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Nonresidents as the Future of U.S. Estate Planning

by Patrick J. McCormick

A growing number of nonresidents — those 
classified for U.S. tax purposes as neither 
American citizens nor residents of the United 
States — seek ownership of U.S.-based assets. A 
multitude of factors (both tax and nontax) make 
the United States an appealing jurisdiction for 
investment by foreign taxpayers. For 
nonresidents, an inherent part of exploring 
investment in the United States is consideration of 
U.S. tax consequences.

Tax considerations in this context are unique, 
and can starkly contrast with those relevant for 
U.S. taxpayers; critically, differences in transfer tax 
consequences for nonresidents make transfer tax 
planning vital. Now that Tax Cuts and Jobs Act 
provisions have doubled the lifetime gratuitous 
transfer exclusion for U.S. taxpayers (to $11.58 
million in 2020), the need for tax-focused estate 
planning for domestic individuals has largely 
eroded. For nonresidents, however, the need for 
transfer tax planning has grown, and a stagnant, 
miniscule exemption — $60,000 for estate tax and 
no specific nonresident exemption for gift tax — 
makes thoughtful planning a necessity.

Nonresidents can unwittingly create 
significant U.S. transfer tax liability by owning 
domestic assets improperly — usually 

individually. While transfer tax exposure can 
normally be avoided through several ownership 
options, choosing between those options is 
investment-specific. Alarmingly, when 
nonresident asset ownership creates U.S. tax 
obligations, the nonresident investor — by virtue 
of maintaining a U.S.-sitused asset — is subject to 
much easier enforcement action from the IRS than 
the typical nonresident with American tax debts.

This article first covers threshold 
considerations for nonresidents, including how 
individuals are classified and the primary tax 
issues for foreign-based taxpayers, and then 
explores options for ownership of U.S. assets and 
the benefits and consequences of each.

I. Taxation of Nonresident Aliens

A. Income Tax — Default Rules

Nonresident aliens are taxed by the United 
States on (1) effectively connected income with the 
conduct of a U.S. trade or business and (2) non-
U.S. trade or business income sourced to the 
United States (commonly referenced as fixed or 
determinable annual or periodic income).1 
Critically, default rules applicable to nonresidents 
are subject to significant modification for qualified 
residents of countries with which the United 
States maintains an income tax treaty (as 
discussed in more detail later).

Nonresident aliens are taxed on ECI with a 
U.S. trade or business at graduated rates, with 
deductions associated with generating the income 
item permitted.2 Determinations about whether 
income fits within the ECI category hinge on 
whether a “United States trade or business” is 
found; case law provides that a U.S. trade or 
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1
See section 871.

2
Section 871(b).
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business exists when profit-oriented activities are 
carried on in the United States that are regular, 
substantial, and continuous.3

A U.S. trade or business is functionally a low 
threshold, and one subject to evolution. In a more 
digitized economy, traditional physical presence 
requirements for a U.S. trade or business are more 
relaxed. Of special note in the nonresident 
individual context, a U.S. trade or business 
statutorily includes the performance of personal 
services in the United States.4

A relevant subset of the ECI rules is provided 
in section 897, pertaining to foreign investment in 
U.S. real property. A nonresident disposing of a 
U.S. real property interest (USRPI) is subject to tax 
on gains associated with the interest, with the 
gains automatically classified as income 
effectively connected with a U.S. trade or 
business.5 Withholding rules are applicable — a 
transferee of a USRPI must withhold from the 
transfer at a rate of 15 percent of the amount 
realized (the sum of cash paid or property 
received and any liabilities assumed) on the 
transaction if the transferor is a foreign party.6 
USRPIs include two types of assets. First, interests 
in U.S.-based real estate are USRPIs.7 Second, 
interests in U.S. real property holding 
corporations (USRPHC) are also classified as 
USRPIs; typically, USRPHCs are U.S. corporations 
holding USRPIs as greater than 50 percent of their 
assets.8

Deductions and credits are available for 
income effectively connected with a U.S. trade or 
business as long as a timely return (generally, 
within 18 months of the return’s due date) is filed 
to claim them. The timely return requirement for 
deductions creates disparate incentives for 
taxpayers whose activities arguably (but not 
definitively) constitute a U.S. trade or business. 
Filing of a timely return providing that, in the 
given year, the taxpayer has no ECI (called a 
“protective” return) preserves a foreign 

taxpayer’s ability to take credits and deductions if 
a subsequent audit determines the taxpayer has 
ECI.9 However, it also increases the likelihood of 
an audit (with the protective return alerting the 
IRS to both the taxpayer’s existence and the at 
least arguable existence of ECI).

FDAP income is a catchall category for U.S.-
sourced income items of nonresidents that are not 
connected to a U.S. trade or business. Included 
within FDAP income are interest (subject to 
expansive exceptions), dividends, rent, salaries, 
wages, premiums, annuities, compensations, 
remunerations, emoluments, and other FDAP 
gains, profits, and income.10 When income falls 
within the definitions for both ECI and FDAP 
income, the rules for the former are applicable.11 
This distinction is important because of how 
FDAP income is taxed. Unlike most other types of 
income (including a nonresident alien’s ECI), 
FDAP income is taxed at a flat 30 percent rate, 
with no deductions permitted and tax primarily 
collected through payor withholdings.12 
Importantly, if a nonresident alien has only FDAP 
income and withholding properly occurs, he is 
not required to file a tax return.13

B. Income Tax Treaty Modifications
Default rules for U.S. taxation of nonresidents 

are altered by income tax treaties. Residents of a 
country with which the United States maintains 
an income tax treaty (the United States has income 
tax treaties with roughly 70 countries) may elect 
more beneficial treaty provisions to dictate terms 
of tax on their U.S.-sourced income. To benefit 
from an income tax treaty, a foreign national must 
validly establish residency under treaty 
requirements (with residency typically found 
when an individual or entity is subject to tax on all 
income, rather than just income sourced in the 
United States).

Under treaty terms, the “United States trade 
or business” standard is elevated to a requirement 
that business profits be attributable to a U.S. 

3
See United States v. Balanovski, 236 F.2d 298 (2d Cir. 1956); United 

States v. Northumberland Insurance Co., 521 F. Supp. 70 (D.N.J. 1981).
4
Section 864(b).

5
Section 897(a).

6
Section 1445.

7
See section 897(c).

8
Id.

9
See reg. section 1.882-4(a)(3)(vi).

10
See section 1441(b).

11
See section 871(b).

12
See section 871(a).

13
See section 1441.
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permanent establishment.14 Specific income 
categories are impacted: for example, non-
employee income can (depending on specific 
treaty terms) be taxable only if attributable to a 
regularly available fixed base within the United 
States or if the foreign resident spends more than 
183 days in the United States in a 12-month 
period.15 General business profits of a nonresident 
are taxable by the United States if attributable to a 
PE within the United States; the PE standard is 
normally met when a foreign taxpayer or his 
agent maintains a fixed place of business in the 
United States.

C. Transfer Tax
A major focus for nonresident clients is 

typically potential U.S. transfer tax liability — tax 
amounts owed to the United States for U.S.-
sitused gifts and bequests. While nonresidents are 
subject to estate and gift tax on a much more 
limited scope of assets than U.S. citizens and 
residents, they are provided only a fraction of the 
exemption amounts. Tax exposure can exist in 
unanticipated circumstances — for example, an 
intrafamily transfer of a U.S. vacation home can 
create U.S. transfer tax consequences. High tax 
rates result in enormous tax consequences from 
these (innocuous) transfers, with tax amounts 
typically avoidable if ownership of the asset is 
properly structured.

For nonresidents, estate tax is assessable on all 
property — whether tangible or intangible — 
located within the United States and owned 
individually at death, subject to listed 
exceptions.16 The exceptions are for (1) bank 
accounts not used in connection with a U.S. trade 
or business (importantly, this exception does not 
extend to accounts not held with banking 
institutions — brokerage accounts are subject to 
estate tax, even if holding only cash), (2) securities 
generating portfolio interest, and (3) insurance 
proceeds.17 When these exceptions do not apply, 
asset situs rules determine whether an asset is 

subject to American transfer tax. Real property 
and tangible personal property are sitused where 
the assets are physically located; shares of a 
corporation are sitused to the country in which 
the corporation is formed.18 For partnership 
interests, the IRS has taken the position that the 
situs of a partnership interest is determined by 
where the partnership conducts business.19

Nonresident aliens receive a $60,000 estate tax 
exclusion, with a maximum 40 percent rate of tax 
applicable once a nonresident’s U.S. assets reach 
$1 million.20 Referencing the aforementioned 
intrafamily U.S. real estate transfer, suppose in 
the example a testamentary transfer of a U.S. 
property worth $5 million occurs; the transferring 
decedent is an individual nonresident. The first 
$60,000 of value is exempt from tax; tax is then 
imposed so that the first $1 million of value is 
taxed at $345,800, and any additional amounts are 
taxed at a flat 40 percent rate. In the example, if a 
$5 million real estate asset is transferred, the 
resulting U.S. estate tax is $1,921,800. The effective 
rate of tax — roughly 38.5 percent — is enormous 
and is imposed against a U.S.-sitused asset — one 
that is ripe for IRS enforcement efforts if required.

U.S. gift tax is assessed on lifetime gratuitous 
transfers of real property and tangible property 
within the United States by nonresident aliens.21 
Importantly, intangible property (like an interest 
in a U.S.-based corporation) is not subject to gift 
tax for nonresident donors.22 Nonresident aliens 
receive no specific lifetime exclusion, although 
they are permitted to use annual gift exclusions of 
$15,000 per donee (an exception also available for 
U.S. taxpayers).23

Transfer taxes — both estate and gift — can be 
modified by estate and gift tax treaties, although 
transfer tax treaties are typically more limited in 
scope and availability than their income tax 
counterparts.

14
See U.K.-U.S. tax treaty.

15
See Mexico-U.S. tax treaty, article 14(1).

16
Section 20.2104-1(a)(1).

17
Section 2104(c).

18
Reg. section 20.2105-1(a)(5).

19
Rev. Rul. 55-701, 1955-2 C.B. 836.

20
Section 2001(c).

21
Reg. section 25.2511-3.

22
Section 2501(a)(2).

23
Section 2503(b).
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D. Individual Classification
Nonresident individuals are subject to U.S. tax 

on income items connected to the United States 
and on gratuitous transfers of U.S.-sitused assets. 
Conversely, individuals classified as U.S. 
taxpayers — by virtue of either citizenship or 
residency — are subject to U.S. tax on all income 
and on all gratuitous transfers. Whether beneficial 
nonresident investment structuring options are 
available hinges on whether the investing 
individual is indeed a nonresident — with 
important distinctions between income and 
transfer tax definitions.

For income tax purposes, citizens and 
residents are classified as U.S. taxpayers; 
determinations about whether an individual is a 
citizen are typically straightforward. More 
complexity arises regarding residency; under 
statutory rules, individuals are classified as 
residents for income tax purposes if they are 
either admitted for permanent residence (green 
card holders) or meet substantial presence 
requirements. Substantial presence requirements 
are met for individuals whose physical presence 
in the United States over a three-year period 
exceeds 183 days; importantly, an individual is 
not required to have spent 183 days in the current 
year in the United States (as is often presumed) to 
be classified as a resident. Unlike citizens, 
statutory residents can be reclassified as 
nonresidents for tax liability purposes. A closer 
connection exemption is available for the 
substantial presence test, and treaty tiebreaker 
provisions can be used to reclassify both 
substantial presence residents and green card 
holders.

For transfer tax purposes, U.S. citizens and 
domiciliaries are subject to transfer taxes on 
worldwide gratuitous transfers. Individuals are 
classified as domiciliaries of the United States if 
they are U.S. residents with no present intention 
of leaving the country. The “no present intention 
of leaving the country” requirement adds an 
additional layer to the income tax residency 
analysis. Facts and circumstances determine 
whether an individual has a present desire to 
leave the United States (here, maintenance of a 
green card does not automatically classify an 
individual as a domiciliary under statute).

E. Foreign Entity Taxation
Nonresidents making U.S. investments often 

use (or consider using) entities in ownership 
structures, whether because of U.S. or home 
country considerations (or, as is most often the 
case, both). Entities domiciled in foreign 
jurisdictions are separately classified for U.S. tax 
purposes, with limited deference to home country 
classification factors. Entities are generally treated 
as flow-throughs — with tax attributes flowing 
through to underlying owners — or are treated as 
separately taxable — with tax liabilities borne at 
the entity level. Entities treated as separately 
taxable for U.S. purposes — usually, foreign 
corporations or foreign non-grantor trusts — are 
subject to tax in similar fashion to nonresident 
aliens, with some distinctions between the two 
noted later.

Foreign corporations deemed engaged in a 
U.S. trade or business are subject to the branch 
profits tax, applicable to direct U.S. operations 
(that is, operations not through a U.S.-domiciled 
subsidiary). The branch profits tax is meant to 
replicate the dividends tax to which foreign 
shareholders of a U.S. corporation are subject and 
is imposed at a rate of 30 percent (mirroring rates 
applicable for dividends paid by a U.S. 
corporation).24 U.S. shareholders of foreign 
corporations are subject to special rules designed 
to deter deferral of U.S. tax obligations, and these 
special rules are not applicable to nonresidents.

Special anti-deferral rules can be relevant, 
however, for nonresidents creating foreign non-
grantor trusts. Foreign trusts are defined for U.S. 
tax purposes as trusts that are not domestic; non-
grantor trusts are ones that are treated (for tax 
purposes) as separate from their grantor.25 Foreign 
non-grantor trusts are taxed by the United States 
only on American-sourced income; however, U.S. 
taxpayers who are beneficiaries of foreign non-
grantor trusts are subject to the “throwback” rule 
for accumulated income distributions. This rule 
requires accumulation distributions to be taxed to 
the beneficiary as ordinary income (irrespective of 
the income’s underlying character) and subjects 

24
Section 884.

25
Section 7701(a)(31)(B).

©
 2020 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes® Federal content, please visit www.taxnotes.com. 

 

 
 
 
 
 
 
 



TAX PRACTICE

TAX NOTES FEDERAL, FEBRUARY 17, 2020  1135

the distribution to interest charges (replicating 
underpayment penalties).26

F. Considerations for U.S. Investments

As with U.S. taxpayers, nonresident aliens 
investing in the United States maintain several 
options for investment ownership. Generally, the 
party directly taxable for a U.S. asset will be (1) an 
individual, (2) a corporation, or (3) a non-grantor 
trust. Flow-through entities and grantor trusts are 
among the structures functionally “looked 
through” until one of the three types of taxpayers 
is found, but they are often beneficial for nontax 
purposes — like liability protection. Nonresidents 
contemplating U.S. investments seek to minimize 
U.S. tax exposure (whether income tax or transfer 
tax) but are also motivated to minimize 
disclosures to the United States and, when 
possible, maintain a simplified ownership 
structure.

The most basic structure — ownership 
directly by the investing individual — offers 
simplicity but also poses clear issues. The most 
glaring from a U.S. perspective is estate and gift 
tax exposure. If held individually, common assets 
like real estate and corporate interests will be 
subject to estate tax (and, in the case of the former, 
gift tax as well). Income is subject to tax based on 
the ECI and FDAP rules; the former usually 
requires filing a U.S. tax return. The tax return 
filing requirement requires exposure of the 
individual’s identity to the IRS — and, in the 
minds of some nonresidents, risks additional 
inquiry into the individual’s financial affairs. A 
significant benefit to individual ownership for 
non-ECI assets is the exemption of capital gains 
from U.S. tax, particularly appealing when the 
investor resides in a country in which foreign-
sourced capital gains are not subject to tax. A 
detriment, however, is that ordinary income tax 
rates apply to income earned by the investment’s 
operations.

Ownership through a structure using a 
foreign corporation offers U.S. transfer tax 
protection but requires income tax trade-offs. 
Specifically, a foreign corporation holding U.S. 
income-producing assets is taxed at corporate 

rates irrespective of the underlying character of 
income. But it is subject to the branch profits tax, 
with the underlying owner of the foreign 
corporation (that is, the investing individual) 
required to be disclosed if the foreign corporation 
has U.S. business profits. Incorporating a 
domestic corporation into this ownership 
structure (having a U.S.-based investment owned 
by a domestic corporation, with the 
aforementioned foreign corporation now owning 
the domestic corporation rather than the actual 
U.S. investment target) removes branch profits 
exposure and investor disclosure (because the 
foreign corporation — now owning only a passive 
interest in a U.S. corporation — no longer has U.S. 
business profits). Vitally, this structure precludes 
use of the exemption from capital gains for non-
ECI assets. This consequence can be minimal 
based on the targeted type of investment, 
however; U.S. real property interests, which are 
automatically classified as ECI and subject to U.S. 
tax, are a common example.

Foreign non-grantor trusts provide an 
appealing option for many, but one with critical 
caveats. As a foreign-sitused taxpayer, the trust is 
subject to U.S. tax only on U.S.-sourced income. 
Long-term capital gains rates also apply to 
qualifying taxable income items, a benefit when 
compared to corporate ownership (although a 
benefit that has been reduced with the TCJA 
reduction in corporate tax rates). Detriments exist 
when beneficiaries are U.S. taxpayers — or (often 
importantly) when beneficiaries could become 
U.S. taxpayers in the future. Tax rates on ordinary 
income are also a drawback, at least when 
compared with corporate structures — non-
grantor trusts can be taxed at rates up to 37 
percent, with corporate income taxed at a non-
graduated 21 percent rate.

II. Conclusion

For nonresidents, ownership of U.S. assets 
provides both enormous opportunities and the 
potential for drastic pitfalls. Properly structured 
U.S. holdings provide nonresidents with access 
to U.S.-based assets (useful for diverse reasons, 
from portfolio diversification to visa acquisition) 
at advantageous global tax rates. Improperly 
structured holdings expose nonresidents to 
suboptimal income tax consequences and 26

Section 668(a).
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punitive transfer tax repercussions. When 
evaluating ownership structures for a U.S. 
holding, the proper choice will always depend 
on the asset. Structures to avoid are usually clear, 
but often multiple ownership options offer 
distinct benefits. Choices in this context should 
be informed, factoring in all relevant 
considerations — both domestic and foreign, 
and tax and nontax. 
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