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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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NRAs Have Unique Needs

Stability: Political uncertainty in the client’s home country may be causing currency instability. 

Safety: Institutions in the home country may lack sufficient financial strength.

Privacy: Home country conditions may increase client desire for privacy.

Diversification: Home country market may not offer sufficient asset diversification. 

Access: Desire access to U.S. markets directly.
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Globalization of people….Old News….

US-Based Children

Gifts and Inheritance

Pre-Immigration

Direct Investments

Cross Border 
Marriages/QDOTs
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Competing Cross Border concepts…

• Client in Santa Barbara purchased a home in Hope Ranch 10 years ago for $20 
million.

• The client is domiciled and resident in the U.K.; it’s a vacation home.  

• 5 years ago an attorney said the home should be contributed to a California revocable 
trust to avoid probate…Home was worth $23.5 million at the time.  

• 5 years later…they come to see you…because they may move to the U.S. since their 
children relocated to Santa Barbara.  

o Conflicting tax implications for trusts

o Conflicting application of attorney-client privilege
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Competing Cross Border concepts… UK Example

Are living trusts = “settlements” for UK IHT?

• S43(2) IHTA 1984 includes property “held in trust for persons in succession…”

• Technical argument used with HMRC is that no “trust” exists for English law purposes where 
there is no duty owed to beneficiaries

• Otherwise is a “bare trust”

• Under California Probate Code, all duties owed to the beneficiaries are owed strictly to the 
settlors and all rights of the beneficiaries are held strictly by the settlors (15800), the trust 
assets are entirely subject to the claims of the settlors’ creditors (15304)

• But in practice where client is still clearly UK domiciled you don’t deliberately rely on this
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Competing Cross Border concepts… UK Example

• Need to ensure that they remain bare trusts until death

• Consider powers / provisions if grantor loses capacity 

• Consider the marital regime overlay:

o UK (England) only has separate property

o Community property is not elective in California.  

o With the exception of UK real property, all assets, wherever situated, will either be community or quasi-
community if they would have been community if acquired while domiciled in California

• In either case can we ensure a bare trust up until the second death?

o Easiest if they take US citizenship and have community property

o Hard to argue a bare trust with a QDOT or separate property QTIP
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EU Trust Registration Requirement 

• UK – Effective Pending….

o All trusts established anywhere in the world which have a relevant tax liability;

o Non-UK trusts must registered if the trust received UK source income or incurred a UK liability holding 
such UK asset directly…rather than through a blocker company

• EU – Effective January 10, 2020

o Trustees must register beneficial ownership to identify the trusts and its beneficiaries;

o No tax liability is necessary;

o Applies to non-EU trustees of trusts which acquire real estate in a member state

o Broad access if a part can demonstrate a legitimate need. 

• UK – Public registration of corporate ownership in Cayman, Bermuda, and BVI (must 
publicly register ownership by 2023) 
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And the Moral of the Story is…

Scenarios to demonstrate the difference between Inbound and Outbound Planning and 
the treatment of trusts in different jurisdictions:  The “why” of understanding trusts in the 
cross-border context.   

Outbound 

• The California Revocable Trust Migration Story.

• Gifting to UK-based children through U.S. gift trusts. 

• Trust planning with California community property.  

• Gifting to Israeli-based children through U.S. gift trusts:  Example to follow.

12
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Definition of a Trust –
in the world of global relationships
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Concepts to Keep in Mind Regarding Inbound 
Planning

• For this presentation we will use the following terminology.

o A person who creates a trust is the “settlor”.

o The settlor of a trust who is treated as the owner of the trust under the U.S. income tax rules is the 
“grantor”.

o A person is “foreign” if they are neither a citizen nor a resident of the United States (although the 
determination of whether a person is a resident differs depending on the type of tax in question –
which is beyond the scope of this presentation).
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Initial Classifications and Why do We Care?

What is a Trust for U.S. tax purposes?

(Setting up Generational Continuity)

Lichtenstein Foundation

Stiftung

Usufruct – We’ll Discuss Below. 

Treuhand

Establishment

Investment Trust Are these all 

Business Trust Trusts?  

15
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Initial Classifications

Ordinary Trusts -- 301.7701-4(a) 

In general, the term “trust” as used in the Internal Revenue Code refers to an arrangement 

created either by a will or by an inter vivos declaration whereby trustees take title to property for 

the purpose of protecting or conserving it for the beneficiaries under the ordinary rules applied in 

chancery or probate courts. Usually the beneficiaries of such a trust do no more than accept the 

benefits thereof and are not the voluntary planners or creators of the trust arrangement.  

However, the beneficiaries of such a trust may be the persons who create it and it will be 

recognized as a trust under the Internal Revenue Code if it was created for the purpose of 

protecting or conserving the trust property for beneficiaries who stand in the same relation to the 

trust as they would if the trust had been created by others for them. Generally speaking, an 

arrangement will be treated as a trust under the Internal Revenue Code if it can be shown that 

the purpose of the arrangement is to vest in trustees responsibility for the protection and 

conservation of property for beneficiaries who cannot share in the discharge of this responsibility 

and, therefore, are not associates in a joint enterprise for the conduct of business for profit.
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Initial Classifications

Business Trusts -- 301.7701-4(b)  

There are other arrangements which are known as trusts because the legal title to property is 

conveyed to trustees for the benefit of beneficiaries, but which are not classified as trusts for 

purposes of the Internal Revenue Code because they are not simply arrangements to protect or 

conserve the property for the beneficiaries. These trusts, which are often known as business or 

commercial trusts, generally are created by the beneficiaries simply as a device to carry on a 

profit-making business which normally would have been carried on through business 

organizations that are classified as corporations or partnerships under the Internal Revenue 

Code. However, the fact that the corpus of the trust is not supplied by the beneficiaries is not 

sufficient reason in itself for classifying the arrangement as an ordinary trust rather than as an 

association or partnership.  The fact that any organization is technically cast in the trust form, by 

conveying title to property to trustees for the benefit of persons designated as beneficiaries, will 

not change the real character of the organization if the organization is more properly classified 

as a business entity under Section 301.7701-2.
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Initial Classifications

Investment Trusts -- 301.7701-4(c)(1) 

An “investment” trust will not be classified as a trust if there is a power under the trust agreement to 
vary the investment of the certificate holders. See Commissioner v. North American Bond Trust, 122 
F. 2d 545 (2d Cir. 1941), cert. denied, 314 U.S. 701 (1942).  An investment trust with a single class of 
ownership interests, representing undivided beneficial interests in the assets of the trust, will be 
classified as a trust if there is no power under the trust agreement to vary the investment of the 
certificate holders.  An investment trust with multiple classes of ownership interests ordinarily will be 
classified as a business entity under Section 301.7701-2; however, an investment trust with multiple 
classes of ownership interests, in which there is no power under the trust agreement to vary the 
investment of the certificate holders, will be classified as a trust if the trust is formed to facilitate direct 
investment in the assets of the trust and the existence of multiple classes of ownership interests is 
incidental to that purpose.
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Initial Classifications

301.7701-4(c)(2), Example 4.  Business Interest versus Trust Classification. 

Corporation N purchases a portfolio of bonds and transfers the bonds to a bank under a trust 

agreement. At the same time, the trustee delivers to N certificates evidencing interests in the bonds. 

These certificates are sold to public investors.  Each certificate represents the right to receive a 

particular payment with respect to a specific bond. Under section 1286, stripped coupons and 

stripped bonds are treated as separate bonds for federal income tax purposes. Although the interest 

of each certificate holder is different from that of each other certificate holder, and the trust thus has 

multiple classes of ownership, the multiple classes simply provide each certificate holder with a direct 

interest in what is treated under section 1286 as a separate bond. Given the similarity of the interests 

acquired by the certificate holders to the interests that could be acquired by direct investment, the 

multiple classes of trust interests merely facilitate direct investment in the assets held by the trust. 

Accordingly, the trust is classified as a trust.
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Why is Trust Classification Important? 

Stiftung -- Great Analysis of trust factors…In Estate of O.T. Swan, 24 T.C. 803 (1981, acq. 1981-2 
C.B. 1., the Tax Court determined that stiftungs should be treated as trusts for U.S. tax purposes. 

In PLR 9121035, a citizen of Germany died and left her son a life estate in certain property in 
Germany – a usufruct interest. Upon the son’s death the assets were to pass to his children who were 
U.S. citizens. In this case, the parties wanted the interest to be classified as a trust so that upon the 
death of the son, his U.S. children would simply become U.S. beneficiaries and the interest would not 
pass into the U.S. estates for U.S. estate tax purposes.   

This became a very fact sensitive case which turned on the rights the children had and the duties of 
their father vis a vis his children as a trustee.  

But, what about when there is undistributed net income!
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Trust uses for Other Purposes….

• In certain Muslim countries, the forced heirship rules may be applicable.  Sharia Law may 
apply which means that the inheritance rules under that country’s specific interpretation of 
Sharia Law will apply to inheritance.  The application of Sharia Law may differ from country to 
country.  

• The benefit of a trust (that is Sharia law approved):  In some Sharia Law countries, lifetime 
transfers into trust may assist to bypass the strict forced inheritance laws of the specific 
country. 

• Certain transfers may depend on under what regime a couple were married…..
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Foreign versus Domestic Trusts

Definition of a Foreign Trust 

§7701(a)(30)(E) states that a trust is a domestic trust if:

• a court within the United States is able to exercise primary supervision over the trust's 
administration; and

• one or more U.S. persons have the authority to control all substantial trust decisions.

o These are commonly referred to as the “Court test” and the “Control Test”

o Let’s Look at examples:
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Foreign versus Domestic Trusts

Co-Supervision by U.S. and Foreign Courts

• A trust satisfies the U.S. Court Test if both a U.S. court and a foreign court are able to exercise 
primary supervision over the administration of a trust. (Reg. §301.7701-7(c)(4)(i)(D))

• Example: C, a U.S. citizen, executes a trust instrument for the equal benefit of C's two U.S. children. 
The trust instrument provides that B, a U.S. bank, is to act as trustee of the trust and that the trust is 
to be administered in Country X, a foreign country. The trust instrument provides that the law of State 
Y, a state within the United States, is to govern the trust. Under the law of Country X, a court within 
Country X is able to exercise primary supervision over the administration of the trust but, as required 
by the trust instrument, applies the law of State Y to the trust. Under the law of State Y, the local court 
of State Y is able to exercise primary jurisdiction over the administration of the trust. Although the 
trust is subject to primary supervision in two jurisdictions, one of which is not within the United States, 
the trust satisfies the U.S. Court Test and is a domestic trust. (Reg. §301.7701-7(c)(4)(i)(D))
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Foreign versus Domestic Trusts

Automatic Migration Clauses

• A trust does not satisfy the U.S. Court Test if the trust instrument contains an automatic migration clause whereby the trust would 
automatically migrate from U.S. jurisdiction if a U.S. court attempted to assert jurisdiction directly or indirectly or otherwise 
supervise the administration of the trust.

• Permissive migration clauses, on the other hand, are not automatic and are frequently included in foreign asset protection trusts, 
permitting such trusts to be taxed and to be reported as domestic trusts until protection from the present claims of creditors 
require that the trusts obtain foreign situs.

• These clauses are also known as “force majeure” or “flight” clauses. (Reg. §301.7701-7(c)(4)(ii))

• Example: C, a U.S. citizen, executes a trust instrument for his own benefit and the benefit of D, his U.S. spouse. The trust 
instrument provides that the trust is to be administered in State Y, a state within the United States, by DC, a State Y corporation. 
The trust instrument further provides that in the event that a creditor sues the trustee in a U.S. court, the trust will migrate from 
State Y to Country Z, a foreign jurisdiction, so that no U.S. court will have jurisdiction over the trust. A court within the United 
States is not able to exercise primary supervision over the administration of the trust because the U.S. court's jurisdiction over 
the administration of the trust is automatically terminated in the event the court attempts to assert jurisdiction. Therefore, the trust 
fails to satisfy the U.S. Court Test from the time of its creation and is a foreign trust.  If the clause allows the migration by the 
trustees, rather than requiring it, the U.S. Court Test would not fail.
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Foreign versus Domestic Trusts

The Control Test —A trust is a domestic trust only if one or more U.S. persons have the authority to 
control, by vote or otherwise, all substantial decisions of the trust.  

Important to note:  A U.S. corporation is a U.S. person, regardless of whether the shareholders are U.S. 
persons. (Reg. §301.7701-7(d)(1); §7701(a)(30)(E); Reg. §301.7701-7(a)(1)(ii)) 

• As initially enacted, the Control Test required that one or more “U.S. fiduciaries” have the authority to 
control all substantial decisions of the trust, but this was changed in 1997 to require only that one 
or more “U.S. persons” control all of the trust's substantial decisions.

• This means that the actions of the grantor or of any trust “protector,” “special trustee,” or “investment 
manager” with control over the trust must be considered in determining whether the trust is a U.S. or 
a foreign trust. 

• For example, a foreign corporation that controls investment decisions of the trust would be treated as 
a deemed fiduciary for these purposes, if the corporation had the power to determine the trust 
investments, even though it had no other rights with respect to the trust.  

• The solution is to change the foreign corporation to a domestic corporation, even with foreign 
shareholders with foreign shareholder votes.  
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Foreign versus Domestic Trusts

See 301.7701-7(d)(1)(v).

The following examples illustrate the rules of paragraph (d)(1) of this section:

Example 1.

• Trust is a testamentary trust with three fiduciaries, A, B, and C. A and B are United States citizens, and C is a nonresident
alien. No persons except the fiduciaries have authority to make any decisions of the trust. The trust instrument provides that 
no substantial decisions of the trust can be made unless there is unanimity among the fiduciaries. The control test is not 
satisfied because United States persons do not control all the substantial decisions of the trust. No substantial decisions can 
be made without C's agreement.

Example 2.

• Assume the same facts as in Example 1, except that the trust instrument provides that all substantial decisions of the trust are
to be decided by a majority vote among the fiduciaries. The control test is satisfied because a majority of the fiduciaries are 
United States persons and therefore United States persons control all the substantial decisions of the trust.

Example 3.

• Assume the same facts as in Example 2, except that the trust instrument directs that C is to make all of the trust's investment 
decisions, but that A and B may veto C's investment decisions. A and B cannot act to make the investment decisions on 
their own. The control test is not satisfied because the United States persons, A and B, do not have the power to make all of
the substantial decisions of the trust.
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Categories of Foreign Trusts Defined

• Grantor Trusts

• Non-Grantor Trusts
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Trusts with Foreign Grantors - IRC § 672(f)

• Limits when a trust will be a grantor trust as to a foreign person grantor

o Foreign person refers to definition for income tax purposes

• Grantor trust only if:

o Grantor has power to revoke trust without the consent of anyone (or only with the consent of a 
related/subordinate party); or

o During the lifetime of the grantor, the only amounts distributable are for grantor or grantor’s spouse (or 
support of dependents); 

o Grandfathered trust (pre-1985)

• ‘Normal’ grantor trust powers not sufficient 

• Exceptions do not extend to cause grantor trust treatment for IRC §678 power holders 
(i.e., ‘persons other than grantor’)

o Intermediary concerns: U.S. beneficiary of a trust may treated as grantor of the trust if U.S. beneficiary 
gifted property to foreign grantor (IRC § 672(f)(5))
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Foreign Grantor Trusts

• Special grantor trust rules apply when a trust either 

1) has a foreign grantor (IRC § 672(f)), or 

2) (2) is a foreign trust settled by a US person (IRC § 679)  
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Foreign Trusts Settled by US Persons – IRC § 679

• Corollary to IRC §672(f) – expands US tax net by expanding grantor trust rules if a US 
person settles a foreign trust

• In addition to ‘normal’ grantor trust powers, trigger grantor trust treatment when:

o U.S. person 

o transfers property to a foreign trust 

o with a  U.S. beneficiary of the trust

….

Applies even if no other grantor trust powers are retained

31



Privileged and Confidential

Foreign Trusts Settled by US Persons – IRC § 679

• “U.S. person”

o Refers to definition for income tax purposes

o Special “pre-immigration rules” 

‒ Apply to nonresident aliens who become U.S. persons within 5 years of transfer (or within 5 years of change of 
grantor trust status) 

‒ Treas. Reg. § 1.679-5

o Includes a transfer from a grantor trust as to a U.S. person

o Remember to consider community property rules!
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Foreign Trusts Settled by US Persons – IRC § 679

• Transfers property to a foreign trust

Includes Does not Include

Indirect transfers by an 
intermediary if with the principal 
purpose of tax avoidance 
(Treas. Reg. § 1.679-3(c)(1))

Transfers by reason of death 
(IRC § 679(a)(2)(A))

Constructive transfer by assuming 
obligation of foreign trust to a 3rd

party 
(Treas. Reg. § 1.679-3(d))

Transfers for fair market value, 
but obligations/promissory notes 
respected only if “qualified 
obligations” (or unrelated person)
(Treas. Reg. § 1.679-4(d))
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Foreign Trusts Settled by US Persons – IRC § 679

• With a U.S. beneficiary of the trust

o Presumption in favor of a U.S. beneficiary (Treas. Reg. § 1.679-2(a))

o Unless:

‒ No part of income or corpus can be paid or accumulated for the benefit of a U.S. person; and

‒ On termination, no part of income or corpus could be paid to or for the benefit of a U.S. person

o Includes contingent beneficiaries unless so remote as to be negligible 

o Does not include NRAs who become U.S. persons unless they do so within 5 years of transfer
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Foreign Non-Grantor Trusts

1) Any foreign trust with a foreign grantor that does not satisfy exceptions in IRC
§ 672(f)(2), and 

2) Any foreign trust to which a US person transferred property with a US person 
beneficiary (IRC § 679)
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“Estate Blocker” versus “Estate Taxable” Foreign 
Trusts

• Grantor trust treatment is an income tax concept

• Like our planning for domestic clients and with domestic trusts, trust property:

o may still be includible in a grantor’s estate for estate tax purposes, even if the trust is not a grantor 
trust; and

o may be outside a grantor’s estate for estate tax purposes even though the trust is a grantor trust

• Can create traps for the unwary…
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Select US Estate Tax Considerations for Foreign 
Trusts

• Basis Step-Up Rules

o ‘Catch all’ of IRC § 1014(b)(9) only applies if trust property is US situs 

o Otherwise, IRC § 1014(b)(2) must be satisfied:

‒ Decedent reserved power “at all times before his death” to revoke the trust

‒ Income payable at decedent’s direction

• IRC § 645 Planning Opportunities

o Foreign estates with US beneficiaries subject to favorable income tax rules compared to foreign non-
grantor trusts

o Be certain revocable trusts are eligible for IRC § 645 election (and satisfy ‘qualified revocable trust’ 
definition

o Consider triggering a US estate tax return filing obligation – extends the ‘applicable date’ and favorable 
income tax treatment for US beneficiary
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Select US Estate Tax Considerations for Foreign 
Trusts

• Avoid IRC § 684 Pitfalls

o Possible gain recognition when foreign trust ceases to be grantor trust on death of grantor and trust 
property is not included in grantor’s estate

o Consider US trust withdrawal power (or lifetime domestication) to avoid

• Consider ‘Tracing’ Rules

o Nonresident aliens for US estate tax purposes are subject to US estate tax on US situs property only, 
but situs is determined both at the time of transfer and at the time of death if the property is includible 
in decedent’s estate under IRC §§ 2035-2038.  Take care in lifetime funding of revocable trusts.

• Coordination with Other US Transfer Tax Rules

o If assets were contributed by a nonresident alien for US estate tax purposes, and not subject to US gift 
or estate tax, no generation-skipping transfer tax.  
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U.S. Income Tax Consideration for Foreign Trusts –
Tax Consequences for Foreign Grantor Trusts

• As with all grantor trusts, grantor is treated as owner

o All tax attributes determined by reference to owner

o Form W-8IMY delivered to payors

• Note idiosyncrasies with U.S. trusts treated as grantor trusts as to foreign person

‒ U.S. trust with EIN may be required to file Form 1041

‒ U.S. trust may have withholding obligations

• Note that CFC attribution may still apply for beneficiaries

‒ Treas. Reg. 1.958-2(c)(1)(ii)(a) and (b) are not mutually exclusive

• Assuming proper reporting (Foreign Grantor Trust Beneficiary Statement), 
distributions to U.S. taxpayers treated as a gift and generally received free of income 
tax
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U.S. Income Tax Consideration for Foreign Trusts –
Foreign Non-Grantor Trusts

• With respect to undistributed trust income, a foreign non-grantor trust is a separate 
and independent taxpayer, taxed as if the trust were an NRA under income tax rules –
trust is only taxed on FDAP or ECI in the first instance

• Special modifications to DNI rules for foreign trusts:

o DNI includes income from all sources

o DNI includes capital gains

o Treaty provisions don’t apply

• For NRA beneficiaries, the regular rules apply – the trust is a conduit and all items of 
income are carried out with the same character to each beneficiary, pro rata

• For US Person beneficiaries, distributions carry out DNI; Distributions in excess of 
DNI are subject to the “throwback rules”
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U.S. Income Tax Consideration for Foreign Trusts –
Foreign Non-Grantor Trusts

• “Throwback rules” apply to “accumulation distributions,” which are distributions in 
excess of DNI, but note:

o There is no accumulation distribution if the distribution does not exceed fiduciary accounting income; 

o Amounts deductible under 642(c) and specific gifts payable in three installments or less are not 
accumulation distributions; and

o Amounts accumulated for a beneficiary prior to reaching age 21 are not accumulation distributions

• Separate share rule applies

• Amounts transferred pursuant to exercise of a Power of Appointment can be treated 
as accumulation distributions

41



Privileged and Confidential

U.S. Income Tax Consideration for Foreign Trusts –
Foreign Non-Grantor Trusts

• Accumulation distributions

o Taxed as ordinary income; preferential rates do not apply even if underlying income would have been 
eligible for preferential rates (except for tax-exempt interest)

o General concept is that an accumulation distribution is “thrown back” to the year(s) the accumulated 
income was earned, starting with earliest year

‒ Taxpayer treated as receiving “thrown back” distribution on last day of corresponding year plus corresponding 
taxes plus interest charge in the case of foreign trusts

‒ Credit for taxes actually paid

• Without proper reporting (i.e., Foreign Nongrantor Trust Beneficiary Statement), tax 
consequences of distribution determined under “default method”:

o Distribution in excess of 125% of average distributions over preceding three years treated as 
accumulation distribution
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Transfers of Appreciated Property to Foreign Trust 

Gain Recognition upon Transfer of Appreciated Property to Foreign Estate or Trust

• Under §684(a), gain recognition is required upon a transfer of appreciated property by 
a U.S. person to certain foreign persons, except as otherwise provided in regulations.

• This rule does not apply to a transfer in trust to the extent that any person is treated 
as the owner of the trust under §671.

• For purposes of §684, a U.S. trust that becomes a foreign trust is treated as having 
transferred all of its assets to a foreign trust, thus invoking §684(a).

• If the trust is so treated as a grantor trust during the life of the person, §684 applies 
upon the death of the person, as if the transfer occurred prior to 
death. See Reg. §1.684-2(e)(2).

• However, a 12-month cure exists…..
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Transfers of Appreciated Property to Foreign Trust 

Gain Recognition upon Sale of Appreciated Property to Foreign Estate or Trust

In certain situations the U.S. person may wish to sell appreciated assets to a 
foreign trust and not still be considered the owner of the trust for grantor trust 
purposes…

Suffice to say, in order for a sale to a foreign trust to be real and for the seller not 
to be considered the grantor of the “related trust”, the debt must be a qualified 
obligation.  
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Transfers of Appreciated Property to Foreign Trust 

Gain Recognition upon Transfer of Appreciated Property to Foreign Estate or Trust

• This can be different for foreign grantors:

oTransfers will usually involve transfers of U.S. stock or U.S. real estate into trust for 
cross border planning purposes…

oWhen assets belonging to foreign individuals are transferred into a foreign trust, the tax 
implications will not be the same as for U.S. persons.  

oAs you may know, U.S. stock as an intangible is not subject to U.S. gift tax when 
transferred into a foreign corporation that is held by a foreign trust….a common 
planning strategy.   

oHowever, transfers of U.S. real estate are subject to FIRPTA where certain possible 
nonrecognition strategies may be available.  

46



Privileged and Confidential

Beneficiary Use of a Foreign Trust Assets

When any U.S. Property is transferred into a Foreign Trust, the HIRE Act created the 
presumption that a Foreign Trust has U.S. Beneficiaries

• If U.S. property is transferred into a foreign trust after March 18, 2010, the date the 
HIRE Act took effect, the IRS is required to assume that there is a U.S. beneficiary 
unless the investor provides evidence to refute that presumption, showing that no 
portion of the income or principal of the foreign trust benefits an individual from the 
United States.

• Further, the HIRE Act also provides that certain uses of foreign trust property will be 
considered distributions, equal to the fair market value of that use.  

• A subsequent return of the property will be disregarded for purposes of this rule. 

• However, the use will not be treated as a distribution if the taxpayer pays the trust an 
amount equal to the fair market value of the use within a reasonable period of time.

• However, if there are no income and gains, this may not be an issue, but there 
are informational returns required.  
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Definition of Qualified Debt Obligation

• Qualified Debt Obligations —The regulations state that a qualified obligation from a related trust is taken into 

account in determining whether the transferor has received fair market value for the transfer. Generally, an obligation 

is a “qualified obligation” if:

• the obligation is reduced to writing by an express written agreement;

• the term of the obligation does not exceed five years (for purposes of determining the term of an obligation, the 

obligation's maturity date is the last possible date that the obligation can be outstanding under the terms of the 

obligation);

• all payments on the obligation are denominated in U.S. dollars;

• the yield to maturity is not less than 100% of the applicable federal rate and not greater that 130% of the applicable 

federal rate (the applicable federal rate for an obligation is the applicable federal rate under §1274(d) for the day on 

which the obligation is issued);

• the U.S. transferor extends the period for assessment of any income or transfer tax attributable to the transfer and any 

consequential income tax changes for each year that the obligation is outstanding to a date not earlier than three 

years after the maturity date of the obligation (this extension is not necessary if the maturity date of the obligation does 

not extend beyond the end of the U.S. transferor's taxable year and is paid within such period); and

• the U.S. transferor reports the status of the loan, including principal and interest payments, on Form 3520 for every 

year that the loan is outstanding.578
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Distributions Through Intermediaries

• Amount paid to a US person which is derived (directly or indirectly) from a foreign 
trust of which payor is not the grantor, is deemed paid to the US person directly from 
the foreign trust (IRC § 643(h))

• Regulations add a “principal purpose of tax avoidance” test

• Rebuttable presumption on certain facts based on:

o Relationship of US person to grantor and to intermediary

o Timing of distributions relative to transfer from intermediary to US person

o Independence of intermediary’s actions from grantor, trustee and US person

• Treas. Reg. § 1.643(h)-1
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CFC and PFIC Attribution

• Consider typical case of U.S. Noncitizen Nonresident settles foreign revocable trust
for settlor’s benefit, then spouse after passing, then offspring who are living in the
U.S.

• Assume the foreign trust owns a BVI company that holds a diversified portfolio of
stocks, bonds and foreign to the U.S. hedge, mutual and private equity funds.

• When spouses die, the professionals have their work cut out for them with competing
anti-deferral regimes on top of significant U.S. tax compliance that can create
significant penalties if not properly handled in a timely manner – “The Hopscotch
Rules”.

• While a §645 Election can temporarily address throwback issues and allow for a fiscal
year for the combined Estate, this is just one aspect.
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Controlled Foreign Corporations

• The definitions of a CFC can be found at §957(a) and §951(b), however indirect
ownership rules leads one through §958(a)(2), §1.958-1(c)(2) and §958(b) with
slightly modified §318(a) rules at §318(a)(2)(B

• Within the §958(a)(2) indirect proportionate interest rules, should there be more than
one child (i.e. one or more U.S. persons), Revenue Ruling 62-155 provides actuarial
interest application revoking Revenue Ruling 58-325 which still does not provide
clarity leaving taxpayers uncertain as to potentially deemed CFC owner status
compliance and protective filings may not help.

• Recent years have seen not only Form 5471 and Subpart F Income, but also Repeal
of Retroactive Check-the-Box Elections, Downward Attribution and GILTI to increase
uncertainty

• Possibly Coronavirus uncertainty, economic downturns causing valuation diminution
can help planning.
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Passive Foreign Investment Companies

• §1297(a) income and asset tests defining PFICs, one must move from §1297(c) to
§1298(a)(3) as to indirect ownership for estates and trusts

• While the Preamble to Proposed Regulation §1.1291-3(e) does not provide explicit
rules, Proposed Regulations §1.1291-2(f)(2)(i) and (ii)(B).

• Almost as a side point, Treasury felt §663(c) and Treasury regulation §1.663-1(c)
separate share rules should determine §643(a) distributable net income (DNI) and
§665(a) undistributed net income (UNI) along with application of §661 estate and
complex trust deductions and §662(a) beneficiary inclusion and §662(b) character.
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Foreign Trust
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Tax Consequences For Creating & Asset Transfers 
To Foreign Trusts

• Reminder regarding the Court and Control Tests.

• Form 1040NR – The Form does not work well for trusts but this is the proper one to
prepare and file. Also, it is extended with Form 4868, not Form 7004.

• Assuming U.S. person settlor, Form 3520 – At least the first box on Page 1 and then
move on to Part I. [If non-U.S. person settlor, keep in mind §679(a)(4) five year rule
and contrast with Form 3520, Page 1.]

• When preparing Form 3520 and have a “U.S. agent”, make sure to check the Form
3520-A Instructions at Page 5 for the required Authorization of Agent verbiage and
execution requirements

• If appreciated property is transferred to a foreign trust, Form 3520, Page 2, Line 13
will capture this. If the assumed U.S. person is transferring appreciated property to a
foreign nongrantor trust (leaving aside a carveout for testamentary transfer)s, then
§684(a) will cause a gain recognition event. For a foreign grantor trust, §684(b) has a
gain recognition exception.
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Death of U.S. Owner Of Foreign Trust

• U.S. owner” implies a grantor trust, and since it is a foreign grantor trust, Form 3520,
Page 1, Box 2 as well as Part II, Page 4 and Form 3520-A will be required which will
create a Foreign Grantor Trust Owner Statement to be attached to Form 3520.

• Form 3520 is filed by the U.S. taxpayer and Form 3520-A (due March 15th, not April
15th in a normal year) is filed by the Trustee. For tax preparers, in addition to making
sure not to miss filing deadlines, make sure engagement letters and informational
expectations are clear to all.

• If the U.S. owner dies during the year, Form 3520, Page 1, Box 1 is relevant along
with Part I. Generally for U.S. tax purposes, a person is considered alive the entire
calendar day of passing.

• Look to §1.684-2(e)(2), Example (2), although it notes a potential §1.684-3(c)
exception.

• Reminder to consider §6048(a)(3)(A)(iii) defining death of a citizen or resident of the
U.S. as a reportable event.

• Consider whether final filings for Forms 1040NR, 3520 & 3520-A
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Annual Reporting For US Owners

• Forms 1040NR, 3520 & 3520-A

• Give ample time to coordinate Form 3520-A Part II foreign trust income statement
(which also asks for fair market value of total distributions to “all persons, whether
U.S. or foreign” and Part III balance sheet with foreign trustee who may not
understand or be in a position to provide the relevant information

• Form 3520-A, Page 3 Foreign Grantor Trust Owner Statement requires at Item 7 “an
explanation of the facts and law” establishing foreign grantor trust status and Item 9
the “gross value of the portion of the trust treated as owned by the U.S. person” which
the Instructions define as §2512 value – §25.2512-1 “The value of the property is the
price at which such property would change hands between a willing buyer and seller,
neither being under any compulsion to buy or sell, and both having reasonable
knowledge of relevant facts.”
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Reporting By U.S. Beneficiaries Of Foreign Trusts

• If a foreign grantor trust, the U.S. beneficiary's (which may include the grantor
especially with a self-settled trust), primary focus needs to be on boxes 3 and 4 of
Form 3520, Page 1, and as relevant Parts III and IV, especially keeping in mind in
addition to distributions, loans and uncompensated use of trust property

• For a foreign nongrantor trust, the U.S. beneficiary in addition to the above needs to
consider receipt of taxable income based upon trust distributable net income (DNI)
and distributions received (relative to other beneficiaries) as well as throwback rules –
undistributed net income (UNI) under Default or Actual Calculation Methods.

• If throwback, one loses preferred income tax rates & not clear on CFC & PFIC.

• If the foreign trust domesticated, then Revenue Ruling 91-6 tries to preempt
avoidance of throwback.

• If in the Default Method and have records, can go to the Actual Method the final year.

• The UNI goes in a LIFO ordering, such that the interest charge grows.

• Form 4970 is difficult and do not forget withholding taxes to minimize taxation.
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Schedule B (Form 1040)

• Part III, Line 8 – "During 2019, did you received a distribution from, or were you the
grantor of, of transfer to, a foreign trust? If Yes, you may have to file Form 3520, See
instructions

• The key takeaway from this webinar as Line 8's question indicates, is there are many
other reasons to file Form 3520.

• Still, keep in mind the Line 7a and b foreign financial account questions.

• A foreign financial account may include a foreign life insurance policy where the
insurer made a §953(d) Election.
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Reporting Obligations with Respect to Foreign Trusts 
and Related Issues – War Stories 

• The deficiency procedures that apply to income, estate, gift and certain excise taxes 
will not apply with respect to the assessment or collection of the increased penalty 
provisions. (Code Sec. 6677(e))

• No guidance regarding procedures that apply instead, but clear that no notice of 
deficiency is required; communications begin with assessment

• Anecdotally there is a significant enforcement push over last 12-24 months; agents 
are persistent even in the face of bad facts 
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