January 31, 2007

Mr. Willard W. Yates

Office of the Associate Chief Counsel (International)

Internal Revenue Service

1111 Constitution Avenue, N.W.

Washington, D.C.    20224

  
RE:     
AICPA Foreign Trust Task Force Comments Regarding Foreign Trust Reporting

Dear Mr. Yates:

The American Institute of Certified Public Accountants (AICPA) submits the attached comments on foreign trust reporting that were developed by the Foreign Trust Task Force and approved by the Trust, Estate, and Gift, Tax Technical Resource Panel and the International Taxation Technical Resource Panel and Tax Executive Committee.  As you are aware, we previously commented on Forms 3520 and 3520-A on June 17, 2003.  
The AICPA is the national, professional organization of certified public accountants comprised of approximately 350,000 members.  Our members advise clients on federal, state, and international tax matters, and prepare income and other tax returns for millions of Americans.  Our members provide services to individuals, not-for-profit organizations, small and medium-sized businesses, as well as America's largest businesses.

In particular, we are writing in response to your request for comments regarding foreign trust issues.  Specifically, our attached comments address issues related to Notice 97-34 and various foreign trust regulations, as well as recommendations regarding: 

· Revising the Form 8891, U.S. Information Return for Beneficiaries of Certain Canadian Registered Retirement Plans, to allow it to also apply to Canadian Registered Education Savings Plans (RESPs).  
· Modifying, Extending, and Filing the Form 3520, Annual Return to Report Transactions with Foreign Trusts and Receipt of Certain Foreign Gifts, and Form 3520-A, Annual Information Return of Foreign Trust with a U.S. Owner.

· Creating a Form 1041NR for foreign grantor trusts with U.S. owners, or modifying the Form 1040NR, U.S. Nonresident Alien Income Tax Return, to address various foreign trust issues.

*     *     *     *     *

We thank you for the opportunity to comment on these matters and welcome the opportunity to discuss our comments further with you or others at the IRS.    Please feel free to contact me at 212-773-2858 or jeffrey.hoops@ey.com, or Steven A. Thorne, Chair of the AICPA Trust, Estate, and Gift Tax Committee, at 312-486-9847 or stethorne@deloitte.com, Karen A. Brodsky, Chair of the AICPA Foreign Trust Task Force, at 212-436-3025 or kbrodsky@deloitte.com, or Eileen R. Sherr, AICPA Technical Manager, at 202-434-9256 or esherr@aicpa.org, to discuss any of the above items or if you require any additional information.  
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Sincerely, 
Jeffrey R. Hoops

Chair, AICPA Tax Executive Committee

cc:        Hal Hicks, Department of Treasury, International Tax Counsel, Room 3054 MT

Eric Solomon, Assistant Secretary for Tax Policy

Gretchen Sierra, Attorney Advisor, Treasury Department

Steven A. Musher, Associate Chief Counsel (International), Room 4619 IR, CC:INTL

John J. Merrick, IRS Special Counsel to Associate Chief Counsel (International), Room 3052 IR, CC:INTL 

Michael A. DiFronzo, Deputy Associate Chief Counsel (International – Technical), Office of the Chief Counsel 
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AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

COMMENTS ON

FOREIGN TRUST REPORTING ISSUES

EXECUTIVE SUMMARY

Our comments address various foreign trust reporting issues.  Specifically, we address issues pertaining to Notice 97-34 and various foreign trust regulations, as well as recommendations regarding: 

· Revising the Form 8891, U.S. Information Return for Beneficiaries of Certain Canadian Registered Retirement Plans, to allow it to also apply to Canadian Registered Education Savings Plans (RESPs).  

· Modifying, Extending, and Filing the Form 3520, Annual Return to Report Transactions with Foreign Trusts and Receipt of Certain Foreign Gifts, and Form 3520-A, Annual Information Return of Foreign Trust with a U.S. Owner.

· Creating a Form 1041NR for foreign grantor trusts with U.S. owners, or modifying the Form 1040NR, U.S. Nonresident Alien Income Tax Return, to address various foreign trust issues.

RECOMMENDATIONS

1. We recommend that Canadian RESPs not be required to file Form 3520-A, and U.S. owners of RESPs which are considered foreign trusts not be required to file Form 3520 to report transfers to such RESPs. We suggest modifying Form 8891 to permit U.S. owners of RESPs to satisfy their information reporting requirements in a similar manner to U.S. owners of Canadian Registered Retirement Savings Plans (RRSPs).  Also, we request clarification as to the information required for RRSPs on Form 8891.  

2. We recommend a change to the due date for Form 3520-A to April 15.  
3. We propose that a simplified, uniform process be adopted for extensions beyond six months for Form 3520-A.  Currently, an extension for a period beyond six months must be requested from the District Director, and this has resulted in inconsistent responses and response times.  We recommend that taxpayers be permitted to request an additional extension using the same process as is available for the first six month extension using a “designated extension” form to ensure a uniform response when such extensions are necessary.

4. We recommend that a uniform method be established by which taxpayers may file prior year Forms 3520 and 3520-A which were inadvertently not filed in order to eliminate unnecessary paperwork and correspondence.  Alternatively, we suggest that a brief amnesty period be considered to permit U.S. taxpayers to become current in their information reporting obligations relative to foreign trusts.    We suggest that IRS regulations be issued under section 6677 (most recent guidance was Notice 97-34) before the amnesty period expires, if approved. 
5. We recommend that the Form 3520 and 3520-A instructions be amended to clarify what must be reported in cases where a foreign trust’s jurisdiction of origin operates on a fiscal tax year.

6. We recommend that in order to make the throwback calculation of tax on accumulation distributions easier to complete, either Form 4970, Tax on Accumulation Distribution of Trusts, be tailored to foreign trust distributions or a new worksheet specifically tailored to the foreign trust rules be developed as an addendum to Form 3520 to substitute for the Form 4970 requirement for distributions from foreign trusts.  The availability of a new, specifically tailored worksheet would save preparation time and minimize confusion and errors.  The AICPA would be happy to work with IRS in developing such a worksheet or modifying the form if IRS is interested.
7. We recommend that Form 3520, Part III be modified to permit the computation of basis for distributions of appreciated property.  There is a discrepancy between section 643(e) and Form 3520 for distributions of appreciated property.  Section 643(e) provides that a U.S. person who receives a distribution of appreciated property from a foreign trust should generally be permitted to utilize the basis of such property to the trust (including an election to recognize gain [section 643(e)(3)] as reported on the trust return). Form 3520, as currently drafted, does not permit such a computation.    Form 3520, Part III should be modified to add a column “(g)” to Line 24 on which to report the “amount of distribution for purposes of section 643(e)(2).”  In this way, the fair market value of such a distribution would still be disclosed on Form 3520, but the amount being included in the gross income of the beneficiary as well as the computation of accumulation distribution amount and applicable tax and interest would utilize the adjusted basis amount pursuant to section 643(e)(2).  

8. We propose that a line item for “qualified dividends” be added to Form 3520, Part III, Schedule B to permit the beneficiary to correctly report and take advantage of the favorable tax rate afforded to qualified dividends.    The propriety of the “qualified dividend” would be corroborated by the reporting on Form 1040NR and beneficiary Schedule K-1 form on designated lines.

9. We recommend that a line be added to Form 3520, Part III, Schedule B to report tax exempt income.

10. We recommend clarification of the question on Form 3520-A, Part I, Line 5 to address what types of transfers are to be reported and whether it requires that the information outlined in the instructions be submitted for distributions otherwise reported on the Form 3520-A, or whether this question only applies to transfers made to persons other than the U.S. owners and U.S. beneficiaries.  

11. We suggest that Form 1040, Schedule B, Part III, instruction (c) and Question 8 be modified to inquire as to whether any gifts or distributions were received from a foreign person, or loans or distributions received from a foreign trust, and directing U.S.  taxpayers who answer “yes” to file Form 3520 as appropriate.  This will ensure that the reporting requirements for foreign gifts or distributions which do not qualify as a loan under section 643(i) are not inadvertently missed.

12. We recommend the IRS consider whether a U.S. fiduciary income tax return is required in all cases by a foreign grantor trust with a U.S. owner, given that such income is reportable on the grantor’s Form 1040, and given that Forms 3520 and 3520-A are filed for such foreign trusts.  We recommend that the Form 1040NR not be required or the taxpayer be given the option of either a Form 1040NR or Form 3520-A be required, but not both forms, since some of the information required on these forms is duplicative.  

13. We recommend the issuance of a Form 1041NR, specifically tailored to foreign trusts.    Alternatively, we request clear guidance as to how to properly complete Form 1040NR for a foreign nongrantor trust earning U.S. source or effectively connected income. The instructions to Forms 1041, U.S. Income Tax Return for Estates and Trusts, and 1040NR explain that Form 1040NR is the correct form to file, but do not provide  sufficient guidance as to the mechanics of completing such form for a trust.  Specifically, there is not a section to calculate the DNI and the distribution deduction, nor a designated Schedule K-1(s) for the beneficiary(ies). Form 1041-T could be changed to include back-up federal tax withholding for the trust by the payor (section 643(d)). The AICPA would be happy to assist the IRS in the development of a new form.
14. We request clarification as to whether any credits or adjustments are permitted in the year of termination of a foreign nongrantor trust when a U.S. beneficiary utilizes the actual method, if the default method was utilized in prior years and it becomes evident that the default method resulted in too large a portion of the prior year distributions being treated as accumulation distributions.

15. We recommend that the IRS devise a more reliable matching process for the processing centers to use to match payments on Form 8804, Annual Return for Partnership Withholding Tax, with Form 1040NR and fiscal year trust reporting year returns with information return payments.  In particular, we recommend an electronic process to replace the manual process as soon as possible.

DISCUSSION AND ANALYSIS
1.   Reporting Requirements for RESPs and RRSPs

RESPs

Registered Education Savings Plans (“RESPs”) are arrangements whereby a subscriber enters into a trust agreement with a promoter, pursuant to which the subscriber agrees to contribute funds to a trust for the purpose of funding the post-secondary education costs of named beneficiaries.  

It appears that in many cases RESPs will meet the requirements of a “trust” for U.S. purposes, and moreover, will constitute “foreign trusts.”  It also appears that in most cases, RESPs with a U.S. subscriber will be grantor trusts.  

Some U.S. persons appear to be under the impression that RESPs are afforded the same treatment as RRSPs when it comes to informational reporting.  This is undoubtedly leading to missed filing deadlines.  Furthermore, many U.S. persons may be unaware that RESPs are trusts.  

U.S. income tax residents who are subscribers of RESPs are not permitted to elect income deferral. U.S. income tax residents are therefore fully taxable on RESP income on a current basis.  Also, if a U.S. person who is a U.S. citizen or domiciliary makes transfers to an RESP, such person would be required to file Form 709 to report such transfer.  Furthermore, U.S. income tax residents who are subscribers in RESPs are not permitted to avoid information reporting by disclosing that they are taking advantage of a treaty exemption, as they may with RRSPs.  

Due to the fact that U.S. owners of RESPs are required to report the income of RESPs and any gifts to RESPs, Forms 3520 and 3520-A are not necessary in order to ensure that income and/or gifts are reported in the US.    

Proposed Solution

Transfers to and ownership of RESPs should be exempt from the Forms 3520 and 3520-A filing requirements.    Disclosure on Forms 1040 and 709 should be sufficient to achieve the disclosure requirements for these plans.  

If it is desired that additional reporting be completed for RESPs (i.e., in addition to Forms 1040 and 709), we propose that in lieu of Forms 3520 and 3520-A, Form 8891 be revised to enable U.S. subscribers of RESPs to fulfill their reporting obligations.  

Specifically, Form 8891 may be revised as follows: 

1. Line 4, Type of Plan:  Add “Registered Education Savings Plan (RESP)”;

2. Line 6a, Election:  Insert an instruction that indicates this line is inapplicable to persons filing the form for RESPs;

3. Lines 7-10:  Modify to include RESP information, depending on the type of reporting desired for these plans.  For example, the form may direct RESP owners to only complete lines applicable to distributions in the current year, or to undistributed earnings in the plan, or to complete both sections; and 

4. The instructions to the form should indicate that RESP owners filing the form are relieved of their obligation to file Form 3520, as is the case for U.S. persons filing Form 8891 to report transactions with RRSPs and Registered Retirement Income Funds (RRIFs).

RRSPs

There appears to be some confusion regarding the type of information required to be reported on Form 8891 by beneficiaries making deferral elections.  The Form 8891 instructions require that a beneficiary making a deferral election report the year-end plan balances as well as accrued earnings of the plan, whereas Notice 2003-75 requires only that beneficiaries making a deferral election report the year-end plan balances.  

Proposed Solution

We request that the instructions to Form 8891 clarify whether the accrued earnings of the plan are required to be disclosed by beneficiaries making a deferral election, and, if so, in what circumstances.  

2. Due Date for Form 3520-A

The instructions to Form 3520-A indicate that this form is due by the 15th day of the 3rd month following the close of the trust’s tax year.  Notice 97-34 contains the same due date for Form 3520-A.  However, section 6048 provides that certain information reporting pertaining to foreign trusts is due on or before the 90th day (or such later date as the Secretary may prescribe) after any reportable event. 

Section 6048(b) provides that it is the U.S. owner’s responsibility to ensure that the foreign trust supplies information to the IRS on an annual basis, and that the Secretary will prescribe the rules for submitting such information.  The current version of section 6048 is effective for tax years of U.S. persons beginning after December 31, 1995.  

Reg. section 404.6048-1, which was enacted in 1977 and therefore pre-dates the current version of section 6048, provides that the superseded version of Form 3520-A was due on the 15th day of the 4th month following the close of the tax year covered by the return.  

The discrepancy between the statutory due date (within 90 days of a reportable event) and the due date contained in the respective form instructions and Notice 97-34 has caused some confusion for taxpayers and their advisors as to the due date for reporting transactions with foreign trusts.  

Proposed Solution

We recommend that guidance be issued explaining that Notice 97-34 and the instructions to Forms 3520 and 3520-A under the current version of section 6048, which is effective for tax years of U.S. persons beginning after December 31, 1995, has superseded Reg. section 404.6048-1, which was enacted in 1977.

Furthermore, although the current requirement that Form 3520-A be filed on the 15th day of the 3rd month following the close of the tax year ensures that the U.S. owner and/or beneficiary is given time to process the information which the foreign trust is required to furnish them as part of Form 3520-A, this due date causes unnecessary confusion and in many cases, the deadline is inadvertently missed.  In many cases, the same preparer is responsible for completing Forms 3520-A and 3520, and therefore, sufficient information is available to the U.S. owner and/or beneficiary to ensure that Form 3520 is completed correctly and in a timely manner.  

In a case where Forms 3520-A and 3520 are being filed for the first time, many U.S. taxpayers assume that the earliest date on which any of their U.S. tax returns would be due is April 15, and that extensions may be obtained to permit returns to be filed after that date.  If a U.S. taxpayer engages a preparer to complete his or her income tax returns and does not supply such preparer with any information regarding the existence of a foreign trust until after March 15, Form 3520-A will not be timely filed, and cannot be timely extended, for the first year.  An April 15 due date, which can be extended with an individual income tax extension (in the same manner that a Form 3520 may be extended), would alleviate this problem.  Because this is a return for which an individual is ultimately responsible, the timing of the due date should logically coincide with the due date of the individual tax return.
As an alternative to permanently changing the due date of Form 3520-A from March 15 to April 15, the problem of first year late filings may be alleviated by a relief provision for first year returns.  For example, if a first year Form 3520-A is filed by April 15 or the extended due date of Form 1040, it may be treated as timely filed.    For subsequent years, March 15 could continue to be the due date of Form 3520-A.  This would at least alleviate the problem of late filings for the first year that a foreign trust with a U.S. owner has a U.S. filing requirement, which appears to be a common occurrence due to taxpayers’ unfamiliarity with the foreign trust reporting rules.   

3. Discretionary Extensions Beyond Six Months for Form 3520-A

Currently, an extension for a period beyond six months for filing Form 3520-A must be requested from the District Director, and this has resulted in inconsistent responses and response times.  

Proposed Solution

We recommend that taxpayers be permitted to request an additional extension using the same process as is available for the first six month extension using a “designated extension” form to ensure a uniform response when such extensions are necessary.

  

4. Uniform Method for Filing Prior Year Forms 3520 and/or 3520-A

It appears to be relatively common for non-U.S. persons to establish foreign trusts or to be named as beneficiaries of foreign trusts many years before deciding to seek U.S. residency.  In many cases, such persons become U.S. income tax residents for a short period of time, such as for a temporary work assignment.  Such persons are often unaware that they are responsible for informational reporting for the foreign trust.  

Also, in some instances, U.S. persons (especially U.S. citizens living abroad) do not seek U.S. tax advice, or are given incorrect or incomplete U.S. tax advice, at the time that they establish foreign trusts.  Such persons will therefore not be in compliance with the Form 3520 and 3520-A reporting rules, although they are likely to have included trust income on their individual income tax returns.  

Proposed Solution

We propose that a uniform method be established for the submission of multiple prior year informational returns as one package, permitting the U.S. person to become up-to-date on their compliance obligations, and in order to eliminate unnecessary correspondence and minimize penalties.    

Guidance also would be welcome as to how many prior years’ Forms 3520-A must be filed if a taxpayer is in arrears for several years and is coming forward voluntarily, especially if no distributions have been made (in the case of a foreign nongrantor trust), or in cases where the trust is a foreign grantor trust with a U.S. owner and U.S. tax has been paid on all trust income during the U.S. person’s residency period.  
Guidance as to what, if any, penalties may be waived for voluntary compliance and an indication as to where and to whose attention such prior years’ forms must be sent would be helpful.    These changes would encourage U.S. persons who are not currently in compliance to become compliant with the foreign trust reporting rules.  Perhaps a short amnesty period would achieve the same results and would attract more publicity, encouraging more taxpayers to comply.  
5.  Foreign Trusts Utilizing a Fiscal Year in their Local Jurisdiction

In many non-U.S. jurisdictions, the tax year is other than a calendar year. This causes confusion when preparing Forms 3520 and 3520-A for certain foreign trusts, as non-U.S. tax returns and/or financial statements may be prepared on a fiscal year basis.  

Proposed Solution

We request that the Form 3520 and 3520-A instructions be amended to include guidance as to how to report foreign trust information when the foreign trust’s local jurisdiction utilizes a fiscal year for tax purposes.    For example, may fiscal year information be utilized when the year-end of the trust is within the calendar year-end of the U.S. person filing a Form 3520 (similar to a domestic trust fiscal year Schedule K-1 received by a U.S. individual taxpayer)?  Or, may a U.S. person prorate information received from a foreign trust to arrive at calendar year amounts in all cases?  

6. Using Form 4970 to Compute Tax on Accumulation Distributions for Form 3520

Form 3520, Part III, Line 49, requires that Form 4970 be utilized to compute the tax on total accumulation distributions paid or credited for the year.  

Form 4970 is not tailored to reporting distributions from a foreign trust.    The instructions for Form 4970 direct beneficiaries of foreign trusts to Form 3520 in order to compute their tax, and Form 3520 only directs that Form 4970 should be used as a worksheet.    It is difficult to complete Form 4970 for distributions from a foreign trust for several reasons:  

1. The terminology of foreign trusts is not utilized;

2. Form 4970 references Form 1041, Schedule J, which is generally not required to be filed by foreign trusts; and

3. Form 4970 does not account for the “gross up” of distributions for foreign taxes paid or the credit for such taxes under sections 666-667, deemed paid by the U.S. beneficiary.

Proposed Solution

We propose that a new worksheet specifically tailored to the foreign trust rules be developed as an addendum to Form 3520, and that this new worksheet be substituted for Form 4970 for distributions from foreign trusts.  The availability of a new, specifically tailored worksheet would save preparation time, and would minimize confusion and errors.  The AICPA would be happy to work with IRS in developing such a worksheet if IRS is interested.
7.  Discrepancy Between Section 643(e) and Form 3520, Part III, Line 24

Section 643(e)

Section 643(e)(2) provides that the amount of a distribution of property from an estate or trust for purposes of section 661(a)(2) and 662(a)(2) shall be the lesser of the basis of such property in the hands of the beneficiary or the fair market value of such property.  The basis in the hands of the beneficiary is determined pursuant to section 643(e)(1) as the adjusted basis of the property in the hands of the estate or trust immediately before the distribution, adjusted for any gain or loss recognized to the estate or trust on the distribution.  As a result, in most cases, the beneficiary will receive a carry-over basis with respect to any appreciated property distributed by an estate or trust.    

The amount of a distribution of appreciated property from an estate or trust will generally be equal to the estate’s or trust’s basis in the property, unless the estate or trust recognizes gain or loss on the distribution.  An estate or trust which distributes appreciated property will, therefore, generally compute its distribution deduction by reference to the basis of the appreciated property, and the beneficiary of such a distribution will utilize the corresponding same basis in computing gross income.  

Sections 666-668

Sections 666-668 contain the rules pertaining to accumulation distributions from trusts.  Section 667(a) provides that amounts treated as having been distributed by a trust in a prior year shall be included in the income of the beneficiary when actually distributed.  However, section 667(a) only applies if the distribution would have been included in the beneficiary’s gross income under section 662(a)(2) if it had been made in the prior year.  As discussed above, section 643(e) sets forth the rules for determining the amount of a distribution from an estate or trust for purposes of section 662(a)(2).  

Section 6048(c)(2)(A)

Section 6048(c)(2)(A) provides that in cases where adequate records are not provided to the Secretary to determine the proper treatment of any distribution from a foreign trust, or where a U.S. agent is not appointed for the trust, such distribution shall be treated as an accumulation distribution includible in the gross income of the distributee under chapter 1.  Chapter 1 – Normal Taxes and Surcharges – encompasses sections 1 through 1400, and, therefore, includes sections 643(e) and 662(a)(2).  

Form 3520

Form 3520, Part III, requires that a U.S. person disclose distributions received from a foreign trust.  Line 24(c) requires that the U.S. person disclose the net fair market value of the property received from the trust.  If no loans were received by the U.S. person and the amount on Line 25(g) is zero, the amount of total distributions received during the current tax year on Line 27 will be equal to the net fair market value of the property received from the trust and reported on Line 24(c). 

Part III should also include any U.S. backup withholding that the trustee allocates to the U.S. beneficiary, which he/she will report as a tax payment on his/her Form 1040 or 1040NR, because it would also be deemed a distribution. 

When computing the amount of accumulation distribution and applicable interest charge, the starting point for such calculation is the amount on Line 27.  This is true whether the default calculation or the actual calculation is utilized.  

As a result, under the current requirements of Form 3520, if a U.S. person receives a distribution of appreciated property from a foreign trust, the fair market value of that property must be included on the form for purposes of disclosing the amount of the distribution as well as for computing the amount of accumulation distribution and the applicable tax and interest charge.    This is contrary to the general rule of section 643(e)(2) which provides that the amount of a distribution of property from an estate or trust shall be the lesser of the basis of such property in the hands of the beneficiary or the fair market value of such property.  

Furthermore, although the U.S. person filing Form 3520 is required to compute accumulation distributions and the applicable tax and interest charge based on the fair market value of appreciated property distributed from a foreign trust, there does not appear to be any adjustment to basis available even though the tax and interest have been paid on the appreciation.  A U.S. person who receives appreciated property from a foreign trust will only receive a carry-over basis for such property.  Once the property is sold, the beneficiary will pay tax on the difference between the fair market value of the property on the sale date and the beneficiary’s basis in the property.  As a result, the beneficiary could pay income tax on at least a portion of the appreciation a second time, assuming that the fair market value of the property does not decline between the date the property is distributed by the foreign trust and the date on which the property is sold by the beneficiary.  

Proposed Solution

In order to remedy the effects of this discrepancy, we propose that Form 3520, Part III be modified so that in cases where property is distributed from a foreign trust, the applicable amount under section 643(e)(2) may be used to compute the amount of accumulation distributions and the interest charge.  One way to modify Form 3520 would be to add a column “(g)” to Line 24 on which to report the “amount of distribution for purposes of section 643(e)(2).”  In this way, the fair market value of such a distribution would still be disclosed on Form 3520, but the amount being included in the gross income of the beneficiary as well as the computation of accumulation distribution amount and applicable tax and interest would utilize the adjusted basis amount pursuant to section 643(e)(2).  

8.  Reporting Qualified Dividends on Form 3520, Part III, Schedule B
Neither the Foreign Grantor Trust Owner Statement or Foreign Grantor Trust Beneficiary Statements (pages 3 and 4 of Form 3520-A), nor Form 3520, Part III, Schedule B currently include a line item for “qualified dividends.”  There is currently no way to break out such dividends to demonstrate that they are eligible for a favorable tax rate when reported by the U.S. beneficiary on Form 1040, nor is there any way to alert the trustee to provide such information when completing pages 3 or 4 of Form 3520-A. 

Proposed Solution

We recommend that a “qualified dividends” line be added to the Foreign Grantor Trust Owner Statement, the Foreign Grantor Trust Beneficiary Statement, and to Form 3520, Part III, Schedule B.  This would alert the trustee to provide such information when completing Form 3520-A, and would also allow for matching between Forms 3520-A, 3520, and 1040 of a U.S. owner or beneficiary.  

9.  Reporting Tax Exempt Income on Form 3520, Part III, Schedule B
Form 3520 has no designated line in Part III, Schedule B for tax exempt income. 

Proposed Solution

We recommend that a line on Form 3520, Part III, Schedule B be designated to report “tax exempt” income.
10. Transfers Reportable on Form 3520-A, Part I, Line 5

Form 3520-A, Part I, Line 5 inquires as to whether the trust transferred any property (including cash) to another person during the tax year.  If the answer is yes, the filer is directed to attach a statement detailing such transfers.  The instructions contain a detailed list of information to be included on the required attachment.  

In cases where a foreign trust transfers property to a U.S. person, and such transfer is reportable on the foreign grantor trust beneficiary statement, such attachment would be duplicative.  It is unclear whether transfers reported on a foreign grantor trust beneficiary statement are included for purposes of the question in Part I, Line 5, or if this question only pertains to transfers not otherwise reported on Form 3520-A.  

Proposed Solution

We request that clarification be included in the Form 3520-A instructions as to what types of transfers require a “yes” answer to Form 3520-A, Part I, Line 5.  We recommend that transfers otherwise reported on Form 3520-A, such as transfers reported on a foreign grantor trust beneficiary statement, be specifically excluded when answering this question.  

11. Revising Form 1040, Schedule B, Part III Instruction and Question 8 Regarding Receipt of Gifts from Foreign Persons

It appears that many U.S. persons are unaware of the requirement to file Form 3520 to report gifts from foreign persons.  

Proposed Solution

We recommend revising Form 1040, Schedule B, Part III, Foreign Accounts and Trusts, and that the instructions for completing such part be revised so that (c) and Question 8 refer to whether the taxpayer “received a distribution or gift from a foreign person, or received a distribution or loan from, or were a grantor of, or a transferor to, a foreign trust.” If the answer is yes, the filer should continue to be directed to Form 3520.  

12. Reporting Income of Foreign Grantor Trusts with U.S. Owners
The many filing requirements related to various trusts are confusing and result in an unnecessary compliance burden. Domestic trusts file a Form 1041, while foreign grantor trusts with a U.S. owner are required to file a grantor trust income tax return on a Form 1040NR.  The income of such a trust would be reported on the U.S. owner’s Form 1040, as well as on Forms 3520 and 3520-A.  

Proposed Solution

We recommend that a foreign grantor trust with a U.S. owner not be required to file a fiduciary tax return (currently, Form 1040NR is required) due to the fact that the U.S. person already files a Form 1040 tax return including the income on it and also files the Form 3520 or Form 3520-A to report the income. Alternatively, a foreign grantor trust with a U.S. owner could be given the option as to which return to file – the Form 1040NR, or Form 3520-A, but not both forms, since much of the information required on these forms is duplicative.    

13.   Completing Form 1040NR for a Foreign Nongrantor Trust; Creating a Form 1041 NR
Practitioners and taxpayers are incurring problems filing and modifying the appropriate forms for foreign trusts. Many taxpayers and practitioners are confused as to which forms are needed and how they need to be altered to accommodate foreign trusts.

The instructions to Forms 1041 and 1040NR make it clear that a foreign nongrantor trust earning U.S. source or effectively connected income is required to file Form 1040NR, rather than Form 1041.  However, the instructions do not provide guidance as to the mechanics of how to complete Form 1040NR for a trust, and practitioners have reported having difficulty completing Form 1040NR for foreign trusts.  

Specifically, practitioners have reported having difficulty in the following areas:  

a. Capital Gains:  Pursuant to sections 641(b), 871(a)(2), and 897(a), a foreign nongrantor trust is not subject to U.S. income tax on capital gains unless such gains are effectively connected with a U.S. trade or business.  However, capital gains are included in the Distributable Net Income (DNI) of a foreign nongrantor trust, and therefore must be accounted for in order that a U.S. beneficiary of a foreign trust may be properly taxed on both current year and accumulated income from a foreign trust.  Furthermore, if capital gains of a foreign nongrantor trust are distributed in a later tax year, such gains lose their character and are taxed as ordinary income in the hands of the U.S. beneficiary.  

b. Distribution Deduction:  If a foreign nongrantor trust makes a distribution of current year income, the trust is entitled to a distribution deduction.  However, Form 1040NR does not facilitate the computation of such deduction.  

c. Form 1040NR does not contain a Schedule K-1 equivalent:  If a distribution is made from a foreign nongrantor trust, the beneficiary is required to include the appropriate amounts of such distribution in his or her taxable income.  However, Form 1040NR does not contain a Schedule K-1 equivalent.  The instructions to Form 3520 indicate that a Foreign Nongrantor Trust Beneficiary Statement should note the character and amounts of income that a U.S. beneficiary is required to include on his or her Form 1040.  However, it is not clear whether such Foreign Nongrantor Trust Beneficiary Statement relieves the trust from providing a K-1 equivalent to the U.S. beneficiary when Form 1040NR is filed.  

d. Allocation of Withholding Tax to Beneficiaries:  Sections 643(d)(1) and (d)(2) permit the trustee to allocate withholding tax credits among the trust and its beneficiaries, and to treat beneficiaries as having received a distribution in the amount of any tax so credited.    However, there is no specific form designated for the trustee to account for such tax credits, similar to Form 1041T for a domestic trust.  This creates confusion and leads to matching errors between Forms 1040, 3520, and 1040NR.  

Proposed Solution

Ideally, we recommend the issuance of a Form 1041NR, specifically tailored to foreign trusts.    We recommend revitalizing the Form 1041NR project with input from the AICPA, similar to the Form 709 project which significantly improved that Form in 2003.  Alternatively, specific guidance is requested in the form of a notice or in the instructions to Form 1040NR which addresses the above items.   Form 1041-T could be changed to include back-up federal tax withholding for the trust by the payor (section 643(d)). The AICPA would be happy to assist the IRS in the development of a new form.

14. Utilizing the Actual Method in the Termination Year when Default Method was Utilized in Prior Years
If the default method has been utilized to report distributions from a foreign nongrantor trust, the U.S. beneficiary is not permitted to begin using the actual method, except that the actual method may be used in the year of the trust’s termination.  However, it is unclear what the tax effects of utilizing the actual method in the year of termination would be. For example, in the year of termination, based on information received from the trustee, it may become apparent that prior year distributions were not in excess of the current year income, or that prior year distributions were made up of a smaller portion of undistributed net income (UNI) than was computed under the default method.  It is not clear whether any offsetting credit or adjustment would be available in the year of termination for tax paid unnecessarily on an accumulation distribution(s) in a prior year(s).  

Proposed Solution

We request clarification as to whether any credits or adjustments are permitted in the year of termination of a foreign nongrantor trust when a U.S. beneficiary utilizes the actual method, if the default method was utilized in prior years and it becomes evident that the default method resulted in too large a portion of the prior year distributions being treated as accumulation distributions.  

      
15. Matching of Back-up Withholding Tax on Reporting Forms with Form 1040NR
Practitioners are incurring problems at IRS processing centers, particularly Philadelphia, matching payments on Form 8804, Annual Return for Partnership Withholding, with Form 1040NR. We are being told payments must be credited manually at the centers.  Also, fiscal year trust reporting returns do not match calendar year information return payments.  

Proposed Solution
We propose that the IRS devise a more reliable process for processing centers to use in matching  information return payments on Form 8804 with Form 1040NR and fiscal year trust reporting returns.  In particular, we recommend an electronic process to replace the manual process as soon as possible.
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