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Rules for Foreigners Investing in Rental Property 
in the U.S. 
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Whether you are a foreigner investing in the U.S. or a real estate 
professional in the U.S. assisting  foreign persons’ acquiring real 
estate as a part-time residence, or for investment the tax law can 
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certainly be confusing.  However, we can all agree on the benefits of 
investing in real estate and the importance of having real estate in 
our portfolios. 

With that said, the U.S. tax rules that apply to ownership and 
dispositions of U.S. real estate by foreign persons are different in 
some important respects from the rules that apply to U.S. 
persons.  Also, property managers are under special rules when 
managing property for foreign owners. 

Here are some basic rules and I highly recommend that any foreigner 
investing in the U.S. retain a U.S. Law and Accounting firm to structure 
their entity and file any necessary tax returns. 

Legal Structuring. In a nutshell, a foreigner really has 3 options to 
choose from when it comes to ‘holding’ the real estate in the U.S. 1) C-
Corporation, 2) Limited Liability Company (LLC), or 3) Limited 
Partnership (LP). Generally, the LLC is the best route to go in order to 
potentially save on taxes and even additional tax returns. HOWEVER, 
and I can’t emphasize this enough, any given foreign country could 
have a unique and/or odd Tax Treaty with the U.S. that makes the use 
of an LLC for the foreigner a nightmare. 

For example, I would not recommend a Canadian Citizen use an LLC to 
hold U.S. investment property because of serious double or triple 
taxation issues. Also, it should at least be mentioned for the novice 
investor that an S-Corporation is NOT an option and cannot be owned 
by a foreigner. 

Withholding Tax. Before we even talk about what tax returns a 
Foreigner may need to file in the U.S., there is the ‘Withholding Tax’ 
issue. Essentially, the IRS (U.S. Government) wants to make sure that 
certain (Withholding Agents- which could be simply a Realtor, Title 
Company or Seller of property), withhold taxes from rent or the sale 
of property to ensure that the U.S. gets its tax and doesn’t get 
‘stiffed’. There are 3 issues to consider. 

 Sale of Property– This withholding ‘rule’ has its own set of 
guidelines and The Foreign Investment in Real Property Tax Act 
(FIRPTA) requires a FIRPTA withholding tax of 10% of the amount 
realized on the disposition of all U.S. real property interests by a 
foreign person. A buyer of U.S. real property interest from a 
foreign investor is considered the (transferee) and also the 



withholding agent. The transferee must find out if the transferor 
is a foreign person. If the transferor is a foreign person and the 
transferee fails to withhold, the buyer may be held liable for the 
tax. The seller must report that sale of the real property 
interests by filing a U.S. Federal Tax Form 1040-NR or Form 1120-
F (which I’ll mention later in more detail). 

 Passive Investor– It may sound prudent to be a ‘passive’ investor 
in the U.S. and thus things could be simpler and withholding 
less, however that is generally not the case. First, a passive 
activity would be considered a typical rental property, and 
obviously a net lease in which the lessee pays rent, as well as all 
taxes, operating expenses, repairs, and interest in principal on 
existing mortgages and insurance in connection with the 
property. Such passive rental income is subject to a flat 30 
percent withholding tax (unless reduced by an applicable 
income tax treaty) applied to the gross income rather than the 
“net rent” received. Thus, the real estate taxes, operating 
expenses, ground rent, repairs, interest and principal on any 
existing mortgages, and insurance premiums paid by the lessee 
on behalf of the foreign owner-lessor, must be included in gross 
income subject to the 30 percent withholding tax. The gross 
income and withheld taxes must be reported on Form 1042-S, 
Foreign Persons U.S. Source Income Subject to Withholding to 
the IRS and the payee by March 15 of the following calendar 
year. The payor must also submit Form 1042, Annual 
Withholding Tax Return for U.S. Source Income of Foreign 
Persons, by March 15. 

Foreigner engaged in a U.S. Trade or Business– Believe it or not, this is 
something the Foreigner may want to ‘Elect’ and be treated as such. 
First, a foreign investor is considered to be engaged in a U.S. trade or 
business such as the developing, managing and operating a major 
shopping center. If this is the case, the rental income will not be 
subject to withholding and will be taxed at ordinary progressive 
rates. Expenses such as mortgage interest, real property taxes, 
maintenance, repairs and depreciation (accelerated cost recovery) 
may then be deducted in determining net taxable income. The 
nonresident must make estimated tax payments for the tax due on 
the net rental income, if any. The only way these expenses can be 
deducted, however, is if an income tax return Form 1040NR for 



nonresident alien individuals and Form 1120-F for foreign 
corporations is timely filed by the foreign investor. 

      *Make the “Election”- Foreign individuals and foreign corporations 
may elect to have their passive rental income taxed as if it were 
effectively connected with the U.S. trade or business. Once such an 
election is made by attaching a declaration to a timely filed income 
tax return, there is no obligation to withhold even in a net-lease 
situation. Once made, the election may not be revoked without the 
consent of the IRS. This election is made with Forms W-8ECI, 
Certificate of Foreign Person’s Claim for Exemption From Withholding 
on Income Effectively Connected With the Conduct of a Trade or 
Business in the United States. 

Income Tax Returns- Finally, annual tax returns will need to be filed 
by a foreigner holding U.S. property for rent or selling U.S. Property. 
The Form 1040NR is required for nonresident alien individuals and 
Form 1120-F for foreign corporations. I wish I could say that a single 
member LLC would only require a 1040NR in every instance, but 
again, it depends on the country we are dealing with. For example, 
Canadians even holding a single member LLC would need to file an 
1120-F (as the Canadian Government doesn’t recognize the LLC as a 
‘flow thru’ entity). Again, underscoring the point that support from a 
professional firm is absolutely critical. 

Real Estate Professionals selling to, buying from, or managing 
property for a Foreign Person. U.S. real estate professionals must 
know how to properly deal with foreign investors in U.S. real estate in 
order to be in compliance with the federal tax laws affecting real 
estate transactions. They must be familiar with the rules that 
determine whether an individual or entity is to be treated as a U.S. 
person or a foreign person. In addition, they must also be familiar with 
the fundamentals of U.S. federal income taxation of foreign investors 
with U.S. rental income. There are withholding rules and 
requirements for the real estate professional that may SHOCK YOU. 
Please take this seriously and get a consult and support with a tax 
professional that can guide you through this mine field. 

In Summary, there are WONDERFUL opportunities for foreigners 
investing in the U.S. and sellers and real estate professionals working 
with these foreigners. However, all parties need to be familiar with 
the rules and have a professional firm supporting them here in the 



U.S. PLEASE know that we at K&E CPAs can help you through the 
process. Please call and speak with our administrative assistant, 
Sandy Clark to schedule a call with one of our CPAs at 435-865-5866 
or visit us at www.ke-cpas.com. 

Mark J. Kohler is a CPA, Attorney, Radio Show host and author of the 
new book “The Tax and Legal Playbook- Game Changing Solutions For 
Your Small Business Questions”   and “What Your CPA Isn’t Telling 
You- Life Changing Tax Strategies” . He is also a partner at the law 
firm Kyler Kohler Ostermiller & Sorensen, LLP and the accounting firm 
K&E CPAs, LLP. For more information visit him at 
www.markjkohler.com. 
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