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Investment Advisors are 
Developing Investment Themes

Investment advisors are developing 
investment themes and strategies in 
response to the changing economic 
landscape and future tax increases, 
including but not limited to:
• selling low-basis holdings before tax 

increases become eff ective (yet this 
still leaves unanswered the question 
of how to handle the investment 
proceeds)

• analyzing and recalculating after-
tax yields on fi xed income holdings, 
including a closer look at the benefi ts 
of municipal bonds given the wider 
tax spread between corporate and 
municipal bonds (yet it will be 
important to consider the associated 
risk of the potentially higher yield of 
municipal debt, which stems from 
the fi nancial stress that city and state 
governments are feeling due to lower 
tax receipts, economic weakness, 
and funding employee and post-
retirement benefi ts)

• considering investment strategies 
that postpone the realization of 
ordinary income

• utilizing more-liquid strategies 
within a broad and strategic 
framework that allows for tactical 
positioning as economic develop-
ments warrant

A Macro View of the 
Client’s Balance Sheet

Many investment advisors (and 
investment product developers) are 
discussing (and developing) new tax 
mitigation and tax-effi  cient portfolio 
strategies. Th is activity is an excellent 
and necessary exercise, but too often it 
is done within a vacuum with respect 

law. With the pending tax increases, 
PPLI is a necessary discussion topic 
for every investment advisor who 
hopes to provide value-added and 
comprehensive investment advice 
within the high-net-worth community.

Taxes are Going Up

In 2013 there will be a major increase 
in income tax rates. Before the mid-
term election, taxes were expected to 
increase in two stages: fi rst, as part of 
the expiring Bush tax cuts beginning 
January 1, 2011, and then in 2013 as a 
result of the Health Care and Education 
Reconciliation Act of 2010.

Th e tax increases in the Health Care 
and Education Reconciliation Act of 
2010 impose (i) a 3.8-percent surcharge 
on net investment income and (ii) a 
Medicare payroll tax increase from 1.45 
percent to 2.35 percent.

Under EGTRRA the highest 
applicable income tax rate is currently 
35 percent for ordinary investment 
income and 15 percent for long-term 
capital gains and qualifi ed dividends. 
Th e expiring Bush tax cuts coupled 
with the Health Care and Education 
Reconciliation Act of 2010 tax increases 
results in the following beginning in 
2013:
• capital gains tax rates will increase 

from 15 percent to 23.8 percent
• ordinary investment income tax 

rates will increase from 35 percent to 
43.4 percent

• income tax on qualifi ed dividends 
will increase from 15 percent to 43.4 
percent
Further, many state income tax rates 

will increase, potentially resulting in a 
total eff ective income tax rate well in 
excess of 50 percent.

Why Investment Advisors Need to Know 
About Private Placement Life Insurance
By Bob Chesner

T he mid-term elections brought 
meaningful change to the 
makeup of Congress and the 

lame-duck session had some equally 
meaningful issues to resolve with 
respect to taxation. Although a truce 
and a compromise have been reached, 
changes still may occur up until the 
2012 presidential election and we should 
expect a fl urry of new tax proposals 
over the next several years. Eff ectively, 
the major components of the Bush tax 
cuts (enacted through the Economic 
Growth and Tax Relief Reconciliation 
Act of 2001 [EGTRRA]) set to expire at 
the end of 2010 now are set to expire at 
the end of 2012, resulting in an increase 
in income tax rates in 2013.

Th e loss of these tax cuts, coupled 
with tax increases in the Health Care 
and Education Reconciliation Act of 
2010, means that taxes are going up, 
and they are going up substantially 
for high-net-worth individuals. 
Undoubtedly numerous investment 
strategies are being developed in 
response and, as in the past, many will 
include mechanisms that attempt to 
convert ordinary income to capital 
gains or to defer taxation of investment 
earnings. And while some of these 
plans may work, they only mitigate 
the applicable tax. For the past 15-plus 
years, however, a strategy has existed 
that has the ability to eliminate taxes 
on a portion of investment portfolio 
earnings. Th e strategy is private 
placement life insurance (PPLI). While 
it is bona fi de life insurance (which 
has ancillary benefi ts, discussed 
below), the tax benefi t to investors 
lies in the advantageous treatment 
aff orded variable life insurance under 
long-standing and unquestioned tax 
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has limited asset accumulation features, 
so the majority of the $3-million pre-
mium may go toward insurance carrier 
and brokerage fees (which may be up to 
120 percent of the fi rst-year premium). 
Th e client’s real net worth decreased by 
$3 million to $47 million, yet a $50-mil-
lion “receivable” exists off -balance-sheet 
until the death of the insured.

PPLI is On-Balance-Sheet

In contrast, PPLI is an on-balance-sheet 
solution. Continuing the example from 
above, the same $3 million buys $50 
million of death benefi t in a PPLI policy, 
and investable assets are liquidated to 
pay the premium, but more than 95 
percent of that $3 million premium is 
reinvested immediately, at the policy 
owner’s discretion. Th is amount is 
invested among an array of strategies 
(within limits) underneath the policy, 
and the assets enjoy tax-free accumu-
lation during the life of the insured. 
Immediately after the purchase, the cli-
ent’s net worth eff ectively remains $50 
million (with $3 million now growing in 
a tax-free investment environment). As 
with the traditional insurance purchase, 
a $50-million death benefi t receivable 
exists off -balance-sheet until the death 
of the insured. However, the underly-
ing assets of the insurance are accreting 
tax-free on the client’s balance sheet. 

Th e benefi ts of PPLI eff ectively 
mandate that its use be part of any 
discussion between an investment 
advisor or fund manager and a high-
net-worth client. Th e primary benefi ts 
include the investment benefi t, the 
living benefi t, and the death benefi t. 
PPLI off ers numerous estate planning 
applications and asset protection 
opportunities as well.

Investment and Tax Benefi t

One of the primary attractions of PPLI 
is the tax advantages aff orded life in-
surance. At its simplest level, and when 
structured properly, the PPLI premi-
ums invested accrete free of federal in-
come tax during the life of the insured 

liabilities satisfi ed by way of redemp-
tions and liquidations of the managed 
assets, but the money must come from 
somewhere (the client’s cash accounts, 
traditional brokerage accounts, etc). 
Th e manager or investment advisor 
must recognize that while assets under 
management may not be specifi cally de-
pleted, the client’s other assets are being 
depleted, thus depriving the investment 
advisor of potentially new allocations 
from the client (and, therefore, new 
income sources and an increase in as-
sets under management), perhaps only 
stalling a future redemption request.

PPLI: A Tax-Elimination Strategy

Th is raises the question of what can 
be done to off set these signifi cant tax 
burdens on portfolio earnings. As 
mentioned previously, the tax planning 
community will create and market vari-
ous investment strategies and struc-
tured vehicles that attempt to mitigate 
the tax liability on an investment port-
folio. However, PPLI can eliminate the 
tax liability on a portion of an invest-
ment portfolio.

Traditional Insurance 
is Off-Balance-Sheet

PPLI is not traditional insurance such as 
universal life, guaranteed universal life, 
whole life, etc., nor is it term insurance. 
While some of these traditional types of 
life insurance have asset accumulation 
features, they tend to be limited in scope 
and investment return. Traditional 
insurance functions primarily to pay a 
death benefi t after the insured (the cli-
ent) has died. Certainly this can provide 
a valuable benefi t to the client’s estate, 
but the policy, its death benefi t, and the 
payment of the applicable premium are 
off -balance-sheet items. For example, 
assume a client has a net worth of $50 
million and minimal liabilities. Th is 
client may secure $50 million of death 
benefi t coverage by paying $3 million for 
a traditional insurance product, liquidat-
ing $3 million in investable assets to do 
so. Th e traditional insurance product 

to an investment portfolio. An invest-
ment advisor could do the client (and 
his own practice) a serious disservice by 
not reviewing the client’s entire balance 
sheet on a macro basis and implement-
ing tax mitigation strategies as well as—
and more importantly—tax elimination 
strategies.

Th e macro balance sheet approach 
requires an understanding and 
recognition (and management on 
occasion) of the other assets and 
liabilities within the client’s estate such 
as cash balances, real estate, equities 
and fi xed income, hedge funds, private 
equity, and other alternative asset 
classes (whether through 401(k)s, 
individual retirement accounts [IRA], 
brokerage accounts, etc.). Furthermore, 
an advisor must be cognizant of 
the client’s cash requirements for 
any emerging liabilities including 
mortgages, capital calls, asset 
maintenance, and major capital 
expenditures.

Review Investment Returns 
Net of Fees and Federal and 
State Taxes

All too often investment returns are 
presented, discussed, and evaluated 
net of investment management fees, 
but without regard to the impact of 
taxation. Investment returns must be 
reviewed in light of taxation, and this 
will be even more important with the 
pending tax increases. An investment 
manager can generate an investment 
return of 10 percent (net of investment 
management fees), but the real after-tax 
return to the client may only be 5.66 
percent (assuming a 43.4-percent fed-
eral tax rate and ignoring any applicable 
state tax). It is possible, therefore, that 
more than 50 percent of the return 
could be absorbed by federal and state 
taxes and investment management fees.

Lost Opportunities for 
Investment Advisors

A manager or investment advisor may 
argue that rarely are the client’s tax 
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Death Benefi t and Estate 
Planning Applications

Th e PPLI death benefi t sometimes is 
overlooked, but it is actually an impor-
tant part of the planning process. Th e 
death-benefi t uses include estate-tax 
mitigation, philanthropy, and buy-sell 
agreement funding.

With the two-year continuation of 
the Bush tax cuts, an estate tax returns in 
2011. Benefi ciaries can use the liquidity 
created by the PPLI death benefi t to help 
pay estate taxes and thus limit other 
liquidations of an investment portfolio, 
real estate, or a family business.

Th e death benefi t also may be used 
to create a family philanthropic legacy. 
Th e benefi ciary of the death benefi t 
could be a charity, church, school, or 
family foundation, or still yet, used to 
create a private family foundation for 
future generations.

One rather advanced but eff ective 
planning technique is the split-dollar 
premium payment arrangement. Split-
dollar planning is a fl exible framework 
that facilitates transferring wealth to 
future generations in a transfer-tax-
effi  cient manner. For example, a senior 
generation can pass assets in a leveraged 
manner to the next generation with 
minimal or no transfer-tax liability by 
creating an irrevocable life insurance trust 
and by funding the insurance purchase 
through an alternative premium-paying 
arrangement, such as an intrafamily loan 
structured as a split-dollar arrangement 
under the applicable tax regulations. 
When a client’s net worth suggests the 
need for removing substantial assets from 
the estate tax base, PPLI, a traditional 
irrevocable life insurance trust, and an 
intrafamily split-dollar loan can be an 
eff ective combination.

Domestic and International 
Asset Protection

PPLI also can serve as a powerful asset 
protection tool. Prudent planning sug-
gests that wealthy individuals should cre-
ate structures that will prevent a devastat-
ing loss of part or all of their wealth due to 

deposits (or premium payments into 
the PPLI policy) of $2.5 million under 
current tax assumptions (table 1), after 
20 years a taxable investment portfolio 
will have a value of $24.5 million versus 
a value of $36 million within the PPLI 
policy. As a result of the power of 
compounding, after 40 years a taxable 
investment portfolio will have a value 
of $64.6 million versus a value of $157.5 
million within the PPLI policy. Under 
the future tax assumptions (table 2) the 
diff erences are even more amplifi ed.

Furthermore, with only a few 
modifi cations investment advisors can 
continue serving clients who utilize 
PPLI. Th e advisor can serve as the 
(registered) investment advisor to the 
client’s policy ownership structure (in 
many cases a trust) and collect a fee 
from the client (or trustee) accordingly; 
or the advisor can create an investment 
structure underneath the insurance 
policy and manage the assets on a fully 
discretionary basis.

Living Benefi t

In each scenario presented above, PPLI 
generates the highest account value 
over the investment horizon on a tax-
adjusted basis. Moreover, during the 
life of the insured, the policy owner has 
income-tax-free access to the PPLI pol-
icy cash value by making withdrawals of 
basis (i.e., cumulative premiums paid) 
or policy loans (provided the policy 
does not lapse before the death of the 
insured). Th is benefi t of PPLI provides 
another tax-preferential savings vehicle 
without the limitations of a 401(k) or 
IRA. However, unlike a 401(k) or IRA, 
there is unrestricted access to the cash 
value of the policy, typically up to 90 
percent of the accumulated cash value. 
Th is amount may be borrowed tax-free, 
with net borrowing costs ranging from 
0.25 percent to 1.0 percent. From a 
planning perspective, the living benefi ts 
can be used to fund lifestyle needs or 
capital expenditures, while remaining 
sensitive to the macro balance sheet 
approach to fi nancial investing.

and the death benefi t passes to the 
benefi ciary free of any federal income 
tax (and is potentially estate-tax free 
if structured properly). A favorable in-
vestment structure develops when PPLI 
is coupled with underlying actively 
managed investments that typically 
would generate investment returns that 
are taxed as ordinary income or short-
term capital gain (e.g., hedge funds, 
commodity funds, and high-yield 
taxable bonds); these are expected to 
be taxed at rates as high as 43.4 percent 
beginning in 2013. Th e growth of the 
underlying policy assets free of federal 
income tax turns an otherwise 8-per-
cent after-tax return into a 14.1-per-
cent net return (or a 10-percent return 
into 17.7-percent net return) assuming 
a 43.4-percent tax bracket. Even for 
investment managers who success-
fully use passive investment strategies 
and generate returns taxed at capital 
gains rates of only 23.8 percent, PPLI 
turns an otherwise 10-percent after-tax 
return on the underlying PPLI policy 
assets into a 13.1-percent net return.

PPLI insurance fees are generally 
lower than retail insurance products. 
Most policies have low front-end loads 
on premium payments (3 percent or less), 
annual charges against policy cash values 
that are a fraction of the annual tax cost 
associated with similar investments in a 
taxable environment, and no surrender 
charges. As a general rule, total policy 
fees are less than 1.25 percent of the cash 
value over the investment horizon.

An Example

Table 1 (see next page) presents a 
comparison of a series of hypothetical 
investments in the current tax environ-
ment with and without PPLI. Table 
2 presents a comparison of a series 
of hypothetical investments in the 
expected higher-tax environment with 
and without PPLI.

In both scenarios, PPLI generates 
the higher net investment return over 
any reasonable investment horizon. 
Assuming four annual investment 
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TABLE 1
IMPENDING TAX LAW CHANGES INCREASE THE VALUE OF PPLI Taxable Investment vs. PPLI

CURRENT TAX ENVIRONMENT

 Hypothetical Taxed Investment Portfolio Hypothetical PPLI

Year Age
Annual
Outlay

Ordinary/ 
STCG 
Income

Ordinary/ 
STCG 
Taxes

After Tax 
Portfolio 

Value

Net Cash Value Net Death Benefit Cost as a 
% of 

Cash ValueIRR Amount IRR Amount IRR

1 45 2,500 200 (76) 2,624 4.96% 2,615 4.60% 56,154 2146.16% 3.17%

2 46 2,500 410 (156) 5,378 4.96% 5,420 5.50% 58,959 338.20% 1.88%

3 47 2,500 630 (239) 8,269 4.96% 8,427 5.94% 61,966 151.65% 1.48%

4 48 2,500 862 (327) 11,303 4.96% 11,653 6.21% 61,966 88.56% 1.25%

5 49 0 904 (344) 11,864 4.96% 12,456 6.40% 61,966 61.78% 1.03%

10 54 0 1,152 (438) 15,113 4.96% 17,576 6.83% 27,594 12.57% 0.64%

15 59 0 1,467 (558) 19,251 4.96% 25,149 7.05% 33,700 9.38% 0.53%

20 64 0 1,869 (710) 24,523 4.96% 36,013 7.15% 43,936 8.31% 0.52%

30 74 0 3,033 (1,153) 39,794 4.96% 75,267 7.33% 80,536 7.58% 0.28%

40 84 0 4,922 (1,870) 64,573 4.96% 157,494 7.41% 165,369 7.55% 0.38%

50 94 0 7,987 (3,035) 104,783 4.96% 325,767 7.44% 329,024 7.46% 0.25%

56 100 0 10,678 (4,058) 140,099 4.96% 512,319 7.48% 512,319 7.48% 0.15%

10,000 209,837 (79,738)  
Assumptions:
1) Earnings rate of 8 percent, net of management and custody fees, whether assets are invested in a taxed portfolio or PPLI.
2) All dollar values are shown in thousands.
3) Because it is assumed the assets are invested in tax-inefficient investments such as hedge funds and commodities, 100-percent short-term gains 
     rates are used for the hypothetical taxed investment portfolio.
4) PPLI Non-MEC policy insuring the life of a male, age 45, with a preferred non-tobacco rating.
5) Current effective income tax rates:
     Capital Gains Tax 15.0%
    Ordinary Income Tax 35.0%
    State Income Tax 3.0%
    Total Income Tax 38.0%

TABLE 2

FUTURE TAX ENVIRONMENT – HIGHER TAX RATES

 Hypothetical Taxed Investment Portfolio Hypothetical PPLI

Year Age
Annual
Outlay

Ordinary/ 
STCG 
Income

Ordinary/ 
STCG 
Taxes

After Tax 
Portfolio 

Value

Net Cash Value Net Death Benefit Cost as a 
% of 

Cash ValueIRR Amount IRR Amount IRR

1 45 2,500 200 (93) 2,607 4.29% 2,615 4.60% 56,154 2146.16% 3.17%

2 46 2,500 409 (190) 5,326 4.29% 5,420 5.50% 58,959 338.20% 1.88%

3 47 2,500 626 (291) 8,162 4.29% 8,427 5.94% 61,966 151.65% 1.48%

4 48 2,500 853 (396) 11,119 4.29% 11,653 6.21% 61,966 88.56% 1.25%

5 49 0 890 (413) 11,596 4.29% 12,456 6.40% 61,966 61.78% 1.03%

10 54 0 1,097 (509) 14,304 4.29% 17,576 6.83% 27,594 12.57% 0.64%

15 59 0 1,354 (628) 17,646 4.29% 25,149 7.05% 33,700 9.38% 0.53%

20 64 0 1,670 (775) 21,768 4.29% 36,013 7.15% 43,936 8.31% 0.52%

30 74 0 2,541 (1,179) 33,125 4.29% 75,267 7.33% 80,536 7.58% 0.28%

40 84 0 3,867 (1,794) 50,408 4.29% 157,494 7.41% 165,369 7.55% 0.38%

50 94 0 5,884 (2,730) 76,709 4.29% 325,767 7.44% 329,024 7.46% 0.25%

56 100 0 7,570 (3,513) 98,685 4.29% 512,319 7.48% 512,319 7.48% 0.15%

10,000 165,457 (76,772)   
Assumptions:
1) Earnings rate of 8 percent, net of management and custody fees, whether assets are invested in a taxed portfolio or PPLI.
2) All dollar values are shown in thousands.
3)  Because it is assumed the assets are invested in tax-inefficient investments such as hedge funds and commodities, 100-percent short-term gains 

rates are used for the hypothetical taxed investment portfolio.
4) PPLI Non-MEC policy insuring the life of a male, age 45, with a preferred non-tobacco rating.
5) Future effective income tax rates:
    Capital Gains Tax                                     20.0%
    Ordinary Income Tax                                39.6%
     Investment Income Surcharge                   3.8%
                         Total Federal Income Tax     43.4%
     State Income Tax 3.0%
                                      Total Income Tax     46.4%

Continued on page 51
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have processes in place that extend be-
yond words on a mission statement or 
a communication expressing a client’s 
rights and responsibilities. Actual steps 
should be outlined when a confl ict oc-
curs that will optimize the opportunity 
for a thorough investigation, honest 
assessment of the facts, willingness to 
accept blame when appropriate, and 
developing all of the components for 
repentance and reparation. Of course 
fi nancial advisors should follow the 
rules and guidelines of their employer 
and/or any applicable regulatory body. 
When these steps are taken actively, 
however, all parties maximize oppor-
tunities for an ethical and mutually 
acceptable resolution. 

Je f f re y  B .  Thomas ,  JD,  CIM A®, 
CPWA®,  CDFA® ,  i s  a  f inancial  adv i-
sor  with Raymond James Financial 
Ser v ice s ,  Inc .  Member F INR A/SIP C 
in D alla s ,  T X.  He i s  an IMC A past 
pre sident  and director  emer itus . 
He earned a BBA in accounting 

take the form of engaging in signifi cant 
personal labor to correct an error such 
as a benefi ciary individual retirement 
account that was not designated as such 
when an account was opened. Restitution 
may mean a monetary exchange. Even in 
circumstances involving money, engaging 
in the aforementioned process may limit 
the damages.

If the goal is forgiveness and 
reconciliation, then the off ending party 
should express “lessons learned” at the 
time of settlement. Th is reinforces the 
legitimacy of the apologetic process 
and begins forgiveness. While someone 
may forgive another, reconciliation may 
or may not occur. True reconciliation 
takes time and has at its core the 
reestablishment of trust. Trust takes a 
long time to establish initially. It can take 
a very short time to destroy and then an 
even longer time to recreate.

Conclusion

To create a corporate culture that em-
braces apologetics, an employer must 

f rom Stet son Univer si ty  and a JD 
f rom Tulane Univer si ty  Law School . 
Contact  him at  je f f . thomas@ray-
mondjames .com.

Disclaimer: Any opinions are those of 
Jeff rey Th omas and not necessarily those 
of Raymond James. Raymond James 
does not provide legal advice. Please 
discuss legal matters with the appropri-
ate professional.
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a lawsuit judgment or other unanticipated 
liability. While a detailed discussion 
of asset protection planning is outside 
the scope of this article, ownership of 
investment assets through PPLI policies 
issued in certain jurisdictions outside of 
the United States can off er substantial 
statutory asset protection that might 
not otherwise be available to the policy 
owner under state law. In addition, policy 
ownership structures such as trusts and 
certain entities may have more favorable 
asset protection attributes when created 
outside the United States. In this context, 
it is also important to know that there are 
signifi cant diff erences in pricing between 
domestic and international insurers; the 
primary diff erence is the application of 
state premium tax assessed against each 

premium paid to a domestic insurer, 
which can be as high as 4 percent.

Conclusion

PPLI is used most often as a simple, 
tax-elimination investment vehicle and 
PPLI likely should be a part of every 
high-net-worth individual’s investment 
and estate plan. Investment advisors 
discussing the applications and invest-
ment benefi ts of PPLI will set them-
selves apart from their competitors by 
providing macro advice on the manage-
ment of a client’s balance sheet and be-
ing proactively cognizant of the impact 
of taxation, the greatest impairment to 
sustained investment growth.

Provided the policy remains in force, 
the benefi ts of tax-free accretion of 

investment earnings, tax-free access to 
the policy assets, and a tax-free death 
benefi t presents an unparalleled tax 
planning tool advisors to the high-net-
worth community cannot aff ord to 
ignore. 
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