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The tax disclosure contained in the private place-
ment memoranda of traditional U.S. real estate invest-
ment funds typically states that these investments are
generally not suitable for foreign investors. This is
due to the fact that foreign persons are subject to U.S.
tax and branch profits tax on rental income, and most
foreign persons are additionally subject to U.S. tax on
real estate-related gains.1 Where the property is held
in a U.S. corporation, there are no direct taxes on
rental income (the U.S. corporation will instead pay
the tax), but most foreign investors will be subject to
U.S. withholding tax on dividends as well as to
FIRPTA tax on sale of the stock of the U.S. corpora-
tion.

Certain foreign persons may enjoy exemptions
from either or both of FIRPTA and U.S. withholding
tax on dividends. However, most real estate funds are
structured in a manner that prevents these classes of
foreign investors from obtaining the benefits that they
might otherwise enjoy. Funds that wish to attract in-
vestment from this sector will need to understand how
those exemptions apply, so that they may adapt their
structures accordingly.
Treaty Benefits

If the foreign investor is a qualified resident of a
country that has a tax treaty in effect with the United

States, the treaty may reduce the 30% withholding tax
otherwise payable on U.S.-source dividends.2 Al-
though treaties vary, it is quite typical to find the rate
of U.S. withholding tax on dividends paid by a regu-
lar U.S. ‘‘C’’ corporation reduced to 15%. Where the
foreign investor is a corporation that owns more than,
typically, 20% of the stock of the payor, the rate may
be reduced to 5%. Similar tax treaty benefits are usu-
ally applicable for purposes of the U.S. branch profits
tax.

When the U.S. corporation paying the dividends is
a REIT, most treaties would limit the benefit to the
15% rate and deny even that benefit if the foreign in-
vestor owns more than 10% of the REIT’s shares.
This is because the REIT itself does not normally pay
U.S. tax on its income.

A few treaties, notably the U.S.-Canada treaty, re-
duce the rate of withholding tax on dividends to zero
if the foreign person is a charity or pension fund. This
reduction normally applies to regular REIT dividends;
however, it is unlikely that the Internal Revenue Ser-
vice would agree that the rate applies to REIT ‘‘capi-
tal gain’’ dividends.

For these reasons, treaty-benefitted foreign inves-
tors will usually prefer to invest in U.S. real estate
through corporations, including REITs, rather than di-
rectly or through an entity classified as a partnership.

The most important thing for the fund to bear in
mind where a treaty-favored foreign person is invest-
ing is not to inadvertently cut off treaty benefits by in-
terposing a hybrid entity, such as a U.S. limited liabil-
ity company (an LLC), that is treated as tax-
transparent for U.S. tax purposes but that is viewed as
an opaque entity in the foreign investor’s home coun-
try. It is quite common, for example, for real estate

1 §897 and §1445, commonly known as ‘‘FIRPTA’’ (Foreign In-
vestment in Real Property Tax Act). There are exceptions for pub-
licly traded U.S. real property holding companies and domesti-
cally controlled REITs, not discussed here.

All section references are to the U.S. Internal Revenue Code,
as amended (‘‘the Code’’), or the Treasury regulations thereunder.

2 Tax treaties also reduce the U.S. withholding tax on U.S.-
source interest, but in many cases interest is likely to qualify for
the portfolio interest exemption, making reliance upon a treaty un-
necessary.
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funds to make use of LLCs intended to be classified
as partnerships for tax purposes as ‘‘aggregators’’ or
master vehicles. It is also common to use LLCs
treated as disregarded entities. If a treaty investor
holds an investment producing U.S.-source income
(such as dividends) through a tax-transparent LLC,
and the foreign investor’s country of residence views
the LLC as an opaque corporation, treaty benefits will
not be allowed.3 Many countries, including notably
Canada, view LLCs as opaque, requiring funds to en-
sure that they do not use tax-transparent LLCs, but
only limited partnerships, above their investment ve-
hicles.4

Section 892 Benefits
A foreign investor that qualifies as a ‘‘foreign gov-

ernment’’ within the meaning of §892 and the regula-
tions thereunder is exempt from U.S. tax on most in-
terest, dividends and capital gains from stocks and se-
curities. Such investors do not suffer U.S. withholding
tax on dividends so long as they do not own a con-
trolling interest in the payor. Moreover, the §892 ex-
emption extends to gain from the sale of stock of a
U.S. real property holding company, including a
REIT, so long as the foreign government investor
does not control the corporation.

The FIRPTA exemption here applies only to gains
on the sale of stock. It does not apply to rents, to gain
on the sale of ‘‘dirt’’ or to gain on the sale of partner-
ship interests. Moreover, the IRS has ruled in Notice
2007-55 that the exemption is not available for REIT
distributions described in §897(h)(1), even to liquidat-
ing dividends. What this means is that for a foreign
government investor to get the full benefit of §892,
the fund should endeavor to (1) hold each real prop-
erty investment through a separate REIT or corpora-
tion, and (2) sell the stock of that corporation, rather
than have the corporation sell real property. As a com-
mercial matter, this is more readily achievable where
the corporation is a REIT that is not subject to a
corporate-level tax that the stock buyer would gener-
ally discount for.

Section 892 benefits are limited to those cases in
which the foreign government investor owns less than
50% of the stock of the corporation being sold, and

does not otherwise exercise effective control over the
corporation. While this will not ordinarily pose an is-
sue in widely held funds, it can become a problem in
co-investment and ‘‘fund of one’’ structures.5

QFPF Benefits
At the end of 2015, Congress added §897(l) to the

Code. That subsection exempts entities meeting the
definition of a ‘‘qualified foreign pension fund’’
(‘‘QFPF’’) from FIRPTA. Unlike the more limited ex-
emption in §892, the QFPF exemption extends to
REIT capital gain distributions. Thus, if a QFPF in-
vests in a REIT, and the REIT sells a U.S. real prop-
erty interest at a gain, distributions attributable to that
sale will not be subject to U.S. tax in the hands of the
QFPF. In addition, there is no requirement that the
QFPF own less than 50% of an entity in order to ben-
efit from the exemption.

The exemption applies only to those foreign inves-
tors that qualify as a QFPF. Because this is a new pro-
vision of the Code, with poorly defined terms and no
guidance from the IRS as to its interpretation, even
foreign investors that are pension funds as normally
defined may not be entirely comfortable relying upon
it. However, many will rely on it, especially as a
back-up to §892 and treaties where applicable. The
QFPF exemption is especially meaningful where the
underlying investment can be structured as a REIT,
because it applies to capital gain distributions.6 Where
a foreign investor can rely on this exemption, it is no
longer necessary (although it may remain advisable)
to structure through the use of separate REITs for
each property.

As in the case of §892, the exemption does not ex-
tend to rent, sales of ‘‘dirt,’’ or sales of partnership in-
terests. Section 897(l) exempts a QFPF only from
FIRPTA. Gains from the sale of real estate held di-
rectly or through a partnership are generally effec-
tively connected income for U.S. tax purposes and
fully subject to tax as such.

Conclusion
The foregoing illustrates that in structuring for tax-

advantaged foreign investors, the use of REITs (often
a separate REIT for each property) is by far the most
tax-efficient approach. It will also be important to en-
sure that no LLC is placed above the REIT.

3 Reg. §1.894-1(d)(1).
4 The use of an LLC as the investment vehicle itself presents

no treaty issues. It is common, for example, for a fund to create a
REIT as an LLC. Because a REIT is opaque, it is not a hybrid and
the foregoing rules are not implicated. And of course, if the fund
invests in a tax-transparent LLC that holds real property, it will
usually interpose a U.S. blocker above the LLC to avoid direct re-
porting of rental income, branch profits and unprotected gain by
the foreign investor.

5 Another §892 issue that arises in such structures relates to a
special entity classification rule applicable to governmental enti-
ties, which treats a ‘‘wholly owned’’ entity as a per se corpora-
tion. Reg. §301.7701-2(b)(6).

6 The §897(l) exemption does not extend to dividends. Some
QFPFs may qualify for a lower rate of tax on dividends, or even
a complete exemption, under a treaty or §892.
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