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SEPARATING MYTH FROM REALITY
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Katten Muchin Rosenman LLP

uch intrigue 
and glamour 
has historically 

surrounded the concept of 
offshore trusts – frequently
administered in tropical or
semi-tropical islands that 

no one has heard of outside the context 
of adventure films. They have been touted 
as affording high net worth individuals
everything from tax avoidance to creditor 
protection to complete secrecy of one’s
affairs. As with most things, these stories 
are partly true and partly fantasy.  
It depends on many factors.

Taxes

Offshore trusts created by U.S. citizens and
residents (U.S. persons) for the benefits of
U.S. persons seldom offer any tax benefits.
They are almost always fully reportable on
the creator’s income tax returns or the
trusts’ own returns. They are also subject
either to gift tax upon creation or estate
tax upon death.  

There can be tremendous tax benefits to
U.S. persons who are beneficiaries of off-
shore trusts created by nonresident aliens
of the United States. Such trusts can easi-
ly be exempt from estate taxes and, in
some cases, can even be exempt from
income taxes in the hands of U.S. benefi-
ciaries. Extreme care must be taken, how-
ever, as there can also be significant tax
detriments to U.S. beneficiaries of foreign
trusts – including the loss of favorable capi-
tal gains tax rates, the recognition of phan-
tom income and the imposition of steep
throwback penalties. These advantages or
pitfalls depend upon many factors, includ-
ing whether the nonresident alien creator is
alive, what control he or she has over the

trust, and whether there are also nonresi-
dent alien beneficiaries. Offshore trusts
created by U.S. persons for the benefit of
nonresident aliens of the United States can
be exempt from income taxes, but they will
be subject to gift or estate tax upon creation.

Creditor Protection

Generally speaking, in the United States
trusts can almost always be created to be
exempt from the beneficiaries’ creditors.  
The challenge lies in creating a trust that is
exempt from the creator’s own creditors. 
A few states have enacted legislation
that purports to permit such trusts, but
the legislation is quite new and largely
untested. Depending upon the law of the
local jurisdiction chosen, offshore trusts
can, in fact, be exempt from the creditors
of the creator, but with a series of caveats.
Such trusts are never exempt from existing
creditors, either known or reasonably
knowable. To avoid problems of proof as to
whether or not a future creditor was known or
reasonably knowable, most jurisdictions do not
protect trust assets against claims of creditors
brought within a short period of time of
the trust’s creation – generally ranging from
six months to two years. Also certain kinds of
claims, like matrimonial claims, are almost
never covered within the creditor protection
offered by such trusts. However, all such
trusts should work very nicely to protect trust
assets against future creditors brought
beyond the initial limitations period.

Secrecy

The real question is secrecy from whom
and about what? Offshore trusts can be
secret from the general public. In some
instances they can be structured to be secret
from the intended beneficiaries, but stated
beneficiaries always have rights of differing
degrees depending upon the jurisdiction
chosen. In terms of being secret from
governmental reporting, the answer is gen-
erally no. Almost all reputable jurisdictions
have information exchange agreements
with the United States. All are also subject
to various money laundering legislation that
requires significant due diligence to be 
conducted prior to taking on a new trust.
There can be steep civil and criminal penal-
ties for nonreporting and all U.S. persons
with interests in offshore trusts have annual
filing requirements, even if no tax is due.

Other Factors

Perhaps the most interesting feature
afforded U.S. creators and beneficiaries
of offshore trusts is the ability to 
diversify one’s investments to include
ownership of foreign investments not
otherwise directly available to U.S. 
persons, since the legal title holder to
the investments would be the offshore
trustee, not the U.S. creator. Other 
attributes are the ability to create 
perpetual trusts (which can be done in 
a small number of states in the United
States) and access to different world-class
money managers and professional
trustees not available in the U.S. Of
course, the creation of offshore trusts 
is typically much more expensive than
standard U.S. trusts, and one should
determine whether the cost of creating
and running such trusts is more or less
than the cost of maintaining insurance
to cover the taxes or potential liability
that is sought to be avoided. Most
important, obtain independent legal and
tax advice from someone who practices
in this area and who is unconnected with
any particular financial product that is
being offered, so that you can properly
assess its suitability for you.
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