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As most practitioners are aware, United States nonresident aliens 

— that is, individuals who are neither citizens nor residents of the 

United States — are subject to a far narrower tax scope (both for 

income and transfer tax purposes) than their United States 

citizen/resident counterparts (with U.S. citizens and residents 

referenced as “U.S. taxpayers,” herein). Typically, nonresident 

aliens are taxable by the United States only on income sourced to 

the country (or, for transfer tax purposes, assets sitused in the 

United States). In a growingly global world, individuals switch 

between nonresident alien and U.S. taxpayer classifications with 

increasing regularity (by, for example, becoming a United States green card holder). 

Cognizance of the tax ramifications of such a switch is paramount. This article provides an 

overview of tax rules applicable to nonresident aliens, then delves into common 

considerations relevant — and opportunities available — prior to becoming a United States 

taxpayer. 

 

Taxation of Nonresident Aliens 

 

Income Tax 

 

Nonresident aliens are generally taxable on income items sourced to the United States.[1] 

Functionally, nonresident aliens are most often subject to United States tax on income 

effectively connected with a United States trade or business, or ECI, fixed or determinable 

annual or periodic income, or FDAP, and gains from dispositions of United States real 

property interests, or USRPIs. Rules for taxation can be modified where the nonresident 

alien is a resident of a country with which the United States maintains an income tax treaty; 

where this is the case, default rules can (by election) be subject to alteration (with 

modifications being inherently treaty-specific). As one may expect, sourcing rules are crucial 

in determining whether income is subject to United States tax. Detailed sourcing rules for 

income items exist within the United States code; as an example, source of income for 

personal services is ordinarily the place where services are performed. 
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Nonresident aliens are taxed on income effectively connected with a United States trade or 

business.[2] Neither the code nor regulations define “United States trade or business” for 

these purposes (with interpretation coming primarily from case law); however, a nonresident 

alien performing personal services within the United States is statutorily treated as being 

engaged in a United States trade or business (with limited exceptions).[3] ECI is taxable in 

the United States at graduated rates, with deductions and credits available.[4] 

 

FDAP income functionally acts as a bit of a “mop-up” for United States-sourced income not 

subject to tax under other rules; it includes interest (subject to expansive exceptions), 

dividends, rent, salaries, wages, premiums, annuities, compensations, remunerations, 

emoluments or other fixed or determinable annual or periodic gains, profits and income.[5] 

Unlike with ECI, FDAP income is taxed at a flat 30 percent rate, with no deductions 

permitted and tax primarily collected through withholding by the payor.[6] Special rules exist 

to determine whether income should be classified as either FDAP income or ECI where 

overlap exists (which is typically the case for most ECI items, given FDAP’s expansive 

scope) — income is taxed as ECI if it satisfies either an “asset use” test or a “business 

activities” test (which both look to the role of a United States trade or business in generating 

the income). 

 

Vitally, nonresident aliens are generally not subject to capital gains taxes, which is an 

understandably important consideration in a multitude of circumstances (such as 

nonresident aliens contemplating U.S. equity investments). However, nonresident aliens 

maintaining United States real property interests are subject to tax on gains associated with 

the interest under the Foreign Investment in Real Property Tax Act, or FIRPTA.[7] FIRPTA 

requires a 15 percent withholding on the amount realized by a foreign transferor on a 

USRPI disposition. United States real property interests include both real estate and 

interests in United States real property holding corporations (typically, United States 

corporations for which greater than 50 percent of their assets are United States real 

property interests).[8] 

 

Transfer Tax 

 

Nonresident aliens are subject to transfer taxes (i.e. estate and gift taxes) on assets located 

in the United States. Estate tax is assessable on all property (whether tangible or intangible) 

sitused within the U.S., subject to some exceptions (such as bank accounts not used in 



association with a U.S. trade or business).[9] Nonresident aliens receive a $60,000 estate 

tax exclusion, with a maximum 40 percent rate of tax applicable.[10] Nonresident aliens are 

subject to United States gift tax on lifetime gratuitous transfers of tangible property within 

the United States (generally comprising real property situated within the country and 

tangible personal property within the U.S. at the time of the gift, including hard currency or 

cash situated within the U.S.).[11] Importantly, intangible property is not subject to gift tax 

for nonresident alien donors.[12] Nonresident aliens receive no specific lifetime exclusion, 

though they are permitted to utilize annual gift exclusions of $15,000 per donee (adjusted 

annually for inflation).[13] As in the income tax realm, treaties can modify United States 

transfer tax implementation. 

 

Taxation Upon Immigration 

 

Income Tax 

 

United States citizens and residents are taxable on all income from worldwide sources, 

irrespective of income sourcing. An individual is classified as a resident for tax purposes if 

they either are lawfully admitted for permanent residence in the United States (green card 

holders) or meet “substantial presence” requirements.[14] Under a statutory substantial 

presence test, an individual present in the United States for at least 31 days during the 

current year will meet substantial presence requirements if their sum of days spent in the 

United States over the last three years, after use of applicable multipliers, is 183 or more 

(days in the current year are multiplied by one, days in the first preceding year are multiplied 

by 1/3 and days in the second preceding year are multiplied by 1/6).[15] Importantly, 

meeting the substantial presence test does not universally qualify an individual as a United 

States resident — a closer connection test and income tax treaty tiebreaker provisions 

provide exceptions (though importantly, the latter likely does not remove certain information 

return filing requirements — such as the FBAR).[16] 

 

Transfer Tax 

 

United States citizens and residents are subject to transfer taxes on gratuitous transfers of 

worldwide assets. Importantly, “residency” for transfer tax purposes does not strictly mirror 

residency for income tax purposes. An individual is treated as a United States resident 

decedent (under estate tax rules) or resident donor (for gift tax purposes) when they are 

United States domiciliaries. An individual is classified as a United States domiciliary if she is 



a United States resident and has no present intention of leaving the country (with domicile 

determinations being fact-dependent and often hinging on indicia of the individual’s 

subjective intent).[17] Residents receive a lifetime exclusion from transfer tax, currently at 

$11.2 million.[18] The exclusion reflects what, at the moment, is a temporary increase under 

the Tax Cuts and Jobs Act, with the exclusion set to be reduced in years after 2025 to 

roughly $6 million (annually indexed for inflation). 

 

Pre-Immigration Options 

 

As one can see from the above, significant disparity exists in how the United States taxes 

United States citizens and residents and how it taxes nonresident aliens — the former are 

subject to tax on worldwide income and assets, with the latter subject to tax only on United 

States-sourced gains and transfers. This disparity creates significant opportunity for 

nonresident aliens contemplating a residency/citizenship change which will make them 

subject to tax by the United States on worldwide holdings (and, where planning 

opportunities are not exploited, significant consternation over prospective impact). In the 

pre-immigration context, planning strategies thus focus on non-United States income and 

assets, as gains or income associated with these assets are not subject to tax for 

nonresident aliens (but will be once residency or citizenship commences). It is critical to 

note that, upon commencement of citizenship or residency, no step-up in basis occurs for 

previously-held assets, meaning any built-in gains are subject to United States tax on 

disposition even if the majority of gain accrued during the nonresident alien period. 

 

Minimizing Prospective Income and Transfer Taxes from Worldwide Gains or 

Holdings 

 

Sales or other dispositions of foreign assets with built-in gain prior to United States 

residency is one straightforward approach to minimize future United States tax. Where the 

disposition is treated as a recognition event, the built-in gain is extinguished without having 

that gain be subject to United States tax. A termination of the interest in the asset is usually 

not required, as assets can be typically be sold then reacquired. Strategies also exist which 

allow for a stepped-up basis without a strict disposition being required (one option can be 

transfers between spouses). Any attempt to create a recognition event and achieve a basis 

step-up, however, should be done only after obtaining advice on tax ramifications in other 

jurisdictions, i.e. where the assets are located and/or where the individual presently resides. 

 



Acceleration of income from non-U.S. sources (for example, with pensions) prior to U.S. 

taxpayer status is also beneficial, for similar reasons. United States taxpayers are subject to 

tax on worldwide income, wherever sourced; for income associated with services provided 

outside the United States (and thus not sourced to the U.S.), an individual should explore 

options for income receipt prior to becoming a United States taxpayer. 

 

These general approaches help minimize prospective income taxes; however, this income 

still becomes part of the individual’s worldwide net worth. Worldwide net worth takes on 

importance for those who are — or could be — subject to United States transfer taxes. As 

stated above, transfers made by nonresident aliens of intangible assets and non-United 

States tangible assets are not subject to United States gift tax imposition; conversely, 

United States citizens and residents are subject to transfer taxes (whether estate or gift) on 

worldwide assets. For high net worth individuals, this disparity incentivizes transfers of 

intangible/non-U.S. tangible assets prior to becoming subject to United States transfer tax, 

particularly when a long-term stay is contemplated (i.e. where there is potential for federal 

estate tax at death). 

 

Transfers to trusts can be made prior to immigration, with “drop-off” trusts often a highly 

useful tool for high net worth individuals. Under the drop-off trust approach, a nonresident 

alien transfers a portion of his assets into an irrevocable trust, thereby removing those 

assets from his estate (so long as appropriate steps are taken to ensure the transferor parts 

with dominion and control).[19] As with gain/income acceleration transactions, cognizance 

of the tax ramifications of these transfers in other relevant countries is necessary. Drop-off 

trusts technically can be either domestic or foreign; however, if the trust will (or could) have 

United States persons as beneficiaries, a domestic trust is preferred to avoid imposition of 

the punitive “throwback” rule for foreign trust distributions to U.S. beneficiaries. 

 

Of note, prospective income tax liabilities can exist for grantors of drop-off trusts based on 

distinctions between transfer tax and income tax rules (discussed in more detail later in this 

article). Life insurance can thus be an advantageous drop-off trust holding, given that 

owners of policies are not required to recognize income from policy investments (nor are 

death benefits taxable).[20] Private placement life insurance policies have become 

especially popular as a drop-off trust holding, as these policies offer a larger range of 

investment options and easier access to funds than traditional life insurance. Private 

placement life insurance policies which are nonmodified endowment contracts permit funds 

up to the policy’s basis to be withdrawn tax-free, with funds exceeding basis able to be 



loaned at friendly rates.[21] 

 

Considerations for Owners of Foreign Corporations 

 

Generally, foreign corporations (like nonresident aliens) are taxable only on income items 

sourced to the United States.[22] Under the general United States approach, income 

earned by a foreign corporation which is not U.S.-sourced is subject to U.S. tax only upon 

payments of income to its U.S. owner (i.e. when dividends are issued). However, the 

general United States approach is modified by expanding anti-deferral rules, creating 

ramifications for immigrants with interests in foreign corporations. 

 

United States shareholders of controlled foreign corporations, or CFCs, are required to 

include their pro rata share of the corporation’s Subpart F income and global intangible low-

taxed income, or GILTI, in their income on a current basis.[23] United States shareholders 

are defined as United States persons (including resident or citizen individuals) who own 10 

percent or more or the voting power or value of a foreign corporation.[24] A controlled 

foreign corporation is any foreign corporation for which more than 50 percent of the total 

combined voting power or value is owned by United States shareholders on any day during 

the corporation’s taxable year.[25] Indirect and constructive ownership rules can be applied 

to determine ownership levels.[26] 

 

Subpart F income is often classified as “movable” income — income easily shifted to non-

United States jurisdictions. It includes items like dividends, interest, royalties, rents, 

annuities and the proceeds from the sale or exchange of property giving rise to either 

passive income or no income.[27] Inclusion also occurs for certain CFC income items 

associated with a related person where relevant activities are performed outside the CFC’s 

country of incorporation.[28] By comparison, GILTI is wider-ranging and does not focus on 

strict income types. Under the GILTI rules, which were enacted as part of the Tax Cuts and 

Jobs Act, each U.S. shareholder of a CFC must include in their current gross income their 

share of GILTI of the CFC for the tax year.[29] For U.S. shareholders, the GILTI regime 

essentially requires current inclusion of income which exceeds a 10 percent rate of return 

for tangible business assets of a CFC; the intention with GILTI is to disincentivize locating 

intangibles outside the United States’ tax system (though GILTI’s application will be much 

more far-reaching). 

 

In addition to Subpart F and GILTI, special rules can apply for passive foreign investment 



companies, or PFICs, creating punitive tax consequences for such holdings.[30] 

Importantly, and unlike with Subpart F and GILTI, no threshold level of ownership is 

required for imposition of PFIC rules. 

 

The CFC/PFIC inclusion rules apply only to foreign corporations, and do not apply to foreign 

entities not classified as corporations; to this end, how a foreign entity is classified for 

United States tax purposes carries importance. Under default rules, a foreign entity is an 

association taxable as a corporation if its owner or owners have limited liability; if it has one 

owner who does not have limited liability it is treated as a disregarded entity and it is treated 

as a partnership if it has multiple members at least one of whom does not have limited 

liability.[31] Foreign entities are generally permitted to elect their classification for United 

States tax purposes, providing advantages for those seeking to avoid the CFC/PFIC 

regimes. 

 

Elections out of the default rules are made by use of Form 8832; an initial election is 

required within 75 days of the entity becoming “relevant” but prospective elections are also 

available. Of additional interest in the pre-immigration planning context, where a prospective 

entity classification election is made for a foreign corporation to be treated as either a 

partnership or a disregarded entity, the corporation is treated as distributing all its assets to 

its owner(s) in liquidation.[32] This deemed liquidation allows for a step-up in basis of entity 

assets (based on their deemed distribution) and does so without any United States 

recognition if the foreign entity held no United States assets. 

 

Foreign Trusts 

 

A number of special tax provisions exist for foreign trusts which can create negative United 

States tax issues; as referenced previously, some of the most severe exist for foreign 

nongrantor trusts with United States beneficiaries. United States beneficiaries of foreign 

nongrantor trusts are subject to the “throwback” rule for accumulated income distributions. 

Under this rule, accumulation distributions are taxed to the beneficiary as ordinary income 

(irrespective of the income’s underlying character) and are subjected to an interest charge 

as if there were a tax underpayment from the date income was earned.[33] Like the rules 

applicable to foreign corporations, the throwback rule is designed as an anti-deferral 

mechanism — an effort by the United States to disincentivize storing income overseas (and 

outside the United States’ tax jurisdiction). Given the throwback rule, it is often advisable to 

have a foreign nongrantor trust pay out its income as earned (as the throwback rule applies 



only to accumulation distributions). 

 

As noted above, special rules can also cause income to be taxed to the prospectively 

United States-based trust grantor. For foreign trusts created by a nonresident alien who 

becomes a United States citizen or resident within five years of transfers to the trust, the 

trust is treated as a grantor trust if it has any United States beneficiaries.[34] It is important 

to note that this covers income tax — but not transfer tax — treatment. 

 

Conclusion 

 

As one can see, a multitude of tax considerations are relevant for those considering 

immigration to the United States; taking action prior to immigration is paramount to both 

optimize planning opportunities and avoid prospective tax headaches. Too often, 

immigrants and their advisers are unaware of United States tax opportunities present in the 

pre-immigration phase and only become cognizant of tax issues when post-immigration 

ramifications arise. For many — if not most — individuals contemplating a status change 

which will classify them as United States taxpayers, an American tax adviser can provide 

significant benefit as part of the immigration team. 
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