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TAX STRATEGIES

Offshore Life Insurance:

By Selwyn Gerber CPA

’I‘he combination of income tax and estate tax, can, upon
the death of U.S. citizens or residents, consume 50% or
more of their estate. Avoiding these ruinous tax consequencesis a
key consideration in U.S. estate planning. To this end, offshore
life insurance offers several key benefits when optimally struc-
tured:

e Tax-free build-up of cash values, including dividends, in-
terest and capital gains.

e Tax free borrowing against cash value. Policyholders have
easy and tax-free access to as much as 90% of invested
funds (including appreciation) through policy loans. These
loans need not be serviced with interest payments and are
deducted from the proceeds at death. Used in conjunction
with an irrevocable life insurance trust, tax-free distributions
(in the amount of the loans) to beneficiaries are possible.

e Tax-free receipt of the death benefit.

¢ Freedom from estate and generation-skipping taxes. If
structured properly, taxes on the investment appreciation
within the insurance framework are eliminated since bene-
ficiaries are not taxed upon receipt of the death benefit.

Only life insurance can claim these four advantages.
Essentially, the investor saves the costs of income taxes on portfo-
lio income and transactions (depending on portfolio turnover,
anywhere from 20% to 50% of the annual pre-tax returns) in ex-
change for the cost of insurance; approximately 1-3%per year.

An all-domestic solution is sufficient in some circumstances.
However, for larger estates, a foreign insurance company and pos-
sibly, a foreign trust, are often employed. Benefits include:

¢ Increased asset protection. Many offshorejurisdictions
provide statutory asset protection for the death benefit and
investments held by an insurance policy. In the United
States, such protection exists only at the state level with
coverage varying significantly between states. And, as a
practical matter, it is much more expensive for a creditor to
bring a claim before a foreign court than a domestic court.

* Decreased opportunity for the estate to be contested. It is
far more difficult for a family member or other claimant to
,challenge estate arrangements made offshore, rather than
domestically

*/Access to international investments. Offshore insurance
policies provide tax-advantaged access to international asset
managers and to offshore funds that are otherwise not easi-
ly accessible to U.S. investors.

¢ Increased privacy. The confidentiality statutes of someju-
risdictions (e.g., Switzerland) give insurance policies the
same protection against disclosure as bank accounts. Even
where no secrecy statutes exist (e.g., Bermuda, the Channel
Islands, the Isle of Man), confidentiality still applies. This
protection can be an important shield to frivolous claims
and investigations. What's more, assets held offshore are off
the domestic "radar screen" and cannot easily be identified
in a routine asset search.

¢ Non-existent disclosure requirements. Neither the acquisi-

Four Key Tax Advantages

tion of an offshore life insurance policy nor income or gain
within it is reportable to the IRS.

Although these advantages apply to all offshore life insurance
policies, the most flexible form is "private placement variable uni-
versal life insurance" (PPWL). This form permits complete cus-
tomization to ensure that individual needs are met. Underlying
investments can take virtually any form, including offshore funds
that, without the use of an insurance framework, would be ex-
posed to unfavorable U.S. tax treatment. Investors can nominate
trustees, custodians and asset managers.

In addition, the underlying investments are not part of the
insurance carrier's general account. Rather, the assets are placed
in separate accounts that are legally segregated from claims of the
insurance carrier's creditors. There is no risk to these assetsin the
event of carrier bankruptcy or reorganization.

As PPWL structures represent a customized solution to in-
ternational tax planning, there are many possible applications.

In the case of a U.S. person who both funds the structure and
is the individual insured, a U.S. or foreign trust could be set up to
hold the life insurance policy. For larger estates, this trust is set
up outside the grantor's estate. This means that distributions from
this trust after the grantor's death will not be subject to estate tax.
Properly structured and funded, there could be no income or es-
tate tax levied for 100years or even longer.

It is also possible to provide tax-free income to a U.S. benefi-
ciary using a non-U.S. donor/insured person. However, this struc-
ture faces onerous IRS compliance requirements and is suitable
only if a bona-fide offshore donor is available. Other variations
are also possible; e.g., to provide tax-free income to non-U.S. ben-
eficiaries using a U.S. or non-U.S. donor/insured person.

To preserve tax benefits, there must be a minimum level of
insurance and investments must be made in a series of annual in-
stallments. While policy owners can choose among investment
managers, they cannot direct a manager into a particular invest-
ment or strategy. If these guidelines are not followed, the IRS tax-
es any withdrawal or borrowing as ordinary income.3

Initial fees for this structure include set-up fees of 2% to 3%
of premium dollars contributed. Recurring fees include invest-
ment management fees, insurance company administration and
overhead charges and the cost of insurance cover. Total annual
costs exclusive of asset management fees are typically 1-3%.

Contrary to widespread belief, the costs relating to the estab-
lishment and maintenance of a PPWL strategy are surprisingly
inexpensive. This approach is therefore an important option for
those seeking a flexible tax advantaged comprehensive estate plan
providing tax efficiency and access to a wide selection of interna-
tional asset management options. However, the strategy is most
cost effective for estates that can invest US$500,000 or more in
the offshore insurance policy.



