Foreign Gifts and Foreign Trusts:
Taxpayers Still Seeking Court
Guidance After Two Government
Concessions

By Hale E. Sheppard*

l. Introduction

Taxpayers with international reach understand that U.S. international tax compli-
ance can be complicated. Each aspect has its own challenges and peculiarities, but
issues related to foreign gifts and foreign trusts can be especially tricky. Why? The
duties are obscure, the rules are laden with complex concepts and terminology,
and guidance on some key issues is absent. Exacerbating matters, the Internal
Revenue Service (“IRS”) immediately assesses and starts collecting penalties when
violations occur, it has been conducting a Compliance Campaign for years, it
refuses to employ the first-time-abate policy, and it issued administrative relief
that was out of reach for many taxpayers.

Taxpayers and practitioners have been seeking clarity on critical foreign gift
and trust issues, from the courts, for a long time. This has not occurred, largely
because the government conceded relevant cases before litigation takes place. Such
pre-trial surrender by the government is positive for the one taxpayer involved in
the dispute, but negative for others who desire broader guidance, strong rulings,
judicial precedent on which a// taxpayers can rely.

This article, which builds upon several earlier ones, compares the main obliga-
tions stemming from foreign gifts and trusts, identifies several recent events in
these areas, and analyzes two new cases in which key issues pertinent to many
taxpayers were raised, but not resolved.'
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Il. Comparing Foreign Gift and Trust Rules

Readers must start with some fundamentals about duties triggered by receiving
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A. Receipt of Foreign Gifts

If a U.S. individual receives a gift from an individual
who is nota U.S. person totaling more than $100,000
during a given year, then he generally must file a
Form 3520 (Annual Return to Report Transactions with
Foreign Trusts and Receipt of Certain Foreign Gifts) with
the IRS providing data about the event.? The receipt
of the foreign gift does #nor cause immediate U.S.
income taxes for the recipient, solely an information-
reporting duty.

Taxpayers and practitioners have
been seeking clarity on critical
foreign gift and trust issues, from
the courts, for a long time. This has
not occurred, largely because the
government has conceded relevant
cases before litigation takes place.

It is noteworthy that Form 1040 (U.S. Individual Income
Tax Return), which all U.S. individuals ordinarily must file
with the IRS, does not raise the potential need to submit
Form 3520 upon receipt of a foreign gift. Schedule B
to Form 1040 expressly warns individual taxpayers that
they might have to file Form 3520 if they get a distribu-
tion from, transfer anything to, or serve as a grantor of a
foreign trust. It makes no mention, however, of possible
Form 3520 duties in situations where U.S. 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.*

B. Links to Foreign Trusts

A taxpayer’s obligations vary depending on his relationship
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 Form 3520
within 90 days of certain events.” For these purposes,
a “responsible party” is the grantor, the executor of
a decedent’s estate, or the transferor of property,
depending on the circumstances.® If a U.S. person is
treated as the “owner” of any portion of a foreign trust
under the grantor trust rules, he essentially has two
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mandates. He must file Form 3520, and he “shall be
responsible to ensure” that the trust files Form 3520-A
and furnishes all required information to each U.S.
person who is an owner of, or who receives a distribu-
tion from, the trust.” Finally, a U.S. person ordinarily
must file Form 3520 if he receives during the year
any distribution 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 violation
involves Form 3520-A (pertaining to owners of foreign
trusts) instead of Form 3520 (pertaining to responsible
parties and beneficiaries), the penalty decreases from 35
percent to five percent.'

C. Potential Penalty Mitigation

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 definition of reasonable cause specifically
in the context of Forms 3520 and 3520-A, the courts have
been receptive to arguments applying standards found
elsewhere in the Internal Revenue Code.'> Here are a
couple of common ones.

First, a taxpayer’s ignorance of the law might give
rise to reasonable cause. The IRS acknowledges that in
some instances taxpayers may not be aware of specific
obligations to file returns and/or pay taxes.'’ It further
concedes that reasonable cause “may be established if
the taxpayer shows ignorance of the law in conjunction
with other facts and circumstances,” such as whether
the taxpayer has been penalized before and the level of
complexity of the issue.'* The IRS also recognizes that
a taxpayer may have reasonable cause if he was unaware
of a requirement and could not reasonably be expected
to know about it."”

Second, a taxpayer’s reasonable reliance on an indepen-
dent, informed, qualified tax professional often constitutes
reasonable cause.'® For purposes of the reasonable-reliance
defense, the concept of “advice” broadly covers “any
communication” from an advisor, and it “does not have
to be in any particular form.””” The Supreme Court has
mandated that the IRS liberally construe this defense in
favor of taxpayers.'® The Tax Court, for its part, has held
that reasonable reliance exists where three elements are
present: the advisor was a competent professional with
sufficient expertise, the taxpayer provided the advisor with
necessary and accurate information in a timely manner,
and the taxpayer actually relied in good faith on the advi-
sor’s advice."
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D. Procedural Peculiarities

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 when infrac-
tions occur; the normal deficiency procedures do not
govern.*

I1l. Recent Events

Several things have occurred recently concerning foreign
gifts and trusts. Some noteworthy ones are described
below.

A. Compliance Campaign

The IRS launched a “Compliance Campaign” in 2018
centered on foreign trusts, Form 3520, and Form 3520-
A" This enforcement effort was designed to stop alleged
shenanigans associated with foreign trusts, but taxpayers
with legitimate reasons for establishing foreign trusts
and those receiving foreign gifts got caught in the IRS’
enforcement net, too.

B. No Abatements for Initial Errors

Problems have existed for many years as a result of imme-
diately assessing penalties, failing to consider legitimate
“reasonable cause” positions, ignoring collection freezes,
not applying the first-time abate policy, erc.?? As a partial
concession, the IRS issued a memo to Appeals Officers in
late 2022 indicating that they can waive penalties using
the first-time abate policy when it comes to some inter-
national information returns.”® Regrettably, the memo
stated that such a policy is nor applicable to foreign gift
or trust situations.*

C. Narrow Administrative Salvation

The IRS, cognizant of compliance burdens and admin-
istrative headaches, announced a partial solution in the
form of Rev. Proc. 2020-17.% Its primary purpose was to
create an exemption from certain information-reporting
requirements for U.S. individuals with respect to their
ownership of, and transactions with, particular foreign
trusts.”® Rev. Proc. 2020-17 offered prospective benefits
in that eligible individuals are excused from filing Forms
3520 and 3520-A for qualified foreign trusts in the
future.” It also contained retroactive benefits in that
eligible individuals against whom the IRS previously
assessed penalties could seek an abatement or a refund,
as appropriate.*®
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Rev. Proc. 2020-17 covered both “tax-favored foreign
retirement trusts’ and “tax-favored foreign non-retirement
trusts.”” The former meant (i) a trust, plan, fund, scheme,
or other arrangements, (ii) established under the laws of
a foreign country, (iii) to provide pension or retirement
benefits, (iv) that meets a long list of requirements under
local law, the most important of which is that contribu-
tions to the trust are limited to specific percentages or
amounts, and distributions from the trust are contingent
upon death, disability, or reaching a particular age.” The
latter is largely the same, except that its objective is to
provide medical, disability, or educational benefits.’ Many
taxpayers had trouble meeting these eligibility criteria.

What really matters is that
taxpayers and their advisors
understand the existing rules, recent
events, and pending issues left
unresolved by recent cases.

D. Seeking Public Input

In what one hopes is a sign that the IRS is in the process
of fixing problems related to Forms 3520 and 3520-A, it
sought public comments on these returns in late 2022.3
The Texas Society of Certified Public Accountants,
American Institute of Certified Public Accountants,
Florida Bar Tax Section, and two tax practitioners sub-
mitted thoughts, some of which are particularly relevant
to this article.” They suggested, for instance, that the
IRS should give a “fair and meaningful reasonable cause
review before penalties are imposed,” ensure that the IRS
personnel conducting such review possess the proper back-
ground and training, avoid the use of “low-level clerks” in
making initial penalty determinations, and require that a
supervisor approve all penalties in writing before assessing
them. They further recommended that the IRS change
its longstanding practice of ignoring the first-time-abate
policy when it comes to foreign gift and trust penalties.
They also urged the IRS to expand the number and types
of justifications it accepts as “reasonable cause” for waiver
of penalties. Finally, commentators asked the IRS to issue
better guidance on when foreign pensions and other retire-
ment plans constitute “foreign trusts.”
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E. Ongoing Ambiguity

The Government Accountability Office issued a report
strongly criticizing the IRS for perpetuating a complex,
obscure, and inconsistent system affecting foreign retire-
ment plans, including those characterized as foreign trusts
(“GAO Report”).** 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, dif-
ferent practitioners advise their clients to report them in
distinct manners, including as passive foreign investment
companies, foreign financial accounts, foreign financial
assets, or foreign trusts.”

It is also critical that they continue
to follow future judicial battles, as
they will have to address a slew of
intricate tax, legal, and procedural
Issues at some point.

The GAO Report is reflective of recent outcomes
involving a common retirement vehicle, the Australian
Superannuation Fund (“ASF”). Taxpayers and practitio-
ners have sought clarity from the IRS for many years with
respect to ASFs. Among other things, they have sent let-
ters highlighting the inconsistent tax treatment provided
by the U.S. and Australian tax authorities, as well as the
lack of specific direction in the U.S.-Australian treaty.*
The IRS did not heed the call for change. Indeed, internal
IRS documents show that it instructed its personnel to
adopt the following positions when dealing with voluntary
disclosure cases: (i) ASFs are not covered by a favorable
treaty provision; (ii) the voluntary disclosure programs
offered by the IRS do not have special provisions for ASFs;
(iii) the highest value of ASFs that are not compliant with
U.S. tax or information-reporting obligations are subject
to penalties; and (iv) ASFs must be reported on various
information returns, including, but not limited to, Forms
3520 and 3520-A.%

IV. Recent Case about Foreign
Gifts—Form 3520

Wizesinski v. United States was the first federal case dealing
with Form 3520 penalties related to foreign gifts, which

renders it important.*®
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The taxpayer in the case was born, raised, and edu-
cated in Poland. He immigrated to the United States
when he was 19 years old. He then engaged 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 in 2010
to inquire about any U.S. duties triggered by his 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, in 2010 and 2011. Thus,
the taxpayer received over $100,000 in cash gifts from a
foreign person each year. In early 2011, during prepara-
tion of his Form 1040 for 2010, the taxpayer again asked
his tax advisor if he needed to file anything with the
IRS in connection with the gifts from his mother. The
tax advisor, as before, incorrectly told the taxpayer that
nothing was due.

The taxpayer did not receive any additional gifts, and
the IRS never audited him. Things changed in 2018. The
taxpayer wanted to do some re-gifting, sending a por-
tion of the money that he previously received from his
mother to his godson in Poland. The taxpayer thought
that he, as a U.S. person, might have some tax-related
duties when sending a gift abroad. Therefore, he did
some searches about “foreign gifts” on the Internet.
This led him to various articles about the duties of
U.S. persons who receive money from, as opposed to
give money to, foreign persons. Shocked, the taxpayer
contacted a local attorney with experience regarding
international 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, using the voluntary disclo-
sure program known as the Delinquent International
Information Return Submission Procedure (“DIIRSP”).
The taxpayer, with the assistance of the attorney, filed
Forms 3520 for 2010 and 2011 pursuant to the DIIRSP,
along with statements explaining why his violations
were attributable to reasonable cause and should not be
penalized. This occurred in August 2018. The statements
contended several things, the most important of which
were that the taxpayer consulted with his tax advisor before
filing his Form 1040, gave the tax advisor details about
the foreign gifts, received erroneous advice from the tax
advisor, and relied on such advice.
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After nearly a year, the IRS sent the taxpayer two notices
in May 2019, indicating that he owed total penalties of
$207,500 for the late Forms 3520. That figure represented
the highest possible amount, which was 25 percent of the
gifts received. In rejecting the DIIRSP application and
accompanying statements, the IRS notices concluded
that ordinary business care requires taxpayers to make
themselves aware of their duties and that ignorance of tax
laws was no excuse.

The taxpayer disputed the penalties of $207,500 by
filing a Protest Letter in June 2019. To strengthen his
position, the taxpayer later submitted a Supplemental
Protest Letter, attaching a letter from the tax advisor in
which he corroborated the taxpayer’s reasonable-reliance
defense. The tax advisor fell on his sword, so to speak,
admitting that he had given the taxpayer erroneous advice
about the foreign gifts.

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

The taxpayer paid the remaining $41,500, even
though he still disagreed with the IRS. He then filed
Claims for Refund, 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 then initiated a Suit for Refund
in District Court.

The IRS quickly came under scrutiny for its han-
dling of Form 3520 penalties in Wrzesinski v. United
States, with commentators warning that an unfavorable
decision for the IRS could open the proverbial can of
worms.* The tax attorneys at the Department of Justice
(“DOJ”), who are charged with handling refund litiga-
tion, swiftly came to the same conclusion. They agreed
to fully concede the case in favor of the taxpayer before
they even filed an Answer to the initial Complaint
lodged by the taxpayer.®” In other words, the IRS fully
surrendered before it submitted any pleadings with the
District Court, engaged in any discovery procedures,
filed any legal briefs, or otherwise attempted to defend
the IRS’ earlier position that the taxpayer should be
stuck with penalties.

The resolution of Wrzesinski v. United States was
bittersweet. Many people hoped for a taxpayer vic-
tory, of course, but only affer a trial and the issuance
of a full-blown written opinion by the District Court.
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These events might have yielded some items helpful
to all taxpayers with inadvertent international non-
compliance. For example, the DOJ would have been
forced to clarify its stance regarding what constitutes
“reasonable cause” when it comes to obscure and
complex returns, like Form 3520. The DOJ, more-
over, would have found itself obligated to explain the
standards and procedures applicable to the DIIRSP.
The DOJ also might have been required to address the
validity of public comments about Form 3520, such
as why the first-time-abate policy is ignored when it
comes to Form 3520. Because the DOJ conceded in
Whrzesinski v. United States before the parties could fully
present their positions and before the District Court
could dissect them, taxpayers must await future cases
for judicial guidance affecting Form 3520 and perhaps

other international returns.

V. Recent Case about Foreign
Trusts—Form 3520-A

Excitement was palpable when a new case involving a
foreign trust and a Form 3520-A penalty came to light
in mid-2023. The Amended Complaint in Ueland v.
United States offered the following allegations.’ The
taxpayer is a U.S. citizen who has been living and work-
ing in Australia for over a decade, since 2010. He is fully
compliant with his Australian tax obligations. Similarly,
he files an annual Form 1040 with the IRS reporting
his worldwide income, enclosing various international
information returns, and paying all corresponding
taxes. The taxpayer hired and relied on tax profession-
als to assist him in maintaining tax compliance. As an
Australian resident and business owner, the taxpayer was
required to participate in an ASF. The taxpayer, taking a
conservative approach, treated the ASF as a foreign trust
for U.S. purposes, thus triggering the need to file Forms
3520 and 3520-A.

The taxpayer filed a timely Form 1040 and a timely
Form 3520 for 2017; the IRS did not question those two
submissions. The ASF used a fiscal year ending on June
30, instead of a calendar year. The taxpayer sent a timely
filing extension request for the Form 3520-A, purport-
edly moving the due date to March 15, 2019. The IRS
admitted that it received the Form 3520-A three days
before that.

The IRS assessed a penalty of about $96,000 on
September 21, 2020. The taxpayer was unaware of
any problems for 2017 until he received a letter dated
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November 2, 2020, indicating that the IRS had seized
the $96,000 by doing a so-called “administrative offset”
from his Form 1040 for a later year, 2019. In other
words, the letter informed the taxpayer that the IRS
had grabbed his income tax overpayment for 2019 and
used it to pay the civil penalty for 2017. The letter did
not identify the tax provision under which the penalty
had been assessed, the reason for the penalty, or how it
was calculated.

The taxpayer, through his legal counsel, took several
steps to get to the bottom of things. He called the IRS and
asked questions of a representative. He then filed requests
for relevant documents under the Freedom of Information
Act. The next step taken by the taxpayer was filing a Form
843 (Claim for Refund) on December 31, 2020, which was
about 14 months after he had “involuntary paid” the civil
penalty thanks to the “administrative offset” conducted
by the IRS.

Did the IRS recognize any shortcomings and remit the
$96,000 to the taxpayer? No. Did the IRS issue an official
Notice of Disallowance? Again, no. Instead, it sent the
taxpayer a form letter vaguely stating that Form 843 did
not “establish reasonable cause or show due diligence.” The
IRS further explained that the penalty did not relate to a
problematic Form 3520, but rather a late Form 3520-A.
The letter revealed that the IRS was ignorant of two key
facts, despite being notified of them previously. First, the
ASF operated under a fiscal year ending June 30, instead
of a calendar year ending December 31. Second, the
taxpayer filed a timely request to extend the filing dead-
line for Form 3520-A. The IRS, in short, thought Form
3520-A for 2017 should have arrived before March 15,
2018, while the taxpayer maintained that it was not due
until March 15, 2019.

Counsel for the taxpayer sent a letter asking the Appeals
Office to reconsider the refund issue, but that never
occurred. The Appeals Office claimed to have “no record”
of receiving it.

In light of the inaction by the Appeals Office, the
taxpayer filed a Suit for Refund in federal court. This
happened less than two years after the IRS sent the form
letter indicating that Form 843 had not persuaded the
IRS of the wrongness of its ways. The taxpayer listed vari-
ous reasons why he was entitled to his money back. He
argued, for instance, that the IRS failed to make a prior
“notice and demand” for payment, as mandated by Code
Sec. 6665(a). The taxpayer also maintained that the IRS
failed to comply with Code Sec. 6751(a), which requires
the IRS to give notice to the taxpayer of the name of the
penalty, the tax provision under which it was imposed,
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and how it was computed. Additionally, he alleged that
the IRS ignored Code Sec. 6751(b), pursuant to which
the IRS must obtain specific supervisory approvals before
assessing a penalty. Finally, the taxpayer raised the most
straightforward position of all; that is, he filed Form
3520-A on time, such that delinquency penalties are
wholly inapplicable.

It appears from comments to the press that the taxpayer
did not argue that penalties should be abated under
Rev. Proc. 2020-17 because the ASF did not meet the
eligibility criteria to be considered a “tax-favored foreign
retirement trust.”* The Amended Complaint also did
not contend that penalties are misplaced because the
ASF should not be treated as a foreign trust for U.S. tax
purposes, and the taxpayer filed Forms 3520 and 3520-A
solely on a “protective” basis as a means to avoiding
potential penalties.*

Taxpayers and tax practitioners were chomping at the
bit, as they say, eager to read a court opinion addressing
thorny issues centered on foreign trust reporting. Alas, it
was not to be. Like the foreign gift case discussed earlier
in this article, Ueland v. United States came to an abrupt
end, without generating any helpful analysis, when the
DOQJ attorneys agreed to refund all $96,000 (plus interest)
to the taxpayer before trial began.*

The documents filed with the court do not state the exact
basis on which the DOJ surrendered, but statements to
the press indicate that the DOJ limited itself to acknowl-
edging that Form 3520-A was filed on time. Put another
way, the DOJ did not address any of the procedural issues
raised by the taxpayer in the Amended Complaint, so they
remain unanswered.

VI. Conclusion

Prosecutors love to tout their records, invariably
announcing that their conviction rates are close to 100
percent. Well, of course they are, given that prosecutors
generally have full discretion to settle before trial any
case that might be too challenging, involve too many
dicey issues, create too much uncertainty, or require too
much work. Is that what has been happening recently
with foreign gift and trust cases, such as the two explored
in this article? The answer to that particular question is
not vital. What really matters is that taxpayers and their
advisors understand the existing rules, recent events, and
issues left unresolved by recent cases. It is also critical
that they continue to follow future judicial battles, as
they will have to address a slew of intricate tax, legal,
and procedural issues at some point.
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