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Generally, the Internal Revenue Code does not differentiate 
between life insurance policies issued by United States carriers 
and those issued by non-U.S. carriers. For example, regardless 
of the domicile of the issuing carrier, a policy otherwise meeting 
the statutory definition of a life insurance contract under §7702 
is fully entitled to the same tax benefits commonly associated 
with life insurance. In some instances, however, it may be 
possible to improve upon the planning results achieved solely 
through the use of a “domestic" policy. Principally, this is done 
by taking advantage of a number of local law nuances in certain 
foreign jurisdictions which directly or indirectly inure to the 
benefit of a policyholder. Although these same planning 
techniques are now being used by a number of international 
accounting and law firms worldwide, many U.S.-based 
practitioners are unaware of their existence.  

To that end, this article is intended to elucidate a topic 
heretofore shrouded in a bit of mystery and misunderstanding. 
Since international life insurance is a subject which potentially 
impacts upon both U.S. citizens and residents - and nonresident 
aliens - a well-informed practitioner should be able to inquire 
as to its applicability in a given situation. In addition to some 
necessary background material, what follows is an analysis of 
many of the specific international life insurance techniques 
currently being utilized throughout the world. While some are 
merely foreign “twists” of conventional domestic techniques, 
others are clearly novel and untested.  

INTRODUCTION  
Life insurance is sold throughout the world. Considering that 

more than three-fourths of it is purchased outside of the United 
States, it should come as no surprise that the vast majority of 
carrier and product alternatives may be found beyond American 
borders. However, largely due to a conscious effort by most 
non-U.S. (“foreign") carriers not to subject themselves to the 
full regulatory and other burdens of the United States and its 
pertinent subdivisions and agencies, U.S. practitioners have 
been severely hampered in their quest to learn about the 
existence and planning uses of foreign-issued life insurance 
products. Even with that handicap, one cannot help but notice an 
ever-increasing interest in the topic. Indeed, some international 
accounting and law firms have even established separate 
operations to deal with this phenomenon. Others are looking to 
do so shortly. Still, the bulk of American practitioners are 
unfamiliar with any details about international life insurance 

planning. The following material is intended to be of assistance 
in that regard.  

GENERAL BACKGROUND  

lnternational life insurance planning presupposes an element 
of cross-border activity. The primary focus of this article deals 
with such planning from a United States1 perspective. 
Consequences as to both U.S. and non-U.S. individuals2 are 
explored. From the perspective of the U.S.-based practitioner, 
he or she may be confronted with any number of different client 
situations which may warrant further inquiry as to this planning 
option. First, there are those U.S. citizens who live in the United 
States but desire - for whatever reason or reasons - to purchase 
life insurance from a foreign carrier. Second, there are those 
U.S. citizens who presently live outside of the United States and 
are in need of life insurance coverage. Third, there are those 
U.S. citizens who are in the process of relinquishing their 
American citizenship and require protection for at the least the 
duration of their U.S. status. Fourth, there are those individuals 
who have successfully expatriated from a United States tax 
standpoint, but are motivated to purchase life insurance 
coverage for various nontax, or non-U.S. tax, reasons. Fifth, 
there are those resident aliens who may originally hail from a 
jurisdiction where the existing product line is somehow 
unsuitable or, in certain instances, completely unavailable to 
former residents. Finally, there are those resident aliens and 
nonresident aliens who may be desirous of at least augmenting 
their life insurance protection with coverage provided by a 
United States (“domestic") carrier.  

PRIMARY MOTIVATIONS  

Considering the already generally advantageous nature of 
domestic life insurance, it is clear that any foreign alternative 
must be reasonably distinguishable in order to induce potential 
purchasers to look in that direction. Advisors and those serving 
in a fiduciary capacity on behalf of potential purchasers must be 
similarly persuaded. Keeping in mind of course that every client 
situation is fact-specific, several nontax reasons are frequently 
cited as catalysts for such individuals turning “offshore" for at 
least part of their life insurance needs.  

Product Selection  
There are 192 sovereign countries and 65 nonsovereign or 

other territories in the world today. Out of the literally thousands 
of foreign carriers, only a very small fraction have opted to do 
business directly in the United States. Globally, the largest 
carriers are not located in the United States; indeed, domestic 
carriers occupy only a small minority of the world's ten largest 
carriers. Since most of the potential choices are to be found 

                                                 
1 §7701(a)(9) provides the definition that shall be used for purposes of this 
article (“[t]he term “United States” when used in a geographical sense includes 
only the States and the District of Columbia"). All section references herein are 
to the Internal Revenue Code of 1986 as amended (“the Code”), and the 
regulations promulgated thereunder, unless otherwise indicated. 
2 §7701(a)(30)(A) provides the definition of a United States individual that shall 
be used for purposes of this article (“a citizen or resident of the United Stares"). 
Regs. §1.1-1(c) supplies the definition of a United States citizen in a tax setting. 
With respect to subtitle A of the Code (income tax), one’s status as a U.S. 
resident is currently determined in an objective manner. See generally §7701/b). 
In the same context, though, subtitle B of the Code (estate, gift, and generation-
skipping transfer taxes) treats “residency” in as subjective manner essentially 
analogous with the concept of domicile. See generally  Regs. §20.0-1(b)(1) (“[a] 
‘resident’ decedent is a decedent who, at the time of his death, had his domicile 
in the United States”). 
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elsewhere, many discerning consumers have decided to expand 
their carrier and product search by looking outside of the United 
States.  

Product Pricing  
There are many considerations that impact upon a particular 

life insurance product's pricing structure; nevertheless, it is clear 
that lower direct and indirect costs borne by the applicable 
carrier at least potentially could yield a more efficiently-priced 
product. Since all domestic carriers are subject to entity-level 
taxation (whether it be federal, State, or local). this proves a 
disadvantage when compared to foreign enterprises from Iow- 
or no-tax jurisdictions. In addition to any anticipated corporate 
income taxation generally found under subchapter L of the 
Code, domestic carriers must endure the impact of the deferred 
acquisition cost (“DAC") tax3 as well as any applicable charges 
imposed by the various states with respect to premium and other 
taxes. Of course, depending upon the particular facts presented, 
none of these items need apply in connection with a foreign 
carrier. Also, most non-U.S. jurisdictions. have a tendency to 
have lower franchise and related costs, if they exist at all. The 
applicability or nonapplicability of the aforementioned factors 
provide a classic example of how lower taxes can indirectly 
affect a client’s position, i.e., while a given policyholder’s tax 
posture may not be directly affected by the use of an 
international life insurance policy, a reduced (or even 
eliminated) tax burden on the applicable carrier can ultimately 
lead to an increased after-tax yield at the policyholder level.  

Product Terms  
Particularly with respect to nonresident aliens. foreign carriers 

have often been more receptive to offering larger face amount 
policies than have their domestic counterparts. Furthermore, it is 
not unusual that the foreign marketplace is looked to when 
underwriting extra-Iarge policies on U.S. lives. Primarily, this is 
because most of the world's largest reinsurers are based 
overseas. In any event, the author is aware of several instances 
where it was necessary to look offshore when more than $350 
million of coverage was sought on a single life.  

Not surprisingly, many of the world’s leading investment 
managers are not employed by United States institutions. 
Foreign carriers can provide more flexibility than domestic 
carriers as to the nature, location, and compensation 
arrangements of such managers. Moreover, in some instances, 
the investment universe offered by non-U.S. carriers is virtually 
unlimited, as contrasted to the often significant limitations or 
even prohibition as to the amount or type of particular 
investments permitted under local law in the United States with 
regard to most kinds of policies. As much to the point, because 
some welI-performing mutual and similar funds do not permit 
investment by U.S. persons or entities (including domestic 
carriers), the  use of certain international life insurance policies 
indirectly may permit access to such funds by U.S. investors.  

With respect to life insurance policies, domestic carriers limit 
their denominational choice to the U.S. dollar. On the other 
hand, foreign carriers frequently offer premium payments, 
withdrawals, borrowings, and death benefits in any number of 
currencies. Switching denominations is not an uncommon 
feature. Some carriers even allow in-kind premium payments.  

                                                 
3 §848. Note that the FY 2000 Budget submitted earlier this year by the Clinton 
Administration proposes to raise this tax significantly. 

The ability to select the underlying currency of a given policy 
is of paramount importance to many foreign policyholders. 
More than a few nonresident aliens have suffered the effect of a 
hyperinflationary economy which can virtually destroy the real 
worth of a policy issued by a local carrier. Also, life insurance 
has historically enjoyed favorable treatment in connection with 
those countries that have instituted exchange controls.  

Confidentiality  
Nonresident aliens are particularly concerned about their 

ability to acquire and retain “outside" assets anonymously. In 
this regard, an international life insurance policy can be of 
tremendous benefit. Being a contract - and not an entity - a 
policy is not a juridical creature normally requiring recordation 
at any governmental branch or agency. In addition, its existence 
is not typically reflected in any public records. Finally, a life 
insurance policy is totally portable.  

Governing Law  
A threshold question involves the degree to which a 

policyholder can select a policy's governing law - not only with 
respect to its internal terms - but also in regard to such important 
issues as a policy's validity and disposition under controlling 
substantive law. Since a life insurance policy is a contract, as a 
general rule, the contracting parties' governing law designation 
should be respected. This is especially appropriate where there 
is some logical nexus with the chosen jurisdiction, e.g.. where 
the policy's application, execution, delivery, or payment of the 
first premium took place. In this regard, the words of the U.S. 
Supreme Court in the leading conflict of laws case involving 
group life insurance in the United States are instructive:  

 
The conclusion that [Pennsylvania] law governs the 

policy provision … is supported not only by the making 
and delivery of the contract of insurance in that [state], 
the declaration in the policy that [Pennsylvania] law shall 
govern and [the policyholder's] acceptance of the 
insurance according to the terms of the policy but also by 
the purpose of the parties to the contract that everywhere 
it shall have the same meaning and give the same 
protection and that inequalities and confusion liable to 
result from applications of diverse [state] laws shall be 
avoided.  

 
Boseman v. Connecticut Gen. Life Ins. Co., 301 U.S. 196, 198 

(1937).  
 
Of course, since the general common law rule may be 

modified by applicable statute, some caution is urged; 
nevertheless, in view of the relative ease in which a prospective 
policyholder can purchase a life insurance policy from a carrier 
located in a jurisdiction whose laws compare favorably with 
those of the United States, it may be expected that more and 
more individuals will take advantage of that opportunity. Again 
on a case-by-case basis, a close inspection of foreign laws may 
yield very desirable results with particular effect upon life 
insurance policies regarding a plethora of issues. Practitioners 
are especially encouraged to investigate the impact of such laws 
in the areas of insurable interest, juvenile insurance, noncitizen 
or nonresident ownership, property devolution, and the Rule 
Against Perpetuities.  
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Asset Protection  
With the widespread growth of litigation in the United States, 

the subject of asset protection has enjoyed increased 
importance.4 Although domestically life insurance is accorded a 
preferred status under the applicable exemption statutes of most 
states, some clients may nevertheless be compelled for any 
number of reasons to look specifically to foreign policies for an 
element of protection not otherwise available under local law. 
First, the applicable state may be one of those jurisdictions 
which does not provide the aforementioned preferential 
treatment. Second, the applicable exemption statute may be 
considered inadequate with respect to such differing issues as 
the size of the face amount allowed to be exempt, whether both 
cash value and death benefits are protected, what class of 
persons are entitled to such exemption (policyholder or 
beneficiary, or both), the type of insurance (e.g., individual, 
group, or fraternal) permitted protection, the purposes for which 
life insurance can be procured and still maintain exempt status, 
exactly what types of proceedings (e.g., bankruptcy) or creditors 
are covered by the exemption, and how the controlling 
fraudulent transfer, conveyance, or conversion statute(s) 
specifically address life insurance policies. Some clients may be 
pleased to discover that the laws of several foreign jurisdictions 
may provide augmented security from an asset protection 
standpoint. Largely this is due to the statutory framework of 
those jurisdictions.  

 
Example: X, a U.S. citizen, purchases a life insurance 

policy on his life in Country Y. Under the federal law of 
that jurisdiction, the unlimited value of both the cash 
value and death benefit of a policy issued by a domiciled 
carrier fully protects the policyholder from the claims of 
general creditors under most circumstances. Furthermore, 
the applicable fraudulent transfer statute - controlling for 
purposes of life insurance policies so issued - is a mere 
six months under the law of Country Y.5  

 
Aside from the applicable foreign law providing any specific 

exemption language, it may also authorize policies issued by 
local carriers to contain spendthrift provisions which are 
deemed stronger than those available under domestic policies. 
The same thing may apply as well to any contractual provisions 
involving a policy’s settlement options.6  

                                                 
4 See generally 810 T.M., Asset Protection Planning. 
5 Of course, an American court might attempt to compel a policyholder to 
surrender or otherwise repatriate the policy or its proceeds. However, aside from 
any practical difficulties due to the international nature of the transaction, a 
foreign carrier likely will not honor any request to surrender a policy without the 
consent of an irrevocable beneficiary, if one is so designated. Moreover, 
depending upon the jurisdiction involved, contractual language in a policy (or 
even an applicable statute) can direct the carrier to consider such items as duress 
and related pressures (including those imposed by non-situs courts) before 
deciding if and when to release policy values to a “requesting" policyholder. A 
creditor’s efforts may be further thwarted if a successful argument is maintained 
by the debtor that no fraudulent transfer took place in the first place, i.e., no 
gratuitous transfer actually occurred since the policyholder received equivalent 
value (the policy) in exchange for premium payments. 
6 Some additional developments in the context of international life insurance 
and asset protection deserve comment. For example, certain jurisdictions allow 
the creation and maintenance of “protected premium accounts". Such accounts, 
if properly established by the carrier, protect any premiums paid by 
policyholders from the claimants of the policyholder, policy beneficiary, other 
policyholders, and the carrier. Another development is the legislative adoption 
in some jurisdictions of “segregated portfolio companies" along with the similar 
but more publicized device known as a "protected cell company” (“PCC"). 

GENERAL TAX IMPLICATIONS  

The tax advantages of life insurance are well documented.7 
Most frequently cited are the benefits dealing with the tax-
deferred nature of "inside buildup",8 the cost recovery rule with 
respect to lifetime withdrawals,9 and the tax-free 
characterization of a policy death benefit.10 For U.S. tax 
purposes, it is virtually immaterial whether a given life 
insurance policy is issued by a domestic or foreign carrier. 
Nevertheless, there are a few items in an international context 
which warrant special attention.  

Absence of Annual Reporting  
With respect to U.S. citizens and residents, a non-U.S. life 

insurance policy offers a substantial advantage over other 
foreign financial instruments. It is effectively the only way for 
those individuals to maintain a sizeable foreign investment 
without triggering the annual reporting requirements described 
in Schedule B of Form 1040.  

 
Example: X, a U.S. citizen, wishes to diversify his 

portfolio by making an overseas investment of more than 
$1 million. Since there is some concern about financial 
privacy, X is not persuaded to place his funds in a foreign 
bank account, the mere ownership of which must 
generally be disclosed to the government on an annual 
basis.11 A foreign securities account brings about the 
same result,12 and U.S. grantors and beneficiaries of 
foreign trusts face similar reporting requirements.13 
Instead, X purchases a foreign life insurance policy. In 
most cases, not only will the ownership of such policy 
during its term not be reportable to the U.S. government 
on an annual basis but in many instances neither will the 
income from such policy.14  

Statutory Definition of Life Insurance  
Generally, in order to be availed of the favorable tax treatment 

afforded life insurance policies and proceeds, any policy issued 
after December 31, 1984, must be recognized as a life insurance 
contract under the "applicable law" and satisfy either the "cash 
value accumulation test" or the "guideline premium and corridor 
test".15 This statutory definition applies for all purposes of the 
Code.16 Although both the Code and proposed regulations are 
silent on the subject,17 an examination of the legislative history 
of §7702 indicates that Congress not only contemplated the use 

                                                 
7 See generally 826 T.M., Life Insurance (“826 T.M."); 386 T.M., Insurance-
Related Compensation (“386 T.M.”). 
8 See §7702(g)(1)(A). 
9 §72(e)(5)(C). 
10 §101(a)(1). 
11 Schedule B, Part lII, Line 11a, states: "At any time during [year], did you 
have an interest in or a signature or other authority over a financial account in a 
foreign country, such as a bank account, securities account, or other financial 
account?" Note that an affirmative answer to the foregoing would generally 
necessitate the further filing of Form TD F 90-22.1. 
12 ld. 
13 See, e.g., Schedule B, Part III, Line 12, which states: “During [year], did you 
receive a distribution from, or were you the grantor of, or transferor to, a foreign 
trust?" 
14 See supra text accompanying notes 8-9. 
15 §7702(a). Additional material about the specific rules pertaining to the two 
alternative tests may be found at 826 T.M. and 386 T.M., supra note 7. 
16 ld. (“[f]or purposes of this title”). 
17 There are as of yet no final regulations under §7702. 
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of foreign-issued policies but expressly sanctioned such use 
within the confines of the then new definition of a life insurance 
contract.18 In this connection, although Congress repeatedly has 
had the opportunity to narrow the scope of "applicable law” to 
that of a purely domestic nature, it has declined to do so in each 
case through the use of language referencing "foreign law”19  

Section 4371  
Chapter 34 of the Code imposes an excise tax upon the 

payment of premiums on insurance policies and similar 
contracts by United States persons to non-U.S. carriers.20 With 
respect to primary life insurance and certain other kinds of 
policies, the rate is a flat one percent on each dollar, or 
fractional part thereof, of value constituting a premium.21 For 
purposes of §4371(2), an affected life insurance policy means 
"any policy or other instrument by whatever name called 
whereby a contract of insurance ... is made, continued, or 
renewed with respect to the life ... of a citizen or resident of the 
United States.”22 However, the FET generally shall not be 
imposed upon any premium amount which is effectively 
connected with the conduct of a U.S. trade or business.23 The 
regulations also indicate that the FET shall not apply if an 
affected policy is signed or countersigned by an officer or agent 
of the foreign carrier "in a State, Territory, or the District of 
Columbia in which such insurer is authorized to do business.”24  

According to §4374, the FET must be paid, on the basis of a 
return,25 by any person who makes, signs, issues, or sells any of 
the documents and instruments subject to the tax, or for whose 
use or benefit the same are made, signed, issued, or sold. In 
identifying the correct payor, Regs. §46.4374-1(a) says that the 
FET shall be remitted by "the person who makes the payment of 
the premium to a foreign insurer or reinsurer or to any 
nonresident agent, solicitor, or broker”. Liability for this tax 
shall attach at the time a premium payment is transferred to a 
foreign carrier (including any transfers to any bank, trust fund, 
or similar recipient, designated by the foreign carrier), or to any 
nonresident agent, solicitor, or broker.26 The penalty for failing 
to properly pay the FET with an intent to evade such tax, in 
addition to other penalties provided therefor, is a fine of double 
the amount of the tax.27  

SELECTED INTERNATIONAL LlFE INSURANCE 
TECHNIQUES  

Herein are many of the specific uses of international life 
insurance being utilized throughout the world today to varying 

                                                 
18 H.R. Rep. No. 861, 98th Cong., 2d Sess. 1075 (1984) ("[a] life 
insurance contract is defined as any contract, which is a life insurance 
contract under the applicable State or foreign law”). 
19 See, e.g., H.R. Rep. No. 426, 99th Cong., 1st Sess. 964 (1985); S. 
Rep. No. 313, 99th Cong., 2d Sess. 985, 992 (1986). 
20 International practitioners often refer to this federal excise tax as the 
“FET", a somewhat confusing term to many domestic estate planners 
who naturally associate that acronym with another tax. In some cases, 
the FET may be ameliorated by treaty. See, e.g., PLR 199903028. 
21 §4371(2). In addition, there is a separate and distinct charge of a flat 
one percent on any foreign reinsurance policy involved with a covered 
risk. §4371(3). 
22 4372(e). 
23 See §4373(1). 
24 Regs. §46.4371-2(b)(1). 
25 The appropriate return is Form 720. 
26 Regs. §46-4374-1(b). 
27 Regs. §46-4374-1(c). 

degrees. While some are tried-and-true, a few others are less 
well-known, quite novel, and certainly untested in the courts.  

Deferred Cash Value Policies  
It has long been established in the United States that life 

insurance provides an ideal mechanism for the “leveraging” of 
the transmission of wealth.28 Conceptually, this is usually done 
through the dual effort of minimizing the cumulative size of 
premium payments and maximizing the overall policy benefits 
in a (hopefully) transfer tax-free environment. Since annually 
renewable term policies necessarily are prohibitively expensive 
in the later years of an insured’s life, the majority of 
practitioners traditionally have turned to life insurance of the 
whole or universal life variety to address this concern. In 
general, as between those two alternatives, at least lower initial 
premiums may be expected of a universal life policy due to its 
lack of contractually guaranteed premium amounts and death 
benefit. Some clients and their advisors are uncomfortable with 
this dearth of guarantees with respect to a financial arrangement 
designed to address a certain need (death taxes) at a predictable 
event (the insured’s death) but, on the other hand, are less than 
thrilled about any additional expense understandably imposed 
by carriers in order to provide guarantees such as those typically 
associated with whole life policies.  

Perhaps for some, a favorable compromise may be found in 
the non-U.S. marketplace. In certain situations, foreign carriers 
of substantial means can offer true whole life policies at a 
measurable savings over their domestic counterparts. This is 
made possible because -in the actuarial design of such policies - 
it is not necessary that a sufficient reserve be set aside to 
accommodate any minimum cash values potentially claimable 
by the policyholder. This is in sharp contrast to the general 
requirement in the United States that admitted carriers may only 
offer whole life policies in total compliance with applicable 
state nonforfeiture law.29 In the United States, this right to 
surrender values cannot be waived by the policyholder even 
with full consent. The result is that domestic carriers must allow 
for an additional reserve when constructing whole life policies 
for at least a good portion of each policy’s duration.30  

At least initially, it might appear that a level term policy in the 
United States would effectively be able to duplicate the results 
offered by this foreign alternative. This is not true for at least 

                                                 
28 See, e.g., Hampton, Survivorship Life Insurance ch. 1 (ABA 1993-
1994). 
29 For this purpose, attention is directed toward Model #808-1 
(Standard Nonforfeiture Law for Life Insurance), one of the uniform 
statutes recommended by the National Association of Insurance 
Commissioners ("NAIC”). It will be recalled that the NAIC consists of 
the principal insurance regulator of each state and, as part of its 
function, promulgates suggested legislation which usually is ultimately 
adopted (at least in substance) by each state. The Standard 
Nonforfeiture Law for Life Insurance is no exception. In pertinent part, 
Section 2B of that legislation reads: “... upon surrender of the policy ... 
after premiums have been paid for at least three (3) full years in the 
case of ordinary insurance …, the company will pay, in lieu of any 
paid-up nonforfeiture benefit, a cash surrender value of such amount as 
may be hereinafter specified.” 
30 Although the necessary calculations are somewhat different, 
universal life policies are also not exempt from applicable state 
nonforfeiture laws. See generally Section 6 of the Standard 
Nonforfeiture Law for Life Insurance. Furthermore, it is worth 
remembering that these rules also apply to U.S.-issued policies which 
possess lower-than-average interpolated terminal reserve values, a topic 
covered in more detail infra. 



Tax Management Estates, Gifts and Trusts Journal 
© 1999 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc., Washington, D.C. 20037 

 ISSN 0886-3547   

5 

two reasons. First, it is a legal requirement in the U.S. that every 
level term policy in excess of 20 years (a reasonable minimum 
period of time for estate planning purposes) provide a cash 
value to the policyholder.31 Second, and perhaps more 
impressive, the nature of these foreign-issued policies entitles 
the policyholder to a fully-endowed contract if the insured(s) 
live to the date of policy maturity. Term policies of course have 
no cash value at their expiration.  

 
Example: X, a U.S. citizen, wishes to purchase a life 

insurance policy mainly for purposes of federal estate tax 
liquidity. Although maximum premium/death benefit 
leverage is sought, she wants assurances that the premium 
will be affordable in her later years, that it cannot be 
raised by the carrier down the road, and that if she lives 
past the date of the policy’s maturity the policyholder will 
then be entitled to a cash value amount equivalent to the 
death benefit. An examination of suitable policies issued 
by comparable U.S. and foreign carriers reveals a 
disparity in cost. This is true even in the case of U.S. 
policies with no guaranteed premium amounts and/or 
death benefits. In either case, this potential savings can 
translate into enhanced transfer tax leveraging for the 
benefit of X's estate.  

 
No life insurance policy may be issued in an American state 

unless it contains, in substance, the provisions specified in the 
Standard Nonforfeiture Law for Life Insurance or contains 
corresponding provisions that, in the opinion of the pertinent 
insurance regulator, are at least as favorable to a defaulting or 
surrendering policyholder under such law. Outside of the United 
States, a prospective policyholder should be able to purchase a 
contract without a cash value for either a determinate or 
indeterminate period of time, or alternatively waive any existing 
surrender right (assuming such is permitted under controlling 
law).32 Nevertheless, for reasons discussed earlier, many clients 
may be uncomfortable with a scenario where the policyowner 
(e.g., an irrevocable life insurance trust) receives nothing if the 
insured lives “too long”. Consequently, an endowing policy 
such as that described in the example deserves merit. From an 
estate planning standpoint, though, it is speculative how the 
Internal Revenue Service would characterize the transfer tax 
consequences of an inter vivos gift involving a contract which 
“acts" like a cash valueless term policy but does so only up until 
the moment of maturity.33 
                                                 
31 Section 9 of the Standard Nonforfeiture Law for Life Insurance 
states: “This Act shall not apply to any of the following: ... E. A term 
policy of uniform amount, which provides no guaranteed nonforfeiture 
or endowment benefits, or renewal thereof, of twenty (20) years of [sic] 
less expiring before age seventy-one (71), for which uniform premiums 
are payable during the entire term of the policy; …” One narrow 
exception to this general rule may be found in a special type of life 
insurance policy - usually called a “reversionary annuity" - but the 
restrictions inherent in that kind of contract (such as no endowment 
feature and no lump-sum death benefit option) should suggest that its 
appeal is far from universal. 
32 Section 9 of the Standard Nonforfeiture Law for Life Insurance 
states: “This Act shall not apply to any of the following: ... H. Policy 
which shall be delivered outside this state through an agent or other 
representative of the company issuing the policy." See also, e.g., 
Haskell v. Equitable Life Assur. Soc., 181 Mass. 341, 63 N.E. 899 
(1902) (nonforfeiture statute applied only to domestic carrier). 
33 Presumably if such a contract were owned ab initio in such a way as 
to avoid any transfer tax problems, it really would not matter what 

In connection with the transfer of an existing life insurance 
policy, the first line of analysis for federal gift tax valuation 
purposes leads to Regs. §25.2512-6(a). In pertinent part, it 
states:  

 
The value of a life insurance contract issued by a 

company regularly engaged in the selling of contracts of 
that character is established through the sale of the 
particular contract by the company, or through the sale by 
the company of comparable contracts. As valuation of an 
insurance policy through sale of comparable contracts is 
not readily ascertainable when the gift is of a contract 
which has been in force for some time and on which 
further premium payments are to be made, the value may 
be approximated by adding to the interpolated terminal 
reserve at the date of the gift the proportionate part of the 
gross premium last paid before the date of the gift which 
covers the period extending beyond that date. If, however, 
because of the unusual nature of the contract such 
approximation is not reasonably close to the full value, 
this method may not be used.34 

 
The regulations go on to provide several examples with 

varying fact patterns dealing with different types of contracts 
and premium modes. While none of the examples explicitly 
involves a term policy, the consensus for many years has been 
that gifts of existing pure term policies should properly be 
valued with respect to the unamortized portion of the most 
recent premium at the time of transfer. Accordingly, if the 
example provided could properly be analogized to that of a term 
policy prior to maturity, then it would appear that a gift just 
prior to the policy anniversary could be valued quite minimally. 
This argument is bolstered because the Service has already held 
in Rev. Rul. 76-49035 that, inter alia, a group term policy 
assigned by an employee to an irrevocable trust on the day 
before a monthly premium was due had no ascertainable value 
and, therefore, no taxable gift occurred.36  

 
On the other hand, the Service may make the argument that 

the type of foreign policy in question is more akin to a 
convertible policy -as opposed to a regular term contract - and 
therefore its gift tax value should be something more than that 
provided under the normal valuation rules regarding term 
policies. Indeed, convertible term policies are more "valuable” 
than regular term policies (which is why their premiums are 
comparably higher) but that begs the question of exactly how to 

                                                                                      
conclusion the Service came to about what “type” of policy was 
involved. On another point, the gift of a life insurance premium affords 
no opportunity to "discount" the value of such transfer. See Regs. 
§25.2511-1(h)(8); Comr. v. Boeing, 123 F.2d 86 (9th Cir. 1941). 
34 The Service has also indicated that the normal valuation principles 
may not be used in instances where the insured's health is materially 
impaired at the time of transfer. See Pritchard Est. v. Comr:, 4 T.C. 204 
(1994); U.S. v. Ryerson, 312 U.S. 260 (1941); PLR 9127007. 
35 1976-2 C.B. 300. 
36 However, it should be remembered that under the law, in an 
employer-employee context (including those involving split-dollar 
arrangements), a gift is deemed made by the insured employee to the 
donee (generally to the extent of the real or imputed value of the annual 
life insurance protection} upon premium payment even if the entire 
cost of the policy is borne by the employer. See, e.g., Rev. Rul. 84-147, 
1984-2 C.B. 201; Rev. Rul. 81-198, 1981-2 C.B. 188; Rev. Rul. 78-
420, 1978-2 C.B. 67. 
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value the transfer of such a policy on the day before it could 
lapse (the scenario described in Rev. Rul. 76-490). Most 
convertible policies permit a conversion at will by a 
policyowner so such a right should reasonably be measurable 
(after all, that is how the applicable carrier initially established 
the pricing schedule). Importantly, however, convertible policies 
in the United States always set a time limit on the right to make 
a conversion. Often such a right is limited to a specified number 
of years, or perhaps only until the insured attains a certain age 
(usually 65). Most contracts of this nature permit conversion 
only if done several years before the underlying policy is set to 
expire. Quite distinguishable is the idea of a foreign deferred 
cash value policy where, contractually, there cannot be a 
"change” in policy status until the policy actually terminates.37 
In addition, there is the conceptual proposition that a life 
insurance policy ceases to exist upon its own maturity, and the 
mere payment of the maturity proceeds at such time is not the 
same thing as a conversion of the policy itself. In other words, a 
policy cannot properly be characterized as "convertible” if the 
"policy” no longer exists at the time of the triggering event.38 If 
the argument for convertible policy status is sustainable, it 
would appear that the Service at best could only put forward an 
additional present value analysis (presumably operative from the 
time of the proposed gift until the date of the insured's life 
expectancy) in its effort to enhance the applicable transfer tax 
value. It is a difficult position to maintain because - unlike a 
typical permanent policy which has at least some independent 
values available to the policyholder regardless of the time of 
lapse or surrender generally - the fact, that there are no available 
values under this type of foreign contract prior to the earlier of 
the insured's death or the policy's maturity date must affect its 
gift tax value while it remains in a premium-paying mode.39 In 
any event, what is clear is that the existence or exercise of a 
conversion right post-transfer should present no special estate 
planning difficulties.40  
                                                 
37 This is of some importance since only substantial changes 
prior to a policy's maturity will trigger a need to ensure 
compliance with the nontaxable exchange provisions of § 1035 
(further discussed infra), or otherwise shelter the policy from 
current taxation. Even domestically, the Service is now being 
confronted with transforming (or “tadpole") contracts which 
usually undergo a major alteration (e.g., universal life to 
annuity) before they mature. This is not the case with a foreign 
deferred cash value policy. 
38 The Service would have a stronger argument in its favor if the 
policy continued in force after full endowment. Because of the 
negative tax consequences incurred by a policyholder who fails 
to “extend” a maturing policy at the point of endowment, 
several carriers (foreign and domestic) routinely now add or 
permit the addition of so-called maturity extension riders to 
many of their policies. 
39 Otherwise, to be consistent, the Service would have to 
reevaluate the aforementioned long-standing method of valuing 
gifts of existing term policies and augment that effort by 
running a present value analysis with respect to such items as 
the insured's life expectancy at the date of gift, after considering 
his or her then state of insurability, and perhaps even the 
statistical probability of die policy lapsing prior to its contracted 
date of maturity. 
40 E.g., Rev. Rul. 84-130, 1984-2 C.B. 194; Smead Est. v. 
Comr., 78 T.C. 43 (1982). But see TAM 9141007(impact of 
three-year rule under §2035). 

Probably the strongest argument by the Service is that this 
foreign arrangement is nothing more than another attempt at a 
“springing" cash value contract, a concept in general disrepute 
since the Service issued its guidelines to deal with that specific 
type of domestic policy in an employee benefits setting.41 
Essentially, springing cash value policies were designed to 
combat a particular problem for taxpayers, namely, how to 
minimize the federal income tax consequences when a 
participant's qualified plan made distribution of a life insurance 
policy insuring the participant’s life. Since the rod for 
measuring the federal income tax effect of such a transaction 
traditionally centered on the target policy's cash surrender value, 
the obvious strategy was to “compress” that value prior to the 
date of distribution. Naturally, the participant would not want to 
forever suffer the effect of such a low-yielding retirement asset, 
so usually the cash value of the policy in question was 
scheduled to increase significantly upon or shortly after 
distribution from the employee plan. Cognizant of this ploy, 
examining agents of qualified plans are now instructed by the 
Service to, among other things, compare the aggregate premium 
amounts with the cash surrender value at the time of any plan 
distributions of a life insurance policy. If found, a springing 
cash value policy can be "adjusted” for federal income tax 
purposes by the examining agent in such a way that the policy's 
cash surrender value at the time of distribution will more 
accurately reflect a value thought to be more appropriate for a 
retirement plan asset. It would seem that the Service could take 
similar steps with regard to foreign-issued deferred cash value 
policies. Counter arguments to that position, however, might 
include the following: (i) the premise of the Service guidelines 
in this area was limited to the qualified plan area (relatively 
speaking, not of great significance to the foreign life insurance 
industry thus far); (ii) the focus of concern has been on the 
federal income tax results42 (inapposite to the thrust of a foreign 
technique which, from a tax standpoint, deals only with transfer 
taxes) and, regardless, (iii) the measure of a policy’s cash value 
(or lack of it) is not the proper criterion for purposes of putting a 
value on any type of life insurance policy for federal transfer tax 
purposes.43 It remains to be seen if the Service will be persuaded 
by these arguments.  

Restricted Cash Value Policies  
In contrast to whole life policies, many nontraditional types of 

contracts - particularly variable universal life (“VUL”) policies - 
incorporate inside buildup values short of any true predictability 
at the outset. In the same way that this uncertainty can act to the 
detriment of a policyholder (low “performance”), a substantially 
increased value can inure to his or her benefit in a tax-
advantaged manner. However, as previously mentioned, a given 
policy must satisfy the definitional requirements of §7702 in 
order to enjoy such preferred status.44 The aforementioned 

                                                 
41 See Ann. 92-182, 1992-52 I.R.B. 45; Notice 89-25, 1989-1 
C.B. 662. 
42 Cf. Regs. 1.83-3(e) which states, in pertinent part: “In the case of a transfer of 
a life insurance contract ... only the cash surrender value of the contract is 
considered to be property.” However, by its own terms, the application of that 
regulation is limited to transfers of property in connection with the performance 
of services which otherwise come under §83. 
43 The stated position of the Service is that generally the value of a life 
insurance policy for federal income tax purposes should be the same as for 
federal gift tax purposes. Rev. Rul. 59-195, 1959-1 C.B. 18. 
44 Note that contracts of a variable nature generally must also satisfy the 
strictures of §817. 
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guideline premium and corridor test alternative was drafted 
primarily with nontraditional policies in mind. As its name 
implies, the second part of that test contemplates a minimum net 
amount at risk (“NAR”) in excess of a policy's cash value as 
generally defined at §7702(f)(2).45 Somewhat paradoxically, a 
practical difficulty may arise if a policy performs "too” well, 
i.e., the underlying cash value grows so quickly as to impede 
upon the applicable carrier's capacity. More specifically, the 
increased cash value compels the addition of a greater NAR in 
absolute terms at any given point in time. Since it is generally 
thought that policies should retain their tax-qualified status 
whenever possible, carriers under such circumstances are often 
left with the unpleasant choice of either disgorging (by contract 
or otherwise) any "excess" earnings or risking running afoul of 
§7702. That in turn can lead to a bit of consternation for a 
policyholder who entered into this type of transaction precisely 
for the purpose of sheltering all such growth from taxation.  

A possible solution may once again be found overseas. 
Considering that the Code speaks to the specific matter of a 
policy’s cash value in the context of a contract covered by 
§7702(d)(2),46 it should be apparent that the manipulation of a 
given policy’s cash value could produce the desired result of 
qualifying such policy under §7702(d)(2) even though the actual 
value of the policy's separate account was far in excess of the 
nominal amount attributed solely to its cash value. In this 
context, of course, the Service had already anticipated any easy 
manipulation of cash values through the use of "artificial” 
surrender charges and the like; consequently, the Code clearly 
states that any such charges are to be ignored for this purpose.47 
What is less clear is whether congress had relied to some degree 
on a minimal amount of cash value accumulation unavoidably 
being credited to a policyholder’s account because of the legal 
mandates under state law previously referred to in the discussion 
about foreign deferred cash value whole life policies. If so, 
some interesting planning possibilities may have been 
overlooked.  

 
Example: X, a U.S. citizen, is desirous of purchasing a 

large life insurance policy on his life. For a variety of 
reasons - including the ability of the associated separate 
account to be invested in more speculative investments 
than are generally available to policies issued in the 
United States - he has opted to use a foreign life insurance 
contract. The applicable carrier’s retention and 
reinsurance capacity is equivalent to $100X. This amount 
is more than sufficient to deal with the resulting cash 
value at the time of issue; however, a growth factor in the 
underlying assets in excess of 12% per annum will 
mathematically consume the available capacity in only a 
few years. Since X does want the policyholder to have 
some access to cash value during his lifetime but 
otherwise feels that the amount procured by the initial 
premium is all that is needed, he personally negotiates 
with the carrier to establish that the initial amount of the 
cash value is to remain "fixed" throughout the remaining 

                                                 
45 See §7702(d)(2). For definitional purposes under the Code, it is worth 
observing that there is absolutely no mention of "interpolated terminal reserve” 
or any other comparable concept. 
46 See §7702(d)(1). 
47 Compare id. with §7702(f)(2)(A). 

term of the policy.48 Under those circumstances, it should 
be unnecessary to ever raise the ceiling of the carrier's 
capacity because the policy's defining cash value amount 
never increases. Perhaps as important, the policyholder's 
basis in the contract will always equal or exceed the cash 
value (as computed at issue) which leads to the obvious 
income tax result that, given the above parameters, the 
policyholder never need be especially concerned about 
being taxed with respect to any loans or partial 
withdrawals, or even whether the policy is classified as a 
modified endowment contract under §7702A. 

 
In the absence of any restrictive legislation in this regard - and 

none currently exists under the Code or under the laws of many 
foreign jurisdictions - there seems to be no reason why a 
policyholder cannot freely negotiate with a carrier about the 
specific terms of a given policy including, if so desired, a 
provision essentially fixing or limiting the growth of the 
policy’s cash value or, as previously illustrated, providing no 
cash value at all.49  

Dropdown Policies  
Some individuals own a significant number of low-basis 

capital assets. Disposition of such assets may bring about 
current or deferred income and/or transfer taxation. Stepped-up 
basis treatment under §1014 generally comes at the often heavy 
price of estate tax inclusion. Gratuitous lifetime transfers may 
postpone the income tax consequences but also at a price of 
immediate exposure to transfer taxation. An interesting 
international life insurance technique seems to be gaining 
popularity as a possible vehicle to address the common dilemma 
posed by preexisting capital gain.  

In sum and substance, this particular technique pre-supposes 
the use of a variable life insurance policy and, ultimately, a 
private annuity relationship typically between the insured and a 
foreign entity. While there are now an ever-growing number of 
variations of this technique being utilized, all involve the use of 
a foreign-issued variable life insurance contract. An offshore 
policy is chosen principally because of the increased flexibility 
in the nature and type of investments which, at some point, will 
comprise the underlying assets associated with the policy's 
separate account. Under the Code and regulations, there are 
relatively few restrictions as to the types of investments 
permitted under a variable contract so long as the general 
diversification requirements under §817 are satisfied.50 In fact, 
one historically “classic" version of this technique has the 
appropriate investment manager investing a portion of the 
underlying account values in an international business company 
(“IBC"). There may be additional benefits to such a “dropdown" 
structure but in the context of an international life insurance 
policy perhaps its most generous application relates to its role as 
the obligor under an offshore private annuity.51  
                                                 
48 Assuming that the value of the associated separate account does not actually 
drop in value after inception in which case the accessible amount necessarily 
would be the lower of either the existing cash value or the then value of such 
associated separate account. 
49 Nonetheless, any cash value structuring of this type should not directly affect 
the valuation of a given policy for federal transfer tax purposes because, as 
emphasized before, the standard for those purposes differs from that regarding 
the definition of a life insurance contract under the Code. 
50 For example, investment in nonregistered partnerships is expressly permitted. 
See, e.g. Regs. §1.817-5(g). Ex. (3). 
51 The Service has already ruled that the use of a foreign corporation is perfectly 
adequate in the context of a private annuity transaction. See Rev. Rul. 78-356, 
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Example: X, a U.S. citizen, has accumulated a sizeable 

block of publicly-traded securities in which his basis 
constitutes only a small portion of its current fair market 
value. Lacking any relief under both the nonrecognition 
and installment provisions of the Code,52 X is confronted 
with the generally unattractive tax-generating alternatives 
already discussed. The use of a private annuity is 
appealing because it offers the result of estate tax 
excludability whenever the transferor's death occurs but, 
depending on when that happens, the obligor may not be 
entitled to enough basis to  eliminate its own taxes upon a 
subsequent disposition of the transferred assets to a third 
party. However, that problem is largely ameliorated in the 
case of an obligor from a so-called tax haven jurisdiction. 
The entire value of the transferred assets is expected to be 
received by the policy beneficiary ultimately in the form 
of a tax-free death benefit under §101 (since the private 
annuity assets - through their holding vehicle - 
collectively constitute "part” of the life insurance policy).  

 
Needless to say, the Service cannot be too pleased with a 

planning technique which purports simultaneously to (i) totally 
eliminate federal transfer taxes related to any assets (including 
those onshore) used in connection with the transaction (perhaps 
even fore-closing the receipt of any annuity payments by the 
obligee prior to his or death through the use of a deferred private 
annuity); (ii) create a situation generally where no U.S. person is 
subject to taxation upon disposition of the transferred assets at 
any time; and (iii) entitle the policy beneficiary (U.S. or 
otherwise) to the full benefits afforded under §101. In short, 
with regard to all of the original gain, the insured’s family could 
pretty much end up with a "free pass”. However, the Service is 
not without weapons to question this arrangement. 

First, as relates to the above scenario, the Service should be 
able to successfully invoke the investor control doctrine, a 
concept first suggested by the government in the late 1970’s53 
Focusing on life insurance, a major tenet of “control" under that 
doctrine deals with the issue as to what degree a policyholder 
can safely direct or influence the selection of the individual 
items which comprise the underlying assets held as part of a 
policy’s separate account. Looking to the example provided, if a 
policyholder engages in a specific transaction (e.g., the private 
annuity) in which previously-owned and identifiable assets 
immediately after such transaction constitute the values under a 
contract established by the policyholder, the Service likely will 
be able to put forward successfully its investor control doctrine. 
What is somewhat less clear is what the outcome will be when 
the underlying facts present a scenario in which there is a less 
obvious connection between the actions by the policyholder and 
the exact assets which constitute the policy values at the 

                                                                                      
1978-2 C.B. 226 (now repealed §1491 tax did not apply). However, caution is 
advised in the case of an offshore trust because §684 - the successor to §1491 
but limited to transactions involving offshore trusts - apparently does not permit 
advantageous income tax treatment in this circumstance. See Notice 97-34. 
1997-1 C.B. 422. Sec. II (obligations include “any annuity contract”). 
52 See §§1031(a)(2)(B) and 453(k)(2)(A). 
53 Briefly, this doctrine permits the Service - under certain circumstances with 
respect to variable contracts - to ignore the nominal ownership of the underlying 
assets of such contracts and impute any gain in connection with those assets 
directly to the policyholder (as opposed to the carrier) and tax him or her 
accordingly. See, e.g. Christoffersen v. U.S., 84-2 USTC ¶ 9990 (8th Cir. 1984); 
Rev. Rul; 81-225, 1981-2 C.B. 12; Rev. Rul. 80-274, 1980-2 C.B. 27; Rev. Rul. 
77-85, 1977-1 C.B. 12. 

insured's death. To that end, much of the play in this area today 
centers around the following potential issues: (i) the difference, 
if any, that it makes if the insured is not (or never was) a 
policyholder at the time of the private annuity transaction; (ii) 
the difference, if any, that it makes if the obligor under the 
private annuity transaction (e.g., the IBC) is not (or never was) 
owned by the policy's separate account at the time of the private 
annuity transaction; and (iii) the difference, if any, that it makes 
as to exactly how and when the obligor entity (or at least its 
assets) gets “reconnected" to the life insurance policy. This 
latter point is of course necessary in order for the ultimate 
recipient to receive the resulting value of the originally-
transferred private annuity assets in a tax-exempt manner under 
§101.  

Conceptually at least, it seems clear that the more the insured 
can distance himself or herself (both substantively and time 
wise) from the policy - and the policy from the obligor entity -
the less likely that the Service will be able to argue that the 
insured actually controlled the nature of the identifiable assets 
comprising the associated separate account. For this reason, 
more recent variations of this technique try to utilize obligor 
entities that were neither formed under nor owned by the subject 
life insurance policy (technically then removing the dropdown 
effect) prior to or at the time of the private annuity transaction. 
In one popular variation, the only connection between the policy 
and the obligor entity consists solely of an option or other 
derivative by the associated separate account over the obligor 
entity (or its assets) perhaps only exercisable at a designated 
time (such as the death of the insured which, as explained earlier 
in this article, could lead to favorable discounting in regard to 
the pre-exercise valuation of the option or other derivative). 
Whether this type of planning will overcome the investor 
control doctrine for the benefit of the taxpayer is of course 
unknown at present, but undoubtedly the Service will not give 
up this fight easily.  

Second, even if the proper steps can be taken to insure that 
policyholders cannot directly or indirectly undertake any 
investment decisions with respect to the underlying assets of the 
applicable accounts and any transactions with unrelated foreign 
entities (involving no quid pro quo arrangements) are otherwise 
respected by the Service, it is also necessary that the 
accompanying private annuity transaction be independently 
evaluated. In this regard, although there are a plethora of issues 
pertaining to the taxation of private annuities,54 the focus here is 
on two items which may be particularly pertinent. The first item 
deals with the foreign nuance whereby a (usually preexisting) 
entity (sometimes even called an “annuity company”) is readily 
“made available" to unrelated individuals for purposes of 
entering into a private annuity transaction. Essentially, the legal 
issue revolves around the extent to which an entity can engage 
systematically in such transactions and still be considered 
"private”. To be more specific, the Service takes the position 
that the favorable tax advantages typically associated with 
private annuities shall not be made available in connection with 
transactions involving entities that are in the "commercial” 
business of issuing annuities;55 in this respect, therefore, caution 

                                                 
54 For an especially insightful look at the subject, see Hesch, “Installment Sale, 
SCIN and Private Annuity Sales to a Grantor Trust: Income Tax and Transfer 
Tax Elements”, 23 Tax Mgmt Est., Gifts and Tr. J. 114 (May-June 1998). 
55 See generally Rev. Rul. 62-136, 1962-2 C.B. 12 (the Service will not permit 
normal private annuity tax treatment for organizations that issue annuities “from 
time to time"); Dix v. Comr., 392 F.2d 313 (4th Cir. 1968) (“from time to time” 
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is warranted when dealing with entities that have a history of 
issuing private annuities to various parties (unrelated or not). 
Another somewhat technical point ties in with the ability of an 
obligor to mathematically meet its payment schedule as required 
under a given annuity arrangement. Turning again to the classic 
dropdown scenario, only a portion of the initial policy premium 
is normally directed to funding the entity designed ultimately to 
serve as the obligor under a private annuity. Principally, only 
"partial” funding of this nature is permitted because of the five-
investment limitation called for under the general diversification 
test.56 In addition, with an eye toward minimizing the size of his 
or her life insurance premiums for tax or other reasons, the 
insured may be reluctant to part with funds or assets comparable 
in worth to those assets intended for transfer under the 
contemplated private annuity transaction. Consequently, reality 
dictates that, in many instances, essentially all of the private 
annuity "funding” must come only from the assets actually 
transferred by the obligee. The central inquiry then is whether 
such a fund is - in the view of the Service -sufficiently 
“adequate” to achieve the desired tax result on behalf of the 
taxpayer.  

To address this inquiry, an examination of Regs. §25.7520-
3(b)(2)(i) is required.57 In pertinent part, it reads:  

 
A standard section 7520 annuity factor may not be used 

to determine the present value of an annuity for a 
specified term of years or the life of one or more 
individuals unless the effect of the ... governing 
instrument is to ensure that the annuity will be paid for 
the entire defined period. In the case of an annuity 
payable from a ... limited fund, the annuity is not 
considered payable for the entire defined period if, 
considering the applicable section 7520 interest rate at the 
valuation date of the transfer, the annuity is expected to 
exhaust the fund before the last possible annuity payment 
is made in full. For this purpose, it must be assumed that 
it is possible for each measuring life to survive until age 
110. For example, for a fixed annuity payable annually at 
the end of each year, if the amount of the annuity payment 
(expressed as a percentage of the initial corpus) is less 
than or equal to the applicable section 7520 interest rate at 
the date of the transfer, the corpus is assumed to be 
sufficient to make all payments. ... If the percentage 
exceeds the applicable section 7520 interest rate and the 
annuity is payable for the life of one or more individuals, 
multiply the annual annuity amount by the Table B 
annuity factor for 110 years minus the age of the youngest 
individual. If the result exceeds the limited fund, the 
annuity may exhaust the fund, and it will be necessary to 
calculate a  special section 7520 annuity factor that takes 
into account the exhaustion of the ... fund. This 
computation would be modified, if appropriate, to take 
into account annuities with different payment terms.58  

 
As can be seen, practitioners are reminded that - after 

determining the amount of the annuity payment expected by the 

                                                                                      
should apply to "only those organizations which issue enough annuity contracts 
to obtain a good spread of the actuarial risk"). 
56 See §817(h)(2); Regs. §1.817-5(b). 
57 The language contained in Regs. §1.7520-3(b)(2)(i) is almost identical. 
58 The regulations go on to provide an illustration of the exhausted fund concept 
at Regs. §25.7520-3(b)(2)(v), Ex. 3. 

client - it must be established that the assets comprising any 
foreign obligor entity can sustain such payments until the 
obligee reaches age 110 (unrealistic though that may seem after 
considering the client's actual life expectancy); otherwise, the 
computations done at the outset of the transaction will yield a 
payment schedule not properly in accordance with the Code, 
along with the attendant consequences. 

Underperforming Domestic Policies  
In consideration of the increased investment flexibility and 

other advantages of a non-U.S. life insurance policy, some 
practitioners have made the suggestion that an exchange of their 
clients' underperforming domestic policies take place with those 
offshore contracts perceived to have greater potential in meeting 
investment return expectations. An important issue revolves 
around the possibility of making such an exchange on a 
nontaxable basis under §1035. In an analogous situation 
involving annuities, the Service has privately ruled59 that such 
an exchange would be permitted by quoting the legislative 
history of the Deficit Reduction Act of 1984,60 in relevant part: 
"This change in present law recognizes that the focus of the 
exchange rule should be on the character and benefits of the 
contract rather than the particular tax status of the company 
issuing the contract." 61 Later in the ruling still more legislative 
history was quoted, this time in connection with the Tax Reform 
Act of 1986,62 in pertinent part: "The bill amends the definition 
of an endowment contract and a life insurance contract by 
merely requiring that the contracts be issued by any insurance 
company, whether or not such company is a taxable entity under 
the Code. This provision applies to exchanges occurring before, 
on, or after the date of enactment of the technical corrections 
provision." 63  

However, subsequent to the issuance of PLR 9319024, new 
§1035(c) was enacted by the Taxpayer Relief Act of 1997.64 
That statute says that “[t]o the extent provided in regulations. 
subsection (a) shall not apply to any exchange having the effect 
of transferring property to any person other than a United States 
person.” Therefore, it would appear that nontaxable treatment 
may not be available to an affected taxpayer if the resulting 
policy were to be issued by a foreign carrier.65 Literally, the 
statutory change would appear to apply in a foreign-to-foreign 
exchange situation as well. Nonetheless, some commentators66 
have taken the position that §1035 exchanges are still suitable in 
an international setting because, by its terms, the new stature 
prohibits favorable tax treatment (only) "to the extent provided 
in regulations". In other words, this exception is not effective 
until such regulations have been issued.67 Of course, 

                                                 
59 PLR 9319024. 
60 P.L. 98-369. 
61 S. Rep. No. 169, Vol. 1, 98th Cong., 2d Sess. 581 (1984). 
62 P.L. 99-514. 
63 H.R. Rep. No. 426, 99th Cong., 1st Sess. 973-74 (1985); S. Rep. No. 313, 
99th Cong., 2d Sess. 997 (1986). 
64 P.L. 105-34. 
65 The legislative history provides no meaningful guidance in this regard. 
66 See, e.g., Claypool, "Asset Protection Overview (Techniques in the United 
States and Offshore),” 24 ACTEC Notes 302 (1999). 
67 Put still another way, the argument goes that the new statute could have 
reversed the presumption, i.e., §1035 treatment in a foreign context would only 
be available to the extent provided in (future) regulations. Since Congress didn't 
choose to go that route, some feel that nontaxable exchanges are still viable 
intentionally until any new regulations (whether they be proposed, temporary, or 
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practitioners of a more conservative nature may take a contrary 
position at present regarding the statute. 

Resident Aliens  
It is not unusual for foreign citizens to take employment in the 

United States for a period of time characterized more or less as 
temporary in nature. Subject to at least U.S. income taxation on 
a worldwide basis,68 these newfound residents often find 
themselves in need of effective tax planning for the duration of 
their U.S. stay.  

 
Example: Y, a noncitizen of the United States, has been 

relocated by her multinational employer to work in the 
United States for a period of three years. During such 
time, her income from all sources - including her capital 
gains and investment income - will be subject to U.S. 
income taxation. In anticipation of this, her advisors 
recommend that she "park" at least some of her income- 
generating wealth within a foreign life insurance policy in 
order to postpone such taxation until the cessation of her 
status as a U.S. resident for tax purposes.69  

 
Although the use of a foreign-issued annuity might 

accomplish much the same from a deferral standpoint, the 
superior tax characteristics during lifetime and at death of life 
insurance must weigh in its favor. Moreover, the final OID 
regulations70 are generally thought to preclude the use of non-
U.S. annuities to achieve tax deferral in almost every instance.71 
On the other hand, domestically-issued contracts are not favored 
by many resident aliens often because of, inter alia, an aversion 
to the financial and medical restrictions generally imposed by 
U.S. carriers and the inability of those carriers to maintain the 
type of foreign financial portfolio usually expected by such 
individuals. Accordingly, a foreign life insurance policy may 
provide the best option in this circumstance. 

Nonresident Aliens  
Life insurance enjoys an especially privileged position when it 

comes to the U.S. taxation of nonresident aliens. With that in 
mind, the following analysis is limited to the circumstance 
where an NRA is the owner of a U.S.-issued contract. Although 
domestically-issued, such a life insurance policy under the Code 
clearly is not deemed to be U.S.-sitused for federal estate tax 
purposes if an NRA policyholder is also the insured.72 In 
looking at the federal gift tax, life insurance is further protected 
in that all transfers of intangible personal property by 
nonresident aliens are held to be excludible.73 Also, since the 
federal generation-skipping transfer tax must operate in concert 
with the other transfer taxes in connection with transactions 
involving nonresident aliens,74 positive tax consequences can be 
expected in that area as well.  

                                                                                      
final) clearly prohibit or otherwise limit favorable §1035 tax treatment in that 
context. 
68 Regs. §1.1-1(b). 
69 But see §877(e) for the special tax treatment of certain long-term resident 
aliens, generally defined as individuals who have been lawful permanent 
residents for eight of the last 15 years before ceasing to be a U.S. resident or 
commencing to be a resident of another country. 
70 T.D. 8754. 
71 See §1275(a)(1)(B)(ii). 
72 §2105(a); Regs. §20.2105-1(g). 
73 §2501(a)(2). 
74 §2663(2). 

More generally, international life insurance has even served as 
a kind of trust "alternative" for those nonresident aliens who 
reside in or otherwise have contacts with a jurisdiction which 
does not recognize the trust concept. Since no jurisdiction fails 
to recognize the validity of a life insurance policy, indirect 
ownership of a policy's underlying assets in this manner presents 
a meaningful choice to those foreign individuals seeking an 
alternative to personal and direct ownership of those assets for 
tax or other reasons. For instance, the advantages of this 
approach should be particularly pronounced with respect to 
issues of confidentiality and property devolution.  

Indeed, even in those jurisdictions which do recognize trusts, 
it has been observed that there has recently been a noticeable 
exodus from the trust vehicle in light of the increased reporting 
and other regulatory burdens brought about by U.S. law. Some 
foreign trust companies have even been instrumental in the 
creation of "trust-like” annuity and life insurance products in an 
attempt to stem the tide since the latter vehicles are not 
generally subject to the new rules.  

American Expatriates  
There are reportedly over 3.3 million American citizens 

(“expats”) currently living outside of the United States. Since 
the United States is one of the very few nations in the world that 
taxes its citizens on a global basis regardless of domicile or 
residence,75 these individuals are still fully subject to the 
demands of domestic tax law including the requirement that 
applicable life insurance policies be “U.S.-qualified” from a tax 
standpoint. Purchase of domestically-issued life insurance for 
many of these individuals is neither practical nor desirable for 
many of the same reasons expressed by nonresident aliens. As 
only a fraction of domestic carriers operate overseas and may 
not even offer U.S.-qualified products in each affected foreign 
jurisdiction, it should come as no surprise that foreign carriers 
offering U.S.-qualified policies have served as a boon to many 
of these transplanted individuals.  

A final example deals with what may be classified as the 
United States tax expatriate. Referring to an individual who has 
systematically and properly given up his or her American 
citizenship, a foreign life insurance policy can be of special 
utility.  

 
Example: Z, a former American citizen, is subject to the 

requirements generally imposed upon U.S. expatriates 
under the Code.76 One such requirement in effect ignores 
any change in nationality for purposes of determining, 
inter alia, the domestic or foreign situs of various sources 
of income and assets in connection with an expatriate's 
taxable income for the requisite 10-year period. With a 
possible goal of virtually eliminating all U.S. taxation at 
the expiration of such period, the immediate challenge for 
Z is to minimize any such taxation in the interim. For 
reasons already discussed an international life insurance 
policy may serve as an ideal vehicle to “wait out” the 
necessary 10 years prior to the receipt of any previously 
untaxed income or assets. 

 
It is also noteworthy that while in particular the Health 

Insurance Portability and Accountability Act of 199677 

                                                 
75 See Regs. §§1.1-1(b); 20.0-1; 25.2501-1. 
76 See 11877(a)(1); 2501(a)(3)(A). 
77 P.L. 104-191. 
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expanded the scope of the type of assets otherwise includible in 
the estate of an expatriate decedent (if the decedent died within 
10 years of the expatriating event),78 even today there is nothing 
in the Code to reclaim for the U.S. tax base a foreign-issued life 
insurance policy or its proceeds. Therefore, as long as his or her 
other jurisdictional contacts provide a lower transfer tax rate - or 
none at all - the potential tax savings can be truly immense for 
an American expatriate utilizing this international life insurance 
technique.  

CONCLUSION  

American practitioners are now encouraged to pay more 
attention to the international opportunities made available to 
their clients. Nowhere is this more evident than in the field of 
international life insurance. However, rather than leaving such 
choices to mere chance, it is imperative that the professional 
community involve itself and play an important role in the 
decision-making process.  

                                                 
78 See, e.g., §877(d)(1)(C)(i)(ll) (expanding the more than 50% test with respect 
to foreign corporations from only voting stock to also the total stock value of 
such corporations). 


