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I. Residence and Classification
Rules for Foreign Trusts

What is a “Trust”?
• A trust is an arrangement by which trustees take title to property for the purpose of
protecting or conserving the property for the beneficiaries
• Generally written but under certain limited circumstances, a verbal arrangement may
be construed as an oral trust, provided local law recognizes oral trusts
• Title or name of the arrangement is not determinative
• Certain arrangements are not treated as trusts because they behave more as
business entities, i.e., a trust must not have a business purpose or “associates”
• Purpose must be 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 a business for profit
• Certain countries have structures that are similar to a trust
• Trust law is generally not part of civil law jurisdictions, but trend is changing, plus certain
civil law jurisdictions have similar arrangements, e.g., usufructs, proxies or nominees
© 2018 Greenberg Traurig, LLP
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US Taxation of a Trust
• US tax and reporting requirements vary depending on the tax residency
and classification of a trust
• US trust vs. foreign trust
• Grantor trust vs. nongrantor trust
• Similarly for beneficiaries, US tax and reporting requirements vary
depending on their tax residency and if they have certain powers in the
administration of the trust
• Generally, a trust is a US trust if (1) a court within the US is able to
exercise primary supervision over the administration of the trust (the
“court test”), and (2) one or more U.S. persons have the authority to
control all substantial decisions of the trust (the “control test”)
• All other trusts are foreign for US tax purposes
© 2018 Greenberg Traurig, LLP
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“Court Test”
• A trust will satisfy the “court test” if:
• (i) the court with primary supervision over the trust is within the 50 states or DC,
• (ii) the US court must be “able to exercise” its authority over the trust, AND
• (iii) the US court must have “primary supervision” over the trust
• Consideration must be given to all of the terms of the trust instrument
• If the trust instrument states that the trust is to be administered outside of the US,
the trust fails the “court test,” and it will be considered a foreign trust
• If the trust instrument is silent on where the trust is to be administered, it may be
considered administered in the US, unless the trust is subject to an automatic
migration provision (the “flee clause”)
• Several safe-harbor provisions for certain trusts to qualify as US trusts

© 2018 Greenberg Traurig, LLP
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“Control Test”
• A trust will satisfy the “control test” if all substantial decisions are controlled by
US persons (including US corporations)
• “Control” means “having the power, by vote or otherwise, to make all of the
substantial decisions of the trust, with no other person having the power to veto
any of the substantial decisions
• To determine whether U.S. persons have control, it is necessary to consider all
persons who have authority to make a substantial decision of the trust, not only
the trust fiduciaries
• In the event of an inadvertent change in any person that has the power to make
a substantial decision of the trust that would cause the residency of the trust to
change, the trust is allowed 12 months from the date of the change to make
necessary changes

© 2018 Greenberg Traurig, LLP
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“Control Test” (cont’d)
“Substantial decisions” include:
•
•
•
•
•
•
•
•
•

Whether and when to distribute income or corpus;
The amount of any distributions;
The selection of a beneficiary;
Whether a receipt is allocable to income or principal;
Whether to terminate the trust;
Whether to compromise, arbitrate, or abandon claims of the trust;
Whether to sue on behalf of the trust or to defend suits against the trust;
Whether to remove, add, or replace a trustee;
Whether to appoint a successor trustee to succeed a trustee who has died, resigned, or
otherwise ceased to act as a trustee, even if the power to make such a decision is not
accompanied by an unrestricted power to remove a trustee, unless the power to make
such a decision is limited such that it cannot be exercised in a manner that would change
the trust’s residency from foreign to domestic, or vice versa; and
• Investment decisions; if a US person hires an investment advisor, investment decisions
made by the advisor will be considered substantial decisions controlled by the US person
if the U.S. person can terminate the advisor’s investment powers at will
© 2018 Greenberg Traurig, LLP
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Taxation of Grantor Trusts
• A trust is a grantor trust for U.S. federal income tax
purposes when the grantor or another person is treated
as the owner of that trust’s assets because the grantor,
trustee or beneficiary has certain powers over the trust’s
income or corpus
• In the case of a grantor trust, all items of income,
deduction and credit of the trust are includable in the
grantor’s income as if the assets were owned by the
grantor personally
• Significant benefits to beneficiaries during the lifetime of
the grantor since only the grantor is subject to tax and
information reporting
© 2018 Greenberg Traurig, LLP
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Benefit of Foreign Grantor Trusts
Family
Members

NRA

grantor

beneficiaries

Foreign
Grantor
Trust
Creation of Trust: As a nonresident, NRA creates and funds a trust (“Trust”) classified as a grantor trust
- Trust is a foreign grantor trust with NRA as the grantor, i.e., NRA is treated as the taxpayer
- Trust can be created under U.S. or foreign law; even if foreign, the Trust can be brought onshore in the future
U.S. Tax Consequences:
Income taxes are deemed paid by NRA (even if he does not actually pay an income tax, i.e., on foreign income)
During NRA’s lifetime, distributions to Family Members (and other beneficiaries) are not subject to U.S. income tax in the recipient’s hands
Family Members and other beneficiaries receiving distributions should file a Form 3520 to report the distributions received. There should not be
attribution to the beneficiaries of ownership of companies and foreign accounts held by the Trust during NRA’s lifetime
NRA should consider taking the position that he/she is not domiciled in the U.S. to avoid worldwide estate and gift taxation
Post-death Planning:
- Trust will become a nongrantor trust at NRA’s demise
- Trust should be structured to step-up the basis in the assets of the Trust to fair market value at the time of NRA’s demise
- Consider resettling or decanting the Trust to U.S. law to avoid the throwback tax on future accumulations of income
- Consider additional planning to avoid attribution to the beneficiaries of companies owned by the Trust
© 2018 Greenberg Traurig, LLP

US Grantors: General Rules
• Generally, a trust is a grantor trust for purposes of U.S. taxes if it meets any one of the criteria set forth
under sections 673 through 679:
• Section 673, grantor has retained a more than 5 percent reversionary interest in the trust
property or income
• Section 674, grantor or a nonadverse party has power over the beneficial interests in the trust
• Section 675, administrative powers over the trust exist from which the grantor can, or does,
benefit
• Section 676, grantor or a nonadverse party has the power to revoke the trust or return the corpus
to the grantor
• Section 677, grantor or a nonadverse party has the power to distribute income to, or for the
benefit of, the grantor or the grantor’s spouse
• Section 678, a nongrantor trustee, beneficiary or third person has the power to vest the principal
or income for him/herself; or
• Section 679, a U.S. person transfers property to a foreign trust with a U.S. beneficiary
© 2018 Greenberg Traurig, LLP
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US Grantors: Section 679
• A foreign trust with a U.S. settlor or transferor may be treated as a grantor
trust with respect to the U.S. settlor or transferor
• Section 679 applies where (i) a U.S. person, (ii) makes a direct or indirect
transfer to the trust, and (ii) the trust is a foreign trust, and (iv) the trust has
or can have a U.S. beneficiary
• Applies to transfers in trust by certain foreign persons who later become
U.S. persons, i.e., if a nonresident alien individual directly or indirectly
transfers property to a foreign trust and thereafter becomes a resident
within five years after the transfer, such individual will be treated as if he or
she made the transfer on the residency starting date
• Also, if a nonresident alien spouse of a U.S. person transfers property to a
foreign trust in which, under applicable law, the U.S. spouse has a
community property interest, section 679 should apply to the U.S. spouse
to the extent of his or her one-half interest in the community property that
has been used to fund the trust
© 2018 Greenberg Traurig, LLP
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US Grantors: Section 679 (cont’d)
• There is a presumption that a foreign trust has a U.S. beneficiary in the case of
a direct or indirect transfer by a U.S. person
• Section 679 applies to both direct and indirect transfers to foreign trusts
• A U.S. person may be treated as indirectly transferring property to a foreign
trust if the U.S. person transfers property to another person (“intermediary”) and
the intermediary transfers property to a foreign trust, provided that the transfers
were part of a plan, the principal purpose of which is to avoid U.S. income tax
• Certain types of direct or indirect transfers are excluded for purposes of
applying section 679: (i) testamentary transfers; (ii) transfers for fair market
value, including transfers in exchange for qualified obligations; and (iii) transfers
to charitable or employee benefit trusts

© 2018 Greenberg Traurig, LLP
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Nonresident Grantors
• The rules for trusts with nonresident”) grantors differ significantly
• A trust with a nonresident grantor is treated as a grantor trust for purposes of
U.S. taxes only if it meets the test set forth in section 672(f)
• (i) the trust deed must provide that all payments of income or corpus of the
trust are payable to only the grantor or the grantor’s spouse during the
grantor’s lifetime, or
• (ii) the trust deed must provide that the grantor is otherwise able to revest
himself of all trust property at any time (e.g., trust is revocable or grantor
has a general power of appointment)
• A trust with a foreign grantor that would otherwise have been classified as a
“grantor trust” (i.e., because of powers or control retained by the grantor)
should be classified as a grantor trust only if one of the two factor is true

© 2018 Greenberg Traurig, LLP
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Identifying the Grantor
• The term “grantor” is not defined in the Code, but under regulations, the term
generally includes “any person to the extent such person either creates a trust,
or directly or indirectly makes a gratuitous transfer . . . . of property to a trust”
• If a person creates, or funds, a trust on behalf of another person, both persons
are treated as “grantors,” but only the person making the gratuitous transfer
should be treated as the “owner” of the trust for purposes of U.S. taxes
• A person who is reimbursed for a gratuitous transfer is not treated as an
“owner” but such person will be a nominal (“accommodation”) grantor
• e.g., if an attorney settles a trust for the benefit of a client and funds the
trust with $100 out of his own funds, but later receives a reimbursement for
such contribution, the attorney is a “grantor” who may have an obligation to
report the creation of the foreign trust and the transfer of funds to the trust
for purposes of section 6048, but the attorney is not treated as the “owner”
© 2018 Greenberg Traurig, LLP
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Identifying the Grantor (cont’d)
• A gratuitous transfer is “any transfer other than a transfer for fair market value”
• Whether the transfer is gratuitous is a question of fact, which must be resolved
by analyzing the terms of the trust instrument and related documents
• Transfers which are not gratuitous
• Sale at fair market value
• Qualified obligation (any obligation issued by the trust or by certain related
persons is disregarded, unless it is a qualified obligation)
• If a U.S. beneficiary of the trust is treated as indirectly transferring property to
the trust through a foreign intermediary, then such U.S. beneficiary will be
treated as the owner of the trust and the trust will be treated as a grantor trust
with respect to that beneficiary

© 2018 Greenberg Traurig, LLP
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Summary of Steps
• Step 1: Determine that an arrangement is a “trust”
• Step 2: Identify applicable law of the trust
• Step 3: Identify the “grantor,” i.e., follow the money (may
be different from the settlor), and his/her tax residency
• Step 4: Identify the beneficiaries and their tax residency
• Step 5: Identify the powers held by the grantor and if any
beneficiary has the power of withdraw
• Step 6: Identify the US tax and reporting obligations

© 2018 Greenberg Traurig, LLP
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V. Discussion of Current Issues
and Exposure (Attribution of
CFCs and PFICs)

Choice of Entity in Operating a Business
• When a business entity is created, a determination must be
made as to how the entity should be treated for U.S. income
tax purposes
• Some entities are treated as flow-throughs such that their
income, losses, and credits flow through to their owners and
are subject to tax at the owner level, whether or not actually
distributed
• Other entities, such as corporations (also known as
associations) are subject to income tax at the entity level
and then subsequently at the owner (shareholder) level
when income is actually distributed to the owner
© 2018 Greenberg Traurig, LLP
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US Anti-deferral Regimes
• Congress was concerned over deferral of taxes on certain types of income earned
offshore through use of foreign vehicles
• “Tax deferral” refers to the deferral of U.S. taxes on the foreign source income of a
CFC unless and until it is repatriated to a U.S. shareholder as a distribution
• Active income generally not targeted
• 2 primary regimes are CFCs and PFICs
• To prevent tax deferral, U.S. Shareholders of CFC are currently taxed on their pro rata
share of CFC’s subpart F (i.e., passive income, related-party business income, increase in
investments in U.S. properties)
• U.S. shareholders of PFICs are subject to a penal tax regime, unless certain elections are
made to recognize income on a current basis
• Form 5471 and Form 8621 filing requirements

© 2018 Greenberg Traurig, LLP
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Controlled Foreign Corporation (“CFC”)
• A CFC is a foreign corporation where U.S.
shareholders own, directly, indirectly or
constructively more than 50% of the stock by
vote or by value

U.S. Resident

U.S. Resident

Nonresident

• A “U.S. shareholder” is a term of art, i.e., U.S.
person with 10% or more of the vote or value
33.3%

33.3%

33.3%

• A U.S. shareholder pays ordinary income tax on
pro-rata share of subpart F income
• Subpart F income includes:
•

Portfolio income

•

Certain related party income, personal services
company income and investments in U.S. property

• Additional information reporting requirement

© 2018 Greenberg Traurig, LLP

UK PLC
(Limited liability)

UK Real
Property
(rental
income)
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CFC Ownership Rules, In General
• U.S. persons can have direct, indirect or constructive ownership—all count
towards the 10% and 50% tests
• But, only direct and indirect owners are currently taxed under subpart F
• Indirect ownership
• Indirect ownership where a U.S. person has an interest in a foreign
corporation, foreign partnership, foreign estate, or foreign trust that own
shares in a CFC
• Considered to own a proportionate share of the foreign entity’s shares
• Constructive ownership
• An individual is generally deemed to “constructively” own shares owned
directly or indirectly by or for that person's spouse, children, grandchildren
and parents
• However, stock owned by nonresident alien individuals (except foreign trust
and foreign estate) is not considered as owned by a U.S. resident

© 2018 Greenberg Traurig, LLP
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CFC Ownership Rules for Trusts
• Foreign grantor trust
• Stock owned (directly or indirectly) by or for a portion of a trust of
which a person is considered the owner under the grantor trust rules
is considered to be owned by such person

© 2018 Greenberg Traurig, LLP

26

CFC Ownership Rules for Trusts (cont’d)
• Foreign nongrantor trust
• A U.S. taxpayer has an interest in a foreign nongrantor trust that
owns shares in a foreign corporation, the taxpayer will be deemed
to "indirectly" own a proportionate share of the foreign trust's shares
in the foreign corporation

• Current income beneficiaries of mandatory income trust
treated as indirect owners
• Remainder beneficiaries ignored generally
• No clear guidance for discretionary trusts

© 2018 Greenberg Traurig, LLP
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CFC Ownership Rules for Trusts (cont’d)
• Rev. Rul. 62-155, beneficiary’s proportionate ownership determined with reference to his
or her actuarial interest in the trust
• Refers the factors and methods described in the estate tax regulations for
ascertaining the value of partial interests in a trust
• Under these regulations, it is assumed that the trustees are required to distribute
income and principal to specified individuals; however, there is nothing in these
regulations nor Rev. Rul. 62-155 which addresses the issue of a beneficiary of a
discretionary trust
• Determining “actuarial interest”
• Priv. Let. Rul. 9024076 recognized that where trustees have unrestricted discretion
over distributions, the trust’s beneficiaries do not have actuarial interests in the trust
• Thus, “facts and circumstances method”

© 2018 Greenberg Traurig, LLP
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CFC Ownership Rules for Trusts (cont’d)
• Factors considered:
• Patterns of distributions
• Appropriate mortality assumptions
• Trustee’s fiduciary duties
• Relationship among trustees and beneficiaries

• Must review the trust deed and related documents, as well
as history of trust distributions

© 2018 Greenberg Traurig, LLP
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Passive Foreign Investment Company (“PFIC”)
• A PFIC is any foreign corporation that has either:
•

75% or more of its gross income classified as “passive”, or

•

50% or more of its assets are passive or held for
production of passive income

•

Easy to be PFIC and certain types of foreign corporations
are more likely to be PFICs than others (foreign mutual
funds, corporations that own real estate, start-ups, etc.)

U.S. Resident

33.3%

Nonresident

33.3%

Nonresident

33.3%

• Dividends from PFICs are never qualified
• Default taxation is “excess distribution
regime,” unless taxpayer elects otherwise

UK PLC
(Limited liability)

• Qualified electing fund (QEF) election
• Mark-to-market election
• Additional information reporting requirement

© 2018 Greenberg Traurig, LLP

UK Real
Property
(rental
income)
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PFIC Ownership Rules for Trusts
• PFIC applies to U.S. taxpayers who directly or indirectly own shares of a PFIC
• Indirect ownership rules apply when a foreign trust owns the shares
• Shares in a PFIC owned by a trust will be considered as owned proportionately
by the beneficiaries of the trust
• The IRS issued regulations that, though they are in proposed form
• The regulations provide that indirect ownership depends on the facts and
circumstances in each case, with the substance rather that the form of
ownership controlling
• However, regulations do not address how to apply the proportionate
ownership rules to trust and their beneficiaries

© 2018 Greenberg Traurig, LLP
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V. Discussion of Current
Issues and Exposure (Impact
of Changes under Tax Reform)

Pre-2018 Tax Structure
• Nonresident (“NRA”) planning for the transfer of wealth to U.S. persons post could
establish a foreign grantor trust in which the primary asset of the trust would be
U.S. situs assets held through a foreign corporation (“FCo”)
• This structure effectively manages the U.S. income tax exposure of NRA by
limiting NRA’s income tax exposure to U.S. source or business income and
because the trust is a foreign grantor trust, any distributions received by other
trust beneficiaries during the grantor’s lifetime are non-taxable gifts
• FCo is foreign situs assets and thus allows for the avoidance of U.S. estate tax
upon the NRA’s death, and basis in the shares of FCo are stepped up to FMV
• At NRA’s death, FCo would file a “check the box” election to be treated as a
disregarded entity, effective after but within 30 days of NRA’s death. The CTB
election would result in a taxable liquidation for U.S. tax purposes, resulting in
basis step up in the assets of the FCo. The deemed liquidation within 30 days
after the grantor’s death also avoids CFC regime

© 2018 Greenberg Traurig, LLP
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Review of 2018 Tax Changes
Pre-Change Rules

Post-Change Rules

• A foreign corporation is a CFC if “U.S.
Shareholders” who each own (directly,
indirectly, or constructively) at least 10%
of the vote, collectively own more than
50% of the vote or value

• A foreign corporation is a CFC if “U.S.
Shareholders” who each own (directly,
indirectly or constructively) at least 10%
of the vote or value, collectively own
more than 50% of the vote or value of
the foreign corporation

• CFC status triggers annual reporting
and deemed dividend inclusion to the
extent of the CFC’s subpart F income
• But, there is no subpart F income
inclusion for U.S. Shareholders if a
foreign corporation was not a CFC for
an uninterrupted period of at least 30
days during its tax year

© 2018 Greenberg Traurig, LLP

• The 30-day rule has been eliminated
beginning after December 31, 2017.
Thus, if a foreign corporation is a CFC
for even one day, there could be
subpart F income inclusion for the U.S.
Shareholders
• May also impact attribution of CFC
interests to U.S. beneficiaries of
discretionary foreign trusts
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Potential New Structures
•

One possibility may be to separate U.S. and
foreign investments into separate holding
companies. For foreign investments, use pre2018 technique to avoid U.S. estate and postdeath CFC status for U.S. beneficiaries while
achieving basis step-up

•

For U.S. investments,
• Step One: CTB election to disregard C with
retroactive effective date before NRAgrantor’s death (75-day rule on CTB
effective date); and,
• Step Two: CTB elections to disregard A
and B to be effective at least one day after
NRA-grantor’s death

•

Result:
• Liquidation of C should be a taxable
transaction with basis step-up (A and B in
receipt of the liquidated assets will be
treated as amounts received in exchange
for their stock in C)
• Liquidations of A and B avoid CFC issues
for U.S. beneficiaries

•

Timing of CTB is CRUCIAL

FGT

FCo A

FCo B
50%
50%

FCo C
Holding U.S.
Investments
Post Death

A

B
FT

50%

50%

C
CTB

A

B

CTB

CTB

© 2018 Greenberg Traurig, LLP
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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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Case Study
Facts
• Cabal Trust (the “Trust”) was established on Jan 1, 2016 by a NRA F/B/O of a non-U.S. and
a U.S. beneficiary who are the children of the NRA and his first wife.
• The Trust was established under the law of Jersey Island (Channel Islands) with IWTAs
Trustees (Bahamas) Ltd. as Trustee.
• Foreign (non-grantor) trust
•

Does not meet both the court and control test

• The trust is heavily invested in U.S. assets because the investment committee established
under the governing trust documents believes the trust will derive a greater return on
investment with U.S. assets but does also wish to be diversified in order to meet the
“prudent investment rules” under Jersey law. As such, the following are the Trust’s
investments and related income.
41

Case Study
Facts (Continued)
• One non-personal use New York City (Upper East Side) condony
• Effectively connected income election made
• Rental income $200,000
• Annual maintenance $50,000
• Depreciation $25,000
• U.S. and non-U.S. portfolio investment income from U.S. and non-U.S. financial institutions
• Trust and beneficiaries are not residents of a treaty country
• U.S. investment income:
• portfolio interest income $125,000
• U.S. qualified dividends $150,000 (30% w/h, $50,000 Form 1042)
• Long-term capital gains (U.S. stocks) $300,000
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Case Study
Facts (Continued)
•

Foreign investment income:
• Interest income $250,000
• Dividend (non-qualified) income $125,000

• Direct investment in U.S. partnership owning health and fitness franchises
• Net operating income $200,000 (line 1, 1065 K-1)
• Trust Expenses
• Legal fees $15,000
• Accounting & tax preparation fees $25,000
• Trust administration fees $75,000
• Investment advisory fees $125,000
• Taxes $0
*Expenses directly related to U.S. and foreign source income not determinable.
Therefore expenses are allocated proportionately by gross income.
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Case Study
Facts (Continued)
• Distribution Deduction (Form 1040NR)
• $1,055,700 (foreign trust, includes capital gains)
• Same as distributable net income for foreign trusts pursuant to IRC 643(a)(6)
• Accounting income is only taken into account if the law under which the FNGT
was established does not contradict U.S. tax law
• Distributable Net Income (Form 3520)
• $1,055,700
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Case Study
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Form 104NR
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Form 104NR
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Form 104NR
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Form 104NR - Schedule E
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Form 104NR
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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, preimmigration 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.
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CASE STUDY FACTS
• Colleague calls in early February to determine if a 65 day
election under §663(b) and §1.663(b)-1 should be made and
how much should be distributed.
• When analyzing the trust, it is determined it is a foreign trust
from a United States perspective which held various
investments in the form of foreign partnerships, corporations
and disregarded entities.
• Further, some of the trust’s investments outright and through
these entities are foreign private equity and hedge funds.
July 25, 2019
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• Interestingly, until September 30, 2014, the trust was
a revocable trust as to the settlor who is a
nonresident alien for United States income and
transfer tax purposes.
• However, on September 30, 2014, the settlor died
leaving a class of beneficiaries.
• As the examples will delineate permutations of
beneficiary classes, we are being asked to present
possible compliance and planning thoughts.
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• However, before starting to consider beneficiary class
issues, we have been told the trust’s downstream entity
ownerships in most cases have a June 30th fiscal year
end.
• One of the trust’s wholly foreign corporations sold an old
passive asset at a gain the beginning of January 2016.
• However, most of the gain relates to before the
decedent’s passing.
•

The decedent’s estate and revocable trust have made a
§645 election to initially combine income tax filing. The
combined entity has a November 30th fiscal year end.
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• The lawyer and accountant for the main United States beneficiaries are
well respected and experienced regarding domestic trust and estate issues
but are novices as to international matters.
• However, when they were invited to a recent seminar, the speaker
discussed a throwback tax, they decided to reach out to find out if there is
any further issue they should consider.
• Viscerally, they feel the trust was settled offshore, income and
appreciation were offshore, foreign entities have offshore financial
accounts, so the matter is beyond the United States tax system.
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Beneficiary classes:
• Two unrelated beneficiaries, discretionary, one United States and the
other a United States nonresident alien
• Two beneficiaries – father and son, discretionary, one United States and
the other a United States nonresident alien
• Two unrelated beneficiaries, discretionary, both United States persons
• Two beneficiaries – father and son, discretionary, both United States
persons
• One United States person beneficiary
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Potential IRS Arguments to Consider
• Field Service Advice 199952014 (Release Date
December 30, 1999)
• Technical Advice Memorandum 200733024
(Release Date August 17, 2007)
• These two pronouncements took issue with
the facts and circumstances of past
distribution patterns under: Private Letter
Ruling 9024076 (Release Date March 21,
1990)
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FSA 199952014 (1/2)
• Note: Husband and wife were US citizen beneficiaries of a
foreign trust
• Applying §957(a) controlled foreign corporation (CFC)
definition rules, IRS felt §951(b) defining US shareholder
looks to §958(a)(2) for indirect (proportionate interest
under §1.958-1(c)(2)) and §958(b) for constructive
(including slightly modified §318(a)) ownership rules [Note
§318(a)(2)(B)].
• Further, the IRS felt §958(a)(2) [Note applied throughout
Subpart] does not address how to determine proportionate
interests but noted Revenue Ruling 62-155 applied
actuarial interests revoking Revenue Ruling 58-325.
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FSA 199952014 (2/2)

Private practice practitioners might look to
husband and wife (as an easy attribution group)
being (both) US citizens are a unique fact
pattern and not nearly indicative of how most
fact patterns need to be resolved.
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TAM 200733024 (1/3)
• In applying the §1297(a) income and asset tests defining a
passive foreign investment company (PFIC), although
§1297(c) does not apply constructive ownership rules
rather “direct and indirect”, §1298(a)(3) addresses indirect
ownership as proportionate for estates and trusts.
• Further, even though Proposed regulations were reserved
for estates and trusts indirect ownership, Marsman v
Commissioner, 205 F.2d 335 (4th Cir. 1953), aff’d, 216 F.2d 7
(1954), cert. denied, 348 U.S. 943 (1955), Pittway
Corporation v United States, 102 F.3d 932 (7th Cir. 1996) and
International MultiFoods Corporation and Affiliated
Companies v Commissioner, 108 T.C. 579 (1997) do not
prevent application of Congressional intent in Legislative
history and allows following clear statutory language.
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TAM 200733024 (2/3)
• While Proposed regulation §1.1291-3(e) preamble does not provide
explicit rules for a trust or estate (or beneficiary thereof) directly or
indirectly owning stock of a §1291 fund and actually Reserve
sections, since its language mirrors the statute, Treasury stated look
through rules should apply. [See Proposed regulation §1.12912(f)(2)(i) and (ii)(B)]
• Further, Treasury felt the Subpart F (as another anti-deferral
regime’s rules should be applied) with Treasury regulation §1.9581(c)(2) and its Example 3 should control.
• 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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TAM 200733024 (3/3)

Private practice practitioners might question
perceived jumps in applying mentioned cases,
jumping from PFIC to CFC/Subpart F and how
separate share rules can be inserted into the
discussion.
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• Read Moore’s February 2008 Journal of Taxation article
“Indirect Ownership of CFC and PFIC Shares by U.S.
Beneficiaries of Foreign Trusts” found at
http://files.mwe.com/info/pubs/jt0208.pdf
and
October 2013 for The American Law Institute partially
at
http://files.alicle.org/thumbs/datastorage/skoobesruoc/pdf/CV014_
chapter_08_thumb.pdf. Plus, check with the STEP
2012 International Estate Planning Conference.
• Question, is this an initial or fall back approach, and if
someone is expatriating or in an OVDP program, does
this change practitioner analysis?

S e c t i o n 9 6 5 ( h ) - T r a n s i t i o n Ta x o n
deferred foreign income as Subpart F
Income – Election to pay liability in
eight (8) installments.
The election must be made so the first installment payment will be made on the income tax return’s
due date “(determined without regard to any extension of time for filing the return)” pursuant to
§965(h)(2)
The actual election “shall be made not later than the due date for the return of tax for the taxable year”
pursuant to §965(h)(5)
The installment payment can result an in acceleration of payment of remaining installments upon
“failure to timely pay any installment required” [Note: inclusive of an improper calculation], “a
liquidation or sale of substantially all the assets of the taxpayer” as well as “a cessation of business by
the taxpayer, or any similar circumstance”.
There is an exception “to the sale of substantially all the assets of the taxpayer if such buyer enters
into an agreement with the Secretary under which the buyer is liable for the remaining installments …
as if such buyer were the taxpayer” pursuant to §965(h)(3)
Death is an acceleration event pursuant to §1.965-7(b)(3)
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S e c t i o n 9 6 5 ( h ) - T r a n s i t i o n Ta x
includes Section 958(a)(2)
attribution rules
Foreign trusts have §958(a)(2) attribution rules so the United States beneficiary
of foreign nongrantor trust may be deemed to own an interest in a controlled
foreign corporation (CFC), and if the foreign corporation has passive income,
the United States person may have informational reporting compliance, and
even more so, “phantom income” requiring income tax payments.
Can a better solution be found when the foreign trust is a grantor trust during
the nonresident, not a citizen of the United States settlor’s life or nongrantor
trust when the primary beneficiary is a nonresident not a citizen of the United
States?
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S e c t i o n 9 6 5 ( h ) - T r a n s i t i o n Ta x
includes Section 958(a)(2)
attribution rules
Foreign trusts have §958(a)(2) attribution rules so the United States beneficiary
of foreign nongrantor trust may be deemed to own an interest in a controlled
foreign corporation (CFC), and if the foreign corporation has passive income,
the United States person may have informational reporting compliance, and
even more so, “phantom income” requiring income tax payments.
Can a better solution be found when the foreign trust is a grantor trust during
the nonresident, not a citizen of the United States settlor’s life or nongrantor
trust when the primary beneficiary is a nonresident not a citizen of the United
States?
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TAX E FFECTIVE I DEAS FOR B USINESS
SALE/SUCCESSION PLANNING
(BY PERMISSION OF AUTHOR)

Presented by
Bradley Mainguy, JD, LLM
CohnReznick, LLP
Tysons Corner, Virginia
Bradley.Mainguy@CohnReznick.com
Http://www.CohnReznick.com
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Basic Rule: §965(a)
• In the case of the last taxable year of a “deferred foreign income corporation”
which begins before January 1, 2018, the subpart F of such foreign
corporation (as otherwise determined under §952) shall be increased by the
greater of
• The accumulated post-1986 deferred foreign income of such corporation @
November 2, 2017 or December 31, 2017
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Basic Rule: §965(a)
• Deferred Foreign Income Corporation means with respect to any United
States shareholder, any “Specified Foreign Corporation” of such United
States shareholder which has accumulated post- 1986 deferred foreign
income greater than zero
• Accumulated Post-1986 Deferred Foreign Income: post-1986 E&P,
except to the extent such E&P is ECI or PTI
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Basic Rule: §965(a)
• Any CFC and
• Any foreign corporation with respect to which one or
more domestic corporations is a U.S. shareholder
• For purposes of 951 and 961 this latter category of
specified foreign corporation shall be treated as a CFC
solely for purposes of taking into account the subpart F
income of such corporation under section 965
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Reduction for deficits in E&P:§965(b)
• U.S. shareholders may net E&P deficit of loss CFCs against post-1986
accumulated E&P of profit making CFCs
• Deficits from one basket (passive or general) can offset profits from another
basket. Also hovering deficits can reduce E&P of profit making CFCs
• Amounts by which the 951 inclusion was reduced by aggregate E&P deficits
are considered as amounts included in the gross income of the U.S.
shareholder for purposes of applying 959
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Participation exemption: §965(c)
• U.S. shareholders are allowed a deduction against the amount included in
gross income under 951(a)(1) by reason of section 965 in an amount such
that the rate of the U.S. federal income tax applicable to such income will
equal 15.5% for E&P attributable to its foreign cash position and 8% for the
remainder of its E&P
• All U.S. shareholders determine the deduction on the basis that they are
subject to the highest rate of tax under section 11, even if they are
individuals
• See discussion of 962 election below
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x E l e c t i o n
to be taxable as a corporation:§962
• Section 962 allows individual U.S. shareholders of CFCs to
elect to be taxed on their subpart F income at corporate rates
• Also applies to amounts subject to inclusion under 965
• Electing individuals may also claim indirect foreign tax credits
on such inclusions under section 960, which would otherwise
be unavailable
• Subsequent distribution of E&P to shareholders will be
included in taxable income, although a deduction will be
allowed for taxes paid under Section 962
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Participation exemption: §965(c)
• Need to prepare a consolidated balance sheet for all specified
foreign corporations that the U.S. shareholder has shares in
and the consolidated “aggregate foreign cash position” is
compared to the total consolidated assets and that percentage
is multiplied by the aggregate post-1986 accumulated E&P to
determine the amount taxable at 15.5%. The remainder is
taxed at 8%
• Aggregate foreign cash position is the higher of the amount
that existed @ November 2, 2017 or December 31, 2017
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Participation exemption: §965(c)
• The cash position of any specified foreign corporation is the
sum of:
• Cash
• net accounts receivable (A/R less A/P)
• FMV of marketable securities, commercial paper, foreign
currency, any obligation with a term of less than one year
and any asset determined to be economically equivalent by
the IRS
• Look through for interests in partnership and FDEs owned by
specified foreign corporations
• Anti Abuse rules apply
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x
Disallowance of FTC:§965(g)
• No credit will be allowed under Section 901 for the applicable
percentage of any taxes paid or accrued with respect to any
amount for which a deduction is allowed under section 965
• 0.771% - Non cash
• 0.557% - Cash
• No deduction allowed for any tax for which a FTC would have
been denied (965(g)(3))
• Section 78 is coordinated
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x E l e c t i o n
to pay in installments:§965(h)
• Each U.S. shareholder of a deferred foreign income
corporation may elect to pay the net tax liability under this
section in 8 installments
• 8% in each of years 1-5
• 15%, 20% and 25% in years 6-8
• The 1st shall be due with the date of the return for the 1st year
(without extensions)
• Triggering events apply such that all amounts will be due if
there is any failure to pay timely
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x S - C o r p
shareholder election to defer:§965(i)
• Each shareholder of an S corp, that is a U.S. shareholder of a
deferred foreign income corporation, may elect to defer
payment of such shareholder’s net tax liability under section
965 until the tax year in which a triggering event occurs
• The tax shall be assessed on the return of tax as an
addition to tax in the shareholder’s taxable year that
includes the triggering event
• Election must be made on 2017 tax return for calendar
year U.S. shareholders of S corps in a manner prescribed
by the Secretary
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x S - C o r p
shareholder election to defer:§965(i)
Triggering Events
• The S corporation ceases to be an S corporation
• A liquidity or sale of substantially all the assets (including a title
11 or similar case), a cessation of business by such S
corporation, such S Corporation ceases to exist or any similar
circumstance
• A transfer of any share of stock of such S corporation
(including by reason of death)
• Pro rata triggering occurs on partial disposition
• Possible for the transferee to assume liability if agreed with
IRS (see 965 (i)(2)(C))
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x S - C o r p
shareholder election to defer:§965(i)
• Once the triggering event occurs, the S corporation
shareholder may elect to pay in installments
• Same installment rules as for other U.S. shareholder
• Election must not be later than the due date for the return
for the year of the triggering event
• Tax due on 1st due date (w/o extensions)
 If the shareholder elects deferral, the S corporation will be
jointly and severally liable for tax and penalties
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S e c t i o n 9 6 5 T r a n s i t i o n Ta x S - C o r p
shareholder election to defer:§965(i)
• SOL is extended until triggering event
• The shareholder that elects to defer until a triggering event
shall report the amount of the deferred tax liability on that
return and all subsequent returns until the tax is fully paid
• 5% penalty for non-reporting (on full tax due)
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