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When the use of a foreign grantor trust is not pos-
sible,! conventional wisdom dictates that a U.S. trust
structure should be employed for gifts from foreign
grantors to U.S. beneficiaries. Moreover, when all of
the beneficiaries of a foreign non-grantor trust
(FNGT) are U.S. taxpayers, the FNGT should either
be moved onshore or — if that is not feasible — all
of the FNGT’s income should be distributed to a U.S.
trust.

philanthropy, multigenerational wealth transfer, executive com-
pensation, and retirement planning. Shea was promoted to her cur-
rent role in 2018, after joining the firm in 2014 as an associate.
Before that, she worked in electronic trading sales, covering fixed
income and derivative markets. Shea holds a B.S. in finance and
marketing management from Syracuse University, and an MBA
from New York University.

The Bernstein Wealth Forecasting System®™ discussed below
uses a Monte Carlo model that simulates 10,000 plausible paths
of return for each asset class and inflation and produces a prob-
ability distribution of outcomes. The model does not draw ran-
domly from a set of historical returns to produce estimates for the
future. Instead, the forecasts: (1) are based on the building blocks
of asset returns, such as inflation, yields, yield spreads, stock earn-
ings, and price multiples; (2) incorporate the linkages that exist
among the returns of various asset classes; (3) take into account
current market conditions at the beginning of the analysis; and (4)
factor in a reasonable degree of randomness and unpredictability.
Moreover, actual future results may not meet Bernstein’s esti-
mates of the range of market returns, as these results are subject
to a variety of economic, market, and other variables. Accord-
ingly, the analysis should not be construed as a promise of actual
future results, the actual range of future results, or the actual prob-
ability that these results will be realized.

This material has been distributed for informational purposes
only and should not be considered as investment advice or a rec-
ommendation of any particular security, strategy or investment
product. Information contained herein has been obtained from
sources believed to be reliable, but not guaranteed. Bernstein does
not provide tax, legal, or accounting advice. In considering this
material, you should discuss your individual circumstances with
professionals in those areas before making any decisions.

! The authors addressed the utility and taxation of foreign
grantor trusts in their prior Bloomberg Industry Group article. See
Meerovitch, McLaughlin, and Gallagher, Shifting Gears, Planning
for the Death of a Foreign Grantor, 43 Tax Mgmt. Est., Gifts &
Tr. J. No. 4 (July 12, 2018). This article focuses solely on foreign
non-grantor trusts.
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These approaches are generally considered the
paths of least resistance due to the complexity, added
compliance, and associated costs of properly adminis-
tering an FNGT with U.S. beneficiaries. Without
proper supervision and foresight, inappropriate invest-
ments abound and erroneous distribution decisions (or
lack thereof) often result in prohibitive tax penalties
before capital can be accessed, as discussed in more
depth below. In addition, compliance mistakes can
cost dearly. Given the headaches that tend to arise for
all parties — advisors, trustees, and beneficiaries — it
comes as no surprise that a set of “‘best practices’ has
emerged for FNGTs with only U.S. beneficiaries. Spe-
cific FNGT mandates include the approaches of not
accumulating income in them, domesticating them,
and where possible, avoid creating them in the first
place.

While these strategies prove beneficial in many in-
stances and are clearly better than an inefficiently
managed FNGT, for a certain subset of U.S. benefi-
ciaries, irrevocably undoing FNGT planning may
leave a significant amount of wealth on the table. The
decision to domesticate an FNGT is often reached
without properly weighing the long-term economic
impact. Namely, subjecting a structure to U.S. taxes
(by creating it in the United States by domesticating
it, or by distributing all of its income to the U.S. ben-
eficiaries annually) may ultimately hamper the benefi-
ciaries’ wealth.

When U.S. taxes will be paid for decades on funds
without the need for near-term access, careful consid-
eration should be given to an alternative approach be-
fore adopting a domestication-centered strategy. In
this case, creating an FNGT for a U.S. beneficiary or
keeping an FNGT offshore and deliberately accumu-
lating its income — even if all beneficiaries are U.S.
taxpayers — may prove advantageous. For some U.S.
beneficiaries, keeping funds in an FNGT may result in
a substantial enhancement of family wealth, one that
makes the inherent complexity and compliance pale in
comparison.

In this article, we compare the tax drag on wealth
in a U.S. trust and contrast it with the economic ben-
efit from compounded tax savings in an FNGT estab-
lished for the same U.S. beneficiary. We demonstrate
that fear of complexity and its related costs should not
drive decision-making, including the location of a
trust (either for set up or its ultimate destination). In-
stead, we propose that timing and access to trust funds
represent seminal factors, both at the moment of the
trust’s creation and even decades later.

U.S. TAXATION OF TRUST
BENEFICIARIES — FOREIGN VS.
DOMESTIC TRUSTS

The distinction between a U.S. trust and a foreign
trust significantly impacts the taxation of its U.S. ben-
eficiaries.

A U.S. non-grantor trust (U.S. Trust) is a U.S. tax-
payer subject to U.S. income taxes to the extent it has
taxable income. If a U.S. Trust distributes part, or all,
of its distributable net income (DNI) to U.S. benefi-
ciaries, the trust receives a distribution deduction and
the recipient U.S. beneficiaries are taxed instead. In
either case, if income includes realized long-term
capital gains or qualified dividends, the trust or the re-
cipient will be taxed at the lower tax rate afforded
such income items in the U.S. If the distribution
amount exceeds the trust’s current income, the excess
is treated as a non-taxable distribution of principal in
the hands of the recipient U.S. beneficiaries. Thus, all
income is subject to U.S. tax in the year in which it is
earned, either to the trust or to the U.S. beneficiaries.

Since an FNGT is not a U.S. taxpayer, the U.S. can
only “tax” its income when a U.S. beneficiary re-
ceives a distribution.? When such a distribution con-
sists solely of the FNGT’s DNI,? the U.S. tax treat-
ment of that distribution will match the tax character
of that income. As with an income distribution from a
U.S. Trust, to the extent that DNI includes realized
long-term capital gains or qualified dividends, the dis-
tribution will be taxed at the lower tax rate. Similarly,
if the FNGT has no accumulated income earned in
prior years (UNI),* then any distribution that exceeds
the FNGT’s DNI will be treated as a nontaxable dis-
tribution of principal.’

However, if the FNGT has UNI, the United States
cannot tax that income as long as it remains in the
trust. To discourage the accumulation of income in a
foreign trust and the resulting deferral of U.S. tax on
it, the United States treats a distribution of UNI to a
U.S. beneficiary (when a distribution exceeds the
FNGT’s DNI) as an accumulation distribution® and
subjects it to both a “throwback tax’’ and an interest
charge.”

The throwback tax and the interest charge are de-
signed to impose on the U.S. beneficiary roughly the
same income taxes that would have been levied had

2 See §652(a), §662(a). All section references are to the Internal
Revenue Code of 1986, as amended, and the regulations thereun-
der, unless otherwise specified.

3 8§643(a).

+ See §665(a), §665(b).
5 See §662(a).

6 See §665(b).

7 See §668.
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the beneficiary received the income in the year in
which it was earned (treating all UNI as ordinary in-
come which may be taxed at higher rates).® Conse-
quently, the longer the accumulation period of the in-
come, the heavier the burden of the throwback tax and
the interest charge will be until, at a certain point, the
entire distribution of UNI will be consumed by the tax
and interest charge levied.

TIMING IS EVERYTHING

Given these onerous tax consequences, it is easy to
see why most U.S. advisors caution against the accu-
mulation of income within FNGTs. However, when
U.S. beneficiaries do not need to access the trust’s
DNI every year, does it make sense to pay U.S. taxes
on that income? If the FNGT were left offshore and
its trustees were to intentionally accumulate income,
would the compounded tax-free growth generate
enough family wealth over time to justify the ap-
proach? What will access to this wealth look like in
the future? Will it suffice for the beneficiaries, or will
it forever be “locked’ in the FNGT? The answers to
all of these questions underscore one variable: timing.

Arguably, if beneficiaries do not currently require
access to trust funds — and when they do, if their
spending needs can be met with DNI alone — there is
no reason to domesticate an FNGT and pay U.S. in-
come taxes on the entire trust in the interim. Never-
theless, the prevailing domestication approach re-
mains popular. That likely stems from the tendency of
both practitioners and beneficiaries to underestimate
the magnitude of the compounded tax savings while
erroneously assuming that once accumulated, tax-
efficient access to wealth becomes unattainable. In
fact, once clients and their advisors appreciate the ma-
terial impact that U.S. taxes have on family wealth
and recognize their ability to access accumulated
wealth over time, they are more willing to explore al-
ternatives.

WHEN TIME IS ON YOUR SIDE: AN
ILLUSTRATION

The following example illustrates the important
role that timing plays in the decision-making process.
Consider Astrid, a 40-year-old U.S. citizen who re-
sides in Miami with a liquid net worth of $50 million.
As a U.S. citizen, Astrid is subject to both U.S. in-
come taxes and U.S. transfer taxes. Astrid’s father, a
resident of Switzerland, wishes to give $100 million
(the “Gift”) to his daughter and her descendants, but
the creation of a foreign grantor trust is not a viable

8 See §666, §667.

option due to her father’s circumstances. Given that
all intended beneficiaries are U.S. citizens, the fami-
ly’s U.S. advisor will likely recommend making the
Gift to a U.S. Trust established for the benefit of As-
trid and her family. However, this route fails to con-
sider Astrid’s existing $50 million net worth as well
as the cumulative economic impairment of subjecting
the Gift to U.S. income taxes.

What’s the alternative? First, examine Astrid’s per-
sonal circumstances, tax bracket, spending needs, and
investment style to quantify how long Astrid can rea-
sonably rely upon her liquid wealth to support her
after-tax spending needs. To do so with a high degree
of confidence, one should assume poor capital-market
returns and higher-than-expected inflation (i.e., a
“hostile return pattern’). While Astrid pegged her an-
nual after-tax spending at $1.5 million, we assumed it
stood closer to $2 million (erring on the safe side).
Astrid’s liquid assets were allocated 40% to bonds
and 60% to equities.” Using Bernstein’s Wealth Fore-
casting System,>™ we calculated a 90% chance that
Astrid’s $50 million would sustain her after-tax
spending for 22 years and a 50% chance that it could
last as long as 34 years (Display 1).

Projected Wealth Over Time

Initial Assets $50 Mil.; ing $2 Mil. (Inflati
60/40 Allocation—After Income Taxes
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These projections help pinpoint when Astrid will
likely need to tap the trust’s funds. By the time she
requires initial access, will the FNGT’s tax-free
growth generate a sufficiently robust DNI stream to
sustain Astrid’s after-tax spending (adjusted for infla-
tion)? If so, then accumulated UNI could remain in
the FNGT, avoiding the dreaded tax consequences
that accompany an accumulation distribution. The
longer Astrid waits before receiving distributions
from the FNGT, the larger the trust will become, gen-
erating even more DNI annually. For instance, if As-

9 Stocks are modeled as global equities (70% U.S. equities and
30% developed-international/emerging-market equity). Bonds are
modeled as intermediate-term municipals.
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trid waits 22 years before receiving distributions from
the FNGT, the trust’s DNI will be able to sustain $3.4
million in after-tax annual spending, easily surpassing
her needs. And if Astrid waits 12 more years (receiv-
ing distributions in year 34), the trust’s DNI could
sustain $4.7 million of annual after-tax spending
while continuing to accumulate any excess DNI that
is not distributed tax-free.'® Notably, these figures
only continue to grow with time.

Beyond sustaining Astrid’s spending needs, allow-
ing the FNGT to continue growing tax-free for an ex-
tended period significantly enhances overall family
wealth relative to the amount accumulated in a U.S.
Trust that will be weighed down by the annual pay-
ment of income tax, by either the U.S. Trust or its
U.S. beneficiaries.'’

Let us assume that Astrid begins receiving trust dis-
tributions 20 years after the Gift is made. If her father
makes the Gift to a domestic trust (presumably in a
state that does not impose income taxes ),'? it will still
be subject to federal income taxes the entire time de-
spite the absence of distributions. Alternatively, remit-
ting the Gift to an FNGT avoids U.S. income taxes
during the same 20-year waiting period because no
distributions are contemplated during that time
frame.'? Foregoing U.S. taxes for 20 years results in
$63 million — or over 23% — of additional family
wealth. Advisors often underappreciate the magnitude
of this compounding effect on the FNGT’s value, es-
pecially considering that the additional wealth accu-

1% Sustainable spending on projected growth of the portfolio
prior to spending, assuming 90% confidence levels and 40 years
of spending once spending commences (e.g., in 10 years means
from year 10 to 50). Assumes 100% global equity allocation in
accumulation phase and 60/40 allocation in spending phase.
Spending is after-tax and adjusted for inflation. Assumes DNI dis-
tributions are made to a U.S. Trust each year where taxes are paid,
and after-tax proceeds are available for spending. To the extent
there are funds left over after spending each year, funds are as-
sumed to be invested in the U.S. Trust and used for potential
spending shortfalls in future years. Amounts depicted do not re-
flect annual DNI; they reflect sustainable spending that could be
sourced from the U.S. Trust that receives annual DNI distribu-
tions.

"' Note that, for the purposes of our illustration, we assumed
that both the FNGT and the U.S. Trust assets were allocated en-
tirely to global equities. For such an allocation, most income and
capital gains will be taxed at preferential rates. To the extent that
trust assets are allocated to investments that are taxed at the higher
ordinary rates, the benefits of the FNGT accumulation strategy
could be greater than illustrated.

2 Seven U.S. states currently do not impose an income tax:
Alaska, Florida, Nevada, South Dakota, Texas, Washington, and
Wyoming.

13 To the extent that there are U.S.sourced dividends in FNGT,
withholding would apply which would reduce the benefits of the
FNGT from what is illustrated.

mulated in the FNGT translates to 23% more annual
income'? versus the domestic trust alternative.

Admittedly, this wealth expansion does not afford
the same degree of tax-efficient access to the funds
compared to a U.S. trust because a significant amount
of UNI will build within the FNGT. Some might even
suggest that future enhanced family wealth is of little
use to Astrid’s descendants since its tax-efficient ac-
cess will be restricted to DNI while any distributed
amounts exceeding DNI will be subject to punitive
taxation and interest charges. Had the Gift been made
to a domestic trust instead, Astrid’s descendants
would enjoy unlimited tax-free access to amounts be-
yond the trust’s DNI. In fact, this represents one of the
most common objections that U.S. advisors raise
when an accumulation strategy is proposed. However,
the wealth that accumulates within the FNGT is argu-
ably accessible — just not as immediately as the
wealth built-up in the domestic trust.

SLOW AND STEADY WINS THE RACE

Let’s revisit our prior example. Suppose that in year
21, Astrid begins receiving annual trust distributions
which support $2 million in after-tax, inflation-
adjusted spending and that these distributions con-
tinue for 20 years until she passes away. If the Gift
were made to a U.S. Trust, the value of trust assets on
Astrid’s death would be $704 million. On the other
hand, had the Gift been made to an FNGT, the value
of her trust would reach $1.245 billion."”

To give Astrid’s descendants access to as much
wealth as the U.S. Trust holds, the Trustees of the
FNGT could begin distributing all of the trust’s DNI
— not just the amount required to fund $2 million of
after-tax spending — to a U.S. Trust. Doing so for just
18 years will transfer more wealth onshore while
leaving over $1.5 billion in the FNGT, resulting in
over 85% more family wealth than if the Gift had
been made to the U.S. Trust'® (Display 2).

If Astrid’s descendants cannot wait that long, the
trustee (and investment advisor) could enhance the
beneficiaries’ outcomes by employing selective gain
harvesting to increase the FNGT’s DNI. For example,

14 At year 20, median projected outcome.

!5 Median projected outcomes.

16 Assumes year 40 wealth of $704 million for U.S. Trust and
$1,245 million for FNGT. From year 41-58 returns are modeled
as follows: 7% total return including 2% dividends and 5% appre-
ciation with 20% turnover (all long term) for FNGT and U.S.
Trust assets. Assumes DNI distributions from the FNGT to U.S.
Trust from year 41-58. Assumes no distributions from the U.S.
Trust in both scenarios.
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Comparison of Strategies: 18 Years after Astrid’s Death (Year 58)
USD Millions

Initial Assets—$100 Million
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US Trust Foraign Trust

Assumes year 40 weakh of ST04 mifon for US Trust and $1.245 milion for FRGT. From year 41-53 retums ane modeled a3 folows: 7% total refum inchiting 2% diidends and 5%
nepreciation wih 20% tumaver (ol long teim) for FHGT and US Trust assets. Assumes Rl distrizutions Fom the FHGT to US Trust from year 4156, Assumes o dstnbtians from the
US Truet in both scenanos:

(] v :
aggressive gain harvesting could shave six years off
the period by accelerating the tax-efficient transfer
from the FNGT to the U.S. Trust. And, if the trustees
realized a 30% built-in gain in an FNGT while pursu-
ing an aggressive gain harvesting strategy going for-
ward, it would take just 12 years to transfer as much
wealth to the U.S. Trust. This could be accomplished
while still leaving over $870 million in the FNGT, re-
sulting in 69% more family wealth. Surely, for at least
some clients, limiting access for a stretch in exchange
for gaining nearly 70%-90% more wealth represents a
compelling trade-off.

Taking a closer look, we illustrate the transfer of to-
tal family wealth over time from an FNGT assuming
DNI distributions each year and reinvestment of after-
tax proceeds in a U.S. Trust under two different sce-
narios. This allows us to compare ‘“‘conventional man-
agement” and “aggressive gain harvesting.”"'’

Conventional management assumes an annual turn-
over of 20% while aggressive gain harvesting as-
sumes the realization of a 30% built-in gain in the first
year and the annual realization of all gains thereafter.
In both cases, over 90% of the wealth will be trans-
ferred over time without access to any UNI. However,
with aggressive gain harvesting, the U.S. beneficiaries
will benefit from faster, tax-efficient access to more
trust funds. For example, aggressive gain harvesting
will allow the beneficiaries to tap over 55% of the
wealth in 10 years versus just 32% of the wealth with
conventional account management (Display 3).

"7 All gains are assumed to be long term. Accessing funds
sooner through realization of short-term gains is not likely to
make financial sense as long as long-term gains continue to be
taxed at preferential rates. Assumes seven percent total return in-
cluding two percent dividends and five percent appreciation for
FNGT and U.S. Trust assets. “Conventional Management” as
sumes 20% annual turnover. “Aggressive Gain Harvesting” as-
sumes 100% annual turnover (all long term) and realization of
30% embedded gain at the onset. Assumes ‘“Conventional Man-
agement” and no distributions from the U.S. Trust in both sce-
narios.

Transfer of Total Wealth to US over Time

Assuming DNI Distributions from a FNGT to US Trust Each Year
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£ Aggressive Gain Harvesting

56%
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Hanesang’ sasumes T01% 3musl o (s long e and eakzatan af 3% amedied gon o1t anaet Assunes Tismal Maageent” 3nd G fom e us Tt in
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LOCATION, LOCATION, LOCATION

For families with funds in both a U.S. Trust and an
accumulating FNGT, asset location should be man-
aged holistically, with a focus on holding in the FNGT
tax-inefficient investment strategies such as hedge
funds, investments in private lending, or any strategy
that generates ordinary income and short-term capital
gains. Consider a family whose wealth is split evenly
between a U.S. Trust and an accumulating FNGT. The
clients wish to allocate 75% of their assets to tax-
efficient strategies and 25% to tax-inefficient invest-
ment strategies. Here, it may be advisable to earmark
the entire U.S. Trust for tax-efficient strategies while
dividing the FNGT 50% to tax-efficient strategies and
50% to tax-inefficient strategies. This approach re-
flects the family’s desired overall mix, but with in-
creased tax efficiency compared to replicating the
75/25 mix in each structure. For simplicity, let’s as-
sume that in the U.S. Trust, a 20% tax rate applies to
tax-efficient investments while a 40% tax rate applies
to tax-inefficient investments. With the 75/25 alloca-
tion, the overall effective tax rate will be 25%. Yet by
moving the U.S. Trust allocation entirely to tax-
efficient investments — and implementing the 50/50
mix in the FNGT — the effective tax rate of the U.S.
Trust can be reduced by five percent.

Notably, an FNGT’s allocation should be revisited
when contemplating distributions to either U.S. ben-
eficiaries or a U.S. Trust. Before commencing distri-
butions of DNI, the FNGT’s asset mix should be
shifted back to a tax-sensitive allocation. Thus, while
an FNGT can provide additional asset-location ben-
efits to families, it requires careful implementation
and monitoring from trustees and investment advisors
alike.

CONCLUSION

In most cases, the complexity and associated costs
of properly administering an FNGT renders it unat-
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tractive to U.S. beneficiaries. However, in those in-
stances where a meaningful amount of time will
elapse before beneficiaries require access to funds,
keeping the trust offshore should be considered — de-
spite the complications. Doing so can result in mate-
rially improved economic results for the family with-
out the permanent sacrifice of access that’s typically
assumed. Often, the costs of complexity and the on-

going monitoring of trust management will seem mi-
nor compared to the additional wealth that can be gen-
erated. Assembling a knowledgeable team of profes-
sionals (including trustees, and tax and investment
advisors) who can work collaboratively with the fam-

ily to support such a strategy will be critical to ensur-
ing its success.
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