








The required steps of the default method are as follows:

Step 1 - Calculate the total amount of distributions the beneficiary has received from
the foreign nongrantor trust during the three prior years.

Step 2 - Multiply the total by 1.25

Step 3 - Divide the product determined in Step 2 by the lesser of 3 or the number of
years the trust has been in existence (other than those years in which it was treated as a grantor
trust).

The amount treated as a distribution of current income will be the smaller of the actual
distribution or the amount determined in Step 3. The balance of the distribution will be treated
as an accumulation distribution. If the default method is used, the number of years used for
purposes of calculating the interest charge under Code § 688, as discussed below, will be one-
half of the number of years the trust has been in existence."

Consider the following example:

Example: Andrew is the beneficiary of a foreign nongrantor
trust ("FNT") that has been in existence for 10 years. At the end
of 1997 the FNT had assets worth $20,000,000. In each of the 10
years 1988 through 1997, FNT has earned $1,000,000. Assume
FNT has no income in 1998, 1999, 2000, and 2001 and that FNT
distributes $2,000,000 to Andrew in each such year. The amount
of Andrew's accumulation distribution in each year would be
$2,000,000 under Code § 665(b). His situation is improved
considerably by using the default method.

In 1998, the accumulation distribution is the full $2,000,000
because there were no distributions in any of the prior three
years.

93. ... continued)
distributee under chapter 1."

The information that must be furnished in a Foreign Grantor Trust Beneficiary
Statement is described below.

94. Code § 6048(c)(2)(B).
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In 1999, the amount of the accumulation distribution is reduced to
$1,166,667 ($2,000,000 - ($2,000,000 X 1.25/3)).

In 2000, the amount of the accumulation distribution is reduced to
$333,333 ($2,000,000 - .($4,000,000 X 1.25/3)).

In 2001, the amount of the accumulation distribution is reduced to
0 ($2,000,000 - (6,000,000 X 1.25 /3).

Because the default method of calculating the amount of an accumulation distribution
can have the effect of significantly reducing that amount, the use of this method can
significantly reduce the interest imposed on the taxes paid on accumulation distributions. (See
Appendices B1 and B2.)

3. Undistributed Net Income

a. In General

"Undistributed net income" ("UNI") limits the amount of an accumulation distribution
that will be subject to tax. If a foreign nongrantor trust has no UNI, no tax will be imposed
on its accumulation distributions. A trust's UNI for any particular year is equal to the amount
by which its DNI for such year exceeds the sum of:

(i) the amount of trust accounting income required to be distributed in such
year;

(ii) the amount of any other amount properly paid or credited or required to
be distributed for such year; and

(iii) the amount of any taxes imposed on the trust that are attributable to its

DNI for the year."

b. Addition of Taxes

The taxes taken into account in the UNI calculation include U.S. income taxes and
foreign income, war profits and excess profits taxes that are imposed on the trust and that are

95. Code § 665(a).
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allocable to the undistributed portion of the trust's DNI. 9 In addition, if any such taxes are
imposed on a foreign nongrantor trust's non-U.S. grantor or any other non-U.S. person and if
that person would have been treated as the owner of the trust under the normal grantor trust
rules but is prevented from being treated as the owner by Code § 672(f), these taxes may also
reduce the trust's UNI. Unfortunately, the effectiveness of the portion of the Code that
permits such reduction appears to require regulatory action, which has not yet occurred.

c. Reduction of UNI

The original UNI for a particular year of a trust will be reduced by accumulation
distributions made in later years to the extent that such distributions are deemed to have been
made in such year under Code § 666(a).9 A distribution paid or used for charitable purposes
within the meaning of Code §642(c) is not treated as an accumulation distribution." As a
result, such distributions do not reduce UNI.

d. Default Method of Calculating UNI

If the U.S. beneficiary of a foreign nongrantor trust uses the default method of
calculating her accumulation distribution, the instructions to Internal Revenue Service Form
3520, in effect, require her to assume that the trust's UNI is at least equal to the amount of the
accumulation distribution.

4. Calculation of Throwback Tax on an Accumulation Distribution

a. In General

If a beneficiary has received an accumulation distribution from a foreign nongrantor
trust, her tax, the "throwback tax" on the distribution can be calculated by following the
complex series of steps outlined below. The steps are intended to produce a rough
approximation of the tax the beneficiary would have been required to pay if the foreign
nongrantor trust had paid income to her in the year earned instead of accumulating it and
paying it to her in a later year.

96. Code § 665(d).

97. Code § 665(d)(2).

98. Treas. Reg. § 1.665(a)-lA(c).

99. Treas. Reg. § 1.665(b)-1A(c)(2).
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b. The Steps

Step 1 - Allocate the accumulation distribution among the preceding years of the trust
for which there is any remaining UNI, starting with the earliest such year.100 If the amount
of the accumulation distribution exceeds the UNI for the earliest year, the excess is allocated to
the next year for which there is any remaining UNI. The process continues in the same
manner until all of the accumulation distribution has been allocated to a preceding year. Each
portion of an accumulation distribution allocated to a particular preceding year is deemed to
have been distributed on the last day of such year.

Example: Michael is a U.S. beneficiary of a foreign nongrantor
trust VFNT"). FNT was created in 1990 by Michael's non-U.S.
mother. FNT distributed $100,000 to Michael in 1997, a year in
which FNT's DNI and trust accounting income was $20,000.
Therefore, $80,000 of the distribution is treated as an
accumulation distribution. FNT's DNI, none of which was
distributed, in each of its preceding years was as follows:

1990 - $4,000
1991 - $20,000
1992 - $30,000
1993 through 1996 - $40,000

Michael's $80,000 accumulation distribution is deemed to have
been made $4,000 on the last day of 1990, $20,000 on the last
day of 1991, $30,000 on the last day of 1992, and $26,000 on
the last day of 1993.

Step 2 -- Add to the amount deemed, under Step 1, to have been distributed on the last
day of a preceding year the taxes that were imposed on such amounts in such year. 01 Such
taxes include U.S. income taxes and foreign income, war profits and excess profits taxes.102

100. Code § 666(a). If the trust's records are not sufficient to establish which years have
UNI, the accumulation distribution will be allocated to the earliest year that the trust was in
existence. Code § 666(d).

101. Code § 666(b) and (c).

102. Code § 665(d). If the beneficiary has received distributions from more than two trusts
(continued...)
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Exam.ple: Assume that FNT, the trust described in the preceding
example, paid taxes in each of its preceding taxable years equal
to 40% of its DNI. The total amount deemed to have been
distributed to Michael on the last day of each of 1990, 1991,
1992 and 1993 will be $5,600, $28,000, $42,000, and $36,400,
respectively. The total amount deemed distributed, or "thrown
back" will be $112,000.

Step 3 - Determine the number of preceding taxable years in which a distribution is
deemed to have been made.I" For purposes of this calculation, if any year's deemed
distribution is less than 25 % of the total amount of the accumulation distribution divided by the
number of preceding taxable years to which the accumulation distribution is allocated, that year
will not be included. 101

Example: In the above example the number of preceding taxable
years in which a distribution is deemed to have been made will be
3. The year 1990 is disregarded because the amount of the
accumulation distribution allocated to that year ($4,000) is less
than 25 % of the total accumulation distribution ($80,000) divided
by the number of years to which the distribution is deemed
allocated (4).

102. (...continued)
that are deemed to have been distributed to her on the last day of the same preceding taxable
year, the taxes that were imposed on the third trust and any additional trusts on account of
such amounts are not deemed to have been distributed to the beneficiary. Code § 667(c). This
is detrimental to the beneficiary rather than beneficial because the consequence of the failure to
treat taxes as having been distributed is the loss of the ability to use the taxes as a credit
against the tax on the accumulation distribution. Code §§ 667(b) and 667(d). For purposes of
this rule, a distribution from a trust deemed to have been distributed on the last day of a
particular preceding year will be disregarded unless it, when added to any previous
distributions for such year, equals or exceeds $1,000. Code § 667(c)(2).

103. Code § 667(b)(1)(A).

104. Code § 667(b)(3).
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Step 4 - Identify the beneficiary's computation years. The computation years are those
three of the beneficiary's five preceding taxable years left after eliminating the year in which
her income was the highest and the year in which her income was the lowest.lw

Example: Assume in the above example that Michael's taxable
income in 1992 was $50,000, in 1993 was $100,000, in 1994 was
$200,000, in 1995 was $150,000, and in 1996 was $175,000.
The year of the highest taxable income, 1994, and the year of the
lowest taxable income, 1992, are eliminated. Michael's three
computation years are the remaining years, 1993, 1995, and
1996.

Step 5 -- Determine the average annual distribution amount by dividing the amount
deemed distributed (the amount of the accumulation distribution plus the amount of taxes
deemed distributed) by the number of preceding years in which the distribution is deemed to
have been made as determined under Step 3.1!6

Example: In the above example, the amount deemed distributed is $112,000
and the number of preceding years in which the distribution is deemed to have
been made is 3. The average annual distribution amount is $37,333.

Step 6 -- Determine the amount by which the beneficiary's income tax would have
increased in each of the three computation years if the annual distribution amount had been
added to her taxable income in each of such years."°7 In making this calculation, no
differentiation is made among the various types of income that were included in the foreign
nongrantor trust's UNI (other than tax-exempt income). Thus, for example, if a portion of the
trust's UNI was long term capital gain, the beneficiary will not receive the advantage of the
lower rate that generally applies to such gains. If any foreign income, war profits or excess
profits taxes were added, in Step 2, to the amount deemed to have been distributed, the amount
of such taxes may be allowed as a credit against the increase in tax calculated in this step.°8

105. Code § 667(b)(1)(B).

106. Code § 667(b)(1)(C).

107. Code § 667(b)(1)(D).

108. Code § 667(d).
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Example: Assume that Michael's income tax would have been
increased by $15,200, $16,500, and $16,600 in each of the three
calculation years.

Step 7 -- Determine the average tax increase by dividing the sum of the three increases
by three. 109

Example: Michael's average tax increase is $16,100 ($48,300
divided by three).

Step 8 -- Multiply the average tax increase by the number of preceding taxable years in
which the distribution is deemed to have been made as determined under Step 3.110

Example: Michael's average tax increase, $16,100, is multiplied
by 3. The product is $48,300.

Step 9 -- Subtract from the product obtained in Step 8 the amount of any U.S. income
taxes that were added, in Step 2, to the amount deemed distributed to the beneficiary.'
The result is the amount of the beneficiary's throwback tax.

Example: Assume that $25,000 of the total taxes added to
Michael's deemed distribution were U.S. income taxes. The
$25,000 is subtracted from $48,300, leaving a throwback tax of
$23,300.

c. Use of the Steps With the Default Method

If the U.S. beneficiary of a foreign nongrantor trust uses the default method of
calculating her accumulation distribution, it is unclear how she would calculate her throwback
tax using these 9 steps. The difficulty is that the default method contains no instructions for
determining the number of years to which the distribution is to be thrown back. In the absence
of detailed information, the appropriate approach might be to treat the distribution as having
been thrown back in equal shares to one-half the total number of years the trust has been in

109. Id.

110. Code § 667(b)(1).

111. Code § 667(b).
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existence. This approach would be consistent with the method used to calculate the interest
charge when the default method is used.

5. Calculation of the Interest Charge

a. In General

If a foreign nongrantor trust makes a distribution to a U.S. beneficiary that is subject to
a throwback tax, the tax is increased by an interest charge determined under Code § 668.112

b. Before the 1996 Act

Before the 1996 Act, the throwback tax imposed on distributions from foreign trusts
was subject to a 6% simple interest charge.1 3 For purposes of the interest calculation, an
accumulation distribution was deemed to have been made from the earliest period or periods
with respect to which the trust had UNI. For example, if a foreign nongrantor trust made an
accumulation distribution in 1992 of $25,000 and if its UNI for 1990 (after adjustment for any
prior accumulation distributions) was $50,000, for purposes of the interest calculation the
distribution would be deemed to have been made entirely from the income accumulated in 1990
and four years worth of interest would be charged. If the'tax on the distribution was $10,000,
the interest charge would have been $2,400. Code § 668(b) limited the total interest charge to
the excess of the amount of the taxed distribution over the tax charged on such distribution.
Thus, in this example, the interest charge could not exceed $15,000 ($25,000 (the amount of
the distribution) reduced by $10,000 (the amount of the tax on the distribution).

c. After the 1996 Act

Code § 668, as amended by the 1996 Act, modified the interest rate charged on the tax
imposed on distributions of accumulated income by foreign trusts and completely changed the
calculation method. The interest rate will be the floating rates applied under Code § 6621 to
underpayments of tax (currently 8%114). In addition, interest will be compounded daily and
will be calculated over a specially calculated number of years rather than with reference to the

112. Code § 667(a)(3).

113. Prior Code § 668.

114. Rev. Rul. 98-32, 1998-25 I.R.B. 4.
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length of time between the year of the earliest undistributed accumulations and the year of
distribution. "5

The number of years over which interest is calculated is determined by the following
rather complicated process designed to produce a "dollar-weighted" number of years.

Step 1 - the undistributed net income for each year must be multiplied by the
number of years between such year and the year of the distribution (counting the
year of the accumulation but not the year of distribution).

Step 2 - all products calculated in the first step must be added together.

Step 3 - the sum of such products calculated in the second step must be divided
by the aggregate amount of the trust's undistributed income. The quotient is to
be rounded to the nearest half-year." 6

For purposes of this calculation, an accumulation distribution is treated as having come
proportionately from each year with respect to which there is undistributed net income (other
than a year during which the beneficiary was not a U.S. person) rather than from the earliest
accumulation years. This change has the effect of reducing the interest charge on earlier
distributions but will prevent the trustees from arranging for distributions from earlier years to
be made to beneficiaries who are likely to pay less tax and, therefore, less interest.

The process may be illustrated by the following example.

Example: FNT, a foreign trust, accumulated income of
$100,000 in 1996 and $50,000 in 1997. On January 1, 2000,
FNT distributed $25,000 to Tyler, a U.S. person. Tyler's tax on
this distribution was $10,000. The number of years over which
interest will be calculated is 3.67 determined as follows:

Step I - 100,000 X 4 = 400,000
50,000 X 3 = 150,000

Step 2 - 400,000 + 150,000 = 550,000

115. Code § 668(a).

116. Line 54, Internal Revenue Form 3520 (1997).
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Step 3 - 550,000 / 150,000 = 3.67

The 3.67 figure is rounded to the nearest half-year, or 3.5.

The Code § 6621 rate was 9% in 1996, in 1997, and in 1998
until April 1, 1998, when it dropped to 8%.

Total interest, if the Code § 6621 rate remains 8% through 1999,
will be $3,913. This can be calculated using the following
formula:

($10,000 X (1 +(.09/365))(1.75 X 365)) - 10,000 =
$1,706

$1,706 is the interest charge through March 1998. The balance
of the interest charge through December 31, 1999 can be
calculated using the following formula:

$11,706 X (1 +(.08/365))A(1.75 X 365)) - $11,706 -
$1,759

The total interest charge on the $10,000 income tax will be
$1,706 plus $1,759 or $3,465.117

For purposes of future interest calculations, 2/3 of the $25,000
distributions will be deemed to have come from 1996
accumulations and 1/3 from 1997 accumulations.

Code § 668(b) remains unchanged. Thus, total interest charges can never exceed the
amount of the accumulation distribution reduced by the tax imposed on it.

If the interest calculation period includes any years before 1996, a possibility that will
become increasingly unlikely given the peculiar method of determining the calculation period,
the interest rate applicable to that period will be 6%. The interest will not be compounded
except as to that portion of the interest calculation period after 1995."'

117. The instructions to Internal Revenue Service Form 3520 (1997) contains a chart that can
be used as a simpler method of calculating the interest charge.

118. Code § 668(a)(6).

44

NYFSIO... :8O9980XO1O1\61'ART8248J.BK



d. The Default Method

If the U.S. beneficiary uses the default method of calculating her accumulation
distribution, the period over which interest is calculated is one-half the number of years the
trust has been in existence as a foreign nongrantor trust."1 9

e. Observation

The application of the new default interest rule can be draconian. If, for example, the
interest rate on underpayments is 9% and if the U.S. beneficiary's tax rate is 40%, the entire
amount of the distribution from a trust that has been in existence for 20 or more years will be
consumed by taxes and interest.'2 The impact of the interest charge, however, can be
mitigated by allocating distributions over a number of years and using the default method
rather than the exact method of calculating accumulation distributions.

For families who view their trusts as semi-perpetual arrangements, the interest charge
is likely to be less significant. Their trustees are likely to be able to arrange investment and
distribution patterns in order to avoid accumulation distributions. No matter how many years
a foreign nongrantor trust is permitted to accumulate income free of U.S. income tax, its U.S.
beneficiaries will never be subject to an interest charge unless they receive an accumulation
distribution. Distributions that do not exceed current income will not be treated as
accumulation distributions and, therefore, the income tax they attract will not be subject to an
interest charge.

This view is illustrated by the charts set forth in Appendix A to this outline. They
illustrate how the U.S. beneficiaries of a foreign nongrantor trust may be better off
economically than the beneficiaries of a similarly managed domestic trust when income is
accumulated over a 20 year period and then distributed currently over the next 20 years.

119. Internal Revenue Service Form 3520, Line 44 (1997). A similar rule exists under
Code § 666(d). It provides that, if adequate records are not available to determine the years
within which income was accumulated, a distribution of accumulated income shall be deemed
to have come from income accumulated in the first year of the trust's existence.
Presumably, the new rule in Code § 6048(c)(2)(B) supersedes Code § 666(d) for foreign
trusts.

120. A 20 year trust requires that interest be calculated over a 10 year period. Interest
calculated at a rate of 9% compounded daily on a tax of $40 (the assumed tax on a
hypothetical distribution of $100) over a 10 year period will be approximately $60.
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D. Loans Treated as Distributions

1. In General

Code § 643(i), which was added to the Code by the 1996 Act treats, except as provided
in regulations, a foreign trust's loans of cash (including foreign currencies and cash
equivalents) or marketable securities to any U.S. grantor or beneficiary of the trust or to any
other U.S. person who is related to such a grantor or beneficiary as a distribution.' For
this purpose, a person is related to another person if the relationship between them would
result in loss disallowance under Code § 267 or Code § 707(b).

If the loan is made to a person who is not the grantor or a beneficiary, it is not treated
as a distribution to the borrower, but, instead, is treated as a distribution to the grantor or
beneficiary to whom the borrower is related.'2 The logic of this provision is difficult to
discern. It has the effect of separating the tax consequences from the economic enjoyment of
the deemed distribution.

Congress apparently intended that Treasury would create regulatory exceptions to this
rule to protect loans that are commercially reasonable." Although such regulations have yet
to be issued, the Service signaled its thinking on this subject in notice 97-34.124 The notice
states that the regulations will provide that a loan to a U.S. beneficiary (or a U.S. person
related to a beneficiary) will be treated as a distribution unless it is a "qualified obligation."
An obligation is a qualified obligation only if:

"(i) The obligation is reduced to writing by an express written agreement; (ii)
The term of the obligation does not exceed five years (for purposes of
determining the term of an obligation, the obligation's maturity date is the last

121. Code § 643(i). An earlier version of the foreign trust legislation would also have treated
the loan of tangible property, such as vacation homes, automobiles, and boats, as distribution.
H.R. 981 § 207.

122. A person is related to a grantor or beneficiary if their relationship would result, under
Code § 267, in a disallowance of losses for transactions between them. For this purpose,
Code § 267(c)(4) is to be applied as if the family of an individual includes the spouses of her
family members. Code § 643(i)(2)(B).

123. H.R. Conf. Rep. No. 737, 104th Cong., 2d Sess. 334 (1996).

124. 1997-1 C.B. 422.
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possible date that the obligation can be outstanding under the terms of the
obligation); (iii) All payments on the obligation are denominated in U.S. dollars;
(iv) The yield to maturity of the obligation is not less than 100 percent of the
applicable Federal rate and not greater than 130 percent of the applicable
Federal rate (the applicable Federal rate for an obligation is the applicable
Federal rate in effect under section 1274(d) for the day on which the obligation
is issued, as published in the Internal Revenue Bulletin); (v) The U.S. person
extends the period for assessment of any income tax attributable to the loan and
any consequential income tax changes for each year that the obligation is
outstanding, to a date not earlier than three years after the maturity date of the
obligation issued in consideration for the loan (this extension is not necessary if
the maturity date of the obligation does not extend beyond the end of the U.S.
person's taxable year and is paid within such period); when properly executed
and filed, such an agreement will be deemed to be consented to by the Service
Center Director or the Assistant Commissioner (International) for purposes of
§ 301.6501(c)-1(d); and (vi) The U.S. person reports the status of the
obligation, including principal and interest payments, on Form 3520 for each
year that the obligation is outstanding."

2. Repayment of Loans

When a loan, which has been treated as a distribution under Code § 643(i) is repaid,
Code § 643(i)(3) disregards the repayment for all purposes of "this title." More precisely,

"any subsequent transaction between the trust and the original
borrower regarding the principal of the loan (by way of complete
or partial repayment, satisfaction, cancellation, discharge, or
otherwise) shall be disregarded for purposes of this title."'25

This is a curious provision. The "title" referred to includes not only the income tax
provisions, but the estate, gift and generation-skipping transfer tax provisions as well. A
literal application of this Code § 643(i)(3) would permit a foreign trust created by a U.S.
person to make a loan to a grandchild beneficiary of the trust's creator and to subsequently
cancel that loan without any generation-skipping transfer tax consequences. The loan itself
would not be treated as a taxable distribution since it is offset by a corresponding obligation
running from the grandchild to the trust. The trust's subsequent cancellation would not be
treated as a taxable distribution because Code § 643(i)(3) requires that it be ignored. This
provision should be amended to change its reference to "title" to "subtitle."

125. Code § 643(i)(3).
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3. Amount of the Distribution

In gauging the impact of the loan provision as it applies to loans of marketable
securities, it is important to keep in mind how Code § 643(e) treats the distribution of property
in kind. Under Code § 643(e), unless the trustee elects otherwise, the amount of a distribution
other than cash is the lesser of the trust's basis in the distributed property or its fair market
value. The new rule does not seem to change this result. Thus, if a foreign trust lends
marketable securities with a basis of 10 and a fair market value of 100 to a U.S. beneficiary,
the amount treated as a distribution under Code § 643(i) would be 10, not 100, unless the
trustee elects to recognize gain on the distribution.

E. Indirect Transfers From Foreign Trusts

Code § 643(h), which was added by the 1996 Act, treats a U.S. person who receives
property from a foreign person as having received the property directly from a foreign trust if
the property she received was derived directly or indirectly from a foreign trust. This
provision does not apply if the person from whom she received the property was the grantor of
the trust. The intent of this provision is to prevent U.S. persons from avoiding income tax on
their share of trust distributions by arranging for the distributions to be routed to them through
a foreign beneficiary.

Since 1962 the Code has contained a rule intended to prevent the use of intermediaries
as a means of circumventing the general rules which tax United States persons on distributions
from foreign trusts created by United States persons. Former Code § 665(c) provided that:

"For purposes of this subpart, any amount paid to a United States person which
is from a payor who is not a United States person and which is derived directly
or indirectly from a foreign trust created by a United States person shall be
deemed in the year of payment to have been directly paid by the foreign trust."

The language of former Code § 665(c) was broader than needed to accomplish the
statutory objective. The Treasury, however, perhaps in recognition of the unnecessary breadth
of the provisions, brought it within reasonable boundaries by regulation. Treasury Regulation
§ 1.665(c)-IA(b) provided that the section would not apply

"if the distribution is received by such beneficiary under circumstances
indicating lack of intent on the part of the parties to circumvent the purposes for
which section 7 of the Revenue Act of 1962 . . .was enacted."

New Code § 643(h) extends the scope of the old rule (1) to amounts derived from trusts
created by non-United States persons (other than amounts received from the grantor of certain

48

NYFSIO... :\8O99980\0101\61\ART8248J.BK



foreign trusts that would have been so-called "grantor trusts" prior to the Act) and (2) to
payments received from United States persons.

It provides as follows that,

"For purposes of this part, any amount paid to a United States person which is
derived directly or indirectly from a foreign trust of which the payor is not the
grantor shall be deemed in the year of payment to have been directly paid by the
foreign trust to such United States person."

The expansion of the rule to trusts created by non-United States persons was
presumably necessary to prevent what would otherwise have been a means of circumventing
other provisions of the 1996 Act which enhance the tax penalties imposed on the receipt of
distributions of accumulated income from foreign trusts which are not taxed as grantor trusts
under Code § 679 or otherwise. 126

The reason for extending the rule to payments received from United States persons is
less urgent. Foreign trust payments channeled through United States persons would, in the
absence of new Code § 643(h), already have been exposed to United States taxation, and in the
case of accumulation distributions, to the Act's additional costs imposed on the receipt of such
distributions.

Treasury has issued proposed regulations under Code § 643(h). 27 They follow an
approach opposite to the one reflected in the regulations promulgated under former Code
§ 665(c). Instead of protecting distributions that were not intended to circumvent U.S. taxation
of foreign trust income, the proposed regulations provide two specific sets of circumstances in
which the rule applies regardless of intent. It then provides that the rule will also apply to any
other instance in which the intermediary who received property from the foreign trust received
it "pursuant to a plan, one of the principal purposes of which was the avoidance of U.S. tax."

The two circumstances in which Code § 643(h) will apply under the proposed
regulations, regardless of intention, are:

126. See Section 668.

127. Proposed Regulation §1.643(h)-i.
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"(1) The intermediary is related (within the meaning of paragraph (e) of this
section,)12' to either the United States person or the foreign trust and the
intermediary transfers to the United States person either property that the
intermediary received from the foreign trust or proceeds from the property
received from the foreign trust;

(2) The intermediary would not have transferred the property to the United
States person (or would not have transferred the property to the United States
person on substantially the same terms) but for the fact that the intermediary
received property from the foreign trust;"

In addition, the proposed regulations create a set of income timing rules that depend for
their application on general concepts of agency law but give the district director the right to
determine "based on all the relevant facts and circumstances that the intermediary should be
treated as the agent of the United States person."

Finally, Proposed Regulation § 1.643-1(b) limits the statutory exception for payments
made by the grantor of a foreign trust to payments made by such grantor to the extent such
payments were derived from the portion of the trust as to which he or she is the grantor.

F. Reporting Requirements

1. In General

Code § 6048(c) requires that any U.S. person who directly or indirectly receives a
distribution from a foreign trust is to file a return for the trust for the year in which she
receives the distribution. The return must set forth:

a. The name of the trust;

b. the amount of the distributions received from the trust during the
year; and

128. The proposed regulations expand the concept of "related" beyond the normal rules of
Section 643(i)(2)(B) by generally substituting a 10% entity interest rule for the normal 50%
rule and by extending the relationship rules that apply between trusts and beneficiaries to
estates and beneficiaries. The latter extension is no longer necessary since Section 1308(a) of
the Taxpayer Relief Act of 1997 accomplishes this by an amendment to Section 267, one of the
sections on which Section 643(i)(2)(b) is based.
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c. any other information Treasury requires.1 29

The obligation to report a distribution applies even if the trust is treated as owned by
another person under the grantor trust rules."

2. Notice 97-34

In Notice 97-34131, the Service describes the additional required information. Such
information is to be set forth in a Foreign Nongrantor Trust Beneficiary Statement. The
statement must include the following information:

"1. Foreign Trust Background Information

A. Name, address and employer identification number ("EIN") of
the trust

B. Name, address and taxpayer identification number ("TIN") (if
any) of the trustee furnishing this statement

C. Method of accounting used by the trust (cash or accrual)

D. The taxable year of the foreign trust to which the statement
applies

E. A statement identifying whether any grantor of the trust was a
partnership or foreign corporation. If so, attach an explanation of
the relevant facts.

2. U.S. Beneficiary Information

A. Name, address and TIN of U.S. Beneficiary

129. Code § 6048(c)(1).

130. Code § 6048(d)(1).

131. 1997-1 C.B. 422.
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B. A description of the property (including cash) distributed or
deemed distributed to the U.S. person during the taxable year,
and the fair market value of the property distributed.

3. Sufficient information to enable the U.S. beneficiary to establish the
appropriate treatment of any distribution or deemed distribution for U.S.
tax purposes. Normally, information similar to the information required
by Schedule K-1 of Form 1041 would be adequate for this purpose. If
relevant, the trust must also provide the beneficiary with adequate
information for the beneficiary to complete Forms 4970, 5471, and
8621.

4. Representation on Access to Books and Records

A. A statement that, upon request, the trust will permit either the
Service or the U.S. beneficiary to inspect and copy the trust's
permanent books of account, records, and such other documents
that are necessary to establish the appropriate treatment of any
distribution or deemed distribution for U.S. tax purposes; or

B. The name, address and EIN of the trust's U.S. agent."

3. Consequences of Failure to Supply Adequate Information

If Treasury does not receive sufficient records with respect to the treatment of a
distribution received by a U.S. person from a foreign trust to enable it to determine the proper
tax treatment of the distribution, the distribution will be treated as a distribution of
accumulated income to the extent required by the default method described above. 131 This
means that all of the distribution will be taxed as ordinary income despite the fact that a
portion of such income might properly be treated as long term capital gain income. And, the
number of years over which interest will be calculated under Code § 668 will be half the
number of years the trust has been in existence.133

Treasury has the authority to issue regulations that will protect U.S. beneficiaries from
this harsh rule if their foreign trust appoints a U.S. person to act as its agent for purposes of
Code §§ 7602, 7603, and 7604 with respect to requests by Treasury to examine records or to

132. Code § 6048(c)(2)(A).

133. Code § 6048(c)(2)(B).
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produce testimony relating to the amounts that U.S. persons are required to include in
calculating their incomes.
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