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The need to look
beyond insurance

Risk is a fact of life to be constantly analyzed and
managed. Unfortunately, the time most people
devote to this process is less than the time they
spend planning a summer vacation. So, who
assumes the role of unofficial “risk manager”;
preserving worldly goods and family security? You
guessed it . . . insurance agents. Like it or not, you
are in the asset protection business. But, just how
far can you expect your product (insurance
policies) to go. Every agent knows that insurance
has its limitations. There are times when clients
are underinsured; there are clients who cannot
be fully insured; and there are times when
insurance simply fails to insure. Add to this a
bevy of carriers, who withdraw or are unwillingly
forced from the marketplace, a few insolvencies
here an there, and you know why a growing band
of attorneys and financial advisers are starting to
look beyond insurance; supplementing insurance
coverage with multiple legal strategies, i.e., asset
protection planning.

The next time you are assessing a client’s “real”
need for coverage, consider the following
possibilities; all of which point to the need for
“back-up” protection:;

C The need for a protection structure which can
be used as a replacement to insurance when
premiums rise beyond a client's ability to pay.

C The need for a protection system that can
supplement current insurance, covering gaps in
protection like punitive damages or an
underinsured health condition.

C The need for a protection structure that will
become a back up for times when, for
whatever reason, a lapse in insurance coverage
occurs.

C The need for a protection structure as back-up
when an insurer fails to pay or becomes
insolvent

C When coordinated with estate planning, the
need for a structure to protect inheritances
and estates from frivolous claims and plaintiff
attacks.
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C The need for a structure to protect business
and property owners from new and exotic
environmental liability which may be excluded
by their insurance or entirely unknown by
present standards.

Few would argue that when clients are provided
safe, appropriate and sufficient levels of coverage,
insurance is the world’s most efficient asset
protector . . . a first line of defense . . . a shock
absorber taking the brunt of economic and legal
catastrophe. Today, however, insurance by itself
may not be the sole solution to protecting all
assets because there are pressures at work, both
legal and moral, that go beyond the resolution of
good coverage.

Cost of living

It costs a lot to live today and it will cost a lot
more tomorrow. The question is: Will you miss
something? Will you guess wrong? Will you place
more emphasis on covering one area of need to
the deferment of another?

There are many rules of thumb you can use to
gauge the amount of life or medical coverage
needed to cover loss of life or a major health
condition. But, will the $250,000 life policy you
sold last month leave enough to cover an additional
eight years of medical school for the surviving
dependant who suddenly finds out he wants to be
a doctor? Will the health policy you delivered this
morning cover new treatment options that might
be considered “experimental” today, but standard
procedure years from now? If not, there will be a
huge coverage shortfall. How about the long term
care policy you sold to a middle-aged couple. Will
the $92 daily nursing home care coverage do any
good when inflation has bumped the cost of nursing
homes to $250 per day in 20 years? All of these
examples are possible outcomes that you or your
clients cannot anticipate; or, perhaps you did but
the cost to cover them is NOT currently
affordable.

EXPANDING LIABILITY

The idea of using and needing additional methods
to replace or augment insurance coverage has
more chance to grow today than ever before.
Why? Because the ways to get to you or your
clients are constantly expanding. Consider this



partial list;

Direct liability
Imputed liability
Joint liability
Excessive debt
Negligence
Contract disputes (oral and written)
Ownership related liability
Environmental hazard
Safety issues
High risk occupation
Status (Officer or Director)
Business risk
Employees
Market trends
Unfair trade practices
Partnership obligation
Government obligations
Code violations
Taxes

Face it, your best efforts to limit a client’s financial
and legal exposure cannot insure that policy limits
will be breached or, by exclusion or technicality,
completely fail.  Furthermore, our country’s
expanding liability policy almost guarantees

Expanding liability theory

Courts make legal decisions based on
precedent. Most attorneys and students of
law believe ours’ is a system destined to
expand liability because each decision in the
chain sets the stage for the next step of
expansion. This, coupled with the willingness
of judges and juries to expand legal theories
of liability, leaves uncertainty and exposure
for anyone who relies on traditional methods
of protection planning.

that along the way you will miss something. Just
think about the thousands of legal decisions each
year based on precedent. A new case “borrows”
something from a previous case; another viewpoint
is borrowed from a different case; and so on and
so on. Soon you have a completely different “spin”
on the original decision. Undoubtedly, someone
will tie the McDonald’s “too hot coffee” case to
“hot soup” or “hot egg rolls”. These cases could
be the springboard to “too cold food” or even
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“bad tasting food”. Under conditions like this, it
will be difficult if not impossible to cover your
clients for every possibility or problem.

COST OF DEFENSE

Just as important as expanding liability is the
outrageous cost of defense. A single mistake or
accident that exceeds policy coverage can bury a
client. And, in cases where punitive damages are
involved, there may be no coverage at all. Quite
simply, our tort system does not favor defendants.
It has been said that “once you have been sued,
you've already lost”. A defendant can incur years
of legal fees simply responding to a lawsuit -- even
if he is found completely free of any liability. In his
book The Litigation Explosion, Walter Olsen
argues that “a litigator can come around, dump a
pile of papers on your front lawn and you can go
literally broke trying to respond to it”.

Deep pocket pursuit

People work the first half of their life to build an
estate. During the last half, they are constantly
worrying about someone trying to take it away
from them. It’s called “deep pockets” and it is the
single greatest reason that people get sued. Today,
there are lawyers and other “legal pirates” who
only get paid if they find a deep pocket: be they
your’s, a client’s or the deep wells of an insurance
company. This is the day of the “frivolous” claim,
the class action, the *“suppressed” childhood
memory and the “too hot coffee”. If your client
has deep pockets, someone will be looking for a
way to get at them and your policy may fall short
or fail.

When insurance fails
toinsure

Many of the risks we have discussed can be and are
routinely insured by agents. However, there are
conditions where this coverage is less than
adequate or it simply fails to cover for one or
more reasons.

Insurance can fail to insure in many ways. The
source can be an agent's negligence in not providing
essential coverage or it can involve deeper issues
such as inadequate or defective protection,
coverage disputes, or the clear inability of the



insurance company to pay, e.g. insolvency of the
insurer. In any instance, the result is bound to
disappoint a client and cause potentially harmful
exposure to personal assets as well as liability for
the agent.

Coverage shortfalls

Many Americans consider themselves dutiful to
purchase and maintain insurance often buying
multiple policies with varying features and limits.
Occasionally, situations arise where a liability
surfaces from an unanticipated source, beyond the
scope of these features and limits, resulting in an
insurance shortfall. Such is the case where a
breadwinner who bought a $50,000 whole life
policy dies prematurely leaving a family with young
children. Or consider a high wage earner who is
the cause of a serious auto accident that disables a
neurosurgeon for life. Obviously a $300,000 policy
limit may not satisfy the surgeon’s family and their
attorney. When events like this occur, the agent
may find himself in the position of breaking the bad
news or worse, liable for the shortfall.

Sometimes, insurance shortfall cannot be helped.
After all, nothing in life is guaranteed to work out
right every time, and unexpected, freakish
accidents and events can occur without warning.
Unfortunately, there are also instances where the
coverage provided by an agent was significantly less
than needed and the agent paid the difference
Then too, there are times when the coverage
purchased or sold to a client exceeded what was
needed in one type of insurance at the expense of
another insurance coverage being under funded
and under covered, e.g., a high premium whole life
policy leaves no monthly budget for health
insurance, or an auto policy with low deductibles is
chosen or sold instead of a higher deductible policy
permitting the additional purchase of umbrella
coverage. Where clients depend on an agent for
multiple lines of insurance or simply because it's
right to do so, agents need to consider the
balancing of coverage to avoid critical shortfalls.

Coverage disputes

In the midst of the litigation explosion, the stakes
are high. Insurers are offering increasingly high
policy limits, and insureds, who cannot secure
coverage or who fail to be awarded coverage, risk
losing a lifetime of assets. Given this scenario,
conflicts between insureds and insurers and agents
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can easily gather steam. To further confuse the
issue, the courts are constantly “bending” statutes
while public attitudes produce more and larger
plaintiff verdicts, this despite the fact that the
industry operates under fairly standard contracts.

In essence, there has never been a time for
greater disputes in coverage.

One form of coverage dispute results when the
agent fails to secure the promised coverage The
result can be dissappointing to BOTH client and
agent. The courts have found that when an
insurance broker agrees to obtain insurance for a
client, with a view to earning a commission, the
broker becomes the client’s agent and owes a duty
to the client to act with reasonable care, skill and
diligence. As you may already know, agents have
been sued for neglecting to secure the requested
coverage, failure to notify the client that the
insurance is not available, failure to forward
premiums on policies which then lapsed,
unintentionally omitting a specific type of coverage,
providing unsuitable coverage, failure to properly
bind the client and much more!

A more common form of dispute occurs when the
insured and the insurance company simply do not
agree on the interpretation of coverage provided.
In practice, insurance coverage cases can be
extremely complex. It is not unusual for these
cases to involve numerous parties on both sides of
the litigation. And, since policyholders usually buy
insurance in many layers of coverage, i.e., life,
health, casualty, excess, umbrella, from many
different insurance companies over many years, the
number of companies brought into one insurance
coverage case can be quite large. Coverage cases
are also being consolidated by the courts where
numerous policy holders and insurance companies
have been found to be litigating coverage for the
same underlying claims or addressing the same
coverage issues. In one instance, a group of
independent environmental coverage actions were
ordered to collectively resolve many common
contract issues and cooperate in case management
and discovery procedures simply because they
were similar.

Insurance litigation

Although most insurance conflicts settle prior to
trial, some disintegrate into protracted and
unnecessary litigation, Some areas of specific
conflict include the following:



Triggers of Coverage The term “trigger" is
merely a label for the event or events that, under
the terms of an insurance policy, determine
whether a policy must respond to a claim in a given
set of circumstances. While this definition seems
clear, "trigger of coverage" disputes have been
raging for decades and have been the source of
much confusion.

In a life_policy, the trigger seems clear: death.
However, issues of whether the death was an
accident or suicide within the incontestable period
is often up for debate. Disability and health
policies, however, have a higher propensity for
dispute: What is a permanent disability? Are there
waivers and if so, how long? What is a major
illness? Has the deductible been met? Are there
additional policy exclusions? In long term care
policies, trigger of coverage is even more acute
where a written declaration by a physician may be
required to solidify a patient’s inability to care for
himself: the prerequisite for insurance benefits.

Policy language in most casualty policies center
around three primary "trigger of coverage"
issues.  First, the carrier agrees to provide
coverage for "all sums which the insured shall
become legally obligated to pay as damages because
of bodily injury or property damage to which this
insurance applies, caused by an occurrence."
Second, an "occurrence" is defined in the policies as
"an accident, including continuous or repeated
exposure to conditions, which results in bodily
injury or property damage neither expected or
intended from the standpoint of the insured.."
Third, "bodily injury" is defined as "bodily injury,
sickness or disease sustained by any person which
occurs during the policy period”, and "property
damage" is defined as “injury to property which
occurs during the policy period...".

The "trigger" is plain under these three policy
provisions when property damage or bodily injury
"occurs” during the policy period. But, the trigger
question becomes somewhat complicated when a
long period of time has elapsed between the act
giving rise to liability. Examples include a leak or
spill involving hazardous waste or exposure to
asbestos or lead which may result in problems
years later.

Most of the litigation concerning coverage for
latent injuries have raised at least four different
explanations of when damage "occurs" and thus
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"triggers" coverage. 1) The date of exposure to
the toxic substance (the "exposure" theory);
2) the years in which the claimant incurred tangible
injury (“injury in fact" theory); 3) the date of
manifestation of injury (the "manifestation”
theory) and 4) the year in which damage "occurs"
or "“could have occurred ( the “continuous
trigger” theory). The “continuous trigger"
theory has received considerable attention during
the past twenty vyears surrounding property
damage or bodily injury due to hazardous
waste/environmental contamination. In essence,
the courts have generally ruled that casualty
insurance policies can be "triggered continuously"
from the initial exposure to the contamination to
the manifestation of any injury, disease or damage
of property. By far, most policy holder attorneys
adopt a "continuous trigger" approach to litigation.

Insurance companies continue to argue,
sometimes to no avail, that insurance policies
cover an “"occurrence” and NOT A
"REOCCURRENCE".

Definitions The following are terms that often
become the focus of coverage disputes:

Bodily Injury - bodily injury, sickness or disease
sustained by a person, including death resulting
from any of these at any time.

Property Damage - physical injury to or
destruction of tangible property which occurs
during the policy period. Loss of use of tangible
property which has not been physically injured or
destroyed, provided such loss of use is caused by an
occurrence during the policy period.

Occurrence - an accident, including continuous or
repeated exposure to conditions, which results in
bodily injury or property damage neither expected
nor intended from the standpoint of the insured.

Conditions In addition to standard provisions
and definitions, coverage is further defined in a
“conditions" section where the duties and legal
requirements of the insured and insurer are
established. Typical conditions are the insurer's
right to inspect, and the insured's duty to
cooperate with the insurer and the notice
provision.

The notice provision is the most frequently
litigated condition. A sample notice provision
might include the following language: "In the event



of an occurrence, written notice containing
particulars sufficient to identify the insured, the
time, the place and circumstances thereof, and the
names and addresses of the injured and of available
witnesses, shall be given by or for the insured to
the company".

Some courts have relieved the insured of its notice
of obligation unless the insured was in some way
prejudiced or harmed by the insured's delay in
providing notice. The insurance company usually
has the burden to prove that it was harmed by the
insured's failure to comply with the notice
requirement.

Exclusions There are many standard policy
exclusions as well as those relating to high risk
issues such as partial disability, pollution, nuclear
attack, "owned property”, aircraft and liquor
liability. The purpose of these types of exclusions
is to limit the policy coverage to contemplated
risks only. The burden of proving that an exclusion
applies generally falls on the insurer in coverage
disputes.

Named Insured The definition of a "named
insured" varies from policy to policy. Some define
it in broad terms, while others insist on a more
narrow description. Often, standard policy
formats will provide a "listing" which has resulted in
legal conflicts where coverage was denied a party
on the listing who is no longer associated with the
primary insured. The burden to prove continued
association is with the insured.

Assignments  Conditions of most standard
policies prohibit assignments without written
consent of the insurer. Such provisions are
enforceable because they ensure that the risk the
insurance company agreed to insure remains the
same. In fact, the majority of courts have refused
to hold an insurer liable for an occurrence derived
from a risk not contemplated by the insurer at the
time the policy was issued. It is important to note,
however, that prohibiting assignments does not bar
the assignment of insurance proceeds.

Rules of Construction The rules governing the
construction of insurance contracts are usually the
same as those for other contracts -- the policy
language is to be interpreted given its plain and
ordinary meaning. If a court determines that an
ambiguity exists in an insurance policy, it will look
to any outside factors or evidence that may help
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determine the parties' intentions. Where an
ambiguity is not capable of resolution, most courts
have construed the ambiguity in favor of the
insured. Other courts have applied a "reasonable
expectations" test and construed ambiguous policy
language based on what a reasonable person in the
position of the insured would understand the
language to mean.

Duty to Defend The prevalent view by the
courts is that an insurer has the duty to defend an
insured where the policy language gives the insured
a reasonable expectation that the insurer will
provide a defense. Standard policies employ
language reading: “the company shall have the right
and duty to defend any suit against the insured
seeking damages on the account of bodily injury or
property damage even if the allegations of the suit
are groundless, false, or fraudulent”.  Insurers
maintain the position that they may be
contractually bound to defend, but may NOT be
bound to pay, either because its insured is not
factually or legally liable or because the occurrence
is later proven to be outside the policy's coverage.

Coverage disputes are likely to develop and do,
when an insurance company attempts to shield
itself from any defense of an insured whatsoever,
or when it withdraws from an action after it
determines there is no basis for recovery. Other
conflicts center around whether an insurer must
defend only against an action that is a actual lawsuit
seeking damages or be required to defend against
all claims which may result in liability. In general,
courts assume a connection between the filing of
a complaint and the triggering of a duty to defend
by an insurer. A PRP letter (Potentially
Responsible Party), received by a client although
not an actual claim, has also been interpreted by
the courts to be a serious event that could, in fact,
represent a new legal action against the insured.
The duty to defend is typically established here, but
not in the case of a simple demand letter which
only exposes one to a potential threat of future
litigation.

If there is any doubt as to whether the facts
give rise to a duty to defend, it is usually
resolved in favor of the insured, but it is
the insured's burden to show that the
claims come within the coverage. Claims
related to acts of an insured in the area of crime,
sexual  misconduct, wrongful  termination,
contractual obligation, loss of profits or goodwill



etc., have been ruled unacceptable ways to force an
insurer's duty to defend.

Breach of Contract / Refusal of Coverage
Breach of contract claims typically allege that an
insurance company failed to defend or indemnify
the policy holder under terms of the insurance
contract. To a great extent, public policy supports
the policy holder in most breach of contract
allegations in an effort to solidify the "strict
enforcement of insurance contracts”. This is why
state insurance regulators will typically be involved
or called upon to rule on an insurer's potential or
actual violation of codes.

Many times, an insured is denied protection
because the insurer knows facts which would
defeat coverage. A majority of different courts
have ruled that under such conditions, an insurance
company is not bound to "defend" such claims
simply because it cannot be bound to indemnify --
in essence, the duty to defend can be disputed.
Here, the insurer has the burden to prove that the
facts of the insured's claim fall squarely within a
policy exclusion.

Bad Faith There is increasing judicial recognition
that the relationship between an insurer and its
policy holder is fiduciary in nature. Courts have
compared the relationship of an insurance company
to its policy holder to that of a "trustee for the
benefit of its insured". Where an insurance
company allegedly has violated its fiduciary duties
owed its policy holders a bad faith claim could be
appropriate in addition to any breach of contract
action.

Choice of Law / Venue Choice of law and
venue, where to bring a suit, have become
integrally tied together in coverage cases. There is
general agreement that insurance coverage issues
are state law questions even though most
insurance policies do not contain any choice of law
provisions. Courts, however, have also made
venue decisions based on issues such as 1) the
place where policies were contracted;, 2) the
location of the damage and/or 3) the principal place
of business/residence of the policy holder.

Lost Policies Some claims between insureds and
insurance companies have developed over the
inability of the policy holder to prove coverage by
producing an executed insurance policy. If a policy
has been lost or destroyed, the policy holder must
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satisfy two requirements to prove coverage. First,
the policy holder must prove that the policy was,
in fact, lost or otherwise unavailable by showing
that he made a diligent search for the policy in all
places where it can likely be found. Second, the
policy holder must prove the existence and the
contents of the policy by identifying the parties to
the contract, the policy period and the subject
matter of the policy. Secondary evidence includes
any correspondence, certificates of insurance, claim
files, management reports, corporate records,
ledger entries, receipts, licenses and agent files and
agent testimony.

Coverage disputes also evolve around the nature
of damages or hidden exposures such as:

Environmental Litigation There are numerous
actions pending in state and federal court
concerning the interpretation of commercial
liability policies and environmental claims. Much of
the confusion was started by the insurance
companies themselves when they first marketed
the 1966 standard form Comprehensive
General Liability (C.G.L) policy which
represented coverage for environmental hazards.
Some companies went so far as to refer to
environmental problems, in their sales literature
and presentations, as a "hidden exposure" that
policy holders should consider. Agents were
instructed to sell the new policy on the basis of its
broadened coverage in the area of pollution which
was then only a growing, but minor exposure.

Since the 1960s, the Environmental Protection
Agency (EPA) has contended with almost 300
million tons of hazardous industrial chemical waste
leading to passage of the Superfund legislation
which has obtained almost $4 billion in settlements
from waste generators, disposers and transporters
of hazardous materials. Similar pending litigation
involves other forms of mass tort liability, including
asbestos, DES and other substances. The
generators, disposers and transporters of
hazardous waste and product manufacturers,
installers and sellers faced with mass tort claims all
turned to their insurance companies for coverage,
and insurance coverage litigation often followed.

In response to a flood of litigation, the insurance
industry began making adjustments. In 1973,
certain terms in the C.G.L. policy were revised.
For example, the 1973 C.G.L. policy defines
"occurrence" as "an accident,, including continuous



and repeated exposure to conditions, which results
in bodily injury or property damage neither
expected or intended from the standpoint of the
insured.” Obviously, an occurrence under the 1973
definition required exposure to conditions over a
period of time. "Property damage" was also
changed to read "physical injury to or destruction
of tangible property which occurs during the policy
period . . . or, the loss of use of tangible property
which has not been physically injured or destroyed,
provided such loss of use is caused by an
occurrence during the policy period." Thus,
compared to the pre-1973 contracts, "property
damage" now requires physical injury to tangible
property. This distinction may be critical in certain
hazardous waste cases and in ashestos property
damage cases. In fact, courts have held that some
insurers are not required to provide a defense in
suits where the there was no covered
"occurrence” or "property damage" as defined in
the C.G.L.

In the late 1970s and early 1980s, a number of
carriers made even more dramatic moves by
changing the "pollution exclusion” clause in their
policies from the "sudden and accidental" variety to
what is called the "absolute pollution exclusion®.
Although there are several versions of this
exclusion, the basic thrust of each is to exclude
coverage if the omission or discharge was
accidental or sudden. Since most hazardous waste
problems are sudden and accidental, the absolute
exclusion appears to exclude most pollution
incidents. A growing number of courts are siding
with insurers where the absolute exclusion is in
place. In these cases, most environmental
exposure falls back to the insured and his own
ability to cure the problem. The results can be
devastating to a company, its owners and their
respective estates.

Excess Insurance Claims W/ith the increase in
mass tort litigation, environmental litigation and
substantial jury awards, excess insurance policies
and the role of excess insurance carriers have
received increased scrutiny. In general, the fact
that a primary carrier owes duty to its insured is
well known. With respect to an excess insurer,
the courts continue to struggle with the origin of
duty.

In coverage disputes where the insured is bringing
action against BOTH a primary and excess insurer,
the excess carriers sometimes moves to dismiss
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the lawsuit on the basis that the actual exhaustion
of the underlying primary liability limits is a
prerequisite to a claim under the excess policy.
Policy holders, on the other hand, argue that the
mere potential that the underlying insurance will
be exhausted is enough to justify a coverage
dispute against the excess carrier. The courts have
sided with each.

Another area of dispute is the drop down --
where an excess insurer "drops down" to provide
insurance when the primary insurer has become
insolvent. Courts are split on this issue, although
a majority currently feel that an excess insurer is
NOT OBLIGATED to drop down and provide
coverage to an insured. The court's determination
is usually based upon the language of both the
primary and excess insurance policies.

In yet another decision, the courts have
determined that the "trigger" of excess coverage
is the amount "indemnified", not the additional
costs involved in defense nor punitive damages. In
Harnischfeger v. Harbor, for example, the fact
that the insured paid $3 million in defense and
indemnity expenses could not yet trigger the $3
million excess policy limits because the legal
expenses incurred were not a factor.

Business Insurance Disputes In recent years,
the number and variety of claims brought against
business has increased significantly. In spite of this
fact, many businesses have not given adequate
consideration to the potential insurance coverage
for these claims. As an example, businesses which
face claims only against their directors and officers,
might tend to ignore the possibility of
comprehensive general liability (C.G.L.) insurance
coverage. Likewise, when companies face claims of
unfair business practices or statutory violations,
they consider the bodily injury and property
damage portions of their C.G.L. policies only, failing
to consider the advertising injury and personal
injury provisions, which may provide broader
coverage.

In one advertising coverage dispute, the court held
that the insured was NOT covered by its C.G.L.
policy because the insured failed to establish that
its advertising activity caused the alleged injuries.
The insured was selling a product that “infringed"
on a competitor suggesting that the relationship of
selling and advertising were the same thing.
Another court’s rejection of coverage involved



copyright  infringement. Here, an insured
distributed brochures that merely advertised
copyrighted material for sale.

Directors _and _ officers _liability coverage
typically insures the directors and officers directly
and provides that the insurer will pay on behalf of
or reimburse the directors and officers for "loss"
arising from claims alleging "wrongful acts".
Coverage is NOT afforded under this insuring
agreement if the corporation is required or
permitted to indemnify the directors and officers.
Coverage has also been denied for claims involving
dishonest conduct, claims in connection with the
Employee Retirement Income Security Act (ERISA),
claims involving bodily injury, personal injury and
property damage as well as claims involving
seepage, pollution and hazardous waste.

In a "wrongful entry" claim, the courts first
rejected the insured's coverage under his C.G.L.
because the insured trespassed AND committed
battery against a tenant. The courts ruled that
actual damages resulted from the battery only.
Later, on appeal, the court reversed its decision
since it was determined that the battery could not
have taken place if the insured had not trespassed.
The trespass made the battery possible.

Otbher, business insurance coverage
exclusions occur under the following conditions:

Liability under contract, willful violation of a penal
statute, offenses relating to employment, libel and
slander made prior to effective date of insurance
or with knowledge that it is false.

Defenses of the insurer

Much attention is devoted to the "rights" of policy
holders. Insurance companies, however, have their
own safeguards, which help protect their interests,
but add to the growing list of things that can go
wrong with insurance. Depending on the issue at
hand, the result of having these "built-in"
protections can completely void a policy or greatly
limit its scope of coverage. Defenses consist of
legal tools and techniques that help an insurer
inititally determine pertinent aspects of the
insurance risk for purposes of decising whether to
issue the policy and at what premium. After a
policy is committed, additional policy conditions
help the insurer "contain" the risk within the
intended bounds of the contract. Over the years,
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a series of standard defense devices have evolved.
These can be categorized as concealment,
representations of the insured, conditions,
warranties and limitations to coverage.

Concealment The insured has the duty to
disclose to the insurer all material facts that might
influence a decision to issue a policy of insurance at
all, or issue it at a particular level of premium. The
holding back of information can, in some cases,
constitute fraud by the insured and can render a
policy void. In general, the rule on determining
when a policy is voided lies in the issue of "bad
faith". If the insured withholds information that he
knows would be necessary to the insurer in
evaluating risk, the insurer has grounds to void the
contract. Examples might include an life insurance
policy where an insured has agreed to an
examination by the insurer's physician but still fails
to still to disclose a medical condition that is critical
to the insurer's risk decision.

The burden of proof as to fraud in concealment
falls on the insurance company. In some cases,
courts have sided with the insurer in establishing
fraud by "inference". An example might be
discovered evidence that the insured had made a
previous attempt to destroy the covered building.
On occassion, the insured has won based on the
argument that facts uncovered by the insurer were
not material because it was NOT made a subject by
the questions asked on the application even though
most applications include a provision requiring the
insured to represent that he or she has disclosed
all material information. Again, the issue of bad
faith enters the picture. Only when the insured
conceals a fact in bad faith, knowing the fact to
be material, will the policy be voidable. An
example is a life insurance application which
contains a question as to how many times the
insured has been hospitalized and for what causes.
If the insurer describes one hospitalization but fails
to mention a second, the incomplete answer is
considered material and grounds for voidance of
the policy. However, if the insured had left the
answer blank or merely given a date without
specifying the cause, the incompleteness would be
obvious and NOT grounds for voidance. The test
is whether or not the reasonable insurer would be
misled.

Once a contract of insurance becomes binding, the
insured ceases to be obligated to disclose any
material information. In the case of life insurance,



for example, where there is an appreciable period
of time between the submission of the completed
application and the issuance of the policy, the duty
of the insured to disclose new or forgotten
material information continues. The duty to
disclose applies only to facts, and not to mere
fears or concerns of the insured about his
health or the subject matter of the policy. There is
also no requirement that the insured diclose facts
that the insurance company already knows, or
which the insurer has waivered. Nor, is the
insured required to communicate events that are
a matter of public record such as earthquakes,
forest fires, etc.

Misrepresentations A representation by the
insured that is untrue or misleading, material
to the risk, and is relied upon by the insurer in
issuing the policy at a specific premium is
considered a misrepresentation and grounds for
voidance of the policy, unless the policy is beyond
the incontestable period. This is true even if the
misrepresentation was made by the insured
innocently, with no intent to defraud. A minority
of courts, however, take a somewhat less severe
position limiting or prohibiting voidance where the
insured's misrepresentation was NOT an intent to
deceive the insurer.

Representations by an insured to an agent bind a
contract because they are considered to be made
to the insurer itself. However, a policy refusal or
voidance could occur when the insured has reason
to believe that the agent will not pass information
on to the insurance company.

The insurer cannot void a policy based on a
representation by an insured regarding an intention
or future conduct unless it is made a condition of
the contract. An example here would be an oral
statement by an insured that he will install a fire
alarm at the premises. The insurer relies on this
representation and reduces the premium but does
not include an express term in the contract
regarding the alarm. On the other hand, a written
commitment by an insured to install an alarm that
is not followed can jeopardize the policy.

Many insurance conflicts center around materiality.
A representation is considered material if it served
to induce an insurer to enter into a contract that
would otherwise be refused or issued at a different
premium. The point where representations by an
insured cause coverage problems is where such
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representations are made with the intent to
deceive and defraud. The burden of proving a
representation to be material falls on the
insurance company. If a material representation is
found to be substantially correct, or believed to be
correct by the insured, the courts have not
permitted a voidance or limitation of coverage. An
example might be an insured indicating he has not
seen a physcian within the past five years when he
has been to a doctor for treatment of minor and
passing ailments.

Warranties & Conditions The terms warranty
and conditon are generally used to mean the same
thing -- a representation or promise by the insured
incorporated into the contract. A warranty or
condition statement that is untrue and relied upon
by the insurer at the inception of the policy can
void the contract. A possible exception to this
rule occurs in life insurance where an
"incontestable clause" prohibits the insurer from
voiding a policy after the insured has survived a
given period of time -- usually two years. Thus, a
valid warranty/condition is a powerful tool for
insurers.

In recent years, the effectiveness of warranties and
conditions have come under fire. In fact, many
statutes now place stiff definitions and limitations
on warranties. One statute, for example, provides
that all statements made by the insured will be
considered to be a "representation” rather than a
warranty unless fraudulently made. As previously
discussed, it is much harder to void a policy for
misrepresentation than for a violation of a
warranty or condition. Another statute requires
that the breach of warranty is a defense for the
insurer ONLY if it actually contributed to causing
the loss, as opposed to simply increasing the risk.
This is the most severe type of statute for the
insurer, since even is cases in which the breach
caused the loss, it is frequently impossible to prove
the cause, e.g., a fire completely destroys a portion
of a building.

Limitations on Coverage Insurers over the
years have attempted to control their exposure by
tightening terms of the insurance contract. Adding
personalized warranties and conditions s
cumbersome and not always useful as a defense for
insurers (see warranties and conditions above).
Some courts, however, believe that insurers side-
step warranties and conditions by creating
numerous clauses that serve, instead, to limit




coverage. The reason insurers have do this is
because many of the statutes which commonly limit
warranty defenses, such as incontestibility,
"contribute to loss" statutes and "increase the risk"
statutes, do not apply to limitations to coverage.

There are several types of limitations that
insurance companies can and do employ:

Limitations of Policy Subject Matter -- A
homeowner's policy may cover most household
possessions in general, but specifically exclude from
coverage particular items like cash or coin
collections. Likewise a health policy may exclude
or waiver certain illnesses.

Limitations by Type of Peril -- A fire policy
may except from coverage any loss caused by a fire
resulting from lightening or earthquake.

Limitations on Proceeds Paid -- Casualty
insurance policies frequently specify an upper limit
of proceeds payable for any loss, as well as limiting
the payment to the value of the insured's interest
in the property damaged. Automobile policies
generally fix the upper limit of coverage both in
terms of maximum proceeds per person and
maximum proceeds per accident.

Limitations on Period Covered -- Every policy
will be specific as to the date of expiration, and in
some cases, as with life insurance, will also specify
a grace period beyond the date of expiration that
insureds may make a premium payment. Also, the
date of inception of a policy can be specified on the
policy or can be subject to the occurence of some
event such as the payment of the first premium or
delivery of the policy to the insured.

A limitation on coverage can cause considerable
conflict between insurer and insured. One reason
is the fact that in some instances, it is nearly
impossible to determine from the wording of a
clause whether it is a warranty or limitation. In
response, the courts have developed two tests to
distinguish the two.

In one test, if the circumstance which is the subject
of the clause is discoverable by the insurer at the
time of inception of the policy, the clause will be
classified as a warranty rather than a limitation. An
example might be a policy condition that obligates
the insurer when the policy is delivered to the
insured "in good health" when, in fact, the insured
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is suffering from a discoverable disease.

Another test deals with risk. If a clause refers to
a fact which potentially affects risk, but necessarily
causes the loss, it is considered to be a warranty
not a limitation. An example is a life insurance
policy with a provision that excludes a death
benefit WHILE the insured is flying in a private
plane. The insured can bring action to force
payment of such a claim, EVEN if the insured died
of a heart attack while in a private plane. The flying
merely increased the risk, but need not be the
actual cause of death. Such a clause is considered
a warranty. On the other hand, if flying in the
plane was the cause of death, it could be
interpreted to be a limitation that is better
defended by the insurance company.

Settlement disputes

Some forms of insurance, like life insurance, are
generally settled with ease since the amount paid in
the event of loss is fixed by the contract. Similarly,
in the case of accident insurance, the proceeds are
measured by a specific amount agreed to be paid
for loss of a particular limb or faculty, or, as in the
case of health insurance, by the medical expenses
actually incurred. By far, most settlement disputes
occur over property/casualty policies where the
payment in the event of loss is determined by an
amount up to the "actual cash value" of the
property at the time of loss. There are two basic
approaches which insurance companies use in an
attempt to arrive at a mutually agreeable value --

reproduction costs less decpreciation and
market value.
Reproduction Cost Less Depreciation  This

measure is aimed at determining the cost of
replacing the exact depreciated property that was
lost. If this were the only option for insureds, it
would represent an extreme hardship where, for
example, the owner of a fifty-year old home that
is destroyed would have great difficulty replacing it
with a new building on the depreciated settlement,
For this reason, replacement cost insurance is
offered. Here, depending on the wording of the
contract, the insured may be required to actually
repair or replace the building in order to collect
full payment. The most pressing problem for
insureds is to keep policy limits above the 80% of
market value requirement. Insurance companies
require policy limits above this level to assure
adequate coverage and keep premium levels high.



Insureds may lose, however, if inflation and rising
house prices cause the limit of coverage to wind up
below the 80% figure at the time of loss, thereby
nullifying the replacement cost provision.

Market Value Items of commerce that are
readily replaceable in kind, e.g., a warehouse full of
books, shipments of grain, etc., have a market value
that is relatively easy to establish. In the case of
income producing property such as office buildings,
apartments or commercial buildings, market value
is determined by a more detailed method using the
capitalization of earnings. Disputes in this area
usually require testimony of an expert witness who
determines the rate of return on investment that
a reasonable investor would require in investing in
this type of property.

INnsurer insolvency

An agent’s or client's greatest fear would be
realized when a perfectly good policy fails because
the company behind it cannot pay. When a state
determines that an insurer is in trouble, the
insurance commissioner usually files an application
to the court. The court petitions the insurance
company to show cause why the company should
not be placed in rehabilitation or liquidation. Once
a company is placed under supervision, an
injunction is issued to restrain the insurer, its
officers, agents and others from any disposition of
property without court approval. Liquidation is
the more severe condition where the insurance
commissioner must take title to the insurer's
assets and use them to pay creditors and
policyowners. Rehabilitation, on the other hand,
allows for a restructuring of the insurer under the
guidance of the commissioner.  Unless the
condition is extremely severe, companies are
usually started in rehabilitation. If it is later
determined that a restructuring will still not revive
the insurer, a liquidation is ordered.

If an insurer is liquidated, all policy owners and
other potential claimants MUST be informed and
permitted to file a proof of claim with the
insolvent estate.  These claims will then be
evaluated and a value established. Recent failures
have demonstrated that claim values can be less
than the amount due the policy holder. Under
these conditions, a policy owner can file an appeal
and seek a court decision before the actual
liquidation of the company occurs. In order to
protect the overall insurer estate, there are time
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limitations for filing these appeals.

Once all appropriate values are determined, the
assets of the insurer will be distributed under a
statutory procedure. This process requires that
certain priority lien holders be paid in full, while
others may divide what is left. The typical
liquidation order of priority is as follows:

Liquidation expenses and costs

Unpaid wages of employees of the insurer
Taxes

Policy holders, insureds and guaranty funds
Reinsurers and all other claims

A

If a reinsurer indemnifies a liquidating company, it
is only required to pay to the liquidator the actual
loss it indemnifies. In other words, the reinsurer
can only be called upon to pay deficiencies up to
the limit it has agreed, once the ceding company,
the liquidating insurer, has made all possible
payments. This provision, which appears in most
reinsurance contracts, is called an insolvency
clause. The disadvantage of an insolvency clause is
that policy owners, guaranty funds and other third-
party claimants have no additional claim against
reinsurance proceeds. An exception to this rule is
where a cut through clause exists. A cut
through endorsement would require a reinsurer to
pay a loss or specified portion of a loss directly to
the policy owner or insureds when an insolvency
or another specific event occurs.  General
creditors and other third party claimants could be
excluded under a cut through endorsement.

State guaranty funds

The liquidation of a troubled insurance company
can be extremely involved and lengthy. This is the
reason that guaranty funds were established.
They are an advance payment system to pay off
individuals and groups who would be devastated by
the liquidation process. Yet, they may still not fully
restore a client or move fast enough to replace
lost coverage because they have many exclusions,
limits and triggers that are not widely known.

Generally speaking, a claim against a state guaranty
fund is typically limited to residents of that state.
Payments are limited to certain amounts,
depending on the type of insurance purchased.
Once a claim has been paid, the guaranty
association becomes subrogated to the claimant's
rights to further payments. Thus, a policy holder



who collected from a state fund forfeits his claim
rights against the insolvent insurance company.

Exclusions In general, guaranty acts exclude from
coverage policies issued by entities that are not
regulated under the standards applicable to legal
reserve carriers. Insurance exchanges, assessment
companies, fraternals, HMOs and, in many cases,
the Blues (Blue Cross and Blue Shield -- especially
where they have not been converted to legal
reserve carriers), are commonly excluded.

The guaranty laws also commonly exclude from
coverage policies or portions of policies under
which the risk is borne by the policyholder or
which are not guaranteed by the insurer. Variable
accounts in some life policies or annuity contracts
are examples.

Significant variation does exist in the treatment of
unallocated funding obligations (UFQOs), including
GICs, which are commonly purchased as pension
plan assets on professional, sophisticated advice by
pension plan trustees.

Limits of Protection Most guaranty associations
limit their protection to policyholders who are
residents of their own state. (It does not matter
where the policyowner's beneficiaries live.) The
trend toward adopting such a residents-only
provision follows a major amendment to NAIC's
model guaranty act adopted in 1985. Arizona,
Virginia, West Virginia, Nevada, North Carolina and
Oregon very recently amended their life-health
guaranty laws to cover only their own residents.

However, if the insolvent insurer's domiciliary state
follows the NAIC model, coverage would be
extended by the domiciliary state to residents of
another state if that state also has a similar
guaranty act and the impaired company was not
licensed there and the policyholder is not eligible
for coverage there. An example of such a situation
would be a New York resident who owns a policy
of the Executive Life Insurance Company, which is
domiciled (chartered) in California. Since New
York has a life-health guaranty association but the
company was not licensed to do business there,
New York residents will be covered by the
California Life Insurance Guaranty Association.
However, residents of a jurisdiction such as the
District of Columbia which does not have a life-
health insurance guaranty association would have
no guaranty association protection, even though
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Executive Life was licensed there.

Other states, like Alabama, still follow an older
model act and guaranty benefits of impaired or
insolvent insurers domiciled in their own state, no
matter where the policyholders live, and also cover
their own residents who are policyholders of
licensed companies domiciled in other states, unless
coverage is provided by the state of domicile.

Dollar Limits Typical pay outs to policyholders
who are victims of failed or financially strapped
insurance companies might read as follows:

Life and Health Guaranty Funds

Maximum death benefit $300,000
Maximum cash value covered $100,000
Maximum Annuities $100,000
Maximum Health and Disability $100,000
Maximum Aggregate Per Person $300,000

Property/Casualty Guaranty Funds

$300,000 -
$500,000

Maximum Claim

Individuals who have several policies may have
additional limits. For example, a person who
owned a term life insurance for $500,000, a whole
life policy with cash values of $150,000 and a single
premium annuity with an accumulated value of
$200,000, will collect ONLY $300,000 -- the
maximum aggregate limit per person regardless of
how many policies. The fact that these policies may
be spread among three different insurers does not
make any difference. There would still be a
$300,000 maximum in most states. The same is
true for property/casualty claims. Regardless of
the number of policies or how they are distributed
among different insurance companies, the
maximum claim that can be paid by a state guaranty
fund is fixed at between $300,000 and $500,000
per individual.

Triggers Generally, guaranty associations provide
coverage when the company has been declared
financially impaired or has been ruled to be
insolvent by a court of law. However, there are
some situations preceding such a judicial action
when many associations may take measures to
cover the impaired insurer's policyholder



obligations, particularly for health benefits, death
benefits, and immediate annuity payments.
However, since the primary purpose of the
guaranty associations is to protect policyholders,
and not to bail out impaired or insolvent insurers,
most associations are reluctant to provide
coverage before an order of liquidation, unless it is
clearly demonstrated that to do so in a particular
case will be less costly over time.

Coverage Options Guaranty associations may
provide coverage directly, or through outside
administration or other insurance companies. In
many cases, the guaranty association will continue
coverage for the full policy period. It may do this
directly or it may transfer the policy to another
insurer or administrator.

In  multi-state  insolvencies, most guaranty
associations work through NOLGHA to secure an
assumption reinsurance agreement with another
insurer or a claims servicing agreement with a third
party administrator on a multi-state basis.

If the impaired or insolvent insurer is licensed in
more than one state, as most are, NOLHGA's
affected member associations try to work closely
through our Disposition Committee with domestic
receivers to protect policyholders and insure early
and equitable access of guaranty associations to the
insolvent company's assets. On behalf of its
participating member guaranty associations,
NOLHGA's Disposition Committee expedites
reinsurance assumptions, claims processing and
audits.

Asset protection
planning

Better client protection or
lostinsurance sales

Some may think of asset protection as “doomsday
planning”, but every agent who has spent time in
the business has a file on cases where expected
coverage was lost or reduced due to limits,
exclusions, warranties, preexisting conditions or
any one of the reasons presented above.
Attorneys who routinely sue agents and insurance
companies also have a file. But their cases are
different. They feature smart and financially secure
people who dutifully purchased insurance yet lost
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everything over a technicality or unforseen claim
beyond the scope of the policy.

Seeing problems like this day after day, it is no
wonder that some in the legal profession may have
a hard time advising a client to “insure up”. Rather,
they are encouraging their clients to supplement

basic insurance coverage with legal entity
planning or, more simply put, asset
protection.

While it doesn't appear to be a watershed, a
limited number of insurance sales will likely be lost
to asset protection planning. Then again, there is
cause to consider that both insurance and asset
protection are closely linked in providing a higher
level of client protection. Knowing this, it may
serve the client’s best interest for an agent to
associate with a competent asset protection
attorney and know when to refer.

Legal protection
theories

There are as many legal techniques that form the
basis of asset protection as there are forms of
insurance.  The nucleus of these strategies,
however, is focused on specific principles of legal
theory. Here are a few to consider:

free alienability of property

Our common law system favors the free
alienability of property. In essence, this theory
concludes that one who is free from creditor
concerns is absolutely free to dispose of his
property as he sees fit. This may include gifts to
children, a spouse or a transfer to a trust. Clearly,
asset protection planning is not an excuse to
defraud creditors or evade taxes. Furthermore,
fraudulent conveyance laws generally protect
present and subsequent creditors from transfers of
assets made by a person who is or foreseeably will
become their debtor. In essence, aset protection
should be viewed as a vaccine, not a cure. And, like
a vaccine, it should be administered before a
problem . .. when the legal waters are calm . . . for
best results.

Whole vs sum of the parts

One of the basic premises of good asset protection
is the legal assumption that "the whole is worth



more than the sum of the parts". This issue takes
on more meaning with the knowledge that most
asset protection planning involves the intentional
"breaking up" of large ownership blocks into much
smaller blocks, each with its own title and life. The
force and effect creates a smaller "target" for a
plaintiff or large creditor to pursue.

It has long been a fundamental legal tenet that
small, individual ownership can lead to better
protection of assets because a third party
interested in laying claim to a client's assets will
consider a fractionalized interest to be worth far
less than a whole. The common sense of this issue
prevails: A creditor or high ticket insurance
claimant, will factor in the cost, time and effort
needed to force the sale of a single block of assets,
under one ownership, in contrast to the much
higher cost, time, effort and delay to retrieve
multiple, variously titled assets. Further, in the
case of some fractionalized assets that have been
planned properly, there is no hope of the third
party actually acquiring the asset. Rather, he would
have to settle for the right to any income or
benefits that might accrue form the fractionalized
interest.  For most, the thought of being in
business with other fractionalized owners who are,
for the most part, at "odds with the third party",
will be a distressing issue to overcome. In such
cases, third parties may be completely discouraged
from pursuing such an action. This is an important
element of asset protection to keep in mind when
studying the forms of ownership that follow.

Choice of governing law

In the United States, individuals generally have the
freedom to select the law that will govern a
business transaction. Examples include the use of
Delaware or Nevada corporate law by a company
domiciled in California. Choice of law principles
likewise allows a grantor of a trust to set up a trust
that is governed by the laws of his or hew home
state or any other state. Taken further, there is
no reason to limit one's choice of law to a
particular state, the fifty states or any one foreign
country when a world of governing laws is available.

Factors to consider when choosing a governing law
include the tax laws of the jurisdiction, whether
laws are more favorable and protective, the
political and economic climate of the jurisdiction,
language barriers, telecommunication facilities, etc.

17

Home

Free & clear vs encumbering

The old school thinking -- owning "free and clear"
-- is not always the best way to protect assets. By
owning property free and clear, one is exposed to
the potential for a large loss. In the case of real
estate, a large earthquake can demolish property.
Similarly, a sizeable judgment from a lawsuit can
take property away. Some asset protection
attorneys suggest encumbering or highly leveraging
property (loans) to such an extent that a creditor
will lose interest in pursuing it.

Conventional forms of
protection are losing ground

The new school of thinking is that traditional
methods are not working like they used to. The
corporate veil is seemingly more pierce- able than
ever. Further, the concerns with insurance
coverage exist on three fronts: insolvency of the
carrier, the willingness to continue coverage and
exclusions such as punitive damages and gross
negligence of associates.

Problems with legal
entity protection

Most asset protection programs involve the use of
“holding entities” designed to isolate liability and
thus contain exposure. Of course, good attorneys
and financial advisors will admit that these
measures are not foolproof. And, critics also point
to volumes of law known as fraudulent conveyance
which can void a transfer of property if it is done
without adequate consideration and with intent to
avoid creditors.

Fraudulent transfers

An example is a situation where a person hastily
transfers title of a property to another family
member to avoid creditors. This is not the ideal
form of protecting assets. In fact it is called the
"poor man's asset protection". Creditors are
usually able to prove that a “fraudulent
conveyance" occurred. Or, courts determine that
the debtor failed to cut the strings by retaining
benefits or control over the property. In either
case, the creditor may proceed against the debtor
and void the transfer of property.

For this method to have a chance, it must be used



in the true context of "gifting" and be consistent
with goals of the client (planning for college or an
estate). The intent should be to have little control
over the gifted asset.

Broadly speaking, a fraudulent conveyance is
defined as a transfer of property without
adequate consideration and with the intent that
the transferee will hold the property for the

AVOIDING FRAUDULENT
TRANSFERS

Fraudulent conveyance rules are primarily
directed at individuals who attempt to make
themselves appear “insolvent” by transferring
away all or most of their assets at the last
minute. Creditors today are not so easily
fooled. Planners suggest that advanced
planning where assets are transferred long
before a judgment or lawsuit is the best
remedy. When this cannot be done, asset
professionals suggest legal transfers to entities
such as family limited partnerships and
corporations. Fraudulent conveyance can be
avoided here because there is no loss of value
and the final entity is not as reachable by
creditors. ALWAYS CONSULT A
PROFESSIONAL BEFORE MAKING ANY
TRANSFER DECISIONS.

benefit of the transferor, returning it when
requested, so as to defraud creditors who could
otherwise seize the property in payment of their
debts. If a transfer is found to be fraudulent, it can
be made "null and void" by a court of law.

In essence, the law is not so naive that it will allow
a person to avoid the payment of legal debts simply
by making a "gift" of his property to another family
member or a friend. Fraudulent conveyance
laws protect present and future creditors
against transfers of property made with the
intent to hinder, delay or defraud them.

The determination of whether a transfer of assets
is "fraudulent" or lawful is a matter of a court’s
evaluating a number of factors including intent,
timing of the claim, pendency of the threat
of litigation, solvency of the debtor,
consideration and the relationship between
the transferor and transferee, concealing
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the transfer, the transfer of one's entire
estate, and the transferor's retention or
control of benefits.

Intent In general, if the courts determine that a
debtor has a particular creditor or series of
creditors in mind and is trying to remove his assets
from their reach, his intent is "fraudulent” and
could be grounds to allow a judgment to proceed
or discharge a bankruptcy. If the debtor is merely
looking to his future well being, the transfer would
not be fraudulent

Timing of Claim  Specific bankruptcy laws
provide that every transfer made and every
obligation incurred by a debtor within one year
prior to the filing of bankruptcy is fraudulent.

Fair Consideration In general, a transfer of
property by a debtor is considered fraudulent if
the conveyance is made without receiving
reasonable consideration in exchange for the
property. In essence, the transfer is a sham to
avoid creditors.

Threat of Claim To constitute a fraudulent
conveyance, there must be a creditor in existence
or the debtor feels there is a threat of claim from
a current or future creditor. However, where the
creditor is not in existence at the time of the
transfer there must be evidence presented by a
damaged creditor that there was still fraudulent
intent. An example might be the physician who
systematically transferred assets out of his name
because he was unable to secure malpractice
insurance and, at the same time, restricted his
practice to less risky medicine. Courts held that
the doctor acted prudently to protect his assets
from future, unforeseen adversity where
malpractice insurance was not available. Here,
future "victims" of the doctor's medical malpractice
were not identifiable or known, individually or as a
class. Further, as long as no evidence proved that
the doctor intended to commit malpractice, the
transfer of assets was NOT legal fraud.

Debtor Solvency The solvency of a debtor is
another factor used by the courts to determine
fraudulent transfer of property. Cases where legal
fraud were proved include situations where
debtors were "head over heels" in debt just prior
to transferring assets or where the debtor
transferred assets knowing that the business
venture he was starting or operating was highly




speculative or financially hazardous. In other
words, the courts will rule fraudulent conveyance
where the debtor's objective is "If | succeed in
business, | make a fortune . . . If | fail, my creditors
will bear the loss".

STATUTES OF LIMITATION
AND ASSET TRANSFERS

The Statute of Limitations for fraudulent
conveyance in most states range from two to
six years. For a bankruptcy, a transfer can be
set aside if it is made within one year

preceding the filing and considered fraudulent.

Obviously, there are many facts that can determine
the fraudulent nature of transferring assets. As a
result, there has been significant federal and state
legislation that control this area of law, each with
corresponding criminal and civil penalties.

Creditor access

Besides suspicious transfers, creditors have many
opportunities to seize or access property and/or
income based on the client’s existing holding entity.
Following is a short list of their rights by the type
of ownership entity:

Joint Tenenacy There are many ways that
creditors can reach a joint tenancy.

In the case of a dwelling, a creditor attempting to
reach the interest of a joint tenant can cause
ONLY the interest of the debtor to be sold. This
compares with community property in that the
creditor can force the sale of the entire dwelling
to satisfy payment.

For most other property, the general rule is that
the creditor can acquire the interest of the
debtor. However, if the debtor is a joint tenant,
the creditor forces an end to the joint tenancy and
he or she becomes tenants in common with the
remaining joint owners.

In essence, holding title as joint tenants carries
little creditor protection since creditors can attach
a jointly held interest and petition the court to
"partition” or divide up the property. If it is
property that cannot be divided, creditors can

19

Home

ordered it sold to receive the debtors share.

Tenancy in Common In the case of a dwelling, a
creditor attempting to reach the interest of a
tenant in common can cause ONLY the interest of
the debtor to be sold. This compares with
community property in that the creditor can force
the sale of the entire dwelling to satisfy payment.

For most other property, the general rule is that
the creditor can acquire the interest of the
debtor. And as a tenant in common, the creditor
can force a sale of the common asset. For this
reason, it is important to select co-tenants who
appear to be relatively free from financial
problems.

Community Property The general rule is that
community property is liable for debts of either
spouse during the course of the marriage.

Obligations incurred prior to the marriage or after
a separation or divorce are consistently treated as
the separate obligation of the spouse incurring the
debt.

Whether a spouse contracts for individual benefit
or for the benefit of the community property is
irrelevant. A creditor's ability to reach marital
property is not effected by the purpose for which
a spouse contracts.

If a debt that is a joint obligation of a husband and
wife, the community property together with the
separate property of each spouse will be liable for
the debt.

A spouse who pays a single payment on behalf of
the other spouse is said to have granted “apparent
authority" to the other spouse to contract joint
debts. The spouse who paid the bill may be held
liable for subsequent debts incurred by the other
spouse. A spouse who wishes to avoid such joint
liability should make clear to the other spouse and
any creditors that said spouse incurred this debt
and acted without his or her authority or consen,
or that the payment being made on behalf of the
other spouse does not constitute authority for the
other spouse to make future contracts that might
obligate the paying spouse.

Partnerships In general, the assets of a
partnership are not available to a creditor of a
partner on a personal debt of the partner. In



practical terms, a creditor must only look to the
debtor’s share of partnership proceeds AFTER the
partnership has been dissolved and debts of the
partnership paid.

Alternatively, the creditor can look to attach the
debtors profits and surplus from the partnership.

Property transfers to a
corporation or
partnership

The transfer of property to a partnership or
corporation by a debtor does not in itself
prejudice or harm the rights of a creditor.
Many courts agree that it is the absolute right
of debtors to organize their personal business
into corporations or other legal entities.

And, as long as these entities continue to be
run there is no automatic trigger of creditor
fraud — especially where the debt is small in
comparison to the value of the property
transferred. AGAIN, ALWAYS CONSULT A
PROFESSIONAL BEFORE TRANSFERRING
ASSETS.

This is called a charging order. It does NOT
make the creditor a partner. The charging order
is intended to protect partners of a partnership
that having nothing to do with the claims of
creditors of the individual partner.

A charging order is obtained by the creditor by
making application to a court which then charges
the interest of the debtor partner with payment of
the unsatisfied amount of the judgment. The court
may then or later appoint a receiver of the
partner's share of the profits, and of any other
money due or to be due him from the partnership.
If a charging order fails to be an available remedy,
the courts have allowed the foreclosure sale of a
partner's interest. At a foreclosure sale, only the
partner's interest, not specific assets of the
partnership, are sold. It is unlikely, however, that
a partnership interest will bring a high price from
third parties.  If the creditor becomes the
purchaser, and until the dissolution of the
partnership occurs, the creditor will still be
entitled to only receive the partner's profits.

In general, creditors of the

Corporations
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corporation can proceed only against the assets of
the corporation and not ordinarily against the
stockholders, officers, directors, agents or
employees of the corporation.

Exceptions to the above rule include where parties
in the corporation have personally guaranteed
some form of corporate obligation;  where
employees of the corporation have been negligent
or have committed a wrongful act; where officers
have not paid withholding taxes or similar taxes;
where specific fiduciary violations can be
determined.

Legal advisors are split on the issue of creditor
rights against an incorporated sole practitioner.
Some assess the "key person” rule in support of
complete liability. Others argue that many lawsuits
are derailed simply by the existence of a
corporation.

In many instances, the obstacles that must be
hurdled to gain access to a debtors partnership
interest help shield a partner from all but the most
determined creditors.

Limited Liability Companies (LLC) In an LLC,
no one has personal liability for the debts of the
partnership. All members of the LLC are liable to
creditors ONLY to the extent of their investment
in the company

Trusts In general, unless there are restrictive
provisions in the trust spendthrift verbiage, a
beneficiary's interest may be attached by his
creditors or the beneficiary may sell his interest.

Creditors have also gained access to trust assets
when the following conditions exist:

1) The trust was funded as a result of a fraudulent
conveyance

2) The settlor of the trust retained too much
control over trust assets

3) The settlor retained too much of an interest in
the trust

4) The trust is illusory (trust is non existent or a
sham)

Exemption planning
Exemption planning takes advantage of

known "safety nets" already built into the
law to help place certain kinds of assets



beyond the reach of -creditors. Most
exemptions must be filed or claimed. If
not, they are considered waived.

Civil Codes Certain civil code sections offer
exemption protection from creditors. They might
include payments made for child support, spousal
support and family support.

The Homestead Homesteads are claimed on
the principal dwelling of the debtor or the debtor's
spouse. A declaration of homestead can only be
made for a residence that is real property, not a
houseboat or mobile home. This exemption may
also be carried over where the proceeds from a
formerly homesteaded dwelling are used to
purchase a new dwelling within six months. The
amount of a homestead exemption is a minimum of
$50,000. This can be increased to $75,000 for a
family dwelling and up to $100,000 for certain
elderly, disabled or low income dwellers. An
owner or his spouse may declare and record a
homestead.

Personal Property There are many articles of a
personal and business nature that are exempt from
creditors. A partial list includes:

Personal Possessions  Items such as health
aids, jewelry ($2,500), household furnishings
(appliances, clothing and other items
determined to be "ordinarily and reasonably
necessary"), cemetery plots and motor vehicles
($1,200).

Business Property Tools, equipment and
vehicles necessary to earn a living are exempt
up to $5,000 ($10,000 for husband and wife).

Life Insurance & Annuities Both are exempt
without filing. This means a creditor cannot force
a policy holder to cash-in his policy. However, a
debtor can be forced to borrow against the policy.
The first $4,000 in loan value is exempt ($8,000 for
a husband and wife). If a policy matures, the
proceeds are exempt to the extent that they are
reasonably necessary for the support of the
debtor. his spouse and dependents.

Health Insurance  Benefits from a disability or
health insurance policy are exempt without filing
(does not apply if the creditor is a health services
provider).
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Retirement Plans In general, state laws
protect most private or public retirement plans,
IRAs and Keoghs from creditor claims unless they
have exceeded their contribution limit or are
needed for child or spousal support.

Creditors &erisapension
plans

Retirement plans that meet ERISA guidelines
(at least 50 employees, etc) that contain
approved anti-alienation or spendthrift
language are generally safe from creditors.
Self-employed or small business owners, who
open their own private ERISA type plans may
not have creditor protection. In essence,
ERISA plans are intended to cover
employees. The owner or partner of a
business is not really an employee under strict
ERISA guidelines. Thus, non-ERISA plans may
provide better creditor protection.

Personal Injury or Wrongful Death Damage
Awards Most are exempt to the extent they
are needed to support the debtor and his family.

Bankruptcy  Filing bankruptcy is another method
of exempting assets from creditors when
necessary. It is important to note that there are
federal AND state bankruptcy codes. A federal
filing alone may NOT exempt debtors from state
creditors.

Well known types of bankruptcy filings include:

Chapter 13 allows an individual under court
supervision and protection to develop and fulfill a
plan to pay his or her debts in whole or in part
over a three year period, but it can last another
two years. Chapter 11 is a version of Chapter 13
for businesses. Chapter 7 is a complete discharge
of debts. Assets are liquidated to satisfy creditor
claims.

Miscellaneous Exemptions Paid earnings,
Veteran's  benefits, unemployment benefits,
workers’ compensation payments and college
financial aid are exempt.

Medicaid / Medi-Cal Planning A huge




portion of our senior population has been caught
“off-guard”.  Their longevity combined with
escalating costs of long term care has created a
need to try and capture the benefits of Medicaid
through exemption planning. If they don't, a
reasonable stay in a nursing home could impoverish
their entire estate.

It is a small wonder, then, why these people have
turned in record numbers to lawyers and financial
advisers to find Medicaid loopholes -- ways to
divest themselves of income and assets in order to
qualify for Medicaid.

The process by which medical and nursing home
care reduces a person’s assets is known as a
spendown. In the case of Medicaid, some have
referred to it as the “path to poverty”. In essence,
a person can't get assistance from Medicaid until
virtually all assets are depleted. Certain assets are
considered noncountable or exempt.  They
include:

< ahouse used as a primary residence.
< a care for transportation to work or
medical services

< awedding ring

< acemetary plot

< household furniture

< cash surrender value of life insurance
under $1,500

< real property if it is essential for
support (land to grow food) or it
produces income for one's  daily
activities.

Assets that are countable vary from state to
state. California lets the recipient keep about
$2,000 in liquid assets. The general rule is, if the
prinicipal of the item can be accessed (even if it
cost a penalty to get), it counts as an asset for
Medicail purposes. Here is a short list of what
counts:

cash, CD’s and money market accounts
stocks, bonds, mutual funds

treasury notes and treasury bills

vacation homes and second vehicles

cash value life insurance and deferred
annuities

< revocable living trusts

Medicaid rules do not also require the immediate
impoverishment of a spouse. But, the limits of
what can be kept may mean a lower quality of life

N NN NN

22

Home

than what he or she is accustomed to living.

In addition to exempt assets like a house, car and
burial plot, the amount a spouse can keep varies
from state to state. The maximum in California is
$80,760. The amount that can be kept is
determined by adding ALL available assets of BOTH
husband and wife. If one-half of the total does not
exceed the amounts above, the spouse can keep
them. The rest must be sold and used to pay any
medical bills before Medi-Cal will participate.

In addition to asset criteria, there are guidelines
for income. Generally speaking, for a person to be
eligible for Medi-Cal he must spend all his income
-- Social Security, pensions, interest, dividends, and
so on -- on nursing home care before Medi-Cal
helps.

In other states, the income restrictions are severe.
Income is “capped” at $2,019 per month, even if all
assets are “spent down” and even if this income
doesn’t cover the cost of the nursing home.

All of these guidelines and limits are a clear
reminder that Medicaid and Medi-Cal benefits
are  supposed to be for low income
individuals.

Offshore protection

The most aggressive protection strategies involve
the use of foreign trusts, offshore corporations
and offshore banking.

Certain foreign jurisdictions do not recognize the
judments of US Courts. To reach assets held
offshore it may be necessary for the creditor to
retry the claim in the foreign jurisdiction. This
would require hiring local attorneys and have
witnesses, exhibits and other evidence be
presented in the foreign court. The costs
associated with such an action may deter a creditor
from pursuing the debtor further.

One method of obtaining this protection is
through the use of a foreign trust. Typically, the
trust is located in a jurisdiction with laws favorable
to judment debtors. This means that a very short
statute of limitations for fraudulent conveyance and
a very high burden of proof for creditors to
overcome. A duress clause is added to the trust
which makes the trust irrevocable in case of a



lawsuit or threatened asset seizure. In the event
that a creditor attempts to have the foreign court
assert jurisdiction over the trust, a clause in the
trust agreement provides the power to move the
trust to a new jurisdiction.

Additional protection can be obtained by creating
an offshore corporation. This corporation
would achieve greater confidentiality and
protection through the use of nominee officers,
nominee directors and bearer shares. The
corporation would hold title to bank accounts,
brokerage accounts and other investments. The
bearer shares would be controlled by the offshore
trust. The offshore corporation would typically be
formed in a jurisdiction other than the location of
the foreign trust.

Offshore bank accounts are another method of
using offshore protection. Accounts are typically
opened in a country with strict bank secrecy laws
and with modern communications and financial
facilities for quick tranferability. Many of these
accounts can be linked to time deposits, debit card
services and even financially secure mutual funds
and other securities.

Despite all the advantages that offshore protection
appears to offer, it is not cheap. Only the most
sophisticated and wealthy can justify these
strategies. Properly implemented, however, an
offshore structure can result in the most
comprehensive and effective asset protection
available.

Multi-Entity
protection

Asset protection professionals have discovered
that, like insurance, there are many approaches to
legally solving a client’s exposure. Offshore trusts,
the subject of the last section is one option that
can represent an extremely strong defense. For
most, however, more affordable and manageable
stateside techniques, using a multi-entity approach,
are gaining favor. The multi-entity planner’s arsenal
may consist of a combination of two, three or four
of the entity methods to achieve added wealth
protection in conjunction with and beyond
insurance.

A coordinated approach can have, as a goal and
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outcome, many advantages:

C The preservation of assets from liability
claims

C The lowering of the taxable value of an
estate

C Reduction of current income tax liability

C Facilitate charitable gifting while keeping
a legacy intact

Following are the entity structures involved:

The limited liability
company

The Limited Liability Company (LLC) is a hybrid
business entity  which has similar
characteristics to both a Corporation and a
Limited Partnership. The LLC is formed by at
least two partners which can be any
combination of one or more individuals and/or
one or more legal entites. An LLC is
structured much like a Limited Partnership in
that the Managing Member controls the
financial organization of the company much like
the General Partner of a Limited Partnership.
The Members are the silent business partners
who have no control over the management of
financial affairs of the company but have a
right to distributions (on an annual or other
basis) of any income or loss of the business.

The LLC has been an available business entity
in the State of California since September,
1994 and is much in demand and is thought to
be the most advantageous way to structure
and operate a business in America today.

From an asset protection standpoint, the LLC
is the recommended way to operate a business
(Note: Businesses requiring professional
licenses cannot use LLC’s, but can use a
related statue called a Limited Liability
Partnership, (LLP). The reason for this is that
you, as the business owner, will not be
personally liable for any of the debts or
obligations of your business. Therefore, a
catastrophic lawsuit or IRS tax lien will not
necessarily expose any of your personal



assets to the liabilities of the business.
Corporations

The most traditional way to operate a business
in America is to structure your business as a
Corporation. Essentially, the Corporation is a
business entity which is formed by filing Articles
of Incorporation with the State in which your
business is operating. The Corporation is
formed by the Incorporator who files your
Articles of Incorporation. Thereafter, an
original Shareholder Meeting is held and a
Board of Directors is selected. Thereafter, the
Board of Directors selects the Officers who will
actually operate the day-to-day operations of
the company. In California, one person may be
the sole Shareholder, sole Director and sole
Officer of the company.

The downfall of the corporate format in
California is that since 1962 the California
Supreme Court has indicated that if it is
inequitable for the business creditor, the court
will not allow the corporate “veil” to protect your
business or personal assets for your creditors.
In essence, then, if your Corporation is sued or
has an IRS problem, not only are all of your
business assets completely exposed to the
business liability, but your personal assets
could also be completely exposed through the
business liability.

The family limited partnership

Asset protection planners say that the most
preferred way to own personal after-tax assets
is through a Family Limited Partnership (FLP).
The FLP is a partnership format which requires
at least two partners, like the LLC. The FLP
generally will own all personal assets such as
the family residence, stocks and bonds, mutual
funds and other types of investments.

The general purpose of the FLP is to protect
your personal assets from creditors. The FLP
operates by virtue of the Uniform Limited
Partnership Act which states that no creditor of
yours can pierce your FLP and obtain assets
held by your FLP. The only remedy that a
creditor of the FLP has is to either receive an
assignment  or  foreclose upon the
individual/debtors Limited Partnership share
utilizing a court procedure known as a
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“charging order”. The charging order entitles
the creditor to become an assignee of the
Limited Partnership share held by the
debtor/partner. However, the great benefit of
the Limited Partnership is that the General
Partner (the client) does not have to make any
distributions of income or other assets to any
Limited Partner(s) through the course of the
year. In spite of the fact that the General
Partner never has to make distributions, the
Limited Partners are responsible for paying all
the taxes of the partnership. Therefore, if a
creditor obtains a charging order or forecloses
upon a Limited Partnership interest, that
creditor will have to pay their proportionate
share of the taxes that they have foreclosed
upon or have received via a charging order. In
view of this unique capability, the FLP is the
best asset protection tool that can be utilized to
protect your assets.

An additional benefit of the FLP is that from an
estate tax perspective, the IRS will allow
discounts of between 15%-40% of the value of
assets held in the FLP. This is the equivalent
to reducing your estate tax exposure by that
percentage upon your death.

One of the most frequent questions about
establishing family limited partnerships is how
to unwind them. There are four basic ways to
get assets out of the Family Limited
Partnership:

C First, you may make pro-rata distributions
from your Family Limited Partnership to the
partners. Distributions will flow from the
assets of the Family Limited Partnership to
you or to your Revocable Living Trust,
which would be recommended.

C Second, your Family Limited Partnership
may pay a management fee to your
Corporation. The amount of the
management fee is determined by you and
the terms of this fee can be very flexible.
Income from that fee can be used to pay a
variety of corporate expenses such as
salaries, employee benefits, retirement
plans, etc.

C Third, your Family Limited Partnership can
loan money to you, your spouse, or other
family members. Repayment of the loan is



effectively repayment to yourself.

C Fourth, the Family Limited Partnership is
totally revocable by vyou, your fellow
shareholders and Limited Partners at any
time. In the unlikely event that you would
ever need to dismantle and revoke the
Family Limited Partnership, the Corporation
or the Trust, it simply takes unanimous vote
by you and your spouse to do so. If this
happens, title of your assets can be
transferred back to your direct ownership
without penalties or tax consequences.

The revocable living trust

One of the most underrated legal
documents which should be prepared for
almost every family or individual is the
Revocable Living Trust. Most people are
not aware of the fact that if they have only a
Will, or if they have no planning documents
in place, that upon their death the probate
court obtains jurisdiction of all their assets.
Therefore, upon your death, your heirs
would have to hire an attorney and file a
petition in probate court to transfer your
assets if you do not have a trust. The major
problem with the probate process is that it
takes anywhere from twelve (12) months to
twenty-four (24) months to probate even a
$200,000 estate. In addition, there are
probate fees which can range anywhere
from 3% - 10% of the gross value of your
estate. Accordingly, your heirs may end up
paying hundreds of thousands of dollars to
acquire title to assets which are legally
theirs to begin with!

In view of the above, the implementation of
a Revocable Living Trust is an essential to
any estate protection plan.

Multiple entity
structuring in action
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A possible structure for both business and personal
affairs might utilize a Limited Liability Company to
operate an existing or new business. The LLC is
for the most part a marketing company. It enters
into contracts, employs individuals, and generally
absorbs all of the liability of the business. The LLC
is operated as a “shell”; it owns no assets. The
purpose for utilizing the LLC as a shell company is
that if the LLC has creditor problems or is sued
then it can file for bankruptcy protection and a
new LLC can be put in its place very quickly and
efficiently.

A corporation might be utilized in the business
context to handle all of the advanced tax planning
for the business. The Corporation is usually filed
in Nevada to take advantage of the fact that
Nevada does not have state income or corporate
taxes. A Nevada corporation can be set up to be
either one of the partners of the LLC or can be
utilized to own the equipment of the business and
lease the equipment back to the LLC. The
advantage of owning the equipment through the
Nevada Corporation and leasing it to the LLC is
that if the LLC ever has creditor problems it can
file bankruptcy and the Nevada Corporation can
reclaim the equipment and re-lease it to a new
LLC.

With respect to personal assets, it might be
recommended that they be held by a Family
Limited Partnership or Limited Liability Company
as represented in the illustration.

What does multi-
entity structuring
accomplish

Taxes

With respect to the Limited Liability Company
from which the business is operated, a possible
illustration might be a $60,000 per-year net
income being paid to the LLC from the operation
of the business. From the $60,000 net income,
$25,000 per year would be paid to the client in the
form of a salary. The remaining $35,000 would be
payable to the client through a beneficial
distribution of income from operations on either
a monthly, quarterly or annual basis. (See Figure A
on the next page)



Without a Limited Liability Company, you would
pay approximately $9,180 in self-employment taxes
based upon a $60,000 per year business income at
the current 15.3% self-employment tax rate as
seen in the Figure.

With the implementation of the LLC and a
beneficial distribution of $35,000 per year, you
would save $5,355.00.

Utilizing a Corporation in the business plan allows
the business owner to receive a variety of benefits
through the Corporation. The expenses involved
in providing such benefits may be deductible to the
Corporation and not includable in the taxable
income of the client.  These benefits include
health, accident insurance, payment of
unreimbursed medical and dental expenses,
disability insurance and group term life insurance.
In addition, automobile expenses can be
reimbursed and/or paid through the Corporation.
The Corporation can also reimburse and/or pay
the entertainment expenses made on behalf of the
client or the clients family.

Pension Planning

Utilizing the corporate format, business owners
can set up their own corporate pension plan which
they can control as both the administrator and
trustee.  Therefore, the business owner or
individual can contribute up to 15% of their net
taxable income in said plan in any given year. Once
the money is contributed to the plan, it grows tax-
deferred but is completely taxable upon
retirement.

The significant advantage of the Corporate Pension
Plan is that the Internal Revenue Code allows for
business owners to borrow from their own
corporate pension plan of up to 50% of the
pension plan assets not to exceed $50,000. This
benefit allows business owners to contribute 15%
of their gross salary every year to a corporate
pension plan and still allows said business owner to
obtain a certain amount of liquidity with respect to
pension plan contributions.

As you may be aware, there are certainly some
problems with Qualified Pension Plans which
include but are not limited to the following:

C PENALTIES

FOR EARLY
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WITHDRAWAL

C DISTRIBUTIONS MUST BE TAKEN AT
AGE 70

C DISTRIBUTIONS ARE FULLY
TAXABLE WHEN THEY ARE
WITHDRAWN

C ANNUAL REPORTING AND
ADMINISTRATIVE COSTS

C QUALIFIED PENSION PLANS ARE

ACCESSIBLE TO LAWSUITS AND TAX
LIENS

alternative pension
planning

Because of the problems above, Multi-Entity
Planners offer alternative methods to better
facilitate  retirement  planning. A highly
recommended method utilizes various sections of
the Internal Revenue Code . . . specifically Sections
79,162, 419A(f)(6), 501(c)(9) and ERISA . . . a
specific insurance product and trust to overcome
the problem areas indicated above.

Alternative pension planning utilizes the concept of
an Irrevocable Trust which receives all of the
client’s contributions. An employer’s contributions
are made to the Irrevocable Trust which is
managed by a multi-billion dollar financial
institution. The client’s business has no control
over the Trust nor does the owner have any
control over assets until such time as the business
owner decides to terminate his plan contributions
and obtain it back on a tax-free withdrawal basis!

MARKETING PENSION PLANS

All agents should recognize the need to clarify
any situation where an insurance product is
being used as an alternative to a pension plan.
Full disclosure here can avoid a replay of
recent industry troubles where clients were
told they were getting a pension plan, when,
in fact, they were sold a life insurance policy.




These pension plan alternatives allow business
owners or other professionals to deduct 100% of
their contribution as a business fringe benefit
(expense) and receive 100% tax-free withdrawals
(income)!  This method also enables clients to
enjoy the flexibility of early retirement as well as
the comfort of knowing:

C THE FUNDS CAN BE
OFFSETTING ESTATE TAXES

USED FOR

Since the method of vesting is through an
Irrevocable Life insurance Trust or Family
Limited Partnership, the client does not
personally own the contribution funds. As
a result, upon the client’s death, all
contributions would be payable to the Trust
or FLP and not the client’s estate.

C THE FUNDS ARE COMPLETELY
PROTECTED FROM CREDITORS DURING
THE ACCUMULATION PERIOD

Statutory and case law protect the client’s

contributions.  In addition, the Irrevocable

Trust  structure is  considered virtually

impenetrable.

C THERE IS LITTLE OR NO ANNUAL
REPORTING

C THERE ARE NO MANDATORY

DISTRIBUTIONS

Another area of concern that can be solved by
using the alternative pensions is that of
converting  distributions  from  EXISTING
qualified pension plans into totally tax-free
withdrawals in your retirement years. Consult
a professional in this area before making any
decisions.
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Aka “veba” ETAL

In one form or another, the trust
arrangements described above are also known
as VEBAs (Voluntary Employees Beneficiary
Association), section A(f)(6) or Section 79.
Major corporations, labor

organizations and governmental units have
used VEBAs and these code sections to
provide benefits to members from
contributions made by employers and
members.

Estate planning

Advanced Multi-Entity Strucuring can provide the
following estate planning advantages:

C The market value of your estate is lowered due
to well-established principles granting discounts
for lack of marketability and fractional
ownership of an asset. You save up to fifty-five
percent (55%) in estate taxes for every dollar
your taxable estate is lowered through the
implementation of a Family Limited Partnership.
The Internal Revenue Service allows a minimum
of a twenty-five to forty percent (25%-40%)
discount on all the assets placed in a Family
Limited Partnership. In a typical illustration, a
$2,000,000 estate could receive a 40% discount
thereby excluding $800,000 of assets from
estate valuation. This $800,000 exclusion would
represent an approximate $400,000 in estate
tax savings to the heirs of the client.

C The estate plan allows for lifetime gifts of
Limited Partnership interests to your children,
grandchildren, other loved ones or charities
while you maintain control over the assets.
You can begin to reduce your estate by making
gifts of fractional interests in your Family
Limited Partnership which will further reduce
the estate taxes due upon your death.

C This estate plan creates a way for you to
manage your family assets. This is accomplished
by setting up your Corporation as the General
Partner of your Family Limited Partnership
which will continue to manage your Family
Limited Partnership despite the death or
disability of any of the shareholders.



C This estate plan eliminates the need for
probating your estate since a trust will transfer
all assets to your children or grandchildren
without court intervention even beyond the
death of you or your spouse.

C This estate plan will clarify, prioritize and
systemize your entire estate by (1) compiling all
the essential information regarding your estate
into one complete source; (2) reorganizing
your financial paperwork into a single
comprehensive file; and (3) transferring your
diversified investment portfolio into a single,
easier-to-manage asset -- your Family Limited
Partnership.

Asset protection plans

What happens today if a third party
gets a judgment against you, your
spouse or your business?

Without implementing an asset protection plan,
the majority of your assets are subject to seizure
by third party creditors. Your creditors can pick
and choose whatever they please in order to
execute upon a judgment taken against either you
or your business. Without an asset protection
plan, almost all of your personal and business assets
will be exposed to execution by a potential
creditor.

After implementing an asset protection plan, the
majority of your assets are owned by a Family
Limited Partnership and are safe from seizure by
creditors. Once your assets are transferred to a
Limited Partnership format or a series of Limited
Partnerships, the third party creditor cannot seize
or obtain any portion of your estate. The
creditor’s only recourse is to obtain a “charging
order” against your interest in your Family Limited
Partnership or Business Limited Partnership. A
charging order is similar to a garnishment of wages
and requires that all distributions from your Family
Limited Partnership which would have gone to you
must now be paid to the third party creditor.

THE CHARGING ORDER CANNOT FORCE
ANY DISTRIBUTIONS TO BE MADE FROM
THE LIMITED PARTNERSHIP!

If you or your Corporation, as General
Partner, decides not to distribute any income to
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the limited partners, then the creditor does not
receive any money. At the same time, the
creditor is responsible for all of the
income tax responsibility or liability from
the Limited Partnership.  Assuming your
Limited Partnership has taxable income and no
pro rata distributions are made to the partners,
the creditor becomes liable for “phantom
income”. In other words, the creditor must
pay income tax on money earned by the
Partnership but for which it did not
receive any distribution. This unfavorable
result dramatically improves your negotiating
position against any creditors and helps to
level the playing field.

An asset protection plan developed by a
professional provides the following asset
protection advantages for your business and
family:

C It shields your assets from the ever-
expanding damage awards for personal
injury and professional liability and it
protects your assets from unfair or
outrageous financial claims of judgment
creditors.

C It insulates your assets from the effects of
death or bankruptcy of your co-guarantors,
co-makers of debts and fellow General
Partners. With the asset protection plan,
the problems of your partners do not
become your problems.

C It provides an entity you control to be the
beneficiary of the estate from which you
anticipate an inheritance. Parents redraw
their Wills or Trusts to leave their estate not
to their children directly, but to their
children’s Family Limited Partnership so that
the children’s inheritance is protected from
creditors.

C It provides protection for your legacy. If a
son or daughter is in a high-risk occupation,
you can implement an asset protection plan
and thereby leave your children a Limited
Partnership interest as their inheritance.
This protects the assets of the parents while
they are alive and passes on the same
protection to their children.



Charitable remainder
trust planning

Although most people do not think of gifting assets
to charities, the gifting of assets to a Charitable
Remainder Trust is oftentimes an effective tax
avoidance and asset protection.

An advanced protection program designed by a
multi-entity planner provides the following
charitable advantages for your family:

C By transferring the family business, ranch, farm
or other family asset into a Family Limited
Partnership, a gift of a Limited Partnership
interest to a charitable organization can be
made while the family business, ranch, farm or
other family asset remains intact to produce
income for the benefits of all partners.

C As a Limited Partner, a Charitable Remainder
Trust or organization has no control over the
daily management of the Family Limited
Partnership so that the family business, ranch,
farm or other family asset may be operated
essentially the same as before the transfer of
Limited Partnership interest.

C The value of the Limited Partnership interest
that is given to the Charitable Remainder Trust
or organization can be taken as an immediate
tax deduction on your current year’s income
taxes. In some cases, this may provide you
liquidity that you previously did not have.

C By requiring the vote of all Limited Partners of
the Family Limited Partnership and all the
shareholders of the corporate General
Partners, including the charitable organization,
to liquidate the entities, you have optimized
your potential to obtain a reduction in the
valuation of your taxable estate.

In a typical case, a client could contribute
$1,000,000 in appreciated real estate to a Limited
Partnership and thereafter gift Limited Partnership
interests to a Charitable Remainder Trust. By
doing so, the client can take an immediate
$1,000,000 charitable deduction which he or she
can use over six years to reduce his or her taxable
income.

An even greater benefit is the fact that that
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$1,000,000 piece of property can now be sold and
the $1,000,000 in proceeds can be reinvested in
the Limited Partnership for the entire term of the
partnership (usually 25 to 55 years). Accordingly,
some clients can buy and sell real estate as well as
other capital appreciated assets such as stocks and
bonds, etc. during their entire lifetime and never
pay any tax on the income received from said sales.

Upon death, all of the Limited Partnership assets
could be transferred to a Charitable Remainder
Trust which could have as its beneficiary a Family
Foundation thereby allowing your children or
designated beneficiaries to continue to operate the
Limited Partnership for their lifetime and the
lifetime of all generations in perpetuity. As you can
imagine, the tremendous tax and asset protection
benefits of the program cannot be overstated. The
bottom line is that you can own and control your
assets in perpetuity without ever paying any taxes
on them or losing them to the Internal Revenue
Service or other creditors.

Implementing a multi-
entity asset
protection plan

Implementation of an Advanced Tax Planning and
Asset Protection Program involves the transferring
of title of your assets to various entities which
include: Family Limited Partnerships, Business
Limited Partnerships, Corporations and certain
types of Trusts as well as Limited Liability
Companies. The only limitations to the asset
protection plan espoused by asset protection
professionals is that the person implementing the
plan must be financially solvent in accordance with
general accepted accounting principles both before
and after implementation, and the purpose of
the transfer must not be to hinder, delay of
defraud creditors.

Your net worth after implementing this program
will remain substantially the same. The percentage
of ownership in the Limited Partnership will not
change the total amount of your net worth despite
the fact that you now do not own any assets
directly in your own name. However, you still
control them through the connection of your
Family Limited Partnership and your Revocable
Living Trust.



Maintaining control
of a multi-entity
program

To maintain effective lifetime control over the any
multi-entity program, you, your family members
and other shareholders enter into carefully drafted
agreements. These agreements include a Family
Limited Partnership as well as various other
contracts which bind all members and entities to
vote for you as the person in charge. With
respect to the Limited Partnership Agreement,
since you act as General Partner, you control each
and every movement of cash and other assets in
and out of the Limited Partnership. You have total
lifetime control over all of your assets utilizing
these entities which cannot be disrupted even by
death. As a result, the plan works much more
favorably than the implementation of just one
Trust Agreement or just one Corporation.

Isa multi-entity asset
protection plan right
for your client?

Do they want to reduce the amount of
income taxes they are paying?

Do they want to leave the majority of
taxable estate to your family rather
than to the IRS?

Do they want your assets to be
preserved from expanding liability
judgments?

Do they want to make a charitable gift
while keeping assets intact?

If they answered “yes” to any of these
guestions you should consult with a multi-
entity planner.
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CERTAIN COMMENTS

REGARDING MULTI-ENTITY

STRUCTURING AND VEBA
TRUST PLANNING ARE
COURTESY OF STUART

FURMAN, ATTORNEY. YOU

MAY REACH HIM AT
(909) 694-8545
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