
Pre-Immigration
TAX PLANNING

by Jacob Stein

The recent decade has seen a significant inflow of wealthy EB-5 immigrants to the United States. The

move to the United States exposes these immigrants to the U.S. tax system, which taxes them on

worldwide income and imposes an estate tax on their worldwide assets. With proper planning U.S.

income and estate taxation of wealthy immigrants can be significantly minimized.

Overview of U.S. Taxation

There are three ways a country can define its tax borders:
citizen-based, residence-based and territorial. A citizen-based tax

system taxes all incomeearned by a citizen, regardless of where
the citizen lives or where the income is earned. The residence-

based model taxes worldwide income of those individuals who

are resident in the country. The territorial system taxes only the
income earned within that country.

The United States uses both the citizen-based tax systemand

the residence-based tax system. U.S. citizens and U.S. income
tax residentsare subject to U.S. taxation on their worldwide
income (net of deductions) as well as reporting requirements on
certain foreign financial assets. Conversely, nonresident aliens
(non-U.S. citizens and non-U.S. tax residents, "NRAs") are

subject to U.S. income tax only on their investment income
from U.S. sources and income from a U.S. trade or business.

Similarly, the United States imposesan estate tax on the
worldwide holdings of its citizens and tax residents.
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Wealthy immigrants often comefrom countries that use
a residence-based tax system (whereincome taxation may
be avoided or minimized by splitting residence between two
countries), that use a territorial tax system (no taxation of
income earned abroad), have a low tax rate, or a lax tax collec
tion system. They are often unprepared for the U.S. tax system,
which not onlywill tax their worldwide earnings, but willdo so
aggressively and in a well-structured manner.

Residence

All taxplanningfor an immigrant startswith the determina
tion of when the immigrant becomesa U.S. resident alien for
taxpurposes ("U.S. tax resident"). This is the day on which the
immigrant becomes subject to the U.S. tax regime. All pre-
immigration tax planning must be in place prior to this date.
Determining the residence start date isverydifferent for income
taxand for estate tax purposes.

For income tax purposes, an NRA becomesa U.S. tax
resident if: (1) he holds a green cardat any time during the
taxable year, (2) meets the substantial presence test or (3) makes
an election to be deemeda U.S. tax residentfor a taxyearwhen
presentin the United Statesfor at least 31 days. Under the
substantial presence test, U.S. income tax residence is triggered
asfollows: (i) presence in the UnitedStates forat least 31 days
duringthe calendar year, and (ii) presence in the United States
for 183days or more taking into account: all the days of the
calendar year at issue, one-third of the days of the first preceding
calendar year, and one-sixth of the days of the second preceding
calendaryear.

If a non-resident alien becomes a U.S. tax resident under the

substantial presence test, then he is deemed to be a U.S. tax
resident for U.S. income taxpurposes fromJanuary 1 of that
year. An immigrant who comes to the UnitedStates on a "green
card" or an EB-5 visa will be deemed a U.S. tax resident on

thedate when he obtains permanent residence and isphysi
cally present in the UnitedStates. If an immigrant meets the
substantial presence test and obtains an EB-5 visa in the same
calendaryear, then the residencestart date will be determined
underthe substantial presence test (i.e., January1).

An NRA maystayin the U.S. for up to 183 days a yearwith
out becoming a U.S. tax resident if the NRA has a tax home in a
foreign country and a closer connection to that foreign country.
This is also mirrored in some income tax treaties. All income tax

treaties also use a residence tie-break test if an individual can be

deemed a tax resident of both treaty countries. Using the treaty
tie-break must be disclosed to the Internal Revenue Service and

does not relieve the NRAofcertain reporting requirements (like
disclosure of foreign bank accounts).

Using the treaty tie-break maybe problematic foran im
migrant seeking a permanent residence visain the United States.
Claiming a foreign country residence would usually contradict

the stated intent of an immigrant visaapplicant to reside
permanently in the United States.

For estatetax purposes an NRA becomes a U.S. tax resident
when the NRA has intent to make the United States his

domicile (no intention of leaving). This is a subjective test, and
intent is inferred through circumstantial evidence, such as the
length of stayin the United States, statementsof intent on visa
application, frequency of travel, size and cost of U.S. home,
location of close family members, social activities, business
interests and votingrecords. For an immigrantseeking an EB-5
visa it would be difficult to argue that his domicileis intended to
be outside the United States.

Taxation of NRAs

Having determined the residence start date, the focus shifts
to how the United States will tax the NRAs pre-immigration
planning transactions.

Income tax rules applicable to NRAs are complex. Asa
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 effectively connected to a U.S. trade or business, and
which issubject to taxwithholdingby the payor. The rateof tax
may be reducedby an applicable treaty to anywhere between
zeroand 15 percent. FDAP income includes interest,dividends,
royalties, rents annuitypayments, and alimony. Forexample, if
an NRA receives interest income from U.S. sources (other than
interest on bank deposits), he issubject to a 30 percent tax.
Note that the NRA issubject to this tax but does not pay it. The
30 percent FDAP tax iswithheld by the payor at the time of
payment and remitted to the U.S.Treasury. The NRA receives
the remaining70 percent.

NRAs aregenerally not taxable on their capital gains from
U.S. sources unless (i) the NRA is present in the United States
for more than 183 days, (ii) the gains are effectively connected
to a U.S. trade or business (this includes gain from sale of U.S.
real property), or (iii) gains are from the saleof certain timber,
coal or domestic iron oreassets. When these exceptions apply,
the NRAis taxed on U.S. source capital gains at the rateof
30 percent.

NRAs may besubject to U.S. transfer taxes (estate and gift)
if they haveproperty in the United States. The estate tax is
imposed onlyon the NRAs propertythat at the time of death
issituated in the UnitedStates. An NRAissubject to thesame
40 percent estate taxrateasa U.S. taxpayer, but onlythe first
$60,000 ofproperty value isexempt. These harsh rules may be
ameliorated by an estate tax treaty. The United States does not
maintain as many estate tax treaties as income tax treaties, but
there are estate tax treaties in place with most Western European
countries, Australia and Japan.

Thefollowing assets arespecifically included in the definition
of property situated in the United States: (1) shares of stockof
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a U.S. corporation, (2) revocable transfers or transfers within
three years of death of U.S. property or transfers with a retained
interest, and (3) debt issued by a U.S. person or a governmental
entity within the United States (e.g. municipalbonds).

Gift taxes are imposed on the donor.A NRA donor isnot
subject to U.S. gift taxes on anygifts of non-U.S. situs property
gift to any person, including U.S. citizens and residents. U.S.
citizens and residents must report gifts froma NRA, in excess of
$100,000 on Form 3520.

Gifts of U.S.-situs assets aresubject to gift taxes, with the
exception of intangibles, which arenot taxable. Tangible
personal property and real property issited within the United
States if it is physically located in the UnitedStates.

Pre-lmmigration Planning

There aregenerally four tax planningobjectives that an
immigrant may wish to accomplish priorto the resident start
date: (1) recognize capital gains and step up basis; (2) accelerate
income; (3) defer deductible expenses; and (4) transfer assets to
foreign trusts.

Recognize Capital Gains

Following the residence startdate the immigrant is taxed
identically to every otherAmerican taxpayer. On a sale of a
capital asset, the United States will tax the difference between
the sale price and the taxbasis (theacquisition cost, subject to
possible adjustments). Theburden falls on the immigrant to
establish the tax basis, and if the immigrant cannot establish
basis, it will be presumed to be zero.

When immigrants sell their foreign assets following the
residence start date, many cannot substantiate tax basis, and
those that can, often have low basis. Some assets may have
been ownedfor decades or for generations, and the acquisition
costs areeithernegligible or long forgotten. This holds true
forall types of foreign assets, including real estate, investment
portfolios, interests in closely held businesses, intellectual
property and art.

"Non-U.S. income

earned by an NRA
prior to the residence

start date is not

taxable by the
United States."

Because basis is defined as the cost of the property, an
NRA can increase basis of an existing asset by transferring the
ownership of the asset in exchange for its fairmarket value. This
may include the sale of an asset, the exchange of an asset for a
similar asset, a contribution of an asset to a foreign corporation
or partnership, a liquidation of an existing entity (an actual
liquidationor by using the "check-the-box" rules to elect
disregarded entity status) or a distribution of an asset from an
existing entity.

Immigrants oftenengage in the above transactions byselling
or transferring assets to family members. There is no prohibition
from using related parties for these transactions, but these
transactions wouldbe ignored if theylacked economic sub
stance, and consequently should be structuredat arm's length.

Accelerate Income

Non-U.S. incomeearned by an NRA prior to the residence
start date is not taxable by the United States. It is therefore
beneficial for NRAs to recognize income, to the extentpossible,
prior to the residence start date. This mayinclude factoring
(selling) accounts receivable to increase taxbasis or transferring
the incidence of taxation to another foreign personor entity,
receiving early distributions from foreign pension plans,
accelerating stockoptions, paying out dividends, prepaying
salaries, bonuses, commissions, interest, rents, royalties and
license fees.

Anotherimportant componentof accelerating income is
to trigger existing accumulated earnings and profits of foreign
corporations. Formanyimmigrants their foreign corporations
will be classified ascontrolled foreign corporations following the
residence start date, and the immigrants will be taxed on their
share of the "Subpart F" income of the foreign corporation.
Taxation of Subpart F income is limited to the extent the foreign
corporation has accumulated earnings and profits. Earnings
andprofits canbestripped out of thecorporation through a
dividenddistribution, by liquidating the existing corporation
andincorporating a new entity or byusing the check-the-box
rules to elect disregarded entity status.

Continued to page 18
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Defer Losses and Deductible Expenses

Some NRAs may have assets that have significantly declined
invalue from the timetheywere acquired. Selling or exchanging
these assets prior to residence start date will adjust thetax basis
downward, to current fair market value. If the acquisition basis
canbe substantiated, then it is best to preserve the built-inlosses
of these assets and trigger them onlyfollowing the residence
start date. Theselosses can then be used by the now U.S. tax
residents to offset ordinary incomeand capital gains.

If an NRA hasan extensive investmentportfoliowith
significant values, it would bebeneficial to selectively pick stocks
thatwill be soldand repurchased prior to U.S. tax residence
(to increase taxbasis), and stocks that will not be sold prior to
residence startdate (to preserve high basis).

Similar logic isapplied to deferring the payment of those
expenses that would be deductiblefor U.S. income tax purposes,
including both business and personal expenses.

Foreign Trusts

A trust classified asa "foreign trust" is treatedfor U.S. tax
purposes asan NRA.Asdiscussed above, the United States
taxes NRAs only on U.S.-source incomeand imposes an
estate taxonly on U.S.-sited assets. For these reasons, funding
a foreign trust prior to the residence start date is a significant
pre-immigration tax planning tool.
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Funding U.S. assets into a foreign trust removes them from
the U.S. estate tax base, and funding non-U.S. assets into a
foreign trust not only removes them from theU.S. estate tax
base, but may also eliminate U.S. income taxation.

As discussed above, NRAs arenot subject to U.S.gift taxes
on gifts of non-U.S. assets and on gifts of all intangible assets
(even if in the United States). This allows NRAs to remove an
unlimited amount of wealth from their possible U.S. estateprior
to the residence start date.

There arefour notablepoints on the U.S. incometax
treatment of a pre-immigration foreign trust. First, if the
foreign trust ever makes a distribution to a U.S. beneficiary,
the distribution will be subject to a throwbackregime and an
interest charge. Second, capital gains earned by the trust and not
currently distributed are taxed under the ordinaryincome tax
rules. Third, trusts funded within five years of the U.S. residence
start date are taxedasgrantor trusts. Fourth, U.S. beneficiaries
must report distributions received from a foreign trust.

The income tax advantages of foreign trusts may be limited
when they have U.S.-source income, U.S. beneficiaries or are
established within five years of U.S. residence. In certain situa
tionsthe practitioner mayintentionally seek to have the foreign
trust classified asa grantor trust. Thisavoids the application of
the throwback regime, reportingrequirements for beneficiaries
and taxes the grantoron trust income, allowing the grantorto
further reduce his assets otherwise subject to the U.S. estatetax.

Conclusion

Advance pre-immigration tax planningcan significantly
reduce U.S. income and estate taxes of EB-5 investors. This is

commonly accomplished by transferring ownership of assets
into newly created legal entities or distributing assets from exist
ingentities to obtaina basis step-up, reincorporating entities
to obtain basis step up and strip out accumulated earnings and
profits, deferring deductible expenses, accelerating income, and
funding foreign trusts.

The planning must also account for the tax laws of the
immigrant's home country. It would make little sense to reduce
U.S. taxes if home country taxes are increased by the sameor
nearly the sameamount. Asa matter of practice the author
always coordinates U.S. pre-immigration tax planning with
foreign tax counsel. ~k
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