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IMPORTANT INFORMATION FOR THE LIVE PROGRAM
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 ext.1 (or 404-881-1141 ext. 1).
Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)
For Assistance During the Live Program:
-On the web, use the chat box at the bottom left of the screen

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

Tips for Optimal Quality

FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.
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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.

Basics

US tax classification of individuals
• US persons and non-US persons
• Citizens and residents (green card, substantial presence, election)

• Income tax residency versus transfer tax residency
• US persons are subject to US federal income tax on a worldwide basis
• Non-US persons are subject to US federal income tax on income from
US sources and income that is effectively connected with a US trade or
business
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Classification of trusts
• A trust is a US trust if:
• a court in the US is able to exercise primary supervision over the
administration of the trust; and
• one or more US persons have the authority to control all substantial
decisions of the trust
• All other trusts are non-US trusts
• 12-month grace period to correct inadvertent change of residency
• Residency for state income tax purposes
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Foreign US trust
• Yes, a foreign US trust is a real thing.

•

Domestic US Trust

Foreign US Trust

Governed by US law

Governed by US law

US Person controls all
Non-US Person controls
substantial
decisions
more
substantial
The result
is that generally
a of
foreignone
US or
trust
is treated
as a foreign
decisions of the trust.
person. the trust.
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Grantor versus non-grantor trust
• The grantor of a grantor trust is generally treated as the owner of the
trust's assets and the trust is disregarded
• A non-grantor trust is treated as a taxpayer separate from the grantor
• US non-grantor trusts are subject to US federal income tax generally
(with some modifications) as US person individuals
• Non-US non-grantor trusts are subject to US federal income tax
generally (with some modifications) as non-US person individuals,
however…
• Non-US non-grantor trusts with US beneficiaries are subject to
adverse throwback rules
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Grantor versus non-grantor trust
• Non-US person grantor
• Trust is a grantor trust only if the trust is (1) revocable or (2) the only
beneficiaries during the grantor's lifetime are the grantor and/or the
grantor's spouse
• After the grantor dies, the trust will become a nongrantor trust
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Grantor versus non-grantor trust
• US person grantors (and US beneficiaries)
• Grantor trust status determined under general rules of Code sections
671-679:
•

•
•
•
•

Certain reversionary or income interests, power to revoke, power to
control beneficial enjoyment, and certain administrative powers retained
by the grantor or a non-adverse party will cause the trust to be a grantor
trust
Persons other than a grantor who have a power to vest the income or
principal in themselves
Foreign trusts with US beneficiaries
5 year rule
All foreign trusts presumed to benefit US person unless prove otherwise
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Simple trust versus complex trust
• Simple Trust
•
•
•

A simple trust must distribute all its income currently
Generally, it cannot accumulate income, distribute out of corpus, or pay
money for charitable purposes
If a trust distributes corpus during a year, as in the year it terminates, the
trust becomes a complex trust for that year

• Complex Trust
•
•

A complex trust is any trust that does not meet the requirements for a simple
trust
Complex trusts may accumulate income, distribute amounts other than
current income and, make deductible payments for charitable purposes
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Dianne C. Mehany

Residency – is your non-US citizen actually a US resident?
•
Green card – does not matter whether “reside” in US or whether expired.
•
Substantial Presence test (IRC 7701(b)(3))
• Spends 183 days, or more, in the US in any year.
• Spends 183 days under the “multiplier” in a three year period.
• 31 days in current year.
• Count entire day in current year, 1/3 day in immediately preceding
year, 1/6 day in second preceding year.
• Day count
• Any portion of a day in the US counts.
• Transit time does not count.
• Illness after enter US and unable to return home does not count.
What if enter US for medical treatment?
15

Exceptions to the substantial presence test
• Exempt Individuals (7701(b)(5))
• Closer connection and foreign tax home (7701(b)(3)(B))
• Must be in the US less than 183 days during the current
year
• Must maintain a tax home in a foreign country
• Cannot have taken affirmative action to become a lawful
permanent U.S. resident
• Requirement to timely claim exception
• Treaty tie-breaker
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•

•

•

Generally, trust treated as taxable entity, but may pass through items of income
and deductions to beneficiaries
Domestic Trusts
• The worldwide income of a US trust is taxable
• US trust has the deductions and credits available to a US individual (plus no AGI
limit on charitable deductions). Also receives distribution deduction for
beneficiary distributions.
Foreign Trust
• Only US source income taxable in US. This includes FDAP, ECI, and FIRPTA.
(Interest under 871(h) and (i) excluded.)
• Foreign trust may only receive deductions to the extent they serve to offset ECI.
Also receives distribution deduction for beneficiary distributions.
17

•

Basically, trust taxed like an individual, with certain exceptions
• Basic exception is that trust allowed a deduction for certain distributions
it makes to beneficiaries.
• DNI (distributable net income) is a unique income tax concept.
• It functions as an accounting methodology by which worldwide
income and gains are carried out to U.S. beneficiaries.
• DNI not completely taxable to foreign beneficiaries. One must look
through to the character and source of income to determine taxability
for foreign beneficiaries.
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• DNI (distributable net income) is a unique income tax concept.
• Essentially fiduciary accounting income that is distributable to
beneficiaries, net of trust expenses and deductions.
• Fiduciary Accounting Income (Section 643(b)) is the amount of income
of the trust under the terms of the governing instrument and
applicable local law. Items of gross income constituting extraordinary
dividends or taxable stock dividends which the fiduciary, acting in good
faith, determines to be allocable to corpus under the terms of the
governing income and applicable local law shall not be considered
income.
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• US Trust DNI is taxable income plus tax exempt income; however, it
excludes capital gains and losses.
• Special rule for capital gains under 1.643(a)-3, if discretion permitted
by trust document. Treatment of distributions to foreign beneficiaries
in this case?
• Foreign trust DNI is taxable income including capital gains and losses.
• If Foreign trust distributes DNI to US beneficiary, the US beneficiary
must pay US tax on share of DNI that represents foreign source income
(even though foreign trust only remitted tax on portion of DNI that
was US source income).
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• To calculate DNI
• First identify items of gross income (by type)
• Apply deductions to specific gross income items
• Allocate DNI between beneficiaries
 Division depends on whether trust is simple or complex
o Simple = attribute ratably amongst beneficiary distributions,
regardless of whether foreign or domestic
o Complex = allocate according to the terms of the trust document
 Planning opportunity?
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•

Tier System
• Permits separate classes of beneficiaries
• Some receive mandatory distributions (typically all consisting of DNI)
• Some are discretionary beneficiaries
 If the amount of distribution required for Tier 1beneficiaries exceeds DNI,
then all DNI is allocated to the Tier 1 beneficiaries.
 If, however, there remains DNI after Tier 1 beneficiaries receive their full
distributions, the remaining DNI is allocated proportionately among the
Tier 2 beneficiaries, based upon the amount of trust property received
by each

22

 Benefit of tier system for foreign beneficiaries? To trust entity itself?
• Consider type of income generated by trust
 Treatment of capital gains deduction
• Consider type of assets distributed to beneficiaries
 Consequences of FIRPTA withholding
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•

Whereas US persons are expected to file Form 1040 to report distributions and
remit tax, foreign persons are not (unless requesting a refund).
• Trusts are required to withhold tax on DNI distributions to foreign beneficiaries;
therefore, the net distributable amount differs between US beneficiaries and
foreign beneficiaries
• Withhold on DNI, to the extent it represents
 FDAP income
 Distributions of ECI from publicly traded partnership
 Certain contingent payments
• Certain classes of income are exempt from 1441 withholding, but still
reportable on Form 1042-S
• Distributions of corpus not taxed (nor reported on Form 1042-S).
24

 Exemptions from Withholding
• Distributions of corpus not taxed (nor reported on Form 1042-S).
• Certain classes of income are exempt from 1441 withholding, but still
reportable on Form 1042-S
 Interest on bank deposits (to the extent not ECI)
 Accrued interest
 Interest income not taxable pursuant to 871(h)(1) and (2)
o Isidro Martin-Montis Trust
o Relatively new reporting requirements for trust
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Withholding

Withholding
• Withholding may be required when the fiduciary makes a distribution
from a complex trust or simple trust to a foreign beneficiary
• Tax is withheld when a distribution consist of income subject to
withholding (not principle)
• Tax must be withheld on payments of interest, dividends, and other fixed
or determinable annual or periodic (FDAP) US source income paid to
foreign persons
• The withholding rate is generally 30% on the gross distribution unless a
reduced treaty rate applies
• Fiduciary is required to have a valid withholding certificate for each
beneficiary

© 2018 Baker & McKenzie LLP
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Withholding – Documentation
• Foreign beneficiaries should provide the fiduciary with a valid
withholding certificate such as Form W-8BEN (if foreign individuals),
Form W-8BEN-E (if foreign entity), Form W-8IMY (if foreign
intermediary), etc.
• The fiduciary may rely information in the withholding certificate without
having to inquire into its accuracy unless he or she has actual
knowledge or reason to know that it is untrue
• The withholding certificate may be signed by a person authorized to sign
a declaration under penalties of perjury on behalf of the person whose
name is on the certificate
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Withholding – Presumptions
• There is a 90-day grace period where the fiduciary may treat the
beneficiary as a foreign person while waiting for a valid withholding
certificate if there is other evidence of foreign status
• Evidence of foreign status, at the beginning of the grace period, includes
• The address in the fiduciary’s file regarding the payee beneficiary is
in a foreign country
• The fiduciary has been provided the information contained in a
withholding certificate that the beneficiary is a foreign person but the
receipt of the information is in an invalid format or
• The fiduciary has a withholding certificate that is no longer reliable
other than because its validity period has expired
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Withholding – Simple trust
• A simple trust is required to withhold when a withholdable distribution of
DNI is made to the foreign beneficiary
• If not known at the time of the distribution, the fiduciary may make a
reasonable estimate of the portion of the distribution that constitutes
withholdable income and withhold on that amount
• If determined that tax was under withheld, the fiduciary can be held
liable for the under withheld amount
• No penalties are imposed for failure to withhold if the estimate was
reasonable and the trust pays the under withheld amount on or before
the Form 1042 due date
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Withholding – Simple trust
• When the trust pays the under withheld amount it will not be treated as
an additional distribution of income to the foreign beneficiary unless the
amount is income because of a contractual arrangement between the
fiduciary and beneficiary regarding the satisfaction of the beneficiary’s
tax liability
• If the simple trust is required to distribute to a foreign beneficiary but fails
to so in the current tax year it must withhold on the beneficiary’s
allocable share at the time the income is required to be reported on
Form 1042-S (without extension)
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Withholding – Complex trust
• A complex trust is required to withhold when a withholdable distribution
of DNI is made (or required to be made) to the foreign beneficiary
• The fiduciary may use the same procedure to estimate the income
amount subject to withholding as with a simple trust and is subject to the
same under withholding rules
• If the foreign beneficiary’s allocable share of income is not actually
distributed in the current year, the fiduciary must withhold on the foreign
beneficiary’s allocable share of DNI at the time the income is required to
be reported on Form 1042-S (without extension)
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Withholding – Fiduciary liability
• A fiduciary is indemnified against the claims and demands of any person
for the amount of any tax it deducts and withholds in accordance with
the law as long as the withholding is based on a reasonable belief that it
is required
• However, this indemnity does not relieve the fiduciary from its potential
tax liability
• Thus, the fiduciary can be personally liable for improper withholding
even if it reasonably believed that correct action was taken
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Withholding – Covered Expatriate
• Covered expatriate’s include former US citizens and long-term residents
as defined in 877A(g)
• Since 2008, upon expatriation or formal abandonment these individuals
were subject to an “Exit Tax”
• In the case of any direct or indirect distribution of property to a covered
expatriate from a nongrantor trust of which the covered expatriate was a
beneficiary on the day before the expatriation date, the trustee must
deduct and withhold from the distribution an amount equal to 30 percent
of the taxable portion of the distribution
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Withholding – Covered Expatriate
•

•
•

•

The term “taxable portion” means, with respect to any distribution, the portion of
the distribution that would have been includible in the covered expatriate's gross
income if the covered expatriate had continued to be subject to tax as a citizen
or resident of the US
The trustee is the person required to deduct and withhold the tax and is liable for
such tax
The covered expatriate must notify the trustee of his or her covered expatriate
status by submitting Form W-8CE to the trustee on the earlier of (1) the day prior
to the first distribution on or after the expatriation date or (2) 30 days after the
expatriation date
If the FMV of property distributed from a trust to a covered expatriate exceeds its
adjusted basis in the hands of the trust, gain must be recognized to the trust as if
such property had been sold to the covered expatriate at its fair market value
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Withholding – FIRPTA
• The disposition of a US real property interest by a foreign person is
subject to the Foreign Investment in Real Property Tax Act of 1980
(FIRPTA) income tax withholding
• A domestic trust or estate must withhold 21% of the amount distributed
to a foreign beneficiary from a “US real property interest account
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Treaty

US tax treaty
• The 30% withholding rate can reduced under certain provisions in US
tax treaties
• When a foreign beneficiary receives a reduced rate due to treaty benefit
a separate Form 1042-S must be prepared to report that rate
• A fiduciary uses the provided withholding certificate to determine the
beneficiary’s eligibility for a reduced rate under a treaty
• Although there may be identical provisions in certain US tax treaties
each treaty should be carefully interpreted in its own context
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US tax treaty – Eligibility
•
•
•

•

•

The tax benefits of a US tax treaty are generally available only to persons who
are residents of one or both of the contracting states
Residence is usually determined by reason of his or her domicile, residence, or
citizenship
All recent US treaties in force require that the limitation-on-benefits (LOB) article
(which prohibits residents of third countries from obtaining treaty benefits) be
satisfied
The fiduciary is required to analyze the facts and circumstances in each foreign
beneficiary’s case to determine if he or she is entitled to income tax treaty
benefits in his or her resident foreign country
Fiduciaries should give proper attention to measures available to eliminate or
reduce double taxation under the laws of each beneficiary’s jurisdiction and to
the terms of any tax treaty
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Reporting

Reporting – 1042-S
• The fiduciary is required to complete a separate Form 1042-S for each
withholding rate pool
• Refer to the “income codes” as listed in the instructions for Form 1042-S
for a listing of the separate withholding rate pools
• The Form 1042-S must be filed with the IRS on or before March 15 of
the year following the year income was paid
• A copy of the Form 1042-S must also be provided to the foreign
beneficiary no later than March 15
• An extension may be requested by filing Form 8809 which requires,
among other items, a statement of the reasons for requesting the
extension.
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Domestic US trust – CRS
• The United States does not participate in CRS
• However, in certain instances a fiduciary may be required to comply with
CRS reporting
• CRS has a look-through rule for managed by investment entities in nonparticipating jurisdictions
• For example, CRS may require the fiduciary of US trust that is making
investments offshore via its look-through rule
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Foreign US trust – CRS
• Fiduciary should classify which jurisdiction the trust qualifies for
purposes of CRS
• Seek advice from legal counsel in relevant jurisdiction to understand its
exposure to liability and obligations under CRS
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Foreign US trust – FATCA
• 30% withholding tax on US source interest, dividends, rents, salaries,
wages, gain from sale of assets generating such income – e.g. stocks
and bonds.
• Focus of FATCA on compliance by US individuals and cooperation from
Foreign Financial Institutions
• Anyone in the stream of payments is affected regardless of whether the
entity has US owners, US clients, or US investments
• Fiduciary should review its FATCA compliance obligations including due
diligence documentation and reporting obligations
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