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In 1997, Alaska was the first jurisdiction in the
United States to adopt an asset protection statute.1 To
date, 18 other states have followed suit with some sort
of domestic asset protection trust provision in their
laws.2 It is generally accepted that the proliferation of
domestic asset protection trust statutes in the United
States was in response to the competitive advantage
of the trust laws of foreign jurisdictions. Why should
foreign banks have all the fun? Domestic asset protec-
tion trusts and foreign asset protection trusts are two
examples of many different strategies and structures
to protect assets from potential future creditor
claims.3 Interest in foreign asset protection trusts
waned with the advent and proliferation of state do-

mestic asset protection trust statutes. Anecdotally,
there appears to be renewed interest in foreign trusts
settled with asset protection objectives. One may
speculate whether this is attributable to economic con-
ditions, concerns about political uncertainty, or other
circumstances. Regardless of the reason, for those
who have made the decision to move their asset pro-
tection planning offshore, this article is a guide to the
tax consequences of doing so. It is to be published in
two parts. The first part explains the tax treatment of
foreign trusts and offers some insight into planning
opportunities. The second part will focus on the U.S.
compliance obligations imposed on settlors and trust-
ees of foreign trusts.

The Tax Treatment of Foreign Trusts

What distinguishes foreign trusts from other asset
protection alternatives is the opportunity to place as-
sets in a different legal system from that in which
creditor claims are likely to arise. Absent comity, re-
gardless of what the basis of the claim may be and
what steps have been taken to assert it, until the claim
has been prosecuted in the foreign jurisdiction in
which the U.S. person’s assets have been situated, the
claim presents no threat to those assets. The assump-
tion is that the challenge to enforcement and collec-
tion will lead to at least a compromise of the claim, if
not its abandonment. Implicit in this strategy is elimi-
nation of ties to the legal system of the United States.
The trustee should not be a U.S. person. The trust
should not be subject to the supervision of the U.S.
courts. Ironically, these objectives coincide with the
distinctions used by the Internal Revenue Code to dis-
tinguish domestic from foreign trusts. The definition
of a foreign trust which appears in §7701(a)(31)(B) is
a definition by exclusion. It cross-references the tests
for a domestic trust and provides that any trust that
does not satisfy the definition of a domestic trust is a
foreign trust. For a trust to be characterized for U.S.
income tax purposes as a domestic trust, it must sat-
isfy two requirements:
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1 See Alaska Statutes §34.40.110, §13.36.310.
2 Conn. Gen. Stat. §45a-487j to §487t; 12 Del. Code §3570 to

§3576; Haw. Rev’d Stat. §554(g); Ind. Code §30-4-8; Mich. Code
L. §700.1041 to §700.1052; Miss. §91-9-701 to §91-9-723; Mo.
Rev’d Stat. §456.5-505; Nev. Rev’d Stat. §166.010 to §166.170;
N.H. Rev’d Stat. §564-B:5-505A; Ohio Rev’d Code Ch. 5816; 31
Okla. Stat. §§10 to 18; R.I. Gen. L. §18-9.2; S.D. Code L. §55-
16-1 to §55-16-16; Tenn. Code §35-16-101 to §35-16-112; Utah
Code §25-6-502; Code of Va. §64.2-745.1, §64.2-745.2; W.Va.
Code §45D-5-503A to §45D-5-503B; Wyo. Stat. §4-10-502,
§504.506(c), §510-523.

3 The utility of different asset protection structures and strate-
gies is beyond the scope of this article. See generally Ward, Com-
mon Sense Thoughts on Asset Protection Planning, 5 J. of Asset
Protection Plan. No. 59 (May/June 2000).
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• a court within the United States is able to exer-
cise primary supervision over the administra-
tion of the trust (the ‘‘court test’’), and

• one or more U.S. persons have the ability to
control all substantial decisions of the trust (the
‘‘control test’’).4

Both tests must be met. Any trust not meeting both
tests is by definition a foreign trust for U.S. income
tax purposes.

Because both the court test and the control test
must be satisfied for a trust to be regarded as a domes-
tic trust, any trust settled in a foreign jurisdiction is
almost certain to be a foreign trust for U.S. income
tax purposes. Generally, the transfer of assets with a
value in excess of basis to a foreign trust is a gain rec-
ognition event.5 This adverse result is avoided if the
foreign trust is taxable as a grantor trust.6 A foreign
trust directly or indirectly settled by a U.S. person will
be regarded as a grantor trust in any year in which a
U.S person is a beneficiary of any portion of that
trust.7 There are two exceptions:

• transfers to a foreign trust that occur as a result
of the death of the transferor, and

• sales of assets to a foreign trust at fair market
value.

Efforts to avoid grantor trust status by having the
foreign trust settled by someone who is not a U.S. per-
son or settled without a U.S. beneficiary are likely to
prove unsuccessful. Treasury regulations under §679
treat transfers through foreign intermediaries as trans-
fers by the U.S. person who initiated the transfer ‘‘if
such transfers are made pursuant to a plan one or
more of the principal purposes of which is the avoid-
ance of United States tax.’’8 When a foreign trust is
settled by a U.S. person through an intermediary, the
transfer of property to the foreign trust is deemed to
occur in the year in which the property was trans-
ferred to the intermediary.9 This may create reporting
obligations (discussed in part two of this article) prior
to actual funding of the foreign trust. Similarly, con-
structive transfers (such as payment of the foreign
trust’s debts or assumption of its liabilities) and guar-

antees of obligations of the foreign trust are recog-
nized as constructive transfers.10

Loans to a foreign trust are also likely to be treated
as constructive transfers resulting in the lender being
treated as the owner of trust income and corpus under
the grantor trust rules. To avoid this outcome, the loan
must satisfy the definition of a ‘‘qualified obligation’’
under the Treasury regulations.

(1) The obligation is confirmed by a written
agreement.

(2) The duration of the obligation does not ex-
ceed five years.

(3) The payments are denominated in U.S. dol-
lars.

(4) The loan yields to maturity are within a cor-
ridor of 100% to 130% of the Applicable Federal
Rate under §1274(d) at the time of issuance.

(5) The statute of limitations for assessment is
extended to a date at least three years after the
maturity date of the obligation.

(6) The status of the loan including principal and
interest payments is reported on a Form 3520 for
each year until the loan is repaid.11

Avoidance of grantor trust status by excluding U.S.
persons as beneficiaries is also unlikely to be a suc-
cessful strategy to avoid grantor trust status. Any for-
eign trust settled by a U.S. person is presumed to have
a U.S. beneficiary for at least some portion of it.12 To
avoid this presumption, the trust instrument must ex-
pressly prohibit amendment to designate a U.S. per-
son as a beneficiary. All documents related to the
trust, records of actual distributions of income and
corpus, effects of foreign law in the jurisdiction in
which the trust is settled, and actions taken by the
trustees and settlor will be examined and make it
nearly impossible to overcome the presumed presence
of a U.S. beneficiary.13

Tax Planning Opportunities

As observed above, characterization of the foreign
trust as a grantor trust allows the grantor (that is, the
settlor of the trust who is treated as the owner of trust
income and corpus under the grantor trust rules) to
avoid gain recognition on transfers of appreciated as-
sets to the foreign trust. This tax benefit must be bal-
anced against the tax advantage of avoiding U.S. in-
come taxation on the assets held by the foreign trust.4 §7701(a)(30)(e); Reg. §301.7701-7(a)(1). All section refer-

ences are to the Internal Revenue Code, as amended, or the Trea-
sury regulations thereunder, unless otherwise indicated.

5 See §684(a).
6 §684(b).
7 §679.
8 Reg. §1.679-3(c)(1).
9 Reg. §1.679-3(c)(3)(C)(ii).

10 See Reg. §1.679-3(d), §1.679-3(e).
11 Reg. §1.679-4(d).
12 §679(d).
13 See Reg. §1.679-2(a)(4), §1.679(a)(4)(ii)(B), and

§1.679(a)(4)(ii)(C).
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As with other non-U.S. persons, a foreign trust which
is not a grantor trust will be subject to U.S. taxation
only on income from U.S. sources or income effec-
tively connected with the conduct of a U.S. trade or
business. Further, the relief on gain recognition for
transfers of appreciated assets to a foreign trust which
is a grantor trust may be relatively short-lived. Any
termination of grantor trust status — including the
death of the grantor — results in a deemed sale of the
assets of the foreign trust. The unrealized gain inher-
ent in appreciated assets with which the foreign trust
is funded at inception will be increased by subsequent
appreciation in fair market value and possible depre-
ciation in basis and recognized once grantor trust sta-
tus terminates.14

The consequences that follow settling a foreign as-
set protection trust may be deferred by first settling
the asset protection trust as a domestic trust, prefer-
ably as a non-grantor trust in a U.S. jurisdiction which
has no state income tax.15 Avoiding characterization
as a grantor trust is easier with a domestic trust. How-
ever, in addition to limiting the other powers and
rights described in subpart E, avoiding grantor trust
status requires the settlor to not be a beneficiary of
trust income or corpus.16 Donative transfers of appre-
ciated assets to a domestic trust is a not an event with
respect to which gain or loss is recognized, unless the
assets are encumbered by liabilities in excess of ba-
sis.17 While not necessarily best asset protection prac-
tice, the domestic trust would migrate (preferably
through action independent of persons subject of the
jurisdiction of a U.S. court) to a foreign jurisdiction
when a creditor-related event occurs. Such a trust
could even have an automatic migration provision in
the trust instrument and still satisfy the court test if
automatic migration is limited to foreign invasion or
confiscation or nationalization of trust assets.18

A planning opportunity which does not avoid
grantor trust status but may nonetheless be beneficial
in minimizing U.S. tax rates is to settle the foreign
trust through family members who are in lower indi-
vidual tax brackets than the transferor. While Treasury
regulations under §679 proscribe use of a foreign per-
son as an intermediary to settle a foreign trust, no
such prohibition exists with respect to using U.S. per-

sons as conduits through which assets are transferred
to a foreign trust.19 Multiple family members may be
used as settlors, thereby spreading the income tax bur-
den among multiple taxpayers. Although potentially
subject to step transaction analysis, that risk can be re-
duced by allowing sufficient time between transfer of
assets to family members and their funding the for-
eign trust.20 Use of other family members as conduits
through which the foreign trust is settled is facilitated
by a temporarily increased gift tax exemption of
$11,700,000 for transfers occurring in 2021.21 Coor-
dination of the asset protection planning with the
family’s estate planning may also provide a more at-
tractive patina to the transaction for asset protection
purposes. Avoiding gain recognition under §684 as the
result of loss of grantor trust status at the death of the
grantor may be another reason to settle the foreign as-
set protection trust through younger family members.
Consideration should also be given to the use of a cor-
poration to settle the trust.22

Recognition of unrealized gains in the assets held
by the foreign trust may be completely avoided if the
basis of the assets is adjusted at the death of the
grantor under §1014(a) (the step-up in basis at death).
The basis adjustment under §1014(a) requires inclu-
sion of the trust assets in the grantor’s gross estate. In-
clusion of the assets of the foreign trust in the grant-
or’s gross estate may not be consistent with the estate
planning objectives which accompany settlement of a
foreign asset protection trust. However, many settlors
who have exhausted their gift tax exemption at the
time the trust is settled will have additional estate tax
exemption available at death because of inflation ad-
justments to the basic exclusion amount. To allow for
this possibility as well as the opportunity to take ad-
vantage of the unused estate tax exemption amounts
of other family members, a provision in the trust in-
strument for a trust protector with the ability to create
a general power of appointment in members of the
settlor’s family provides another path to avoid the
gain recognition under §684.23

Part two of this article will address the significant
reporting requirements to which settlors, trustees, and
beneficiaries of foreign asset protection trusts are sub-
ject.

14 Reg. §1.684-2(e)(1), §1.684-2(e)(2) Ex. 2.
15 Alaska, Nevada, South Dakota, Tennessee, and Wyoming are

examples of states with no state income tax which have enacted
domestic asset protection trust statutes.

16 See §673(a), §676(a), and §677(a). A limited exception exits
under §673(a) for reversionary interests with a value of 5% or
less. The settlor might be added as a beneficiary at the time the
domestic trust migrates.

17 See §1015; Johnson v. Commissioner, 495 F.2d 1079 (6th

Cir.) cert. den., 419 U.S. 1040 (1974).
18 Reg. §301.7701-7(c)(4)(ii).

19 See Reg. §1.679-3(c)(1), §1.679-3(c)(5) Exs.
20 Designation of the family member from whom assets trans-

ferred to the foreign trust originate as the sole beneficiary of the
trust undoubtedly increases the likelihood of step transaction
analysis.

21 §2505(a)(1), §2010(c)(3)(C). The temporary increase in the
basic exclusion amount from $5,000,000 to $10,000,000 sunsets
for gifts made after December 31, 2025.

22 In addition to individuals, corporations may also settle trusts
and be treated as the owners of trust income and corpus under the
grantor trust rules. See, e.g., §672(f)(1).

23 See §2041(a)(2), §1014(b)(9).
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