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Overview: Foreign
Trusts

6

Foreign Trusts
• What is a foreign Trust
• IRC 7701(a)(30)(E) and (31)(B) and Treasury
Reg. 301.771-7
• Court test
• U.S. court must be able to exercise jurisdiction
over the administration of the trust

• Control test
• Foreign fiduciary must have power to control
substantial decisions of the trust
•
•
•
•
•
•
•

Distributions of income and principal
Distribution amounts
Selection of beneficiaries
Allocation of receipts to income or principal
Whether to terminate the trust
Sue on behalf of the trust
Replace, add or name successor trustee
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Foreign Trusts
• Grantor or nongrantor trust
• Foreign grantor trust
• IRC 672(f)
• Revocable; or
• Only the settlor and settlor’s spouse receive
distributions during the life of the settlor

• Foreign nongrantor trust
• Irrevocable trust
• Discretionary trust with beneficiaries other than
the settlor or settlor’s spouse
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Foreign Nongrantor Trusts
• Taxation of U.S. beneficiaries
• IRC 643(a) and (b)
• U.S. beneficiaries of a foreign nongrantor trust
are taxed on distributions to the extent of
distributable net income (DNI)
• Distributions exceeding current year DNI are
treated as a distribution of principal unless there
is UNI
• If UNI, the excess is taxed as UNI and then
principal after exhaustion of the UNI

• Capital gains are part of FNGT DNI (IRC
643(a)(6)(C))
• Net capital losses are only allowed to offset
future gains
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Foreign Nongrantor Trusts
• Taxation of U.S. beneficiaries
• Accumulated income (undistributed net
income, “UNI”)
•
•
•
•

IRC 665 through 668
Taxed at the average of the highest rate
No preferential tax treatment for capital gains
Interest charge will apply

• Use of foreign trust property
• IRC 643(i)
• Fair rental value for use of trust property
• Treated as a distribution
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Foreign Grantor Trusts
• U.S. Taxation
• IRC 677
• Revocable trust

• IRC 672(f)
• Generally Irrevocable trust with foreign settlor where
settlor and spouse are only distribution recipients

• IRC 679
• Irrevocable trust with U.S. settlor; and
• U.S. beneficiaries
• If U.S. persons have interest in underlying offshore
company trust is deemed to have U.S. beneficiaries

• Settlor taxed on income
• If settlor is foreign, distributions to U.S. persons are
generally treated as non-taxable reportable gifts
• IRC 6039
• Form 3520
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Foreign Grantor Trusts
• Civil law foundation & usufructs
Liechtenstein started offering such structures in the late
1930s followed by other European countries, and more
recently by Panama, the Netherlands Antilles, and the
Bahamas (common law jurisdiction). The primary
purpose was "asset protection" and confidentiality.
Beginning in the 11th century, considerable amounts of
property in France and England were held in trust-like
structures. However, after the French Revolution the
Napoleonic Code abolished the trust structures in
France. The Napoleonic Code served as a model for
many civil law jurisdictions and, as a result, many of
today's civil law countries do not recognize trusts.
Instead, these civil law jurisdictions have an
arrangement known as a Usufruct. Various countries
have implemented variations of this structure.
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Foreign Grantor Trusts
• Civil law foundation
• Commonly known as a stiftung
• Characteristics of a company and trust
•
•
•
•

Board of directors
Shares of stock
Offices
By laws read much like trust instrument

• Generally viewed as a foreign grantor trust
for U.S. tax purposes

Take
Note

• Founder controls the economic benefit with
ability to amend and/or revoke the arrangement
• Swan v. Comm. 24 T.C. 829 (1955), acq. 156-2
C.B. 8, affid. In part, rev’d in part 247 F. 2d 144
(2d Cir. (1957); PLR 200226012 (Jan 28, 2002); PLR
200302005 (Jan 10, 2003)
NOT A PRIVATE FOUNDATION
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Foreign Grantor Trusts
• Civil law usufruct
• Generally viewed as a life settlement or
grantor trust
• Arrangement usually provides income
benefit for the life of the recipient; and
• The founder maintains control and
ownership of the income producing asset
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Distributable Net Income
and Undistributed Net
Income
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What is DNI
Take
Note

• The following slides will discuss DNI but it
should be noted that today’s presentation
will not emphasize the tax law changes
pursuant to recently enacted Tax Cuts and
Jobs Act.
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What is DNI
•

As noted before if a trust does not meet the U.S. court
and control tests it is a foreign trust.

•

Further if a foreign trust does not meet the grantor
trust rule of IRC 672(f) it will be treated as a foreign
non-grantor trust.

•

DNI and UNI only apply to foreign non-grantor trusts.

•

Each beneficiary (U.S. or foreign) is treated as
receiving a proportionate share of DNI.

•

DNI is (IRC 643(a)(6)):
•
•
•
•

All income from whatever source (dividends, interest, capital
gains, etc.)
Less allowable expenses (trustee fees, investment advisory fees,
accounting and legal fees, etc.)
Capital losses are not allowed but carried over to future years
Treated as being distributed to each beneficiary in proportion
to the distribution received
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What is DNI
• Distribution ordering rules
• Allocation of DNI
• Allocation of UNI, if any exists
• Allocation of distribution as principal if there is no UNI
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DNI Example 1 Facts
• Foreign non-grantor trust
• One beneficiary (U.S. person)

• 2017 income
• Interest income
• Dividend income
• No gains or losses
• 2017 expenses
• Professional fees
• Trust administration and other trustee fees
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DNI Calculation
Example 1
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* The templates provided in this presentation are the property of IWTAs and its affiliates.

DNI Example 2 Facts
• Foreign non-grantor trust
• Two beneficiaries (both U.S. persons; individual and trust)

• 2017 income
• Interest income
• Dividend income
• Long-term capital gains
• 2017 expenses
• Legal and accounting fees
• Trust administration fees
• Investment Interest expense
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DNI Calculation Example 2
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* The templates provided in this presentation are the property of IWTAs and its affiliates.

What is UNI
• As noted before DNI and UNI only apply to foreign
non-grantor trusts.
• Each beneficiary (U.S. or foreign) is treated as
receiving a proportionate share of DNI and UNI.
• UNI is (IRC 643(a)(6)):
•
•
•

•
•

Any amount of current year DNI not distributed (i.e.,
accumulated income)
Long-term capital gains are taxed as ordinary income if
any part is not distributed in the current year
A trustee may not elect to distribute capital gains and
then ordinary income
• All income, including capital gains, are treated as
being distributed proportionately
UNI is treated as being distributed First-In First-Out (FIFO)
UNI is treated as being distributed to each beneficiary in
proportion to the distribution received
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65-Day Letter Election
•

UNI and its negative consequences can be
prevented by making a 65-day election

•

IRC 663(b) and Treasury Regulation 1.663(b)-1(a) and
2(a)
• Trustee may elect to treat all DNI as being
distributed in the prior year so long as the
following criteria are met:
•
•
•

Make the distribution by the 65th day of the following
year
If no return is required, file a letter with the IRS Service
Center where a return would have been required to
be filed
If a return is required to be filed and the election is
required, the election shall be made in the
appropriate section of the return and filed by the
original or extended due date of the return.
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65-Day Sample Letter
Department of the Treasury
Internal Revenue Service
Cincinnati, Ohio 45999-0048
Dear Sir or Madam:
Re: 65 Day Election under Code Section 663
Trustee Name
Trustee Street Address
Trustee City, Postal Code
Trustee Country

EIN:

None-NRA

For the Taxable Year Ended December 31, 2017
Under Section 663(b) of the Internal Revenue Code of 1986, as amended (the “Code”) and the Treasury Regulations there under, a
trustee of a trust is permitted to elect to treat amounts paid or credited from a trust within 65 days following the close of the taxable
year as paid or credited on the last day of the preceding taxable year. Generally, such election is required to be made on the income
tax return for the trust. However, if no return is required to be filed (as is the case for the Trust), then pursuant to Treasury Regulation
1.663(b)-2(a), the election is made by filing a statement setting forth that such election has been made. The statement must be filed
with the Internal Revenue Service office with which a return by such trust would be required if such trust were required to file a return
(here, Form 1040NR), and no later than the due date for filing such a return (here, June 15, 2017 as the Trust does not have an office in
the US).
Accordingly, the Trustee hereby files its election to treat the following distributions paid or credited by the Trust in the first 65 days of
2018 as paid or credited on the last day of 2017:
Yours sincerely,
Name of Trustee
As Trustee of Name of Trust ____________________________________
Authorized Signature
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UNI Example
Facts:
• Foreign non-grantor trust
• One beneficiary (U.S. person)

• 2017 income
• Interest income
• Dividend income
• FX gains
• Other income
• Long-term capital gains
• 2018 expenses
• None
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UNI Calculation
Example
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* The templates provided in this presentation are the property of IWTAs
and its affiliates.

The End
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Jack R. Brister
Jack has more than 25 years of experience. He specializes in U.S.
tax planning and compliance for non-U.S. families with international
wealth and asset protection structures which include non-U.S. trusts,
estates and civil law foundations that have a U.S. connection; and
non-U.S. companies wanting to do business in the U.S.
Jack also specializes in non-U.S. persons investing in U.S. real
property, and other U.S. assets, pre-immigration planning, U.S.
expatriation matters, U.S. persons in receipt of gifts and inheritances
from non-U.S. persons, non-U.S. account and asset reporting,
offshore voluntary disclosures, FATCA registration and compliance
(W-8BEN-E and Form 8966) and executives working and living
abroad.
Jack has been widely published, in addition to speaking at
numerous international engagements. Jack has also been named a
Citywealth Top 100 U.S. Wealth Advisor.
jbrister@iwtas.com
www.iwtas.com
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Alicea Castellanos
Alicea has more than 15 years of experience. She specializes in U.S.
tax planning and compliance for non-U.S. families with international
wealth and asset protection structures which include non-U.S. trusts,
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Alicea also specializes in non-U.S. persons investing in U.S. real
property, and other U.S. assets, pre-immigration planning, U.S.
expatriation matters, U.S. persons in receipt of gifts and inheritances
from non-U.S. persons, non-U.S. account and asset reporting,
offshore voluntary disclosures, FATCA registration, and non-U.S.
companies wanting to do business in the U.S.
Alicea has been published and spoken at numerous events on U.S.
cross border tax matters. Alicea is fluent in Spanish and has a
working knowledge of Portuguese.

acastellanos@iwtas.com
www.iwtas.com
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IRS Form 4970 & Other Considerations
David Silver, CPA TEP
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IRS Form 4970- Part 1
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Form 4970 Part I: Clarification Points
•

Line 4: Taxes imposed on the Trust §665(d)(2)
–

•

Lines 8: Number of earlier years in which accumulation distribution is considered distributed
§667(a)
–

•

Total number of throwback years

Line 11: Number of earlier years taken into account §667(b)(3)
–

•

Includes the amount of any income, war profits and, excess profits taxes imposed by any foreign country or
possession of the US on such foreign Trust.

Line number 8, reduced for years in which the accumulation distribution is less than 25% of the average
annual amount considered distributed (line 10).

Important Items to Consider for Lines 8 & 11
–

What is beneficiary(ies) status?
•

–

When did it change?

Any portion of an accumulation distribution attributable to a particular year is not included in the
beneficiary’s gross income if the beneficiary would not have been subject to tax on that particular year’s
accumulation had the trust income been distributed currently. §667(a)
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IRS Form 4970- Part 2
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Interest Charge on Throwback Tax- Form
3520 Schedule C
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Throwback Tax & Interest Charge
Takeaways
• IRS Form 4970 should be attached to Form 3520 as a
worksheet
• Interest is determined using underpayment rates §668(a)(1)
• Interest is added to the throwback tax computed on Form
4970 and treated as additional tax (similar to 1291 PFIC tax)
• Interest charge is not deductible

• Tax & Interest charge may not exceed the accumulation
distribution §668 (b)
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Other Considerations for Trustees and
Beneficiaries and Tax Preparers
• 65- Day Elections §663(b)
• State Tax Reporting Requirements
• Foreign Reporting Obligations
– Foreign Bank Account Report (FBAR)
– Statement of Specified Foreign Financial Assets (Form 8938)
– Information Return of a 25% Foreign-Owned U.S. Corporation or a Foreign
Corporation Engaged in a U.S. Trade or Business (Form 5472)

– Controlled Foreign Corporation’s/ Controlled Foreign Partnerships CFC/ CFP- (Forms
5471 & 8865)
– Passive Foreign Investment Companies PFIC’s- (Form 8621)
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Foreign Bank Account Report (FBAR)- IRS
Form 114
• A Trust in which the United States person has a
greater than 50% present beneficial interest in the
assets or income of the trust for the calendar year

• Exception for Trust Beneficiaries:
– Not required to report the trust’s foreign financial
accounts on an FBAR if the trust, trustee of the trust or
agent of the trust: (1) is a United States Person and (2)
files an FBAR disclosing the trust’s foreign financial assets
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Statement of Specified Foreign Financial
Assets- IRS Form 8938
• Interest in a foreign trust is not considered a foreign
financial asset unless you know or have reason to
know based on readily accessible information.

• If you receive a distribution from a foreign trust you
are considered to know of the interest.
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Information Return of a 25% Foreign-Owned U.S.
Corporation or a Foreign Corporation Engaged in a U.S.
Trade or Business-IRS Form 5472

• For tax years of entities beginning on or after January 1,
2017 and ending on or after December 13, 2017, U.S.
disregarded entities that are wholly owned by a foreign
person are treated as reporting corporations and
required to file Form 5472. §6038A and §6038C
• New Part V was added to the Form to identify certain
reportable transactions.

• Contributions/ distributions are considered reportable
transactions.
42

Controlled Foreign Corporations/ Controlled
Foreign Partnerships
• Stock owned directly or indirectly by a foreign trust
shall be considered as being owned proportionately
by its beneficiaries.

• IRS Forms 5471/ 8865
• Subpart F Considerations §965 Inclusions
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THE END!
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