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Introduction to U.S. Estate and Gift Tax Rules

In the individual foreign investor setting, inbound tax planning often requires a balancing of U.S. income tax considerations 
and U.S. federal gift and estate tax considerations. While U.S. federal income tax rates on the taxable income of an 
individual foreign investor are the same as those applicable to a U.S. citizen or resident, the federal estate and gift tax as 
applied to individual foreign investors can and often results in a dramatically higher burden on a taxable U.S. estate or 
donative transfer of a foreign investor than for a U.S. citizen or domiciliary. As a result, for many individual foreign investors, 
the most important U.S. tax consideration is the U.S. federal estate and gift taxation. 
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Introduction to U.S. Estate and Gift Tax Rules

The United States imposes estate and gift taxes on certain transfers of U.S. situs property by “nonresident of the United 
States.” In other words, individual foreign investors may be subject to the U.S. estate and gift tax on their investments in the 
United States. The U.S. estate and gift tax is assessed at a rate of 18 to 40 percent of the value of an estate or donative 
transfer. An individual foreign investor’s U.S. taxable estate or donative transfer is subject to the same estate tax rates and 
gift tax rates applicable to U.S. citizens or residents, but with a substantially lower unified credit. The current unified credit 
for individual foreign investors or nonresident alien is equivalent to a $60,000 exemption, unless an applicable treaty allows 
a greater credit. U.S. citizens and resident individuals are provided with a far more generous unified credit from the estate 
and gift tax. U.S. citizens and resident individuals are permitted a unified credit of $12.06 million.
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Basics 

Given the low threshold at which the estate and gift tax may be imposed, any foreigner investing in the U.S. must determine 
if they can be subject to the tax. In order for foreign investors to understand if they could be subject to the U.S. estate and 
gift tax, they must first understand the terminology and definitions associated with this extremely harsh tax. The most 
important concept which a foreign investor must understand for purposes of the estate and gift tax is “domicile.” A foreigner 
will not be taxed as a nonresident for purposes of the estate and gift tax if they are domiciled in the U.S. For U.S. estate and 
gift tax, the term “residency” means “domicile.”  While the U.S. federal income tax concept of residency relates only to 
physical presence in a place for more than a transitory period of time, domicile relates to a permanent place of abode. For 
U.S. federal estate tax purposes a person can only have one place of domicile, while for U.S. federal income tax purposes 
there may be more than one place of residence.
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Basics 

While an alien may be classified as a (permanent) resident alien for immigration purposes and treated as a resident for U.S. 
federal income tax purposes, these classifications are not determinative of the alien’s domicile for U.S. federal estate and 
gift tax purposes. Although the definition of residency for income tax purposes has been made substantially objective, the 
concept of domicile still is extremely subjective, focusing on the intentions of the alien as manifested through certain 
lifestyle-related facts.
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Basics 

The estate and gift tax regulations offer a general indication of the definition of domicile, stating that:

“a person acquires a domicile in a place by living there, even if for a brief period
of time, with no definite present intention of later removing therefrom. Residence 
without intention to remain indefinitely will not suffice to constitute domicile, no    
Intention to change domicile effect such a change unless accompanied by actual removal.” See Treas. Regs. 
Sections 20.0-1(b)(1) and 25.2501-1(b).

Thus, to be domiciled in the United States, physical presence must be coupled with the requisite. If a foreign investor is not 
domiciled in the United States (they do not have physical presence in the U.S. coupled with an intention to remain in the 
U.S.), the foreign investor will likely be subject to the nonresident U.S. estate and gift tax.
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Choices 

The foreign investor has a number of choices as to how to hold U.S. real property.

1. Direct investment in the investor’s name.

2. The investor may hold U.S. property through a corporate structure.

3. The investor may hold U.S. property through a partnership or limited liability company.

4. The investor may make an investment through a trust.
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Owning U.S. Real Property Directly 

The simplest estate and gift tax planning option available to a foreign investor is to own U.S. real property directly and to 
sell the property before he or she dies. The problem is that this type of planning depends on one’s ability to predict his or 
her own death. Although directly holding U.S. real estate is risky, there are planning options available to individual investors 
that could reduce or eliminate the estate and gift tax. First, in certain cases, a foreign investor may utilize an estate tax 
treaty to reduce or eliminate the U.S. estate or gift tax. The U.S. has entered into a series of bilateral estate and gift tax 
treaties. The U.S. has estate tax treaties with Finland, Greece, Ireland, Italy, the Netherlands, South Africa, and Switzerland. 
The U.S. has estate and gift tax treaties with Australia and Japan. The U.S. has estate, gift, and generational-skipping 
transfer tax treaties with Austria, Denmark, France, Germany, and the United Kingdom. Although Canada does not impose 
a federal estate tax, the U.S.- Canada Income Tax Treaty includes substantial modifications to the U.S. estate tax. A foreign 
investor may also use nonrecourse financing to reduce his or her exposure to the estate tax.  
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Holding U.S. Property Through a Foreign Corporation 

Historically, foreign investors have made their direct investment in U.S. property principally through corporate ownership 
structures. Frequently, a foreign corporation was used as either the direct investment owner or as a holding company for a 
U.S. subsidiary (which, in turn, owned the direct U.S. real property). Individual foreign investors have frequently preferred 
use of corporate structures to avoid the U.S. estate and gift tax. While holding U.S. property through a foreign corporation 
will typically enable the foreign investor to avoid the U.S. estate and gift tax, there are significant U.S. income tax 
consequences associated with investing in U.S. real estate through a foreign corporation. 
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Holding U.S. Property Through a Foreign Corporation 

One of the benefits of having a foreign corporation acquire U.S. real property, rather than having an individual directly own 
shares of a U.S. company, is the avoidance of U.S. estate tax. This is because for estate and gift tax purposes, the U.S. 
estate and gift tax is assessed only on U.S. situs assets. Stock of a U.S. corporation is U.S. situs and stock of a foreign 
corporation is foreign situs, regardless of place of management or location of stock certificates. Since a foreign corporation 
has foreign situs for purposes of the estate and gift tax, transferring U.S. real property to a foreign corporation enables the 
foreign investor to avoid exposure to the U.S. estate and gift tax.
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Holding U.S. Property Through a Foreign Corporation 

For income tax purposes, corporate structures no longer have the benefit of preferential long-term capital gains tax 
treatment on the sale of property. Although the 20% corporate tax rate is similar to the 20% capital gains rate, there is a 
great deal of uncertainty about the future of the U.S. tax system and corporate tax rates. The cost of potentially losing the 
preferian capital gains rates is made worse by the branch profits tax. The branch profits tax specifically treats the deemed 
repatriation of already taxed profits from the U.S. by a foreign corporation as an occasion to impose a second tax under 
Section 884. Internal Revenue Code Section 884 describes this second tax as the “dividend equivalent amount” of the 
“effectively connected earnings and profits” with certain adjustments. This second tax is known as the “branch profits tax.”
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Holding U.S. Property Through a Foreign Corporation 

The branch profits tax is intended to be the functional equivalent of earnings distributed as dividends by a subsidiary either 
out of current earnings not invested in subsidiary assets or out of accumulated earnings withdrawn from such investment. 
The branch profits tax imposes a tax equal to 30% of a foreign corporation’s dividend equivalent amount for the taxable 
year, subject to treaty reductions. 

The use of foreign corporate structures to hold U.S. real estate may also result in tax disadvantages to U.S. heirs. Although 
a foreign structure may avoid the U.S. estate and gift tax, at death of the foreign investor, U.S. beneficiaries may inherit 
so-called “cursed” shares in a foreign corporation. Depending on the number of shares inherited. The foreign corporate 
shares could be taxed as either a Controlled Foreign Corporation (“CFC”) or a Passive Foreign Investment Company 
(“PFIC”). 
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Holding U.S. Property Through a Domestic Corporation 

 Given the disadvantages investing in U.S. real estate through a foreign corporation, foreign investors may elect to utilize a 
domestic corporation to hold U.S. real estate. From an income tax stand point of view, a domestic corporation will be 
subject to federal income tax on any future capital gain at up to 21 percent. On the sale of the real property, any distribution 
of the proceeds other than in liquidation of the corporation will be taxed as a dividend to the extent of the corporation’s E&P 
and subject to a 30% flat tax or a lower treaty rate. Domestic corporations are also subject to FIRPTA.
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Holding U.S. Property Through a Domestic Corporation 

 
For gift tax purposes, a foreign investor may make gifts of domestic corporate shares without being subject to U.S. gift tax. 
The consequence of the death of the foreign owner depends on the structure of the ownership of the domestic corporation. 
If the corporation is owned directly by the foreign owner, the taxable estate will include the shares, and the estate will be 
subject to the estate tax on those shares upon the owner’s death. This is because stock in the domestic corporation has a 
U.S. situs for estate tax purposes. 
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Holding U.S. Property Through a Partnership 

Although not often considered by foreign investors, the use of a partnership (regardless of whether it is domestic or foreign, 
general or limited) has the very significant advantage of enabling the individual foreign investor to obtain the benefits of 
avoiding entity level tax (at the federal level) on all of the U.S. trade or business income being generated. In additional to 
this federal U.S. income tax benefit, the partnership also provides a vehicle for making U.S. tax-exempt gifts of the partner’s 
underlying U.S. real estate through transfers of the partnership interest itself. A foreign investor may be able to avoid the 
estate tax by holding real property through a partnership.
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Holding U.S. Property Through a Partnership 

The use of a traditional partnership (regardless of whether it is domestic or foreign, general or limited) has the very 
significant advantage of enabling the individual foreign investor to obtain the benefits of the lower individual income tax 
rates on all the U.S. trade or business income being generated. On the other hand, it appears that there may be at least 
some risk that the IRS might assert that a partnership engaged in a U.S. trade or business will be classified as a U.S. situs 
asset for purposes of the U.S. estate tax on nonresident alien decedents, regardless of whether it is a domestic or foreign 
partnership. Interests in partnerships generally are not considered United States Real Property Interests (“USRPI”). 
Therefore, dispositions of partnership interests by foreign persons are not automatically subject to the 15% FIRPTA 
withholding tax. 
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Hybrid Structures Benefiting from Entity Characterization 
Differences

A variation on the direct ownership of U.S. assets by a home country/treaty company would be the use of a home country 
entity that qualifies as a “corporation” for U.S. income tax purposes and a “partnership” for home country tax purposes. The 
possibility of having such a conflicting characterization, coupled with certain other predicate treaty provisions, may combine 
to provide the overall tax results in both the United States and the home country. These tax benefits may include a single 
level of U.S. income tax on the U.S. business profits, exemption from home country taxation on U.S. business profits. 
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Tandem Treaty Parent/U.S. Subsidiary 

If holding U.S. real estate directly by the home country treaty company will expose that treaty company to home country 
income taxation at rates that are higher than those applicable in the United States, then it generally will be preferable to 
have a treaty company own a U.S. subsidiary company that, in turn, owns the U.S. real estate or U.S. business. This 
tandem “treaty parent/U.S. subsidiary” approach normally will insulate the U.S. real estate income from current home 
country income taxation. 
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Investing Through a Trust

A foreign grantor trust is usually not a good choice to own U.S. real estate because it exposes the real estate asset to the 
estate tax in the event of the foreign investor’s death. A grantor trust exists when a foreign investor either has the sole right 
to revoke a trust which holds real estate, or the income from the trust is distributable only to the foreign investor or the 
foreign investor’s spouse. When the trust that holds the real estate is a foreign grantor trust, it is deemed part of the foreign 
investor’s estate. A foreign investor may find the use of an irrevocable trust valuable for estate tax purposes since one of the 
main drawbacks for an individual investing in U.S. real estate is the estate tax risk. 
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The Mexican Investor Riddle

In 2020 and 2021 the Mexican Government implemented new tax reforms that affect foreign investments by Mexican 
investors as detailed in Sections 4-A and 4-B of the Ley del Impuesto Sobre la Renta, or LISR by its initials in Spanish.
While it is true that not all strategies are created equal, they need not take advantage of the few if any exceptions within the 
law, but rather they need to be created so that they will not fall within the provisions of the law and therefore be completely 
outside the purview or applicability of the LISR.
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Transparent Entities and Legal Arguments

With respect to the tax reform specifically, it continues to shut down alternative planning strategies and options in an effort 
to increase tax revenue in Mexico, but without any legal guarantees for the privacy, personal integrity, and financial security 
of the taxpayers and their families. And, while legal loopholes still exist, they are few and far between. This is why the 
planning options and alternatives for international estate and tax planning strategies are also few and far between.
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Transparent Entities and Legal Arguments

The changes to the LISR now pretend to collect taxes directly for income that Mexican resident taxpayers obtain through 
foreign pass-through or transparent foreign entities (such as LLCs and others) and foreign legal arrangements (such
as trusts, associations, investment funds, and other similar legal arrangements), whether pass-through or not, as long as 
they do not have legal personality, regardless of whether a distribution of income has been made to the taxpayer. In 
essence, the tax reform assimilates the income of foreign transparent entities and of foreign legal arrangements as income 
of their members, partners, stockholders, or beneficiaries for which income tax has to be paid during the corresponding 
calendar year in which it is obtained.
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Transparent Entities and Legal Arguments

For their part, the transparency or pass-through requirements imposed by the reform are very specific, and in this regard, 
we see only two possibilities under which the accumulation and the income tax payment obligation can be triggered:

a. When the foreign legal arrangement is not tax transparent or pass-through, this is, that the legal arrangement is a tax 
resident in the country of creation, or where its principal administration, or where the seat of its effective management is 
located, and its income is not attributed to its members, partners, stockholders, or beneficiaries; and

b. When the foreign entity or legal arrangement are tax transparent or pass-through, this is, that the entity or the legal 
arrangement are not tax resident in the country of creation, or where its principal administration, or where the seat of its 
effective management is located, and that its income is attributed to its members, partners, stockholders, or beneficiaries.
In the first case, the accumulation and the immediate tax payment is not triggered, and in the second, whether or not a 
foreign transparent or pass-through entity or a foreign legal arrangement makes a distribution or delivery of income, will the 
taxpayer be obligated to accumulate the entity or arrangement’s income and pay the corresponding tax, as long as the 
resident taxpayer in Mexico has a direct or indirect participation in the transparent or pass-through foreign entity or legal 
arrangement. 
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Transparent Entities and Legal Arguments

Regardless of the foregoing, if the income is obtained through an non-transparent entity with legal personality of its own, 
then the rules for preferential tax regimes or REFIPRES by its initials in Spanish, shall be applied. Therefore, if your 
strategy does not comply with each and every one of these requirements, it will then be subject to the provisions of the 
reform and as a resident taxpayer in Mexico you are obligated to accumulate the income from those foreign entities and 
arrangements as yours, and shall pay the appropriate income tax whether or not you receive any monies from it.
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