| N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRICT OF | LLINO S

| N RE: I n Proceedi ngs
Under Chapter 7
JOYCE A. ELLIS
Case No. 01-42090
Debt or (s).
OPI NI ON
The debtor in this case seeks to exenpt a whole life
i nsurance policy that provides for the payment of an annuity
when the debtor reaches the age of 65. The debtor’'s claimis
prem sed on the Illinois provision exenpting a debtor’s interest
in aretirement plan. See 735 11l. Conp. Stat. 5/12-1006. The
trustee objects that the debtor’s policy is an i nsurance policy,
not an annuity, and, as such, fails to qualify under the
I1linois “retirenment plan” exenption. The trustee, therefore,
requests turnover of the surrender value of the policy for the
benefit of the debtor’s estate.!?
The policy at issue is identified as a “Flexible Prem um

Adj ustable Life Insurance” policy issued by Modern Wbodnmen of

America (“Mdern Wodnen”). It provides for a “base insurance

1 The debtor additionally clained the policy as exenpt
under the “insurance policy” exenption of 735 Ill. Conp. Stat.
12-1001(f). However, this exenption is not applicable because
t he beneficiary of the policy, the debtor’s cousin, is not a
person “dependent upon the insured” as required for exenption
under § 12-1001(f). See In re MlLaren, 227 B.R 810 (1998).
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amount” of $100,000, with a “death benefit” of $102,533.59 as of
Oct ober 23, 2001.2 In addition, the policy provides a
“retirenment benefit” described as “nmonthly inconme for life (10
year certain & Life Option).” (Debtr. Ex. A, Certif. No.
6920886, “St. of Certif. Cost and Benefit Info.”) The policy
states that Mddern Wodnmen will pay the death benefit to the
debtor’s beneficiary if she dies prior to the policy’ s maturity
date of Septenber 1, 2016. However, if the debtor is living on
the maturity date, the policy will term nate and Modern Whodnen

will pay any account value to the debtor.® (See Ex. A, at 5.)

The policy sets forth “optional nethods of settlenent” for
t he payment of anounts due at maturity, including the option
sel ected by the debtor of “life inconme with guaranteed period.”

(Ex. A, at 10.) This option may be revoked or changed by the

debtor at any time upon a witten request. (See id.) The
debtor, noreover, is entitled to surrender her policy in
exchange for the account value of +the policy, |less any

2 The “death benefit” consists of the policy’'s “specified
amount” plus the “account value.” (Debtr. Ex. A, Certif. No.
6920886, at 5.)

3 The “account value” is determ ned based on a formula
that credits prem uns received fromthe insured and deducts
any withdrawals fromthe policy s surrender value. (Ex. A at
7.)



i ndebt edness, upon proper application.?

The debtor’s policy specifies a “planned prem unt of $150

quarterly or $600 annually. However, premunms “may be paid at

any tinme and in any ampunt,” and the policy will remain in
effect so long as the “account value . . . equals or exceeds [a]
m ni mum requi red account value.” (Ex. A at 6.) In addition,
the policy provides that “excess premunms” will be refunded, as

necessary, in order for the policy to qualify for the Internal
Revenue Code’s “exclusion of death benefits from gross incone
for flexible premumlife insurance contracts.” (Ex. A at 6.)

The debt or asserts that her “sole purpose” in entering into
the policy with Mdern Wodmen was to provide herself with
retirement income, not life insurance. She maintains that, as
a single woman with no children,® she had need of a policy paying
a fixed anount at retirenent and, for this reason, purchased the
present policy, which she describes as a “retirenment annuity
with Iife insurance wapped around it.”

The trustee di sagrees with the debtor’s characterizati on of

4 At the time of the debtor’s bankruptcy filing, the
surrender val ue of her policy was $4, 049.

5> The debtor, who was 47 years of age when she filed her
bankruptcy petition in Septenmber 2001, entered into the policy
i n Novenber 1992.



the policy as a “retirenment annuity” and asserts that the
annuity provision at issue is nerely an alternative nmethod of
obt ai ni ng payment under what is essentially an i nsurance policy.
As the trustee notes, the debtor may (1) leave the policy in
place and it will pay at death, (2) surrender the policy and
receive an i medi ate paynent of its cash value, or (3) begin to
surrender the policy for a nonthly amunt payable at age 65.
However, the trustee argues, despite the fact the debtor may
choose to receive the policy’ s value through an annuity, it
remai ns a policy of insurance and does not constitute an annuity
for purposes of the Illinois exemption for retirenment plans.
Section 12-1006(a), at issue in this case, exenpts a

debtor’s

interest inor right . . . to the assets held in or to

recei ve pensions, annuities, benefits, distributions,

refunds of contributions, or other paynents under a

retirement plan . . . if the plan (i) is intended in

good faith to qualify as a retirenent plan under

appl i cabl e provi sions of the Internal Revenue Code of

1986 .
735 1Il. Conp. Stat. 5/12-1006(a)(enphasis added). The statute
further specifies that “retirenment plan” includes, anong other
t hi ngs:

(1) a stock bonus, pension, profit sharing, annuity,

or simlar plan or arrangenent, including aretirenent

plan for self-enployed individuals or a sinplified
enpl oyee pensi on plan; [and]



(3) an individual retirenment annuity or individual
retirenment account|.]

735 I'l'l. Comp. Stat. 5/12-1006(b) (enphasis added).

Whet her a whole life insurance policy with an annuity
payable at retirenment constitutes an “annuity” for purposes of
the Illinois exenption for “retirement plans” appears to be an
issue of first inpression under Illinois |aw Al t hough both
life insurance and annuity policies are issued as contracts with
an i nsurance conpany, the two are distinguishable inthat alife
i nsurance policy contains an el enent of “risk,” while an annuity
policy has the character of an “investnment.” As set forth in a
noted treati se on insurance law, “[life insurance] involves [the
paynent] of stated ampunts, known as prem uns, by the insured
over a period of years[,] in return for which the insurer
creates an immedi ate estate in a fixed anount in the event of

[the insured s] death[.]” 1 John A. Appleman & Jean Appl eman,

| nsurance Law & Practice, 8 84, at 295 (1981). Thus, there is
“an imediate hazard of |oss” upon the insurer, wth the
requi red performance by the insured of certain obligations at
designated intervals of tine. Id. By contrast, under an
annuity contract, the insured pays in a fixed sum wusually at

one time, in return for which the conmpany nmust performa series

of obligations, paying a fixed anount over a period of years at



desi gnated tines. “The hazard of loss is no |onger upon the
conpany[,] but wupon the recipient who my die before any
benefits are received.” 1d. For this reason, annuity contracts
must be recognized as investnents rather than as insurance.

ld.; see also In re Turner, 186 B.R 108, 115-16 (B.A.P. 9th

Cir. 1995) (quoting Appleman on Insurance, § 84, at 295)).

VWole Iife policies, such as that purchased by the debtor
here, ® conbi ne sone of the features of “insurance” with those of
“annuities.” The fact that an “insurance” policy matures with

an annuity settlenent, however, does not preclude that policy

6 Although identified by the debtor as a “whole life”
policy, the debtor’s policy is nore properly characterized as
a “universal life” policy. “Cash value life insurance,” a
generic termdescribing the category of life insurance
contracts that provide both a terminsurance el ement and a
savings elenment, were traditionally described as “whole life
i nsurance,” which derived fromthe fact that all such policies
were, in theory, designed to provide coverage for the “whole
life” of the insured. See Kyle D. Logue, The Current Life
| nsurance Crisis: How The Law Should Respond, 32 Cumb. L. Rev.
1, at *67 n.42 (2001-2002). Today, because al nost all cash
value life policies are designed to cover the insured-investor
for his or her entire life, the term“whole life insurance”
has cone to nean a particular type of cash value policy — one
t hat has, anmong other things, fixed annual prem unms and a

fixed death benefit. 1d. The other major classes of cash
value policies are “universal life” and “variable life”
policies. What distinguishes “universal life” insurance from

traditional “whole life” is that “universal” allows variation
in the anount of premuns that are paid in each policy period
and in the death benefit options. |1d. Because the debtor’s
policy here provides for variation in the anount of prem uns
that are payable in a policy period and for options in the
paynment of death benefits, the policy, strictly speaking, is a
“universal life” rather than a “whole life” policy.
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frombeing an i nsurance policy. See Turner, 186 B.R 108, 115.

Rat her, the particular features of the policy nust be exam ned
to determ ne whether it involves an elenment of “risk” -- and
t hus constitutes i nsurance -- or whether it has the character of

an “investnment” so as to qualify as an annuity. See Turner, at

117.

From an exam nation of the debtor’s policy it is evident
that, despite the annuity settlement option selected by the
debtor, the policy creates an “insurance risk” for the insurer,
Modern Wbodnen, rather than an “investnment” on behalf of the
debt or. First, under the policy, the debtor is obligated to
make prem um paynents over a period of years rather than a fi xed
anmopunt at the inception of the policy. Indeed, while the anount
of the debtor’s premum paynents nmy vary, the policy
specifically prohibits the debtor frommaki ng paynments i n excess
of the ampbunt required to qualify under the “death benefits” tax
exclusion for Ilife insurance contracts. In addition, the
debtor’s paynent of such prem unms obligates Mddern Wbodnen to
pay an imediate death benefit of at |east $100,000 if the
debtor should die before attaining the age of 65. The risk of
| oss, therefore, is on the insurer, Mdern Wwodnen, who nust pay
out an anmount far in excess of that received through t he paynent
of premuns in the event of the debtor’s death before the

policy’'s maturity date.



VWile a different result mght obtain if the debtor had
filed her bankruptcy case after the policy had matured with the
annuity settlement selected by her, a debtor’s entitlenment to
exenptions in a bankruptcy case is determned as of the
commencenent of the case. See 11 U S.C. §8 522(b)(2)(A); In re
Sheets, 69 B.R 542, 543 (Bankr. WD.N Y. 1987). At the tine
the debtor filed her petition, the policy at issue had the
characteristics, not of an annuity policy paying out a fixed
ampunt to the debtor over tine, but of an insurance policy
entitling the debtor’s beneficiary to an immedi ate payment in
the event of the debtor’s death. Accordingly, the debtor’s
policy does not constitute an “annuity” for purposes of the
exenption provision of 735 IIl. Conp. Stat. 5/12-1006.

Even if the debtor’s policy could be characterized as an
“annuity,” however, it would not necessarily qualify for
exenption under § 12-1006. As set forth above, this section
exenpts a debtor’s “interest in or right to receive” pensions,
annuities, benefits, distributions, refunds of contri butions, or
ot her payments under a retirenent plan,

if the plan is intended in good faith to qualify as a

retirement plan under applicable provisions of the
| nt ernal Revenue Code of 1986[.]1"

735 1I1l. Conp. Stat. 12-1006(a) (enphasis added). The

enphasi zed | anguage nodifies the preceding phrases including,



for present purposes, “annuities.” To be eligible for exenption
under § 12-1006, then, an annuity nust conme within the Internal
Revenue Code provisions for tax-qualified retirenent plans.

In this case, the applicable provisions of the Internal
Revenue Code (“I.R C. ") are set forth in 26 U S.C. 8§ 408, which
establishes individual retirement accounts and individual
retirenment annuities, respectively.” See |I.R C. 8§ 408(a)-(b).
Section 408(b) enunmerates the attributes necessary for an
annuity to be tax-qualified as an “individual retirement
annuity.” These attributes include |limtations on the nature
and amount of premunms to be paid and restrictions on the
transferability of the contract and forfeitability of the
owner’s interest. I.R.C. 8 408(b)(1)-(4). To the extent a
retirement annuity possesses these qualifying attributes, the
I nternal Revenue Code provides special tax treatment for
contributions to and distributions from such annuity.

VWhile § 12-1006 requires only that a retirement plan be
“intended in good faith to qualify” wunder applicable tax
provi sions in order to be exenpt under Illinois |aw, the debtor

in this case has nade no attenpt to show how her purported

" Individual retirement accounts and annuities are a
subcl ass of a broader group of investnent vehicles known as
“individual retirement plans.” See |I.R C. § 7701(a)(37).
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annuity qualifies for tax-advantaged treatnent under 8§ 408(b).8
Rather, in response to the trustee’ s argunment that the annuity
provi sion of her policy was nerely an option for receiving
proceeds under her insurance policy, the debtor asserted that,
“in her mnd,” she entered into the policy “for purposes of
retirement.” Notably, despite the specific reference in § 12-
1006 to tax code provisions governing retirenment plans, the
debtor asserted only that the policy was “intended for
retirenment,” not that it was intended to qualify as a retirenent
pl an under the Internal Revenue Code.

Section 12-1006, like exenption statutes generally, is to
be construed liberally to further the |egislative purpose of
affording the debtor a fresh start. However, even under a
i beral construction, 8 12-1006 cannot be extended to protect
what ever a debtor unilaterally chooses to claimas intended for
retirement purposes. Rather, in the absence of any show ng that
t he debtor intended her policy to qualify as a retirement plan

under the Internal Revenue Code, the debtor has failed to show

8 While the burden of proof initially rested with the
trustee as the party objecting to the debtor’s cl ai m of
exenption, see Fed. R Bankr. P. 4003(c), once the trustee
offered the certificate, policy, and application to show that
not hing therein indicated it constituted a retirement plan or
annuity, the burden shifted to the debtor to establish that
the policy was intended as a tax-qualified retirenent plan
under applicable provisions of the Internal Revenue Code.
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that the policy at issue constitutes a retirenent plan exenpt
under 8§ 12-1006(a).
For the reasons stated, the Court finds that the debtor’s

policy constitutes, not a retirenent annuity exenpti bl e under 8§

12-1006, but a policy of insurance. The debtor’s insurance
policy is not exenpt under either 735 Ill. Conp. Stat. 5/12-
1001(f) or 735 I1ll. Conp. Stat. 5/12-1006. Accordi ngly, the

Court will sustain the trustee’s objectionto the debtor’s claim
of exenption.

SEE VWRI TTEN ORDER

ENTERED: March 4, 2002

/'s/ KENNETH J. MEYERS
UNI TED STATES BANKRUPTCY JUDGE



