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ABOUT FGMK
FGMK is a leading professional services firm providing assurance, tax and advisory services to privately held businesses,
global public companies, entrepreneurs, high-net-worth individuals and not-for-profit organizations. FGMK is among the
largest accounting firms in Chicago and one of the top ranked accounting firms in the United States.
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U.S. TAX TREATMENT OF FOREIGN TRUSTS
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DETERMINING TAX RESIDENCE OF THE TRUST
Whether a trust is considered to be foreign or domestic will impact the U.S. taxation and reporting requirements of the trust and its
beneficiaries. Any trust that fails to meet both the “court test” and “control test” is considered to be a foreign trust.
Court Test
•

The Court test is whether any federal, state, or local court within the United States is able to exercise primary authority over

substantially all of the administration of the trust (the authority under local law to render orders or judgments).
•

There are four “bright line” rules associated with the Court Test:
1.

The trust is registered with a United States Court;

2.

All fiduciaries of the trust have been qualified as trustees of the trust by a court within the U.S.;

3.

The fiduciaries and/or beneficiaries take steps with a court within the U.S. that cause the administration of the trust to be
subject to the primary supervision of such U.S. court; or

4.

The trust specifies that the law of a foreign country governs, but gives a court within the U.S. the authority to exercise primary

supervision over enforcing that law.
•

In addition to the bright-line rules there is also a safe harbor rule. The safe harbor rule provides that a trust will be considered a U.S.
trust in cases where:
o

The trust instrument does not direct the trust to be administered outside the U.S.;

o

The trust is in fact administered exclusively in the U.S., and

o

The trust is not subject to an automatic migration provision.
▪

An automatic migration provision specifically removes the trust from the United States jurisdictions, subject to the
occurrence of a triggering event.

8

DETERMINING TAX RESIDENCE OF THE TRUST (CONT’D)
Control Test
• One or more U.S. persons have the authority to make all “substantial decisions” of the trust with no other
person having veto power, except for the grantor or beneficiary acting in a fiduciary capacity.
• Substantial decisions refer all decisions, aside from ministerial decisions, that any person is authorized to
make pursuant to the terms of the trust instrument or applicable law, such as (though no limited to):
1.

Selecting beneficiaries;

2.

Making investment decisions;

3.

Allocating trust receipts to income or principal;

4.

Distributing trust income or trust corpus;

5.

Deciding on amounts of distributions;

6.

Removing, adding or replacing a trustee;

7.

Managing legal claims on behalf of or against the trust; and

8.

Terminating the trust.

• Facts and circumstances determination
• A Trust can be a U.S. or foreign trust today and change tomorrow
o

No “once a trust always a trust” rule

9

DETERMINING TAX RESIDENCE OF THE TRUST (CONT’D)
Application Examples
• Foreign Trust
o

Under the terms of the trust instrument, Liechtenstein law governs the trust and the trustee is an
French full-time resident individual.
▪ Conclusion: The trust fails both the court test and the control test, it is a foreign trust.

• Foreign Trust
o

Under the terms of the trust instrument, Delaware law governs the trust and the trustee is a
German full-time resident individual.
▪ Conclusion: The trust passes the court test but fails the control test. Since both tests must be
met, it is a foreign trust.

• U.S. Trust
o

Under the terms of the trust instrument, California law governs the trust and the trustee is a
Colorado full-time resident individual.
▪ Conclusion: The trust passes the court test and the control test. It is a U.S. trust.
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TYPES OF TRUSTS
Grantor vs. Non-Grantor Trusts
Grantor Trusts
•

For a U.S. domestic trust, Grantor Trust is a trust where the grantor has retained certain control over the trust.
o

This control is manifested by certain powers laid out in the terms of the trust, including but not limited to:
1. Power to revoke;
2. Power to substitute assets or borrow from trust without adequate security;
3. Power to distribute income from trust to Grantor or Grantor’s spouse; or
4. Power to add beneficiaries.

•

For a Foreign Grantor Trust, these rules are slightly different (Section 672f)
o

Grantor has the power to revoke the trust without the consent of any person, or with the consent of a bound third
party. (Upon grantor’s incapacity, his/her guardian must possess a power of revocation.)

o

Grantor and/or grantor’s spouse are the sole beneficiaries of the trust during grantor’s life. In these instances,
grantor/grantor’s spouse could receive distributions from the trust and gift these distribution to U.S. person(s).
These gifts may be reportable, depending upon the amount, but will not be taxable.

o

•

The trust was created on or before September 19, 1995.

Any trust income is taxed to the Grantor

Non-Grantor Trusts
•

Where (for U.S. or foreign trusts) the above tests are not met, a Non-Grantor Trust exists.

•

A Non-Grantor Trust’s income is NOT taxed to the Grantor, but rather the trust is taxed directly.

•

For U.S. tax purposes, non-grantor trust income is taxed trust rates on a trust tax return (i.e., Form 1041 for U.S. trusts).

•

Foreign non-grantor trusts are generally not subject to U.S. taxation at the trust level, but U.S. beneficiaries may be taxed
on distributions (see subsequent slides).

U.S. TAX REPORTING OBLIGATIONS
U.S. Tax Reporting Obligations
•

Form 3520 – Annual Return To Report Transactions With Foreign Trusts and Receipt of Certain Foreign Gifts

•

Form 3520-A – Annual Information Return of Foreign Trust With a U.S. Owner

•

Form 114 – Report of Foreign Bank and Financial Accounts (FBAR)

•

Form 8938 – Statement of Specified Foreign Financial Assets

•

Other Foreign Forms
o

Form 5471 – Information Return of U.S. Persons With Respect to Certain Foreign Corporations

o

Form 8865 – Return of U.S. Persons With Respect to Certain Foreign Partnerships

o

Form 8858 – Information Return of U.S. Persons With Respect to Foreign Disregarded Entities (FDEs) and Foreign
Branches (FBs)

o

Form 8621 – Information Return by a Shareholder of a Passive Foreign Investment Company or Qualified Electing

Fund
o

Form 926 – Return by a U.S. Transferor of Property to a Foreign Corporation

Note – Significant penalties ($10,000 per form or 50% of the value of financial accounts) may be assessed for willful
non-reporting of the above forms. Consider voluntary disclosure where missed filings are discovered.
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U.S. TAX REPORTING OBLIGATIONS – FORM 3520

•

Who must file:
o

U.S. persons receiving a distribution from a foreign trust, U.S. persons who own an interest in a foreign trust, U.S.
persons receiving a gift or inheritance from a foreign person or estate, and U.S. persons who made a transfer of
property to a foreign trust

•

Purpose:
o

Report distributions received by U.S. persons, amount of taxable DNI of U.S. beneficiaries, U.S. ownership

interests in foreign trusts, and U.S. persons in receipt of large foreign gifts from NRA individuals or entities or a
bequest from NRA estate
•

Due Date = The 15thday of the 4th month following the end of the U.S. person’s tax year
o

6 month extension may be granted with associated return
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U.S. TAX REPORTING OBLIGATIONS – FORM 3520-A

•

Who must file:
o

U.S. persons receiving a distribution from a foreign trust, U.S. persons who own an interest in a foreign trust, U.S.
persons receiving a gift or inheritance from a NRA person or estate, and U.S. persons who made a transfer of
property to a foreign trust

•

Purpose:
o

To report information about the foreign trust, its beneficiaries, and U.S. persons treated as owners of any portion of

the foreign trust
•

Due Date = The 15th day of the 3rd month following the end of the U.S. person’s tax year
o

6 month extension may be granted with associated return
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U.S. TAX REPORTING OBLIGATIONS – FORM 8938

•

Who must file:
o

Specified persons who own an interest in specified foreign financial assets and the value of those assets exceeds
the applicable reporting threshold:

o

Reporting thresholds (specified foreign financial assets):
➢

Single and MFS Domestic Taxpayers = $50,000 on the last day of the tax year or $75,000 at any time during
year

➢

MFJ Domestic Taxpayers = $100,000 on the last day of the tax year or $150,000 at any time during year

➢

Single and MFS Taxpayers Living Abroad = $200,000 on the last day of the tax year or $300,000 at any time
during year

➢

MFJ Domestic Taxpayers Living Abroad = $400,000 on the last day of the tax year or $600,000 at any time
during year

➢

Specified Domestic Entities = $50,000 on the last day of the tax year or $75,000 at any time during year

•

Purpose: To disclose specified foreign assets value the value of these assets exceeds specified thresholds

•

Due Date = With Annual Tax Return

•

Notable items to consider:
o

If filing other foreign forms (5471, 8865, 8621), there is a check-box in Part IV such that these assets are not
double reported on the Form 8938
o

Note there is a corresponding check-box on the individual forms as well to indicate where filed
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U.S. TAX REPORTING OBLIGATIONS – FORM 114

•

Who must file:
o

U.S. citizens, residents, corporations, partnerships, limited liability companies, trusts and estates who have a
financial interest or signature authority over a foreign financial account which exceed $10,000 at any time during
the calendar year reported
➢

As a best practice, if a client has multiple accounts that in aggregate sum to over $10,000, we advise
reporting all of them

•

Due Date = With Annual Tax Return

•

Notable items to consider:
o

Amounts reported include highest balance at any point in the given year

o

Significant penalties for non-filing (up to 50% of highest balance in account!)

o

If a client has potential missed filings, there are “Delinquent FBAR Submissions Procedures” that can be utilized to
drastically reduce or potentially eliminate penalty exposure
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U.S. TAX REPORTING OBLIGATIONS – FORM 5471

•

Who must file:
o

U.S. persons who own voting or value interests of a controlled foreign corporation (“CFC”) (or specified foreign
corporation (“SFC”) and are subject to one or more categories

•

Categories of filers:
o

Category 1 = U.S. shareholders of specified foreign corporations

o

Category 2 = U.S. citizen/resident who is an officer or director of a corporation in a year where a U.S. person
acquires up to or greater than 10% increase in stock ownership

o

Category 3 = U.S. shareholders who acquires up to or greater than 10% increase in stock ownership or disposes of
stock to reduce ownership below 10%

•

o

Category 4 = U.S. shareholder who owns greater than 50% of the vote or value ownership in a foreign corporation

o

Category 5 = U.S. shareholder of a CFC at the end of the tax year

Due Date = With Annual Tax Return
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U.S. TAX REPORTING OBLIGATIONS – FORM 8865

•

Who must file:
o

U.S. persons who own qualifying voting or value interests of and/or make qualifying contributions to foreign
partnership

•

Categories of filers:
o

Category 1 = U.S. person who owns a greater than 50% interest in the foreign partnership (i.e., capital, profits,
loss)

o

Category 2 = U.S. person who owns a 10% or greater interest in a CFP

o

Category 3 = U.S. person who contributes property to a foreign partnership which increases ownership to 10%
threshold or value of property contributed in the tax year exceeds $100,000

o

Category 4 = U.S. person who acquires or disposes up to or below 10% ownership threshold, or +-10% ownership
change

•

Due Date = With Annual Tax Return

•

Notable items to consider:
o

Filing exceptions & Filing on behalf of
➢

No Category 2 filers if there is a Category 1 filer

➢

Use statement where we have multiple owners (i.e., family) who have the same filing requirements to
eliminate multiple filings

o

Schedule K-1 needs to be attached with certain categories of filer (Category 1 & 2)
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U.S. TAX REPORTING OBLIGATIONS – FORM 8858

•

Who must file:
o

U.S. persons who directly, indirectly or constructively own a foreign disregarded entity or operate a foreign branch
➢

•

Note: The TCJA greatly expanded the reporting requirements for Form 8858

Notable items to consider:
o

Organizational chart must generally be attached with the filing

o

Penalty of $10,000 can be imposed for each annual accounting period the form is not filed
➢

This is true for most of these international forms
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U.S. TAX REPORTING OBLIGATIONS – FORM 8621

•

Who must file:
o

U.S. persons who directly or indirectly own a passive foreign investment company (“PFIC”) and has one of the
following apply in a given tax year:

o

•

➢

Receives certain direct or indirect distributions from a PFIC

➢

Recognizes gain on a direct or indirect disposition of PFIC stock

➢

Is reporting information for a QEF (1291) or mark-to-market PFIC

➢

Is making an election reportable on Part II of Form 8621

➢

Is required to file an annual report pursuant to Section 1298(f) (which essentially covers all PFICs)

Form 8621 does not have specific categories of filer
➢

QEF PFICs will generally complete Page 1 and Part III of the form

➢

1291 PFICs will generally complete Page 1 and Part V of the form

Notable items to consider:
o

If making a QEF election, certain minimum thresholds must be completed by the owner
➢

o

If owned through a fund, this may require coordination with the fund

Consider application of new regulations allowing for aggregate treatment of partners (more on that later)
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U.S. TAX REPORTING OBLIGATIONS – FORM 926

•

Who must file:
o

U.S. citizens, residents, domestic corporation or domestic estate/trust which transfer property greater than
$100,000 to a foreign corporation or property which causes their ownership to increase over 10%

•

Notable items to consider:
o

Where a partnership transfers cash (whether domestic or foreign), the Form 926 requirement falls on its qualifying
partners and contributions are deemed pro-rata based on ownership of the partnership

o

Be careful that any loans to corporations are properly documented, otherwise they will be deemed contributions
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TRUST TAX PLANNING
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FOREIGN GRANTOR TRUST – TAX BENEFITS
Foreign Grantor Trust
•

The major tax benefit of a Foreign Grantor trust, where the trust is not engaged in a U.S. trade or business, is that the
trust is not subject to U.S. income taxation on:
o

Gains from investing and trading in U.S. securities or commodities for the foreign trust’s own account;

o

Gains from the sale of certain U.S. personal property;

o

Interest income from certain deposits with U.S. banks;

o

Interest earnings from U.S. “portfolio interest” debt instruments.

•

As expected, all foreign-source income is also exempt from U.S. income taxation.

•

Moreover, Foreign Grantor trusts are not subject to the DNI rules, UNI rules or throwback rules
o

These rules can add significant tax burdens to U.S. beneficiaries
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FOREIGN GRANTOR TRUST – REQUIREMENTS
Foreign Grantor Trust
•

Pursuant to tax code Section 672(f), a foreign trust with U.S. beneficiaries will be considered a foreign grantor trust in
cases where:
o

Grantor has the power to revoke the trust without the consent of any person, or with the consent of a bound third
party. (Upon grantor’s incapacity, his/her guardian must possess a power of revocation.)

o

Grantor and/or grantor’s spouse are the sole beneficiaries (i.e., re-vest) of the trust during grantor’s life. In these
instances, grantor/grantor’s spouse could receive distributions from the trust and gift these distribution to U.S.
person(s). These gifts may be reportable, depending upon the amount, but will not be taxable.

•

This designation both alleviates reporting requirements and allows for the trust’s income to be taxed to the grantor’s
individual level, rather than the trust level (at marginally higher rates).

•

Note that, upon death of the grantor, foreign grantor trusts will default to foreign non-grantor trusts. Absent planning (see

next slides), this change may create adverse U.S. tax implications.
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FOREIGN GRANTOR TRUST – EXAMPLE DEPICTED
Grantor
(Non-U.S. Person
with Power)

Foreign Grantor Trust
U.S. Trustee

•

Regardless of trust governing law, non-U.S. person has “control
over the trust” (fails control test, i.e., foreign trust)

Revocable Trust

•

Distributions from the trust to U.S. beneficiaries subject to
income taxation; generally, all other trust income/capital gains

(TBD Jurisdiction)

not subject to U.S. Income taxation
Investment Company

•

(TBD Jurisdiction)

The trust will often invest in entities to generate annual gains in
order to grow trust principal; jurisdictions will vary, but foreign
entities are generally advisable for U.S. tax purposes

Assets

•

Assets held in foreign entities are not subject to U.S. estate tax
at the grantor level
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TRUST RESTRUCTURING OPTIONS
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TRUST RESTRUCTURING – GRANTOR TO NON-GRANTOR
Where Foreign Grantor Trust Reverts to Non-Grantor Status
•

In cases where a Foreign Grantor Trust reverts to a Foreign Non-Grantor Trust, certain planning should be considered to
mitigate the impact of the application of the UNI, DNI and/or throwback rules

•

•

When would a reversion occur?
o

Death of grantor

o

By operation of the terms of the trust

o

Other failure to continue to qualify as a grantor trust

What alternatives are available?
1.

Distribute trust proceeds to U.S. beneficiaries immediately

2.

Distribute trust proceeds to foreign beneficiaries first
▪

Purpose is to eliminate income component

▪

Considering straddling years

3.

Create a new foreign trust

4.

Create a parallel U.S. trust structure
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TRUST RESTRUCTURING – OPTION 1
Trust Restructuring Option 1
Distribute trust proceeds to U.S. beneficiaries immediately
•

One option is to simply distribute, via trust mechanism or by the trustee, the foreign trust income immediately upon death
of the grantor.

•

The distribution will be subject to current U.S. taxation, but will prevent the future accumulation of trust income and
throwback tax application.

U.S. Beneficiaries
Distribution
U.S. Trustee

Trust
(TBD Jurisdiction)
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TRUST RESTRUCTURING – OPTION 2
Trust Restructuring Option 2
Distribute trust proceeds to foreign beneficiaries first
•

A second option, if there are multiple beneficiaries in the trust, is to make all distributions first to foreign beneficiaries.

•

Assuming these distributions can successfully exhaust DNI and UNI, all subsequent distributions to U.S. beneficiaries will
consist of tax-free trust principal.

•

This option is contingent on the trust having foreign beneficiaries available.
o

Also important to understand facts and circumstances regarding trust income and terms of trust instrument.

Foreign
Beneficiaries
First
Distribution

U.S. Beneficiaries

Second
Distribution

U.S. Trustee

Trust
(TBD Jurisdiction)
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TRUST RESTRUCTURING – OPTION 3
Trust Restructuring Option 3
Create a new foreign trust
•

A third, albeit more complicated, option would be to create a new foreign trust.

•

Specifically, the foreign non-grantor trust can form a foreign sub-trust.
o

In principle, the transfer of trust income from the original trust to the sub-trust can, if effectuated properly, cleanse
the DNI/UNI taint prior to distributions.

o

It should be noted that individual tax and jurisdictional issues must be vetted to ensure successful structuring
without triggering adverse tax consequences (e.g., sub-trust’s trustee should afford the trustee absolute discretion
to distribute to multiple beneficiaries).

•

Useful in cases where no foreign beneficiaries exist

•

Absolute distribution discretion to trustee

•

Substance over form issue

Trustee

o

Must be a real modification

o

Cannot be a mirror trust

o

Change cannot be a charity

Trust
(TBD Jurisdiction)

Contribution of
Trust Assets
Sub-Trust
(TBD Jurisdiction)

Formation of
Sub-Trust
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TRUST RESTRUCTURING – OPTION 4
Trust Restructuring Option 4
Create a parallel U.S. trust structure
•

A final option would be to simply a create a parallel U.S. trust structure to serve the U.S. beneficiaries

•

The new U.S. trust could be a grantor or non-grantor trust

•

This could be accomplished by (for example):
o

Using U.S. grantor who makes the “controlling” decisions (control test)

o

Subjecting the trust to U.S. jurisdictions (court test)

o

Forming the trust in the United States (jurisdiction)

•

Once in place, the new structure will mitigate the DNI/UNI/throwback rules and allow a more tax efficient go-forward result

•

Subject to grantor/trustee/beneficiary dynamics re: ability to distribute assets

Foreign Beneficiaries
Only
(Post-Restructuring)

U.S. Beneficiaries Only
(Post-Restructuring)

Trustee

New Trustee

Trust

New Trust

(TBD Jurisdiction)

(TBD Jurisdiction)

Formation of
New Trust

Distribution of
Certain Trust Assets
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NON-U.S. PERSONS CONSIDERATION RELOCATION TO U.S.
Planning Considerations
•

Where a foreign person plans to enter the U.S. tax net, he/she should consider certain options for income or estate tax
purposes:
o

Sell Appreciated Assets
▪

Seek to avoid “bringing” appreciated assets into the United States, since capital gains will be realized on
future asset sales. If possible, sell appreciated marketable securities before entering the U.S.

o

Dispose of Foreign Corporations
▪

Dispose of all interests in foreign corporations that are closely held by U.S. persons or that have primarily
passive income. These will create additional “dry” taxable income and reporting requirements once held
within the U.S. tax net

o

Make Gifts to Non-U.S. Persons

▪

Make irrevocable gifts to non-U.S. persons directly or in the form of a trust that is not considered to be a U.S.
Grantor Trust. This will eliminate U.S. income taxes on future income earned by the gifted assets and will also
avoid later gift and estate taxes on future asset transfers

o

Make Gifts to U.S. Persons
▪

Make irrevocable gifts to U.S. persons and to long-term trusts for U.S. beneficiaries. A U.S. or a foreign trust
can be used, though a U.S. trust may be preferable if the U.S. beneficiaries anticipate receiving future
distributions. Such gifts in trust will avoid future gift, estate and generation-skipping transfer taxes.
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FOREIGN TRUST JURISDICTION CONSIDERATIONS
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FOREIGN TRUST JURISDICTIONS – GENERAL CONSIDERATIONS
General Considerations for Reducing U.S. Tax Exposure
•

Reduce and/or minimize contacts with the United States to avoid U.S. residency status for income or estate tax purposes.

•

Reduce an/or minimize taxable U.S. source income. Increase, as available, bond interest income due to its favorable tax
status and decrease as possible stock dividend and rental income.

•

Reduce and/or minimize U.S.-based assets to avoid estate tax. Maintain ownership in U.S. real estate, tangible property
located in the U.S. and shares of U.S. corporate stock through foreign corporations.
o

Note, however, U.S.-source income will continue to be taxed on these investments.
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FOREIGN TRUST JURISDICTIONS – CIVIL LAW
Civil Law Jurisdictions
•

Civil law jurisdictions differ from their common law counterparts in that they rely primarily on written statutes to govern, as
opposed to common law nations which utilize precedent case law.
o

This reliance on codified statute by civil law entities creates uncertainty due the evolution of trust planning. Many
times, no statutes exist to govern complex trust planning.

o

Accordingly, civil law jurisdictions are forced to wrestle with novel trust concepts without statutory precedent upon
which to rely.

o

This causes significant unpredictability in dispute resolution outcomes, which can often run counter to the wishes of
the trust creator. Such variability has led to the somewhat deserved perception that civil law jurisdictions are hostile
to trusts.

•

One major issue is recognition by civil law jurisdictions of the trust itself. Because trusts may not be grounded in statutes

certain civil law countries, courts there may not regard the trust instruments and will instead look exclusively to local law to
govern factual disputes. When trust terms conflict with local statute, they may be invalidated.
•

The Hague Convention of 1992 was introduced as an attempt to eliminate such inconsistencies by forcing civil law
jurisdictions to recognize trust and setting up a universal set of guidelines under which to govern disputes. However, to this
day, it has only been ratified by 14 nations and its overall effectiveness is open to debate. The view that civil law
jurisdictions pose additional legal challenges for trusts remains valid.

•

Civil law jurisdictions are generally not friendly to trusts (consider other options, i.e., foundations, etc.)
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FOREIGN TRUST JURISDICTIONS – BLACKLIST/HAVENS
Blacklist/Haven Jurisdictions
•

Another item to consider when forming a trust is whether to establish the trust in a tax favorable jurisdiction. Certain
jurisdictions have long been friendly to the establishment of trusts.
o

•

Jersey, Belize, Cook Islands, Nevis, Cayman, etc.

In addition to essentially nil tax rates, these nations provide significant legal creditor protections and privacy regulations.
o

The Cook Islands, for instance, do not recognize foreign judgments against the trust, forcing creditors to file in
country claims in order to simply penetrate the trust (to say nothing of the merits of the claim).

o

Nevis provides similar provisions, and further flexibilities to allow trusts to be combined, split, hold multiple asset
forms and exist indefinitely.

•

However, global perception remains powerful that such nations are havens for tax avoidance or evasion.

•

This perception naturally invites more scrutiny to the trust than may exist were it formed in other jurisdictions.
o

As of this writing, Cayman Islands have been designated as a blacklisted nation for tax purposes by the European
Union (“EU”). Cook Islands and Nevis remain named as “On Watch” to make the list, as several other international
warning lists.

o

Depending upon the goals of the trust and the level of acceptable risk to involved individuals, trust formation in
these haven jurisdictions should be carefully weighed.

•

Understand your risk tolerance for trust creation

36

FOREIGN TRUST JURISDICTIONS – EVOLUTION OF LAWS
Evolution of Laws
•

In the trust creation process, prudence should be exercised when considering whether the instrument relies on favorable
laws of a jurisdiction.

•

Where those laws change, the impact on the trust can be dramatic. Consider New Zealand as a cautionary example.

•

Under prior New Zealand rules, trusts enjoyed high levels of privacy and autonomy from scrutiny and regulation.

•

As of January 2021, the recently enacted Trusts Act takes effect to change this status.
o

Greatly increased reporting, both to its beneficiaries but also the government, will reduce both the privacy of the
parties and create new administrative hurdles for the trustees.

o

The expanded transparency is also expected to create additional future disputes in the trust arena, a consequence
the increased reporting to more parties.

o

For these reasons, most practitioners expect the number of instruments to utilize New Zealand as a trust

jurisdiction going forward will decline.
•

Stay up to date on your impacted jurisdictions
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FOREIGN TRUST JURISDICTIONS – MALTA PLANNING
Malta Planning
•

Under a given interpretation of the U.S. Malta Double Tax Treaty, U.S. individuals may establish, under U.S. tax principles,
a foreign grantor trust in Malta.
o

Malta treats this trust locally as a pension plan.

o

The initial contributions to the plan (e.g., cash, real estate, etc.) are tax-free from both a U.S. and Maltese
perspective.

o

Subsequent sales of appreciated property, because they are in a Maltese retirement account, are also not subject
to taxation.

o

Maltese rules allow for a tax-free lump-sum distribution of up to 30% of the proceeds of the account once the
beneficiary reaches the age of fifty (50).

o

Additional distributions can also be made free of tax four (4) years following the opening of the account, subject to

certain restrictions.
•

Because this planning relies on an interpretation of complex rules involving cross-border jurisdiction, such formations
should be undertaken with great care and professional tax/legal guidance is critical.

•

Exercise extraordinary care (i.e., counsel/tax advisors) when considering aggressive type tax planning
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IWTA is a boutique firm specializing
in income and estate tax matters
for international private clients,
families and private fund
administration.
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Tax Reporting: Foreign Trust Reporting Obligations
• Form 3520, Annual Return to Report Transactions with Foreign Trusts and
Receipt of Certain Foreign Gifts
• Form 3520-A, Annual Information Return of Foreign Trust With a U.S.
Owner
• Form 8938, Statement of Specified Foreign Financial Assets
• FinCEN Form 114, Report of Foreign Bank and Financial Accounts (FBAR)
• Form 4970, Tax on Accumulation Distribution of Trusts
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Tax Reporting: Form 3520
• Tax Reporting Obligations
• Form 3520, Annual Return to Report Transactions with Foreign Trusts and Receipt of
Certain Foreign Gifts
•

•
•
•

Purpose: Report distributions received by U.S. persons, amount of taxable DNI of U.S. beneficiaries, U.S.
ownership interests in foreign trusts, and U.S. persons in receipt of large foreign gifts from NRA individuals
or entities or a bequest from NRA estate
Who must file: U.S. persons in receipt of a distribution from a foreign trust, U.S. persons with an ownership
interest in a foreign trust, U.S. persons in receipt of a gift or inheritance from a NRA person or estate, and
U.S. persons who made a transfer of property to a foreign trust
When to file: The 15th day of the 4th month following the end of the U.S. person’s tax year, 6 month
extension granted with associated return
Penalties:
• IRC § 6677, the greater of $10,000 or 35% of the gross value of property transferred and not reported
or 35% of the value of distributions received and not reported; or the greater of $10,000 or 5% of the
value of trust assets treated as owned by the U.S. person
• IRC § 6039F, 5% (per month, 25% maximum) of the value of the assets received as a gift or bequest
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Tax Reporting: Form 3520-A
• Tax Reporting Obligations
• Form 3520-A, Annual Information Return of Foreign Trust With a U.S. Owner

• Purpose: To report information about the foreign trust, its beneficiaries, and U.S. persons
treated as owners of any portion of the foreign trust under the grantor trust rules of IRC
§§§§§§§§§ 671 through 679
• Who must file: U.S. persons treated as owners of any portion of the trust
• When to file:
• The 15th day of the 3rd month following the end of the U.S. person’s tax year
• An extension of 6 months can be obtained by filing Form 7004

• Penalties:

• IRC §§ 6048 and 6677, the greater of $10,000 or 5% of the gross value of property treated as
owned by the U.S. person for failure to file timely
• An additional penalty which is also the greater of $10,000 or 5% of the value of to the property
treated as owned by the U.S. person if all required information is not provided
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Tax Reporting: Form 8938
• Tax Reporting Obligations
• Form 8938, Statement of Specified Foreign Financial Assets

• Purpose: Report an interest in foreign financial assets if the total value of all foreign
financial assets exceeds certain thresholds. A U.S. person who is a beneficiary or treated
as an owner of a foreign trust must file Form 8938 and must indicate how many Forms
3520 are being filed on page 1, Part IV Excepted Specified Foreign Financial Assets.
• Who must file: U.S. treated as owners of any portion of the trust or a beneficiary of a
foreign trust or has a financial interest in other foreign financial assets and the total of
those assets exceeds certain thresholds
• When to file:
• Due with, and attached to, the related annual income tax return

• Penalties:

• IRC § 6038D $10,000 for failure to file timely or failure to file
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Tax Reporting: FBAR / Treasury FinCEN Form 114
• Tax Reporting Obligations
• FinCEN Form 114, Report of Foreign Bank and Financial Accounts (FBAR)

• Purpose: To report financial interest or other interest and signatory authority in foreign bank and
financial accounts. U.S. owners or foreign trusts and U.S. beneficiaries who receive more than
50% of the current year’s distributions of a foreign non-grantor trust are treated as having a
financial interest in the foreign trust’s foreign bank and financial accounts of the trust.
• Who must file: U.S. owners of foreign trusts, U.S. beneficiaries who received more than 50% of the
current year’s distributions (regardless of the treatment of the distribution) and U.S. persons who
have a financial and other interest or signature authority over foreign bank and financial
accounts whose highest combined value on any given day of the year exceeds $10,000.
• When to file: Due on the same date as the entity’s or individual’s income tax return
• Penalties: $10,000 per violation and a person who willfully fails to report required information to
a penalty of $100,000 or 50% of the value of each account
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Tax Reporting: Form 4970
• Tax Reporting Obligations
• Form 4970, Tax on Accumulation Distribution of Trusts

• Purpose: To determine the tax on accumulation distributions
• Who must file: U.S. persons who received a distribution of accumulated income (undistributed
net income) from a foreign trust and other beneficiaries of domestic trusts who received
accumulation distribution from certain trusts created be for March 1, 1984.
• When and Where
to file: Due with your individual income tax return and must be attached to show calculation of
accumulation tax
• Penalties: Failure to pay penalties will apply
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Tax Reporting: Foreign Grantor Trusts
• U.S. Taxation of Distributions Received (continued)

The distributions to U.S. persons from a foreign grantor trust which is
revocable are generally treated as gifts to U.S. persons from non-resident
aliens which are not taxable but maybe subject to reporting if they
exceed certain thresholds.
• IRC § 672(f)

• Revocable trusts under the rules of IRC § 677 are treated as grantor trusts and noted above,

and distributions from these trusts are treated as gifts from a non-resident alien (NRA) and
may be subject to reporting under the rules of IRC § 6093F

• Generally a foreign irrevocable trust with a non-resident alien (NRA) settlor(s) where the
settlor(s) and / or spouse(s) are the only distribution recipients is treated as a foreign grantor
trust as noted above
•

All income and expenses would be treated as the settlor’s and the settlor would be subject to income
tax on U.S. source income.
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Tax Reporting: Foreign Grantor Trusts
• U.S. Taxation of Distributions Received

The distributions to U.S. persons from a foreign grantor trust which is
revocable are generally treated as gifts to U.S. persons from nonresident aliens which are not taxable but maybe subject to
reporting if they exceed certain thresholds.
• IRC § 679

• Irrevocable trusts with U.S. settlor; and
• U.S. beneficiaries

• If U.S. persons have interest in underlying offshore company to which the trust is the owner, the
trust is treated as having U.S. beneficiaries

• Trust is treated as a foreign grantor trust
• The U.S. Settlor is treated as the owner of the income and expenses of the trust
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Tax Reporting: Foreign Gifts to U.S. Persons
Receipt large foreign gifts or bequests by a U.S. person is reportable event but not a taxable
event. Distributions from foreign revocable trusts are treated as foreign gifts.
• IRC § 6039F
• Reported on page 6 of Form 3520
• Reportable but not taxable

• The receipt of a gift from a foreign person or entity in excess of $100,000 or$15,797 from foreign
entities treated as gifts
• Purpose of reporting is ensure, amounts received as gifts are not disguised foreign trust distributions
subject to taxation

• Information required to be reported
•
•
•
•

Date(s) gifts or estate bequests received
Description or property received
Value of property received
If gift is from entity, then additional information regarding the entity will be required

• Penalty for failure to file or file timely
• $10,000
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Tax Reporting: Foreign Non-Grantor Trust
Beneficiaries

The distributions to U.S. beneficiaries from a foreign non-grantor trust are
subject to U.S. taxation in the following order; first to the extent of
distributable net income (if any), then un-distributable net income and
finally return of capital which is not taxable.
• Distributable Net Income

• IRC § 643(a) and (b)
• U.S. beneficiaries of a foreign non-grantor 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 Un-distributable Net Income (UNI)
• If there is UNI, the distribution in excess of the current year DNI is taxed as UNI; and
then principal after exhaustion of the UNI
• Distributions exceeding DNI and UNI (if any) are treated as distributions of principal
and are not taxable
• Capital gains are part of Foreign Non-grantor Trust DNI (IRC § 643(a)(6)(C)) and net
capital losses are only allowed to offset future capital gains
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Tax Reporting: Foreign Non-Grantor Trust
Beneficiaries

• Accumulated income (undistributed net income, “UNI”)
• Undistributed net income is the amount of DNI that was not distributed during the
current year, i.e., accumulated income.
•
•
•
•

IRC §§§§ 665 through 668
Taxed at the average of the highest individual income tax rate of U.S. taxpayer
No preferential tax treatment for capital gains
An interest charge will apply

• Use of foreign trust property

• IRC § 643(i)
• If a U.S. person, named beneficiary or not, uses property of the foreign trust the fair rental value
of such property is treated as a distribution to the U.S. person
• Example: Apartment / Condo (real property) owned by the Trust
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Tax Reporting: Foreign Non-Grantor Trust
Beneficiaries
• Loans from Trust to U.S. Beneficiaries

• Must meet the following criteria or the loan will be treated as a distribution
•
•
•
•
•
•

Written document
Expressed in USD
100% to 110% of FDR rates under IRC 7520
No more than 5-year term
Must be reported on Form 3520
Must agree to extend examination period / statute of limitations from 3 years to 6 years
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Tax Reporting: Foreign Non-Grantor Trust DNI
Example of DNI Calculation:
Income, Expenses and Distributions
• Interest income $100,000
• Nonqualified dividend income $25,000
• Net capital loss realized $125,000
• Other income $10,000
• Trustee administration fees $10,000**
• Accounting and legal fees $15,000*
• Investment advisory fees $50,000*
• Distributions $150,000
• There is no prior accumulated income (UNI)
NOTE: THE TAX CUTS AND JOBS ACT ENACTED (TCJA) DECEMBER 22, 2018 ELIMINATED MISC. ITEMIZED DEDUCTIONS*.
HOWEVER, IT IS UNCLEAR IF EXPENSES INCURRED SOLELY BECAUSE THE PROPERTY IS HELD IN TRUST WILL BE
ALLOWABLE**.
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Tax Reporting: Foreign Non-Grantor Trust DNI / UNI
Example of DNI and UNI Calculations:
Distributable Net Income and Undistributed Net Income
Interest income $100,000
Nonqualified dividend income $25,000
Net capital loss realized $0 (loss carried forward)
Other income $10,000
Gross Income $135,000
Less: Trustee administration fee $10,000
Distributable net income $125,000
Distributions $150,000 to one U.S. beneficiary
UNI (accumulated income) $0
NOTE: THE EXCESS DISTRIBUTION OF $25,000 WILL BE TREATED AS A DISTRIBUTION OF CAPITAL SINCE THERE IS NO UNI.
UNDER THE NEW TAX LAW (TCJA) FIDUCIARY / ACCOUNTING INCOME MAYBE LESS RELEVANT IN DETERMINING UNI.
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Tax Reporting: Foreign Non-Grantor Trust DNI / UNI
Example UNI Calculation:
Distributable Net Income and Undistributed Net Income
Interest income $100,000
Nonqualified dividend income $25,000
Net capital loss realized $0 (loss carried forward)
Other income $10,000
Gross Income $135,000
Less: Trustee administration fee $10,000
Distributable net income $125,000
Distributions $100,000 to one U.S. beneficiary
UNI (accumulated income) $25,000
NOTE: THERE IS UNI RESULTING FROM DISTRIBUTING LESS THAN THE TRUTS’S DNI.
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Tax Reporting: Foreign Non-Grantor Trust 65-day
Election

• 65-Day Distribution Election
• An election can be made to have distributions made within the first 65-days of the following
year be treated as prior year distributions to the extent of DNI
• U.S. Treasury Regulation 1.663(b)-2(a)
• This election can eliminate UNI (undistributed net income)
• Any amount of distribution(s) made within the first 65-days of the following year which is in
excess of DNI is treated as a distribution in the year it was actually made

Example:
DNI $100,000
Distributions from Jan 1 to Dec 31 $90,000
Distributions within the first 65-days of the following year $15,000
UNI is zero ($90,000 + 10,000 65-day distribution = DNI), remaining $5,000 is treated
as a distribution in the year actually made
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Tax Reporting: Foreign Non-Grantor Trust 65-day
Election
Example: 65-day Election Distribution
65-Day Election Distribution Tax Year 2018
• DNI $100,000
• Distributions from Jan 1 to Dec 31, 2018 $90,000
• Distributions within the first 65-days of the following year (2019) $15,000
• UNI is zero
• $90,000
• + 10,000 65-day distribution
• = DNI $100,000remaining

• Remaining $5,000 of the 65-day distribution is treated as a 2019 distribution of
distributable net income
NOTE: IF THERE IS NO 2019 DNI THE DISTRIBUTION WILL BE TREATED AS A DISTRIBUTION OF UNI (IF ANY, AND TO
THE EXTENT OF UNI) OR A DISTRIBUTION OF TRUST PRINCIPAL.
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Tax Reporting: Foreign Non-Grantor Trust UNI Tax
& Penalty
• Undistributed Net Income

Undistributed net income is the amount of DNI that was not
distributed during the current year or any amounts distributed
pursuant to a 65-day election, i.e., accumulated income.

• IRC §§§§ 665 through 668
• Accumulated income is taxed at the highest marginal income tax rate applicable to an
individual’s middle three years out of a five-year period and assesses an underpayment
penalty (i.e., interest charge) for the additional tax liability
• No preferential tax treatment for long-term capital gains
• An interest charge will apply
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Foreign Non-Grantor Trust Tax Planning
• Undistributed Net Income

The Throwback Rules seek to treat a beneficiary as having received the
income in the year in which it was earned by the trust. Thus penalizing
them for deferring income recognition.
• Methods to avoid and minimize the exposure to the Throwback Rules include:
•
•

•
•
•
•

Use of the 65-day election as discussed above
Form U.S. trust structure and distribute UNI into the U.S. trust structure which can then accumulate income
penalty free
Foreign discretionary sub-trust with U.S. and foreign beneficiaries
Ensure not to distribute in excess of current year DNI
Separate the UNI into another trust for the benefit of foreign beneficiaries
Use the “Default Method” of computing UNI tax and interest
• Model distributions to not exceed 125% of prior three distributions to avoid throwback tax and interest
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Foreign Non-Grantor Trust Domestication
NOTE: DOMESTICATING A FOREIGN TRUST
WITH UNI WILL NOT CLEANSE THE UNI FROM THE NEW TRUST.
ONCE A TRUST IS TAINTED WITH UNI AWAYS TAINTED.
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Additional Foreign Trust Structures
• Civil Law Foundation & Usufruct

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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Additional Foreign Trust Structures
• 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

• 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)
•
NOTE: THIS IS NOT THE SAME AS A U.S. PRIVATE FOUNDATION
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Additional Foreign Trust Structures
• 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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Other International Tax Forms
• Penalties

WARNING
For most of the international information
forms (those mentioned above) start at $10,000 per form
for late filing, failure-to-file, or incorrect
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Professional Profile
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 (W8BEN-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.
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