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Introduction
Jacob Stein is a partner with Klueger
& Stein, LLP in Los Angeles, where

Our journey begins with a misnomer, "international taxation."
The body of law addressed in this article has nothing to do with

he practices international taxation

international taxation. There will be no discussion of the French VAT,

and structures cross-border business

the Italian IRPEF, or the Swedish PAYE. What is commonly referred

transactions. He represents Forbes 400
families in the U.S. and abroad, businesses

of all sizes engaging in cross-border
transactions, and wealthy foreigners

doing business or immigrating to the
United States. He has authored numerous

articles and several books, including his
most recent book, International Joint
Ventures: A Concise Guide for Attorneys
& Business Owners (2014). He is a

certified tax law specialist, is AV-rated,
and has been named a "Super Lawyer"

for the past 5 years. Mr. Stein received
his undergraduate degree from California
State University, Northridge, and his law
degree from the University of Southern

to as "international taxation" deals entirely with U.S. taxation - more

accurately, U.S. taxation of cross-border transactions. For tax
purposes, cross-border transactions are divided into two classes:
inbound (foreigners doing business or investing in the U.S.) and
outbound (Americans doing business and investing overseas). The
tax rulesthat applyto inbound and outbound transactions are entirely
different. This article examines both and then delves into the related

subjects of pre-immigration tax planning (foreigners immigrating to
the U.S.) and expatriation (Americans emigrating from the U.S.).
—continued on page 3
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INBOUND TAXATION

A foreigner desiring to invest in the U.S. often
seeks the benefits of U.S. fiscal transparency, a well-

developed political and legal system, economic stabil
ity, and lack of currency controls. The same investor
will often insist that the investment is structured in a

way to afford privacy, asset protection, and minimiza
tion of worldwide taxation.

Privacy and Liability

In the author's experience, most foreign investors
are concerned about privacy. To achieve privacy,
U.S. assets should be acquired either by a trust or by a
limited liability company (LLC). LLCs are generally
preferred over corporations because they offer greater
structuring flexibility and better creditor protection
than corporations and, unlike a limited partnership,
do not require the formation of a second entity to act
as the general partner. When an LLC is owned by a
foreigner, it may often be advantageous to elect to
treat the LLC as a C corporation for federal income

the entity. However, limited partnerships and LLCs
are not required to observe certain corporate formali
ties (such as holding annual meetings of shareholders
or keeping minutes of meetings), thus affording credi
tors fewer bases for piercing the corporate veil. Inter
ests in limited partnerships and LLCs are not attach
able by creditors, making them a more effective asset
protection vehicle than corporations. See Corp C
§§15907.03(a), 17704.07(f). See also Stein, A Practi
cal Take on Charging Orders, Bus. Entities

(Sept./Oct. 2006) for a general discussion of the
charging order limitation. For example, when a credi
tor obtains a judgment against an individual who
owns an apartment building through a corporation,
the creditor can force the debtor to turn over the stock

of the corporation, resulting in the loss of all corpo
rate assets. See Com C §8112. If the debtor owns the
apartment building through an LLC or a limited part
nership, the creditor's remedy is limited to a charging
order—a court order that places a lien on distribu
tions actually made from the LLC or the limited part
nership. See Corp C §17705.03(f).

tax purposes.

If using a trust, remember that the name of the trus
tee and the name of the trust must appear on the title
of trust assets (like a recorded deed). The investor
should not be the trustee, and the trust should have a

generic name (e.g., Blue Sky Trust). Names such as
"Hung Lee, Trustee" and "Hung Lee Trust" afford the
investor no privacy.

If using a legal entity, a generic name should also
be used. However, if the entity engages in business
activities in California, it must register with the Cali
fornia Secretary of State. See Corp C §§2101,
17708.03(a). Either the initial Articles of Incorpora
tion or Articles of Organization or the biennial State
ment of Information will reveal to the world the iden

tity of the corporate officers or LLC manager(s). A
possible alternative is to use a two-tier structure: a
California LLC to engage in business, and a Delaware
LLC to act as the manager of the California LLC. In
Delaware, the name of the LLC manager is not re

quired to be disclosed, and all that will appear on the
California form is the name of the Delaware LLC as

the manager. Care should be exercised so that the
Delaware LLC is not deemed to be doing business in
California, otherwise it will also have to register. See

Stein, California Registration Requirements for For
eign LLCs, Cal Tax Lawyer (Summer 2008), for a
general discussion of foreign entity registration re
quirements.

Corporations, limited partnerships, and LLCs will
afford their individual owners a liability shield for

any liability arising from the assets or the business of

To achieve privacy, U.S. assets should be
acquired either by a trust or by a limited
liability company (LLC). LLCs are
generally preferred over corporations
because they offer greater structuring
flexibility and better creditor protection
than corporations and, unlike a limited
partnership, do not require the formation
of a second entity to act as the general
partner.

Income Taxation

A person we colloquially refer to as a "foreigner"
is often referred to as a "nonresident alien" (NRA) for

federal income tax purposes. An NRA is defined as a
either a foreign corporation or a person who (1) is
physically present in the U.S. for less than 183 days
in any given year, (2) is physically present in the U.S.
for less than 31 days in the current year, (3) is physi
cally present for less than 183 total days for a 3-year
period (using a weighing formula), and (4) does not
have a permanent resident status (i.e., a green card or
an EB-5 visa). IRC §7701(b)(l)(A). A foreigner re
ceiving a green card will become a U.S. tax resident
from that day forward. A foreigner who is deemed a
U.S. tax resident based on the number-of-days test
will be deemed a U.S. tax resident for the entire cal

endar year in which the test is met. IRC §7701(b)(2).
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A foreigner may be deemed a U.S. resident (based
on one of the above tests) and also a resident of his
home country. To avoid double taxation, most income

tax treaties incorporate a tie-break provision for resi
dency. The tie-break is a hierarchy of three to five
tests, with the place of permanent abode as the major
factor. For example, Article 4 §4 of the U.S.-U.K.
income tax treaty provides that if an individual is
deemed to be a resident of both the U.S. and the U.K.,

the individual will be the tax resident of the country
where he or she has a permanent home, and if there is
a home in both countries, the country where he or she

has habitual abode. If there is habitual abode in both,

the individual will be the tax resident of the country
where he or she holds citizenship, and if in both, the
tax authorities of both nations will need to reach a

mutual agreement. If no mutual agreement is reached,

the dual national will need to rely on the availability
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NRAs often try to fit into the portfolio interest rules
by lending through equity participation loans or loans
with "equity kickers." (An equity kicker is an addi
tion to a fixed-income security (such as a loan) that
allows the lender to participate in equity appreciation.
The participation may be accomplished by a conver
sion option, allowing the lender to convert debt into
equity.) These provisions usually increase interest
rates on a contingent basis to mimic equity participa

tion. Be aware, however, that the IRS may argue that
such "loan" structures are in reality equity invest
ments producing income subject to taxation and with
holding. See IRS Notice 94-47, 1994-1 Cum Bull

357. See also Bauer v Commissioner (9th Cir 1984)
748 F2d 1365; June Shaw, TC Memo 2013-170,
2013 Tax Ct Memo Lexis 182; NA General Partner

ship & Subsidiaries, TC Memo 2012-172, 2012 Tax
Ct Memo Lexis 172.

of the foreign tax credit (see IRC §901).
Withholding on FDAP Income

Income tax rules applicable to NRAs can be quite
complex. As a general rule, an NRA pays a flat 30
percent tax on U.S.-source "fixed or determinable

annual or periodical" (FDAP) income that is not ef
fectively connected to a U.S. trade or business. IRC

A U.S. trade or business includes providing
personal services in the U.S.,... selling
products in the U.S. directly or through an
agent, ... soliciting orders from the U.S.,...
and maintaining corporate offices in the
U.S.

§§871(a), 881(a). Rental income is sourced to where

the property is located (see IRC §861(a)(4)) and is
subject to tax withholding by the payor (see IRC

§1441(a)). The rate of tax may be reduced by an ap
plicable treaty to anywhere between zero and 15 per
cent. The income is taxed on a gross basis, with al
most no offsetting deductions.

FDAP income includes interest, dividends, royal
ties, rents, annuity payments, and alimony. For exam
ple, if an NRA receives interest income from U.S.

sources (other than interest on bank deposits), it is
subject to a 30 percent tax. Note that the NRA is sub

ject to this tax but does not pay it. The 30 percent
FDAP tax is withheld by the payor at the time of
payment and remitted to the U.S. Treasury. See IRC

§1441(a). The NRA receives the remaining 70 per
cent. The obligation to withhold is imposed on the
person or entity making the payment to the NRA, and

Capital Gains

NRAs are generally not taxable on their capital
gains from U.S. sources unless (1) the NRA is present
in the U.S. for more than 183 days, (2) the gains are
effectively connected to a U.S. trade or business, or
(3) gains are from the sale of certain timber, coal or

domestic iron ore assets. When these exceptions ap
ply, the NRA is taxed on U.S. source capital gains at
the rate of 30 percent. IRC §871(a)(2).
Business Income

An NRA is taxedon income "effectively connected
with the conduct of a trade or business within the
United States" under the same rules as all other U.S.

taxpayers. IRC §871(b). Income may be reduced by

if such payor fails to withhold, it is liable to the IRS
for the tax, applicable penalties and interest. See IRC

appropriate deductions (connected to the U.S. trade or

§1461.

882.

Portfolio Interest Rules

States" is not well defined, but certain guidelines ex
ist. A U.S. trade or business includes providing per
sonal services in the U.S. (IRC §864(b», selling
products in the U.S. directly or through an agent (In-

business) and standard tax rates apply. IRC §§871(b),
The term "trade or business within the United

A popular planning tool to avoid withholding taxa
tion of interest income is the use of portfolio interest
rules. Portfolio interest is interest payable only to a
foreigner on a debt instrument. It is not subject to
taxation or withholding. IRC §§871(h), 881(c)(1).

verWorld, Inc., TC Memo 1996-301, 1996 Tax Ct
Memo Lexis 261; Frank Handfield (1955) 23 TC
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633, 1955 US Tax Ct Lexis 270), soliciting orders
from the U.S. (Rev Rul 65-263, 1965-2 Cum Bull
561, 1965 IRB Lexis 130), and maintaining corporate
offices in the U.S. (Rev Rul 62-31, 1962-1 Cum Bull
367, 1962 IRB Lexis 223). The amount of the com
mercial activity is not as important as the fact that the
NRA was active in the U.S. and its level of activity
was "considerable, continuous and regular." Adam
Edward Hart. TC Memo 2013-289, 2013 Tax Ct
Memo Lexis 299. See also Linen Thread Co. v Com

missioner (2d Cir 1942) 128 F2d 166. The U.S. busi
ness must be active and not a mere passive investment

or property ownership vehicle. Continental Trading,
Inc. v Commissioner (9th Cir 1959) 265 F2d 40, 43,
cert denied (1959) 361 US 827 ("mere management

All other categories of income (i.e., income that is
not FDAP, portfolio interest, or capital gains) are
automatically "effectively connected" under the socalled

force-of-attraction

CI 1982) 690 F2d 169 (passive ownership of rental
property not a business).

set

forth

in

IRC

a U.S. trade or business, all U.S.-source income

(other than FDAP, portfolio interest, or capital gain)
is deemed effectively connected to a U.S. trade or
business. See IRC §864(c)(3). This result is true even
if the U.S.-source income has absolutely no connec
tion to the U.S. trade or business. The NRA will be

deemed to be engaging in a U.S. trade or business for
the year if it was engaged in such a business at any
time during that year. IRC §864(c)(3).

of investments and the collection of rents, interest,

and dividends is insufficient to constitute the carrying
on of a trade or business"); Di Portanova v U.S. (Ct

rule

§864(c)(3). Under this rule, if a nonresident alien has

EXAMPLE

Pierre, a French citizen and resident, manufactures
and sells chocolates in the U.S. By virtue of that

business, he is engaging in a U.S. trade or busi
ness. On weekends Pierre bakes croissants in his

Paris apartment and sells them on the Internet. It is
a business entirely unrelated to the chocolate busi

"Effectively Connected"
Income is divided into two categories to test
whether it is "effectively connected" under IRC

ness. He has U.S. customers who place orders for
chocolates over the Internet. The U.S. Internet

§871(b). The first category, under IRC §864(c)(2),
covers FDAP income, portfolio interest, and capital
gains from assets located in the U.S. This income will
be deemed effectively connected to a U.S. trade or

croissant orders generate U.S.-source income that,

business if it meets either the so-called asset-use test

An NRA will be engaged in a U.S. trade or busi
ness if the NRA is a general or limited partner in a
U.S. partnership engaged in a trade or business. IRC
§875(1). Similarly, a beneficiary of a U.S. estate or
trust will be engaged in trade or business if the estate
or trust is so engaged. IRC §875(2).

of IRC §864(c)(2)(A) or the so-called businessactivities test in IRC §864(c)(2)(B).
Under the asset-use test, an asset is deemed to be
used in a trade or business if the asset is needed in

that

trade

or

business.

Treas

Reg

§1.864—

4(c)(2)(iv)(a). For example, a business typically
maintains a large cash reserve to cover payroll. Be
cause the cash reserve is needed to operate the busi
ness, the cash reserve is deemed used in the business,
and the interest income on that reserve will be FDAP

and effectively connected. That results in the interest
income on the cash reserve being taxed at regular
U.S. tax rates.

The business-activities test looks to whether the

activity that generated income was a material factor
in the realization of income of that trade or business.

See IRC §864(c)(2)(B). The business-activities test is
primarily used for passive assets, because such assets
are often not themselves critical to the operation of a
business. For example, if a foreigner carries on an
active trade or business in the U.S. and then invests

the profits in deeds of trust, the interest income from
the deeds of trust is not related to the U.S. trade or

business and is not "effectively connected" under IRC
§871(b).

under the force-of-attraction rule, is effectively con
nected to Pierre's U.S. chocolate business.

Attribution of U.S. Trade or Business

to NRA Through U.S. Agent

An often overlooked stumbling block is the attribu
tion of a U.S. trade or business to an NRA through an

agent. See IRS General Legal Advice Memo 2009010, 2009 GLAM Lexis 15; Spermacet Whaling &

Shipping Co. SA v Commissioner (6th Cir 1960) 281
F2d 646. This is a conjunctive three-part analysis: (1)
Does the NRA have an agent in the U.S. (i.e., is there
an agent-principal relationship)? (2) are the activities
of the agent attributable or imputed to the principal?
and (3) is the agent engaging in a trade or business in
the U.S.?

The agency relationship will be deemed to exist
when the U.S. agent is "dependent" and (1) has the
authority, which it regularly exercises, to conclude
contracts in the name of the foreign principal, or (2)
carries inventory that belongs to the foreign principal

6
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from which orders are regularly filled. Treas Reg
§1.864—7(d)(1)(i). If an agency relationship exists, the
Treasury Regulations provide further that the agent's
office or fixed place of business maybe be deemed an
office or fixed place of business of the foreign inves
tor. Treas Reg §1.864-7(d).
An agent will be deemed independent if he or she

is a general commission agent or broker, acting inde
pendently of the principal and in the ordinary course
of his or her own business. Treas Reg §1.864—
7(d)(3)(i); OECD Model Tax Convention on Income

and on Capital, Art 5 ^6 (2010). A truly independent
agent has his or her own business, acts on behalf of
multiple clients, and does not receive detailed instruc

tions from the principal. The fact that the agent and
the principal are related, e.g., through common own
ership or a parent-subsidiary structure, is ignored in
testing for the agent's independence. Treas Reg
§1.864-7(d)(3)(ii). In Taisei Fire & Marine Co., Ltd.
v Commissioner (1995) 104 TC 535, the Tax Court

held that an agent is independent if he or she repre
sents four principals who do not act jointly to control
the agent.

CALIFORNIA BUSINESS LAW PRACTITIONER

covering the branch profits tax with most of the
European nations, reducing the tax to between zero
and 10 percent (usually to the same rate that a divi

dend would be subject to under the same treaty). For
example, under the US-Canada income tax treaty, the
branch profits tax is reduced to 5 percent. See U.S.
Canada Income Tax Convention, art X 1J6, Protocol 3
(1995). Qualifying for treaty benefits is difficult be
cause the foreign corporation must establish that it is
not "treaty shopping," i.e., that it is organized in the
treaty country for a purpose other than tax avoidance.
A corporation must show, for example, that its share
holders are resident in the treaty country, or that it

does not distribute most of its income out of the treaty
country, or that it is engaging in an active trade or

business in the treaty country. See IRC §884(e)(l)(B).
The 30 percent tax applies to a "dividend equiva
lent amount," which is the foreign corporation's ef
fectively connected earnings and profits for the year,
less investments the corporation makes in its U.S.
assets (i.e., money and the adjusted bases of property
connected with the conduct of a U.S. trade or busi

ness). IRC §884(a), (c)(2). Money is only counted to

the extent that it is necessary to meet the operating
expenses of the U.S. business. Treas Reg §1.884—

Qualifying for treaty benefits is difficult
because the foreign corporation must

establish that it is not "treaty shopping,"
Le., that it is organized in the treaty
country for a purpose other than tax
avoidance.

Branch Profits Tax

If a foreign corporation owns a U.S. corporation,
there are two levels of tax. The U.S. corporation will
be subject to the regular income tax on its profits, and
there will be a 30 percent withholding tax on divi
dends paid to the foreign parent (subject to possible
treaty reduction). IRC §884(a). If the same business is
operated by a foreign corporation only and the U.S.

operation is conducted through an unincorporated
branch, there will be no corporate dividend originat
ing in the U.S. and therefore no dividend withholding
tax. To eliminate this disparity and to subject foreign
corporations operating through a U.S. branch to a
double tax (a tax on earnings and a tax on distribu
tions to the foreign parent), Congress enacted IRC
§884, which imposes a branch profits tax.
Under §884(a), the branch profits tax applies at the
rate of 30 percent, which is the same as the withhold

ing tax on dividends, but may be reduced by an appli
cable treaty. See IRC §884(e). The U.S. has treaties

l(d)(2)(v).

If the equity of the U.S. trade or business drops for
the year (i.e., the foreign corporation decreased its
U.S. asset holdings), the earnings and profits are in
creased by such drop (but subject to some limitations)
to calculate the dividend equivalent amount. See IRC

§884(b). Actual distributions made by the foreign
corporation to its shareholders do not decrease the
dividend equivalent amount, but if the dividend itself

is distributed in the same year when the foreign cor
poration pays a branch profits tax, the dividend may
escape the 30 percent withholding tax. See IRC
§884(e)(3)(A).

EXAMPLE

Bermuda Inc. has $100 of effectively connected
earnings and profits for the year. At the beginning
of the year it had U.S. assets of $500 and liabilities

of $200, resulting in $300 of equity in its U.S. busi
ness. At the end of the year, Bermuda Inc. has

$600 of assets and $250 of liabilities, resulting in
$350 of equity. The dividend equivalent amount is
$50, calculated as $100 of earnings and profits re
duced by the $50 increase in equity.

If a foreign corporation completely terminates its
U.S. business, it is not subject to the branch profits
tax for that year. Treas Reg §1.884-2T(a)(l). As a
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planning note, if a foreign investor is planning on op
erating several U.S. businesses that will generate little
or no earnings and profits (e.g., depreciable real es
tate), it would make sense to form several foreign
corporations, with each foreign corporation operating
a separate branch. For example, if a foreign investor
acquires two U.S. apartment buildings through a for
eign corporation, on the sale of one building there
may be a branch profits tax because the resulting cash
will not be necessary for the continued operation of

A Lawyer's Guide to International Taxation

the partnership owns USRPIs, and will be subject to
withholding.

A domestic corporation will be treated as a United
States real property holding corporation (USRPHC) if
its USRPIs equal or exceed 50 percent of the sum of
the corporation's USRPIs, foreign real estate, and
trade and business assets. IRC §897(c)(2). Disposi
tion of an interest in a USRPHC is subject to the
FIRPTA tax and withholding, but is not subject to
state income tax. IRC §897(a)(l). There are no state

the U.S. trade or business. If two separate corpora

law equivalents to FIRPTA, and under California

tions owned two buildings, then on the sale of one
building the foreign corporation that is the seller

state law a sale of an interest in a domestic corpora

would terminate its U.S. business and will not be sub

ject to the branch profits tax.
FIRPTA

Rules applicable to the tax on the disposition of
real estate are found in a separate regime, the Foreign
Investment in Real Property Tax Act of 1980
(FIRPTA) (IRC §§861, 882, 897, 6039C). Generally,
FIRTPA taxes the disposition of an interest in U.S.
real property (USRPI) as if the NRA (the owner of
the interest) were engaged in a U.S. trade or business.
A USRPI is defined as any interest in (1) real prop
erty located in the U.S. or (2) a domestic corporation
that is a "United States real property holding corpora
tion." IRC §§897(a), 897(c)(1). As a result, the tradi
tional income tax rules that apply to U.S. taxpayers
will also apply to the NRA. Purchasers who acquire a
USRPI from an NRA are obligated to withhold 10
percent of the amount realized on the disposition. IRC
§1445.

An interest in real property includes any ownership
of land; buildings; mineral deposits; crops; fixtures;
personal property used to (1) exploit natural re
sources, (2) construct improvements, (3) operate a
lodging facility, or (4) to provide a furnished office to
a tenant (e.g., movable walls or furnishings); im
provements; leaseholds; or options to acquire any of
the foregoing. IRC §897(c); Treas Reg §1.897-1(b).
Ownership interests include fee ownership, coownership, leasehold, time-share, life estates, remain
ders, reversions, or any right to participate in the ap
preciation of real property or in the profits from real
property. Treas Reg §1.897-l(d)(2)(i).
A partnership interest is treated as a USRPI if (1)
50 percent or more of the value of partnership gross
assets consists of USRPIs, and (2) 90 percent or more

of the value of partnership gross assets consist of
USRPIs plus cash and cash equivalents. Treas Reg
§1.897-1 (d)(2)(i). The disposition of such a partner
ship interest is subject to FIRPTA to the extent that

tion (even if it is a USRPHC for federal income tax
purposes) by a foreigner is not taxable, following the
general rule of IRC §892. See, e.g., Rev & T C
§17952. Contrast that with the disposition of a USRPI
owned directly, which is subject to the lower federal
capital gains rate, but is also subject to the state in
come tax.

The disposition of an interest in a domestic corpo
ration will not be subject to these rules if on the date
of the disposition the corporation had no USRPIs and
all of the gain was fully recognized (i.e., there have
been no installment sales or exchanges) on the sale of
any USRPIs sold within the past 5 years. IRC
§897(c)(l)(B); Treas Reg §1.897-2(c).
Any NRA (individual or corporation) selling a
USRPI is subject to withholding of 10 percent of the
amount realized; withholding applies even if the
property is sold at a loss. IRC §1445. The withhold
ing obligation is imposed on the purchaser, who must
report the withholding and pay over the tax using IRS
Form 8288 within 20 days of the purchase. If the pur
chaser fails to collect the withholding tax from the
foreigner, the purchaser will be liable for the tax, plus
any applicable penalties and interest. The withheld
taxes are later credited against the total tax liability of
the NRA. Treas Reg §1.1445-1 (f).
Withholding is not required if (1) the seller pro
vides a certificate of nonforeign status, (2) property
acquired by the purchaser is not a USRPI, (3) the
transferred property is stock of a domestic corpora
tion and the corporation provides a certificate that it
is not a USRPHC, (4) the USRPI acquired will be
used by the purchaser as a residence and the amount
realized by the foreigner on the disposition is
$300,000 or less, (5) the disposition is not subject tax
(a tax-free exchange), or (6) the amount realized by
the foreigner on the disposition is zero. IRC §1445;
Treas Reg § 1.1445-2(d)(2)(i).
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Estate and Gift Tax

interest loans (IRC §2105), or shares of stock in a

For estate tax purposes, the test is completely dif
ferent in determining who is an NRA—the inquiry
centers around the decedent's domicile. Treas Reg

foreign corporation. Treas Reg §20.2105-1(f).
The gross estate is reduced by various deductions
relating to the U.S.-situs property. The estate tax re

§§20.0-l(b)(l), 25.2501-l(b). The test for domicile

is more subjective. It looks primarily at intent (see
Treas Reg §§20.0-1 (b)(1), 25.2501-1 (b)) and also
considers factors such as the length of stay in the
U.S., frequency of travel, size and cost of the U.S.

home, location of family, participation in community
activities, participation in a U.S. business, ownership
of assets in the U.S., and voting.
A foreigner can be a U.S. resident for income tax
purposes, but not be domiciled in the U.S. for estate

turns must disclose all of the NRA's worldwide as
sets, in order to determine the ratio that the U.S. as
sets bear to non-U.S. assets. This ratio determines the

percentage of allowable deductions that may be
claimed against the gross estate. IRC §2105(a)(l)-(2).

A foreigner can be a U.S. resident for
income tax purposes, but not be domiciled
in the U.S. for estate tax purposes.

tax purposes. For simplicity in explaining the estate
and gift tax considerations, this article will refer to
foreigners who are both nonresident aliens and not
domiciled in the U.S. as NRAs.

An NRA is subject to a different estate and gift tax
regime than a U.S. taxpayer. The estate tax is im
posed only on the part of the NRA's gross estate that
at the time of death is situated in the U.S. IRC §2103.
The rate of the NRA's estate tax is the same as that

imposed on U.S. citizens and resident aliens, but the

unified credit is only $13,000. See IRC §2102(b)(1).
These harsh rules may be ameliorated by an estate tax
treaty. The U.S. does not maintain as many estate tax
treaties as income tax treaties, but there are estate tax

treaties in place with most Western European coun
tries, Australia, and Japan.
The following assets are specifically included in
the definition of property situated in the U.S.: (1)
shares of stock of a U.S. corporation, (2) revocable
transfers or transfers within 3 years of death of U.S.
property or transfers with a retained interest (de
scribed in IRC §§2035-2038), and (3) debt issued by
a U.S. person or a governmental entity within the
U.S. (e.g., municipal bonds). IRC §2104.
U.S.-situs property also includes real estate in the
U.S. and tangible personal property, such as works of
art, furniture, cars, and even currency in a safety de
posit box. Treas Reg §20.2104-l(a). If real estate
debt is recourse, the gross value of the real estate is

included in the estate, and the debt is separately
stated, taken as a deduction and then apportioned be
tween U.S.- and non-U.S.-situs property. Treas Reg
§§20.2053-7, 20.2106-2. A beneficial interest in a

trust holding U.S. property is also U.S.-situs property.
IRS Rev Rul 55-163, 1955-1 Cum Bull 674. U.S.-

situs property does not include life insurance pro
ceeds paid on the life of the NRA, bank accounts

(unless connected with a U.S. business), portfolio

When real estate is subject to a recourse mortgage,
the gross value of the real estate is included, offset by
the mortgage debt. Treas Reg §20.2053-7. If the
mortgage is nonrecourse, only the net value of the
properly is included in the estate. Treas Reg
§20.2053.7. This distinction is irrelevant for U.S. tax

payers filing estate tax returns but is very relevant for
NRAs for whom debts are subject to apportionment
between U.S. and non-U.S. assets and therefore not

fully deductible. Treas Reg §20.2106-2. Apportion
ment is possible only if world-wide assets are dis
closed on the estate tax return.

Advance planning can eliminate or reduce the U.S.
estate tax obligations of NRAs. For example, U.S.
real estate owned by an NRA through a foreign cor
poration is not included in the NRA's estate. IRC

§§2103, 2104(a); Treas Reg §20.2105-l(f). This ef
fectively converts U.S. real property into a non-U.S.
intangible asset. Even if the real property was not ini
tially acquired through a foreign corporation, it may
be beneficial to pay an income tax today on the trans
fer of the real estate to a foreign corporation (usually
treated as a sale) to avoid the estate tax in the future.

Gift taxes are imposed on the donor. A NRA donor
is not subject to U.S. gift taxes on any gifts of nonUS. situs property to any person, including U.S. citi
zens and residents. U.S. citizens and residents must

report gifts from a NRA in excess of $100,000 on IRS
Form 3520. IRS Notice 97-34, 1997-1 Cum Bull
422.

Gifts of U.S.-situs assets are subject to gift taxes,
with the exception of intangibles, which are not tax
able. IRC §2501(a)(2). Tangible personal property
and real property is sited within the U.S. if it is physi
cally located in the U.S. Treas Reg §25.2511—3(b).
NRA donors are allowed the same annual gift tax ex
clusion as other taxpayers and are subject to the same
rate schedule for gift taxes. However, the lifetime
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unified credit is not available to NRA donors. IRC

§2505(a).

The primary thrust of estate tax planning for NRAs
is through the use of (1) foreign corporations to own
U.S. assets, or (2) the gift tax exemption for intangi
bles to remove assets from the U.S. If an NRA dies

owning shares of stock in a foreign corporation, the
shares are not included in the NRA's estate, regard

less of the situs of the corporation's assets. IRC
§2104(a); Treas Reg §20.2105(l)(f). It is important
that the corporation have a business purpose and ac
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Ownership by LLC or LP

Under an LLC or limited partnership (LP) struc

ture, the NRA acquires the U.S. asset through an LLC
or LP. The LLC may be a disregarded entity (i.e., a

partnership) for U.S. income tax purposes. This struc
ture is an improvement over the direct ownership al
ternative, because it provides the NRA with privacy
and liability protection and allows for lifetime trans
fers that escape the gift tax. The obligation to file
U.S. income tax returns and the possibility of a U.S.
estate tax on death remain.

tivity, lest it be deemed a sham designed to avoid U.S.
estate taxes. See, e.g., Shaw Constr. Co. v Commis
sioner (9th Cir 1963) 323 F2d 316.
The estate tax returns must disclose all of
the NRA's worldwide assets, in order to
determine the ratio that the U.S. assets
bear to non-U.S. assets. This ratio

determines the percentage of allowable
deductions that may be claimed against the
gross estate.
The gift of an intangible, wherever situated, by an
NRA is not subject to gift tax. IRC §2501(a)(2).
Shares in U.S. corporations and interests in partner
ships or limited liability companies (LLCs) are intan
gibles. Consequently, real estate owned by the NRA
through a U.S. corporation, partnership, or LLC may
be removed from the NRA's U.S. estate by gifting
entity interests to foreign relatives gift-tax free.
Ownership Structures for Foreign Investors
An NRA can acquire U.S. assets using several al
ternative ownership structures. The NRA's goals and
priorities dictate the type of structure that is used.
Each alternative has its own advantages and disad
vantages; there is no perfect structure.
Direct Ownership

Direct investment (i.e., ownership of an asset by
the NRA) is simple and is subject to only one level of
tax on disposition of the asset. If the asset is held for
1 year, the sale is taxed at a 15 percent rate. IRC
§1(h). The disadvantages of direct investment are (1)
no privacy, (2) no liability protection, (3) the obliga
tion to file U.S. income tax returns, and (4) if owned
at death, the U.S. estate tax liability.

Ownership by Domestic Corporation

Ownership of U.S. assets through a domestic cor
poration will afford privacy and liability protection,
allow gift-tax-free lifetime transfers, and obviate the
foreigner's need to file U.S. income tax returns. En
gaging in a U.S. trade or business requires a U.S. tax
return; ownership of stock will not trigger a return
filing obligation. Note that the corporation must be a
C corporation for tax purposes; a foreign shareholder
will preclude an S corporation election. IRC
§1361(b)(l)(C).

There are three disadvantages to ownership of U.S.
assets through a domestic corporation: (1) federal and
state corporate income tax at the corporate level will
add a second layer of tax; (2) dividends from the do
mestic corporation to its foreign shareholder will be
subject to 30 percent withholding; and (3) the shares
of the domestic corporation will be included in the
U.S. estate of the foreign shareholder. If the corpora
tion owns primarily real estate in the U.S., on the dis
position of the stock in the corporation the foreign
shareholder will be subject to FIRPTA, because the
corporation will be treated as a USRPHC. As a result,
the shareholder must file a U.S. income tax return,

and the purchaser of the shares must withhold 10 per
cent of the purchase price.
The U.S. assets may be owned by the U.S. corpora
tion directly or through a U.S. partnership or disre
garded entity owned by the corporation. The corpora
tion may even be an LLC that elects to be taxed as a
corporation. In turn, the U.S. corporation may be
owned by the NRA directly or through a foreign part
nership or disregarded entity.
Ownership by Foreign Corporation

Foreign corporation ownership offers the following
advantages (1) liability protection, (2) no U.S. income
tax or filing requirement for the foreign shareholder,
(3) treatment of shares in the foreign corporation as
non-U.S. assets not included in a U.S. estate, (4) divi-
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dends not subject to U.S. withholding, (5) no tax or
filing requirement on disposition of the stock, and (6)
no gift tax on the transfer of shares of stock.

The disadvantages of using the foreign corporation
are: (1) corporate-level taxes, because the foreign
corporation may be deemed engaged in a U.S. trade

or business, and (2) liability for the branch profits tax,
which is the largest disadvantage of ownership of
U.S. real estate through a foreign corporation.
Foreign Parent Corporation-Domestic

Subsidiary Corporation Ownership
Because the branch profits tax is often not reduced
or eliminated by a treaty, the most advantageous
structure for ownership of U.S. assets by NRAs is
through the foreign corporation-U.S. corporation
structure. Here, the NRA owns a foreign corporation,
which in turn owns a U.S. LLC taxed as a corpora
tion. This structure affords privacy and liability pro
tection, escapes U.S. income tax filing requirements,
avoids U.S. estate taxes, allows for gift-tax-free life
time transfers, and avoids the branch profits tax. Dis
tributions from the U.S. subsidiary to the foreign par
ent are subject to the 30 percent FDAP withholding,
but the timing and the amount of such dividend is
within the NRA's control.
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Part II of this article); (5) investing in U.S. taxcompliant annuities or life insurance policies, which
are not subject to U.S. income tax; or (6) establishing
a pre-immigration foreign trust. The second alterna
tive above, disposing of appreciated assets in a tax
able transaction, may include the sale of assets to a

spouse who will remain an NRA; the liquidation of a
foreign holding company, which is then deemed to
have sold all of its assets for cash; or a deemed liqui
dation of a foreign holding company by electing to
classify it as a disregarded entity for U.S. tax pur
poses.

Because the branch profits tax is often not
reduced or eliminated by a treaty, the most
advantageous structure for ownership of

U.S. assets by NRAs is through the foreign
corporation-U.S. corporation structure.
A pre-immigration foreign trust is used for both in

come and estate tax planning for an immigrant. If
properly structured, the assets of the trust will not be
deemed to be the assets of the trust's settlor. As a re
sult, the income of the trust will be excluded from
U.S. taxation and the assets of the trust will be ex

cluded from the settlor's estate. Note that IRC

Pre-Immigration Tax Planning
When a foreign individual intends to become a
U.S. taxpayer, either by spending sufficient time in
the U.S. or by obtaining a permanent residence visa,
he or she should plan in advance to deal with the in
evitable worldwide income taxation by the U.S. and
the eventual U.S. estate tax that will be imposed on
his or her worldwide assets.

Income tax planning for a would-be immigrant in
cludes (1) accelerating recognition of foreign-source
income (only income recognized following the date of
U.S. residence is taxable by the U.S.); (2) disposing
of appreciated assets in a taxable transaction to estab
lish a higher tax basis; (3) deferring recognition of
loss or use of deductible expenses; (4) receiving a
distribution of all earnings and profits from any for
eign corporation that will later be deemed a con
trolled foreign corporation (CFC) (as discussed in

§679(a)(4) provides that a trust established by an
NRA will be treated as a grantor trust if the NRA

funds the trust within 5 years of becoming a U.S.
resident. Consequently, the NRA should either have a
third party fund the trust or else plan more than 5
years in advance.

The would-be immigrant should also gift foreign
assets or U.S. intangibles to foreign or U.S. family
members before the gifts become subject to U.S.
transfer taxes.

The second installment of this article will appear
in the next issue ofthe California Business Law Prac

titioner. It will address outbound taxation (including
taxation of controlledforeign corporations, foreign
trusts, and passive foreign investment companies; the
foreign tax credit; and IC-DISCs) and expatriation.

