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Introduction
Foreign trusts may be affiliated with United States taxpayers in 
assorted fashions, with ramifications of those connections fact-
specific
◦ Whether a foreign structure is appropriately classified as a trust for 

American tax purposes is dictated by Title 26 (not classification rules 
in the structure’s home jurisdiction)
◦ A United States taxpayer who is a grantor of or beneficiary in a 

foreign trust can maintain both information reporting requirements 
and be subject to assorted special rules
◦ Grantors of foreign grantor trusts treated in most cases as direct 

owners of all assets of foreign trust (and carry reporting 
requirements for the same)
◦ United States beneficiaries of foreign nongrantor trusts are 

subject to punitive rules on distributions/loans from the trust
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Background Considerations
Under default U.S. rules, nonresident aliens/foreign business 
entities are subject to United States tax on:
◦ (1) income effectively connected with a United States trade or 

business, and
◦ (2) fixed or determinable annual or periodic income

Non-U.S. taxpayers are subject to U.S. tax primarily on income 
items sourced to the United States
◦ Detailed sourcing rules for income items exist; for example, 

interest/dividend income is sourced to the payor’s location
◦ Rent/royalties sourced to the place of use of the asset
◦ Personal services sourced to where services performed
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Nonresidents – Effectively 
Connected Income
Income effectively connected to a United States trade or business 
is subject to tax
◦ “Trade or business” undefined in the Code/regulations – but profit-

oriented activities carried on in the United States which are regular, 
substantial, and continuous are properly classified as a trade or 
business for these purposes
◦ Macro-level – relatively light requirements to be considered 

engaged in a U.S. trade or business
◦ Effectively connected income taxed by the United States at 

graduated rates, with deductions/credits available
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Background –
Effectively Connected Income
Special rules regarding ECI:
◦ Generally, the performance of personal services within the United 

States constitutes a United States trade or business
◦ Treaties can modify implementation

◦ Partnerships – foreign partners of a partnership are classified as 
engaged in any U.S. trade or business carried on by the partnership
◦ Treated as deriving gain or loss which is effectively connected upon 

sale/exchange of the partnership interest
Macro-level: relatively light requirements for a United States trade or 
business; where such trade or business exists, taxpayer subject to 
United States taxes on income effectively connected with the trade or 
business



Nonresidents – FIRPTA
Under the Foreign Investment in Real Property Tax Act of 1980, gain 
from disposition of United States real property interest by a foreign 
taxpayer is subject to tax

◦ Gains are automatically classified as ECI!
◦ United States real property interest: any interest in United States real 

property or an interest in a domestic corporation unless such 
corporation was not a United States real property holding corporation 
for the prior five years
◦ United States real property holding corporation: corporation where 

more than 50% of the corporation’s assets are United States real 
property interests

◦ Transferee must withhold on disposition at a rate of 15% of the amount 
realized

Vitally, nonresident aliens generally not subject to capital gains tax on 
non-ECI U.S.-sourced gains
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Nonresidents – FDAP Income
Fixed or determinable annual or periodic income (“FDAP income”) also 
subject to tax by the United States (for income items sourced to the 
U.S.)

◦ FDAP income functions as a catch-all for U.S.-sourced income items 
(aside from capital gains) not otherwise subject to U.S. tax
◦ Includes interest (subject to expansive exceptions), dividends, rent, 

salaries, wages, premiums, annuities, compensation, remuneration, 
etc.

◦ Interplay exists between ECI and FDAP income
◦ US-sourced income is classified as effectively connected to a U.S. trade 

or business rather than FDAP if it satisfies an asset use test or a 
business activities test

FDAP income generally subject to a flat 30% rate of tax (with tax 
collected through withholding by payors)

◦ Deductions not permitted for FDAP income
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Nonresidents – FDAP Income
Withholding requirement generally applies to FDAP income items

◦ Persons having control, receipt, custody, disposal or payment of certain 
income items for foreign persons are normally required to withhold and 
deduct a tax equal to 30%
◦ Withholding amounts/rate can be reduced by treaty provisions –

however, generally need to be provided a beneficial owner withholding 
certificate prior to payment to rely on treaty provisions

◦ If source of an item cannot be determined at time of payment it is 
treated as from U.S. sources for these purposes

◦ Amount on which withholding is determined is typically the amount of 
gross income without deductions
◦ Generally the entire amount of a distribution from a corporation is 

subject to withholding (even amounts which ultimately would not be 
treated as a dividend), though exceptions can apply



Foreign Trusts - Threshold 
Considerations
Foreign entity required – Regs. 1.1471-1(b)(39) defines an entity 
as “any non-individual taxpayer”
◦ Organization – an entity separate from its owners
◦ Critically, whether an “entity” separate from a taxpayer exists for U.S. 

purposes is determined under U.S. rules, rather than analyzing 
whether there is an entity for foreign purposes
◦ An undertaking by multiple parties is normally classified as an 

organization
◦ Functionally, some type of formal structure/agreement will be 

needed for an entity to be found
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Foreign Trusts - Threshold 
Considerations
Two types of entities can generally exist under U.S. rules: (1) trusts and 
(2) business entities

◦ “Trust” defined in the regulations – arrangement whereby trustees take 
title to property for the purpose of protecting or conserving it for 
beneficiaries, with the beneficiaries not sharing in the responsibility to 
protect/conserve the situs
◦ CANNOT rely on nominally forming a “trust” – can have 

reclassifications where trust requirements not met (i.e. beneficiaries 
having sufficient control/management to constitute a business entity)

Business trusts and commercial trusts - two examples of structures not 
typically classified as trusts under the Code

◦ Macro-level takeaway – evaluate foreign “trusts” to see how they are 
classified!
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Foreign Trusts - Threshold 
Considerations
Is the trust foreign?

◦ A trust is considered to be domestic if both of the following tests are 
met: 
◦ A United States court can exercise primary jurisdiction over the trust 

administration (“court test”)
◦ Relatively straightforward

◦ United States persons control all substantial trust decisions (“control 
test”)
◦ “Substantial decisions” provided by regulations – power to control 

distributions, termination, etc.
◦ Law revised in 1996: current law creates a tremendous bias towards 

classification of trusts as foreign
◦ Note: where control by U.S. persons lost through vacancy/resignation, 

can have 12 months to remedy
◦ If remedied still treated as U.S. trust even during intervening period
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Classification of Foreign Trusts 
Tax consequences for foreign trust structures are dictated (like in 
the domestic context) by whether the trust is a grantor or 
nongrantor trust
◦ Grantor trust status generally means that income items flow through 

to trust grantor – as if (for tax purposes) trust structure did not exist
◦ Special considerations come into play as to who can create a 

foreign grantor trust/how it is created
◦ A nongrantor trust is treated as distinct for tax purposes – carrying its 

own tax attributes/tax consequences
◦ For foreign nongrantor trusts, special rules apply to United States 

beneficiaries (given potential – though often indirect – for tax 
deferral through nongrantor trust structure)
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Foreign Grantor Trusts
Foreign grantor trusts are treated as passthrough entities – with 
income tax attributes flowing through to owner (rather than the 
beneficiary, even if distributions made)
◦ For United States grantors, Sec. 679 generally imposes tax 

requirements on the grantor of a foreign trust for any year in which 
the trust has an American beneficiary
◦ U.S. grantors include both individual and non-individual U.S. 

taxpayers
◦ Sec. 679(a)(4) – for income tax purposes, if a nonresident 

transfers property to a foreign trust within five years of 
commencing U.S. residency, she will be treated as having made 
the transfer on her residency starting date

◦ Sec. 679 applies to both direct and indirect transfers of property, 
but does not generally apply to transfers made for property’s FMV
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Foreign Grantor Trusts
Foreign trusts with nonresident grantors less likely to be treated 
as a grantor trust based on application of Sec. 672(f)
◦ Sec. 672(f) – only domestic parties can create grantor trusts, unless 

(1) NRA grantor or a related/subordinate party who is subservient to 
the grantor can revest the property into the hands of the grantor or 
(2) during grantor’s lifetime, the only permissible beneficiaries are 
the grantor and her spouse
◦ Creates increased likelihood that a foreign trust with a nonresident 

grantor is classified as a nongrantor trust
◦ Related or subordinate parties presumed to be subservient 

absent evidence to the contrary
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Foreign Nongrantor Trusts
Foreign nongrantor trusts are recognized as separately taxable 
entities, carrying their own income tax consequences
◦ Like with foreign corporations, American stakeholders in the 

income/capital of a foreign nongrantor trust (here, beneficiaries) 
obtain potential tax benefit by maintaining interests in foreign 
nongrantor trusts
◦ Foreign-sourced income not subject to American tax until an actual 

distribution is made to the beneficiary
◦ Like with foreign corporations, special rules are applicable to 

ensure United States taxpayers do not inappropriately benefit 
from deferral availability
◦ Primary anti-deferral mechanisms: (1) throwback rule and (2) 

loan reclassifications
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Foreign Nongrantor Trusts
Foreign nongrantor trusts can be simple or complex; former 
requires only current income distributions (i.e. no distributions of 
corpus/accumulated income), and makes all income taxable to 
beneficiaries
◦ For complex trusts, the trust receives a deduction for income it 

distributes to beneficiaries (subject to its distributable net income); 
DNI not distributed is taxed to the trust
◦ Distributions in excess of DNI are treated as either (1) distributions 

of trust corpus (generally not subject to tax) or (2) distributions of 
undistributed net income (“UNI”)
◦ UNI distributions taxable, and subject to punitive American rules 
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Foreign Nongrantor Trusts
Where a foreign nongrantor trust has United States beneficiaries 
and accumulates income, distributions of accumulated income 
amounts carry severe consequences
◦ Income classified as ordinary, interest applies from date income 

originally earned (equal to the rate applicable to tax 
underpayments), and income can be taxed at prior year rates
◦ Similar tax ramifications as for PFICs

◦ Purpose of rules (like with PFICs) is to prevent United States 
taxpayers from maintaining interests which avoid U.S. tax on 
current (foreign-sourced) earnings)
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Foreign Nongrantor Trusts
Ordering rules applicable to foreign nongrantor trust distributions
◦ If current year distributions do not exceed the trust’s fiduciary 

accounting income, no UNI is distributed (so the throwback rules are 
inapplicable)

◦ If distributions are made in excess of FAI, distributions are first 
treated as UNI from prior years then treated as from corpus
◦ FAI – income of a trust determined under the trust’s governing 

document/local law
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Foreign Nongrantor Trusts
Special rules also reclassify loans from foreign nongrantor trusts 
to U.S. beneficiaries
◦ Sec. 643(i)(1): If a foreign nongrantor trust makes a loan of cash to a 

beneficiary who is a United States taxpayer, it is generally treated as 
a distribution of the full amount loaned
◦ Exception applies to the extent the trust is paid the fair market 

value of use of assets within a reasonable period of time
◦ “Beneficiary” for these purposes given a wide reading (essentially 

any person permitted to benefit from the trust (directly or 
indirectly)

◦ Post-loan transactions (i.e. loan discharge) generally disregarded 
(given threshold loan reclassification)
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Filing Requirements for 
Foreign Trusts –Form 3520
•Form 3520 – filed in connection with (1) foreign trust interests and (2) 
gifts/bequests from nonresidents 
◦ Filed by:
• Responsible party for reporting a reportable event that occurred 

during tax year or transferred property to a foreign trust in 
exchange for an obligation
• U.S. person who is treated as the owner of any part of the assets 

of a foreign trust
• U.S. person receiving distributions from a foreign trust
• U.S. person receiving distributions from foreign persons or entities
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Filing Requirements for 
Foreign Trusts –Form 3520
•Form 3520-A – filed by foreign trusts with United States owners

◦ Filed by a foreign trust with a U.S. owner to fulfill the U.S. owner’s 
information reporting requirements
◦ Provides accounting of relevant information for trust/trust 

activities
◦ Penalties for failure to file assessed against U.S. owner – penalty of 

the greater of $10,000 or 5% of the gross value of the portion of 
the trust she is deemed to own

◦ Due date: 15th day of the third month after the end of the trust's tax 
year
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Filing Requirements for 
Foreign Trusts –FBAR
•FinCEN Report 114 (“FBAR”) – look to foreign financial accounts
• Filed by United States persons with financial interests in or signature 

authority over foreign financial accounts where the aggregated value of 
accounts exceeds $10,000 at any point during the year
• Financial interest – owner of record/holder of legal title or person with 

beneficial interest
• Attribution rules exist – majority owner of a corporation/partnership 

must report entity’s assets, even if she does not have signature 
authority!

•Trust-specific – FBAR must be filed by U.S. person treated as owner of 
foreign trust which owns foreign bank accounts
• U.S. person must also report trust accounts if maintaining a greater than 

50% “present beneficial interest in the assets or income of the trust for 
the calendar year”
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Filing Requirements for 
Foreign Trusts –Form 8621
•Form 8621 – look to PFIC interests; must be a foreign corporation! 
• Filed by taxpayers with interests in passive foreign investment 

companies (“PFICs”)
• Importantly, non-U.S. mutual funds are almost always classified as 

PFICs
• For foreign pensions, Form 8621 requirements can depend on the 

structure of the pension

Trust-specific – if interests are held through a foreign grantor 
trust, look-through applies for American reporting purposes!
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Structuring Asset Investments 
How should nonresident alien investments into the United States 
be structured?
◦ Nonresident alien investors typically focus on three United States tax 

factors: (1) income tax consequences, (2) estate/gift tax 
consequences, (3) anonymity; and (4) simplicity of 
structure/minimization of filing requirements
◦ Anonymity – nondisclosure of identity to the United States 

government
◦ Foreign corporations do not face estate/gift tax exposure, but are 

subject to branch profits tax
◦ Branch profits tax avoidance available by having foreign 

corporation own a separate U.S. corporation



Structuring Asset Investments 
Critically, proper structure will hinge on the specific investment 
involved, given the variable considerations at issue
◦ Multitude of questions needs to be asked in order to properly 

structure the investment’s ownership
◦ Questions will typically focus on the types of income/gains 

anticipated from an investment, the type of taxpayer making the 
investment, treaty application, etc.

◦ Additional layer of questions – what are the home country tax 
implications?
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Structuring Asset Investments 
Common ownership structures
◦ Individual ownership of a U.S.-sitused income generating asset (or 

ownership through a DRE)
◦ Benefits: exemption from capital gains tax (if gain from asset sale 

not classified as ECI – real estate gains not exempt), long-term 
assets which are ECI subject to capital gains rates on disposition 
(though can be subject to FIRPTA withholding)

◦ Detriments – estate/gift tax exposure, need to file individual U.S. 
tax returns if ECI generated
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Structuring Asset Investments 
Common ownership structures
◦ Ownership of a U.S.-sitused income generating asset through a 

foreign corporation
◦ Benefits: same exemption from capital gains tax as for NRA 

ownership; protection from estate/gift tax exposure (as NRA owns 
a foreign corporation – non-U.S. sitused asset); subject to corporate 
tax rates on income

◦ Detriments – exposure to branch profits tax on earned income; 
Form 1120-F can require disclosure of underlying ownership; no 
differentiated tax rate for LTCG
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Structuring Asset Investments 
Common ownership structures
◦ Ownership of a U.S.-sitused income generating asset through a 

foreign corporation owned by a domestic corporation
◦ Benefits: protection from estate/gift tax exposure; no branch 

profits tax; no disclosure of ownership required (as Form 1120 filed 
showing foreign corporation as owner); subject to corporate tax 
rates on income

◦ Detriments – no differentiation for LTCG; no exemption for non-ECI 
capital gains (as asset owned by domestic corporation)
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Structuring Asset Investments 
Common ownership structures
◦ Ownership of a U.S.-sitused income generating asset through a 

foreign nongrantor trust
◦ Benefits: protection from estate/gift tax exposure; no branch 

profits tax; subject to LTCG rates
◦ Detriments – potential ramifications for U.S. beneficiaries of trust; 

need disclosure of identity on tax return; subject to individual tax 
rates on ordinary income
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