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l. Introduction

Tax issues are dynamic; things constantly evolve. This is particularly true when
it comes to U.S. international tax and information-reporting duties applicable
to foreign trusts. A major challenge for taxpayers is keeping up with all the
changes because they derive from different sources, in different contexts, at dif-
ferent times. Another hurdle is that many headline-seckers, whose goal appears
to be obtaining clicks at any cost, often disseminate incomplete and/or inaccu-
rate information about important events. An additional obstacle is that even
those aware of new items concerning foreign trusts have problems identifying
how they interact. In an effort to get things back on track, this article offers a
summary of foreign trust rules, followed by a chronological review of the latest
enforcement actions, relief measures, cases, regulations, and more.

Il. Foreign Trust Rules

Readers must start with some fundamentals about trusts, namely, classification,
reporting duties, and penalties.

A. Entity Classification

The initial inquiry in most situations, as basic as it sounds, is whether the en-
tity in question is a “trust.” The entity-classification regulations generally govern
how organizations are treated for U.S. tax purposes.! With respect to trusts, the
regulations start by indicating that an “Ordinary Trust” is an arrangement, cre-
ated either by a will or by an inter vivos declaration, whereby trustees take title
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to property for purposes of protecting or conserving it
for the beneficiaries.” The beneficiaries of an Ordinary
Trust limit themselves to accepting the benefits thereof;
they normally do not plan or create the Ordinary Trust
in the first place.’ The Internal Revenue Service (“IRS”)
tends to treat an arrangement as an Ordinary Trust if its
purpose is to grant the trustees responsibility for protect-
ing or conserving property for beneficiaries who are not
involved with such responsibility and who are not associ-
ates in a joint enterprise designed to conduct a business.”

The regulations describe several other types of trusts,
including so-called “Business Trusts.”” These arrange-
ments also involve the transfer of legal title to property
to trustees for the benefit of beneficiaries, but they are
different from Ordinary Trusts in that the beneficiaries
usually create them as a way to carry on a for-profit en-
deavor that would normally occur through a corpora-
tion, partnership, or other business entity.®

B. Location of a Trust

If an entity is a “trust” for U.S. tax purposes, another
question is whether it is domestic or foreign. This inquiry
is more complicated than one might anticipate. A trust is
domestic if a U.S. court can exercise primary supervision
over the administration of the trust (“Court Test”) and at
least one U.S. person has authority to control all substan-
tial decisions of the trust (“Control Test”).”

A trust satisfies the Court Test if the governing docu-
ment, like the trust deed, does not expressly state that the
trust will be administered outside the United States, the
trust is administered exclusively in the United States, and
the trust is not subject to an “automatic migration pro-
vision,” which would move the trust outside the United
States if a U.S. court attempted to assert jurisdiction over
or otherwise supervise the trust.® For purposes of the
Control Test, the term “control” means having the power,
by vote or otherwise, to make all substantial decisions for
the trust, with no other person having the power to veto
such decisions.” This encompasses all persons with de-
cision-making authority, not just trust fiduciaries.'’ The
term “substantial decision,” for its part, includes any de-
cision allowed or required under the terms of the trust
deed and relevant law."" Any trust that fails to meet both
the Court Test and the Control Test is a foreign trust.'?

C. Reporting Duties

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 (Annual Return to Report Transactions with Foreign
Trusts and Receipt of Certain Foreign Gifis) within 90
days of certain events. For these purposes, a “respon-
sible 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 the “owner” of any portion of a
foreign trust under the grantor trust rules, he essentially
has two mandates. He must file a Form 3520, and he
“shall be responsible to ensure” that the trust files a Form
3520-A (Annual Information Return of Foreign Trust with
a U.S. Owner) and furnishes all required information to
each U.S. person who is an owner of, or who receives a
distribution from, the trust.'

Finally, a U.S. person ordinarily must file a Form 3520
if he receives during the year any distribution from a for-
eign trust, as this concept is broadly interpreted.’

D. Penalties and Mitigation

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 re-
sponsible parties and beneficiaries), the penalty decreases
from 35 percent to five percent."”

The IRS will not assert penalties where there is “rea-
sonable 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 in the context of Form 3520 and Form 3520-
A, the courts have been receptive to arguments apply-
ing standards found elsewhere in the Internal Revenue
Code.”

Unlike the long list of penalties 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 infractions occur; the
normal deficiency procedures do not govern.*

I1l. Recent Events

Several actions involving foreign trusts have occurred re-
cently. This article explores some of the noteworthy ones
below.



A. Unresolved Ambiguity

The Government Accountability Office issued a report
strongly criticizing the IRS for perpetuating a complex,
obscure, and inconsistent system affecting foreign re-
tirement plans, including those characterized as foreign
trusts.”' Lack of clarity from the IRS has created disagree-
ment among U.S. tax practitioners about how to treat
foreign plans. According to the report, different prac-
titioners advise their clients to report them in distinct
manners, including as passive foreign investment com-
panies, foreign financial accounts, foreign financial as-
sets, or foreign trusts.” This results in the filing of Forms
3520 and Forms 3520-A, among other international in-
formation returns.

B. Compliance Campaign

The IRS launched a “Compliance Campaign” in 2018
centered on foreign trusts, Forms 3520, and Forms
3520-A.% This, of course, triggered various disputes,
some of which are explored later in this article.

C. No First-Time Abatements

Problems have existed for many years because the IRS
immediately assesses foreign trust penalties, fails to con-
sider legitimate “reasonable cause” positions, ignores
collection freezes, refuses to apply the first-time abate
policy, etc.?* As a partial solution, the IRS issued a memo
to its Appeals Ofhicers in late 2022, indicating that they
can waive penalties using the first-time abate policy
when it comes to certain international information
returns.” Unfortunately, such a memo expressly stated
that such leniency is not applicable to foreign trust or
gift situations.”

D. Administrative Relief

The IRS, cognizant of serious compliance burdens and
administrative headaches, announced another solution
in the form of Rev. Proc. 2020-17.* Its primary purpose
was to create an exemption from certain information-re-
porting requirements for U.S. individuals with respect
to their ownership of, and transactions with, foreign
trusts.”® Rev. Proc. 2020-17 offered prospective benefits
in that eligible individuals are excused from filing Forms
3520 and Forms 3520-A for qualified foreign trusts in
the future.”” It also contained retroactive benefits in that
eligible individuals against whom the IRS previously
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assessed penalties could seek an abatement or a refund,
as appropriate.”® Rev. Proc. 2020-17 covered both “tax-
favored foreign retirement trusts” and “tax-favored for-
. . 31 s .
eign non-retirement trusts.”' The possibility of filing and
penalty relief sounded great to taxpayers in theory, but
many had trouble meeting the extensive eligibility crite-
ria in practice.’”

E. Seeking Public Input

The IRS sought public comments on Forms 3520 and
Forms 3520-A in late 2022.%* Various groups and indi-
viduals submitted thoughts relevant to this article. They
suggested, for instance, that the IRS should give a “fair
and meaningful reasonable cause review before penal-
ties are imposed,” ensure that the IRS personnel con-
ducting such review possess the proper background and
training, avoid the use of “low-level clerks” in making
initial penalty determinations, and require that a super-
visor 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 trust and gift penalties.
They also urged the IRS to expand the number and types
of justifications that it accepts as “reasonable cause” for
waiver of penalties. Finally, commentators asked the IRS
to issue better guidance on when foreign pensions and
other retirement plans constitute “foreign trusts” for
U.S. purposes.*

F. First Recent Case About Foreign Trusts

The court filings in Ueland (“Ueland I”) contained the
following allegations.” The taxpayer is a U.S. citizen
who has been living and working in Australia for over
a decade, since 2011. He has been fully compliant with
his Australian tax obligations. Similarly, he files annual
Forms 1040 (U.S. Individual Income Tax Return) with
the IRS reporting his worldwide income, enclosing
various international information returns, and paying
all corresponding taxes. As an Australian resident and
business owner, the taxpayer was required to partici-
pate in a common retirement vehicle, the Australian
Superannuation Fund (“ASF”). The taxpayer, taking a
conservative approach, treated the ASF as a foreign trust
for U.S. purposes, thus triggering the need to file Form
3520 and Form 3520-A.%

The taxpayer filed a timely Form 1040 and a timely
Form 3520 for 2017; the IRS did 7oz question those two

submissions.
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The ASF used a fiscal year ending on June 30, instead
of a calendar year. The taxpayer sent a timely filing-
extension request for Form 3520-A, purportedly 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 in
September 2020. The taxpayer was unaware of any prob-
lems for 2017 until he received a letter the next month,
indicating that the IRS had seized funds by doing a
so-called “administrative offset” from his Form 1040 for
a later year, 2019. In other words, the letter indicated
that the IRS had grabbed the taxpayer’s income tax re-
fund for 2019 and used it to pay the civil penalty for
2017. The letter did not identify the provision under
which the IRS assessed the penalty, 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 was filing a timely Form
843 (Claim for Refund).

The IRS did not issue an official Notice of Disallowance
of the Form 843. Instead, it sent the taxpayer a form
letter vaguely stating that it 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.

Counsel for the taxpayer sent a letter asking the Appeals
Office to reconsider the issue, but that never occurred.
The Appeals Office claimed to have “no record” of re-
ceiving it. In light of the inaction by the Appeals Office,
the taxpayer filed a Suit for Refund in federal court. The
taxpayer listed various reasons as to 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
taxpayer of the name of the penalty, the tax provision
under which it was imposed, 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 pen-
alties are wholly inapplicable.

Taxpayers and tax practitioners were eager to read a
court opinion addressing thorny issues centered on for-
eign trust reporting, but it was not to be. Ueland I came

to an abrupt end, without generating any helpful anal-
ysis, when the Department of Justice (“DO]J”) agreed to
refund all $96,000 (plus interest) to the taxpayer before
the trial began.”

The documents filed with the court do not state the
exact basis on which the DOJ surrendered, but state-
ments to the press indicate that the DO]J limited itself to
acknowledging that the Form 3520-A was filed on time.
In other words, the DOJ did not address any of the pro-
cedural issues raised by the taxpayer with the court, so
they remain unanswered.’®

G. Second Recent Case About Foreign
Trusts

The taxpayer claimed victory in Ueland I regarding pen-
alties for 2017, but things were not over. Another quarrel
emerged on similar issues, this time centered on 2018
(“Ueland II’).” Many of the key facts and issues are
identical in both cases, so they will not be repeated here.

The fight in Ueland II again focused on the ASE, which
utilized a fiscal year ending June 30, not a calendar year.
The IRS took the position that the relevant Form 3520-A
for 2018 was filed late, such that penalties apply. The tax-
payer adopted the opposite stance, maintaining that he
submitted Form 3520-A in a timely manner.

The taxpayer constructed his argument on the following
building blocks. He was confident that he sent a timely
filing-extension request for Form 3520-A for 2018 to the
IRS, thereby moving the due date to March 15, 2020. The
taxpayer had less conviction, however, when it came to
the specific date on which he actually filed Form 3520-A.
The Complaint stated that he “believed” that he mailed
the Form 3520-A before the extended deadline, but had
“no evidence of doing so.” The taxpayer then pointed out
that the extended deadline coincided with the beginning
of the coronavirus disease (COVID) pandemic, IRS op-
erations were crippled during that period, Forms 3520-A
must be paper-filed, and the IRS Commissioner has pub-
licly recognized widespread return-processing problems.
Combining these items, the Complaint stated the fol-
lowing: “Based on reasonable inferences from IRS records,
the lack of records provided in response to a Freedom of
Information Act request, and the IRS’s own admissions
concerning pandemic-era paper processing failures, the
IRS operations at the Ogden Campus received the 2018
Form 3520-A ... in early 2020 and failed to process it
until July 12, 2021.”

The taxpayer took a number of steps to resolve issues

with the IRS short of litigation. These included filing



a penalty abatement request, a Collection Due Process
hearing demand, an informal refund claim, and a formal
refund claim on Form 843. None of these efforts was
successful. The taxpayer, therefore, initiated a Suit for
Refund. He claimed that penalties were unwarranted be-
cause of lack of penalty computations under Code Sec.
6751(a), absence of the supervisory approvals required
by Code Sec. 6751(b), applicability of COVID-related
penalty relief granted by Notice 2022-36, and timely
filing of Form 3520-A in the first place.

The public again waited eagerly for judicial guidance
about foreign trust reporting and penalties, but this
would not materialize, just as it had not before with
Ueland I. Despite the fact that the taxpayer lacked direct
proof that he timely filed the Form 3520-A for 2018,
the government still folded. Representatives of the tax-
payer explained in May 2024 that the parties filed a joint
Motion with the court to halt the proceedings, the gov-
ernment planned to refund or credit the penalty, and the
case would then be dismissed. The representatives also
indicated that “the basis for the government’s concession
is unclear.”*

H. Third Recent Case About Foreign
Trusts

Geiger is a District Court battle over a “jeopardy assess-
ment” made by the IRS in connection with three foreign
trusts. !

The court filings in this case center on the largest trust,
based in Liechtenstein, known as the World Capital
Foundation (“WCF”). They indicate that Father, a
German citizen and resident, formed and funded WCF
in 1982. He died soon thereafter, in 1989. The trustees of
WCE known as the council, then administered matters
for years in accordance with the governing documents.
Son, who was a U.S. resident thanks to his Green Card,
unsuccessfully tried to gather information about the as-
sets and operations of WCE. Finally, he relinquished his
Green Card in 2010, hired attorneys in Liechtenstein,
and got the funds from WCF transferred to his control
in 2011.

Son applied in 2012 to resolve his prior U.S. non-com-
pliance associated with WCF through the Offshore
Voluntary Disclosure Program (“OVDP”). The OVDP
covered 2003 through 2010. Among other things, Son
filed Forms 1040X (Amended U.S. Individual Income Tax
Returns), Forms 3520, and Forms 32520-A for the rele-
vant years. He also made several large payments to cover
taxes and penalties.
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In making these filings under the OVDP, Son treated
WCEF as a “grantor trust” for U.S. tax purposes. This clas-
sification was a big deal. Why? Labeling WCF a grantor
trust resulted in Son being the owner of (and taxable on)
all the income generated by WCE whereas calling WCF
a non-grantor trust would mean that Son only had to
pay U.S. income taxes on actual distributions made to
him. Moreover, if WCEF were a grantor trust, then all its
assets would be subject to the “exit tax” when Son expa-
triated from the United States in 2010. The difference to
Son (in terms of taxes, penalties, and interest) of charac-
terizing WCF as a grantor trust versus a non-grantor trust
was between $15 and $20 million.

Foreign trust matters have been in flux
for many years, and this article shows
that such fluidity will persist in the
future.

Attorneys for Son realized the problem soon after the
OVDP materials had been submitted, including Forms
3520 and Forms 3520-A treating WCF as a grantor
trust. The IRS asked Son to grant an extension of the
assessment period for 2010 and 2011 as it reviewed the
OVDP application. He declined. Later, Son filed “pro-
tective” Claims for Refund for the entire period covered
by the OVDP (i.e., 2003 through 2010), taking the posi-
tion that WCF should have always been treated as a non-
grantor trust, instead of a grantor trust. Son died in early
2015, his Estate came into existence, Grandson became
Personal Representative of the Estate, and the skirmish
with the IRS continued.

Interactions with the IRS about the OVDP had been
ongoing for five years, so Grandson decided to distribute
the assets of the Estate in 2017 to the two beneficiaries.
These consisted of himself and his mother. Grandson
transferred most of the funds to certain Wyoming trusts,
supposedly for traditional estate-planning purposes.
Notably, Grandson did not distribute about $800,000
from the Estate because he anticipated that the IRS
battle might result in additional liabilities.

In late 2019, the Revenue Agent handling the OVDP
issued an Information Document Request stating, among
other things, that the IRS attorneys agreed with his de-
cision that WCF was a non-grantor trust. The Revenue
Agent also asked Grandson to send another set of Forms
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1040X and Forms 3520 treating WCF as a non-grantor
trust. He did so in early 2020.

A few months later, the IRS supposedly changed its
position, indicating in a separate Information Document
Request that WCF was a grantor trust and any failure by
Grandson to treat it as such would result in “removal”
from the OVDP for “lack of cooperation.” The IRS later
presented three options to Grandson. First, he could re-
main in the OVDP and treat WCF as a grantor trust,
which would trigger a liability of around $6 million.
Second, he could stay in the OVDD, treat WCF as a non-
grantor trust, and expand the period to include 2011,
thereby resulting in more than $20 million in liability.
Third, he could be “removed” from the OVDP and sub-
jected to a standard audit for all years. This final alter-
native created the risk of a liability higher than the total
value of the Estate’s assets, taking into account income
taxes, tax-related penalties, interest charges, and large
information-reporting penalties for unfiled Forms 3520,
Forms 3520-A, and other information returns. As part of
the continued communications with the Revenue Agent,
Grandson sent a letter explaining that the Estate had
been liquidated in 2017, the majority of the funds went
sent to Wyoming trusts for estate-planning reasons, and
Grandson held back about $800,000 to cover any addi-
tional liabilities to the IRS associated with the OVDP.

Grandson selected the third option described above,
and “removal” occurred. The IRS started an audit in
early 2023. The IRS then issued Notices of Jeopardy
Assessments in December 2023. Generally, the IRS can
utilize these only when it determines that a taxpayer
intends to quickly leave the United States, remove pro-
perty from the United States, conceal himself or his pro-
perty, or take any other action that tends to prejudice
or make ineffectual the normal IRS procedures for as-
sessment and collection of taxes. When the IRS makes a
Jeopardy Assessment, the amounts “become immediately
due and payable.”®

Grandson, as Personal Representative of Son’s Estate,
filed suit in District Court challenging the validity of
the Jeopardy Assessments. He raised several arguments

ENDNOTES

against the expedited procedures, including the im-
propriety of including foreign trust penalties in the li-
ability calculation. He suggested that such penalties are
not “tax deficiencies” subject to jeopardy maneuvers,
Forms 3520-A are only required for grantor trusts, even
if WCF and the other foreign trusts were grantor trusts,
the IRS cannot “stack” Form 3520 and Form 3520-A
sanctions on them, and the IRS improperly calculated
penalty figures based on “inferred distributions” from
foreign trusts.

The narrow issue in the current litigation of whether
the IRS had the right to make jeopardy assessments is
interesting, but what might be more notable are the ad-
ditional issues involving foreign trusts, Forms 3520, and
Forms 3520-A that will be addressed in related cases in
the future.”

|. Proposed Regulations

The IRS released proposed regulations on foreign trust
and gift reporting in May 2024.% They are broad, intro-
ducing changes to several tax provisions, as well as prior
IRS guidance.® Public comments were due July 2024,
the related hearing was scheduled for August 2024, and
the IRS will work thereafter to incorporate such input
into the final regulations in order to avoid future chal-

lenges by taxpayers under the Administrative Procedures
Act.%

IV. Conclusion

Foreign trust matters have been in flux for many years,
and this article shows that such fluidity will persist in
the future. Taxpayers continue to struggle with classifi-
cation questions, the IRS proceeds with its Compliance
Campaign, litigation focused on foreign trust penal-
ties mounts, important issues remain unresolved by
the courts, and new regulations might take effect soon.
Given this reality, taxpayers connected in any manner
with foreign trusts would be wise to stay updated.

* Hale defends taxpayers during tax audits, tax ° Reg. §301.7701-4. The regulation also defines

appeals, and tax litigation. You can reach Hale
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sheppard@chamberlainlaw.com.
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