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U.S. TAX PLANNING FOR ISRAELI
INVESTMENT IN U.S. REAL ESTATE: A TALE
OF SCYLLA AND CHARYBDIS

INTRODUCTION

U.S. real estate remains a favored asset class for foreign investment by Israeli resi-
dents. With the Israeli shekel currently being relatively strong against the U.S. dollar,
investments in the U.S. have become even more attractive. And while personal use
property in cities like Miami and New York City remain a privilege of high net worth
individuals, fractional investments in multifamily residential and commercial proper-
ty have become available to many investors.

Many entrepreneurs are active in the field and offer “friends and family” to partici-
pate with as little as a $50,000 investment. Typically, there is an Israeli living in the
U.S. who forms a limited liability company (“L.L.C.”) that is formed to invest in a
certain property, with that individual as the manager, and the investors participate
as members of the L.L.C.

Often, the entrepreneur shows the investors the expected yield of return, but may
fail to mention the risk of U.S. estate tax. Some investors believe that because they
do not own the real estate directly, they will not face the exposure, and hope that the
manager of the L.L.C. will simply transfer their interest in the L.L.C. to their heirs.
They assume that since no deed recording will be needed, the issue will not come
up. Not only is that not the law and not recommended by any competent U.S. tax
adviser, but also, it is good to remind those investors that their plan only works if the
L.L.C. manager agrees to be noncompliant with U.S. tax law, and that hardly seems
an appropriate plan.

Those who realize the risk and want to plan, soon realize that a “perfect” structure
may not exist when trying to be compliant in both the U.S. and Israel. Also, at times,
after several years of successfully investing in the U.S. with the same entrepreneur,
the investor may be invited to the table, and becomes more involved. It may be by
way of organizing others to invest, or by advising or otherwise assisting the entre-
preneur in relation to the investments, financing, etc. Even if not compensated, this
involvement may affect the tax treatment of the L.L.C. Additionally, if the compen-
sation is structured differently than added profit share, it may complicate the tax
position of the investor.

This article tackles the key challenges and offers possible structures for Israeli in-
vestors to consider in order to optimize their U.S. real estate investments.

DIRECT OWNERSHIP + SPLITTING THE
INVESTMENT BETWEEN DEBT AND EQUITY

This assumes an equity investmentin the L.L.C. as well as execution of a debt instru-
ment by the L.L.C. to the same investor, which is introduced as a partial protection
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from estate tax. While the loan must not be participating, and therefore limits the
upside, and the investment in equity must grant the investor less than 10% of the
capital and profits in the L.L.C., the benefit of such bifurcation is that as long as the
debt qualifies as “portfolio debt,” it will not be subject to U.S. estate tax. The equity
investment remains exposed to estate tax if the investors total investment in all U.S.
situs assets is valued at more than $60,000 at death.

From a U.S. perspective, the Israeli investor is a member of an L.L.C. and is expect-
ed to receive a Schedule K-1 annually from the L.L.C. That is the I.R.S. form that
will report his or her share of the income, deductions, etc. The investor is required
to file a U.S. tax return annually based on the L.L.C. results shown on the Schedule
K-1. To do that, the investor must obtain a tax I.D. The investor will pay U.S. income
tax on the net rental income, typically through quarterly withholding taxes paid by the
L.L.C., as well as on the profit from the ultimate sale of the property, in the manner
set forth in the L.L.C. agreement, often in proportion to such investor’s equity in the
L.L.C. This profit is also subject to withholding. The collection of withholding taxes,
on quarterly basis and upon sale, does not excuse a non-U.S. member of the L.L.C.
from his or her U.S. tax return filing obligation. Rental income is taxed as ordinary
income, at graduated rates up to 37% Federally for an individual taxpayer. State and
local tax may also apply. After depreciation deduction is claimed, as well as other
expenses such as real estate taxes and insurance, often there in no taxable income
for the duration of the investment, which typically is between three and seven years.
Capital gain is taxed to individuals at up to 20% Federally (state and local tax may
also apply), but any gain measured by the reduced basis attributable to depreciation
deductions claimed over the years is taxed at 25% Federally.

Most, if not all, investors assume that the amount received from the L.L.C.’s sale of
property will be treated as capital gain, which is taxed favorably in the U.S. (either at
20% or 25% as mentioned above). However, if the L.L.C. is engaged in a U.S. trade
or business, and the sale of the property is attributable to such trade or business, (for
example, construction and sale of units in a condominium building), the profit may be
taxed as ordinary income rather than capital gain, even if the investor is a passive
investor. This is because the character of the income and profit earned by an L.L.C.
is determined at the L.L.C. level and if the L.L.C. is engaged in building units that
are for sale to customers in the ordinary course of business, all profits are treated as
business income.

Even when the property is held for rental, any plan that contemplates a sale of
the rental structure from the outset may lose its character as property held for in-
vestment and rental business and may convert the treatment of the sale proceeds
from capital gains to ordinary business income. The risk often arises because the
manager of the project has a history of “build and flip.” Just because an L.L.C. has
rental income does not necessarily mean the L.L.C. is solely engaged in the rental
business. Being so engaged will not “ruin” the capital gain nature of the profit. When
the purpose of the investment is “buy to sell,” a risk exists that the gain that is recog-
nized by the L.L.C. may not qualify for favorable capital gain treatment.

Even when the property is held for rental, any plan that contemplates a sale of the
rental structure from the outset may lose its character as property held for use in
the rental business. The risk often arises because the manager of the project has a
history of “build and flip.” Just because an L.L.C. has rental income does not neces-
sarily mean the L.L.C. is solely engaged in the rental business. Hence a risk exists
that the gain that is recognized by the L.L.C. may not qualify for favorable capital
gain treatment.
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The rules under the Foreign Investment in Real Property Act (“F.I.R.P.T.A.”) will ap-
ply to the equity investment portion only. This will result in withholding with respect to
the disposition of the underlying property by the L.L.C. as well the sale of the L.L.C.
interest itself. Additionally, since an L.L.C. is generally taxed as a partnership, the
regular withholding rules applicable to U.S. partnerships having foreign partners
will also apply. As a result, these withholding rules may at times compete with the
F.I.R.P.T.A. withholding rules, and regulations prevent double withholding and ad-
dress which of the rules prevail in the circumstances of the L.L.C. and its business.

As long as the “portfolio indebtedness” requirements are met (which is required in
order for the instrument to be exempt from U.S. estate tax), the interest paid on this
instrument will not be subject to U.S. income tax.

Advantages

Direct ownership is simple and avoids complex entity structures. Due to the L.L.C.
being used, some confidentiality for the investor remains, subject to other mem-
ber-investors’ visibility. Bifurcating the investment and using debt reduces the
amount of value exposed to U.S. estate tax.

Challenges

For the debt portion to qualify as “portfolio debt,” the investor cannot be viewed
as the owner of 10% or more of the equity in the L.L.C. and the interest payments
cannot be contingent on profits. The challenge therefore is to manage the risks. One
principal risk involves the application of the attribution rules. These rules cause an
individual to be considered to own the L.L.C. interest of another member. This may
occur when family members invest in the L.L.C.

Subject to a $60,000 exemption, the equity portion is exposed to U.S. estate taxes.
Estate taxes are levied at rates of up to 40%. Term life insurance can be purchased to
protect against such exposure, if the investor is insurable. Annual filing may be bur-
densome, and withholding often results in excess tax paid and can affect cashflow.

The Israeli Aspect

Israel generally treats the L.L.C. as an opaque entity. Initially, an investor can notify
the tax authorities if he or she wishes to treat it as a passthrough, however even if
such election is made, the L.L.C. is a passthrough only for certain purposes.

An opaque L.L.C. raises a risk of “management and control” existing in Israel, which
would subject the L.L.C. to corporate tax levels in Israel in addition to the U.S.
Double taxation is a distinct possibility. Management and control can be a risk if the
entrepreneur who manages the L.L.C. lives in Israel, a fact that can change during
the life of an investment, or if the investors that were invited to the table get involved
in decision making. In any event, since the U.S. has the undisputable first right to
tax when U.S. real property is the asset held by the L.L.C., and because Israel will
recognize the U.S. taxes paid by the investor as paid by the L.L.C., the exposure to
double taxation for the L.L.C. is practically eliminated and typically concludes with
the added couple of points of tax due to Israel.

However, for the investor, the situation is different, and an opaque treatment for the
L.L.C. may result in significant double taxation. This is because the U.S. tax paid
by the investor will not be creditable in Israel for the investor. When a distribution is
made, Israel will tax the investor again for what it views as dividend income, current-
ly taxed at 25% up to a not-so-high certain threshold and 30% thereafter.
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In comparison, if an election for passthrough treatment in Israel is made with regard
to the L.L.C., the situation is better, because the U.S. tax paid is creditable, and
capital gain treatment (to extent available) flows through. As a result, upon a sale,
the investor will pay 20% Federal tax, as well as potentially some State tax, and
both those taxes will be creditable against the Israeli tax of 25% - 30%, resulting in
potentially little or no additional Israeli tax.

With respect to rental income, this is generally taxed as business income in Israel
when it flows through from an L.L.C. Therefore, the income would be taxed at grad-
uated rates of up to 50% with credit for any U.S. tax paid.

The drawback of the L.L.C. — even if an Israeli tax election is in place — is the fact
that it is only partially tax transparent, meaning, losses do not flow through. There-
fore, if an investor invests in more than one L.L.C. at the same time, and one pro-
duces losses but the other gains, Israel will not allow an individual to pool the results
of the several L.L.C.’s. Tax will be due in Israel with respect to the profitable L.L.C.’s
without any offset for the losses of other L.L.C.’s. For that reason, Israelis who invest
in more than one L.L.C. generally prefer the use of U.S. partnerships over L.L.C.’s,
because Israel recognizes foreign partnerships as true tax transparent entities.

Lastly, Israel does not allow local tax to be credited. Consequently, New York State
tax will be creditable, but New York City tax will not.

OWNERSHIP THROUGH A TWO-TIER CORPORATE
STRUCTURE WHERE THE UPPER TIER ENTITY IS
AN ISRAELI “FAMILY COMPANY”

In General

When investors recognize that their U.S. profits will be taxed as ordinary income
because the real estate investment is made in a development project, they often
consider using a U.S. corporation. This is because the U.S. corporate tax rate is
relatively low, 21% at the Federal level. This compares to rates of up to 37% when
individuals are involved. In addition, State and Local taxes will apply to both indi-
viduals and corporations and the differences in individual and corporate tax rates
generally often are not of the same magnitude. Dividend distributions from the U.S.
will be taxed at the rate of 25% under the terms of the existing Israel-U.S. Income
Tax Treaty (the “Treaty”) if the shareholder is an Israeli resident individual, but only
at a 12.5% rate if the shareholder is an Israeli corporation owning least 10% of the
U.S. corporation. The two levels of tax result in approximately 40% Federal taxes in
the U.S. if the individual rate is taken into account.

When the Israeli company used as the upper-tier entity is a Family Company, dis-
cussed more in detail below, the U.S. will apply the Treaty in a way that recognizes
the Israeli look through treatment and essentially grant the Treaty benefits to the
individual, thus subjecting the dividend to a 25% tax. If a regular Israeli company
is used, the total effective rate of U.S. Federal tax may be lower, approximately
30% (only 12.5% will be imposed on the after tax earnings). However, Israel will tax
dividends paid by the Israeli company at a rate that varies between 25% and 30%.
Consequently, a Family Company is most often used.
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An additional U.S. tax benefit that is derived from the use of an upper-tier corpora-
tion is that it protects the ultimate beneficial owner from U.S. estate tax on his share
of the value of the U.S. corporation. Ownership of a U.S. corporation by an Israeli
resident individual is subject to the same exposure to estate tax as direct ownership
of U.S. real property.

Because the owner of the real estate is a U.S. corporation, no F.I.R.P.TA. tax is
imposed on the gain derived from the disposition of the underlying property. In addi-
tion, no branch profits tax (“B.P.T.”) applies to the Israeli company in connection with
the sale of shares of a U.S. corporation. B.P.T. is discussed in more details below
where investment through an Israeli corporation is discussed.

Advantages

If the project is structured to generate ordinary income for an Israeli investor, it may
be preferable to have the U.S. tax imposed at lower corporate rates, and to have
the U.S. corporation reinvest the after-tax excess cash in additional real estate proj-
ects in the U.S. Additionally, if several investments are made, it is possible to offset
income in one project with losses in a second project within the U.S. corporation.

Additionally, the investor is able to control the timing of the dividend from the U.S.
corporation, which may allow some deferral in both the U.S. and Israel. Lastly, nei-
ther the individual nor the Israeli company need to file U.S. tax returns.

Challenges

This structure may be viewed as complex and may have added administrative costs
relating to filing. It typically would be considered by investors who invest significant
funds in development properties.

OWNERSHIP THROUGH AN ISRAELI FAMILY
COMPANY - NO CHECK-THE-BOX ELECTION
MADE IN THE U.S.

A Family Company is tax transparent in Israel. Al members must be family mem-
bers, and all have limited liability. Under Israeli tax rules, the income of the company
is attributed to one, and only one, of the shareholders and included in his or her
tax return. By default, this is the single shareholder having the largest holding, but
any shareholder may be elected as the taxpayer. Because all shareholders have
limited liability, under default U.S. entity classification rules, the company is treated
as a corporation for U.S. tax purposes, unless a check-the-box election is made to
change the company’s classification for U.S. tax purposes. As a foreign corporation,
the stock of the Israeli company would be considered a foreign situs asset that is not
subject to U.S. estate tax.

However, this structure results in potentially higher total taxes. As a foreign cor-
poration from a U.S. perspective, income treated as effectively connected income
(“E.C.1.") is taxed at a flat corporate rate, currently 21% at the Federal level. The af-
ter-tax earnings may be subject to branch profits tax (“B.P.T.”) at the applicable rate
for dividend income. Note that the tax base for B.P.T. purposes may be higher than
for income tax purposes because depreciation deductions may not be as generous
when it comes to B.P.T. State and local tax may also apply, and in many states, the
corporate rate is higher than the individual rate.
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B.P.T. generally aims to equate the activity of a U.S. branch of a foreign corporation
with that of a U.S. corporate subsidiary that pays dividends. In general, the rate
of B.P.T. is 30%. However, where the Treaty applies, the rate of B.P.T. is reduced
to 12.5% if the company is eligible for benefits. Consequently, if the earnings of a
branch increase, but assets remain flat or decrease, business earnings are deemed
to have been repatriated. B.P.T. is imposed on the deemed repatriation much like
withholding tax imposed on dividend distributions. If on the other hand, the earnings
are reinvested in a U.S. business, the tax is deferred. When the U.S. branch sells
all its property in the U.S. and distributes the proceeds to its head office, the gain is
treated as E.C.l. However, B.P.T. can be eliminated if a complete termination of the
U.S. business has occurred and the head office does not reinvest in the U.S. for the
balance of the year and for the following three years. The statute of limitations must
be extended for the year of the sale from three years to six years.

Where more than one property is acquired by a foreign corporation, or investments
are made by a foreign corporation in more than one L.L.C., B.P.T. can apply to the
profits from each disposition of property and the exemption mentioned above will
not be available until the last property is disposed of. Other exemptions may apply,
specifically if the investment was in a U.S. real property holding corporation, a de-
fined term. As mentioned above, B.P.T. equates to a deemed dividend.

Advantages

This structure allows protection from U.S. estate tax without adding a second level
of tax in Israel. Individual shareholders will not be required to file U.S. tax returns
and only the Israeli company will.

Challenges

The B.P.T. is not creditable in Israel, and therefore this structure results in relatively
high total tax. All other Israeli tax concerns mentioned above, relating to the opaque
treatment of the L.L.C. continue to apply.

OWNERSHIP THROUGH AN ISRAELI FAMILY
COMPANY - A CHECK-THE-BOX ELECTION IS
MADE IN THE U.S.

As mentioned above, the entity classification regulations allow certain entities to
elect to change their default tax treatment. As such, a foreign company having limit-
ed liability for all its members and which defaults to corporate treatment under I.R.S.
regulations can elect to be taxed as a disregarded entity if it has one shareholder or
as a partnership if it has two or more shareholders. From an income tax perspec-
tive, this would eliminate the B.P.T. Both the U.S. and Israel would view the Israeli
company as a passthrough entity for tax purposes. The shareholder or shareholders
are treated as receiving all income and profits derived by the L.L.C. As mentioned
above, the shareholder or shareholders are also treated as deriving losses for U.S.
income tax purposes which may reduce net income or net gain that is subject to tax
in the U.S. as E.C.I., however, if the loss was derived in an L.L.C., it may not pass
through for Israeli tax purposes.
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Advantages

This structure allows offers some level of estate tax protection (a position; see be-
low) without adding a second level of tax in the U.S. or Israel. If the investor expects
capital gain treatment, this structure offers a significant savings on the income tax.

Challenges

The situs of partnership interest is not determined in the Code. And the election to
treat a company as a disregarded entity applies for Federal tax purposes, not limited
to income tax purposes. As a result, the owner of a disregarded entity is treated as if
he or she owns the property. If the owner is a nonresident, noncitizen individual and
the property is an L.L.C. that owns U.S. real property, it may be difficult to assume
estate tax will not apply. If there are two shareholders to the Israeli company, the
election to treat it as a passthrough for U.S. tax purposes would result in partnership
treatment. In the context of the ownership of an interest in a partnership, the rules
determining the situs of partnership interest are also opaque, although seemingly
better than the situs of a disregarded entity as at least a partnership is a regarded
entity. For some tax purposes, a partnership is looked at as an entity and for other
tax purposes it is looked at as an aggregate of the partners. The most recent I.R.S.
revenue ruling regarding estate tax imposed on partnership interest was issued in
1955, concluding that the place where a partnership engages in business controls
the situs of the partnership interest. Consequently, a foreign company that is taxed
as a partnership and not engaged in a U.S. trade or business arguably is considered
a foreign situs asset.

The application of these guidelines to each fact pattern is complex, and while an
argument might exist, a risk remains as the structure does not offer the same level
of assurance that a foreign corporation offers. This includes a Family Company that
does not make a check the box election.

In two cases known as Pierre v. Commr., the Tax Court ruled that for purposes of
valuing a gift subject to U.S. gift tax, a single member disregarded entity must be
respected as an entity. There is no consensus among commentators regarding the
effect of Pierre v. Commr. in the context of a foreign disregarded entity. The I.R.S.
likely would choose to apply the check-the-box rules for disregarded entities literally,
meaning that estate tax is due. But for those tax planners wishing to be optimistic,
this case gives some comfort to argue that an Israeli company that checks the
box for U.S. income tax purposes should not be ignored for estate tax purposes.
How much comfort is an open question. Consequently, if risk is tolerable, but to a
degree, it seems better that a second shareholder is introduced, thereby potentially
strengthening the argument as mentioned above. However, the two Pierre v. Com-
mr. cases discussed a single member L.L.C. and not a partnership, and also, more
importantly, discussed valuation and not situs. And in post-2017 Tax Reform that
changed the taxation of a sale of partnership interest by a foreign person, which
is applicable also to the sale of a foreign partnership, the risk continues to be real.
This change (known as the law after the Grecian Magnesit case) leads us to believe
that the current view of the I.R.S. towards partnerships is that of an aggregate of
the partners rather than a separate entity, meaning that each partner is treated as
owning proportional share of the assets and income of the partnership. It seems
therefore that taking this position with respect to structures that result in U.S. tax
filing reporting income from a U.S. business may be riskier than in structures that do
not (for example, ownership of stock portfolio).
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“It is often difficult for
an investor based in
Israel and investing

in the U.S. to find the

‘golden ticket’ that
results in little or no
income and estate
taxes in both places.”

While an argument might exist, and in certain facts and circumstances an opinion
might be obtained in support of the argument, a risk remains, and the structure does
not offer the same level of assurance that a foreign corporation offers. In some cir-
cumstances, term life insurance policies may be a practical solution, if the investor
is insurable.

TRUSTS

Trusts can offer estate tax protection if drafted carefully. The trust deed must limit
the settlor’s ability to control decisions over the trust, its income, the deployment
of its assets, and the interests of beneficiaries. It must also eliminate the settlor’s
power to benefit from the trust. For many investors, loss of control by the settlor is a
deal breaker. They are not willing to part with the assets, income, and cash flow for
the trust to be an effective planning tool.

Even where continuing powers or enjoyment of income are not present, the types
of investments that are made by the trust could cause the trust to lose its estate
planning purpose if the trust looks more like a business entity and as a result is
taxable as a corporation. Further, if a non-U.S. domestic trust is used, F..R.P.T.A.
remains applicable. If a U.S. domestic trust is created but the settlor or beneficiaries
are Israeli residents, Israel is likely to treat the trust as an Israeli resident. If the
trust is a dual tax resident, the Treaty is not available without a competent authority
determination.

Advantages

Trusts are taxed as individuals, albeit taxed at more steeply graduated rates for
ordinary income. Nonetheless, the beneficial long-term capital gain rate can be uti-
lized providing a maximum rate of 20% Federally. Additionally, trusts offer reliable
protection from estate tax if structured properly.

Challenges

As mentioned above, many individuals are not ready to part with the control that is
required in order to achieve estate tax protection. A trustee must be identified, and
high costs of formation and maintenance may be involved.

CONCLUSION

Being compliant in more than one jurisdiction is always complex. It is often difficult
for an investor based in Israel and investing in the U.S. to find the “golden ticket” that
results in little or no income and estate taxes in both places. More often than not he
or she can end up with far more tax than anticipated. Some structures clearly min-
imize excess income taxes. Others clearly minimize estate tax exposure. Perhaps
the correct path depends on the age and health of the investor as the importance of
certain goals change over the course of a lifetime.

Disclaimer: This article has been prepared for informational purposes only and is not intended to constitute advertising or solicitation and should not
be relied upon, used, or taken as legal advice. Reading these materials does not create an attorney-client relationship.
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