Tax Planning for Foreign Investment in California Real Estate
THE RECENT CONFLUENCE of falling U.S. real estate prices and a
weaker dollar, together with the flight of capital from Russia and
China, has produced a significant demand for real estate in California,
Florida, and Manhattan among foreign investors. This demand is
fueled by the global perception that the United States is politically and
economically stable (or at least more stable than the alternatives), has
a transparent legal system that makes it easy for foreigners to investin
real estate.1 and imposesno currency controls, making it easy to divest.
A foreigner desiring to invest in U.S. real estate typically has manygoals. First, the foreigner may seek privacy. For example, a member
of the Vietnamese Politburo who may be concerned about political
exposure, a South African who may have violated local currency
controls may seek to hide his or her identity,and a Mexican national
who may be concerned for his or her physical safety were his or her
wealth to become known may all feel a need to keep their real estate
investments secret. Second, to the same extent as U.S. nationals, for

eigners usually desire to shield their U.S. holdings from creditor
claims.Third, unlike U.S. investors who invest in U.S. properties, for
eign investors need to minimize their worldwidetax liability. Additional
importantconsiderations includewhether the realestate is income-pro
ducing, and ifso, whether the income is passive income or income from
a trade or business. Another concern, especially for older investors, is
whether the investor is a U.S. resident for estate tax purposes.
Privacy and Liability
Most foreign investors are concerned about privacy. To safeguard it,
the real estate should be acquired either by a trust or a legal entity,
preferablyan LLC. LLCs are generally preferred over corporations
because they offer greater structuring flexibility and better creditor
protection than corporations, and, unlike a limited partnership,
LLCs do not require the formation of a second entity that will act as
the general partner. If using a trust, the name of the trustee and the
name of the trust must appear on the recorded deed. The investor
should not be the trustee, and the trust should not include the
investor's name.

Agenericname should be used for an entity. Flowevcr, if the entity
will own California real estate, it will have to register with the
California secretary of state, unless the real estate is vacant land or
personal use property.2 Fither the initial articles of incorporation or
the statement of information will reveal to the world the identity of
the corporate officers or the LLC manager. A possible alternative is
to use a two-tier structure—a California LLC to own the real estate,

and a DelawareLLC to act as the manager of the California LLC!. In
Delaware, the name of the LLC manager is not required to be dis
closed, and all that will appear on 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, oth
erwise it will also have to register.''
If the real estate is encumbered by debt, the borrower's name will
appear on the recorded deed of trust, even if title is taken in the name

of a trust or an LLC. The borrower's name may be kept private by
having the trust entity act as the borrower, with the investor personally
guaranteeing the loan. This ensures that the investor's name does not
appear on any recorded documents.
Corporations, limited partnerships, and LLCs will afford owners
a shield for any liability arising from the assets or the business of the
entity.4 However, limited partnerships and LLCs are not required to
maintain certain corporate formalities (like holding annual meetings
of shareholders and maintaining annual minutes), affording creditors
fewer bases for piercing the corporate veil. Interests in limited part
nerships and LLCs are not attachable by creditors, making them a
more effectiveasset protection vehicle than corporations.5 Thus, for
example, when a creditor obtains a judgment against an individual
who owns an apartment building through a corporation, the credi
tor can force the debtor to turn over the stock of the corporation,
resulting in the loss of corporate assets.6 If the debtor owns the
apartment buildingthrough an LLCor a limited partnership, the cred
itor's remedy is limited to a charging order, which places a lien on dis
tributions from the LLC or limited partnership.'
Income Taxation of Real Estate

A person colloquially referred to as a foreigner is known as a non
resident alien (NRA) for federal income tax purposes. An NRA is
defined as a either a foreign corporation or a person who is I) phys
ically present in the United States for less than 183 days in any given
year,2) lessthan 31 days in the current year,3) physicallypresent for
lessthan 183 total days for a three-year period (using a weighing for
mula), and 4) does not hold a green card.8
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 effec
tively connected to a U.S. trade or business9 and that is subject to with
holding.10 The rate of tax may be reduced by an applicable treat)'. The
incomeis taxed on a gross basis, with almost no offsettingdeductions.
FDAP includes interest, dividends, royalties, and rents. For exam
ple, NRAs that receive interest income from U.S. sources are subject
to a 30 percent tax. Other miscellaneous categories of income included
within FDAP arc certain insurance premiums, annuity payments,

gambling winnings, and alimony. NRAs, however, are generally not
taxable on their capital gains from U.S. sources unless 1) the NRA
is present in the United States for more than I83 days, 2) the gains
arc 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 apply, the NRA is taxed on U.S. source capital
gains at the rate of 30 percent."
An NRA is taxed on income effectively connected to a U.S. trade
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or business under the same rules as all other

should be aware, however, that in two cases

U.S. taxpayers. Income may be reduced by
appropriate deductions (connected to the

the IRS has successfully argued that portfo
lio interest "loan" structures were in reality
equity investments that produced income
subject to taxation and withholding.20
If a foreign individual or a foreign cor
poration 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 tax on dividends
paid to the foreignshareholders, subject to 30
percent withholding.
The so-called branch profits tax replicates

U.S. trade or business) and standard tax rates

apply.12 Becausetraditional tax rules apply,
this is necessarilylimited to what constitutes
a U.S. trade or business and to what "effec

tively connected" means.
There is no code definition for the term

"U.S. trade or business." However; it has been
held to include providing personal services in
the United States,selling products in the United
States directly or through an agent, soliciting

orders from the United Statesand then export
ing merchandise outside the United States,
manufacturing, maintaininga retail store, and
maintaining corporate offices in the United
States.The meaning of "effectively connected"
is highlyspecific and complex and involvesthe
"force of attraction" rule and "asset-use" and

"business-activities" tests.13

In general, however, an NRA will be
engaged in a U.S. trade or business if the
NRA is a general or limited partner in a U.S.
partnership engaged in a trade or business.14
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.15
For real estate, the critical inquiry concerns
the nature of the rental income. It is passive
if it is generated by a triple-net lease or from
lease of unimproved land. If rental income is
passive, it is taxed on a gross basis, with no
deductions, at a flat rate of 30 percent, with
the applicable withholding.16
The loss of deductions is often tax-pro
hibitive, and investors should consider elect
ing to treat their passivereal property income
as income from a U.S. trade or business.17

However, the election can only be made if
the property is generating income.18 Conse
quently, if an NRA owns unimproved land
that will be developed in the future, he or she
should consider leasing the land for some
purpose in an attempt to generate income.
This will give the NRA the ability to claim
deductions from the property and possibly
generate a loss carry-forward that will offset
income in future years.
A popular planning tool to avoid taxation
of real estate income is portfolio interest,
which is payable on a debt instrument and is
not subject to taxation or withholding.19
NRAs often try to fit into the portfolio inter
est rules by lending through equity partici
pation loans or loans with equity kickers.
An equity kicker is an addition to a fixedincome security (like a loan) that allows the
lender to participate in equity appreciation.
This may be accomplished in the form of a
conversion option, allowing the lender to
convert debt into equity. These provisions
usually increase interest rates on a contingent
basis to mimic equity participation. NRAs
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this double tax when the U.S. business is

owned by a foreign corporation, whether
directly, through a disregarded entity, or
through a pass-through entity. Under the
branch profitstax, the foreigncorporation is
taxed on its effectively connected income and
on any deemed dividends, which are any
profits not reinvested in the United States.21
The branch profits tax applies at the rate of
30 percent but may be reduced by an applic
able treaty.22 The U.S. has treaties covering the
branch profits tax with most of the European
nations, reducing the tax to between 5 and 10
percent.

The 30 percent tax is onerous, as it applies
to a "dividend equivalent amount," which is
the corporation's effectivelyconnected earn
ings and profits for the year, lessinvestments
the corporation makes in its U.S. assets
(money and adjusted bases of property con
nected with the conduct of a U.S. trade or

business). The tax is imposed even if there is
no distribution.

The rules applicable to the tax on the dis
position of real estate are found in a separate
regime known as the Foreign Investment in
Real Property Tax Act of 1980 (FIRPTA).23
Generally, FIRTPAtaxes the disposition of a
U.S. real property interest (USRPI)24 as if the
NRA were engaged in a U.S. trade or busi
ness.25 This means that the traditional income

tax rules that apply to U.S. taxpayers will also
apply to the NRA. Purchasers who acquire a
USRPI from a NRA are obligated to withhold
10 percent of the amount realized on the dis
position.
An interest in real property includes any

ownership of land, buildings, mineral
deposits, crops, fixtures, personal property
used to 1) exploit natural resources, 2) con
struct improvements, 3) operate a lodging
facility, or 4) provide a furnished office to a
tenant (including movable walls or furnish
ings), improvements, leaseholds, or options
to acquire any of the above.26 Ownership
interests include fee ownership, co-owner
ship, leasehold, timeshare, a life estate, a
remainder,a reversionor a right to participate
in the appreciation of real property or in the

profits from real property.27
A partnership interest is treated as a USRPI

if 1) 50 percent or more of the value of part
nership gross assets consists of USRPIs, and
2) 90 percent or more of the value of part
nership gross assets consist of USRPIs plus
cash and cash equivalents.28The disposition
of partnership interest will be subject to
FIRPTA to the extent such partnership owns
USRPIs and will be subject to withholding.
A domestic corporation will be treated
as a U.S. real property holding corporation
(USRPHC) if USRPIs equal or exceed50 per
cent of the sum of the corporation's assets.29
Disposition of an interest in a USRPHC issub
ject to the FIRPTA tax and withholding but
is not subject to state income tax.30 This may
be compared 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 income tax.

The disposition of an interest in a domes
tic corporation will not be subject to these
rules if on the date of the disposition the cor
poration had no USRPIs and all of the gain
was fully recognized (no installment salesor
exchanges) on the sale of any USRPIs sold
within the past five years.31
Any NRA (individual or corporation) sell
ing a USRPI is subject to withholding of 10
percent of the amount realized. Withholding
applieseven if the property is sold at a loss.32
The withholding obligation is imposed on
the purchaser, who must report the with
holding and pay over the tax, using Form
8288 within 20 days of the purchase. If the
purchaser failsto collect the withholding tax
from the foreigner, the purchaser will be
liable for the tax plus any applicable penal
ties and interest. The withheld taxes are later

credited against the total tax liability of the
foreigner.
Withholding is not required if 1) the seller
provides a certificateof non-foreignstatus, 2)
property acquired by the purchaser is not a
USRPI, 3) the transferred property is stock of
a domestic corporation and the corporation
provides a certificatethat it is not a USRPHC,
4) the USRPI acquiredwillbe used by the pur
chaser as a residence and the amount realized

by the foreigner on the disposition is
$300,000 or less,5) the disposition is not sub
ject to tax, or 6) the amount realized by the
foreigner on the disposition is zero.33
Estate and Gift Tax

For estate tax purposes, the test is completely
different in determining who is an NRA—the
inquiry centers around the decedent's domi
cile.34 This is a subjective test that looks pri
marily at intent. The test considers factors
such as the length of stay in the United States;
frequency of travel, size, and cost of home in
the United States; location of family; partic
ipation in community activities; participa
tion in U.S. business and ownership of assets

in the United States; and voting.
A foreigner can be a U.S. resident for
income tax purposes but not be domiciled for
estate tax purposes. An NRA, whether a non
resident alien or nondomicilary, is subject to a
different transfer tax (estate and gift taxes)
regime than a U.S. taxpayer. The estate tax is
imposed only on the part of the gross NRA's
estate that at the time of death is situated in the
United States.35 The rate of NRA's estate tax

is the same as that imposed on U.S.citizens and

resident aliens, but the unified credit is only
SI3,000 (equivalent to about $60,000 of prop
erty value).36 These harsh rules may be ame
liorated 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 many of the major
European countries, Australia, and Japan.37
The following assets are specifically
included by the IRC in the definition of prop
erty situated in the United States: 1) shares of
stock of a U.S. corporation, 2) revocable
transfers or transfers within three years of
death of U.S. property or transfers with a
retained interest (described in IRC Sections

tially acquired through a foreign corpora
tion, it may be beneficial to pay an income tax
today on the transferof the realestate to a for
eign 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 non-U.S. situs property gifted
to any person, including U.S. citizens and
residents. Citizens and residents, however,
must report on Form 3520 gifts from a NRA
that are in excess of $I00,000.46 Gifts of
U.S.-situs assets are subject to gift taxes, with

the exception of intangibles, which arc not
taxable.47 Tangible personal property and
real property is sited within the United States
if it is physicallylocated in the United States.48
NRA donors arc allowed the same annual gift
tax exclusion as other taxpayers and arc sub
ject to the same rate schedule for gift taxes.
However, the lifetime unified credit is not
available to NRA donors.49

The primary thrust of estate tax planning
for NRAs is through the use of I) foreign cor
porations to own U.S. assets, or 2) the gift tax
exemption for intangibles to remove assets

2035 to 2038), and 3) debt issued by a U.S.
person or a governmental entity within the

from the United States. If the NRA dies own

United States (e.g., municipal bonds).38
U.S. property also includes real estate in

the shares are not included in the NRA's

the United States (if debt is recourse it is
ignored—gross value is included, not just
equity) and tangible personal property such
as works of art, furniture, cars, and cur
rency.39 A beneficial interest in a trust hold
ing U.S. property is also U.S.-situs property.40
U.S.-situs property does not include life insur
ance proceeds paid on the life of the NRA,
bank accounts (unless connected with a U.S.
business), portfolio interest loans,41 and shares
of stock in a foreign corporation.42
The gross estate is reduced by various
deductions relating to the U.S.-situs prop
erty. 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.43 When
real estate is subject to a recourse mortgage,
the gross value of the real estate is included,
offset by the mortgage debt.44 This distinction
is irrelevant for U.S. taxpayers filingestate tax
returns but is very relevant for NRAs for
whom debts are subject to apportionment
between U.S. and non-U.S. assets and there

fore not fully deductible.45
Advance planning can eliminate or reduce
the U.S. estate tax obligations of NRAs. For
example, U.S. real estate owned by the NRA
through a foreign corporation is not included
in an NRA's estate. This effectively converts
U.S. real property into a non-U.S. intangible
asset. Even if the real estate were not ini

ing shares of stock in a foreign corporation,
estate, regardless of the situs of the corpora
tion's assets. It is important that the corpo
ration have a business purpose and activity,
lest it be deemed a sham designed to avoid
U.S. estate taxes.50

The gift of an intangible, wherever situ
ated, by an NRA is not subject to gift tax.
Shares in U.S. corporations and interests in
partnerships or LLCs are intangibles.51
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.

Ownership Structures
An NRA can acquire U.S. real estate using
several alternative ownership structures. The
NRA's goals and priorities dictate the type of
structure that is used. Kach alternative has its

own advantages and disadvantages. For exam
ple, direct investment (real estate owned by the
NRA) is simple and is subject to only one
level of tax on the disposition. If the real estate
is held for one year, the sale is taxed at a 15 per
cent rate.''2 The disadvantages of the direct
investment are: no privacy, no liability pro
tection, the obligation to file U.S. income tax
returns, and if the NRA dies while owning the
property, it is subject to U.S. estate taxes.
Under an LLC or a limited partnership
structure, the NRA acquires the real estate
through an LLC or an LP. The LLC may be
a disregarded entity or a tax partnership for
U.S. income tax purposes. This is an improveLosAngeles Lawyerlanuary 2013 15

menr over the direct ownership alternative,
because this structure provides the NRA with
privacy and liability protection and allows for
lifetime transfers that escape the gift tax. The
obligation to file U.S. income tax returns and
the possibility for U.S. estate tax on death
remain, however.
Ownership of real estate through a domes
tic corporation (a C corporation, since a for
eign shareholder precludes an S corpora
tion)5-5 will afford privacy and liability
protection, allow lifetime gift tax-free trans
fers, and obviate the foreigner's need to file
U.S. income rax returns. Engaging in a U.S.
trade or business requires a U.S. tax return;
ownership of stock will not trigger a return
filing obligation.
There are three disadvantages to the own

ership of real estate through a domestic cor
poration. One is that federal and state cor
porate income tax at the corporate level will
add a second layer of tax. The second is that
dividends from the domestic corporation to
its foreign shareholder will be subject to 30
percent withholding. The third is that the
shares of the domestic corporation will be
included in the U.S. estate of the foreign
shareholder. Further, on the disposition of
the stock in the corporation, the foreign
shareholder will be subject to FIRPTA,
because the corporation will be treated as a
USRPHC. This will require the filing of a
U.S. income tax return and 10 percent tax
withholding by the purchaser of the shares.
Ownership of the real estate may be by
the U.S. corporation directly, or through a
U.S. partnership or disregarded entity owned
by the corporation. The corporation may
even be an LLC that chooses to be taxed as

a corporation. In turn, the ownership of the
U.S. corporation by the NRA may be direct,
or through a foreign partnership or disre
garded entity.
Foreign corporation ownership offers the
following advantages: 1) liability protection,
2) no U.S. income tax or filing requirement
for the foreign shareholder, 3) shares in the
foreign corporation are non-U.S. assets not
included in the U.S. estate, 4) dividends are

not subject to U.S. withholding. 5) no tax or
filing requirement on the 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 (just
like with the domestic corporation), l">ecause
the foreign corporation will be deemed
engaged in a U.S. trade or business, and 2) the
foreign corporation will be subject to the
branch profits tax, the largest disadvantage of
ownership of U.S. real estate through a for
eign corporation.
Because the branch profits tax is not
always reduced or eliminated by a treaty, the
16 LosAngeles LawyerJanuary2013

most advantageous structure for ownership
of U.S. real estate by NRAs is a hybrid for
eign and U.S. corporation. The NRA owns a
foreign corporation that in turn owns a U.S.
LLC taxed as a corporation. This structure
affords privacy and liability protection,
escapes U.S. income tax filing requirements,
avoids U.S. estate taxes, allows for gift taxfree lifetime transfers, and avoids the branch
profits tax. Distributions from the U.S. sub
sidiary to the foreign parent are subject to the
30 percent FDAP withholding, but the tim
ing and the amount of this dividend is within
the NRA's control.

There are multiple considerations and
structures available to foreign investors in
U.S. real estate, and no structure is perfect.
Each structure presents its own advantages
and disadvantages that require analysis in
light of the objectives and priorities of each
client.
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