HALE E. SHEPPARD, Esq. (B.S., M.A,, |.D.,
LL.M., LL.M.T.) is a Shareholder in the
Tax Controversy Section of Chamberlain
Hrdlicka in Atlanta.

JULY-AUGUST 2023

Foreign Trusts, Foreign
Gifts, and Ongoing
Disputes: Public
Comments and Possible
Changes

By Hale E. Sheppard*

I. Introduction

The rules regarding foreign trusts and foreign gifts have a/ways been obscure,
complex, and severe, and the situation has become even more troublesome
in recent years. Convinced that taxpayers are engaged in international she-
nanigans, the Internal Revenue Service (“IRS”) has taken several steps lately.
Among them are initiating a Compliance Campaign, adopting a policy of
automatically assessing maximum penalties in a// cases, and offering relief
only in the narrowest of circumstances. These actions, combined with several
inactions by the IRS, have triggered significant disputes, often involving big
dollars.

This article analyzes common filing duties for taxpayers with a global reach,
specific obligations applicable to foreign trusts and gifts, a series of recent actions
by the IRS and the courts in this realm, and comments submitted by several
accounting and legal organizations underscoring problems with and proposed
changes to the current international information returns.

II. International Reporting

To appreciate this article, readers first need to understand the issues that taxpay-

ers with a global slant often face. U.S. individuals who own foreign assets, en-

gage in foreign activities, and/or receive foreign gifts often must do several things

with the IRS, including the following:

B They must declare on Form 1040 (U.S. Individual Income Tax Return) all
income derived from all sources, including active and passive income gen-
erated abroad;
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®  They must disclose on Schedule B to Form 1040 the
existence and location of foreign accounts;

B They must file a FinCEN Form 114 (“FBAR”) to
provide details about foreign accounts;

m  They must report foreign financial assets, as this
term is broadly defined, on Form 8938 (Statement of
Specified Foreign Financial Assets);

B In cases where taxpayers hold interests in or have
other links to foreign entities, they must report these
relationships to the IRS on the appropriate interna-
tional information return, such as Form 5471 (for
foreign corporations), Form 8865 (for foreign part-
nerships), and Form 8858 (for foreign disregarded
entities and branches);

m  They must file a Form 8833 (7reaty-Based Return
Position Disclosure) if they are claiming that the ap-
plication of a treaty between the United States and
another country overrules or modifies normal tax
treatment;

m In situations where taxpayers establish, fund, own,
or have other connections with foreign trusts, they
must reveal them on Form 3520 (Annual Return to
Report Transactions with Foreign Trusts and Receipt of
Certain Foreign Gifts) and/or Form 3520-A (Annual
Information Return of Foreign Trust with a U.S.
Ouwner); and

m  If they receive gifts from a foreign individual or es-
tate totaling more than $100,000 in a single year,
they must note them on Form 3520.

This article focuses on the last two bullet points, related

to foreign trusts and foreign gifts.

Ill. Foreign Trusts—Duties and
Penalties

A taxpayer’s obligations vary depending on his relation-
ship to the foreign trust. In particular, expectations differ
based on whether a taxpayer is a “responsible party,” an
“owner,” and/or the recipient of a “distribution.”

A “responsible party” generally must file a Form 3520
within 90 days of certain “reportable events.”! For these
purposes, a “responsible party” is (i) the grantor, in cases
involving the creation of an inter vivos trust, (ii) the
transferor, where there is a reportable event other than a
transfer upon death, and (iii) the executor of a decedent’s
estate.” For its part, the term “reportable event” includes
the establishment of a foreign trust by a U.S. person, the
transfer of money or other property to a foreign trust by
a U.S. person, and the death of a U.S. person if hewas
treated as the “owner” of any portion of the foreign trust

INTERNATIONAL TAX JOURNAL

under the grantor trust rules or if any portion of the for-
eign trust was included in his gross estate.’

If a U.S. person is treated as the “owner” of any por-
tion of a foreign trust under the grantor trust rules at
any time during a year, then the person (i) “shall submit”
such information as the IRS prescribes with respect to
the trust, and (ii) “shall be responsible to ensure” that the
trust itself files Form 3520-A with the IRS and furnishes
the required information to each U.S. person who is the
owner of any portion of the trust, or who receives any
distribution from the trust.*

Finally, a U.S. person ordinarily must file a Form
3520 if such person receives during the year any “distri-
bution” from a foreign trust, as this concept is broadly
interpreted.’

The penalty for not filing a timely, complete, accurate
Form 3520 is $10,000 or 35 percent of the so-called
“gross reportable amount,” whichever is larger.® If the vi-
olation involves Form 3520-A (pertaining to owners of
foreign trusts) instead of Form 3520 (pertaining to re-
sponsible parties and beneficiaries), the penalty decreases
from 35 percent to five percent.”

Taxpayers might also be hit with a so-called “continu-
ation penalty” if they fail to submit the necessary Form
3520 and/or Form 3520-A after the IRS notifies them of
the infraction. Specifically, if taxpayers refuse to become
compliant within 90 days of notice, then the IRS will as-
sess an additional penalty of $10,000 per month.®

The key to determining the initial penalty is calculating
the “gross reportable amount.” This term has three dif-
ferent meanings. First, in the case of a failure by a “respon-
sible party” to file a Form 3520, it means “the gross value
of the property involved in the [reportable] event (deter-
mined as of the date of the [reportable] event).” Second,
in instances when an owner does not file a Form 3520-A,
it means “the gross value of the portion of the trust’s as-
sets at the close of the year treated as owned” by the U.S.
person.'® Lastly, where a U.S. beneficiary overlooks Form
3520, it means “the gross amount of the distributions.”"!

The IRS will not assert penalties where there is “reason-
able cause” for a violation and it was not due to “willful
neglect.”* Because the IRS has never issued regulations
explaining the significance of reasonable cause for pur-
poses of Form 3520 and Form 3520-A, the courts have
been receptive to arguments applying standards set forth
elsewhere in the Internal Revenue Code."

Importantly, unlike the long list of penalties that are
linked to tax returns, Form 3520 and Form 3520-A
penalties are “assessable” ones. This means that the IRS
immediately imposes them and starts collection actions,
and the normal deficiency procedures do not govern.'*
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IV. Foreign Gifts—Duties and
Penalties

If a U.S. individual receives a gift of property (including
money) from a foreign individual totaling more than
$100,000 during a given year, then he generally must
file a Form 3520 with the IRS providing data about the
event.” The receipt of the foreign gift does nor trigger
any immediate U.S. income taxes for the recipient, solely
an information-reporting duty.

It is noteworthy that Form 1040, which all U.S. indi-
viduals ordinarily must file with the IRS to address in-
come tax matters, does not raise the potential need
to submit a Form 3520 upon receipt of a foreign gift.
Schedule B to Form 1040 expressly warns taxpayers that
they might have to file Form 3520 if they transfer any-
thing to, serve as a grantor of, or get a distribution from a
foreign trust. It makes no mention, however, of possible
Form 3520 duties in situations where individuals receive
foreign gifts.'®

The penalty for filing a delinquent Form 3520 is five
percent of the unreported gift for each month it is
late, with a maximum penalty of 25 percent.”” The
IRS has the authority to waive the penalty, though, if
the taxpayer can demonstrate that the violation was
due to reasonable cause.'® The legislative history indi-
cates that IRS determinations about Form 3520 pen-
alties will be subject to review by the courts, which
will analyze whether the IRS acted “arbitrarily and
capriciously.”"

Interestingly, the IRS recently acknowledged that
most taxpayers are oblivious to the need to file Form
3520 when they receive a foreign gift, particularly be-
cause such an event does not trigger a taxable event for
U.S. purposes. The IRS stated the following in a recent
training guide:

In general, gifts and inheritances are not taxable to
the recipient. Many taxpayers and representatives
know that basic tenant of tax law but are not aware
of the requirement to report large foreign gifts and
inheritances under [Section] 6039E.%°

V. Recent Events Involving Foreign
Trusts and Gifts

Several things have occurred recently in the area of for-
eign trusts and gifts, many of them negative from the

JULY-AUGUST 2023

perspective of taxpayers. A few noteworthy items creat-
ing this perception are described below.

A. Compliance Campaign

In May 2018, the IRS introduced a “Compliance
Campaign” centered on foreign trusts, Form 3520, and
Form 3520-A.?' Itwas designed to stop alleged shenani-
gans associated with foreign trusts. Unfortunately, tax-
payers with legitimate reasons for establishing foreign
trusts and those receiving foreign gifts have been caught
in the enforcement net, too.

B. Selective Relief

The tax community has notified the IRS for ages that
widespread problems exist as a result of immediate pen-
alty assessment, failure to consider legitimate “reasonable
cause” positions, dishonoring of collection freezes, ignor-
ing the first-time abate policy, and prematurely forcing
taxpayers to seek justice through a Collection Due
Process hearing or Tax Court litigation.”> As a partial
concession, the IRS issued a memo to Appeals Officers
in December 2022 indicating that they can now waive
penalties using the first-time abate policy when it comes
to Forms 5471 and 5472.* However, such memo con-
firmed that the first-time abate policy is 7ot applicable
to foreign trust and foreign gift situations, despite the
fact that they are among the most commonly appealed
penalties.”

C. Volatile Penalty Practices

The IRS has come under fire for its mishandling of in-
ternational information returns over the past few years,
both those filed in the normal course and those submit-
ted pursuant to one of the many international disclo-
sure programs offered by the IRS.” The IRS attempted
to blame the Coronavirus, explaining that it “had an
unprecedented effect on the IRS’ personnel and opera-
tions” and that “the IRS has been working aggressively
to process backlogged returns and taxpayer correspond-
ence to return to normal operations.”” The IRS released
Notice 2022-36 in August 2022 in an effort to assuage
past errors, delays, and widespread aggravation. It indi-
cated, among other things, that certain Forms 3520, for
only 2019 and 2020, would not be penalized. The IRS
stated that, depending on the status of a particular case,
the penalties would be “automatically abated, refunded
or credited, as appropriate, without any need for taxpay-
ers to request this relief.””
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D. Novel Foreign Gift Case

There is a pending case centered on Form 3520 penalties
linked to the receipt of foreign cash gifts, Wrzesinki v.
United States, which is important for several reasons.”®
For starters, it appears to be the first case addressing this
particular issue.

The dispute is in the early stages, with the taxpayer
filing a Complaint in District Court in September 2022.
It indicates that the taxpayer was born, raised, and ed-
ucated in Poland, and then immigrated to the United
States when he was 19 years old. He has been in public
service, working as a police officer, for nearly a decade. In
2010, his mother, both a citizen and resident of Poland,
won the lottery there and decided to gift the taxpayer
$830,000.

The taxpayer called his tax advisor from Poland to in-
quire about any U.S. duties triggered by the receipt of
the gift. The tax advisor, who is an Enrolled Agent with
the IRS, expressly told the taxpayer that the gift did not
cause U.S. income tax liabilities or any other duties. The
mother made the gift via four separate transfers, from
Poland to the United States, spanning 2010 (a total of
$350,000) and 2011 (a total of $480,000). Thus, the
taxpayer received over $100,000 in cash gifts from a for-
eign person each year.

In early 2011, during preparation of the taxpayer’s
Form 1040 for 2010, he again asked the tax advisor if he
needed to file anything with the IRS in connection with
the gift from his mother. The tax advisor, as before, in-
correctly told the taxpayer that nothing was due.

Nothing happened for a long time, but things changed
in 2018. The taxpayer wanted to engage in some re-gift-
ing, sending a portion of the money that he received from
his mother years ago to his godson in Poland. The tax-
payer thought that he, as a U.S. person, might have some
tax-related duties when sending a gift abroad. Therefore,
he did some searches on the Internet. This led him to
various articles about duties of U.S. persons who receive
money from foreign persons, as he did back in 2010 and
2011. Shocked by this information, the taxpayer con-
tacted a local attorney with experience regarding inter-
national matters.

The attorney informed the taxpayer of his duty to file
Forms 3520 for 2010 and 2011 to report the cash gifts
from his mother. He also explained to the taxpayer that
there might be a way for him to rectify matters with the
IRS on a penalty-free basis, the delinquent international
information return submission procedure (“DIIRSP”).
The taxpayer, with the assistance of the attorney, filed
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Form 3520 pursuant to the DIIRSE, along with state-
ments explaining reasonable cause. This occurred in
August 2018. The statements contended several things,
the most important of which were that the taxpayer con-
sulted with his tax advisor before filing his Form 1040
for 2010, gave the tax advisor details about the foreign
gifts, received erroneous advice from the tax advisor, and
relied on such advice.

After nearly a year, the IRS sent the taxpayer two
notices in May 2019, indicating that he owed total pen-
alties of $207,500 for the late Form 3520. That figure
represented the highest possible amount, which was 25
percent of the gifts received. In essentially rejecting the
DIIRSP application and accompanying statements, the
IRS notices concluded that ordinary business care and
prudence requires taxpayers to make themselves aware
of their duties and that ignorance of tax laws could not
serve as a basis for reasonable cause.

The taxpayer disputed the penalties by filing a Protest
Letter in June 2019. To strengthen his position, the tax-
payer later filed a Supplemental Protest Letter, attaching
a letter from the tax advisor in which he admits that the
facts in the Complaint are accurate. The advisor, in other
words, corroborated the taxpayer’s reasonable-reliance
defense to penalties.

Another year and a half passed. In December 2020, the
Appeals Ofhicer assigned to review the penalties, Protest
Letter, and Supplemental Protest Letter issued a so-called
Case Memo. He agreed to abate $166,000 of the total
penalty of $207,500. That left a penalty of $41,500, or
five percent of the total gifts that the taxpayer received
from his mother.

The taxpayer paid the $41,500. He then filed Claims
for Refund with the IRS in March 2022, which the IRS
swiftly denied. In doing so, the IRS took the position
that the Claims for Refund did not establish reasonable
cause and were “frivolous.” The taxpayer next filed his
Complaint with the District Court, thereby initiating
the Suit for Refund.

E. Penalty Stacking

The IRS and the courts have exhibited a willingness in
recent years to “stack” penalties related to foreign trusts
in different manners. One noteworthy case is Wilson v.
United States.”® Tt addresses penalty stacking in situations
where one U.S. person plays two roles with respect to a
foreign trust.

The taxpayer, in anticipation of a divorce action by
his spouse, formed the Perfect Partner Trust (“PPT”) in
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2003. The taxpayer was both the grantor and sole benefi-
ciary, which is the key to this case. PPT held accounts in
Switzerland and Liechtenstein. The divorce proceeding
began in 2004 and concluded in 2007. With no further
need for holding assets abroad, the taxpayer terminated
PPT in 2007 and had all funds wire-transferred back to
domestic accounts. The funds had grown to around $9.2
million by then.

The IRS began an audit of the taxpayer and eventu-
ally assessed a penalty of approximately $3.2 million
on the following building blocks. The taxpayer was the
beneficiary of PPT and he received a distribution in
2007 (i.e., the wire-transfer when he terminated PPT).
As a beneficiary, he was required to file a timely, accu-
rate, complete Form 3520 reporting the distribution
under Code Sec. 6048(c). Because he failed to do so,
the proper penalty was 35 percent of the total distri-
bution. The taxpayer was also the owner of PPT. In
situations where the taxpayer is both an owner and a
beneficiary of a foreign trust, and the taxpayer fails to
file Forms 3520 and 3520-A, the IRS can assess one
penalty for 35 percent of the gross reportable amount
under Code Sec. 6048(c) and/or one for five percent
under Code Sec. 6048(b). The IRS chose the higher
penalty, of course.

The taxpayer disagreed with the penalty, but he paid
it anyway. He then filed a timely Claim for Refund. The
IRS simply ignored the taxpayer, so he exercised his right
to file a Suit for Refund with the District Court. The
taxpayer, who was already in his late 80s back when he
formed PPT, died in 2019 amid the procedural squab-
bling. The estate assumed the battle from that point
forward.

The District Court, which handled the case initially,
held in favor of the taxpayer. It concluded that under
the relevant provision the IRS can only assess the five
percent penalty, 7ot the five percent and 35 percent
penalty, and 7ot either the five percent or the 35 per-
cent penalty. Fueling the ire of the IRS, the District
Court added that the penalty, derived from the “gross
reportable amount,” would be five percent of the value
of “the trust’s assets at the close of the year.” Because
the value of PPT was $0 at the end of 2007, the penalty
would be $0.

The government asked the Second Circuit Court of
Appeals to review the District Court’s decision.*® This
superior judicial body saw things differently, holding
in favor of the IRS on all counts. The Court of Appeals
began by explaining that Code Sec. 6048(c) demon-
strates that when a “U.S. person” fails to report to the
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IRS a distribution from a foreign trust, he triggers a
penalty equal to 35 percent of the “gross reportable
amount” under Code Sec. 6677. The Court of Appeals
then noted that the term “U.S. person” generally
includes “everyone [and] makes no exception for a ben-
eficiary who is also the owner of a foreign trust.” The
taxpayer in Wilson v. United States was a U.S. person
who did not file a Form 3520 to disclose the distribu-
tion of about $9.2 in 2007. Therefore, concluded the
Court of Appeals, the IRS was correct in imposing the
35 percent penalty.’! The Court of Appeals summarized
its ruling as follows:

The plain language of [Sections] 6048 and 6677
requires that when an individual fails to timely report
the distributions she received from a foreign trust,
then a 35% penalty applies; her concurrent status as
owner of the trust does not alter this rule. Because the
statute’s meaning is clear based from its text, we need
not consider any extrinsic sources.”

F. Ambiguity with Foreign Retirement
Plans

The Government Accountability Office recently issued a
report strongly criticizing the IRS and Congress for per-
petuating a complex, obscure, and inconsistent system
affecting foreign retirement plans, including those char-
acterized as foreign trusts (“GAO Report”).*’

The GAO Report acknowledges that the IRS has pro-
vided some limited guidance about foreign retirement
plans, such as the International Tax Gap Series and
Publication 54, titled “Tax Guide for U.S. Citizens and
Resident Aliens Abroad.” However, the GAO Report
explains that neither item “describes in detail how tax-
payers are to determine if their foreign workplace retire-
ment plan is eligible for tax-deferred status, or how to
account for contributions, earnings, or distributions on
their annual U.S. tax return, particularly whether and
when contributions and earnings should be taxed as
income.”*

Lack of clarity from the IRS has created disagreement
among U.S. tax practitioners about how to treat foreign
plans. According to the GAO Report, some practitioners
advise their clients to report them as passive foreign in-
vestment companies (“PFICs”) on Form 8621 (Return by
U.S. Shareholder of a Passive Foreign Investment Company),
others recommend disclosing them as foreign financial
accounts on FBARs and Form 8938, while still others
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suggest that they should be treated as foreign trusts and
reported on Forms 3520 and 3520-A.%

Indeed, the IRS launched a
specialized Compliance Campaign,
refused to extend the FTA policy to
Forms 3520 and 3520-A, imposed the
highest possible penalties against a
taxpayer who belatedly reported his
foreign gifts pursuant to the DIIRSP,
stacked penalties against a taxpayer
who played two roles with a foreign
trust, adopted a policy of assessing
maximum penalties automatically
and without analyzing “reasonable
cause” statements from taxpayers,
neglected to issue guidance about
the proper treatment of foreign
retirement plans, and offered only
limited relief for certain foreign
trusts under Rev. Proc. 2020-17.

The GAO Report painted a bleak picture for U.S.
individuals with foreign retirement plans, and several
real-life examples have underscored this viewpoint.
Take the following situation involving a common re-
tirement vehicle, the Australian Superannuation Fund
(“ASF”). Taxpayers and practitioners have sought guid-
ance from the IRS for many years with respect to ASFs.
Among other things, they have sent letters highlight-
ing the inconsistent tax treatment provided by the U.S.
and Australian tax authorities, as well as the lack of
specific language in the U.S.Australian treaty to cor-
rect the issue.’® Published materials indicate that the
IRS is not heeding the call for change. For instance,
the IRS was obligated to publicly release written guid-
ance that it provides to its workers who are tasked with
fielding questions about voluntary disclosures. The IRS
guidance instructed workers to say the following with
respect to ASFs: (i) ASFs are not covered by a favorable
treaty provision; (ii) the voluntary disclosure programs
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offered by the IRS do not have special provisions for
ASFs; (iii) the highest value of ASFs that are not com-
pliant with U.S. tax and/or information-reporting obli-
gations are subject to penalties; and (iv) ASFs must be
reported on various international information returns,
including, but not limited to, Forms 3520 and 3520-A
for foreign trusts.”

G. Limited Administrative Salvation

The IRS recently issued Rev. Proc. 2020-17, which
offered beneficial treatment to certain U.S. individuals
with interests in “applicable tax-favored foreign trusts.”*®
Its primary purpose was to create an exemption from cer-
tain information-reporting requirements (but not from
income-reporting and tax-payment requirements) for
U.S. individuals regarding their ownership of, and trans-
actions with, certain types of foreign trusts.” How can
the IRS do this? Well, the law states that the IRS can uni-
laterally suspend or modify information-reporting duties
if it determines that it “has no significant tax interest” in
obtaining the relevant data.”

An “eligible individual” in this context is a U.S. cit-
izen or U.S. resident who was compliant or “comes into
compliance” with his duty to file tax returns for all years
and who reported as income on such returns all contri-
butions to, accumulated income in, and actual distri-
butions from the foreign trust.” Put another way, only
individuals who paid all income taxes related to foreign
trusts are in a position to derive the benefits of Rev. Proc.
2020-17.%

Rev. Proc. 2020-17 covers both “tax-favored foreign
retirement trusts’ and “tax-favored foreign non-retire-
ment trusts.”® The former means (i) a trust, plan,
fund, scheme, or other arrangement, (ii) established
under the laws of a foreign country (iii) to provide
pension or retirement benefits, and (iv) meets a long
list of requirements under local law, the most impor-
tant of which is that contributions to the trust are
limited, and distributions from the trust are contin-
gent upon death, disability, or reaching a particular
age.” The latter is largely the same, except that its
objective is to provide medical, disability, or educa-
tional benefits.”

Rev. Proc. 2020-17 offers prospective benefits in
that eligible individuals are excused from filing Forms
3520 and 3520-A for qualified foreign trusts in the fu-
ture.’ It contains retroactive benefits, too, in that any
eligible individual against whom the IRS previously
assessed penalties can seek an abatement or a refund,
as appropriate.”’
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Any step by the IRS toward simplifying foreign
trust reporting is positive, but taxpayers have identi-
fied some serious limitations of Rev. Proc. 2020-17.
First, in order to qualify, a taxpayer must have filed
his annual Form 1040 and reported 2// worldwide in-
come, which ordinarily includes all contributions to,
passive income generated by, and actual distributions
from foreign trust.” The reality is that many tax-
payers with foreign plans cannot meet this criterion
because they failed to declare all income based on
their incorrect understanding that they should treat
the foreign plans like Code Sec. 401(k) plans under
U.S. law. Second, even if a taxpayer were entitled to
a future filing waiver under Rev. Proc. 2020-17, he
likely still would need to report the foreign trust to
the IRS on Form 8938, FBARs, Schedule B of Forms
1040, and perhaps elsewhere. The taxpayer, therefore,
will not be relieved of many information-reporting
and record-retention duties.*” Third, the time for
claiming a refund of penalties from prior years might
have already expired for many taxpayers because
Form 3520 and Form 3520-A penalties are immedi-
ately assessed and often swiftly collected by the IRS
thanks to its authority to effectuate “administrative
offsets.” Fourth, Rev. Proc. 2020-17 does nothing to
resolve the larger problem underscored by the GAO
Report, namely, the lack of comprehensive guidance
about the proper characterization and tax treatment
of foreign plans.’!

VI. Public Comments on Forms and
More

With all that background under their belts, readers are
ready for the main event, the recent commentary about
Form 3520, Form 3520-A, and related issues.
The IRS sought input in December 2022, and five
groups responded.’ The participants included the Texas
Society of Certified Public Accountants, American
Institute of Certified Public Accountants, Florida Bar Tax
Section, and two tax practitioners.” Their comments have
been aggregated, summarized, and enumerated below.**
m  The IRS should update its statistics concerning how
many taxpayers must file Forms 3520 and 3520-A
and then significantly increase the “compliance
burden” imposed on taxpayers in gathering data,
analyzing issues, and completing returns.

®  TheIRS should make several changes to its penalty pro-
cedures, particularly when it comes to taxpayers volun-
tarily and proactively filing Forms 3520 and 3520-A
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through a disclosure program like the DIIRSP. Such
changes should include giving a “fair and meaningful
reasonable cause review before penalties are imposed,”
ensuring that the IRS personnel conducting such re-
view possess the proper background and training,
avoiding the use of “low-level clerks” in making initial
penalty determinations, recognizing that U.S. expatri-
ates have legitimate reasons for having foreign assets,
and requiring that a supervisor review and approve all
penalties in writing before assessing them.>

The IRS should issue a Revenue Procedure or other
similar item creating a “safe harbor” for filing delin-
quent Forms 3520 and 3520-A on a penalty-free basis.
The IRS should change its current practice of not
applying the First-Time-Abate (“FTA”) policy to
Forms 3520 and 3520-A. Expanding on this notion,
one group suggested that the FTA cover not just the
first return, but rather the first sez of returns filed:

“For example, if a taxpayer was not aware of the
filing obligation, hires new counsel and learns of
the obligation, and then files [Forms 3520 and
Forms 3520-A] for the prior three, six or any
amount of prior years in order to come into com-
pliance, the taxpayer should be exempt from pen-
alty for all of the years in question under FTA. This
will reduce the chilling effect on compliance and
reporting as taxpayers will not be fearful of penal-
ties being assessed for multiple years when trying
to come into compliance for the first time.”>

The IRS should expand the number and types of
justifications that it accepts as “reasonable cause”
for waiver of penalties and also provide numerous
examples.

The IRS should expand the information-reporting
relief granted to taxpayers in Rev. Proc. 2020-17.
The IRS should provide better guidance about
whether and when foreign pensions and other retire-
ment plans constitute foreign trusts.

The IRS should exempt taxpayers from filing Forms
3520 and 3520-A with respect to foreign plans in
cases where a treaty allows for the deferral of income
taxes on passive earnings within the plans until dis-
tributions are made.

The IRS should add a new box to Part III of Schedule
B to Form 1040 asking taxpayers if they received any
gifts or inheritances from foreign sources during the
year. If the answer is “yes,” then taxpayers should be
notified of the potential duty to file Form 3520-A.
This would be similar to existing boxes, questions,
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and cross-references for foreign accounts and foreign
trusts.”’

B The IRS should clarify to taxpayers and tax profes-
sionals that its current policy is to assess maximum
penalties when it comes to late or amended Forms
3520 and 3520-A, without contemplating the un-
derlying facts or statements of reasonable cause. The
commentators contend that the IRS’ policy is cre-
ating a “strong disincentive” in two ways. First, tax-
payers facing the certainty of large penalties might
opt for future compliance only, rather than self-cor-
recting past mistakes. Second, many accountants and
other return-preparers, weighing the fees that they
could earn against possible penalties and malpractice
claims, have decided to cease preparing Forms 3520
and 3520-A for taxpayers.’®

B The IRS should permit and facilitate electronic
filing, as opposed to paper filing, of Forms 3520 and
3520-A.

m  The IRS should create a separate return for reporting
large foreign gifts because the current multi-purpose
return, Form 3520, applies to those who made trans-
fers to a foreign trusts, owned foreign trusts, received
distributions from foreign trusts, and/or obtained
gifts or inheritances from foreign persons.

m  Congress should outright repeal Code Sec. 6039E
such that reporting foreign gifts on Form 3520-A
would no longer be required. Alternatively, the scope
of such provision should be radically reduced, and
the IRS’ reliance on it should be limited. The com-
mentator advocating this position believes that the
current use by the IRS of Form 3520-A penalties is

ENDNOTES

“heavy-handed to an abusive extreme.” He further
suggests that Form 3520-A “has become a cash cow
which results in uninformed citizens and residents
being forced to pay tens of millions of dollars of pen-
alties every year for failing to report transactions to
the government that substantively are completely tax

free.”®

VII. Conclusion

The situation regarding foreign trusts and gifts has
been strained for a long time, and this article demon-
strates that things have worsened lately. Indeed, the IRS
launched a specialized Compliance Campaign, refused
to extend the FTA policy to Forms 3520 and 3520-A,
imposed the highest possible penalties against a tax-
payer who belatedly reported his foreign gifts pursuant
to the DIIRSD, stacked penalties against a taxpayer who
played two roles with a foreign trust, adopted a policy
of assessing maximum penalties automatically and
without analyzing “reasonable cause” statements from
taxpayers, neglected to issue guidance about the proper
treatment of foreign retirement plans, and offered only
limited relief for certain foreign trusts under Rev. Proc.
2020-17. Various organizations and professionals have
recently submitted comments to the IRS, criticizing
aspects of Form 3520, Form 3520-A, and related en-
forcement mechanisms. Taxpayers and practitioners
with international issues will be watching closely to see
whether, or to what extent, the IRS takes such input to
heart.
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