards of APTs in bankruptcy situations, clients will need to 
carefully consider the risks and potential rewards of establishing an APT to protect life insurance 
policies or any other assets.  APTs should be part of a client’s long term planning (the APT will 
need to be in existence for at least 10 years to avoid the application of §548(e) of the Bankruptcy 
Code) and the policies (and other trust assets) should be physically held by the APT’s trustee in 
the state in which the trust is created. 

BEWARE OF FRAUDULENT TRANSFERS – TIMING IS EVERYTHING 

When planning for asset protection, regardless of whether a non-exempt asset (cash) is being 
paid into a life insurance policy to increase the loan value, or life insurance policies are 
transferred to an ILIT or self-settled APT, care must be taken to ensure the transfer does not 
constitute a fraudulent transfer.  A transfer will be deemed to be fraudulent if it is made with the 
intent to hinder, delay or defraud a creditor.  A transfer that is deemed to be actual or 
constructive fraud, and which falls within the limitations period set by the applicable statute 
(whether federal or state), can be voided by the court or bankruptcy trustee.   

Timing is critical for asset protection planning.  It is imperative that such planning, whether with 
life insurance or any other asset, be implemented early - before creditors or potential creditors 
appear.   

TTAKE AWAY 

• For certain clients, especially those with creditor exposure like real estate developers and 
physicians, life insurance may be the ideal asset to hold as a part of their portfolios.   
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• Life insurance policies are granted special exemptions from the claims of creditors under 
federal and state law and provide unique planning opportunities for asset protection. 

• Life insurance contracts are generally exempt from the claims of creditors under federal 
and state law.  Depending upon applicable state law, it may also be possible to protect 
most, if not all, of the cash value and the proceeds paid at death to a dependent of the 
insured. 

• ILITs continue to provide the best asset protection planning for both life insurance 
beneficiaries and the insured. 

 

NNOTES 

                                                
1 11 U.S.C. § 522(d)(7). 
2 11 U.S.C. § 522(d)(8).  “Dependent” is broadly defined to include a spouse of the debtor, regardless of whether the 
spouse is actually dependent upon the debtor.  11 U.S.C. § 522(a)(2). 
3 11 U.S.C. § 522(d)(11)(C). 
4 See, Cal. Ins. Code § 10171, NY Est. Powers & Trusts § 7-1.5(a), and Ill. Compiled Stat. ch. 215, § 5/241. 
5 See, Mulligan v. Trautman, 496 F.3d 366 (5th Cir. 2007). 
6 11 U.S.C. § 548(e). 
7 2013 WL 2154218 (Bk.W.D.Wa., Slip Copy, May 17, 2013). 
 
 
DISCLAIMER  
 
In order to comply with requirements imposed by the IRS which may apply to the 
Washington Report as distributed or as re-circulated by our members, please be advised of 
the following:  
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT 
CANNOT BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY  
THAT MAY BE IMPOSED BY THE INTERNAL REVENUE SERVICE.  
 
In the event that this Washington Report is also considered to be a “marketed  opinion” 
within the meaning of the IRS guidance, then, as required by the IRS,  please be further 
advised of the following:  
 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR  
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE   
WRITTEN ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU 
SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 
 
 
 
The AALU WRNewswire and WRMarketplace are published by the Association for Advanced 
Life Underwriting® as part of the Essential Wisdom Series, the trusted source of actionable 
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technical and marketplace knowledge for AALU members—the nation’s most advanced life 
insurance professionals.  
 
WRM 13-40 was written by Greenberg Traurig, LLP 
Jonathan M. Forster 
Martin Kalb 
Richard A. Sirus 
Steven B. Lapidus 
Rebecca Manicone 
 
Counsel Emeritus 
Gerald H. Sherman 1932-2012 
Stuart Lewis 1945-2012 


