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Intr oduction

As the irvestment paver of US. high-net vorth
individuals contimnies to gow steadi}, mary sud indi-
viduals ae asking their lgal and fnancial adisors
about tax-adantaged stuctures r passie irvest
ments andmore paticulady, whether suls stuctures
exist offshore. A lif e insuance polig tha is U.S.-tax
compliant,especialy one ofered ty an esthlished of-
shoe carier, presents an »ellent, consevative
investment oppaunity. Life insuance as aidancial
product has a long histpiin the US. as a tax-acan
taged irvestment gehide and has minimal ggslative
risk by virtue of the substantial lbging influence of
powerful groups,including the US. life insuance
industy. Cetain cariers in the ofshore life insuance
market ofer“private placementor, more gpropriate-
ly, “customizd” policies tha are fully compliant with
U.S. tax wles. With proper poliy design,an investor
can place walth in a tax-fee irvestment evironment
at a lav cost,achieve potection gainst futue ceditor
risk and local economidgk, gain financial pivacy,
and enjg supeior flexibility with regard to the poki
cy's undelying investments.

The ofshoe life insuance maket is in the gowth
and deelopment phaseand thee ae signifcant tiaps
for the unvary. Accordingly, it is impotant for the
legal practitioner vho counsels high netosth private
clients for whom ofshore life insuance planning is
advantaggeous to undatand the taxinvestmentand
pricing aspects of |# insuance gneally, and to be
able to weigh the adantajes and disadntajes of an
offshore pivate placement polic against a domestic

retail polioy or a domestic jwate placement polic It
is equaly important tha the pactitioner be tiuned to
jurisdictional issues ten planning the &hor life
insurance stucture, and tha the pactitioner engge
the sevices of a knwledgeable intemedial, sud as
an pelienced insuance boker thd dedicaes itself to
the ofshore maketplaceto be ivolved in the design
of the poduct,the selection of the caer and #en
dant due dilignce issuesnd the onging sevice and
compliance mters related to the polig.

The US. Client!

Private placement ariable life insuance ofers
to U.S. qualified irvestos’ the aility to select asset
manaement bgond the pedetemined asset man
agement toices ofered in etail variable life insur
ance poducts. This is dtractive to high net wrth
clients who ma/ have «isting investment margers
tha they would piefer to designi@ to mange poligy
investments. Due to thggense assodiad with eg-
ulatory pressues imposedypfederl and stee secuir
ties lavs and ly stae insuance boats,mary domes
tic companies will gree to engge a poliy owner’s
pre-selected wmestment marger only with a pemk
um commitment of $20,000,000 or reoiTherefore,
the dient maket for domestic grate placementasi-
able life insuance is elaively narow. Offshore
insurance companiesn the other hanare not sub
ject to the sameegulaions imposed in the \3. and
therefore ae ale to engge the polig owner’s
investment margers with a smaller mium com
mitment. As a gneal rule, the US. cdient who

*Copyright 2000. Leslie C. Gidlani and Deawy W. Swancger.
All rights eseved Leslie C. Giodani and Day W. Swanger ae
pattners in theAustin, Texas lav firm of Osbone, Lowe, Helman
& Smith, L.L.P., where the practice in the aras of domestic and
intemaional estée planning including of'shore life insuance
planning Ms. Giodani and Mr Swanger gatefully adknowledge
the waluable input of the gncipals in Insuance Distibutors Inter
naional (Bemuda) Ltd, a Bemuda-based insance bokerage
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t While offshore life insuance planning is alsovailable for

other types of lents, sud as US. non-esident aliens with 1$.
benefciaries and otherdreign pesons the tax and planning issues
for these types oflients is bgond the scope of thistarle. See
HughT. McComick, Life Insuance Poducts,J. TAXATION INv. at
46-56 (Autumn,1999),for a moe thoough teament of US. tax
issues ér policy holdes who ae not US. taxpyers.

2 Many practitiones and offering memoanda or offshore
policies eference“qualified puchaser”or “accredited ivestor”
standads as used in 3. secuities law to descibe a suitale
investor In the ofshore contet, this should be consided a guide
line and not a st requilement,as the dshore poliey would not
actually be subject to SEGgulation.
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desies an dkhore poligy, with respect to Wich a
pre-selected maiger of the polig owner is engged,
should hae a net wrth of & least $20,000,00@nd
should be mpared to mak a total pemium commit
ment of & least $5,000,000.

Geneally, the dient’s motvations for investing in
a pivate placement lé insuance poliy differ quite a
bit from the easons thaU.S. pewsons typicalf pur
chase lie insuance Its value in the high net arth
market is as an westment ehide, optimally used ér
the most tax indicient components of anvastors
portfolio. The puchase of deth beneit is secondar.
Usually, therefore, the coe goals br acquimg an of-
shoe piivate placement ariable life insuance pod
uct ae to talke adiantage of the income tax and possi
ble estée tax s@ings,to maximiz investment hoic-
es,and to incur as little cost as podsilin doing so.
There ae adlitional adiantages of irvesting in an df
shoe piivate placement lé insuance thawill be dis
cussed in detail belo

PRIVATE PLACEMENT VARIABLE
LIFE INSURANCE

Tax Considemtions

U.S. Federal Income Tax Beneits

The US. fedeal income tax adantagges of life
insurance ae the same onsherand ofshore. Hrst,
eanings on polig cash walues,including dividends,
interest,and caital gains,are not taxale to the polig
owner as thg accunulate within the polig, so the
cash alue gows rmuch faster vinen compaed to a tax
able investment pdfolio.* Consider the dllowing
example of a tagd irnvestment @rsus accumlation
inside an dkhor life insuance polig. The example
assumes single-&f corerage on a 40 garold male

with a $2,000,000 amal pemium br five years, a
10% rte of retum net of ivestment margement €es
(half of which is taxed as adinary income [& 39.6%]
and half of vhich is taxed as long ten caital gains
[at 20%]),and 50% anmal tunover in the inestment
portfolio.

Taxed Life Insuance Life Insuance
Year Investment CashValue Deédh Beneit
1 2,150,000 2,130,000 44,130,000
5 12,495,000 12,786,000 54,786,000
10 17,955,000 19,525,000 54,786,000
20 37,076,000 47,022,000 63,009,000
30 76,556,000 117,614,000 136,433,000
40 158,078,000 294,712,000 309,447,000
50 326,411,000 731,260,000 767,823,000

In addition to tax-fee accumnlation, withdrawals
and poliy loans ly the poliy holder can be used to
access polig assets dumg the lifetime of the inswrd
Geneally, suh withdrawals and loans arreceived
income tax fee® Finally, the poceeds pgable & the
deah of the insued ae excluded flom the taxhle
income of the beniary,® and with poper stuctur
ing, may also be rcluded flom the taxble estée of
insured’

Other Tax Beneits

Offshore life insuance enhances the taxvad
tages desdbed dove because st pemium taes
should not be pable when the ent completes all
aspects of the ansaction déhor.® This results in a
savings of gproximately 2.35% of the gmium. In
addition, when the polig issuer is adreign compan
that has not made an Inteal Reverue Code (“IRC”) 8§
953(d) election to be tax as a domestic quoration,

¢ Net worth issues come into ptan the contgt of an insur
ance compayis financial underwiting process. In gneal tems,
there nust be sufcient net vorth to justify the insuance coerage.

4 SeelRC § 72; IRC § 7702(g)(1)(A). Some incomeq(,
dividends) #&ributable to poligy assets manevertheless be subject
to taxdion (e.g., by souce withholding).

° If a policy is a modifed endevment contact (“MEC”) as
defined by IRC § 7702Ahowever, proceeds of a loan or withal-
al aie taved as adinaly income to thexent of ary gain in the pol
icy cash walue pior to the loan or withdwal. To avoid this taxa
tion, therefore, it is crucial tha MEC staus be soided when it is
intended thathe poliy cash alue be accesdid duiing the
insured’s lifetime though loans or withdwals. On the other
hand because of the higher insunce elaed costs of non-MECs,
if a policy is designed to passealth fom one gnestion to the
next without a need to access pglicash alue duing the insued’s
lif etimg non-MEC stéus is not ancial. Geneaally, non-MECs ag

chamacteized by a pemium paid ger five or six yas, and MECs
are chamacteized ty a one-timeup-front pemium pgment.

¢ SeelRC § 101(a)(1).

7 SeelRC § 2042. Genaitly, as long as the pmium pgor
does not etain“incidents of avnership; the poliyy proceeds will
be cluded flom his or her esta for estée tax puposes.

8 Seegenenlly, Gerald R. Navotny, Rastaérian Life: Credive
Planning Oppotunities Using Cshoe Life Insuance J. AsseT
Prot. at 12 (duly/Aug. 1999) (pproximately 30 stées impose the
premium tax). St® insuance tags gnerlly should not pply as
long as the poligis neyotiated applied for, issued and delered
offshore. However, the stte lavs gpliceble to the polig owner,
insured and beneétiary must be gamined cagfully on a caseys
case basis. In ddion, although the constitutionality of dustadu-
tory provisions might be questiohke, some sttes impose &direct
procuement tax’to collect the pgmium tax ér transactions on the
lives of stte residents thiztake place out-of-ste.
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the fedenl dekmred acquisition cost (“BC") tax thd
otherwise might be assessed on tlepum (which is
usually about 1% of pemiums paid) can bevaided
However, unless an dghore life insuance compan
has made an election under IRC § 953&d)% US.
fedeal excise tax on Frmium pgments is pgable for
policies issuedypa foreign insuer on the lié of a US.
citizen or esiden®. Consequeny the dsence of the
stae pemium tax andddenl DAC tax,along with no
or low premium sales loadspntiibutes to the substan
tially improved yields compad to taxale invest
ments,as illustated dove, even taking into account
the possike imposition of 1% éderl excise tax.

Transfer Tax Planning

In addition to the considable income tax beni$
of life insuance planningmary dients also des&r a
flexible frameavork for transkring wealth to their hil-
dren or nultiple future genegtions in a tansker tax
efficient manner For example a senior gnegtion can
pass assets in avkyaged manner to the regenee
tion with minimal tanser tax lidility by creding an
irrevocable life insuance tust and i funding the
insurance puthase using a prate split dollar pemium
shaing arangement® When a tient’s net vorth sug
gests the neeaf removing substantial assetofn the
estde tax basea combinéion of offshore life insur
ance a pivate split dollar alangementand a tadition
al irrevocable life insuance tust can be ety effective.

Ir revocéble Life InsuranceTrust. An irrevoca
ble life insuance tust is a commoglused este plan
ning tetinique The tust should be aofeign tust for

legal puposes (because it is impant tha the polig
have a breign avner),but it may be best to sticture
the tiust as a trst tha is domestic dr tax puposes in
order to &oid the oneous Preign tust reporting
requirements,but, more impotantly, to avoid the
potential ngative gplication of IRC § 684! The das
sification of a tust as domestiof tax puposes can be
accomplished ¥ saisfying the deihitional require-
ments setdrth in IRC § 77012

Because it is impadant for the settlos gft to the
irrevocable life insuance tust to be a completedfg
for gft tax pumposes.the settlor should notetain a
special testamentapower of pointment® In adli-
tion, the settlor shouldetain no pwers under the trst
agreement theawould cause the tist assets to be
includable in the settlos estte for estée tax pupos
es!* Moreover, the allocgion of genegtion-skipping
transer (“GST")® tax exemption (if aailable) to the
initial funding (as vell as ensung tha adlitional
assets coniouted to the wist also a& GST tax
exempt) pemits the polig proceeds to beeceved
and passed ée of GST tax as &ll.** This planning
effectively removes the deth proceeds fom the esti@
of the settlor/inswed and the assets in theigt will
also aoid the GST tax.

As noted bove, it is impottant tha the tust, as
owner of an dkhor life poligy, be foreign for ovner
ship puposes in ater to educe the nais betveen the
policy and the US. jurisdiction where the tient
resides.This should ngate an agument thathe poli
cy was acquied onshog and therfore, would possi
bly be subject to sta pemium tax.

° SeelRC § 4371.

© A number of other inskr tax planning opptunities &ist
utilizing life insuance but a full discussion of all of shaoppotu-
nities is bgond the scope of thistae.

** Under some caumstances U.S. peson tansgming prop-
erty to a breign tust (for tax puposes) mg be equired to pa
income tax. Spedially, IRC § 684 teas a tanser of popety by
a US. pesson to adreign tust as a sale oxehange for an amount
equal to thedir maket value of the popety transemred Thus,the
transkror is required to ecaynize gain on the diference betwen
the fair maket value of the @mnskred popety and its basisThe
rules setdrth in IRC § 684 do notgply to the atent tha the tans
feror or ary other peson is teded as thewner of the tust under
IRC § 671. Hwever, an open question cuantly exists as to
whether gin will be ecaynized under IRC § 684 upon tbeéah of
a U.S. peson who was teded as thewner of a breign tust dur
ing tha persons lifetime Moreover, some tax commentiars hae
guestioned Wether the imposition of IRC § 684 in the comntef a
life insuance toust will crede a constictive sale immedigly
before the gantors de#h suficient to tigger the tanskr for value

rules of IRC § 101.

2 Under IRC § 7701a trust is a breign tust unless both of
the following conditions a¥ saisfied: (a) a cour or couts within
the US. must be &le to eercise pimary supevision of the admin
istration of the tust; and (b) one or metU.S. pesons hae author
ity to contol all substantial decisions of theist. This test ceaes
a stong stautory bias in &vor of a tust being éreign. For exam
ple, under this testa trust will be breign een if it was ceaed by
a U.S. peson and has all 3. beneitiaries, if one foreign peson
has coniol over a“substantialtype of decisionegarding the tust.

* Seelreas. Rg. § 25.2511-2(b).

*“ SeelRC 88§ 2036 to 2041.

** The GSTT is a inskr tax (in adition to the est® tax) tha
is imposed ha flat rate of 55% on @nsers thad skip a gnestion.
The pupose of this tax is to prent the goidance of esta tax &
the skipped gnegtion. Tha is, in the dsence of GST,Iclients
could for example leave piopety directly to their ganddildren,
without subjecting thizpropety to a tanskr tax & their dildren’s
genestion.

* SeelRC § 2642.
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Private Split Dollar Premium Sharing
Arrangement! Private split dollar arangements
occur when two paties shag insuance pemium costs
and poliy values in an aangement thaexists outside
the cont&t of an emplgment or entity-baseclaion-
ship. Pivate split dollar usuayl occus in a aimily
arangementwith a family member pging a majoity
portion of the insuance pemium. With correct stuc-
turing of the arangement,such pottion should not
constitute a taxae gft. The poligy owner (usualf the
irrevocable life insuance tust) pas the pation of the
premium equal to the economic beimefmount?®
Upon the edier to occur of the teninaion of the split
dollar arangement or the defa of the insued the pot
icy owner reimburses the @mium amount paidybthe
family member out of the polits cash alue or deth
beneit, as the case mabe

Estae plannes traditionaly have used pwate
split dollar for the pupose of lgeraging gft tax pay-
ments and GST taxxemptions,while excluding the
owner’s shae of the deth beneit from the insued’s
estde. Through the use of prate split dollarit is pos
sible to shift wealth & a \ery low gift tax cost,at the
same time &eging the deth beneit proceeds out of
the insued’s goss esti for federl estée tax pupos
es. The insued deives the esta tax adantaes of
private split dollar vihen he does not tha ary inci-
dents of avnership in the polig on his life, and when
no potion of the deth beneit proceeds ar pyable to
the insued’s est&e.*

Until fairly recenty, private split dollar vas
undhatted teritory. To dde, ther &ist no ulings or
other Igal authoities concening the income tax cen
sequences of prate split dollar aangements in the
“family” context. One theoy regarding the income
consequences of aipate split dollar arangement
holds thait should be eaed as a sés of loans with
belov-market inteest ates under IRC 8 7872. In
effect, the inteest-free loan is fom the pay paying
the pemium to the wner of the polig. If tha is the
casethe gplicaion of IRC 8§ 7872 wuld require the

owner of the polig to realiz inteest income equal to
the gplicable federl rate on the amount of thegmi
um paid ly the“lending” family member Piivate Let
ter Rulings 9636033 and 974501@ dne ory rulings
in which the Intenal Reverue Sevice (the“Serwice”)
has considerd a pivate split dollar arangement. In
those ulings, the taxpger asled the Seiice to wle
upon cetain ¢ft and estée tax questionshut not
income tax issues. In dacasethe Sevice mled
favorably to the taxpger with regard to the ¢ft and
estde tax issueshut dedined to &press an opinion
regarding the aplicaion of IRC § 7872.

Private Letter Ruling (“PLR") 9745019 violved a
split dollar collderal assignment aangement pur
suant to vhich the insued pemium paer had on} a
secuity interest in an amount equal to the pglg
cash alue (pgable upon teminaion of the split dol
lar agreement or adedh, as the case mpabe) and pos
sessed no other incidents ofmership. Similaly,
PLR 9636033 imolved a everse split dollar colleeral
assignment aangement pusuant to which the
insured’s spouse had opnla sectuity interest in an
amount equal to the polits cash alue (net of an
loans or other ind#tedness secead by the polig),
payable upon temination of the split dollar greement
or a& the deth of the insued as the case mae and

the insued’s spouse also possessed no other incidents

of ownership. Because neither PLR 9745019 nor
PLR 9636033 imolved an equity split dollar eange-
ment, however, until the Sevice piovides some guid
ance with egard to equity split dollar in a prate split
dollar arangement,a risk exists thd the Sevice
would ague under an analyy to TAM 9604001 that
ary equity huild-up shifted to the policowner const
tutes an aditional gft by the pemium paing family
member if sub payer is entitled toeceve something
less than aatum of his pemium pgment plus ear
ings theeon a the teminaion of the arangement?
Depending on the niare of the picing of the ece
nomic bendf portion and the pedrmance of the cash
value a pivate split dollar amngement shouldroll-

7 A comprehensie tredment of pivate split dollar is bgond
the scope of this ticle. For an inteesting discussion of the subject
in the ofshore contet, see Geald R. Navotny, Rastaérian Pri-
vate Split Dollar—he DynamicTax Duo of Ofchoe Life Insur
ance and Pwvate Split Dollar J. AsseTProT. (Sept./Oct. 1999).

® In second-to-die insance the \alue of the economic bene
fit (i.e., the cost of poviding the“at risk” portion of the deth ben
efit) is measued by reference to the 8. 38 tdle. The US. 38
costs evert to PS. 58 costs Wen one of the insads dies. The
U.S. 38 joint life rates ae much lower than the B. 58 ates,typi-
cally a small faction of the single-Ié rates.

In a single-lie polig, the economic benigfis measued by
the laver of the ates esthlished in the F5. 58 tdle thd is set brth

in Rev. Rul. 55-7471955-2 C.B 228 or one-gar tem cost of the
insurer, using a standdrrisk and an indiidually issued polig.
The PS. 58 costsise damdically as the kient ages,forcing a need
for a“rollout” or temination of the split dollar plan.

© SeelRC § 2042.

2 SeeDonald Q Jansen Private/Family Split Dollar Plans,
presenttion to theAALU Educational Teleseminar @y 29,
1999). See alsogeneally, Yuhas and €llows, The Taxation of
Split-Dollar Life Insuance: A Solution to the DilemmaAXES a
252-261 (Mg, 1997); and Ribard D. Landsbey, Recent Rulings
Highlight Options ér Private Split-Dollar J. AsseTProT. at 9-22
(Nov./Dec 1998).
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out; usuall in or aound the tenth to théteenth year
It will be helpful, over time for offshore cariers to
provide tem products br single and joint and seivor
lif e insuance thawill have better ates than the tdes
with respect to Wich the economic bengfis other
wise calculéed® Currently, only a few offshore cari-
ers have these alterdive tem rates aailable.

Investment Consideations

As mentioned love, a dient who puchases an
offshore piivate placementadiable life insuance poh
cy can designa her pefered irvestment marger for
a reduced pemium theshold equirement as com
pared to a polig tha she might puwhase in the domes
tic private placement miet. Once coniputed to the
policy, a dient may later shift irvestments to another
investment marger without tax consequences. Gen
enrally, the investment adsor nust be a mfessional
investment adisor, and the insance companwill
perform due diligence on the adsor to detemine its
suitability to manage the polig assets. In atition,
some caiiers chage a e wver and aove their nomal
administetive fee ajainst the polig cash alue br the
administetive work required to esthlish a nev rela
tionship with an imestment marger.

Because of thetsence of indusyrregulaion, a
broad unverse of mangers and iwvestment styles is
available to U.S. investos who puchase dkhor life
insurance The US. dient has the oppaounity to
invest in breign secuties and funds not otherwise
open to US. investos and can west poliy assets in
currencies other than the.8l dollar® In addition,
clients usualf can dictée thd policy assets be uested
in non-taditional poducts sule as hedg funds.These
“market-neutal” strategies thda are dtractive to
investos because tlyereduce pdfolio volatility, but
may be tax indficient because tlyetypically geneete
high levels of taxéle incomework well in a life insur
ance polig because of its tax-adntagyed ndure.
Moreover, policy owners recevve piotection of their
investments tlough the sparate account lgislation
that exists in juisdictions vhere ofshore cariers typi
cally are resident®

Finally, there is a serice issue thiaan ofshore
policy can esole favorably. Domestic inswance
agents ae somwhat reluctant to povide dient sewvice
on lage domestic pvate placement policies because
they are comple and highy regulaed; it is often nec
essay for them to hie a thid-paty intemediay to
provide sevicing for these types of policies. In the
offshore maket, however, sewicing by offshore insur
ance bokers is moe staightforward because the
investment unierse is not esticted by SEC egula
tion, stae imposed liquidity equirrments,or stde
insurance eguldion.

Pricing Considerations

Geneally speakingthere ae thiee pmcipal insur
ance elaed fees associad with life insuance pod-
ucts:the pemium load the motality and epense (or
administetion) chage (“M&E"), and the cost of insur
ance bamge (“COI"). The non-inswuance elaed fees
are asset mamgement and custodiatés.

One of the deteents to using domestic difinsur
ance as a tax-adntayed investment ehide for lamge
premium amounts is the higleds assoctad with
insutance poducts in the LS. retail maket. Although
commissions ary gredly throughout the indusgr pur-
chases can be ltaiged sales commissions ofegter
than 10% of their gmium commitment: Ongoing
chaiges ajainst a polig’s cash alue also ary, but typ-
ically exceed baiges ajainst cashalue in the dshore
maiket due (in paj to the asset magament €e com
ponent,which geneally is higher domesticall Also,
policy holdes usual incur a surender €ée if they sur
render a polig within a cetain time-fame Mary off-
shoe cariers do not assess sua ke

In contrast to the domestic maat, the pemium
load in the dshore maket is typicaly modest,per
haps apund 1% of pemiums paid The M&E chalge
varies, but should be in theange of 60-70 basis points
(0.6-0.7%) per arum on the polig's cash @lue The
insuter also assesses the C@hge aainst the pok
cy’'s cash glue and it \aries from year to yar based
on the"net amount arrisk” and on the ge, genderand
health sté&us of the insued d the time of medical

2 See sum@ note 18.

2 Under ary investment stylethe poliy owner should hee
no contol over the ivestment decisions in the pimiios tha they
chose or their poliy cash alues. Re Ruls. 82-541982-1 CB
12; 81-225,1981-1 CB 11; 80-2741980-2 CB 27; and 77-85,
1977-1 CB 12. In atition, the investments mst meet the dersi-
fication requirements contained in IRC § 817(h).

% |n the eent of a compandefault, the polig/’s cash alues
are outside of thelaims of the instance compayis creditors. In
Bemmuda, for example segregated account strctures can be

obtained ont through a Pivate Act of Padiament. Genel legisla-
tion is expected to bedrthcoming however, as these petitions er
becoming maoe and moe routine For a detailed discussion ofgse
regated account companies in Barda and dr a sample petition
for a Pivate Act of Parliament,see Mithael J Bums and Monica
Jones,presentéion to The 2nd IBC Ofshore Life andAnnuities
Forum (October 201999).

2 Onshoe, additional loads gainst pemiums ag stae pie-
mium tax andédernl DAC tax.
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underwiting. On aerage, over the lie expectang of
the insued and dpending on the eaings of the sea
rate accountthe combindion of the M&E and COI
loads on a joint and suwor product should be less
than 1% per gar and on a single éifpioduct should be
less than 1.5% perear Geneally, the cost dicien
cies «ist because @hore cariers can ofer lover
administative chaiges than domestic aders due to
lower overhead and &madise costslower or non-&is-
tent entity-leel taxdion, and the educed cost asseci
ated with less gvemmental egulaion.

In addition to the pemium and cashalue loads,
the insued can gpect to pg 25 basis points (0.25%)
to 1.5% br asset mamgment and custgddgpending
on the sparate account alue the rumber of asset
manayers and custodiangnd the actuakle sbedules
of the asset magar and custodian). Clients should
also pect to p# legal fees associad with esthlish-
ing the insuance stucture and mg sometimes incur a
nominal underwiting fee

Because theeflenl tax adantajes of life insur
ance ae the same onsh®rand ofshom, it is the
increased lexibility and reduction in costesulting
from stae premium tax seings and laver sales loads
and administitive chalges tha set ofshore cariers
apatt from domestic caiers. There ae other non-
financial adantages ofered in the dkhore maket
that also meit discussion.

Legal Considerations

U.S. high net-vorth dients often desé to global
ize their holdings in a manner thprotects them
against futue creditor isk and local political and e€o
nomic tumoil. By virtue of its pefered staus under
applicable stae exemption steutes lif e insuance is an
excellent asset ptective vehide, especiaj when
coupled with sophistidad ofshore planning
Because of the parmte account mtection tha typi-
cally exists in the juisdictions vherr cariers ae resk
dent,the insuance companmust sgregate the assets
inside a pivate placement polic from its ¢gneal
accountwhich protects the assetsofin the taims of

the ceditors of the lie insuance compan In adli-
tion, some US. stdes empt not ony} the ddtor’s
interest in a polig’'s cash suender alue but also the
deah proceeds themsedg fom the taims of cedr
tors?® However, the xemption sttutes \ary from
stae to stée, and in some caseshe domesticxemp
tion stdute is inadequa or estictive as to the alle-
able exemption amount or thdass of pesons entitled
to beneit from the &emption?

Many offshore jurisdictions ofer lajislation relat-
ed to life insuance conticts thais compaable to or
better than similar @islation under US. stae law.
Sud lggislation may include specit exemption lan
guage and a m-debtor piotection egime. In adlition,
the lavs of the ofshore jurisdiction might allev the
inclusion of spendtlift provisions in the polig so as
to limit the poliy owner’s rights in the polig, therby
affording moe asset patection to the polig? |If
invested with an d$hore manger, the assets inside
the s@arate account of the poljcwill not only recevve
protection fom creditors by virtue of the gemption
staute but it will also be hader for a US. creditor to
read them because theare locded ofshor. The
client will also enjy investor conidentiality and
financial pivacy under the lavs of maly offshore
jurisdictions thageneally is not ailable in the US.2®

Other Considerations

The ofshor life insuance maket is maked by
the dsence of high-gssue maketing tha plagues
the domesticetail life insuance méaket. In adlition,
offshore companies in smaller niats enjy lower
regulaory oversight and eporting odigations. Gener
ally, offshor insuers pass on theieduced maeting
costs and egulatory compliance andeporting as
lower fees to the polic purchaser When insuing
their risks, offshore cariers have the toice of con
tracting with ay one or moe of the verld-class ein-
surers tha paticipate in the ofshor life insuance
market. Rnally, offshore life insuance caters should
be dle to ofer a wider aiiety of products and gaer
deah beneit capacity as thelent maket expands?®

% Premiums paid with xpress or implied intent to defud
creditors geneally are not potected Sud premiums,plus inter
est,are usual recorerable by a defauded ceditor out of insur
ance poceeds.

% For a complete sta-by-stae tredment of the gemption
stautes elaing to life insuance and anuities, seeDuncaN E.
OsBORNE ASSETPROTECTION: DOMESTIC AND INTERNATIONAL LAW
AND TAcTICS, Chapter 8 (1999).

2 SeeCraig Douglas Hamptorsq.,Intemnational Life Insur
ance Pesents Unique Planning Opganities, 24 Tax MGMmT.
EsTaTes, GIFTs TRusTsJ. No. 4 @178 (1999).

% Special #ention should beigen,however, to tax collection
and inbrmation exchange tredies betveen the selected jsdiction
and the US. For a detailed discussion of intgpvemmental
information exchang agreementssee Osbare supra note 24
at Chapter 24A.

% For example only a small mmber of ofshoe companies
offer a joint and swivor product, which geneally has the most
inexpensve COI damges. Havever, as the maeet demand ineas
es,it is assumed thadlitional ofshore cariers will offer this type
of product.
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While U.S. dients typicaly draw from eisting
pools of cash or eagiliquidated investments to fund
their offlshore poligy, unique planning opptunities
exist in the ofshore maket due to thelzsence ofeg-
ulatory oversight. For example clients usualy can
malke in-kind pemium pgments of popety other
than cash in situemns when a tent prefers to irvest
non-cash asseté&dditionally, it is possilte for a dient
to exchang an undgrerforming domestic ordreign
policy for a moe cost and tax-&€ient poligy on a tax-
free basis®

With offshore life insuance it is possilke for U.S.
clients to irvest assets tfhore without subjecting
themseles to the hagy U.S. federl reporting require-
ments thaaiise in the conte of typical tanstrs off-
shoe, for example to a dreign tust. US. dients
investing in ofshor life insuance typical} will avoid
the cost of the anral reporting requirrments ér off-
shoe transactions and will enjathe pivagy of invest
ing assets éhore without detailedeporting to a Bd-
eral ageng.*

Product Design Issues

Although most imestos ae diawn to ofshore
private placement ariable life insuance br its tax
beneits, investment lexibility, and pice stucture,
few regard the life insuance component (i.ethe
deah beneit payable in excess of cashalue) as an
independenty important feaure. However, the life
insurance component of the gauct is citical with
regard to its tax teament—if the poduct fils to qua
ify as life insuance under thepglicable U.S. tax
rules,the US. tax bendafs ae lost. Moeover, if the
cost of insuance and otheregs assessedanst the
assets within the poljcare too highthe dient loses
the tax bendf as a pactical mater by virtue of poor
performance ger time dributable to those high costs
and kes.

Geneally, plannes design dshore piivate place
ment \ariable life insuance policies in a &y tha
maximizes cash accuafetion and thareduces deh
beneit so tha the cost of insance dfects the cash
value to the smallesix&ent possite. In other vords,
the policies mw provide the lagest up-font infusion
of cash with the coespondingl smallest de bene
fit purchase possib. Neverthelessthere ae cetain
other poduct design issues thaust be adressed in
ead case

IRC § 7702 Compliance

In order to eceie the US. tax adantayes aford-
ed to life insuance ary policy issued g a carier
(including a breign carier) after December 31,984,
must meet the defition of life insuance under IRC
8 7702; thais, a contact which is a life insuance
contract under theplicable law, but only if such con
tract meets the cashale accuralation test (the
“CVAT") or the two-pronged test compsed of the
guideline pemium test (“GPT") and castale cori-
dor test (“CVCT"). The pupose of these tests is to
disqualify policies agaed for their irvestment compo
nent without egard to the actualalaionship betveen
the cash &lue and the cordctual deth beneit. The
two methods of testingof IRC § 7702 compliance
will have signifcantly different results in ap given
client situdgion. The aailability of actuarally tested
products using both testanes from carier to carier.
Some caiers hare pioducts thameet both tests; oth
ers hare pioducts thameet orny one of the tests. Itis
important for an epetienced insuaince pofessional or
actuay to detemine which test vorks best ér a par
ticular case

CVAT. Under Code 8§ 7702(ba contact quak
fies as dlif e insuance polig” if the cash suender
value at ary time, does not eceed the net single gr
mium tha a poligy holder would hare to py a sudh
time to fund futue benets under the cordict assum
ing a maurity no ealier than the inswad’s age 95 and
no laer than the insad’s age 100. The C\AT is gen
enrally applied to test \wole life contacts.

GPT and CVCT. Code § 7702(c) setarth the
guideline pemium test and IRC § 7702(d) dabess
the cash alue coridor test. If the polig design imph
caes this altanaive over the CWT, it must saisfy
both of these deria tests. A policy will satisfy the
GPT if the sum of the pmiums paid under the con
tract does nottaary time exceed théguideline pemk
um limitation” at tha time. A contract falls within the
cash walue coridor if the de¢h beneit at ary time is
not less than thepalicable pecentaye of the cash sur
render alue At age 40,the gplicable pecentae is
250%,deceasing in incements to 100%tage 95.

MEC Testing Frequenty, the design of dhore
life insuance planning is to maxingzthe gowth of
policy cash values without jeopalizing the poliy
owner’s aility to have tax fee access to thosalues
during the insued’s lifetime If the poliy owner

® The ules gveming sud an echang under IRC § 1035
should be lbsely examined For further discussion on this rtter,
see Hamptorsupra note 27 £186.

3 For a detailed discussion of theSJreporting requirments
applicable to foreign tusts and elaed foreign entities,see
OsBORNE supfa note 24 aChapter 24 andelaedAppendix 2.
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funds the polig too heaily and thus it is défed as a
modified endavment contact (“MEC"), she will py

tax on poliy values tha she accesses dag the
insured’s lifetime & ordinary income ates to the
extent of aly gain in the polig asset gor to the loan
or withdrawal.

Pursuant to IRC § 770248 contact is a MEC if it
was enteed into after dne 21,1988, and it fils to
meet the 7-patest of IRC 8§ 7702A(b).A contract
fails to meet the 7-patest if the accumlated amount
the policy owner pas under the cordict d ary time
during the frst seen contact yeals exceeds the sum
of the net lgel premiums thathe poliy owner would
have paid on or befre sut time if the contact po-
vided for paid-up futue benefts after the pgment of
seven level anmual pemiums. Genally speaking
non-MECs ae chamacteized by a pemium paid ger
four or fve yeas and MECs ar dhamacteized by a
one-time up-front pemium pgment. Of couse if
the pupose of the polig is to pass walth fom one
geneetion to the ngt without requiling access to pel
icy cash alues,MEC stdus is inconsequentiadnd a
MEC stucture is peferable due to the supier tax-
free compounding Bdct atieved by a one-timeup
front pemium pgment.

IRC § 817(h) Dwersification
In addition to IRC § 7702 complian¢golicies

also nust compy with tests under IRC § 817(h) in

order to qualify as | insuance Code § 817(h) out
lines the equirments of diersification of variable
life insuance accounts. In its simplestriin, eat
“segregated asset accounthust contain aleast fve
investmentsand no one westment mg represent
more than 55% of thealue of a spamte accouns
assetsno two investments maconstitute mae than
70%, no thee irvestments macompise moe than
80%,and no bur investments mamale up moe than
90% of the sparte accouns value® Failure to meet

the diersification requirments under IRC § 817(h)

will result in taxéion of the cash alue accurnalation
as odinaty income

Owner Control. Another aspect of thedirsifica-
tion rules elae to avner contol. While a polig hold-
er is free to hioose an ivestment marger to mange
the polig/’s s@arate account (and tchange mangers
if desired), the awvner of the lie insuance contict

should h&e no contol over the actual selection of

investments y the sparte account margger. The
1986 Temporary Regulaions under IRC § 817(h) pr
vide no guidance as to the @mimstances in hich

investor conil of the irvestments of a geegated asset
account mg cause the westor rather than the insur
ance companto be teaed as thewner of the assets
in the account. In PLR 9433038¢ IRS equird tha
the taxpger male cetain representions as a [@cur
sor to agtance ulings on @vner contol. These epre-
sentéions indude tha (i) the poligy holder does not
have a lgally binding light to require the insuaince
compan or s@regated account to puhase a paicular
investmentand a pe-aranged plan (egarding speciic
investments) mst not &ist; and (ii) a polig holder
cannot hee a lgal or equitéle intelest in al invest
ment held within the gpegated account and nst not
comrmunicae directly or indirectly with the irvestment
officer for the insuance companor its afiliates*

The tax compliance aspects obguct design &
of pammount impaiance Thete ae, however, other
product design issues and caur points to consider
in ead case

Number of Lives Insured

It is impottant in the illustation process to deter
mine whether it is better fm a planning pepectve
to purchase a single-kf or joint and swtivor product.
Joint and swrivor coverage is less fequenty available
in the ofshore maket, but availability should incease
with maket demandAs with domestic li€ insuance
the life being inswed and the pspn funding the poli
cy can be diferent pesons,depending on ge and
health concers,and assuming akys thd there is an
“insurable intelest” relaionship.

Loan Spread and Loan Povisions

An often overlooked detail in polig design is the
client’s aility to access polig cash alues on a cost
advantaggeous basis. Mancarriers ofer competitie
chamges Pr the accumlation of values inside the cen
tract, but chage a high sprad on loan alues or mg
have no loan [ause in their conéicts. As mentioned
previously, careful atention should beigen to non-
MEC qualifcation if a dient desies access to polic
cash alues.

Extended Matur ity Option

As life expectancies idually increase it is
important to undestand vha happens to the polic
beyond the namal polioy maurity age of 95 or 100.
Offshore life insuance conticts often omit pvisions
relaed to this possibilityA forced etum of cash al-
ues & an adanced ge would result in a disastus
income tax lidility.

2 See alsdrey. 1.817-5.

% SeeNowotny, sup@anote 8 &13.
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Cost of Insurance

Competitive COI rtes ae essential toapd poligy
performance As discussedlzove, COIl rates \ary
depending on the ge, gender and health of the
insured In geneal, U.S. insueds can xpect signif-
cantly lower COI ites than non-L&. insueds. Some
cariers hare obtainedeinsuance based on demd of
U.S. and non-US. lives,which results in higher costs.
Other cariers mak up the einsuance cost of their
COl rates to povide a higher mfit margin in what
they hope will be anwedooked cost item. iRally, the
bagaining paver of the ofshore carier in the global
reinsuance maket often will be eflected in COI pic-
ing, with superor pricing being obtainedyblarger car
riers thd can pomise their einsuers higher vlume

Split Dollar Capability

If the dient’s life insuance plan contempies the
use of a split dollar angement,it is impottant for the
issuing compaynto ofer competitie altenaive tem
rates. This will minimize the economic berietom-
ponent of the split dollar pmium pgment, which
geneally is the component subject tiftgax. If the
carier does not dér tem products fom which split
dollar plans can dare altenaive rates,the economic
beneit will be calculaed with eference to the PS 58
tables in single lié policieswhich probably will pro-
duce a higher economic beitedmount than altex
tive tem rates.

Investment Retuin Issues (“Force-Outs”)

One of the most imptant non-tax design issues
relaes to vihether a cairer will warrant ajainst“f orce-
outs” of cash walue when the cashalue gows moe
quickly than epectedtherby pushing up theaquired
net amounttarisk. Policy holdes nust py tax a ordi-
nary income etes on brce-outs of cashAccordingly,
the optimal esult is br the carier to neotiate with the
reinsuer to guaantee thathe “at risk” portion will
always remain suficiently ahead of the cashalue
without the need toofce cash out of the polic

PRACTICAL REALITIES

Solicitation

If an offshore compaw or its aents hae solicited
an ofshor life insuance contict in the US., sud
solicitation may subject the @nsaction to a potential
claim by the stée govemment of the sta where the
client resides ér stae pemium tax pgment. Some
offshore cariers ae moe pemissive than othes in
what they believe is allavable actvity. The consera
tive goproad is for the carier and its gents to hae no
contact vinasoerer with the dent in the US. The
client should tavel outside the L&. to nejotiate the

contract, take a plysical &xam, and sign ay applica-
tions. Once issuethe insuer should delier the pok
cy to its avner ofshore.

Underwriting

Plannes nust py caeful dtention to the'insur-
ance”naure of the lie insuance contict, despite its
tax and inestment pysoses. The insuance compan
must assumeésk in the tansactionand the ent must
go through fnancial and medical underiting tha
allows the canier to assess thask. Cariers typically
require dients to dvulge enoughihancial inbrmation
to esthlish the needdr insuance and an insable
interest. Clients also ost submit detailed medical
information and undego an insuance specdié medical
examindion by a qualifed ptlysician,typically a boad
cettified intenist. A consevative gproac dictaes
tha medical underwting take place dshore. Ewen
after these didosures ae made a dient could hae
medical or inancial issues thawill be a barier to
acquiing the contact on an economical basis. lItis in
the underwiting process thaan epetienced ofshore
lif e insuance pofessional can abitremendous aiue

Policy Sewicing

Affluent dients ae not accustomed to dealing
directly with insulance caters, and mag offshore
companies do not kia pesonnel &ailable to povide
client sewice & the desied level. For these @asonsit
is preferable for a qualifed ofshore life insuance bo-
ker to work as an intenediay between the kkent and
the carier to povide anmal poliy sewicing, to
explain and confm information receved from the
insurance compan and to galude the contined and
long-tem maket competitteness of the ceer and
the poduct thathe dient selected

Selection of dirisdiction and Carrier
Due Diligence

In addition to poligy design,it is impetive thd
advisors gve thought to issue®leed to the dshore
jurisdiction tha will govem the life insuance polig
and its issuer Counties suth as Bemuda, the
Bahamasthe Cgman IslandsGuensey, Isle of Man,
and Lwemboug all have insuance-fiendly legisla-
tion and ae the jursdictions were most ofshore car
riers reside Some of these jisdictions hae speciic
exemptions or life insuance and gmrate account
stautes,and some do not. Other isdlictional issues
include the lgel of regulaory oversight tha the juis-
diction’s goveming bodies hae over the insuance
industry, the elative political and economic didity of
the juisdiction, the juiisdiction’s intenational reputa
tion, and the wailability of professional @souces in
tha jurisdiction.
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In addition to jutisdictional issuegher ae seer
al carier relaed issues theaa dient’s adiisors should
analze in the due dilignce pocess. Since this
ende&or is popety undetaken ty a qualifed insur
ance boker, it will be discussed in the sectioalated
to brokers belav.

Professional Irvolvement

Although reduced egulaory contiols and taxgon
offshore estalish a wonderful ernironment or cre-
ative insuance stuctures, it is the la& of regulaory
oversight tha demands the Wimlvement of knledge-
able professional adisors in esery offshor insuance
transaction. Typically, both a lgal adsisor and an
insutance boker ae essential in the planningnple-
mentdion, and sevicing of an ofshor life insuance
policy. The lagal adsisor will work with the dient to
plan and implement the sitture in relaion to the
client's overall tax and esta plan,and the inswance
broker will oversee poduct designpricing issuesand
carier selection.

Legal Advisor

The leal adrisor’s ole is firly broad The adi-
sor shouldifst perbrm due diligence on thelent to
confirm financial soleng prior to ary transkrs into
an ofshore polioy. The adisor will then educt the
client on the arious aspects of the difinsuance plan
ning and mg recommend fuher estte planning sut
as an irevocable life insuance tust stucture or split-
dollar arangement. The adrisor will also act as tax
counsel,analzing the stucture with an ge tovard
U.S. tax complianceand will work with the insuance
broker to implement the poljc FHnally, the adisor
will act as a commnicdions liaison betwen the kent
and the inswance pofessionals.

Insurance Broker

A knowledgeeble insuance boker should enser
U.S. tax compliance and competii piicing. It is also
the boker’s responsibility to mag product ecommen
dations, to select the @propriate ofshore carier, and
to neyotiate the contict and assodiad es. Keing
jurisdictional issues in mindhe boker should per
form extensive due diliggnce on carer candidées.
Careful examindion of the ofshore carier ensues
that it is cgpable of perbrming its olligations over the
term contempléed by the polig.

The ofshor maket is a mixd ba of smallnewver
cariers with \ery little capital on the one handnd
wholly owned subsidides of lage U.S. or nulti-
naional companies on the othérhe carier, its paent,
and/or its pincipal reinsuer should hae a god cedit
rating from A.M. Best, Moody’s, Standad & Poor's,
and/or Duf & Phelps. If the cater is not substantial in
its own right, it should hae a guaaintee fom a paent
comporation with regard to saisfying ary carier daims.
The fnancial condition of the compwrfand its paent,
if applicable) should bexamined cagfully. In the case
of a subsidiay, the boker should ealuae the pagnt
compan’s commitment to the fshore maket as some
large U.S. cariers have made borted atempts to enter
the ofshore maketplace

The boker should also undstand and waluae
the rinsuance tedies betveen candidas and their
reinsuers. Reinsuance tedies ae contactual
arangements in vkich the ofshore carier places
some or all of the polic“at risk” amount (detln bene
fit in excess of cashalue) with other insance com
panies oreinsuers. Because mostfehore policies
have relaively large face amountanost,if not all, of
the de¢éh benett will be covered by reinsuance A
skilled bioker nust evaluae this issue to ensairthd
the carier has the gaacity to issue the ddabeneit
requited in a paticular case and thdahe carier has
competitve reinsuance ates.

The boker will detemine from the carnier its
process andequilements ér underwiting. The boker
also will anayze the caner's motality costs and
assumptions and the der's sevicing and administ
tion cgabilities. The carier should hee in-force illus
tration cgpability and resouces br adequee repotting to
the poligy holder The boker will also fulfll an ongping
role in anmial reviews and will contimie to wersee the
policy from a US. tax compliance standpoint.

Condusion

The ever increasing demandydJ.S. high net varth
investos for tax eficient investment stictures sug
gests a ppminent ple for the cost déctive manner of
adhieving a non-taxble investment evironment thais
embodied in dshore pivate placement ariable life
insurance With proper poliy planning and design,
U.S. dients can enjp the “best of both wrlds; cost
efficiengy and tax diciengy, using a vell estdlished
sak, and conseseative financial poduct.
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