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Offshore planning has gotten a lot of bad press lately.1 
It’s getting slammed in the U.S. Senate. This August, a Senate subcom-

mittee held a week-long hearing on its report, “Tax Haven Abuses: The 
Enablers, the Tools and Secrecy”2 that purported to “open that black box and 
expose how offshore and U.S. financial professionals are helping U.S. citizens 
conceal and secretly utilize offshore assets, while undermining, circumvent-
ing, or violating U.S. tax, securities, and anti-money laundering laws.” 

The Internal Revenue Service is “investigating” promoters of offshore 
tax planning, leading to substantial civil penalties against some promot-
ers and injunctions against certain offshore tax-planning techniques and 
devices.3 In other cases, promoters are being indicted. 

This leads to the obvious question: “Is offshore planning viable for 
law-abiding Americans?” 

The answer is a resounding “Yes.” But this is true only if advisors and 
their clients take to heart two critical lessons: First, almost all offshore 
planning and structuring is tax-neutral—meaning it offers no U.S. tax ben-
efits. And second, the most important aspects of offshore planning are tax 
compliance and tax reporting requirements.4 

But if it’s not to dodge U.S. taxes, what is “offshore” good for? There
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are a variety of legitimate uses, chief among 
them: asset protection and life insurance. Other 
viable offshore uses include helping to plan 
estates; accessing worldwide investments under 
Regulation S of the 1933 Securities Act;5 diver-
sifying investments (not only among types of 
investments, but also among offshore banks 
and offshore asset managers); taking advantage 
of expertise in currency trading;6 using captive 
insurance carriers to issue liability insurance 
policies; and planning for income taxes from 
operations of a trade or business outside the 
United States. For now, though, let’s focus on the 
top two uses for “offshore.”

trusts, ibcs, llcs
For asset protection, clients can “go offshore” 
by creating offshore asset protection trusts 
(OAPTs), international business companies 
(IBCs), limited liability companies (LLCs) or by 
buying life insurance offshore. Instead of OAPTs, 
advisors sometimes recommend creating civil 
law foundations, particularly in Panama and 
Liechtenstein.7 (In this instance, a foundation is 
a legal entity that acts like a trust but operates 
like a corporation and must be classified for 
tax purposes as either a foreign trust or a for-
eign corporation, based on how the foundation 
documents are drafted.) 

OAPTs have been vulnerable to creditors. 
U.S. courts have found settlors to be in “control” 
of the offshore trustees of OAPTs and therefore 
have ordered repatriation of OAPT assets. In 
the late 1990s, settlors were even incarcerated 
for failing to comply with these court orders.8 

A new issue to deal with is the recent amend-
ments to the federal bankruptcy law,9 where a 
trustee in bankruptcy may avoid (that is to say, 
include the trust assets in the debtor's estate) 
the transfer by a settlor/debtor of assets moved 
into an OAPT on or within 10 years of the date of 
the filing for bankruptcy. (See “Bankruptcy Law 
Makes OAPTs Scarier,” p. 44.)

To avoid legal classification of an OAPT as 
a principal-agency relationship or as an alter 
ego of the settlor, an OAPT must operate as a 
“relationship.” An irrevocable OAPT must be 
properly formed and operated as a relationship 
between the settlor (creator of the trust), the 
trustee (legal owner of the trust assets) and the 
beneficiaries. The trustee holds the assets in trust 

in a fiduciary capacity for the beneficial own-
ers. A settlor who fails to treat the trustee of an 
OAPT as the legal owner is tampering with that 
basic relationship.

Cases involving OAPTs provide lessons of 
the “do’s and don’ts” for drafting, structuring and 
operating these trusts to avoid settlor control 
and therefore asset vulnerability to creditors. 

(1) An independent person or institution 
located outside the United States should serve 
as the trust protector. The protector’s pow-
ers generally include the right to remove and 
appoint a successor trustee. The settlor,10 or any 
other person who can be perceived as acting 
as the settlor’s agent, should not serve as the 
protector. Because a protector generally acts in 
a fiduciary capacity,11 it should be independent 
and outside the jurisdiction of the U.S. courts. 
A new theory of how to attack the resigna-
tion of a protector arose in one case in which 
the trustee in bankruptcy sought an equitable 
remedy to restore the settlor as protector who 
had resigned, based on the position that the 
resignation was a fraudulent conveyance involv-
ing the intangible right of the fiduciary position 
of a protector.12 It’s expected that the U.S. courts 
won’t deal favorably with a U.S. protector who 
resigns or is removed upon a threat of litigation 
against the settlor.

(2) OAPTs shouldn’t be domesticated for 
U.S. tax purposes.13 That’s because a U.S. court 
is given primary supervision over the trust 
administration and the U.S. co-trustee has 
authority to control all substantial decisions of 
the OAPT.14 A U.S. court will take a dim view 
if, when a settlor or beneficiary is threatened 
with litigation, a U.S. co-trustee resigns and 
the U.S. court is stripped of its supervision.15

(3) OAPTs can’t be used to avoid known 
creditors. Assets shouldn’t be transferred to 
an OAPT when a settlor (a) has knowledge 
of liability;16 (b) creates and funds an OAPT 
during litigation;17 (c) creates and funds an 
OAPT after judgment;18 (d) creates an OAPT 
after defaulting on a loan;19 or (e) creates 
an OAPT after knowledge of a government 
investigation.20 

(4) Settlors, beneficiaries and their dependents 
cannot control the OAPT trustee. Trusts must be 
drafted to exclude any powers of control over 
the trustee by the settlor, beneficiary or others 

The top  

two reasons 

to “go  

offshore” 

are to create 

asset

protection 

and to buy 

insurance.



�4	 trusts & estates / trustsandestates.com	  November 2006

who aren’t independent of the settlor. 
For example, a U.S. court ordered a set-
tlor to repatriate OAPT assets because 
the settlor reserved the right in the trust 
instrument, with such right given to 
the settlor’s spouse at settlor’s death, to 
discharge a trustee and appoint a suc-
cessor trustee anywhere in the world.21 

In one much-discussed case,22 Stephan 
Jay Lawrence amended his trust to add a 

spendthrift clause and changed its situs 
from Jersey to the Republic of Mauritius. 
He also amended the trust to prohibit 
his powers from being executed under 
duress or coercion and to provide that 
his life interest terminated in the event of 
his bankruptcy. Lawrence also retained 
the right to remove and appoint a suc-
cessor trustee at his discretion. A court 
stated this last power was not affected 

by the amendment making Lawrence an 
excluded person.23

(5) It’s recommended that a flight-
or-flee clause not be included in the 
language of an OAPT.24 A flight-or-flee 
clause allows the trustee or the protec-
tor to change the governing law of the 
trust from one offshore jurisdiction to 
another offshore jurisdiction in the event 
a lawsuit is threatened to be filed in the 
first jurisdiction. Instead of this clause, 
the protector should be given the power 
to change the governing law of the trust 
without specifying reasons.

It’s sometimes better to create an off-
shore IBC or LLC because they are less 
expensive to form and operate with no 
trustee and protector fees, and the own-
ers maintain control of the entities. Most 
IBC statutes25 and some offshore LLC 
statutes provide limited liability protec-
tion to owner(s).26 But when picking 
jurisdictions, be sure that the offshore 
LLC statute provides that the charging 
order is the sole and exclusive remedy27 

available to a creditor. The statute must 
provide that a terminating (withdraw-
ing) member or assignee receives no 
portion of the capital account until the 
LLC is terminated.28

The use of an offshore IBC or LLC by 
an American will result in tax problems 
if not handled properly. Entities created 
by offshore IBC and LLC statutes that 
provide limited liability protection are 
classified as foreign corporations for U.S. 
tax purposes.29 Such entities are further 
classified as controlled foreign corpora-
tions (CFCs),30 and the earnings on the 
investments are classified as subpart F 
income.31 A Form 5471 must be filed 
with respect to a CFC’s operations. A 
Form 926 is generally required to be 
filed with respect to the transfer of assets 
to an IBC. Subpart F income is taxed as 
ordinary income with no capital gains 
rates available; losses on investments 
can’t be taken until the CFC is liquidated, 
and investments in the United States are 
subject to 30 percent withholding on 
income. The CFC status and subpart F 
income disadvantages are avoided by 
filing a Form 8832 for the IBC,32 and 

Bankruptcy Law 
Makes OAPTs Scarier 
Before clients create offshore asset protection trusts (OAPTs) these days, I tell them 
that things could get sticky should they file for bankruptcy. 

Under the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, a bank-
ruptcy trustee may “avoid”1 a debtor’s transfer to a “self-settled trust” (which most offshore 
trusts are) or “similar device” that was made on or within 10 years of the date of the debtor’s 
filing of a petition for bankruptcy.2 In order for a bankruptcy trustee to treat the transfer as 
if it never occurred, this transfer must have been made with actual intent to hinder, delay or 
defraud present or future creditors. The bankruptcy act applies not only to creditors existing 
at the time of the transfer of assets to the trustee of the OAPT, but also to future creditors.

A bankruptcy trustee has 10 years to find an event or transaction that demonstrates the 
settlor’s intent to hinder, delay or defraud creditors. For example, if a settlor loaned money from 
an OAPT to a friend, relative or other party at a rate that was less than fair market value or the loan 
wasn’t repaid, these actions could indicate to the bankruptcy court that the settlor intended to 
hinder, delay or defraud other creditors by removing the assets in the OAPT from the bankruptcy 
estate. A judge might issue a turn-over order to the settlor demanding repatriation of the OAPT 
assets—either for the entire OAPT assets or for the equivalent of the loan amount.

But here’s the rub: The settlor of an offshore trust won’t be able to repatriate the assets in his 
offshore trust. Worse: the offshore trustee, as legal owner of the OAPT, is in control of the trust 
assets and actually required to ignore orders of foreign courts. The OAPT trustee will refuse to com-
ply with a bankruptcy court’s demand to send the trust assets back to the states. The settlor could 
get caught between the two forces: a recalcitrant OAPT trustee and a determined judge. Because 
the OAPT assets aren’t repatriated, the settlor will be in violation of a turn-over order. And don’t be 
surprised if the judge incarcerates the settlor for contempt of court.

This is pretty much what happened in the case of Stephan Jay Lawrence.3 Chief Judge 
A. J. Cristol of the bankruptcy court in the Southern District of Florida doesn’t believe that 
Lawrence gave up control of his offshore trust assets. Thus, the judge finds Lawrence’s OAPT 
assets are a part of his bankruptcy estate, and Cristol refuses to discharge Lawrence in bank-
ruptcy. As of Oct. 8, Lawrence had been in jail in Miami for six years—and counting. 

The Lawrence case keeps getting uglier. In early October, Cristol found that one of 
Lawrence’s attorneys could be deposed under the crime-fraud exception to the attorney-
client privilege. Under this exception, a lawyer can be forced to reveal information the client 
shared with him in his capacity as legal counsel because the lawyer’s services were sought 
or obtained to enable or aid anyone to commit or plan to commit a crime or fraud. 

That’s pretty tough stuff for an attorney, but it gets worse: A lawyer may be found to have 
committed malpractice if he filed a petition in bankruptcy for a settlor and knowingly failed 
to reveal all of the client’s assets—including any assets the client controlled. So the lawyer is 
forced to squeal on a client who is hiding something.

The moral of this story? A settlor of an OAPT who goes into bankruptcy within 10 years 
can expect the bankruptcy trustee to look in every nook and cranny to find facts showing 
that the settlor intended to hinder, delay and defraud creditors. And his lawyer may be called 
in to tell tales.  

Be warned.

Endnotes
 1. �That is to say, treat it as if the transfer did not occur and the assets are available to the bankruptcy 

estate.
 2. Banktrupcy Abuse Prevention and Consumer Protection Act of 2005, 11 U.S.C., Section 548(e).
 3. In re Stephan J. Lawrence, 251 B.R. 630 (S.D.Fla. Bkrpt. 2000).

—J. Richard Duke
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an offshore LLC by checking the box to 
treat the foreign entity as a disregarded 
entity for one owner or a foreign part-
nership for two or more owners.33

OFFsHOre insurance
Why go offshore to buy life insurance? 
Clients just might get a better deal. 
Offshore carriers generally have lower 
overhead costs because they are located 
in no-tax jurisdictions and aren’t subject 
to subchapter L of the Internal Revenue 
Code; they pay referral fees instead 
of higher commissions; and they have 
lower internal operational costs. Other 
advantages include offshore policies’ 
access to the world’s leading investment 
managers and individually customized 
investment vehicles. Also, investments 
can be made or held in various curren-
cies. And, of course, the policyowner 
receives favorable asset protection that 
is independent of the law of the state 
where the insured resides.

Many offshore variable life insur-
ance policies also offer asset protection 
benefits that aren’t available for vari-
able life insurance policies issued by 
U.S. carriers.34 The law of the insured’s 
state of residence determines the extent 
to which life insurance is exempt from 
the claims of creditors.35 Also, a state 
may have a rule that mere proof that 
a particular claim or debt existed at 
the time of the premium payment is 
presumptive evidence of the intent to 
defraud.36 Favorable offshore insur-
ance legislation provides that sepa-
rate, segregated accounts that hold the 
investments of a variable life insurance 
policy are available solely to satisfy 
the insurance carrier’s obligations to 
the policyowner and aren’t subject to 
the claims of creditors of the insurance 
carrier if it becomes insolvent.37 Such 
legislation also provides that the seg-
regated accounts aren’t subject to the 
claims of creditors against the policy-
owner or insured, so long as they are 
not the result of fraudulent transfers. 
Jurisdictions with legislation that pro-
tect segregated accounts from claims of 
creditors and insolvency of the carrier 

include Bermuda, the Cayman Islands, 
Barbados, The Bahamas, Singapore 
and Nevis.

An insurance carrier can form a “cell” 
company38 in some jurisdictions (such as 
the Cayman Islands) that allows the cre-
ation of separate protected cells within 
one company, avoiding the necessity to 
form separate subsidiary companies in 
order to separate liabilities. Cell compa-
nies are recognized in the United States 
because the LLC statutes of Delaware, 
Iowa and Oklahoma provide for the 
creation of separate, protected cells 
(series) within one limited liability “con-
tainer” (the series LLC) so as to avoid 
the requirement of creating separate 
subsidiary entities.39 An offshore car-
rier can create a separate cell to hold 
each separate policy.40 For example, the 
Cayman Islands authorize a segregated 
portfolio (cell) to hold a single policy and 
separate the assets and liabilities of that 
policy from the assets and liabilities of 
other segregated portfolios.41 Cayman 
law also allows segregated accounts to 
be created to hold the investments for a 
variable life policy.42

u.s. cOmpliant
An offshore carrier must issue U.S. com-
pliant variable life insurance policies43 
with respect to insureds that are U.S. 
taxpayers. A U.S. compliant policy is 
one in which: 

• The life insurance contract44 meets 
one of two other requirements: (1) the 
cash value accumulation test must be 
met under IRC Section 7702(b), or 
(2) the guideline premium test of 
Section 7702(c) and the cash value 
corridor test of Section 7702(d) must 
be met. Most offshore life insurance 
policies meet the second test.

• The policy is classified as a variable 
contract that, as IRC Section 817(d)(1) 
puts it, “provides for the allocation of all 
or part of the amounts received under 
the contract to an account which, pursu-
ant to State law or regulation, is segre-
gated from the general asset accounts of 
the company.” 45

• Investments are diversified under 

IRC Section 817(h)(1). Diversification 
means that at the end of the first policy 
year and on the last day of each quar-
ter of each calendar year thereafter, no 
more than 55 percent of the value of a 
segregated account may be placed 
in any one investment; no more than 
70 percent of the value of a segregated 
account can be placed in any two invest-
ments; no more than 80 percent of the 
value of a segregated account can be 
placed in any three investments; and no 
more than 90 percent of the value of a 
segregated account can be placed in any 
four investments.46 

• Policy assets are managed by the 
offshore carrier and the policyowner 
doesn’t violate the “investor” control 
rules thereby causing the insured, for 
tax purposes, to be treated as the owner 
of the segregated accounts if the poli-
cyowner controls the management of 
the policy assets.47 If the policyown-
er can select and control one or more 
investments in a segregated account, 
the investor control rule is violated and 
the otherwise tax-free earnings of the 
policy investments will be taxable to the 
policyowner or the insured. 

If the policy is acquired by an off-
shore trustee of an offshore trust48 or 
offshore limited partnership, the U.S. 
insured avoids the state premium tax 
and pays a lower 1 percent excise tax.49 
An excise tax of 1 percent is due on each 
premium payment made to an offshore 
life insurance carrier50 for a life insurance 
policy insuring a citizen or resident of 
the United States as the insured,51 absent 
a tax treaty.52

A TD F 90-22.1 (Report of Foreign 
Bank and Financial Accounts) may have 
to be filed by the insured for having a 
financial interest in a foreign financial 
account in a foreign country exceeding 
$10,000 in the aggregate at any time 
during the calendar year. 

cHallenGinG tHe irs 
OAPTs, offshore entities and life insur-
ance provide asset protection and other 
benefits for U.S. citizens who want to 
transfer assets outside of the states. 
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But the most anyone should expect from 
OAPTs and offshore entities is tax-neutral 
planning. Offshore life insurance provides 
potential lower premium costs with spe-
cific advantages under the IRC, including 
no tax on the policy earnings, a right to 
borrow from some policies, and insur-
ance proceeds may be excluded from the 
gross estate for federal estate purposes.

Offshore tax planning also brings 
Circular 230 to tax practitioners’ front 
door, because written statements about 
tax planning may be subject to specific 
requirements for a tax opinion. Audits of 
offshore tax planning transactions result 
in the IRS requesting massive amounts 
of information. Such civil investigations 
can result in substantial promoter penal-
ties and sometimes injunctions against 
specific planning techniques.                  y
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