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General Disclaimer: This discussion is not all encompassing as to the various U.S. tax issues

associated with foreign trusts and the settlors or beneficiaries thereof. The intention of this

discussion is to provide a basic and general discussion as to specific common issues which

arise in planning for foreign trusts and multi-jurisdictional family members (including U.S.

persons). You should not, and cannot, rely upon this discussion as U.S. tax advice. If there

are any U.S. tax concerns in relation to a specific inquiry relating to the U.S. tax treatment of

foreign trusts, please contact or engage appropriate U.S. tax counsel to advise accordingly.

.
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Case Study 1:

The Foreign Grantor Trust

BVI Trust

• Revocable trust with a non-U.S. person settlor.

• BVI trust company as trustee.

• The trust is governed by, and administered under, the

laws of the BVI.

• The trust is for the primary benefit of the settlor with

the settlor having the right to direct income (to the

settlor or others).

• There are also U.S. and non-U.S. person remainder

beneficiaries upon the settlor’s death.
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Case Study 1:

The Foreign Grantor Trust

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.
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U.S. Income Tax Considerations

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust
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Why is it a “foreign” trust for U.S. tax purposes?

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Because it is not a “domestic” trust. To be a

“domestic” trust, the trust must satisfy both the

“court test” and the “control test.”
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Court Test

A U.S. court must be able to exercise primary jurisdiction over
the trust, i.e., the authority to determine substantially all issues
regarding trust administration.

Consider Case Study 1: The trust is subject to, and
administered under, the laws of the British Virgin Islands. In
Case Study 1, the “court test” is not satisfied.

See Reg §301.7701-7
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Control Test

One or more U.S. persons have the power to control all
“substantial decisions” of the trust.

Consider Case Study 1: A non-U.S. person settlor has the
power to revoke the trust and a non-U.S. person is serving as
trustee. In Case Study 1, U.S. persons do not control all
“substantial decisions”.

See Reg §301.7701-7
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Use the same facts as Case Study 1 except that the

trust is a State of Florida revocable trust structure

where the trust is governed by, and administered

under, the laws of the State of Florida.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

Florida 

Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust



Slide 11

The trust is a foreign grantor trust despite the

governing law and administration being that of and

in the State of Florida.

The “control” test is not satisfied as a result of the

fact that U.S. persons do not have the power to

control all “substantial decisions” of the trust. The

trust is subject to a revocation power in the hands of

a non-U.S. person.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

Florida 

Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust
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Other more common “substantial decisions” to

consider:

• 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.

• Trustee removal and appointment powers when

held by the same party. What if a non-U.S.

person holds the power to appoint without the

corresponding power to remove and is limited to

appointing a U.S. person trustee?

• Investment decisions; however, if a U.S. person

hires an investment advisor for the trust,

investment decisions made by the investment

advisor will be considered substantial decisions

controlled by the U.S. person if the U.S. person

can terminate the investment advisor’s power at

will.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

Florida 

Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

See Reg §301.7701-7
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What is a grantor trust for U.S. income tax

purposes?

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

The grantor trust rules are used to determine who is

the owner of all or a portion of the trust for U.S.

income tax purposes. Generally, the tax attributes

(e.g., income, deductions, expenses and credits) are

attributable to the “owner.”

See Code §§ 671 - 679
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Why is this trust a grantor trust for U.S. tax

purposes?

A foreign grantor will be deemed the owner of

property transferred to a trust if: (a) the foreign

grantor retains the power to revoke the trust; or (b)

the only distributions made from the trust during the

grantor’s life are to the grantor or the grantor’s

spouse. Our scenario deals with (a), the power to

revoke the trust.

See Code § 672(f)
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Drafting tip in relation to the power to revoke…

Most revocable trust documents contain a standard revocation
clause that allows the settlor to revoke the trust upon giving a
written instruction to the trustee.

What happens to the revocation power in the event the settlor is
under a disability or incapacity? Does the revocation power
cease temporarily? If the revocation power ceases, does the
trust become a foreign nongrantor trust? If the trust becomes a
foreign nongrantor trust, the U.S. “tax clock” begins to tick at
which time many advantages could be lost in respect of U.S.
person beneficiaries and many complications will arise.
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Drafting tip in relation to the power to revoke…

Consider drafting for incapacity in order to present stronger
arguments that grantor trust status continues during the
disability or incapacity of the settlor.

The applicable Regulations indicate that the power to revest
(i.e., revoke) can be exercisable solely by the grantor (or, in the
event of the grantor's incapacity, by a guardian or other person
who has unrestricted authority to exercise such power on the
grantor’s behalf) without the approval or consent of any other
person.

Who can serve as the “other person” for this purpose? How
about a trustee, power of attorney or other authorized
individual?

See Reg §1.672(f)-3(a)
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Practical tip in relation to foreign grantor trusts which are jointly 

settled by husband and wife…

In a jointly settled revocable trust, the revocation power
generally remains exercisable by the surviving spouse upon the
death of the first settlor.

Due to a technical U.S. tax rule, the trust could arguably be
grantor as to one-half (the surviving spouse’s half) and
nongrantor as to the remaining one-half (the deceased spouse’s
half).



Slide 18

Practical tip in relation to foreign grantor trusts which are jointly 

settled by husband and wife…

Consideration should be given to having the surviving spouse
settle a new revocable trust upon the death of the first spouse or
consideration should be given to distributing the shares of the
underlying corporation to the surviving spouse so that the
surviving spouse can then recontribute the shares back to the
same trust. Actual stock powers, share certificates and updated
registries should be used to effectuate the transfers out of and
back into the trust.
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So we know that the settlor is treated as the

owner for U.S. tax purposes….

What if distributions are made to U.S. person

beneficiaries during the lifetime of the settlor,

while the settlor is not disabled (or incapacitated)

and the trust still remains revocable?

Subject to certain points discussed in the slides

that follow, any such distribution should be

considered a gift from the settlor and not taxed

as a distribution from a foreign trust.
Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust
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Is there a difference if the physical distribution

comes from the foreign grantor trust or the

underlying non-U.S. corporation?

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust
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CAUTION as a result of the rules relating to the

recharacterization of purported gifts…

• …if a United States donee directly or indirectly

receives a purported gift or bequest from any

foreign corporation, the purported gift or bequest

must be included in the United States donee’s

gross income as if it were a distribution from the

foreign corporation…

• …the United States donee is not treated as

having basis in the stock of the foreign

corporation…Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

See Reg §1.672(f)-4
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Preferred method for distribution

to the U.S. person beneficiary.

Use a non-U.S. cash account in

the name of the trust.

Method should be avoided as a

result of the recharacterization

rules.
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

The rules relating to the recharacterzation of

purported gifts is a presumption. There are

exceptions, and one common exception to note

is as follows:

The recharacterization will not occur if, in the

non-U.S. person’s country of residence and for

purposes of that country’s tax laws, said

person treats and reports the purported gift or

bequest as a distribution to himself or herself

followed by a subsequent gift or bequest to the

U.S. person donee. The burden is on the U.S.

person donee to prove that this was done.

See Reg §1.672(f)-4
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

The U.S. person beneficiary will use Form

3520 to report the distribution from the foreign

grantor trust.
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Some important notes to consider in relation to

Form 3520:

• On the next few slides, notice the

difference between the information

required in relation to reporting a

distribution from a foreign grantor trust

versus the information needed to report a

gift from a non-U.S. person.

• Notice the line of questioning on Form

3520 in relation to distributions from

foreign corporations (and foreign

partnerships).
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U.S. Gift Tax Considerations

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Assuming the distribution is treated as a gift

from the non-U.S. person settlor, if the gift is

considered a transfer of anything other than

U.S. tangible property, the transfer should be

free from the U.S. gift tax.

See Code § 2511 and applicable Regs.
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Examples of U.S. tangible property:

• U.S. real estate.

• U.S. situated cars, boats and artwork.

• Cash on deposit at a U.S. bank?

Examples of transfers which should not be

subject to the U.S. gift tax:

• Non-U.S. real estate.

• Non-U.S. tangible personal property.

• Cash on deposit at a non-U.S. bank.

• Non-U.S. intangible property (e.g., stock of

a BVI corporation).

• U.S. intangible property (e.g., stock of a

U.S. corporation).
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Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

Consider the fact that a U.S. person donee is

required to file a Form 3520 when the value of

the gift from a non-U.S. person is more than

$100,000 (certain related party aggregation

rules need to be considered in relation to this

amount).

Compare this to the requirement of needing to

file Form 3520 in relation to a distribution

from a foreign trust regardless of the amount

of the distribution (even if $1). Again,

consider the differences in information to be

reported on Form 3520 when comparing a gift

from a non-U.S. person versus a distribution

from a foreign trust.
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U.S. Estate Tax Considerations

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust
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Use of a non-U.S. corporation should

shield underlying U.S. situs assets from the

U.S. estate tax.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 1:

The Foreign Grantor Trust

See Code §§ 2103, 2014 and 2015 and the applicable Regs.
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Case Study 2:

The Foreign Nongrantor Trust

BVI Trust

Same trust as Case Study 1, but the settlor has now died,

and per the terms of the agreement, the trust is now

irrevocable. The trust is now a foreign nongrantor trust for

U.S. tax purposes.
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U.S. Income Tax Considerations

Upon conversion from foreign grantor trust to

foreign nongrantor trust, the U.S. “tax clock”

begins to tick….

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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A foreign nongrantor trust may create

unfavorable tax results and issues for the U.S.

person beneficiary.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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• A foreign nongrantor trust is subject to U.S.

income tax in a manner similar to a non-

resident individual.

• A foreign nongrantor trust will only be

subject to U.S. income tax on its: (1) non-

exempt “passive” income from U.S. sources

(e.g., dividends from U.S. corporations,

interest payments received from certain U.S.

persons, rents from U.S. real estate, etc.);

and (2) income effectively connected with

the conduct of a U.S. trade or business

(including U.S. real estate gains).

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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A U.S. person beneficiary is subject to U.S.

income tax on the income of the trust to the

extent such beneficiary receives distributions of

such trust’s current income or gains, or has an

unconditional right to receive a distribution of

such income or gains, but only to the extent of

such trust’s worldwide “distributable net

income” or “DNI”.

The trust gets a corresponding deduction for

DNI distributed to avoid potential double

taxation.
Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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DNI is a concept somewhat similar to taxable

income (determined under U.S. income tax

accounting principles), with certain

adjustments.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code § 643 and the applicable Regs.
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In the case of a foreign nongrantor trust, net

capital gains are included in DNI, even if

allocable to trust principal under local law or

the terms of the trust agreement.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code § 643 and the applicable Regs.
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If the trust accumulates any income (including

capital gains) instead of distributing them

annually (i.e., “undistributed net income” or

“UNI”):

• capital gains and other classes of income are

reclassified as “ordinary income” (thus

losing potential U.S. tax benefits otherwise

afforded to such classes, such as the

treatment of long-term capital gains).

• When a U.S. person beneficiary receives a

distribution of accumulated income or gains

from prior years (an “Accumulation

Distribution”), such beneficiary is subject to

a special tax and to a varying interest

charge.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code §§ 665, 666, 667 and 668 and the applicable Regs.
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Additionally, because of certain attribution

rules under the Internal Revenue Code, the

shares of the non-U.S. corporation will be

attributable to the U.S. person beneficiaries for

U.S. tax purposes. In this regard, one has to be

cautious of the U.S. anti-deferral tax regimes

(the “controlled foreign corporation” or “CFC”

regime and the “passive foreign investment

company” or “PFIC” regime).

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code §§ 951-962, 964.  See Code §§ 1291, 1293-1298.  
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A good solution to the anti-deferral regime

issue is to get rid of the non-U.S. corporation

solely for U.S. tax purposes. How? Form 8832

should be utilized to make the so-called

“check-the-box” election.Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Regs.§ 301.7701-3.
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The consequences of making the “check-the-

box” election is a deemed liquidation of the

non-U.S. corporation for U.S. tax purposes.

The liquidation is deemed to occur at the end of

the day of the date immediately prior to the

“effective date” of the check-the-box election.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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What happens if the effective date of the check-

the-box election is the actual date of death?

What about the date after the date of death?

What about two days after?

CAUTION as to causing U.S. situs assets to be

included in the U.S. gross estate, and, thus,

subject to the U.S. estate tax.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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How soon do we have to file the Form 8832 to

make the check-the-box election?

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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As noted, the effect of making the check-the-box

election is a deemed liquidation.

If the trust agreement is not properly worded, a

capital gain could be triggered when making the

check-the-box election, and such capital gain will

be considered DNI.

Consider the following example….

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Settlor initially funds non-U.S. corporation with

$1 Million, and said cash is used to purchase the

initial assets held in the portfolios. At the date of

the Settlor’s death, the fair market value of the

portfolios, and, thus, the fair market value of the

non-U.S. corporation is $1.5 Million.

If the trust does not receive a “step-up” in basis

as to the trust’s ownership of the shares of stock

in the non-U.S. corporation, then, upon making

the check-the-box election (a deemed liquidation

in which there is a deemed sale or exchange), the

transaction will generate a $500,000 capital gain.

Said capital gain will be included in DNI. If the

trust received a “step-up” in basis, there would

be no gain to the trust upon making the check-

the-box election.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Remember, if any such gain was accumulated

and not paid out in the year earned, said gain

would be taxed as ordinary income when it did

come out and would otherwise be considered an

Accumulation Distribution subject to the

throwback tax and related interest charge.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Drafting tip in relation to the “step-up” in basis…

Generally, the tax basis or tax cost of property in the hands of a

person acquiring property from a decedent will be the fair market

value of the property at the date of the decedent’s death. This “step-

up” in basis can be quite beneficial as it basically nullifies the

appreciation that remains unrealized at the time of the decedent’s

death without a corresponding income tax consequence.

Said “step-up” in basis is only beneficial to the extent there was

appreciation at the date of death. Consideration should be given as to

what can occur if the value of the assets at the date of death are less

than the tax basis or tax cost.
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Drafting tip in relation to the “step-up” in basis…

In a situation such as Case Study 1 (now Case Study 2), the basis

adjustment would only be available if one of the following is

satisfied:

• The property is transferred by the decedent during lifetime in trust

to pay the income for life, to, or, on the order or direction of the

decedent, with the right reserved to the decedent at all times

before his death to revoke the trust.

• The property is transferred by the decedent during lifetime in trust

to pay the income for life, to, or, on the order or direction of the

decedent, with the right reserved to the decedent at all times

before his death to make any change in the enjoyment thereof

through the exercise of a power to alter, amend, or terminate the

trust.

See Code § 1014.
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Drafting tip in relation to the “step-up” in basis…

In a situation such as Case Study 1 (now Case Study 2), the settlor

will have either the right to revoke or the right to alter, amend, (i.e.,

modify) or terminate (and possibly will have the right to exercise all

such powers).
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Drafting tip in relation to the “step-up” in basis…

What about the “income interest”? The applicable Internal Revenue

Code Section says the trust must “pay the income for life, to, or, on

the order or direction of the decedent.”
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Drafting tip in relation to the “step-up” in basis…

Try to draft so that the settlor has the right to direct the payment of

income to the settlor or others until the date of death.

What happens in the event of the settlor’s incapacity or disability

when the settlor can no longer direct the payment of income?



Slide 59

Drafting tip in relation to the “step-up” in basis…

Consider a clause that requires the trustee to distribute income to or

for the benefit of the settlor in the event of incapacity or disability.

The “magic” wording will be there for U.S. tax purposes but for

practical purposes does it really matter?

What is “income” to the trust? Dividends from the underlying non-

U.S. corporation that would not be declared unless the funds were

needed.

Everybody wins….
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Recap of where we are:

• The settlor has died and trust is a foreign

nongrantor trust.

• A Form 8832 has been filed so as to liquidate

the non-U.S. corporation (i.e., BVI Co.) for

U.S. tax purposes.

• Going forward, there is no need to worry

about anti-deferral regimes in relation to BVI

Co. It will still exist for all purposes other

than U.S. tax purposes. What about non-U.S.

portfolio investments such as foreign hedge

funds or foreign mutual funds? Are there

PFIC issues?

• Upon the deemed liquidation, we want to

draft the trust so that no capital gain is

included in DNI when the check-the-box

election is made.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Interest income, dividends, gains, etc. generated

in the portfolios will now be considered as

earned directly by the trust and will be included

in DNI.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Some common ways to deal with the DNI

generated on annual basis:

• Distribute current year income and gains on

an annual basis (to the U.S. person

beneficiary or to a domestic sub-trust

benefiting the beneficiary).

• Use the “FAI limitation” rule.

• Consider non-income generating products

such as special life insurance products.

• Consider tax-exempt income.

• Consider an actual trust domestication.

• Use a charitable remainder trust.

• Planning for Internal Revenue Code Section

645.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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It is virtually impossible to know the DNI of any

given year by December 31st of that year. So

how to we know the exact amount of DNI to deal

with by year-end?

The solution lies in the so-called “65-day rule.”

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code § 663(b).
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If within the first 65 days of any taxable year of

an estate or a trust, an amount is properly paid or

credited, such amount shall be considered paid or

credited on the last day of the preceding taxable

year. This rule only applies if the fiduciary

makes the proper election.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Another option in planning for DNI is to

consider drafting for specific gifts in no more

than three installments.

Special rules exist which are designed to allow

U.S. income tax-free distributions even in the

case where the trust has DNI or UNI which if

distributed would be taxable to the U.S. person

beneficiaries.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Three payment rule…

This rule applies to “[a]ny amount which, under

the terms of the governing instrument, is

properly paid or credited as a gift or bequest of a

specific sum of money or of specific property

and which is paid or credited all at once or in not

more than 3 installments.” Distributions that

meet these conditions are tax-free to the U.S.

person beneficiary.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code§ 663(a)(1).
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It is important to note that DNI is distributable

“net” income, and, thus, expenses can be utilized.

Expenses can be “direct” and “indirect” and the

fiduciary has certain discretion to allocate

indirect expenses to various classes of income.

In this regard, consideration should be given to

allocating indirect expenses to classes of income

which carry a higher rate of U.S. income tax.

Tax exempt income requires a prorata allocation

of expenses.
Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Regs.§ 1.652(b)-3.
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It is very common to see a discretionary trust

drafted in a manner that allows the trustee to

distribute to any one or more of the beneficiaries

in the trustee’s discretion.

How does such a discretionary pool of

beneficiaries impact the computation of DNI? If

there are U.S. and non-U.S. person beneficiaries,

complications could arise. Consider utilizing

separate shares created for the benefit of each

such beneficiary.Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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For the sole purpose of determining the amount

of DNI, in the case of a single trust having more

than one beneficiary, substantially separate and

independent shares of different beneficiaries in

the trust shall be treated as separate trusts.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust

See Code§ 663(c).
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U.S. Estate Tax Considerations

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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U.S. Estate Tax Considerations

• A properly drafted discretionary trust should

keep the assets out of the U.S. person

beneficiary’s U.S. gross estate for U.S.

estate tax purposes.

• A properly drafted discretionary trust should

also afford general creditor protection.

• Avoid giving a general powers of

appointment (“GPOA”) wherein the U.S.

person beneficiary can appoint to anyone

including himself, herself or his or her estate

or creditors.Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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Drafting tip in relation to avoiding 

general powers of appointment…

Many trust documents contain a standard power allowing one
or more parties to remove and appoint trustees. Many times
this power is given to beneficiaries. What if there is no
limitation on who the beneficiary can appoint? What if the
beneficiary could appoint himself or herself?

If a U.S. person beneficiary has the power to remove and
appoint trustees, the trust document should provide that any
such trustee shall be a trustee that is not “related or
subordinate” to the beneficiary within the meaning of Code §
672(c).
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Drafting tip in relation to avoiding 

general powers of appointment…

If a beneficiary is able to serve as trustee, make sure there is a
clause therein prohibiting the beneficiary from exercising
certain powers that would be considered a GPOA (e.g., prohibit
the beneficiary from being able to make discretionary
distributions to himself or herself).
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U.S. Gift Tax Considerations

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust
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U.S. Gift Tax Considerations

• The U.S. gift tax is generally not an issue

for the U.S. person beneficiary in relation to

his or her beneficial interest in the trust.

• The trust should contain clauses which

prohibit the U.S. person beneficiary from

assigning, pledging or otherwise

encumbering his or her beneficial interest in

the trust.

• The use of a special power of appointment

may allow a beneficiary to have control over

beneficial enjoyment during life or at death

without causing a taxable transfer for U.S.

gift tax purposes.

Account 1:

U.S. Portfolio Investments

Account 2:

Non- U.S. Portfolio Investments

BVI Trust

BVI Co.

Case Study 2:

The Foreign Nongrantor Trust


