US Tax Treatment of
Foreign Limited
Liability Companies

By Terry Coxon, World Money Analyst Team
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US Tax Treatment of Foreign Limited
Liability Companies

A non-US (foreign) limited liability company is a versatile and comparatively simple vehicle for US
investors who want access to a wider range of non-US financial institutions. This report summarizes
the tax principles that come into play for a US citizen or resident who owns a foreign LLC.

No affirmative election. If a foreign LLC does not make an affirmative election by filing Form

8832 with the IRS, it is classified by default as a foreign corporation. Assuming that you intend to use
your foreign LLC to hold investments (and not to run a business), you almost certainly should file

an election to have the LLC classified either as a partnership or as a disregarded entity (i.e., a sole
proprietorship) for US income tax purposes. Such an election can be retroactive for as many as 75
days. As a practical matter, it is good practice to file the election promptly after the company has been
organized.

Partnership treatment. If there is more than one distinct Member (such as an LLC owned partly
by you and partly by one of your children), the company can avoid being classified as a foreign
corporation by electing to be treated as a partnership. As such, the company would file a partnership
tax return each year. Then you as a Member would include your share of the company’s income,
gains, deductions and credits on your personal tax return, as would each of the other Members
include those items on their own returns.

There generally is no income tax on transferring assets to an LLC that has elected partnership
treatment. However, if you transfer stocks, bonds or other securities that are worth more than you
paid for them, and if more than 80% of the company’s assets consist of cash and securities, and if
the result is that you diversify your holdings to even a modest degree (because another Member
contributed something different), you will recognize any built-in gain on the transfer, just as though
you had sold the securities.

There generally is no income tax on distributions from an LLC that has elected partnership treatment.
However, if the total distributions you receive ever exceed the total of (1) the cash you transferred to
the LLC, plus (2) the cost of the investments you transferred to the LLC, plus (3) your share of the
LLC’s net income, any excess will be a capital gain.

Disregarded entity. If the LLC is owned by just one distinct Member, such as yourself, it can avoid
classification as a foreign corporation by electing to be a “disregarded entity.” In that case, the LLC
doesn'’t file an income tax return; instead, as the Member who owns the entire company, you would
include all of the company’s income, deductions and credits on your own tax return. It's as though the
company is simply a financial account that you own.
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Even if an LLC has more than one Member, if all the Members are indistinct from one another for
income tax purposes, the LLC nonetheless can elect to be a disregarded entity (and may not be
eligible to be treated as a partnership). For example...

You and your grantor Trust. For income tax purposes, you and the grantor Trust (such as a “living
trust”) that you funded are one and the same person. So even if the LLC were owned partly by you
as an individual and partly by your grantor Trust and there are no other Members, the LLC could still
elect to be a disregarded entity.

You can transfer assets of any kind to a foreign LLC that is your own disregarded entity without
triggering any income tax consequences — even if the assets are highly appreciated. For income
tax purposes, you are transferring the property to yourself. Distributions work the same way; a
distribution by the LLC to your Trust has no income tax consequences because (for income tax
purposes) you are transferring property to yourself.

Funding by You and Your Spouse

An LLC that is owned entirely by husband and wife as community property can elect either to be a
disregarded entity or a partnership. So if an LLC is funded solely by community property (contributed
by you and your spouse), it can elect either to be disregarded or to be a partnership. However, if any
interest in the LLC derives from separate property, the LLC is not eligible to be a disregarded entity
and, except in unusual cases, should elect to be a partnership.

If you live in a community property state, and either you or your spouse wants to transfer what

is now separate property to the LLC, consider first entering into a “transmutation agreement.” A
transmutation agreement is a simple legal instrument (sometimes just one page) by which husband
and wife agree that specified items of separate property shall be transmuted into community property.
This would allow you to fund the LLC solely with community property and thereby allow the LLC to be
a disregarded entity.

If you do not live in a community property state, and both you and your spouse want to transfer

what is now separate property to the Trust’'s LLC, the LLC can elect to be treated as a partnership

for income tax purposes. Assuming that most of the LLC’s assets will consist of cash and securities,
a contribution of appreciated property to the LLC might trigger capital gain tax. However, you can
avoid the potential for tax if, before making the contribution, each of you makes a gift of a 50%
interest in the separate property to the other spouse. Doing so would eliminate the potential for tax by
preventing the transfers to the LLC from effecting a diversification of assets for either of you.

If you are not certain whether an LLC funded by both you and your spouse is eligible to elect to
be a disregarded entity, you should consult with a tax attorney or accountant. If you cannot arrive
at a clear answer to the question, to avoid uncertainty, the LLC should elect to be treated as a
partnership.
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Use of this content, the Mauldin Economics website, and related sites and applications is provided under the
Mauldin Economics Terms & Conditions of Use.

Unauthorized Disclosure Prohibited

The information provided in this publication is private, privileged, and confidential information, licensed for your
sole individual use as a subscriber. Mauldin Economics reserves all rights to the content of this publication and
related materials. Forwarding, copying, disseminating, or distributing this report in whole or in part, including
substantial quotation of any portion the publication or any release of specific investment recommendations, is
strictly prohibited.

Participation in such activity is grounds for immediate termination of all subscriptions of registered subscribers
deemed to be involved at Mauldin Economics’ sole discretion, may violate the copyright laws of the United
States, and may subject the violator to legal prosecution. Mauldin Economics reserves the right to monitor the
use of this publication without disclosure by any electronic means it deems necessary and may change those
means without notice at any time. If you have received this publication and are not the intended subscriber,

please contact service@mauldineconomics.com.

Disclaimers

The Mauldin Economics web site, Yield Shark, Thoughts From the Front Line, Outside the Box, Over My
Shoulder, World Money Analyst, Bull’'s Eye Investor, Things That Make You Go Hmmm..., and Conversations
are published by Mauldin Economics, LLC. Information contained in such publications is obtained from sources
believed to be reliable, but its accuracy cannot be guaranteed. The information contained in such publications
is not intended to constitute individual investment advice and is not designed to meet your personal financial
situation. The opinions expressed in such publications are those of the publisher and are subject to change
without notice. The information in such publications may become outdated and there is no obligation to update
any such information.

John Mauldin, Mauldin Economics, LLC and other entities in which he has an interest, employees, officers,
family, and associates may from time to time have positions in the securities or commodities covered in these
publications or web site. Corporate policies are in effect that attempt to avoid potential conflicts of interest and
resolve conflicts of interest that do arise in a timely fashion.

Mauldin Economics, LLC reserves the right to cancel any subscription at any time, and if it does so it will
promptly refund to the subscriber the amount of the subscription payment previously received relating to

the remaining subscription period. Cancellation of a subscription may result from any unauthorized use or
reproduction or rebroadcast of any Casey publication or website, any infringement or misappropriation of
Mauldin Economics, LLC’s proprietary rights, or any other reason determined in the sole discretion of Mauldin
Economics, LLC.

Affiliate Notice

Mauldin Economics has affiliate agreements in place that may include fee sharing. If you have a website or
newsletter and would like to be considered for inclusion in the Mauldin Economics affiliate program, please

email us at affiliate@mauldineconomics.com Likewise, from time to time Mauldin Economics may engage in
affiliate programs offered by other companies, though corporate policy firmly dictates that such agreements
will have no influence on any product or service recommendations, nor alter the pricing that would otherwise
be available in absence of such an agreement. As always, it is important that you do your own due diligence
before transacting any business with any firm, for any product or service.
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