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I
f your client base includes business owners, chances are 
you have turned your mind to what might happen to 
their superannuation and proceeds from life insurance 
policies should their circumstances drastically change, 
and they become bankrupt.

Small firms (employing up to 19 people) account for 
around 98% of businesses in Australia. Unfortunately, 

a substantial number of these small enterprises fail. According to 
the Australian Small Business and Family Enterprise Ombuds-
man’s Small business counts: small business in the Australian econo-
my report of December 2020, the survival rate of small businesses 
as measured over the period from June 2015 to June 2019 ranged 
from 60% (for those with no employees) to 78% (for those with 
5–19 employees).

Though no one is immune from bankruptcy, self-employed busi-
nesspeople, ‘at risk’ professionals (for example, doctors, dentists, 
lawyers, accountants, architects and engineers) and company direc-
tors are particularly vulnerable to lawsuits from disgruntled patients, 
dissatisfied clients, or vindictive former business partners. Successful 
litigation against these individuals may send them bankrupt, as can 
merely mounting a defence against a spurious claim. 

This paper examines how superannuation interests and life in-
surance policies are impacted by bankruptcy proceedings. Interest-
ingly, Australia’s bankruptcy law provides certain exemptions, which 
means that proceeds from superannuation and life insurance policies 
may be protected from claims by creditors.

Knowing the ins and outs of the rules around bankruptcy may 
help financial advisers set up an ownership structure for life insur-

ance policies which can be more appropriate for clients who are 
among those at high risk of becoming bankrupt due to the nature of 
their profession or business.

Bankruptcy in Australia
The good news is that according to Australian Financial Author-
ity (AFSA) statistics for 2020/21, the number of total personal in-
solvencies in Australia decreased 49.6% in 2020/21 compared to 
2019/20. 

By type of personal insolvency, in 2020/21 there were: 
• 6,792 bankruptcies (a 46.7% decrease)
• 3,731 debt agreements (a 54.2% decrease) 
• 89 personal solvency agreements (again, a 46.7% decrease).

These figures may seem surprising, given that they were produced 
in a financial year impacted by a global pandemic. No doubt, govern-
ment assistance measures and the decision by the banks and Aus-
tralian Taxation Office not to pursue debt temporarily, contributed 
to the lower insolvency numbers. It will be interesting to see what 
insolvency outcomes the end of the current financial year will bring. 

Individuals who are unable to pay their debts and cannot come to 
suitable repayment arrangements with their creditors may file a vol-
untary petition to become bankrupt (called a debtor’s petition) with 
the Official Receiver at AFSA. Creditors can also apply to the court, 
via a creditor’s petition, to make a person bankrupt if that the person 
owes them money above a minimum amount, currently $10,000. 

The court order declaring a debtor bankrupt is called a seques-
tration order. Once it is made, all property owned by the bankrupt 
(with some exceptions) comes under the control of the bankruptcy 
trustee, either the Official Trustee in Bankruptcy (at AFSA) or a 
registered (private) trustee. 
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The definition of 
‘property’ would 
normally include 
superannuation 
interests and life 
insurance policies 
and their proceeds. 
However, the 
Bankruptcy Act goes 
on to provide certain 
exemptions.

Bankruptcy generally lasts for three years and one day, 
but can be extended under certain circumstances. A per-
sonal insolvency agreement (formerly known as a Part X 
Arrangement) is an alternative to bankruptcy, whereby 
a person enters into an agreement with their creditors 
without being made bankrupt.

Under section 116(1) of the Bankruptcy Act 1966 
(Bankruptcy Act): 
(a) all property that belonged to, or was vested in, a bank-

rupt at the commencement of the bankruptcy, or has been 
acquired or is acquired by him or her, or has devolved or 
devolves on him or her, after the commencement of the 
bankruptcy and before his or her discharge …

is property divisible among the creditors of the bankrupt. 
The property or assets that the bankruptcy trustee 

may be able to claim and sell include real estate, vehi-
cles, bank balances, tools and lottery winnings. A ve-
hicle used mainly for transport and tools of trade can 
be kept, both up to a set amount. The trustee can also 
claim a portion of after-tax income earned by the bank-
rupt above a set threshold.

The exemption for superannuation 
The definition of ‘property’ would normally include su-
perannuation interests and life insurance policies and 
their proceeds. However, the Bankruptcy Act goes on 
to provide certain exemptions.

Section 116(2) of the Bankruptcy Act excludes the fol-
lowing property (as defined by the Superannuation Indus-
try (Supervision) Act 1993 (SIS Act)): 
• The bankrupt’s interest in a regulated superannua-

tion fund 
• An approved deposit fund
• An exempt public sector superannuation scheme, or 
• A payment to the bankrupt from such a fund received 

on or after the date of bankruptcy provided the payment 
is not a pension within the meaning of the SIS Act. 
It also excludes the amount of money a bankrupt holds 

in a Retirement Savings Account (RSA) or a payment to 
a bankrupt from an RSA received on or after the date of 
the bankruptcy, provided the payment is not a pension 
or annuity within the meaning of the Retirement Savings 
Accounts Act 1997. 

Superannuation benefits paid as a pension or annuity 
do not have the same protection as lump sums because 
these payments are classified as ‘income’ as opposed to 
property divisible among creditors. 

This income is protected from creditors up to a cer-
tain legislated limit (updated twice a year), depending on 
the number of dependants of the bankrupt. The current 
threshold for a bankrupt with no dependants is $60,515 
and increases to $82,300.40 for bankrupts with more 
than four dependants (all amounts after tax). 

The bankruptcy trustee is generally entitled to claim 
50% of amounts exceeding an individual bankrupt’s 
threshold. There is no limit as to how much a person can 
earn while bankrupt. 

For these reasons, it may be worthwhile for an un-
discharged bankrupt not to commence superannua-
tion pensions, but to keep superannuation benefits 
in the accumulation phase and make only lump-sum 
withdrawals, assuming they meet an appropriate con-
dition of release. 

Although the federal government has reduced mini-
mum pension payment amounts by 50% for this and the 
previous two financial years, it would also be prudent for 
people who are in superannuation pension phase and 
who are facing bankruptcy to obtain financial planning 
and legal advice about rolling their pension back into ac-
cumulation phase if their minimum payment amounts 
are above the protected income threshold.

Separate provisions of the Bankruptcy Act cover con-
tributions to the trustee of a superannuation fund both 
by a future bankrupt (section 128B) or by a third party 
(section 128C) for the benefit of a future bankrupt. 

These provisions:
• allow bankruptcy trustees to recover superannuation 

contributions made prior to bankruptcy on or after 28 
July 2006 with the intention to defeat creditors

• apply to any ‘out of character’ transfers which may be 
outside the normal contribution patterns of members. 
Based on the preceding discussion, provided there 

was no intention to defeat creditors, term life and total 
and permanent disability (TPD) insurance proceeds 
from policies held inside superannuation would also not 
be subject to a claim by a bankrupt’s creditors. 

As for protection against bankruptcy for income pro-
tection or salary continuance policies, the question would 
hinge on whether a temporary incapacity payment by a 
superannuation fund would constitute a pension under 
SIS or under common law. 

While it is highly unlikely that such a payment would 
be pension under SIS law, it is strongly arguable that any 
regular payment from a superannuation fund is a pension 
at common law, and therefore accessible by creditors, sub-
ject to income thresholds. However, see also the outcome 
of a 2016 court case discussed in the next section.

Bankrupt beneficiaries
While it is clear that the superannuation interest of an 
undischarged bankrupt is not divisible property among 
creditors, two recent legal cases considered whether 
lump-sum death benefit payments were accessible to 
creditors if received by a bankrupt beneficiary. 

In Morris v Morris [2016] FCA 846, a bankrupt wid-
ow received various death benefit payments from her 
late husband’s superannuation funds via the exercise 
of the fund trustee’s discretion to pay death benefits 
in her favour. 

The widow’s bankruptcy trustee argued that the pay-
ments were divisible among her creditors as they did not 
qualify for the exemptions in section 116(2) of the Bank-
ruptcy Act because the interest in the superannuation 
funds was the late husband’s and not hers. 
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As for protection 
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would hinge on 
whether a temporary 
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or under common law.

The court decided that the widow’s interest in the 
superannuation funds was created the moment the 
trustees exercised their discretion in her favour, thereby 
satisfying section 116(2)(d)(iii)(A) and exempting the 
property from being divisible among creditors. Fur-
ther, the court decided that section 116(2)(d)(iv) was 
also satisfied, as the widow received payments from the 
superannuation funds directly after the date of bank-
ruptcy and it was not a pension.

In Cunningham v Gapes [2017] FCA 787, the wife 
of a bankrupt received a distribution from the bank-
rupt’s deceased mother’s estate via the latter’s Will, 
because the bankrupt did not have a bank account in 
his name. The distribution came from death benefits 
initially paid from the deceased mother’s superannu-
ation fund to her estate and directed to her bankrupt 
son via her Will. 

The bankruptcy trustee argued that unlike the situ-
ation in Morris v Morris, the bankrupt did not have an 
interest in his mother’s superannuation fund, and that 
the payment was not received from the fund but from the 
deceased mother’s estate. The court, in a summary judg-
ment, agreed with the trustee in bankruptcy. It held that 
the bankrupt did not have an interest in the superannua-
tion fund and only received the monies because he was a 
residuary beneficiary in his mother’s Will.

These cases hinge on superannuation death benefit 
payments. A superannuation fund member may choose 
to make death benefit nominations or not. If they do, 
and subject to the superannuation fund trust deed and 
governing rules, superannuation death benefit nomina-
tions can be either non-binding or binding death benefit 
nominations (BDBN). 

Under non-binding nominations, the superannua-
tion fund member provides guidance to the fund trus-
tee about how they would like their death benefits dis-
tributed to beneficiaries, but ultimate discretion rests 
with the trustee, in consideration of the member’s rela-
tionships at time of death. A BDBN, however, is bind-
ing on the trustee, provided it nominates either SIS 
Act dependants at the time of death or the deceased’s 
legal personal representative (LPR), the superannua-
tion fund trust deed allows BDBNs, and that certain 
documentary requirements are met. 

BDBNs may be lapsing or non-lapsing. Lapsing BD-
BNs generally cease after three years and need to be 
renewed, whereas non-lapsing BDBNs are effective un-
less changed or cancelled by the member or are invalid 
due to nominees no longer being SIS Act dependants or 
due to procedural deficiencies (for instance, signed or 
witnessed incorrectly). 

Based on the aforementioned legal cases, there are 
degrees of bankruptcy protection available when lump-
sum superannuation death benefits are directed to in-
tended dependent beneficiaries. 

Given that many of the trust deeds of retail, industry 
or corporate superannuation funds have default pay-

ments to a deceased’s LPR if a binding nomination has 
lapsed, or if the superannuation fund trustee decides to 
pay the death benefit to the deceased’s LPR where there 
is a non-binding nomination, it would be prudent to con-
sider making a non-lapsing BDBN in favour of intended 
beneficiaries. Provided it is regularly reviewed to align 
with the member’s testamentary wishes and is directed to 
SIS Act dependants, a non-lapsing BDBN would likely 
ensure potentially bankrupt beneficiaries receive death 
benefits protected against creditors.

The exemption for ordinary (non-su-
perannuation) life insurance policies 
Section 116(2) of the Bankruptcy Act also exempts from 
section 116(1) the following property: 
(i) policies of life assurance or endowment assurance in re-

spect of the life of the bankrupt or the spouse or de facto 
partner of the bankrupt 

(ii) the proceeds of such policies received on or after the date 
of bankruptcy. 

It is important to note that the exemption of life insur-
ance (or life assurance) policies is based on the common 
law definition of life insurance expressed by the High 
Court in National Mutual Life Association of Australasia 
Ltd v Federal Commissioner of Taxation (1959) 102 CLR 
29, and NM Superannuation Pty Ltd v Young (1993) 
FCR 182; not the definition in the Life Insurance Act 1995 
(Life Insurance Act). 

There is a longstanding discrepancy between the 
Bankruptcy and Life Insurance Acts as to what con-
stitutes a policy of life insurance or life assurance. The 
Bankruptcy Act refers to ‘life insurance’ once, in section 
139L, in respect of the meaning of ‘income’ and refers to 
‘life assurance’ four times, with regard to property divis-
ible among creditors in sections 116 and 249. Therefore, 
life policies under the Life Insurance Act, such as TPD 
and trauma insurance, may not equate to a life insurance 
policy at common law and may not be exempt from being 
property divisible amongst a bankrupt’s creditors under 
section 116(2). 

A policy of life assurance includes a term life policy 
and, following various stamp duty legal cases, most 
likely, TPD or trauma policies that are riders (additional 
insurance cover attached to a term life policy), as defined 
in the various duties legislation in Australian states and 
territories. These riders are unlikely to be considered 
property divisible among the creditors of a bankrupt. If 
the proceeds of these policies are received on or after the 
date of bankruptcy, the proceeds are likely also not divis-
ible amongst the creditors of the bankrupt. 

Until recently, standalone TPD and trauma cover and 
income protection cover have not been considered life in-
surance at common law, and therefore not excluded from 
being property divisible among creditors of a bankrupt. 
Any income protection policies owned by a bankrupt 
would have been subject to the prevailing legislated in-
come threshold. 
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that any regular 
payment from a 
superannuation 
fund is a pension at 
common law, and 
therefore accessible by 
creditors, subject to 
income thresholds.

Berryman v Zurich Australia 
The decision by the Supreme Court of Western Aus-
tralia in Berryman v Zurich Australia Ltd [2016] WASC 
196 held that a bankrupt’s entitlement to claim a TPD 
benefit under a life insurance policy is not an entitle-
ment that is divisible among the bankrupt’s creditors 
and therefore does not vest in the Official Trustee in 
Bankruptcy. 

Mr Berryman was a self-employed carpenter who 
took out insurance and suffered an accident at work on 
7 July 2009, when a large granite rock crushed his foot. 
On 16 November 2009, he made a claim under his 
Protection Plus policy with Zurich, which commenced 
on 17 June 2009, for the payment of a TPD benefit of 
$2 million, which was subsequently declined. On 29 
August 2014, Mr Berryman commenced an action for 
damages against Zurich for breach of contract in the 
sum of $2 million. He was declared bankrupt on 31 
August 2015. 

The judge, Justice Tottle, held that the TPD claim fell 
within sections 60(4) and 116(2)(g) of the Bankruptcy 
Act. Section 60(4) preserves the right of a bankrupt to 
continue with an action in respect of the rights specified 
in section 116(2)(g). Section 60(4) states: 

Notwithstanding anything contained in this section, a 
bankrupt may continue in his or her own name, an ac-
tion commenced by him or her before he or she became a 
bankrupt in respect of: 
(a) any personal injury or wrong done to the bankrupt, 

his or her spouse or de facto partner or a member of his 
or her family; or 

(b) the death of his or her spouse or de facto partner or of a 
member of his or her family.

Section 116(2)(g), on the other hand, excludes from 
property divisible amongst the creditors of a bankrupt:

any right of the bankrupt to recover damages or com-
pensation:
(i) for personal injury or wrong done to the bankrupt, the 

spouse or de facto partner of the bankrupt or a member 
of the family of the bankrupt, or

ii) in respect of the death of the spouse or de facto part-
ner of the bankrupt or a member of the family of the 
bankrupt …

His Honour examined case law where courts had 
separated rights relating to injuries to the bankrupt’s 
reputation or feelings, excluded from the bankruptcy 
trustee in section 116, and those connected with losses 
to their property and financial interests, which vested in 
the trustee. Justice Tottle considered that with regard to 
the law of bankruptcy, the TPD claim should be char-
acterised as a claim for compensation for a personal 
injury or wrong which was not part of the legitimate 
entitlements of creditors. It will be interesting to see if 
this issue is elevated to an appellate court where section 
116(2)(g) is considered.

Though only a decision of a single judge, the decision 
appears clear authority for the proposition that TPD 

policies and benefits—and by extension—income pro-
tection or trauma policy benefits, are excluded from a 
bankrupt’s divisible property; something that had not 
previously been determined by the Australian courts.

Ownership by spouses or partners
Notably, it may be worthwhile for individuals who are 
generally at greater risk of being sued by potential credi-
tors to consider having their spouses or de facto part-
ners own TPD and trauma policies on the lives of the 
persons at risk, thus ensuring that any policy proceeds 
would be protected, regardless of bankruptcy. However, 
this ownership structure has inherent risks, namely that 
in the event of relationship breakdown, there may be is-
sues for insured persons in lodging a claim or accessing 
claim payments as they are not the policyowner.

Summary 
Depending on the circumstances, superannuation in-
terests and benefits, as well as life insurance policies—
both inside and outside superannuation—and their 
proceeds may afford protection for bankrupts against 
claims by creditors. 

For superannuation interests, it is important for mem-
bers to consider death benefit nominations to potentially 
bankrupt beneficiaries. For non-superannuation insur-
ance policies, the timing of the claim may be crucial to 
ensure that policy proceeds are received on or after the 
date of bankruptcy of the insured policyowner. 

In the coming months, some businesses may thrive as 
COVID-19 restrictions are expected to continue to be 
lifted, while others might still suffer and shutter perma-
nently. Similarly, some individuals might reap the ben-
efits from a job market that favours workers, while others 
may find themselves out of work, especially if their em-
ployer becomes insolvent. 

People’s fortunes may be mixed, depending on how 
new virus variants impact economies and markets.  
It is important to keep in mind, on a more general 
note, that clients facing financial difficulty can access 
support from financial institutions, including relief 
from loan repayments and pausing payments for life 
insurance premiums. fs

The above is general information only and should not be relied on in providing financial advice. 
Independent tax and legal advice should be sought.
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