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SUMVARY: Thi s docunent contains proposed regul ati ons under
section 679 of the Internal Revenue Code relating to transfers of
property by U S. persons to foreign trusts having one or nore
United States beneficiaries. The proposed regul ations affect
United States persons who transfer property to foreign trusts.
Thi s docunent al so provides notice of a public hearing on these
proposed regul ati ons.

DATES: Witten or electronic comments nust be received by
Novenber 6, 2000. Requests to speak (with outlines of oral
comments) to be discussed at the public hearing schedul ed for
Novenber 8, 2000, at 10 a.m nust be submtted by October 18,
2000.

ADDRESSES: Send subm ssions to: CC MSP: RU (REG 209038-89), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngton, DC 20044. Subm ssions may be hand delivered between
the hours of 8 am and 5 p.m to: CC MSP:RU (REG 209038-89),
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Courier’s Desk, Internal Revenue Service, 1111 Constitution
Avenue, NW, Washington, DC. Alternatively, taxpayers may submt
comments electronically via the Internet by selecting the "Tax
Regs" option on the IRS Hone Page, or by submitting comments
directly to the IRS Internet site at
http://ww. irs.ustreas.gov/tax_regs/regslist.htm. The public
hearing will be held in room 3313, Internal Revenue Buil di ng,
1111 Constitution Avenue, NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
Wllard W Yates at (202) 622-3880; concerning subm ssions and
the hearing, Sonya M Cruse, (202) 622-7180 (not toll-free
nunbers) .
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Section 679 was added to the Internal Revenue Code (Code) by
the Tax Reform Act of 1976 (1976 Act), Public Law 94-445, Sec.
1013(a), (90 Stat. 1614). Section 679 was anended significantly
by the Smal| Business Job Protection Act of 1996 (1996 Act),
Public Law 104-188, Secs. 1903(a)(1), 1903(a)(2), 1903(hb),
1903(c) and 1903(f) (110 Stat. 1755).
1. law Prior to 1976

Sections 671 through 678 (the grantor trust rules) treat
grantors and ot her persons who hold certain powers or interests
over a domestic or foreign trust as owners of the portion of the
trust with respect to which they hold the powers or interests.

If the grantor or other personis a US. citizen or resident, the
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grantor trust rules result in the taxation of the worldw de
i ncome of the trust (or portion thereof) to the grantor or other
person.

Prior to the enactnent of section 679, if a trust was not
subject to the grantor trust rules (nongrantor trust), the incone
of the donmestic or foreign trust generally was taxed to the trust
to the extent the inconme was not currently distributed or
required to be distributed to the beneficiaries of the trust.

The incone of a foreign nongrantor trust was taxed in basically
the sane manner as the inconme of a nonresident alien individual.
Foreign trusts were subject to U S. tax only on their U. S.-source
I ncome (other than capital gains) and on any incone effectively
connected with a U S. trade or business (or treated as
effectively connected with a U S. trade or business). Like
nonresi dent alien individuals, foreign nongrantor trusts were
generally not subject to U S. tax on foreign-source incone.

Prior to the enactnent of section 679, U S. persons often
established foreign nongrantor trusts that invested in assets
that generated foreign-source incone only. These foreign trusts
avoided all U S. tax on their incone. |In addition, these trusts
generally invested in countries that did not tax interest or
di vidends paid to foreign investors, and the trusts generally
were formed and adm ni stered in countries that did not tax
trusts. Accordingly, in many cases these trusts paid no incone
tax anywhere in the world. Although U S. beneficiaries were

subject to U.S. tax when a foreign nongrantor trust distributed
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i ncome to them the use of foreign nongrantor trusts permtted
tax-free accunul ati ons of incone, giving foreign trusts a
significant advantage over donestic trusts.

2. Overview of 1976 Changes

Congress believed that allow ng tax-free accunul ati on of
I ncome was i nappropriate and provided an unwarranted advantage to
foreign trusts over donestic trusts. Congress enacted section
679 as part of the 1976 Act to provide generally that where a
U S. person directly or indirectly transfers property to a
foreign trust, the income of the foreign trust is taxable to the
transferor if the trust has a U S. beneficiary. Accordingly, the
trust is treated as a grantor trust whether or not the transferor
retains any power or interest with respect to the trust.
Congress enacted exceptions for certain transfers for fair market
val ue, for transfers by reason of death, and for transfers to
certain enpl oyee benefit trusts.

3. Overview of 1996 Changes

Section 1903 of the 1996 Act nmade several changes to section
679. These changes focused primarily on areas where taxpayers
could inproperly avoid the application of section 679. For
exanpl e, Congress was concerned that certain taxpayers attenpted
to conme within the fair market val ue exception of section
679(a)(2), thereby avoiding the application of section 679(a)(1),
by issuing trust obligations that m ght not be repaid. H R Rep.
No. 542, 104'" Cong., 2d Sess., pt. 2 at 25 (1996). Accordingly,
the 1996 Act added new section 679(a)(3), which generally
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provi des that obligations issued by the trust, by any grantor or
beneficiary of the trust, or by any person related to any grantor
or beneficiary are not taken into account in applying the fair
mar ket val ue exception except as provided in regul ations.

The 1996 Act al so added new sections 679(a)(4) and (5) to
prevent taxpayers frominproperly avoiding the application of
section 679. Section 679(a)(4) ensures that certain foreign
persons who transfer property to a foreign trust in anticipation
of becoming U S. persons (pre-immgration trusts) cannot avoid
the rules of section 679 by transferring property, directly or
indirectly, to a foreign trust and then becom ng a resident of
the United States within 5 years after the transfer. Section
679(a) (5) prevents U. S. individuals fromcircunventing section
679 by transferring property to a donestic trust and then causing
the donestic trust to becone a foreign trust.

In addition to the anti-avoi dance neasures, Congress added a
new exception to the general rule of section 679(a)(1) for
transfers of property to certain charitable trusts. Congress
al so enacted new section 679(c)(3), which provides that
beneficiaries who first become U S. persons nore than 5 years
after the date of a transfer are disregarded for purposes of
applying section 679 with respect to that transfer.

The 1996 Act al so anended section 6048 to expand the
reporting requirenments that apply to (i) a U S. person who
transfers property to a foreign trust, and (ii) a foreign trust

that is treated as owned by a U S. person under the grantor trust
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rules. The penalties under section 6677 for a failure to conply
Wi th these reporting requirenents were also significantly
I ncreased. See Notice 97-34 (1997-2 C. B. 422) and Forns 3520 and
3520A.

In addition, a transfer of appreciated property by a U S
person to a foreign trust may trigger the i medi ate recognition
of any gain in the property under section 684. A transfer to a
foreign trust that is treated as owned by a U S. person under
section 679 generally is exenpt fromthis requirement at the tine
of the transfer. However, if the trust subsequently ceases to be
treated as owned by the U S. person, the change in the status of
the trust may trigger gain at the time of the change.

Section 679 applies only for income tax purposes. The
estate and gift tax provisions of the Code determ ne whether a
transfer to a foreign trust is subject to the federal gift tax,
or whether the corpus of a foreign trust is included in the gross
estate of the U. S. transferor.

Expl anati on of Provisions

81.679-1: U S. Transferor Treated as Omer of Foreign Trust.

Section 1.679-1(a) of the proposed regul ati ons provides that
a US transferor who transfers property to a foreign trust is
treated as the owner of the portion of the trust attributable to
the property transferred during each taxable year that the trust
Is treated as having a U S. beneficiary. This rule applies
wi thout regard to whether the U S. transferor retains any power

described in sections 673 through 677. If the U S transferor is
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treated as the owner of a portion of a trust, under section 671
all incone, deductions, and credits attributable to that portion
nmust be taken into account by the U S. transferor in determ ning
the U S transferor’s tax liability.

The determ nation of whether a foreign trust is treated as
having a U S. beneficiary is made under the rules set forth in
81.679-2. Section 1.679-3 defines the termtransfer. Section
1.679-4 provides exceptions to the general rule of 81.679-1.
Section 1.679-5 provides special rules for pre-inmgration
trusts, and 81.679-6 describes the treatnent of a donestic trust
that becones a foreign trust. Section 1.679-7 provides effective
dat es.

Congress intended section 679 to override section 678. H R
Rep. No. 658, 94'" Cong., 1°' Sess., at 209 (1975). Accordingly,
81.679-1(b) provides that a U S. transferor will be treated as
the owner of the portion of a trust attributable to the property
transferred to the trust by the U S. transferor whether or not
anot her person would be treated as the owner of the sanme portion
of the trust under section 678.

Section 1.679-1(c)(1) defines the termU.S. transferor to

mean any U.S. person who directly, indirectly, or constructively
transfers property to a foreign trust.

Section 1.679-1(c)(2) defines the termU.S. person by

reference to section 7701(a)(30). Accordingly, section 679 can
apply not only to individuals, but also to entities. Section

1.679-1(c)(2) also provides that a U S. person includes an
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I ndi vi dual who el ects under section 6013(g) to be treated as a
U S. resident and an individual who is a dual resident taxpayer
wi thin the nmeaning of 8301. 7701(b)-7(a).
Sections 1.679-1(c)(3), (4), (5), and (6) define the terns

foreign trust, property, related person, and obligation

respectively.

The proposed regul ati ons do not provide specific gui dance on
the treatnment of joint owners that transfer property to a foreign
trust. Treasury and the IRS invite coments with specific
exanpl es of areas that nay need conmments with specific exanples
of areas that may need clarification, such as, for exanple, the
treatment of community property or the joint ownership of
property by non-citizen spouses.

The rules of this section apply with respect to transfers to
foreign trusts after August 7, 2000.

81.679-2: Trusts Treated as Having a U S. Beneficiary

The proposed regul ati ons enpl oy a broad approach in
determ ning whether a foreign trust is treated as having a U S
beneficiary. This broad approach is consistent with the
| egi sl ative history of the 1976 Act. H R Rep. No. 658, 94'
Cong., 1°' Sess., at 210 (1975).

Under 81.679-2(a)(1), a foreign trust that has received
property froma U S. transferor is treated as having a U S
beneficiary unless during the taxable year of the U S.
transferor: (i) no part of the incone or corpus of the trust may

be paid or accunulated to or for the benefit of, either directly
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or indirectly, a U 'S. person; and (ii) if the trust is term nated
at any time during the taxable year, no part of the incone or
corpus of the trust could be paid to or for the benefit of,
either directly or indirectly, a U S. person. For purposes of
section 679, foreign trusts generally are treated as having a
U S. beneficiary unless both of these requirenments are satisfied.

Section 1.679-2(a)(2)(i) provides that, for purposes of
applying these tests, inconme or corpus is considered to be paid
or accunul ated to or for the benefit of a U S person during a
taxabl e year of the U S. transferor if during that year, directly
or indirectly, income may be distributed to, or accunul ated for
the benefit of a U S. person, or corpus nmay be distributed to, or
held for the future benefit of, a U S. person. This
determnation is made wi thout regard to whether inconme or corpus
Is actually distributed to a U S. person during that year, and
W thout regard to whether a U.S. person’s interest in the trust
I ncome or corpus is contingent on a future event.

The proposed regul ati ons recognize that it nmay be possible
for a U S person to obtain a future benefit fromthe trust under
certain unexpected circunstances and that the possibility of such
ci rcunst ances should not necessarily cause the foreign trust to
be treated as having a U S. beneficiary. Accordingly, 81.679-
2(a)(2)(ii) provides a narrow exception to the genera
determ nation of whether a U S. person can obtain a benefit under
the foreign trust. Persons who are not nanmed as possible

beneficiaries and are not nenbers of a class of beneficiaries as
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defined in the trust instrunment (or other rel evant agreenents,
under st andi ngs, records and docunents, as described below) are
not taken into consideration for purposes of applying the general
rule of 81.679-2(a)(1) if the U S. transferor denonstrates to the
sati sfaction of the Conm ssioner that their contingent interest
in the trust is so renote as to be negligible. This exception
does not apply with respect to persons to whom di stributions
coul d be nmade pursuant to a grant of discretion to the trustee or
anot her person. For exanple, if the trust instrunent provides
that the trustee can distribute corpus to any of a |large class of
persons that could include U S. persons, this exception would not
apply.

The proposed regul ations require an annual determ nation of
whet her a foreign trust is treated as having a U S. beneficiary.
Under 81.679-2(a)(3), the possibility that a beneficiary who is
not a U.S. person could beconme a U S. person will not cause that
beneficiary to be treated as a U S. person for purposes of
determ ni ng whether there is a U S. beneficiary until the year in
whi ch the beneficiary actually becones a U S. person. However,

I f that non-U. S. beneficiary becones a U. S. person for the first
time nore than 5 years after the date of the transfer, that
beneficiary is not treated as a U S. person for purposes of the
U S. -beneficiary determ nation even after the beneficiary
actual ly becones a U. S. person.

Section 1.679-2(a)(4) makes it clear that a trust may be

treated as having a U. S. beneficiary not only by reference to the
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trust instrument, but also by reference to all other witten and
oral agreenents and understandings relating to the trust. Al so,
a trust may be treated as having a U S. beneficiary based on
possi bl e amendnents to the trust instrunent, possible application
of local law that would require a U S. beneficiary (unless the
law i s not reasonably expected to be applied under the facts and
ci rcunstances), or actual or reasonably expected di sregard of the
terms of the trust instrument by the parties to the trust.

A foreign trust is treated as having a U S. beneficiary if
It can benefit a U S. person indirectly. Section 1.679-2(b)
provides that an anmount is treated as paid or accunulated to or
for the benefit of a U S. personif it can be paid to or
accunul ated for the benefit of a controlled foreign corporation
(as defined in section 957(a)); a foreign partnership, if a US.
person is a partner of such partnership; or a foreign trust or
estate, if such trust or estate has a U S. beneficiary. In
addition, a foreign trust is treated as having a U.S. beneficiary
if a U S. person can benefit indirectly fromthe foreign trust by
receiving distributions fromthe trust through an internediary,
such as an agent or nom nee, through the use of a debit or credit
card, or any other neans where a U. S. person nmay obtain an actual
or constructive benefit fromthe trust.

The proposed regul ations anticipate situations where a
foreign trust’s status as having a U S. beneficiary changes.
Section 1.679-2(c)(1) provides that if a foreign trust does not

have a U S. beneficiary initially, but subsequently acquires a
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U S. beneficiary, the U S transferor is treated as having
additional incone in the first taxable year of the U S
transferor in which the trust is treated as having a U S
beneficiary. The anount of the additional income is equal to the
trust’s undistributed net incone, as defined in section 665(a),
at the end of the U S. transferor’s imedi ately precedi ng taxable
year and is subject to the rules of section 668, providing for an
I nterest charge on accunul ation distributions fromforeign
trusts.

Section 1.679-2(c)(2) provides that if a trust to which a
U S transferor transferred property is initially treated as
having a U S. beneficiary, but subsequently ceases to be treated
as having a U S. beneficiary, the U S transferor is no | onger
treated as the owner beginning in the foll ow ng taxable year
(unless the U.S. transferor is otherwi se treated as the owner
under the grantor trust rules). The U S. transferor is treated
as making a transfer to the foreign trust that nay be subject to
the gain recognition rules of section 684.

The rules of this section apply with respect to transfers to
foreign trusts after August 7, 2000.
81.679-3 Transfers

Section 1.679-3(a) of the proposed regul ations broadly
defines the termtransfer as any direct, indirect, or
constructive transfer by a U S. person to a foreign trust. The

rules are generally consistent with the rules for determ ning
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whet her a person is considered to be a grantor of a trust under
§1.671-2(e).

Section 1.679-3(b) provides that a transfer of property to a
foreign trust fromeither a donestic or foreign trust that is
owned by a U. S. person under sections 673 through 679 is treated
as a transfer fromthe owner of the transferor trust. For
exanple, if a U S person is treated as the owner of a donestic
trust under section 676, and that donestic trust transfers
property to a foreign trust, the U S. person is treated as having
transferred the property to the foreign trust.

Section 1.679-3(c) provides rules for determ ning when there
Is an indirect transfer. Under 81.679-3(c)(1l), a transfer to a
foreign trust by any person to whoma U.S. person transfers
property (referred to as an internediary) is treated as an
indirect transfer by a U S. person if the transfer is nmade
pursuant to a plan one of the principal purposes of which is the
avoi dance of U. S. tax. Section 1.679-3(c)(2) deens a transfer to
have been made pursuant to such a plan if the U S transferor is
related to a U. S. beneficiary of the foreign trust, or has
anot her relationship with the foreign trust that establishes a
reasonabl e basis for concluding that the U S. transferor would
make a transfer to the foreign trust, and the U S. person cannot
denonstrate to the satisfaction of the Conm ssioner that: (i) the
internmediary has a relationship with a U S. beneficiary of the
foreign trust that establishes a reasonable basis for concl uding

that the internediary would nmake a transfer to the foreign trust,
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(i1) the internmediary acted independently of the U S. transferor,
(ii1) the internediary is not an agent of the U S. transferor
under generally applicable United States agency principles, and
(iv) that the internediary tinely conplied with the reporting
requi renents of section 6048 (including Notice 97-34), if
applicable. This test is consistent with the legislative history
of the 1976 Act. H R Rep. No. 658, 94'" Cong., 1% Sess., at 209
(1975). This test is also simlar to the test in 81.643(h)-1(a),
al t hough the presunption in the proposed regul ati ons applies
W thout regard to the period of tinme between the transfer from
the U S. person to the internediary and fromthe internmediary to
the foreign trust.

Section 1.679-3(c)(3) explains that if a transfer is treated
as an indirect transfer, the internediary generally is treated as
an agent of the U S. transferor, and the property is treated as
transferred to the foreign trust by the U S. transferor in the
year the property is transferred, or nade avail able, by the
internediary to the foreign trust. The fair market value of the
property transferred generally is determ ned as of the date of
the transfer by the internmediary to the foreign trust. Although
the internediary is not treated as having transferred that
property to the foreign trust for purposes of section 679, the
I ntermedi ary nust conply with the reporting requirenents of
section 6048, if applicable.

Section 1.679-3(d) provides that a constructive transfer

I ncl udes any assunption or satisfaction of a foreign trust’s



15
obligation. For exanple, a U S transferor’s paynent of a
foreign trust’s obligation to a third party is treated as a
constructive transfer.

Congress anticipated that guarantees of a trust obligation
woul d be treated as transfers. H R Rep. No. 658, 94'" Cong., 1%
Sess., at 209 (1975). Section 1.679-3(e) provides rules
regarding the treatnment of guarantees as transfers. |If a foreign
trust borrows noney or other property fromeither a U S. or non-
U S. person who is not a related person with respect to the trust
(referred to as the lender), and a U. S. person who is a rel ated
person with respect to the trust (referred to as the U S
guarantor) guarantees the foreign trust’s obligation, the U S
guarantor is treated as having nmade a transfer to the foreign
trust. The anount deened transferred is the guaranteed portion
of the adjusted issue price of the obligation plus any accrued
but unpaid stated interest. Paynments of principal by the trust
wWith respect to the obligation are taken into account on and
after the date of the paynent in determning the portion of the
trust attributable to the property deenmed transferred.

Section 1.679-3(f) provides specific rules regarding
transfers by a U S. person to an entity owned by a foreign trust
If the U S. person is related to the foreign trust. The transfer
Is treated as a transfer fromthe U S. person to the foreign
trust, followed by a transfer fromthe foreign trust to the
entity owned by the foreign trust, unless the U S. person

denpnstrates to the sati sfaction of the Conmm ssioner that the
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transfer to the entity is properly attributable to the U S
person’s ownership interest in the entity.
Sections 1.679-3 applies to transfers after August 7, 2000.
81.679-4 Exceptions to General Rule

Pursuant to sections 679(a)(1) and (a)(2), 81.679-4(a)
provides the follow ng four exceptions to the general rule of
81.679-1: (i) transfers to a foreign trust by reason of the death
of the transferor; (ii) transfers to a foreign trust described in
sections 402(b), 404(a)(4), or 404A;, (iii) transfers to a foreign
trust that has received a ruling or determination |letter, which
has been neither revoked nor nodified, fromthe Internal Revenue
Service recogni zing the trust’s tax exenpt status under section
501(c)(3); and (iv) transfers to the extent they are for fair
mar ket val ue.

Section 1.679-4(b) provides rules for determ ning whether a
transfer to a foreign trust is for fair market value. The rules
generally follow the rules for determining fair market val ue
under 81.671-2(e). For purposes of this determ nation, an
interest in the trust is not considered to be property received
fromthe trust. A distribution to a foreign trust wth respect
to an interest held by such trust in an entity other than a trust
or in a trust described in 8301.7701-4(c), (d), or (e) is
considered to be a transfer for fair market value. For exanple,
a dividend paid by a U S. corporation to a foreign trust with

respect to the foreign trust’s stock ownership in the corporation
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Is not a transfer that is subject to the general rule of section
81.679- 1.

Section 679(a)(3) provides that in determ ning whether a
transfer is for fair market value, obligations received fromthe
trust or certain related persons are not taken into account,
except to the extent provided in regulations. As noted above,
this provision reflects Congress’ concern that certain taxpayers
may have attenpted to take advantage of the fair market val ue
exception to section 679 by transferring property to a foreign
trust in exchange for obligations issued by the trust (or related
persons) that mght not be repaid. Congress intended Treasury
and the RS to exercise their regulatory authority to consider
whet her there is a reasonabl e expectation that an obligation of
the trust would be repaid. H R Conf. Rep. No. 737, 104'" Cong.,
2d Sess. 335 (1996).

The proposed regul ations, in exercising this authority,
foll ow the approach in Notice 97-34 (1997-2 C.B. 422). The
proposed regul ati ons describe the circunstances under which an
obligation of a foreign trust (or a person related to that trust)
will be treated as a qualified obligation that is taken into
account for purposes of determ ning whether a U S. transferor
received fair market value froma trust in exchange for a
transfer by the U S. transferor. |If the US. transferor, in
exchange for the property transferred, receives an obligation of
the trust (or a related person) that is not a qualified

obligation, the obligation is considered to have no value for
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pur poses of determ ning whether the transferor received fair
mar ket val ue.

The termobligation is defined in 81.679-1(c)(6). Section
1. 679-4(d) provides that to be treated as a qualified obligation,
an obligation nust be reduced to witing by an express witten
agreenent. The obligation nust have a termnot in excess of five
years. For purposes of determning an obligation’s term the
obligation’s maturity date is the |ast possible date it can be
out standi ng under the terns of the obligation. Accordingly,
demand | oans and private annuity transactions do not constitute
qualified obligations. |In addition, all paynents on a qualified
obligation nust be denom nated in U S. dollars. The yield to
maturity cannot be [ ess than 100 percent of the applicable
Federal rate and cannot be greater than 130 percent of the
applicable Federal rate. The U S. transferor nust extend the
period for assessnment of any incone or transfer tax attributable
to the transfer and any consequential inconme tax changes for each
year that the obligation is outstanding, to a date not earlier
than three years after the maturity date of the obligation. The
extension is not necessary if the maturity date of the obligation
does not extend beyond the end of the U S. transferor’s taxable
year and is paid within such period. Finally, the US.
transferor nmust report the status of the l[oan, including
principal and interest paynents, on Form 3520 for every year that

the | oan i s outstanding.
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Section 1.679-4(d) also incorporates other rules regarding
qualified obligations from Notice 97-34. For exanple, under
certain circunstances, the issuance of additional obligations by
the foreign trust or a person related to the foreign trust may
cause an obligation that had been a qualified obligation to | ose
such status. Renegotiation of the terns of the loan is treated
as a new loan. If an obligation loses its status as a qualified
obligation, the U S transferor is treated as making a transfer
to the trust that may be subject to 81.679-1. Principa
repaynents with respect to obligations that are not qualified
obligations are taken into account on and after the date of the
paynment in determning the portion of the trust attributable to
the property originally transferred.

The rules of this section generally apply with respect to
transfers to foreign trusts after August 7, 2000. Speci al
effective dates, based on the guidance set forth in Notice 97-34,
are provided for the rules that apply to obligations.

81.679-5 Pre-immgration Trusts

The 1996 Act added section 679(a)(4) to address the
potenti al abuse of nonresident aliens establishing foreign trusts
shortly before becomng U S. persons. Section 1.679-5 provides
that if a nonresident alien individual becones a U S. person and
the individual has a residency starting date (as determ ned under
section 7701(b)(2)(A)) within 5 years after directly or
indirectly transferring property to a foreign trust, the

i ndividual is deenmed to transfer the property to the trust on the
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residency starting date. The anmount deened transferred is the
portion of the trust attributable to the property transferred by
the individual in the original transfer. Section 1.679-5(b)
provides that if the nonresident alien individual is treated
under the grantor trust rules as the owner of any portion of the
trust and the individual ceases to be so treated, the 5-year

peri od begins on the date the individual ceases to be so treated.

The property deened transferred to the foreign trust on the
residency starting date includes undistributed net incone, as
defined in section 665(a), attributable to the property
transferred. Undistributed net income for periods before the
I ndividual 's residency starting date is taken into account only
for purposes of determning the portion of the trust that is
attributable to property transferred.

If an individual is treated as maki ng a deened transfer
pursuant to this provision, the reporting requirenents of section
6048 apply to the deened transfer as of the residency starting
dat e.

The rules of this section apply to persons whose residency
starting date is after August 7, 2000.

81.679-6 Qutbound M grations of Donestic Trusts

The proposed regul ations inplenment section 679(a)(5), which
addresses the situation where a trust that is a donestic trust
becones a foreign trust. |If an individual who is a U S. person
transfers property to a trust that is not a foreign trust, and

the trust becones a foreign trust while the U S. person is alive,
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the U S individual is treated as a U S. transferor and is deened
to transfer the property to a foreign trust on the date the
donmestic trust becones a foreign trust. The property deened
transferred to the trust when it becones a foreign trust includes
undi stri buted net incone, as defined in section 665(a),
attributable to the property previously transferred.
Undi stributed net incone for periods prior to the trust mgration
Is taken into account only for purposes of determning the
portion of the trust that is attributable to the property
transferred by the U S. person.

If a US. personis treated as making a deened transfer
pursuant to this provision, the reporting requirenents of section
6048 apply to the deened transfer as of the date of the deened
transfer.

The rules of this section apply to trusts that becone
foreign trusts after August 7, 2000.

81.679-7 Effective Dates.

This section of the proposed regul ati ons provides effective
dates with respect to 881.679-1 through 1.679-6. These effective
dates are discussed above in the context of each respective
section. Notw thstanding the effective dates in the proposed
regul ati ons, the Internal Revenue Service may apply the effective
dates that are applicable to section 679 of the Internal Revenue
Code. In addition, the Internal Revenue Service is not
restricted from applying general incone tax principles to

transactions prior to the effective dates of the proposed
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regul ations to determne, for exanple, that a U S. person has
made a transfer to a foreign trust.

Certain Jarifications Regarding Section 958

The proposed regulations clarify that, under 81.958-1(b), a
person who is treated as the owner of any portion of a trust
under section 679 and the other grantor trust rules is treated as
the owner of the stock owned by the trust with respect to that
portion. This change is nerely intended as a clarification of
exi sting | aw

Existing 81.958-2(c)(1)(ii)(b) provides that a person who is
treated as the owner of any portion of a trust under sections 671
through 678 is treated as the owner of the stock owned by or for
that portion of the trust for purposes of the constructive
ownership rules of section 958(b). Because section 679 was not
enacted until 1976, it is not referred to in the existing
regul ati ons, which were issued in 1966. The proposed regul ati ons
clarify that this treatnent also applies to persons treated as
the owner of any portion of a trust under section 679. This
change is nerely intended as a clarification of existing |aw
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnment is not
required. It also has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply

to these regul ati ons, and because the regul ati ons do not inpose a
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collection of information on small entities, the Regul atory
Flexibility Act (5 U. S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, this notice of
proposed rul emaking will be submtted to the Chief Counsel for
Advocacy of the Small Business Adm nistration for coment on its
I npact on small busi ness.
Comments and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(a signed original and eight (8) copies) that are submtted
tinely to the IRS. The IRS and Treasury specifically request
comments on the clarity of the proposed regul ati ons and how t hey
can be nmade easier to understand. Al comments will be avail able
for public inspection and copyi ng.

A public hearing has been schedul ed for Novenber 8, 2000, at
10 a.m in room 3313, Internal Revenue Building, 1111
Constitution Avenue, NW, Wishington DC. Because of access
restrictions, visitors will not be adm tted beyond the Internal
Revenue Buil ding | obby nore than 15 m nutes before the hearing
starts.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons that wsh to present oral comments at the hearing
must submt witten comments by Novenber 6, 2000, and submt an
outline of the topics to be discussed and the tine to be devoted
to each topic (signed original and eight (8) copies) by Cctober
18, 2000.
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A period of 10 minutes will be allotted to each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of these proposed regulations is
WIllard W Yates of the Ofice of Associate Chief Counsel
(I'nternational). However, other personnel fromthe IRS and
Treasury Departnent participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding entries in nunerical order to read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.679-1 also issued under 26 U S.C. 643(a)(7) and 679(d).
Section 1.679-2 also issued under 26 U S.C. 643(a)(7) and 679(d).
Section 1.679-3 al so issued under 26 U . S.C. 643(a)(7) and 679(d).

Section 1.679-4 also issued under 26 U.S.C. 643(a)(7), 679(a)(3)
and 679(d).

Section 1.679-5 al so issued under 26 U.S.C. 643(a)(7) and 679(d).
Section 1.679-6 al so issued under 26 U.S.C. 643(a)(7) and
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679(d). * * *
Par. 2. Sections 1.679-1, 1.679-2, 1.679-3, 1.679-4, 1.679-
5 1.679-6, and 1.679-7 are added under the undesi gnated center
headi ng “G antors and others treated as substantial owners” to
read as follows:

81.679-1 U S. transferor treated as owner of foreign trust.

(a) 1n general. A US. transferor who transfers property
to a foreign trust is treated as the owner of the portion of the
trust attributable to the property transferred if there is a U S
beneficiary of any portion of the trust, unless an exception in
81.679-4 applies to the transfer.

(b) Interaction wth sections 673 through 678. The rules

of this section apply without regard to whether the U S
transferor retains any power or interest described in sections
673 through 677. If a US. transferor would be treated as the
owner of a portion of a foreign trust pursuant to the rules of
this section and another person would be treated as the owner of
the sane portion of the trust pursuant to section 678, then the
U S transferor is treated as the owner and the other person is
not treated as the owner.

(c) Definitions. The follow ng definitions apply for

pur poses of this section and 881.679-2 through 1.679-7:

(1) U.S transferor. The termU.S. transferor neans any

U. S. person who nmakes a transfer (as defined in 81.679-3) of

property to a foreign trust.
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(2) U.S person. The termU.S. person neans a United

States person as defined in section 7701(a)(30), a nonresident
alien individual who elects under section 6013(g) to be treated
as resident of the United States, and an individual who is a dual
resi dent taxpayer within the nmeaning of 8301.7701(b)-7(a) of this
chapter.

(3) Foreign trust. Section 7701(a)(31)(B) defines the term

foreign trust.

(4) Property. The term property neans any property including

cash.

(5) Related person. A person is a related person if, wthout
regard to the transfer at issue, the person is--

(i) Agrantor of any portion of the trust (within the
meani ng of 81.671-2(e)(1));

(i1) An owner of any portion of the trust under sections 671
t hrough 679;

(iii1) A beneficiary of the trust; or

(iv) A person who is related (within the neani ng of
section 643(i)(2)(B)) to any grantor, owner or beneficiary of the
trust.

(6) Obligation. The termobligation neans any bond, note,
debenture, certificate, bill receivable, account receivable, note
recei vabl e, open account, or other evidence of indebtedness, and,
to the extent not previously described, any annuity contract.

(d) Exanples. The followi ng exanples illustrate the rules

of paragraph (a) of this section. |In these exanples, Ais a
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resident alien, Bis A's son, who is a resident alien, Cis A's
father, who is a resident alien, Dis A s uncle, who is a
nonresident alien, and FT is a foreign trust. The exanples are

as foll ows:

Exanple 1. Interaction with section 678. A creates and
funds FT. FT may provide for the education of B by paying for
books, tuition, roomand board. In addition, C has the power to

vest the trust corpus or incone in hinself within the neani ng of
section 678(a)(1). Under paragraph (b) of this section, Ais
treated as the owner of the portion of FT attributable to the
property transferred to ET by A and Cis not treated as the owner
t her eof .

Exanple 2. U.S. person treated as owner of a portion of FT.
D creates and funds FT for the benefit of B. D retains a power
described in section 676 and 81.672(f)-3(a)(1). A transfers
property to FT. Under sections 676 and 672(f), Dis treated as
the owner of the portion of FET attributable to the property
transferred by D. Under paragraph (a) of this section, Ais
treated as the owner of the portion of FT attributable to the
property transferred by A

81.679-2 Trusts treated as having a U. S. beneficiary.

(a) Existence of U.S. beneficiary--(1) Ln general. The

determ nation of whether a foreign trust has a U S. beneficiary
I's made on an annual basis. A foreign trust is treated as having
a U S beneficiary unless during the taxable year of the U S
transferor--

(i) No part of the income or corpus of the trust may be
paid or accunul ated to or for the benefit of, directly or
indirectly, a U S. person; and

(i) If the trust is termnated at any tine during the
taxabl e year, no part of the incone or corpus of the trust could
be paid to or for the benefit of, directly or indirectly, a US.

per son.
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(2) Benefit to a US. person--(i) In general. For purposes

of paragraph (a)(1) of this section, incone or corpus nmay be paid
or accunul ated to or for the benefit of a U S person during a
taxabl e year of the U S. transferor if during that year, directly
or indirectly, income may be distributed to, or accunul ated for
the benefit of, a U S. person, or corpus may be distributed to,

or held for the future benefit of, a U S person. This

determ nation is made w thout regard to whether incone or corpus
Is actually distributed to a U S. person during that year, and

wi thout regard to whether a U S. person’s interest in the trust

I ncome or corpus is contingent on a future event.

(i1) Certain unexpected beneficiaries. Notw thstanding

paragraph (a)(2)(i) of this section, for purposes of paragraph
(a)(1) of this section, a person who is not naned as a
beneficiary and is not a nenber of a class of beneficiaries as
defined under the trust instrument is not taken into
consideration if the U S transferor denonstrates to the
satisfaction of the Conmm ssioner that the person’ s contingent
interest in the trust is so renote as to be negligible. The
precedi ng sentence does not apply with respect to persons to whom
di stributions could be nade pursuant to a grant of discretion to
the trustee or any other person. A class of beneficiaries
general ly does not include heirs who will benefit fromthe trust
under the laws of intestate succession in the event that the

named beneficiaries (or nmenbers of the naned class) have al
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deceased (whether or not stated as a naned class in the trust
I nstrument).
(iii1) Exanples. The follow ng exanples illustrate the
rul es of paragraphs (a)(1) and (a)(2) of this section. |In these
exanples, Ais aresident alien, Bis A's son, who is a resident
alien, Cis A s daughter, who is a nonresident alien, and FT is a

foreign trust. The exanples are as follows:

Exanple 1. Distribution of incone to U.S. person. A
transfers property to FT. The trust instrunent provides that al
trust incone is to be distributed currently to B. Under
paragraph (a)(1) of this section, FT is treated as having a U S.
beneficiary.

Exanple 2. Incone accunul ation for the benefit of a U S.
person. In 2001, A transfers property to FT. The trust
I nstrunment provides that from 2001 through 2010, the trustee of
ET may distribute trust incone to C or may accunul ate the trust
i ncome. The trust instrunment further provides that in 2011, the
trust will termnate and the trustee may distribute the trust
assets to either or both of B and C, in the trustee’s discretion.
If the trust term nates unexpectedly prior to 2011, all trust
assets nust be distributed to C Because it is possible that
I ncome may be accunul ated in each year, and that the accunul at ed
income ultimately may be distributed to B, a U S. person, under
paragraph (a)(1) of this section FT is treated as having a U. S.
beneficiary during each of A's tax years from 2001 t hrough 2011
This result applies even though no U S. person nmay receive
distributions fromthe trust during the tax years 2001 t hrough
2010.

Exanple 3. Corpus held for the benefit of a U S. person.
The facts are the sane as in Exanple 2, except that from 2001
t hrough 2011, all trust inconme nust be distributed to C In
2011, the trust will termnate and the trustee may distribute the
trust corpus to either or both of B and C, in the trustee's
di scretion. If the trust term nates unexpectedly prior to 2011,
all trust corpus nust be distributed to C. Because during each
of A's tax years from 2001 t hrough 2011 trust corpus is held for
possi ble future distribution to B, a U S. person, under paragraph
(a)(1) of this section FT is treated as having a U S. beneficiary
during each of those years. This result applies even though no
U.S. person may receive distributions fromthe trust during the
tax years 2001 through 2010.
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Exanple 4. Distribution upon U . S. transferor’s death. A
transfers property to FT. The trust instrunent provides that al
trust incone nust be distributed currently to C and, upon A's
death, the trust will term nate and the trustee may distribute
the trust corpus to either or both of B and C. Because B may
receive a distribution of corpus upon the term nation of FT, and
FT could termnnate in any year, FT is treated as having a U S
beneficiary in the year of the transfer and in subsequent years.

Exanple 5. Distribution after U S. transferor’s death. The
facts are the sanme as in Exanple 4, except the trust instrunent
provides that the trust will not termnate until the year
followng A s death. Upon term nation, the trustee may
distribute the trust assets to either or both of B and C, in the
trustee’s discretion. Al trust assets are invested in the stock
of X, a foreign corporation, and X makes no distributions to FT.
Al t hough no U S. person may receive a distribution until the year
after A's death, and FT has no realized incone during any year of
Its existence, during each year in which Ais |living corpus may
be held for future distribution to B, a U S. person. Thus, under
paragraph (a)(1) of this section FT is treated as having a U. S.
beneficiary during each of A's tax years from 2001 through the
year of A s death.

Exanple 6. Constructive benefit to U.S. person. A
transfers property to FT. The trust instrunent provides that no
I ncome or corpus may be paid directly to a U. S. person. However
the trust instrument provides that trust corpus may be used to
satisfy B's legal obligations to a third party by making a
payment directly to the third party. Under paragraphs (a)(1l) and
(2) of this section, FT is treated as having a U S. beneficiary.

Exanple 7. U.S. person with negligible contingent interest.
A transfers property to FT. The trust instrunment provides that
all incone is to be distributed currently to C, and upon C's
death, all corpus is to be distributed to whonever of Cs three
children is then living. Al of Cs children are nonresident
aliens. Under the laws of intestate succession that would apply
to FET, if all of Cs children are deceased at the tine of Cs
death, the corpus would be distributed to A s heirs. A s living
relatives at the time of the transfer consist solely of two
brothers and two nieces, all of whom are nonresident aliens, and
two first cousins, one of whom E, is a US. citizen. Although
It is possible under certain circunstances that E could receive a
corpus distribution under the applicable |aws of intestate
succession, for each year the trust is in existence Ais able to
denonstrate to the satisfaction of the Conm ssioner under
paragraph (a)(2)(ii) of this section that E' s contingent interest
Iin FT is so renote as to be negligible. Provided that paragraph
(a)(4) of this section does not require a different result, FT is
not treated as having a U S. beneficiary.
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Exanple 8. U.S. person with non-negligible contingent
interest. A transfers property to FT. The trust instrunent
provides that all income is to be distributed currently to D, A's
uncle, who is a nonresident alien, and upon A's death, the corpus
Is to be distributed to Dif he is then living. Under the |aws
of intestate succession that would apply to FT, B and C woul d
share equally in the trust corpus if Dis not living at the tine
of A's death. A is unable to denonstrate to the satisfaction of
the Conm ssioner that B s contingent interest in the trust is so
renote as to be negligible. Under paragraph (a)(2)(ii) of this
section, FT is treated as having a U. S. beneficiary as of the
year of the transfer.

Exanple 9. U.S. person as nenber of class of beneficiaries.
A transfers property to FT. The trust instrunment provides that
all incone is to be distributed currently to Db A's uncle, who is
a nonresident alien, and upon A's death, the corpus is to be
distributed to Dif he is then living. If Dis not then living,
the corpus is to be distributed to D' s descendants. D's
grandson, E, is a resident alien. Under paragraph (a)(2)(ii) of

this section, FT is treated as having a U S. beneficiary as of
the year of the transfer.

Exanple 10. Trustee’'s discretion in choosing beneficiaries.
A transfers property to FT. The trust instrunment provides that
the trustee may distribute inconme and corpus to, or accunul ate
I ncome for the benefit of, any person who is pursuing the
academ c study of ancient Geek, in the trustee's discretion.
Because it is possible that a U S. person will receive
di stributions of incone or corpus, or will have incone
accunul ated for his benefit, FT is treated as having a U. S
beneficiary. This result applies even if, during a tax year, no
di stributions or accunul ations are actually nmade to or for the
benefit of a U S. person. A may not invoke paragraph (a)(2)(ii)
of this section because a U S. person could benefit pursuant to a
grant of discretion in the trust instrunent.

Exanple 11. Appointnent of renminder beneficiary. A
transfers property to FT. The trust instrument provides that the
trustee may distribute current incone to C, or may accunul ate
I nconme, and, upon term nation of the trust, trust assets are to
be distributed to C. However, the trust instrunent further
provides that D, A's uncle, may appoint a different renai nder
beneficiary. Because it is possible that a U. S. person could be
nanmed as the remai nder beneficiary, and because corpus could be
held in each year for the future benefit of that U S. person, FET
Is treated as having a U. S. beneficiary for each year.

Exanple 12. Trust not treated as having a U.S. beneficiary.
A transfers property to FT. The trust instrunment provides that
the trustee may distribute inconme and corpus to, or accunul ate
i ncome for the benefit of C. Upon term nation of the trust, al
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I ncome and corpus nust be distributed to C. Assune that
paragraph (a)(4) of this section is not applicable under the
facts and circunstances and that A establishes to the
satisfaction of the Conmm ssioner under paragraph (a)(2)(ii) of
this section that no U S. persons are reasonably expected to
benefit fromthe trust. Because no part of the income or corpus
of the trust may be paid or accunulated to or for the benefit of,
either directly or indirectly, a US. person, and if the trust is
term nated no part of the income or corpus of the trust could be
paid to or for the benefit of, either directly or indirectly, a
U.S. person, FT is not treated as having a U S. beneficiary.

Exanple 13. U.S. beneficiary becones non-U.S. person. In
2001, A transfers property to FT. The trust instrunment provides
that, as long as B remains a U S. resident, no distributions of
I ncome or corpus may be nade fromthe trust to B. The trust
i nstrunment further provides that if B becones a nonresident
alien, distributions of inconme (including previously accumnul ated
I ncone) and corpus may be made to him If B remains a US.
resident at the tinme of FT's termnation, all accunul ated incone
and corpus is to be distributed to C. In 2007, B becones a
nonresi dent alien and remains so thereafter. Because incone may
be accunul ated during the years 2001 through 2007 for the benefit
of a person who is a U S. person during those years, FT is
treated as having a U S. beneficiary under paragraph (a)(1l) of
this section during each of those years. This result applies
even though B cannot receive distributions fromFET during the
years he is a resident alien and even though B mght remain a
resident alien who is not entitled to any distribution from FT.
Provi ded that paragraph (a)(4) of this section does not require a
different result and that A establishes to the satisfaction of
t he Conm ssioner under paragraph (a)(2)(ii) of this section that
no other U.S. persons are reasonably expected to benefit fromthe
trust, FT is not treated as having a U. S. beneficiary under
paragraph (a)(1) of this section during tax years after 2007.

(3) Changes in beneficiary's status--(i) ln general. For

pur poses of paragraph (a)(1l) of this section, the possibility
that a person that is not a U S. person could becone a U S
person will not cause that person to be treated as a U S. person
for purposes of paragraph (a)(1l) of this section until the tax
year of the U S. transferor in which that individual actually
becones a U S. person. However, if a person who is not a U S.

person becones a U. S. person for the first tinme nore than 5 years
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after the date of a transfer to the foreign trust by a U'S
transferor, that person is not treated as a U. S. person for

pur poses of applying paragraph (a)(1) of this section with
respect to that transfer.

(i11) Exanples. The follow ng exanples illustrate the rules

of paragraph (a)(3) of this section. |In these exanples, Ais a
resident alien, Bis A's son, who is a resident alien, Cis A's
daughter, who is a nonresident alien, and FT is a foreign trust.

The exanples are as follows:

Exanple 1. Non-U.S. beneficiary becones U.S. person. 1In
2001, A transfers property to FT. The trust instrunment provides
that all inconme is to be distributed currently to C and that,

upon the termnation of FT, all corpus is to be distributed to C.
Assune that paragraph (a)(4) of this section is not applicable
under the facts and circunstances and that A establishes to the
satisfaction of the Conmm ssioner under paragraph (a)(2)(ii) of
this section that no U S. persons are reasonably expected to
benefit fromthe trust. Under paragraph (a)(3)(i) of this
section, FT is not treated as having a U S. beneficiary during
the tax years of Ain which Cremains a nonresident alien. |If C
first becones a resident alien in 2004, FT is treated as having a
U.S. beneficiary conmmencing in that year under paragraph (a)(3)
of this section. See paragraph (c) of this section regarding the
treatment of A upon FT's acquisition of a U S. beneficiary.

Exanple 2. Non-U.S. beneficiary becones U.S. person nore
than 5 years after transfer. The facts are the sane as in
Exanple 1, except C first beconmes a resident alien in 2007. FT is
treated as not having a U S. beneficiary under paragraph
(a)(3)(i) of this section with respect to the property transfer
However, if C had previously been a U S. person during any prior
period, the 5-year exception in paragraph (a)(3)(i) of this
section would not apply in 2007 because it would not have been
the first time C becane a U. S. person.

(4) Ceneral rules--(i) Records and docunents. Even if,

based on the terns of the trust instrument, a foreign trust is
not treated as having a U. S. beneficiary wthin the nmeaning of

paragraph (a)(1) of this section, the trust may neverthel ess be
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treated as having a U S. beneficiary pursuant to paragraph (a)(1)
of this section based on the follow ng--

(A) Al witten and oral agreenents and under st andi ngs
relating to the trust;

(B) Menoranda or letters of w shes;

(C© Al records that relate to the actual distribution of
I ncome and cor pus; and

(D Al other docunents that relate to the trust, whether or
not of any purported | egal effect.

(i1) Additional factors. For purposes of determ ning

whether a foreign trust is treated as having a U. S. beneficiary
wi thin the nmeaning of paragraph (a)(1l) of this section, the
foll owi ng additional factors are taken into account-

(A) If the ternms of the trust instrunent allow the trust to
be anmended to benefit a U S. person, all potential benefits that
could be provided to a U S. person pursuant to an anmendment nust
be taken into account;

(B) If the ternms of the trust instrunent do not allow the
trust to be anended to benefit a U S. person, but the | aw
applicable to a foreign trust may require paynents or
accurnul ati ons of incone or corpus to or for the benefit of a U S
person (by judicial reformation or otherw se), all potenti al
benefits that could be provided to a U. S. person pursuant to the
| aw nust be taken into account, unless the U S transferor

denpbnstrates to the satisfaction of the Conm ssioner that the | aw
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I's not reasonably expected to be applied or invoked under the
facts and circunstances; and

(C If the parties to the trust ignore the terns of the
trust instrunment, or if it is reasonably expected that they wll
do so, all benefits that have been, or are reasonably expected to
be, provided to a U S. person nust be taken into account.

(iii1) Exanples. The follow ng exanples illustrate the
rul es of paragraph (a)(4) of this section. |In these exanples, A
Is aresident alien, Bis A's son, who is a resident alien, Cis
A's daughter, who is a nonresident alien, and FT is a foreign
trust. The exanples are as follows:

Exanple 1. Anendnent pursuant to local law. A creates and
funds FT for the benefit of C. The ternms of ET (which, according
to the trust instrunent, cannot be anmended) provide that no part
of the inconme or corpus of FT may be paid or accunul ated during
the taxable year to or for the benefit of any U S. person, either
during the existence of FT or at the tine of its term nation.
However, pursuant to the applicable foreign |aw, FT can be
anended to provide for additional beneficiaries, and there is an
oral understanding between A and the trustee that B can be added

as a beneficiary. Under paragraphs (a)(1) and (a)(4)(ii)(B) of
this section, FT is treated as having a U S. beneficiary.

Exanple 2. Actions in violation of the terns of the trust.
A transfers property to FT. The trust instrunment provides that
no U.S. person can receive incone or corpus fromFET during the
termof the trust or at the termnation of ET. Notw thstanding
the terns of the trust instrunent, a letter of wishes directs the
trustee of FT to provide for the educational needs of B, who is
about to begin college. The letter of wishes contains a
disclaimer to the effect that its contents are only suggestions
and recomendations and that the trustee is at all tinmes bound by
the ternms of the trust as set forth in the trust instrunent.
Under paragraphs (a)(1) and (a)(4)(ii)(C of this section, FT is
treated as having a U S. beneficiary.

(b) Indirect U S. beneficiaries--(1) Certain foreign

entities. For purposes of paragraph (a)(1) of this section, an

anount is treated as paid or accunulated to or for the benefit of



36

a US person if the anbunt is paid to or accunul ated for the
benefit of--

(i) Acontrolled foreign corporation, as defined in section
957(a);

(ii) Aforeign partnership, if a U S person is a partner of
such partnership; or

(itii1) Aforeign trust or estate, if such trust or estate has
a US. beneficiary (within the neaning of paragraph (a)(1) of
this section).

(2) Oher indirect beneficiaries. For purposes of

paragraph (a)(1) of this section, an anpbunt is treated as paid or
accunul ated to or for the benefit of a U S. person if the anount
Is paid to or accunul ated for the benefit of a U S. person
through an internedi ary, such as an agent or nom nee, or by any
ot her neans where a U.S. person nmay obtain an actual or
constructive benefit.

(3) Exanples. The followi ng exanples illustrate the rules

of this paragraph (b). Unless otherwise noted, Ais a US.

resident alien. Bis A's son and is a resident alien. FT is a
foreign trust. The exanples are as follows:

Exanple 1. Trust benefitting foreign corporation. A
transfers property to FT. The beneficiary of FT is FC, a foreign
corporation. FC has outstanding solely 100 shares of conmon
stock. B owns 49 shares of the EC stock and FC2, also a foreign
corporation, owns the remaining 51 shares. FC2 has outstandi ng
solely 100 shares of common stock. B owns 49 shares of FC2 and
nonresi dent alien individuals own the remaining 51 FC2 shares.
FECis a controlled foreign corporation (as defined in section
957(a), after the application of section 958(a)(2)). Under
paragraphs (a)(1) and (b)(1)(i) of this section, FT is treated as
having a U. S. beneficiary.




37

Exanple 2. Trust benefitting another trust. A transfers
property to FT. The terns of FT permt current distributions of
Income to B. A transfers property to another foreign trust, FT2.
The terns of FT2 provide that no U S. person can benefit either
as to incone or corpus, but permt current distributions of
income to FT. Under paragraph (a)(1) of this section, FT is
treated as having a U S. beneficiary and, under paragraphs (a)(1)
and (b)(1)(iii) of this section, FT2 is treated as having a U S.
beneficiary.

Exanple 3. Trust benefitting another trust after
transferor’s death. A transfers property to FT. The terns of FT
require that all inconme fromFET be accunul ated during A's
lifetime. |In the year following A's death, a share of FT is to
be distributed to FT2, another foreign trust, for the benefit of
B. Under paragraphs (a)(1) and (b)(1)(iii) of this section, FT
Is treated as having a U S. beneficiary beginning wth the year
of A's transfer of property to FT.

Exanple 4. 1ndirect benefit through use of debit card. A
transfers property to FT. The trust instrunent provides that no
U. S. person can benefit either as to inconme or corpus. However,
FT mai ntains an account with EB, a foreign bank, and FB i ssues a
debit card to B against the account maintained by FT and B is
all owed to make withdrawals. Under paragraphs (a)(1l) and (b)(2)
of this section, FT is treated as having a U S. beneficiary.

Exanple 5. Qher indirect benefit. A transfers property to
ET. FET is admnistered by FTC, a foreign trust conpany. FTC
forms IBC, an international business corporation forned under the
laws of a foreign jurisdiction. IBCis the beneficiary of FT. IBC
mai ntai ns an account wth FB, a foreign bank. FB issues a debit
card to B agai nst the account maintained by 1BC and B is all owed
to make wi thdrawal s. Under paragraphs (a)(1) and (b)(2) of this
section, FT is treated as having a U. S. beneficiary.

(c) Treatnent of U.S. transferor upon foreign trust’s

acquisition or loss of U S beneficiary--(1) Trusts acquiring a

U.S. beneficiary. |If a foreign trust to which a U S. transferor

has transferred property is not treated as having a U. S.
beneficiary (wthin the nmeaning of paragraph (a) of this section)
for any taxable year of the U S. transferor, but the trust is
treated as having a U S. beneficiary (within the nmeani ng of

par agraph (a) of this section) in any subsequent taxable year,
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the U S transferor is treated as having additional incone in the
first such taxable year of the U S. transferor in which the trust
Is treated as having a U S. beneficiary. The anount of the
additional inconme is equal to the trust’s undistributed net
I ncome, as defined in section 665(a), at the end of the U S
transferor’s imedi ately precedi ng taxable year and is subject to
the rules of section 668, providing for an interest charge on
accunul ation distributions fromforeign trusts.

(2) Trusts ceasing to have a U S. beneficiary. If, for any

taxable year of a U S. transferor, a foreign trust that has
received a transfer of property fromthe U S. transferor ceases
to be treated as having a U S. beneficiary, the U S transferor
ceases to be treated as the owner of the portion of the trust
attributable to the transfer beginning in the first taxable year
follow ng the | ast taxable year of the U S. transferor during
which the trust was treated as having a U S. beneficiary (unless
the U S. transferor is treated as an owner thereof pursuant to
sections 673 through 677). The U S. transferor is treated as
maki ng a transfer of property to the foreign trust on the first
day of the first taxable year follow ng the | ast taxable year of
the U S transferor during which the trust was treated as having
a U S beneficiary. The anmount of the property deened to be
transferred to the trust is the portion of the trust attributable
to the prior transfer to which paragraph (a)(1) of this section
applied. For rules regarding the recognition of gain on

transfers to foreign trusts, see section 684.
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(3) Exanples. The rules of this paragraph (c) are
illustrated by the follow ng exanples. Ais a U S. resident
alien, Bis A s son, and FT is a foreign trust. The exanples are
as foll ows:

Exanple 1. Trust acquiring U S. beneficiary. (i) In 2001,
A transfers stock with a fair market value of $100,000 to FT.
The stock has an adj usted basis of $50,000 at the tine of the
transfer. The trust instrument provides that incone may be paid
currently to, or accunul ated for the benefit of, B and that, upon
the termnation of the trust, all income and corpus is to be
distributed to B. At the tinme of the transfer, Bis a
nonresident alien. A is not treated as the owner of any portion
of FT under sections 671 through 677. FT accunul ates a total of
$30, 000 of incone during the taxable years 2001 t hrough 2003. In
2004, B noves to the United States and becones a resident alien.
Assune paragraph (a)(4) of this section is not applicable under
the facts and circunstances.

(i1) Under paragraph (c)(1) of this section, Ais treated
as receiving an accunul ation distribution in the anmount of
$30, 000 in 2004 and i medi ately transferring that ampbunt back to
the trust. The accunulation distribution is subject to the rules
of section 668, providing for an interest charge on accunul ati on
di stributions.

(iii) Under paragraphs (a)(1) and (3) of this section,
beginning in 2005, Ais treated as the owner of the portion of FT
attributable to the stock transferred by Ato FET in 2001 (which
I ncludes the portion attributable to the accunul ated incone
deened to be retransferred in 2004).

Exanple 2. Trust ceasing to have U.S. beneficiary. (i)
The facts are the sane as in Exanple 1. In 2008, B becones a
nonresident alien. On the date B becones a nonresident alien,
the stock transferred by Ato FT in 2001 has a fair market val ue
of $125, 000 and an adjusted basis of $50, 000.

(ii1) Under paragraph (c)(2) of this section, beginning in
2009, FT is not treated as having a U S. beneficiary, and Ais
not treated as the owner of the portion of the trust attributable
to the prior transfer of stock. For rules regarding the
recognition of gain on the term nation of ownership status, see
section 684.

81.679-3 Transfers.
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(a) In general. A transfer neans a direct, indirect, or
constructive transfer.

(b) Transfers by certain trusts--(1) In general. If any

portion of a trust is treated as owned by a U S. person, a
transfer of property fromthat portion of the trust to a foreign
trust is treated as a transfer fromthe owner of that portion to
the foreign trust.

(2) Exanple. The followi ng exanple illustrates this
par agraph (b):

Exanple. 1In 2001, A a US citizen, creates and funds DT,
a donestic trust. A has the power to revest absolutely in
hinself the title to the property in DT and is treated as the
owner of DT pursuant to section 676. |In 2004, DT transfers
property to FT, a foreign trust. A is treated as having
transferred the property to FT in 2004 for purposes of this
section.

(c) Indirect transfers--(1) Principal purpose of tax

avoi dance. A transfer to a foreign trust by any person
(internediary) to whoma U. S. person transfers property is
treated as an indirect transfer by a U S. person to the foreign
trust if such transfer is made pursuant to a plan one of the
princi pal purposes of which is the avoi dance of United States

t ax.

(2) Principal purpose of tax avoi dance deened to exist. For

pur poses of paragraph (c)(1) of this section, a transfer is

deened to have been nade pursuant to a plan one of the principal

pur poses of which was the avoi dance of United States tax if--
(i) The U.S. person is related (within the neaning of

paragraph (c)(4) of this section) to a beneficiary of the foreign



41
trust, or has another relationship wth a beneficiary of the
foreign trust that establishes a reasonable basis for concl uding
that the U S. transferor would nake a transfer to the foreign
trust; and

(ii) The U.S. person cannot denonstrate to the satisfaction
of the Conmm ssioner that--

(A) The internediary has a relationship with a beneficiary
of the foreign trust that establishes a reasonable basis for
concluding that the internmediary would make a transfer to the
foreign trust;

(B) The internmediary acted i ndependently of the U S. person;

(C© The internmediary is not an agent of the U S. person
under generally applicable United States agency principles; and

(D) The internmediary tinely conplied with the reporting
requi renents of section 6048, if applicable.

(3) Effect of disregarding internediary--(i) ln general.

Except as provided in paragraph (c)(3)(ii) of this section, if

a transfer is treated as an indirect transfer pursuant to
paragraph (c)(1) of this section, then the internediary is
treated as an agent of the U S. person, and the property is
treated as transferred to the foreign trust by the U S. person in
the year the property is transferred, or made avail able, by the
internmediary to the foreign trust. The fair market value of the
property transferred is determ ned as of the date of the transfer

by the internediary to the foreign trust.
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(i1) Special rule. If the Conm ssioner determnes, or if

t he taxpayer can denonstrate to the satisfaction of the

Conmi ssioner, that the internediary is an agent of the foreign
trust under generally applicable United States agency principles,
the property will be treated as transferred to the foreign trust
in the year the U S. person transfers the property to the
internmediary. The fair market value of the property transferred
will be determined as of the date of the transfer by the U S
person to the internediary.

(iii) Effect on internediary. If a transfer of property is

treated as an indirect transfer under paragraph (c)(1) of this
section, the internediary is not treated as having transferred
the property to the foreign trust.

(4) Related parties. For purposes of this paragraph (c), a

U S transferor is treated as related to a U. S. beneficiary of a
foreign trust if the U S. transferor and the beneficiary are

rel ated for purposes of section 643(i)(2)(B), with the follow ng
nodi ficati ons-

(i) For purposes of applying section 267 (other than
section 267(f)) and section 707(b)(1), "at least 10 percent" is
used instead of "nore than 50 percent" each place it appears; and

(i1) The principles of section 267(b)(10), using "at |east
10 percent” instead of "nore than 50 percent,” apply to determ ne
whet her two corporations are rel ated.

(5) Exanples. The rules of this paragraph (c) are

Il lustrated by the foll ow ng exanples:
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Exanple 1. Principal purpose of tax avoidance. A a US.
citizen, creates and funds FT, a foreign trust, for the benefit
of A's children, who are U S. citizens. 1In 2004, A decides to
transfer an additional 1000X to the foreign trust. Pursuant to a
plan with a principal purpose of avoiding the application of
section 679, A transfers 1000X to I, a foreign person. |
subsequently transfers 1000X to FT. Under paragraph (c) (1) of
this section, Ais treated as having nade a transfer of 1000X to
FT.

Exanple 2. U.S. person unable to denonstrate that
Internediary acted independently. A, a US. citizen, creates and
funds FT, a foreign trust, for the benefit of A's children, who
are U S citizens. On July 1, 2004, A transfers XYZ stock to D,
A's uncle, who is a nonresident alien. D imediately sells the
XYZ stock and uses the proceeds to purchase ABC stock. On
January 1, 2007, D transfers the ABC stock to FT. A is unable to
denonstrate to the satisfaction of the Conmm ssioner, pursuant to
paragraph (c)(2) of this section, that D acted independently of A
In making the transfer to FT. Under paragraph (c)(1) of this
section, Ais treated as having transferred the ABC stock to FT.
Under paragraph (c)(3) of this section, Dis treated as an agent
of A and the transfer is deened to have been nade on January 1,
2007.

Exanple 3. Indirect loan to foreign trust. A a US.
citizen, previously created and funded FT, a foreign trust, for
the benefit of A's children, who are U S. citizens. On July 1,
2004, A deposits 500X with EB, a foreign bank. On January 1,
2005, FEB loans 450X to FT. A is unable to denonstrate to the
satisfaction of the Conm ssioner, pursuant to paragraph (c)(2) of
this section, that FB has a relationship with ET that establishes
a reasonabl e basis for concluding that FB woul d nake a | oan to FT
or that FB acted independently of Ain making the |loan. Under
paragraph (c)(1) of this section, Ais deened to have transferred
450X directly to FT on January 1, 2005. Under paragraph (c)(3)
of this section, FBis treated as an agent of A For possible
exceptions wth respect to qualified obligations of the trust,
see 81.679-4.

Exanple 4. Loan to foreign trust prior to deposit of funds
in foreign bank. The facts are the sane as in Exanple 3, except
that A nmakes the 500X deposit with EB on January 2, 2005, the day
after FB nmakes the loan to FT. The result is the sane as in

Exanpl e 3.
(d) Constructive transfers--(1) In general. For purposes of

par agraph (a) of this section, a constructive transfer includes
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any assunption or satisfaction of a foreign trust’s obligation to
athird party.

(2) Exanples. The rules of this paragraph (d) are
illustrated by the follow ng exanples. In each exanple, Ais a
US citizen and FT is a foreign trust. The exanples are as
fol | ows:

Exanple 1. Paynent of debt of foreign trust. FT owes 1000X
to Y, an unrel ated foreign corporation, for the performance of
services by Y for FT. 1In satisfaction of FT's liability to Y, A
transfers to Y property with a fair market value of 1000X. Under

paragraph (d)(1) of this section, Ais treated as having nmade a
constructive transfer of the property to FT.

Exanple 2. Assunption of liability of foreign trust. FT
owes 1000X to Y, an unrel ated foreign corporation, for the
performance of services by Y for FT. A assunes FT's liability to
pay Y. Under paragraph (d)(1) of this section, Ais treated as
havi ng made a constructive transfer of property with a fair
mar ket val ue of 1000X to FT.

(e) Guarantee of trust obligations--(1) In general. If a

foreign trust borrows noney or other property fromany person who
Is not a related person (within the neaning of 81.679-1(c)(5))
With respect to the trust (lender) and a U. S. person (U.S.
guarantor) that is a related person with respect to the trust
guarantees (within the neaning of paragraph (e)(4) of this
section) the foreign trust’s obligation, the U S. guarantor is
treated for purposes of this section as a U S. transferor that
has made a transfer to the trust on the date of the guarantee in
an anmount determ ned under paragraph (e)(2) of this section. To
the extent this paragraph causes the U S. guarantor to be treated

as having nade a transfer to the trust, a lender that is a U S
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person shall not be treated as having transferred that anount to
the foreign trust.

(2) Anpbunt transferred. The anount deened transferred by a

U.S. guarantor described in paragraph (e)(1) of this section is
t he guaranteed portion of the adjusted issue price of the
obligation (within the neaning of 81.1275-1(b)) plus any accrued
but unpaid qualified stated interest (within the neaning of
81.1273-1(c)).

(3) Principal repaynents. |If a U 'S. person is treated under

this paragraph (d) as having nmade a transfer by reason of the
guarantee of an obligation, paynents of principal to the |ender
by the foreign trust with respect to the obligation are taken
Into account on and after the date of the paynment in determ ning
the portion of the trust attributable to the property deened
transferred by the U S guarantor.

(4) Quarantee. For purposes of this section, the term
guar ant ee-

(i) I'ncludes any arrangenent under which a person, directly
or indirectly, assures, on a conditional or unconditional basis,
the paynent of another’s obligation;

(i1) Enconpasses any formof credit support, and includes a
commtnment to nake a capital contribution to the debtor or
otherw se maintain its financial viability; and

(ii1) I'ncludes an arrangenent reflected in a confort letter,
regardl ess of whether the arrangenment gives rise to a legally

enforceabl e obligation. |If an arrangenent is contingent upon the
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occurrence of an event, in determ ning whether the arrangenent is
a guarantee, it is assuned that the event has occurred.

(5) Exanples. The rules of this paragraph (e) are
illustrated by the follow ng exanples. In all of the exanples, A
iIs a US. resident and FT is a foreign trust. The exanples are
as foll ows:

Exanple 1. Foreign lender. X, a foreign corporation, |oans
1000X of cash to FT in exchange for FT's obligation to repay the
| oan. A guarantees the repaynent of 600X of FT s obligation.

Under paragraph (e)(2) of this section, A is treated as having
transferred 600X to FT.

Exanple 2. Unrelated U.S. lender. The facts are the sane
as in Exanple 1, except Xis a U S. person that is not a rel ated
person within the neaning of 81.679-1(c)(5). The result is the

sane as in Exanple 1.

(f) Transfers to entities owned by a foreign trust--(1)

General rule. If a U S personis a related person (as defined in

81.679-1(c)(5)) with respect to a foreign trust, any transfer of
property by the U S. person to an entity in which the foreign
trust holds an ownership interest is treated as a transfer of
such property by the U S. person to the foreign trust foll owed by
a transfer of the property fromthe foreign trust to the entity
owned by the foreign trust, unless the U S. person denonstrates
to the satisfaction of the Conm ssioner that the transfer to the
entity is properly attributable to the U S. person’s ownership
interest in the entity.

(2) Exanples. The rules of this paragraph (f) are
illustrated by the follow ng exanples. In all of the exanples, A
Is aUS citizen, FT is a foreign trust, and FECis a foreign

corporation. The exanples are as foll ows:
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Exanple 1. A creates and funds FT. which is treated as
having a U S. beneficiary under 81.679-2. FT owns all of the
outstandi ng stock of FC. A transfers property directly to EC
Because FT is the sole shareholder of EC, Ais unable to
denonstrate to the satisfaction of the Conm ssioner that the
transfer is properly attributable to A s ownership interest in
EC. Accordingly, under this paragraph (f), Ais treated as
having transferred the property to FT, followed by a transfer of
such property by FT to EC. Under 81.679-1(a), A is treated as
the owner of the portion of ET attributable to the property
treated as transferred directly to FT. Under 81.367(a)-
1T(c)(4)(ii), the transfer of property by FT to FCis treated as
a transfer of the property by Ato EC

Exanple 2. The facts are the sane as in Exanple 1, except
that FT is not treated as having a U S. beneficiary under 81.679-
2. Under this paragraph (f), Ais treated as having transferred
the property to FT, followed by a transfer of such property by FT
to EC. Ais not treated as the owner of FET for purposes of
81.679-1(a). For rules regarding the recognition of gain on the
transfer, see section 684.

Exanple 3. A creates and funds FT. EC has outstandi ng
solely 100 shares of common stock. FT owns 50 shares of FC
stock, and A owns the remaining 50 shares. On July 1, 2001, FT
and A each transfer 1000X to FC. A is able to denonstrate to the
satisfaction of the Conm ssioner that A's transfer to FCis
properly attributable to A's ownership interest in EC
Accordi ngly, under this paragraph (f), A's transfer to FC is not
treated as a transfer to FT.

81.679-4 Exceptions to general rule.

(a) ILn general. Section 1.679-1 does not apply to--

(1) Any transfer of property to a foreign trust by reason of
the death of the transferor

(2) Any transfer of property to a foreign trust described in
sections 402(b), 404(a)(4), or 404A

(3) Any transfer of property to a foreign trust that has
received a ruling or determnation letter, which has been neither
revoked nor nodified, fromthe Internal Revenue Service
recogni zing the trust’s tax exenpt status under section

501(c)(3); and
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(4) Any transfer of property to a foreign trust to the
extent the transfer is for fair market val ue.

(b) Transfers for fair market value--(1) In general. For

pur poses of this section, a transfer is for fair market val ue
only to the extent of the value of property received fromthe
trust, services rendered by the trust, or the right to use
property of the trust. For exanple, rents, royalties, interest,
and conpensation paid to a trust are transfers for fair market
value only to the extent that the paynents reflect an arnis

|l ength price for the use of the property of, or for the services
rendered by, the trust. For purposes of this determ nation, an
interest in the trust is not property received fromthe trust.
For purposes of this section, a distribution to a trust with
respect to an interest held by such trust in an entity other than
a trust or an interest in certain investnent trusts described in
8301. 7701-4(c) of this chapter, liquidating trusts described in
8301. 7701-4(d) of this chapter, or environnental renediation
trusts described in 8301.7701-4(e) of this chapter is considered
to be a transfer for fair market val ue.

(2) Special rule--(i) Transfers for partial consideration.

For purposes of this section, if a person transfers property to a
foreign trust in exchange for property having a fair market val ue
that is less than the fair market value of the property
transferred, the exception in paragraph (a)(4) of this section
applies only to the extent of the fair market value of the

property received.



49

(i1) Exanple. This paragraph (b) is illustrated by the
foll owi ng exanpl e:

Exanple. A a US. citizen, transfers property that has a
fair market value of 1000X to FT, a foreign trust, in exchange
for 600X of cash. Under this paragraph (b), 81.679-1 applies
wWith respect to the transfer of 400X (1000X | ess 600X) to FT.

(c) Certain obligations not taken into account. Solely for

pur poses of this section, in determ ning whether a transfer by a
U.S. transferor that is a related person (as defined in 81.679-
1(c)(5)) with respect to the foreign trust is for fair market

val ue, any obligation (as defined in 81.679-1(c)(6)) of the trust
or arelated person (as defined in 81.679-1(c)(5)) that is not a
qualified obligation within the neaning of paragraph (d)(1) of
this section shall not be taken into account.

(d) Qualified obligations--(1) 1In general. For purposes of

this section, an obligation is treated as a qualified obligation
only if--

(i) The obligation is reduced to witing by an express
witten agreenent;

(ii) The termof the obligation does not exceed five years
(for purposes of determning the termof an obligation, the
obligation’s maturity date is the | ast possible date that the
obl i gation can be outstanding under the terns of the obligation);

(iii) Al paynents on the obligation are denomnated in U. S
dol | ars;

(iv) The yield to maturity is not |ess than 100 percent of
the applicable Federal rate and not greater that 130 percent of

the applicable Federal rate (the applicable Federal rate for an
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obligation is the applicable Federal rate in effect under

section 1274(d) for the day on which the obligation is issued, as
published in the Internal Revenue Bulletin (see 8601.601(d)(2) of
this chapter));

(v) The U. S. transferor extends the period for assessnent of
any incone or transfer tax attributable to the transfer and any
consequential income tax changes for each year that the
obligation is outstanding, to a date not earlier than three years
after the maturity date of the obligation (this extension is not
necessary if the maturity date of the obligation does not extend
beyond the end of the U S. transferor’s taxable year and is paid
W thin such period); when properly executed and filed, such an
agreenent is deened to be consented to for purposes of
8301. 6501(c)-1(d) of this chapter; and

(vi) The U.S. transferor reports the status of the | oan,

I ncluding principal and interest paynents, on Form 3520 for every
year that the |oan is outstanding.

(2) Additional loans. If, while the original obligation is

outstanding, the U S. transferor or a person related to the trust
(wthin the nmeaning of 81.679-1(c)(5)) directly or indirectly
obtai ns another obligation issued by the trust, or if the U S
transferor directly or indirectly obtains another obligation

I ssued by a person related to the trust, the original obligation
I's deenmed to have the maturity date of any such subsequent
obligation in determ ning whether the termof the origina

obl i gati on exceeds the specified 5-year term In addition, a
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series of obligations issued and repaid by the trust (or a person
related to the trust) is treated as a single obligation if the
transactions giving rise to the obligations are structured with a
princi pal purpose to avoid the application of this provision.

(3) nligations that cease to be qualified. |[If an

obligation treated as a qualified obligation subsequently fails
to be a qualified obligation (e.g., renegotiation of the terns of
the obligation causes the termof the obligation to exceed five
years), the U S. transferor is treated as naking a transfer to
the trust in an anount equal to the original obligation’'s
adjusted issue price (wthin the neaning of 81.1275-1(b)) plus
any accrued but unpaid qualified stated interest (within the
meani ng of 81.1273-1(c)) as of the date of the subsequent event
that causes the obligation to no |longer be a qualified
obligation. |If the maturity date is extended beyond five years
by reason of the issuance of a subsequent obligation by the trust
(or person related to the trust), the anount of the transfer wl|
not exceed the issue price of the subsequent obligation. The
subsequent obligation is separately tested to determne if it is
a qualified obligation

(4) Transfers resulting fromfailed qualified obligations.

In general, a transfer resulting froma failed qualified
obligation is deened to occur on the date of the subsequent event
that causes the obligation to no |longer be a qualified
obligation. However, based on all of the facts and

ci rcunst ances, the Conm ssioner nay deem a transfer to have
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occurred on any date on or after the issue date of the original
obligation. For exanple, if at the tinme the original obligation
was issued, the transferor knew or had reason to know that the
obl i gati on woul d not be repaid, the Conm ssioner could deemthe
transfer to have occurred on the issue date of the original
obl i gation

(5) Renegotiated loans. Any |loan that is renegoti ated,

extended, or revised is treated as a new | oan, and any
distribution of funds after such renegotiation, extension, or
revision under a pre-existing |loan agreenent is treated as a
transfer subject to this section.

(6) Principal repaynents. The paynment of principal wth

respect to any obligation that is not treated as a qualified
obligation under this paragraph is taken into account on and
after the date of the paynent in determning the portion of the
trust attributable to the property transferred.

(7) Exanples. The rules of this paragraph (d) are
illustrated by the follow ng exanples. 1In all of the exanples, A
iIs a US. resident and FT is a foreign trust. The exanples are

as foll ows:

Exanple 1. Demand loan. A transfers 500X to ET in exchange
for a demand note that permits Ato require repaynent by FT at
any tinme. Ais arelated person (as defined in 81.679-1(c)(5))
with respect to FT. Because FT's obligation to A could remain
outstanding for nore than five years, the obligation is not a
qualified obligation within the neaning of paragraph (d) of this
section and, pursuant to paragraph (c) of this section, it is not
taken into account for purposes of determ ning whether A's
transfer is eligible for the fair market val ue exception of
paragraph (a)(4) of this section. Accordingly, 81.679-1 applies
with respect to the full 500X transfer to FT.
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Exanple 2. Private annuity. A transfers 4000X to FT in
exchange for an annuity fromthe foreign trust that will pay A
100X per year for the rest of AAs life. Ais a related person
(as defined in 81.679-1(c)(5)) with respect to FT. Because FT's
obligation to A could remain outstanding for nore than five
years, the obligation is not a qualified obligation within the
meani ng of paragraph (d)(1) of this section and, pursuant to
par agraph (c) of this section, it is not taken into account for
pur poses of determ ning whether A's transfer is eligible for the
fair market val ue exception of paragraph (a)(4) of this section.
Accordingly, 81.679-1 applies wth respect to the full 4000X
transfer to FT.

Exanple 3. Loan to unrelated foreign trust. B transfers
1000X to FET in exchange for an obligation of the trust. The term
of the obligation is fifteen years. B is not a related person
(as defined in 81.679-1(c)(5)) with respect to FT. Because Bis
not a related person, the adjusted issue price of the obligation
received by B is taken into account for purposes of determ ning
whether B's transfer is eligible for the fair market val ue
exception of paragraph (a)(4) of this section, even though the
obligation is not a qualified obligation within the nmeaning of
paragraph (d) (1) of this section.

Exanple 4. Transfer for an obligation with termin excess
of 5 years. A transfers property that has a fair market val ue of
5000X to FT in exchange for an obligation of the trust. The term
of the obligation is ten years. Ais a related person (as defined
in 81.679-1(c)(5)) with respect to FT. Because the termof the
obligation is greater than five years, the obligation is not a
qualified obligation within the neaning of paragraph (d)(1) of
this section and, pursuant to paragraph (c) of this section, it
I's not taken into account for purposes of determ ning whether A's
transfer is eligible for the fair market val ue exception of
paragraph (a)(4) of this section. Accordingly, 81.679-1 applies
wWith respect to the full 5000X transfer to FT.

Exanple 5. Transfer for a qualified obligation. The facts
are the sane as in Exanple 4, except that the termof the
obligation is 3 years. Assum ng the other requirenents of
paragraph (d)(1) of this section are satisfied, the obligation is
a qualified obligation and its adjusted issue price is taken into
account for purposes of determ ning whether A's transfer is
eligible for the fair market val ue exception of paragraph (a)(4)
of this section.

Exanple 6. Effect of subsequent obligation on original
obligation. A transfers property that has a fair market val ue of
1000X to FT in exchange for an obligation that satisfies the
requi renents of paragraph (d)(1) of this section. Ais a related
person (as defined in 81.679-1(c)(5)) with respect to FT. Two
years |later, A transfers an additional 2000X to FT and receives
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anot her obligation fromEFT that has a maturity date four years
fromthe date that the second obligation was issued. Under

par agraph (d)(2) of this section, the original obligation is
deened to have the maturity date of the second obligation. Under
par agraph (a) of this section, Ais treated as having nade a
transfer in an anmount equal to the original obligation s adjusted
I ssue price (wthin the neaning of 81.1275-1(b)) plus any accrued
but unpaid qualified stated interest (wthin the neani ng of
81.1273-1(c)) as of the date of issuance of the second
obligation. The second obligation is tested separately to
determ ne whether it is a qualified obligation for purposes of
appl yi ng paragraph (a) of this section to the second transfer.

81.679-5 Pre-immgration trusts.

(a) In general. |If a nonresident alien individual becones
a U S. person and the individual has a residency starting date
(as determ ned under section 7701(b)(2)(A)) within 5 years after
transferring property to a foreign trust (the original transfer),
the individual is treated as having transferred to the trust on
the residency starting date an anount equal to the portion of the
trust attributable to the property transferred by the individual
Iin the original transfer.

(b) Special rules--(1) Change in grantor trust status. For

pur poses of paragraph (a) of this section, if a nonresident alien
I ndi vidual who is treated as owning any portion of a trust under
the provisions of subpart E of part | of subchapter J, chapter 1
of the Internal Revenue Code, subsequently ceases to be so
treated, the individual is treated as having nade the origina
transfer to the foreign trust immedi ately before the trust ceases
to be treated as owned by the individual.

(2) Treatnent of undistributed incone. For purposes of

par agraph (a) of this section, the property deened transferred to

the foreign trust on the residency starting date includes
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undi stri buted net income, as defined in section 665(a),
attributable to the property deened transferred. Undistributed
net income for periods before the individual’s residency starting
date is taken into account only for purposes of determ ning the
anount of the property deened transferred.

(c) Exanples. The rules of this section are illustrated by
the foll ow ng exanpl es:

Exanple 1. Nonresident alien becones resident alien. On
January 1, 2002, A, a nonresident alien individual, transfers
property to a foreign trust, FT. On January 1, 2006, A becones a
resident of the United States within the neaning of section
7701(b)(1)(A) and has a residency starting date of January 1,
2006, within the nmeaning of section 7701(b)(2)(A). Under
paragraph (a) of this section, Ais treated as a U S. transferor
and is deened to transfer the property to FT on January 1, 2006.
Under paragraph (b)(2) of this section, the property deened
transferred to FT on January 1, 2006, includes the undistributed
net income of the trust, as defined in section 665(a),
attributable to the property originally transferred.

Exanple 2. Nonresident alien | oses power to revest
property. On January 1, 2002, A, a nonresident alien individual,
transfers property to a foreign trust, FT. A has the power to
revest absolutely in hinself the title to such property
transferred and is treated as the owner of the trust pursuant to
sections 676 and 672(f). On January 1, 2008, the terns of FT are
anended to renove A's power to revest in hinself title to the
property transferred, and A ceases to be treated as the owner of
ET. On January 1, 2010, A becones a resident of the United
States. Under paragraph (b)(1) of this section, for purposes of
paragraph (a) of this section Ais treated as having originally
transferred the property to FT on January 1, 2008. Because this
date is within five year’s of A's residency starting date, Ais
deened to have nmade a transfer to the foreign trust on January 1
2010, his residency starting date. Under paragraph (b)(2) of
this section, the property deened transferred to the foreign
trust on January 1, 2010, includes the undistributed net incone
of the trust, as defined in section 665(a), attributable to the
property deened transferred.

81.679-6 CQutbound migrations of donestic trusts.

(a) In general. Subject to the provisions of paragraph (b)

of this section, if an individual who is a U S. person transfers
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property to a trust that is not a foreign trust, and such trust
becones a foreign trust while the U S. person is alive, the US.
individual is treated as a U. S. transferor and is deened to
transfer the property to a foreign trust on the date the donestic
trust becones a foreign trust.

(b) Anmount deened transferred. For purposes of paragraph

(a) of this section, the property deened transferred to the trust
when it beconmes a foreign trust includes undistributed net
i ncome, as defined in section 665(a), attributable to the
property previously transferred. Undistributed net incone for
periods prior to the mgration is taken into account only for
pur poses of determning the portion of the trust that is
attributable to the property transferred by the U S. person.

(c) Exanple. The following exanple illustrates the rules
of this section. For purposes of the exanple, Ais a U S
resident alien, Bis A's son, who is a resident alien, and DT is
a donestic trust. The exanple is as follows:

Exanple. Qutbound migration of donestic trust. On January
1, 2002, A transfers property to DI, for the benefit of B. On
January 1, 2003, DT acquires a foreign trustee who has the power
to determ ne whether and when distributions will be nade to B.
Under section 7701(a)(3)(B) and 8301. 7701-7(d)(ii)(A), DT becones
a foreign trust on January 1, 2003. Under paragraph (a) of this
section, Ais treated as transferring property to a foreign trust
on January 1, 2003. Under paragraph (b) of this section, the
property deened transferred to the trust when it becones a

foreign trust includes undistributed net income, as defined in
section 665(a), attributable to the property deened transferred.

81.679-7 Effective dates.
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(a) In general. Except as provided in paragraph (b) of this
section, the rules of 881.679-1, 1.679-2, 1.679-3, and 1.679-4
apply with respect to transfers after August 7, 2000.
(b) Special rules. (1) The rules of 81.679-4(c) and (d)

apply to an obligation issued after February 6, 1995, whether or
not in accordance with a pre-existing arrangenent or
under st andi ng. For purposes of the rules of 81.679-4(c) and (d),
I f an obligation issued on or before February 6, 1995, is
nodified after that date, and the nodification is a significant
nodi fication wthin the nmeaning of 81.1001-3, the obligation is
treated as if it were issued on the date of the nodification.
However, the penalty provided in section 6677 applies only to a
failure to report transfers in exchange for obligations issued
after August 20, 1996.

(2) The rules of 81.679-5 apply to persons whose residency
starting date is after August 7, 2000.

(3) The rules of 81.679-6 apply to trusts that becone
foreign trusts after August 7, 2000.

Par. 3. In 81.958-1, paragraph (b) is anended by adding a

new sentence after the first sentence to read as foll ows:

81.958-1 Direct and indirect ownership of stock.
* * * * *

(b) * * * For purposes of the preceding sentence, any person
that is treated as the owner of any portion of a trust pursuant

to sections 671 through 679 shall be treated as a beneficiary of



58
the trust and shall be considered to own all of the stock owned
directly or indirectly by or for such portion. * * *

* * % * *

81. 958- 2 [ Anended]



Par. 4. In 81.958-2, paragraph (c)(21)(ii)(b) is amended by

renovi ng the | anguage "678" and adding "679" in its place.

David A. Mader
Acting Deputy Comm ssioner of |nternal Revenue.



