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  STATE PLANNING IS OFTEN
  diffi cult enough when the client
  was born, resides and owns
property in Tarzana. It can be 
infi nitely more diffi cult if the client 
was born and/or resides and/or 
owns property in Tanzania. If the 
client contemplates relocating, 
either permanently or temporarily, 
from Tanzania to Tarzana, there are 
opportunities to be had, and pitfalls 
to be avoided—before the client’s tax 
status changes. This article explores 
the differences in the ways in which 
U.S. citizens, U.S. resident aliens 
(RAs) and non-resident aliens (NRAs) 
are subject to U.S. income tax and 
estate tax, and the estate tax planning 
opportunities for NRAs.

Taxation of U.S. Citizens, RAs 
and NRAs
A U.S. citizen and a RA are subject 
to exactly the same rules of income 
taxation. Both are taxed on their 
worldwide income at graduated rates, 

regardless of where the income is 
earned. For this purpose, a U.S. citizen 
is either an individual or a corporation 
chartered by one of the 50 states.

Example 1
XYZ Corporation is a California 
corporation. All of its shareholders are 
foreign nationals. It owns no property 
in the United States and conducts no 
business within the U.S. It is subject to 
U.S. federal income taxes on all of its 
worldwide net income.

 This result may be modifi ed 
or nullifi ed by a treaty between the 
United States and the country in 
which XYZ Corp conducts business.1 
But in the absence of a treaty override, 
citizens and RAs have the same 
tax code: any deduction, credit or 
exemption for which a citizen qualifi es 
will be the same for a RA.
 NRAs, however, are subject 
to a completely different income 
tax regime, one that often appears 
byzantine in its complexity. There is a 

reason for the complexity: the Internal 
Revenue Code seeks to achieve two 
often contradictory goals. On the 
one hand, the Code seeks to prevent 
U.S. taxpayers from transferring their 
business operations to offshore tax 
havens, thus avoiding all U.S. taxation. 
On the other hand, the Code seeks 
to prevent legitimate international 
business from being taxed twice, once 
in the United States and again in a 
foreign country. The attempt to assure 
that legitimate income is taxed only 
once is the source of the complexity.
 An NRA is subject to U.S. income 
taxation only on the income that 
is effectively connected with a U.S. 
trade or business. To the extent that 
a NRA individual or foreign entity 
has effectively connected income 
(ECI), the ECI qualifi es for the same 
deductions and credits and is taxed at 
the same graduated rates as RAs and 
U.S. citizens.2

Example 2
ABC Corp. is a German corporation 
that manufactures and sells auto parts 
worldwide. ABC is subject to U.S. 
income taxation on the net income 
from its U.S. operations, at U.S. 
corporate rates.

 If an NRA receives any income 
from a U.S. source that is “fi xed or 
determinable, annual or periodic” 
(FDAP), the FDAP is subject to tax at 
a fl at 30% rate. Moreover, the FDAP 
is taxed on the gross amount; the 
taxpayer is permitted no deductions 
associated with earning the income. 
FDAP is a misnomer, in that it 
includes almost any income that an 
NRA may earn from U.S. sources, 
such as rents, royalties, dividends and 
wages that is not ECI from a U.S. trade 
or business.3 What is worse, the payor 
of the FDAP is required to withhold 
the tax, requiring the NRA to fi le a 
U.S. income tax return if the NRA 
believes the payor overwithheld.4

Example 3
Mr. Brown, a citizen of the United 
Kingdom, is a shareholder in ABC 
Corp., a California corporation. ABC 
Corp. pays a dividend to Brown. He 
must pay U.S. income tax at a 30% 
rate on the dividend. ABC Corp. must 
withhold the 30% before making the 
distribution of the dividend.

 A corporation engaged in a U.S. 
trade or business is subject to income 
taxation on the ECI from its U.S. 
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operations. When it distributes its 
profi ts to NRAs as FDAP, the income 
is effectively subject to a second 
round of taxation. The result is that 
corporations with NRA shareholders 
are in the same position as any other 
C Corporation. A corporation with an 
NRA shareholder cannot qualify as an 
S corporation.5

Exclusions from Income 
Taxation
There are, however, a number of 
substantial exclusions from income 
taxation that are available only to 
NRAs. NRA individuals are exempt 
from tax on most capital gains. The 
only exception is if, during the year of 
sale, the NRA is present in the United 
States for 183 days or more.6

Example 4
Mr. Wong, a Hong Kong citizen, 
invests in Homeco, a California 
corporation. When Wong sells his 
Homeco shares at a gain, he is exempt 
from capital gains tax.

 The notable exception to this 
rule involves the sale of U.S.-situs 
real estate. Pursuant to the Foreign 
Investors in Real Property Tax Act 
(FIRPTA), when an NRA or a foreign 
entity holds U.S. real estate, it is 
deemed to be engaged in a U.S. trade 
or business, even if the real estate is 
a residence, and taxed upon sale.7 
Moreover, if more than 50% of a 
domestic corporation’s assets consist 
of domestic real estate, the domestic 
corporation is deemed to be a “U.S. 
Real Property Holding Corporation,” 
and the sale of its stock by an NRA is 
subject to tax.8 A portion of the sales 
proceeds must be withheld by the 
purchaser and paid over to the IRS.9

Example 5
Houseco is a California corporation. 
Its only assets are two residences 
located in Los Angeles. Houseco’s 
sole shareholder is Abel, a citizen and 
resident of France. The sale by Abel of 
his shares in Houseco is taxable and 
the proceeds subject to withholding.

 NRAs are exempt from tax on 
most forms of interest income. An 
NRA who earns interest income from 
a U.S. bank is not subject to tax on 
the interest earned. Similarly, all 
income earned on “portfolio” debt is 
not subject to tax. Generally, portfolio 
debt is debt that is in registered (as 

opposed to bearer) form, and which 
on the face of the debt instrument 
cannot be paid to a U.S. person.10

Estate and Gift Tax
Just as the Code makes no income 
tax distinction between citizens and 
RAs, there is almost no distinction 
between citizens and RAs with respect 
to the taxation of estates and gifts. 
The principal distinction involves the 
eligibility for the unlimited marital 
deduction if the surviving spouse is 
not a U.S. citizen.11

 The estate and gift tax differences 
between RAs and NRAs, however, are 
huge. U.S. citizen and RA decedents 
are subject to estate tax on all of their 
assets, wherever situated.12 NRAs 
are subject to estate tax only on the 
date-of-death value of their U.S.-situs 
assets.13

Example 6
Mr. Schmidt is a citizen and resident 
of Austria. He has never set foot in 
the United States. He did, however, 
take title to a residence in Los Angeles 
when his children attended UCLA. 
Upon his death, Schmidt is subject to 
U.S. estate taxes on the date of death 
value of the residence.

 There is no doubt that a residence 
situated in Los Angeles is U.S-situs 
property. The shares of a domestic 
corporation are U.S.-situs property, 
as are U.S. municipal bonds and U.S. 
treasuries, even if the certifi cates are 
not physically present in the United 
States.14 Although the issue is not free 
from doubt, it would appear that an 
NRA’s shares of a foreign corporation 
are not subject to U.S. estate taxes. 
U.S. bank deposits are subject to estate 
taxes, even if the bank is a U.S. branch 
of a foreign bank. The proceeds of life 
insurance on the death of an NRA are 
not U.S.-situs property.15 The Code 
provides no guidance as to the situs 
of partnership interests. This fact 
provides the basis for substantial estate 
tax planning by NRAs.
 Another signifi cant distinction 
between U.S. citizens/RAs and NRAs 
is in the exemptions allowed in 
computing the tax liability. Every 
U.S. citizen or RA who dies in 2012 is 
given an exemption equivalent to $5 
million of assets; an NRA is given an 
exemption equivalent of $60,000.16 
As a result, the estates of some 
decedents are better off arguing that 
the decedent was a U.S. resident.

Example 7
Mrs. Alfi eri was a citizen of Italy who 
died in 2011. There is some doubt as 
to whether she was a RA or an NRA 
for estate tax purposes. She owned 
a home in Los Angeles that had a 
date-of-death value of $2,000,000. If 
she was a U.S. resident, she was liable 
for no U.S. estate tax. If she was a 
NRA, her estate tax liability would be 
$679,000.

 The most signifi cant distinction 
in the estate taxation of citizens, 
RAs and NRAs is that the unlimited 
marital deduction is available if the 
surviving spouse is a citizen, but not if 
the surviving spouse is a RA or NRA, 
unless the transfer to the surviving 
spouse is by means of a Qualifi ed 
Domestic Trust (QDOT). The 
rationale for this unique distinction is 
that Congress feared that if the estate 
of the fi rst spouse to die qualifi ed 
for the marital deduction and the 
surviving spouse was not a U.S. 
citizen, the widow/widower might 
relocate back to his or her home 
country, depriving the Treasury of 
estate taxes on both deaths. A QDOT 
mandates the appointment of a U.S. 
citizen trustee if the surviving spouse 
is not a U.S. citizen.17

 The gift tax distinctions are even 
greater, and herein lie the planning 
opportunities. For one, there is no 
unlimited gift tax deduction with 
respect to gifts to a non-citizen 
spouse, even if the spouse is a RA.18 In 
2012, the gift tax exclusion for gifts to 
non-citizen spouses is $139,000.

Example 8
Mr. Jones is a U.S. citizen. His wife 
has a green card. They have lived 
in the U.S. since 1972. In 2012, 
Jones makes a cash gift to his wife of 
$339,000. He is liable for a gift tax on 
$200,000.

 NRAs do qualify for annual gift 
tax exclusions. If, however, either 
spouse is an NRA, they do not qualify 
for gift splitting.19

 In the most signifi cant departure 
from the treatment of U.S. citizens 
and RAs, NRAs are not subject to 
gift taxes on gifts of intangible assets, 
regardless of where the intangibles are 
located. Moreover, NRAs are subject 
to gifts of tangible assets only if the 
tangibles are located in the United 
States.20 As a result, if an NRA owns 
only intangible assets, and has the 
foresight to make lifetime gifts of 
those assets, the NRA may escape 
U.S. estate taxation entirely. An NRA 
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will similarly avoid estate taxation by 
converting tangible assets, such as 
domestic real estate, into intangibles and 
making gifts of the intangibles.
 Because NRAs may make gifts of 
intangibles without gift tax consequence 
wherever the intangibles are located, it 
is important to determine just what is 
and is not an intangible. With respect 
to gifts of cash, i.e., currency, there is 
little doubt; green bills are tangible.21 
It is less clear whether the gift of a 
bank account is the gift of a tangible 
or intangible asset. Funds in a bank 
account constitute a debt from the 
bank to the depositor. If the depositor 
transfers the account itself, the depositor 
is transferring the bank’s debt, arguably 
the gift of an intangible. There is case 
law supporting this proposition, but 
the issue is not settled.22 In one recent 
private letter ruling, which is not 
binding on the IRS, a transfer of funds 
by means of a check drawn on a foreign 
bank payable to a U.S. bank was held 
not subject to U.S. gift tax.23

 The shares of a domestic 
corporation are most likely intangibles, 
unless the corporation was formed as a 
sham for the transfer of tangible assets. 
The shares of a foreign corporation 
will escape U.S. gift taxation as being 
non-U.S.-situs property. The transfer of 

an interest in a partnership or a limited 
liability company most likely is the 
transfer of an intangible. Although a 
partnership is treated as an aggregate 
of its assets for most tax purposes, it is 
most likely that a partnership is treated 
as a separate entity for transfer tax 
purposes, with the partnership interests 
being intangibles.
 The U.S. Supreme Court has ruled: 
“...the interest of the decedent in the 
partnership...was simply a right to share 
in what would remain of the partnership 
assets after the liabilities were satisfi ed. 
It was merely an interest in the surplus, 
a chose in action. It is an intangible, 
and carries with it the right to an 
accounting.”24

 As a result, it is most likely that an 
NRA can make a gift of a partnership 
interest without incurring U.S. gift tax, 
regardless of the nature or situs of the 
partnership’s assets.

Example 9
Mr. Schmidt, a citizen and resident of 
Austria, is a 50% partner with his son, a 
U.S. citizen, in an Austrian partnership. 
The partnership owns a residence in 
Los Angeles. He makes a gift of his 
partnership interest to his son. There is 
no U.S. gift tax to Schmidt.

 In this example, there is no gift 
tax liability to the son; he is the donee 
of the property. If, however, the fair 
market value of the partnership interest 
exceeded $100,000, the son is required 
to fi le IRS Form 3520 and disclose the 
gift.

What is an Non-Resident Alien?
Due to the crucial differences between 
a resident alien and non-resident alien 
for income and transfer tax purposes, 
it is important to determine just what 
is NRA. The criteria for determining 
residency for income tax purposes are 
completely different than those for estate 
and gift tax purposes, and it is possible 
to be a resident for one and a non-
resident for the other.
 There are two tests to determine 
residency status for income tax 
purposes, a “green card test” and a 
“substantial presence” test. Under 
the green card test, once a green card 
is obtained, one becomes a RA for 
income tax purposes, subject to world-
wide taxation.25 An individual’s actual 
presence in the United States or the 
sources of income is irrelevant.

Example 10
Mr. Svenson is a citizen of Norway. 
In 2010, he obtained a green card. In 
2011, he resided exclusively in Norway, 
had no U.S. income, no U.S. assets and 
no U.S. business interests. He is liable 
for U.S. income taxes, at regular rates, 
on all of his world-wide income 
for 2011.

 Under the substantial presence 
test, a non-citizen becomes a RA—even 
without a green card—if he or she is 
physically present in the United States 
for a certain number of days. If an 
individual is present in the United States 
for 183 days during a calendar year, 
he or she is a RA. Under a complex 
formula, even if an individual is not 
present in the United States for 183 days 
in the current year but the number of 
days he or she is present in the current 
year and the two preceding years equals 
183 days, he or she become a RA for the 
current year.26

 For estate and gift tax purposes, 
“residence” is a subjective concept and 
is a misnomer. For estate and gift taxes, 
“residence” means domicile. A non-
citizen is subject to U.S. estate taxation 
on his or her estate’s worldwide assets 
if the non-citizen was domiciled in the 
United States at death.
 The Treasury regulations provide: 
“A person acquires a new domicile 
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in a place by living there for even 
a brief period of time, without a 
defi nite present intention of later 
removing therefrom. Residence without 
the requisite intention to remain 
indefi nitely will not suffi ce to constitute 
domicile, nor will intention to change 
domicile effect such a change unless 
accompanied by actual removal.”27

 It is diffi cult to imagine a 
decedent who held a green card at 
death not being a domiciliary for 
estate tax purposes; an applicant for 
a green card must aver that he or she 
intends to remain in the United States 
permanently. Nevertheless, the IRS has 
unsuccessfully argued that a decedent 
green card holder was not domiciled in 
the United States, in order to deny the 
estate the larger estate tax exclusions.28

 Two cases illustrate both the 
extreme subjectivity of “domicile” 
and the aggressiveness of the Service 
in seeking to tax the estates of 
non-citizens. In Nienhuys Estate v. 
Commissioner,29 the decedent was a 
Dutch citizen who in 1940 was abroad 
when his country was overrun by 
German forces. He came to the United 
States as the guest of a friend, and 
remained in the United States until 
his death in 1946. Although he had 
obtained what was then the equivalent 
of a green card, there was evidence that 
he retained large holdings in Holland, 
and would have returned to Holland 
had he been able to do so. The Tax 
Court found that the decedent had not 
become a U.S. domiciliary.
 In Fokker Estate v. Commissioner,30 
the famous and fabulously wealthy 
inventor of the airplane that bore 
his name died in New York in 1939, 
having lived there since 1927. In 1934 
Fokker had acquired a residence in 
Switzerland, and from 1934 until his 
death, he divided his time between 
the United States and Switzerland. He 
owned substantial properties in both 
countries. The Tax Court held that 
Fokker had established domicile in 
the United States before he acquired 
the Swiss residence, and that there 
was insuffi cient evidence to support a 
fi nding that he had abandoned his U.S. 
domicile when he acquired the Swiss 
residence.

Planning for NRAs
Fokker could have avoided U.S. estate 
taxation with a little advance planning. 
In a perfect world, attorneys are able 
to counsel a client before he or she 
immigrates to the United States. Here 
are some planning opportunities:

Sell capital assets prior to arrival. 
Whether the NRA intends to 
remain in the United States only 
temporarily (e.g. on an extended 
work assignment) or permanently, 
the NRA should sell appreciated 
assets before becoming subject to 
U.S. capital gains taxes. Once the 
NRA is present for 183 days in 
any year, he or she will be subject 
to capital gains taxes. The cash 
realized from the sale of the capital 
assets should be deposited in a 
foreign bank, so as to avoid the 
cash being a U.S.-situs asset subject 
to U.S. estate taxes if the NRA dies 
while resident in the United States.

Take distributions from foreign 
trusts prior to arrival. If the NRA 
is a benefi ciary of a trust, the 
NRA should–if possible–take 
distributions before it becomes 
subject to U.S. taxation.

Consider making lifetime gifts to 
the younger generation. Effective 
U.S. estate planning is pointless if it 
serves to accelerate or increase a tax 
in another country. But very often, 
the interplay of the transfer tax 
regimes of two countries produces 
surprising results. For example, 
Japan, unlike the United States, 
imposes its gift tax on the donee, 
and only if the gifted property is 
located in Japan.

Example 11
Mr. Ikeda is a citizen of Japan. His son, 
who attends UCLA, is a U.S. citizen. 
Ikeda intends to relocate to the United 
States to be closer to his son. If Ikeda 
transfers a U.S. bank account to his son, 
the transfer is not subject to gift taxes 
in Japan and is not subject to U.S. gift 
taxes, which imposes its gift taxes on 
the donor.

Transfer U.S.-situs assets to 
partnerships. An NRA is not 

subject to gift taxes on gifts of 
intangible assets, wherever the 
intangibles are located. Even if the 
NRA has already relocated to the 
United States, but before obtaining 
a green card, if the NRA owns U.S. 
real estate, the real estate should be 
transferred to a domestic or foreign 
partnership. The partnership 
interests should then be gifted to 
the younger generation.

 If the client has already relocated 
to the United States, and does not 
intend to remain here permanently, 
every effort must be taken to avoid 
the client being deemed to have been 
domiciled here if the client dies during 
his U.S. sojourn. Property and business 
interests in the home country should 
be maintained. Little things can mean 
a lot. In Estate of Khan, supra, the IRS 
attempted to prove that the decedent 
was not a U.S. domiciliary because he 
didn’t own a library card.

Conclusion
As for fi nal thoughts: plan ahead!  
It wasn’t raining when Noah built 
the ark. 
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