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Law Firm of Mark Merric, LL.C
4155 E. Jewell Ave., Suite 500
Denver, CO 80222
(303) 800-4369; (303) 261-8374
Mark@]InternationalCounselor.com
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Mark Merric, JD, MT, CPA In addition to being an attorney, Mark Merric holds
a Masters of Taxation and he is a Certified Public Accountant, as well as an Adjunct
Professor at the University of Denver’s, Law School Graduate Tax Program. He has
been quoted in Forbes, Investor’s News, On the Street, the Denver Business Journal,
Oil and Gas Investor, and the Sioux Falls Business Joumal. Mr. Merric 1s an
international speaker presenting at over 400 seminars, and he has published over 70
national articles. Mr. Merric is the manager of the Law Firm of Mark Merric, LLC and
a manager for the Alliance of International Legal Counselor, LLC. Prior to practicing
as an attorney, Mark Merric developed a strong business background working for a
Final Four Accounting Firm.

Mr. 1s honored to have spoken multiple times at the following distinguished estate
planning seminars:

» Regis Campfield’s Notre Dame Tax and Estate Planning Institute;
» Lonnie McGee’s Southern California Tax and Estate Planning Forum; and the

» Chicago Bar Association.

He is also a co-author of the following three treatises:

» The Asset Protection Planning Guide: A State-of-the-Art Approach to Integrated
Estate Planning, Commerce Clearing House (CCH) treatise, first edition;

> Asset Protection Strategies, American Bar Association (two chapters); and

» Asset Protection Strategies Volume II, American Bar Association published Apr.
2005 (MM responsible for 1/5 of the text).
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Disclaimer

The law is constantly changing at an unprecedented pace. Also, each client’s separate fact
situation must be carefully examined before applying any principals of law. Furthermore, this
outline is not intended to be a substitute for the practitioner’s own research into this area of law
and how the law applies to a client’s specific situation. Therefore, the author takes no
responsibility how the areas of law covered by this outline apply to the reader or the reader’s
clients. Finally, to ensure compliance with requirements imposed by the IRS
Circular 230, we hereby inform you that any U. S. tax advice contained in this
communication is not intended or written to be used, and cannot be used, for the
purpose of (i) avoiding penalties under the Internal Revenue Code or (ii)
promoting, marketing or recommending to another party any matter addressed
herein.

Procedures for Engagement

We would be more than happy to assist you with your request, however, let me first explain our
procedures for engagement of our firm.

Our firm provides advice in estate planning, international taxation, business structures and
transactions, and asset protection planning. Seldom, if ever, are there any “simple or quick
questions in these fields. Almost all questions in these areas require a review of the relevant
legal documents, organizational structure, past planning, as well as the client’s objectives.
Further, due to the liability issues involved combined with our time commitment, we do not
answer technical questions, hypothetical questions, questions on outlines or articles unless we
are engaged in writing. Our minimum engagement fee is $1,000. However, we do offer
wholesale pricing for accountants and attorneys that engage us directly.

For more details regarding engaging our firm go to:

http://www internationalcounselor.com then click on the “Accountants/Attorneys” Tab.

Please note that we do not accept international taxation of foreign retirement plan type of work.
Should you have individual foreign retirement plan type of work, the following person was
recommended to us:

Mr. Amiram J. Givon
(650) 428-3900
agivon@gcalaw.com
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A. Transfer Based on Situs

While a resident alien pays transfer tax based on his or her world-
wide assets, a non-resident alien is subject to transfer tax only on U.S.
situs assets.  As noted in the Non-Citizen Spouse outline, a foreign
person’s classification for U.S. transfer tax purposes is based on the
foreign person’s domicile. Domicile is an intent test, based on all the
facts and circumstances. A nonresident alien includes persons living
outside of the United States as well as individuals that are living in the
United States who are not domiciled in the US.
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B. Comparison of U.S. Citizen to a Non-Resident Alien

1. U.S. Situs Property

Under IRC § 2103 only property situated in the US is taxed in the non-resident
alien’s estate, not worldwide assets. When referring to property “situated in the
U.S.,” the common term of “U.S. situs” assets is generally used.

2. Exemption Amounts

While a U.S. citizen and resident alien may have an applicable exclusion of
$5.25 million (indexed), a non-resident alien is limited to a $60,000 applicable
exclusion (no indexing). After the $60,000 amount is reached, the estate tax rate
starts at 26 percent and goes up to 45 percent. For example, a US citizen or
resident domiciled in the US with an estate of $500,000 will be allowed to pass
the entire estate tax free; but a nonresident alien not domiciled in the US with an
estate of similar value will pay $142,800 in estate taxes.

3. GSTT Amount

Ironically, a nonresident alien receives a $5.25 million generation skippint
transfer tax exemption. Treas. Reg §. 26.2263-2(d).

4. U.S. Debts

Regarding U.S. situs assets that are included in a non-resident alien’s estate,
only a percentage of any debt (including funeral expenses and expenses of
administration) is deductible against the U.S. estate. The percentage is computed
by taking U.S. situs property and dividing by world-wide property.
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5. Unlimited Marital Deduction

A U.S. Citizen receives an unlimited marital deduction for gifts to a spouse. There
1s no unlimited marital deduction for non-citizen spouses. However, a non-citizen
spouse may receive property in a Qualified Domestic QDOT and delay taxation until
the second death. The taxation of a QDOT is discussed.

6. Annual Gift Amount

A U.S. citizen may gift $14,000 per person each year to whomever, the U.S.
person chooses to do so. Generally, a person only gifts to members of his or her
immediate family. A non-resident alien may also gift $14,000 of U.S. situs property
per year to whomever they choose to do so. However, this annual amount is increased
to $143,000 (indexed 2013) for gifts to a non-citizen spouse. IRC § 2523(i).

While the annual amount is increased to $143,000, only $14,000 may be made on
behalf of a non-citizen spouse to an irrevocable trust. This is because a gift to a
spouse must also qualify for the marital deduction. Treas. Reg. § 25.2523(1)-1(c).
However, it is only the amount that is over the standard $14,000 annual 2503(b)
exclusion (i.e. $143,000 - $14,0000 [indexed]= $129,000) that qualifies for the marital
deduction. 136 Cong. Rec. H7147 (daily ed. Aug 3, 1990) (statement of Rep.
Rostenkowski introducing H.R. 5454). To qualify for the marital deduction, a gift to a
spouse cannot be to something known as a “non-deductible terminable interest.” A
gift to an irrevocable trust is almost always classified as a non-deductible terminable
interest.
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7. Gift Splitting

Only a citizen and resident alien may elect to gift split. IRC § 2513(a)(1).

Therefore, this election 1s not available to a non-resident alien.

8. Joint Returns

Only if both spouses are citizens or resident aliens are they able to file joint
returns. If one is a citizen or resident alien, there is a special election IRC § 6013(g)
where the non-resident alien may elect to be taxed on world-wide income and also file

a joint return.

9. Grantor Trust Rules

If a non-resident alien settles a trust, IRC § 672(f) prevents the trust from being
classified as a grantor trust unless (1) the non-resident alien settlor may revoke the
trust; or (2) all income and principal may only be paid to the non-resident alien and
his or her spouse during their lives. For this reason, the use advanced estate planning
tools such as the IDIT and GRAT are generally not possible.
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C. Situs of Property

Since only property that is deemed to have a US situs is included in the non-
resident alien’s taxable estate, it is important to determine how property is classified
for US situs purposes. The classification system is similar to the source of income
tests used for income tax purposes. For gift tax purposes, there are two major
classification categories: tangible and intangible property. For gift tax purposes,
tangible property has a U.S. situs, but intangible property does not. Likewise, for
estate tax purposes, tangible property and several types of intangible property have
a U.S. situs.

1. Tangible Property (Real Estate and Personal)

Real estate and tangible personal property located in the US is taxable for estate
and gift tax purposes. Real estate and tangible personal property outside of the US
is not US situs property. Tangible personal property includes: furniture, art,

collectibles, and cash.

U.S. real estate owned individually is U.S. Source property. Treas. Reg. §
20.2104-1(a)(1). Be careful to note however, the value of the real estate is not

reduced by any mortgage it is subject to.
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2. Intangible Property

Intangible property located in the US is generally taxable for estate tax purposes
only. The situs of intangible property depends upon the exact nature of the property.

a.. Cash

Cash held in bank accounts of US banks is intangible, and it will be deemed to
be US situs, only if it is connected with a US trade or business. Rev. Rul. 82-193;
Rev. Rul. 54-623 and IRC § 2105(b)(1) bank deposit mterest exception.

b. Annuities

Annuities regardless of the underlying investments are US situs property if

issued by a US company.
c. Copyrights, Patents, and Trademarks

The Treasury Regulations hold that a copyright is foreign source if it is not
enforceable against a U.S. person. This old definition in the Treasury Regulations is
of little help because of all the international treaties on copyrights, patents, and
trademarks. Some help is provided if the U.S. has an estate tax treaty with another
country. Absent such treaty, some authors use the primary place of filing as a

general rule to determine situs.
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d. Mutual Funds

U.S. mutual funds are generally organized as a regulated investment company.
A regulated investment company must be a domestic corporation. IRC § 2105(d)
applies a look through rule. To the extent of bank deposits, debt obligations, or
foreign stock, the mutual fund is treated as sited outside the U.S. On the other
hand, an offshore mutual fund is also many times classified as a corporation (i.e. a
PFIC). In this case, situs should be outside the U.S. On the other hand, if the
offshore mutual fund is classified as a partnership, the Service may look to the
underlying assets of the partnership. PLR 9748004. Looking to the underlying
assets of the partnership seems inconsistent with Rev. Rul. 55-163 discussed on the

following page.
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e. Partnership or LLC Interests

Partnership and LLC interests are US situs if the entity is conducting a trade or
business in the United States. In other words, the Service does not look through to
the underlying assets of the partnership. Rather, the decision is at the entity level —
where the partnership does business. Rev. Rul. 55-701. Unfortunately, for situs a
partnership does not use a place of formation rule like a corporation below. This

creates some unclear planning issues that are discussed later in this outline.
[ Stock
Stock (equity) in a corporation organized in the United States is U.S. situs
property. IRC § 2104(a); Treas. Reg. § 20.2104-1(a)(5).
e. G IKEWFIEIRF L 7] #) K i
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g. Debt Instruments
Debt issued by U.S. persons or entities have a U.S. situs. Conversely, similar to the
income taxation for a non-resident alien, debt instruments that are classified as

portfolio interest are exempt for estate tax purposes. IRC § 2105(b)(3).

h. Insurance Policies
Insurance policies on the decedent non-resident alien’s life are not US situs
property. IRC § 2105(a); Treas. Reg. § 20.2015-1(g). This is true regardless of
whether the insurance policy is a whole life policy, a universal life policy, or a variable

life policy.

g fRE TR

HEEMBERLARITHHRS R TEEM~. fEEEBEEEIEAR
FIFT A Fi s IR 2, BHICNASREFENHRE T AR TH#E /. &k
[E FiEEHL§ 2105(b)(3).

h. fREL

FEEEEEMNIIEARMERRESETEEUF, THREHHRKIER
FfeHFRE R AHFRRE. S UEERIZIELS 2105@)FIFEER § 20.2015-
1(g).

© Law Firm of Mark Merric, LLC 2001-2014, All Rights Reserved VIII-19



_ P E A R(EE & 3% ) ) R B
' Chinese Citizen’s (non-resident) Assets

% @ ﬁfk U.S. Assets

-y

)

'.

b B R B A 3

Chinese Assets & Other Non-U.S. \

|

D. U.S. Situs Assets For Estate Purposes

The above pie chart divides U.S. assets and foreign assets (non-U.S. assets).
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1. Chinese and Non-U.S. Assets

A Chinese person (i.e. non-resident alien) only pays estate tax on his or her
U.S. situs assets. Therefore, there is no estate tax on the Chinese person’s Chinese
and Non-U.S. assets.
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U.S. Assets
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Real Estate
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Life Insurance

2. U.S. Situs For U.S. Estate Tax

Just because an asset is located in the U.S. does not mean that it is a “U.S. situs”
asset subject to U.S. estate tax. As noted in the discussion of situs of assets, unless
cash is involved in a trade or business, it is not a U.S. situs asset. Bonds generally
will not be a U.S. situs asset because of the portfolio interest exemption for estate

planning. Also, life insurance on the life of a non-resident alien is sited outside of
the U.S.

Conversely, the items in red (or in black on a printed outline) are U.S. situs
assets and subject to U.S. estate tax. U.S. situs assets would include U.S. real
property, personal property located in the U.S., U.S. business interests, U.S.
partnerships, and U.S. stocks.

2. B E 5 I
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3. Gifting Intangibles Without a Gift Tax

Generally, intangible assets may be freely transferred to anyone without incurring
a gift tax. IRC § 2501(a)(2). So while most bonds and life insurance are exempt
from gift and estate tax; U.S. annuities, U.S. copyrights, U.S. partnership interests,
and U.S. stocks may be transferred to anyone (domestic or a foreign person) without
incurring a gift tax.

For example, if Bill Gates were a non-resident alien for tax purposes, all of his
ownership in Microsoft ($40 billion) could be gifted to his children without any gift
tax whatsoever. Furthermore, none of the stock gifted would be included in Bill
Gate’s estate when he died.

The non-resident alien’s ability to transfer U.S. intangible assets free of any U.S.
gift tax creates an incredible estate planning advantage when compared to a U.S.
citizen or resident alien. U.S. intangibles may be gifted without limitation with
transfers directly to children and spouses.

3.36F % 8 T 0 TS T B3
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However, the property is still included in the
surviving spouse’s estate

E. QDOT
1. Deferral of Tax to the Death of the Surviving Spouse

Similar to a non-citizen spouse, a non-resident alien may also utilize a QDOT.
However, it should be noted that the U.S. sourced property will still be included in
the surviving spouse’s estate. In this respect, a QDOT only defers tax until the death
of the surviving spouse.

2. Gifting to the Surviving Spouse

A non-resident alien may gift up to $143,000 (indexed 2013) of U.S. source
assets to a non-citizen spouse without incurring any U.S. gift tax. Remember for gift
tax purposes, only U.S. real estate and tangible personal property is sourced as U.S.

property.
E. & HRBI{EHE
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F. Gifting the U.S. Asset or Holding Onto It

A client may freely gift intangible assets to his spouse or children without any
U.S. gift tax. However, many clients will prefer to hold onto an asset until they

pass away.

If a client does wish to hold onto U.S. real estate, tangible personal property,
U.S. annuities, U.S. partnerships, and U.S. stocks until death, he or she may still be
able to escape some or all of the estate tax by using a foreign entity to change the
situs from U.S. to foreign situs.

F. W3¢ [l R B AE 5 Q™ b
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G. Gifting U.S. Intangible Assets

As previously noted, a Chinese person (i.e. non-resident alien) may gift
intangible assets without incurring any U.S. gift tax. Intangible assets include U.S.
business interests in an entity form, U.S. partnership interests, U.S. stocks, as well

as U.S. debt instruments.
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H. Conversion of a Tangible Asset to an Intangible

Real estate is a tangible asset. However, a partnership interest or a
membership interest is an intangible asset. Intangible assets may be gifted
without incurring a gift tax. Therefore, if real estate is transferred into either a
partnership or limited liability company, has the interest that will be
transferred been converted into an intangible asset? Most likely, this is what
will occur. Timing becomes critical with this type of plan. If real estate is
transferred to an FLP and immediately gifted to the non-resident alien’s
children, the Service may challenge the transaction under the substance over

the form doctrine.
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Second Method of Estate Planning

I. Changing the Situs With a Foreign Entity

The first method of estate planning was merely gifting intangibles to a spouse or
child. The second method of estate planning involves changing the situs from U.S.
situs to foreign situs by using a foreign entity. Some may refer to such a process as

placing a foreign “wrapper” (analogy to a candy wrapper) over the U.S. property.

L FH o B S A 52 A 6 0 7 B 3t
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1. Foreign Corporation to Change Situs

As previously noted, a corporation’s situs is determined based on where the entity
is incorporated. IRC § 2104(a). Therefore, a foreign corporation’s situs would not be
the U.S. For this reason, most international estate planners take the position that a
foreign corporation may serve as a wrapper and hold U.S. real estate, U.S. copyrights,
U.S. partnership interests, or U.S. stock. Upon the death of the non-resident alien, he
or she would own the stock in a foreign situs corporation that would not be subject to
U.S. estate tax.

For the most part, the above technique is by far the most common method of estate
planning and has been very successful. However, when the foreign corporation was
merely a holding company of U.S. securities, the Court of Claims held the assets were
included in the non-resident alien’s estate. Henry Fillman v. U.S., 355 F.2d 633 (Ct.
Cl. 1966).
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Advantage: U.S. real estate not
subject to U.S. estate tax

Hab: MR R BT AR 1 20%

Disadvantage: taxed at a 20%
higher U.S. income tax rate

a. Is This a Good Idea For U.S. Real Estate
i. Held Individually

If real estate is sold individually by a non-resident alien, gain is treated as
effectively connected to a U.S. trade or business. IRC § 897. In this respect, the
gain is reported as a Section 1231 or capital gain.

ii. Foreign Corporation

A foreign corporation is always classified as a “C” corporation, subject to a
higher U.S. income tax rate. Typically, this rate is 20% higher than the individual

capital gain rate.

a. FFFEE G THESE L A AR — N T 2
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If building held by Chinese person or owned by
Chinese foreign partnership, capital gain tax is 20%
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Therefore, the Chinese corporation increases the U.S.
income tax by 20%

A purchaser of real estate will almost always want to buy the building
owned by a foreign corporation, not the foreign corporation stock. The
foreign corporation is classified as a C corporation for U.S. tax purposes.
When it sells the building, the highest corporate rate is 39.6% federal plus,
which is approximately 40%. Conversely, the capital gain rate if the building
was owned individually or by a foreign partnership is 20%. Therefore, the use
of a foreign corporation increases the U.S. income tax when the building sells
by approximately 20%.

e L — R S I BEEE=A S, mMARRE B4t
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b. U.S. Tax Issues

If a Chinese person (i.e. nonresident alien) owns U.S. real estate individually, he
or she is subject to a 40% estate tax. Conversely, there should be no estate tax if the
Chinese person transfers the U.S. real estate to a foreign corporation. Conversely, the
foreign corporation creates an income tax issue where if the children or spouse sell the
U.S. real estate after the parent’s death, there is an increased 20% U.S. income tax.

On the other hand, if the Chinese person had owned the U.S. real estate
individually and sold it before death, there is not increased corporation income tax.
The cash from the sale may be transferred to China, and there would be no U.S. estate
tax when the Chinese person passed away.

b. S FPGE 1A
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| Foreign Partnership to Change Situs
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incorporated in China
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Unfortunately, a Chinese partnership does not have the
same rule
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Place of the Partnership’s Business determines whether U.S.

2. Foreign Partnership Wrapper to Change Situs

As previously discussed, situs of a foreign corporation is based where the
corporation was incorporated. A foreign partnership does not follow the same rule
as a foreign corporation. Situs for a foreign partnership is based on where the
partnership conducts business. Rev. Rul. 55-701. The revenue ruling indicates that
a “look through” rule is not applied when determining the situs of a foreign

partnership. In this regard, situs is an entity test.
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a. Underlying Assets Are Only U.S. Situs Real Estate

At first glance, one might wish to take the position that if management of the
business is conducted from abroad, the situs of the foreign partnership is outside the
U.S. However, what happens if management is abroad, but all the underlying assets
of the foreign partnership are U.S. real estate interests? If this is the case, the
stronger argument appears to be that, the business of the partnership is actually
conducted in the U.S.
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U.S. Ltd. Solves both the estate
Partnership and income tax issue.

b. Master Foreign Partnership

On the other hand, if the underlying assets of the foreign partnership contain
assets from different jurisdictions, the foreign partnership may be sometimes
referred to as a “master foreign partnership.” If more than one-half of the assets of
the master foreign partnership represent assets that are outside the U.S., one may
consider taking the position that the situs of the partnership is outside the U.S. If
situs of the partnership is outside the U.S., the estate tax would be completely
avoided. Furthermore, unlike the “foreign corporation wratpper” around U.S. real
estate, the master foreign partnership would not convert capital gain to ordinary

income as a tradeoff.
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