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INTRODUCTION

In the Fall of 1999, then-Chairman of the House Ways and Means Committee,
Representative William Archer, requested the staff of the Joint Committee on Taxation (the
“Joint Committee”) to review the tax rules related to tax-motivated citizenship relinquishment
and residency termination that were enacted as part of the Health Insurance Portability and
Accountability Act of 1996, as well as related rules enacted in 1996 restricting visas for tax-
motivated former citizens. In particular, Chairman Archer asked the Joint Committee staff to
review whether those rules have been applied in the manner intended by the Congress and
whether the rules have been effective in deterring tax-motivated citizenship relinquishment and
residency termination. The Joint Committee staff also was asked to provide recommendations
on ways to improve these rules.

The Joint Committee staff spent extensive time during 1999 and 2000 on its review of the
present-law tax and immigration rules relating to citizenship relinquishment and residency
termination. Chairman Archer retired in 2000 at the end of the 106™ Congress. At that time, the
Joint Committee staff had not completed its review. Due to more pressing work, the project was
set aside. In 2002, Ranking Member of the House Ways and Means Committee, Representative
Charles Rangel, and Representative James Moran, separately requested the Joint Committee staff
to produce a report regarding these rules. The Joint Committee staff spent extensive time during
2002 and early 2003 updating and completing its review to reflect, among other things, changes
in laws and administrative practices since 2000 that affected the present-law rules under review.

This review' includes several parts: Part I provides an executive summary of the Joint
Committee staff’s review and recommendations. Part II discusses recent legislative activity with
respect to phase-down and repeal of the estate tax and the implications of such changes for this
review. Part III describes the methodology of the Joint Committee staff’s review. Part IV
describes the relevant present-law tax rules, including the alternative tax regime applicable to
certain former citizens and former residents. Part V describes the relevant present-law
immigration rules, including the special immigration rules applicable to former citizens. Part VI
describes the potential purposes of an alternative tax regime applicable to certain former citizens
and former residents. Parts VII and VIII focus on the enforcement and effectiveness of the
present-law tax rules relating to tax-motivated citizenship relinquishment and residency
termination and the related immigration rules. Part IX provides a summary of other countries’
special tax regimes and estate, gift and inheritance regimes. Part X describes recent proposals
that involve a different approach (known as a “mark to market,” or “exit tax” approach) from
that of the present-law alternative tax regime. Part XI sets forth several Joint Committee staff
recommendations to improve the present-law alternative tax regime and the related immigration
rules.

! This document may be cited as follows: Joint Committee on Taxation, Review of the
Present-Law Tax and Immigration Treatment of Relinquishment of Citizenship and Termination
of Long-Term Residency, (JCS-2-03), February 2003.



I. EXECUTIVE SUMMARY

Overview of tax law

In general

U.S. citizens and noncitizens who are U.S. residents generally are subject to U.S. tax on a
worldwide basis for U.S. Federal income, estate, and gift tax purposes.”> On the other hand,
noncitizens who are nonresidents generally are subject to U.S. tax only on income from U.S.
sources and income effectively connected with the conduct of a trade or business within the
United States. In addition, noncitizens who are nonresidents generally are subject to U.S. estate
and gift tax only with respect to U.S.-situated property. Bilateral tax treaties may modify the
treatment under these general tax rules.

Alternative tax regime for certain former citizens and former long-term residents

Since 1966, special tax rules have applied to a U.S. citizen who relinquishes U.S.
citizenship with a principal purpose of avoiding U.S. taxes. These rules are referred to as the
“alternative tax regime.” Under the alternative tax regime enacted in 1966, a former citizen is
subject to an alternative method of income taxation for 10 years following citizenship
relinquishment. The alternative tax regime is a hybrid of the tax treatment of a U.S. citizen and a
noncitizen who is a nonresident. For the 10-year period following citizenship relinquishment,
the former citizen is subject to tax only on U.S.-source income at the rates applicable to U.S.
citizens, rather than the rates applicable to noncitizens who are nonresidents. However, for this
purpose, U.S.-source income has a broader scope than it does for normal U.S. Federal tax
purposes and includes, for example, gain from the sale of U.S. corporate stock or debt
obligations. The alternative tax regime applies only if it results in a higher U.S. tax liability than
the liability that would result if the individual were taxed as a noncitizen who is a nonresident.

In addition, since 1966, the alternative tax regime has included special estate and gift tax
rules. Under these rules, if a former citizen who is subject to the alternative tax regime dies
within 10 years of citizenship relinquishment, his or her estate includes the value of certain
closely-held foreign stock to the extent that the foreign corporation owns U.S.-situated property.
In addition, under the alternative tax regime, the former citizen is subject to gift tax on gifts of
U.S.-situated intangibles, such as U.S. stock, made during the 10 years following citizenship
relinquishment.

2 The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”)
repealed the estate tax for estates of decedents dying after December 31, 2009. However, the
Act included a “sunset” provision, pursuant to which EGTRRA’s provisions, including estate tax
repeal, do not apply to estates of decedents dying after December 31, 2010.

3 The present-law alternative tax regime was first enacted as part of the Foreign Investors
Tax Act of 1966, Pub. L. No. 89-809.



In 1996, several significant changes were made to the alternative tax regime:.4 These
amendments followed press reports and Congressional hearings indicating that a small number of
very wealthy individuals had relinquished their U.S. citizenship to avoid U.S. income, estate, and
gift taxes, while nevertheless maintaining significant contacts with the United States.

First, the 1996 amendments extended the application of the alternative tax regime to
certain long-term residents who terminate their U.S. residency. Thus, under the 1996
amendments, the alternative tax regime applies both to U.S. citizens who relinquish citizenship
and long-term residents who terminate residency with a principal purpose of avoiding U.S. taxes.

Under the 1996 amendments, a U.S. citizen who relinquishes citizenship or a long-term
resident who terminates residency is treated as having done so with a principal purpose of tax
avoidance (and, thus, generally is subject to the alternative tax regime) if: (1) the individual’s
average annual U.S. Federal income tax liability for the five taxable years preceding citizenship
relinquishment or residency termination exceeds $100,000; or (2) the individual’s net worth on
the date of citizenship relinquishment or residency termination equals or exceeds $500,000.
These amounts are adjusted annually for inflation.” Certain categories of individuals can avoid
being deemed to have a tax avoidance purpose for relinquishing citizenship or terminating
residency by submitting a ruling request to the Internal Revenue Service (“IRS”) regarding
whether the individual relinquished citizenship or terminated residency principally for tax
reasons. This ruling practice is detailed in Notice 97-19 and was modified in Notice 98-34.°

The 1996 amendments provide for certain anti-abuse rules to prevent circumvention of
the alternative tax regime through conversion of U.S.-source income or property to foreign-
source income or property. In addition, the 1996 amendments extend the scope of the alternative
tax regime by including foreign property acquired in nonrecognition transactions, taxing amounts
earned by former citizens and former long-term residents through controlled foreign
corporations, and suspending the 10-year liability period during any time at which a former
citizen’s or former long-term resident’s risk of loss with respect to property subject to the
alternative tax regime is substantially diminished, among other measures.

The 1996 amendments require individuals to provide certain tax information, including
tax identification numbers, upon relinquishment of citizenship or termination of residency. The
penalty for failure to provide the required tax information is the greater of $1,000 or five percent
of the tax imposed under the alternative tax regime for the year. In addition, the U.S.
Department of State (“Department of State™) and other governmental agencies are required to
provide this information to the IRS.

* Health Insurance Portability and Accountability Act of 1996, Pub. L. No. 104-191.

3 The inflation-adjusted amounts are $122,000 and $608,000, respectively, for 2003.
Rev. Proc. 2002-70, 2002-46 1.R.B. 845.

® 1997-1 C.B. 394 and 1998-2 C.B. 29. See A-166 and A-193.



Overview of immigration law

In general

For immigration purposes, a noncitizen seeking to enter the United States generally is
required to present valid documentation, usually a visa and a passport. The Department of State
and the Immigration and Naturalization Service (the “INS”) form a “double check” system for
entry into the United States. The Department of State grants visas, and the INS inspects persons
upon arrival at a port of entry and determines whether they will be admitted into the country.
There are many grounds on which a person can be denied entry or reentry, some of which can be
waived. Even if such grounds cannot be waived, a person may be “paroled” (granted temporary
admission) into the United States for emergency or humanitarian reasons.

Special immigration rule for U.S. citizens who renounce citizenship for tax reasons

In 1996, the Congress enacted a special immigration provision applicable to individuals
who renounce their U.S. citizenship with the purpose of avoiding taxation.” Under this
provision, a former citizen is to be denied reentry into the United States if the Attorney General
determines that the individual renounced his or her citizenship for the purpose of avoiding U.S.
tax.® The Attorney General has the authority to waive this prohibition with respect to non-
immigrants (i.e., individuals who do not want to establish permanent residence in the United
States). This special provision does not apply to former long-term residents who terminate
residence for tax reasons.

Overview of Joint Committee staff review

The Joint Committee staff conducted an extensive review of the present-law alternative
tax regime for certain former citizens and former long-term residents and the related immigration
laws. This included a review of the relevant statutes and their legislative history, discussions
with the Federal agencies responsible for enforcing these laws, research of articles and
commentaries written on the subject of citizenship relinquishment or residency termination, an
examination of individual tax return information, and discussions with practitioners who advise
individuals wishing to relinquish citizenship or terminate residency. ?

To assist in this review, the Joint Committee staff requested that the General Accounting
Office (“GAO”) review the administrative practices of the U.S. Department of the Treasury
(“Department of Treasury”), the IRS, the Department of State, and the INS in connection with
the collection and processing of information about former citizens and former long-term

7 Illegal Immigration Reform and Immigrant Responsibility Act, Pub. L. No. 104-208,
Division C, sec. 352(a), 110 Stat. 3009-641 (1996).

8 1a

® For a description of the Joint Committee staff methodology for this review, see Part III.
below.



residents. The Joint Committee staff also requested that the GAO review the enforcement of the
various requirements set forth in the alternative tax regime and related immigration rules. The
GAO completed its review and issued a report in May 2000.'°

The Joint Committee staff spent extensive time during 1999 and 2000 conducting its
review. Chairman William Archer, who originally requested the Joint Committee staff review,
retired at the end of the 106" Congress in 2000. At that time, the Joint Committee staff had not
completed its review. Due to more pressing work, the project was set aside. In 2002 and early
2003, based on renewed interest in the topic expressed by several Members of Congress, the
Joint Committee staff spent extensive time to update and complete its review, including updating
prior work to take into account changes in law and administrative practices since 2000. This
process included reviewing numerous private letter rulings issued to former citizens and former
long-term residents since 2000, analyzing the potential effects of changes in law, such as the
changes to the estate tax provisions as part of EGTRRA, as well as other developments, such as
reorganizations within the IRS that could affect the administration of the alternative tax regime.

Summary of Joint Committee staff findings

Based on the GAO and Joint Committee staff review of the various Federal agencies’
administrative procedures, the Joint Committee staff concludes that there is little or no
enforcement of the special tax and immigration rules applicable to tax-motivated citizenship
relinquishment and residency termination. The GAO stated in their 2000 report that the IRS
does not yet have a systematic compliance effort in place to enforce the present-law alternative
tax regime. Since that time the IRS generally has ceased all compliance efforts directly relating
to the income, estate, and gift tax obligations of former citizens and former long-term residents
under the alternative tax regime, other than compiling a Certificate of Loss of Nationality
(“CLN”) database for such individuals and publishing their names in the Federal Register as
required by section 603 9G.!! In addition, the INS and the Department of State have not denied
reentry into the United States to a single former citizen under the 1996 special immigration rule.
While the Joint Committee staff is aware that the INS has begun drafting guidelines to
implement the immigration provision, it is unclear whether the guidelines will have any
significant effect on enforcement.

The Joint Committee staff believes that a key reason for inadequate enforcement of the
alternative tax regime is the inability to obtain necessary information from individuals: (1) at the
time of citizenship relinquishment or residency termination; and (2) during the 10-year period
following citizenship relinquishment or residency termination, for those individuals who are
subject to the alternative tax regime. These enforcement difficulties begin at the time individuals
notify the Department of State of their intent to relinquish citizenship.

For the period 1995 through 1999, only one-third of individuals relinquishing citizenship
provided information statements that contained a social security number. For 2000 and 2001,

10 6ee the General Accounting Office Report (‘GAO Report™) at A-256.

11 See A-141 (September 20, 2002, letter from the IRS) (relevant material redacted).



there was significant improvement in the number of information statements provided by
individuals relinquishing citizenship, but the Joint Committee staff was unable to obtain specific
information as to how many of these statements were fully completed and included social
security numbers.!? Without a social security number, the IRS cannot attempt to match the
former citizen or former long-term resident to other IRS databases without a labor-intensive
manual search.

For the period 1995 through 1999, 182 former citizens identified themselves as exceeding
the thresholds provided under the altematlve tax regime for being treated as having relinquished
their citizenship for tax avoidance purposes 3 For 2000 and 2001, 76 former citizens who
provided information statements identified themselves as meeting one or more of the monetary
thresholds or included a social security number.'* Except for these individuals, the IRS does not
appear to have sufficient information (e.g., social security numbers) for these periods to identify
other individuals who might be subject to the alternative tax regime. Furthermore, with respect
to those individuals who have been identified, the IRS currently makes no attempt to monitor and
enforce the 10-year income tax return filing requirement for those individuals subject to the
alternative tax regime.

The Joint Committee staff recognizes that monitoring the activities of individuals who no
longer reside in the United States is inherently difficult, and that the need to do so poses serious
challenges in enforcing these rules. At a minimum, an effective system for collecting and
processing timely information relating to individuals who relinquish citizenship or terminate
residency is a prerequisite to enforcing the rules. Enforcement of the immigration provision also
is hindered by several factors, specifically lack of access by the Attorney General to the IRS
records to identify former citizens who renounce citizenship for tax reasons, lack of access by the
IRS to INS databases, differing interpretations between the INS and the Department of State as
to what it means to officially renounce U.S. citizenship, and the lack of coordination between the
tax rules and the immigration rules relating to individuals who relinquish citizenship or terminate
their residency.

The Joint Committee staff also believes that inadequate enforcement of the alternative tax
regime and the related immigration rules may be due in part to a low priority assigned to the
enforcement of these rules by the Federal agencies involved. As indicated above, in 2000, the
IRS generally ceased compliance efforts directed at former citizens and former long-term
residents under the alternative tax regime. The IRS, therefore, cannot determine whether such
individuals are meeting their tax return filing requirements under the alternative tax regime.
Moreover, the GAO stated in its 2000 report that the IRS has never pursued an audit or otherwise

12 For a more detailed discussion, see Part VIL.B. below.
13 See the GAO Report at A-256.

14 See A-123 (August 14, 2002, letter from the IRS).



examined those former citizens or former long-term re31dents who were determined in the ruling
process to have a principal purpose of tax avoidance."

Other factors also have contributed to enforcement problems. For example, the present-
law alternative tax regime requires in many instances an inquiry into the subjective intent of the
former citizen or former long-term resident -- i.e., whether one of the principal purposes for
expatriating or terminating residency was the av01dance of tax. The IRS has limited resources
that it must allocate to their best uses, and investigating the subjective reasons behind an
individual’s desire to relinquish citizenship or terminate residency requires a significant
investment of those resources. If no such inquiry is made under the present-law rules, there is
uncertainty as to whether a former citizen or former long-term resident is subject to the
alternative tax regime.

The Joint Committee staff concludes that the problems with enforcement are significant
enough that it is not possible to fully assess the potential effectiveness of the present-law
alternative tax regime and related immigration rules. The Joint Committee staff believes that the
enforcement problems (specifically the lack of information about former citizens and former
long-term residents) must be addressed before the effectiveness of these rules can be fully
evaluated. In this regard, the Joint Committee staff makes several recommendations designed to
improve the administration and enforcement of the alternative tax regime and the related
immigration rules.

Summary of Joint Committee staff recommendations

The Joint Committee staff recommends several changes to the present-law alternative tax
regime and related immigration rules, with a view toward improving the administration and
enforcement of these rules.

Consistent with its mandate in connection with this study, the Joint Committee staff has
focused on potential improvements to the operation of the present-law rules. Thus, the staff’s
recommendations are designed to fit within the basic framework of the present-law alternative
tax regime, and to make this regime work as well as possible. The Joint Committee staff does
not take a position as to more fundamental changes that might be considered, such as replacing
the present-law alternative tax regime with a mark-to-market exit-tax system, or ehmlnatlng
altogether the tax regime specific to former citizens and former long-term residents.'®

15 Recent information from the IRS indicates that the IRS has undertaken, or is in the
process of undertaking, examinations of a small number of individuals who were determined to
be subject to the alternative tax reglme under the ruling process. However, the Joint Committee
staff has been unable to determine, in all cases, the amount of tax collected from this small group
of individuals. See A-132 (August 14, 2002, letter from the IRS); A-141 (September 16, 2002,
letter from the IRS); A-141 (September 20, 2002, letter from the IRS) (relevant material
redacted).

16 See Part X, below, for a discussion of alternative approaches to the tax treatment of
former citizens and former long-term residents.



While the Joint Committee staff believes that its recommendations would improve the
effectiveness and administration of the present-law rules, it should be noted that, even if the
Congress were to enact the Joint Committee staff recommendations, tax incentives for
citizenship relinquishment and residency termination would remain. An alternative tax regime
that is limited to U.S.-source income and, in the case of the estate and gift taxes, to U.S.-situated
assets (albeit with expanded definitions of such income and assets) cannot eliminate the tax
incentives to relinquish citizenship or terminate residency in cases in which an individual owns
significant foreign-situated property. Similarly, an alternative tax regime that applies for a 10-
year period following citizenship relinquishment or residency termination will not be effective
with respect to individuals who are willing to wait the 10-year period prior to disposing of assets
that would be subject to tax under the alternative tax regime. Perhaps most fundamentally, any
tax regime applicable to individuals who are no longer physically present in the country, and
whose assets may no longer be situated in the country or under the control of any U.S. person,
inevitably faces serious challenges of enforcement as a practical matter. This enforcement effort
requires significant resources to be devoted to the few individuals who are subject to the
alternative tax regime. Accordingly, the Joint Committee staff believes that careful
consideration should be given as to whether the alternative tax regime and related immigration
rules, even as modified by the recommendations set forth below, can fully achieve the goals that
the Congress intends to accomplish.'’?

The Joint Committee staff recommendations are summarized immediately below and are
discussed in detail in Part XI, below.

A. Tax Recommendations
1. Provide objective rules for the alternative tax regime

The Joint Committee staff recommends that objective rules replace the subjective
determination of tax avoidance as a principal purpose for citizenship relinquishment or residency
termination under present law. Under the proposed objective rules, a former citizen or former
long-term resident would be subject to the alternative tax regime for a 10-year period following
citizenship relinquishment or residency termination, unless the former citizen or former long-
term resident:

(a) establishes that his or her average annual net income tax liability for the five
preceding years does not exceed $122,000 (adjusted for inflation after 2003) and his or
her net worth does not exceed $2 million, or alternatively satisfies limited exceptions for
dual citizens and minors who have had no substantial contact with the United States, and

(b) certifies under penalties of perjury that he or she has complied with all U.S. Federal
tax obligations for the five preceding years and provides such evidence of compliance as
the Secretary of the Treasury may require.

17" See Part VI, below, for background on the purposes of a special tax regime for former
citizens and former long-term residents.



This recommendation, like present law, retains an income tax liability test and a net
worth test, but it departs from the present-law approach in two significant respects. First, the
objective monetary thresholds would become the general rule for conclusively determining
whether a former citizen or former long-term resident would be subject to the alternative tax
regime. The monetary thresholds would serve as a proxy for tax motivation and, unlike present
law, no subsequent inquiry into the taxpayer’s intent would be required or permitted in any case.
The ruling process of present law would be eliminated. Second, because this objective monetary
standard would be less flexible than present law, the present-law amount for the net-worth
threshold would be increased.

The alternative tax regime would not apply to a former citizen who is a dual citizen or a
minor with no substantial contacts with the United States prior to relinquishing citizenship.
These exceptions for dual citizens and minors would use the present-law definitions of such
individuals,'® but the exceptions would operate differently from the present-law rules, which
require an inquiry into intent. Under the recommendation, even if a former citizen or former
long-term resident exceeded the monetary thresholds, that person would be excluded from the
alternative tax regime if he or she fell within one of the specified exceptions (provided that the
requirement of certification and proof of compliance with Federal tax obligations is met). These
exceptions would provide relief to individuals who have never had any substantial connections
with the United States, as measured by certain objective criteria, and would eliminate IRS
inquiries as to the subjective intent of such taxpayers.

2. Provide tax-based rules for determining when an individual is no longer a U.S. citizen or
long-term resident for U.S. Federal tax purposes

The Joint Committee staff recommends that an individual should continue to be treated as
a U.S. citizen or long-term resident for U.S. Federal tax purposes until:

(a) notification of an expatriating act or termination of residency is provided to the
Department of State or the INS, respectively, and,

(b) a complete and accurate IRS Form 8854 (i.e., a tax information statement) is filed.

In addition, the Department of State (including U.S. consular offices) should be required
to provide a uniform tax information statement (i.e., IRS Form 8854) to all individuals who
relinquish citizenship.

This recommendation would improve present-law rules by denying taxpayers the tax
benefits of citizenship relinquishment or residency termination unless and until they provide the
information necessary for the IRS to enforce the alternative tax regime.

18 Secs. 877(c)(2)(A) and 877(c)(2)(C), respectively.



3. Provide a sanction for individuals subject to the alternative tax regime who return to the
United States for extended periods

The Joint Committee staff recommends that a former citizen or former long-term resident
who is subject to the alternative tax regime and who is present in the United States for more than
30 days in any calendar year during the 10-year period following citizenship relinquishment or
residency termination should be treated as a U.S. resident for U.S. Federal tax purposes for that
calendar year.

This recommendation would reduce the tax incentives to relinquish citizenship or
terminate residency for individuals who desire to maintain significant ties to the United States.

4. Impose gift tax with respect to certain closely held foreign stock

The Joint Committee staff recommends that gifts of certain closely held stock of a foreign
corporation by an individual subject to the alternative tax regime be subject to U.S. gift tax to the
extent that the foreign corporation holds U.S.-situated assets.

This recommendation would create parity between the relevant estate and gift tax rules
and would combat a well-known method of gift tax avoidance.

5. Impose annual return requirement

The Joint Committee staff recommends that former citizens and former long-term
residents who are subject to the alternative tax regime be required to file an annual return that
provides, among other things, information on the permanent home of the individual, the
individual’s country of residency, the number of days the individual was present in the United
States, and detailed information about the individual’s income and assets. The annual return
would be required even if no U.S. tax is due.

This recommendation would enable the IRS to monitor more effectively both the income
generated by assets as well as any dispositions of assets that may be subject to U.S. tax.

6. Transition issues
The Joint Committee staff recognizes that transition issues would have to be addressed in
connection with implementing these recommendations. Any Joint Committee staff

recommendations that are adopted should apply on a prospective basis.

The Joint Committee staff recommends an immediate moratorium on the issuance by the
IRS of the “fully submit” category of rulings under Notice 98-34.

B. Immigration Recommendations
1. Conform present-law immigration provision to tax rules

The Joint Committee staff recommends that the present-law tax and immigration
provisions be coordinated in terms of both coverage and administration. Accordingly, the
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substantive standards governing whether a former citizen or former long-term resident is
inadmissible into the United States under the special immigration provision should be tied to the
tax law provisions, and the IRS should be the agency primarily responsible for applying these
standards.

This recommendation would create consistency between the relevant tax and immigration
provisions and would assign the responsibility for making tax-related determinations to the
agency best-equipped to do so.

2. Eliminate discretionary exception from immigration provision

The Joint Committee staff recommends that no waivers of substantive inadmissibility be
available for former citizens and former long-term residents who are inadmissible by reason of
the special immigration provision relating to tax avoidance.

This recommendation would bolster the deterrent effect of the special immigration
provision.

3. Promote interagency information sharing

The Joint Committee staff recommends that the INS’s databases be made accessible to
the IRS and other appropriate Federal agencies for purposes of administering the special
immigration provision relating to tax avoidance. These databases also should be modified to
include social security numbers, if available, among other modifications.

This recommendation would facilitate the interagency cooperation needed to enforce the
special immigration provision.

4. Amend Code section 6103
The Joint Committee staff recommends that section 6103 be modified to enable the IRS
to share with the appropriate agencies the minimum tax information necessary to implement the

special immigration provision.

Like the previous recommendation, this recommendation would facilitate the interagency
cooperation needed to enforce the special immigration provision.
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II. ESTATE TAX REPEAL

Individuals who contemplate relinquishing citizenship or terminating residency for tax
purposes generally consider three main U.S. taxes: the income tax, the estate tax, and the gift tax.
For some taxpayers, the estate tax (the maximum rate of which reaches 49 percent for 2003) may
serve as the principal motivating factor in the decision to relinquish citizenship or terminate
residency.

In view of the small number of expatriating individuals relative to the overall number of
persons potentially subject to the U.S. estate tax, this study cannot definitively establish a causal
link between the estate tax and citizenship relinquishment or residency termination. However,
the Joint Committee staff observes from a review of individual cases that several of the
individuals who have relinquished citizenship or terminated residency have substantially reduced
their potential worldwide estate tax liability by doing so. This experience suggests that a general
analysis of tax-motivated citizenship relinquishment or residency termination and the rules that
address these situations must be premised, in part, on the existence of an estate tax that, absent
special rules, might be avoided by relinquishing citizenship or terminating residency. Recent
developments in the law, however, may call this premise into question and thus affect this
analysis.

EGTRRA made a number of changes to the estate and gift tax rules, including
incremental rate reductions and unified credit increases from 2002 to 2009, and repeal of the
estate tax for estates of decedents dying after December 31, 2009. However, EGTRRA also
included a “sunset” provision, pursuant to which EGTRRA’s provisions, including estate tax
repeal, do not apply to estates of decedents dying after December 31, 2010. Thus, under present
law, the estate tax phases down from 2002 to 2009, is repealed for 2010, and then is reinstated in
2011, without the rate reductions and unified credit increases that were phased in prior to repeal.

In the 107" Congress, several bills were introduced that would make estate tax repeal
permanent (e.g., H.R. 586, H.R. 2143, H.R. 2316, H.R. 2327, and H.R. 2599) and one bill was
introduced to accelerate estate tax repeal (S.3). The House passed H.R. 586 and H.R. 2143. In
addition, the Senate passed, as Senate Amendment 2850 to S. 1731 (an agriculture
reauthorization bill), a provision expressing the Sense of the Senate that estate tax repeal should
be made permanent. The House also passed a similar measure (H. Res. 524). The Senate did not
pass a bill making estate tax repeal permanent.

The analysis and recommendations in this report are based on present law, including the
relevant changes made by EGTRRA, and no attempt is made to predict how the law might be
amended in the future. Under present law, an estate tax is imposed on large estates in every year
except one (2010), with a top marginal rate ranging from 45 percent to 55 percent, and the
concern remains that this tax may be avoided in whole or in part by means of citizenship
relinquishment or residency termination. Thus, despite the possibility of eventual permanent
repeal of the estate tax, this report is premised on the present-law estate tax, the possibility of its
avoidance by means of citizenship relinquishment or residency termination, and the goal of
mitigating such avoidance.
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If estate tax repeal were made permanent, then much of the analysis contained in this
report would need to be revisited. For example, the incidence of tax-motivated citizenship
relinquishment and residency termination likely would decline to some extent, since estate tax
avoidance would be largely eliminated as a motivating factor.!® Nevertheless, income tax
avoidance, and perhaps gift tax avoidance, would remain motivating factors in some instances.
The recommendations set forth in this report might need to be reevaluated if the tax incentives
for expatriating or terminating residency were reduced, and were limited to income and gift tax
avoidance. The potential impact of permanent estate tax repeal on the analysis and
recommendations is noted as appropriate throughout the report.

19 1t might not be entirely eliminated, to the extent that revival of the tax were perceived
as a possibility.
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III. METHODOLOGY OF JOINT COMMITTEE STAFF REVIEW

In accordance with the request of Chairman Archer in 1999, and the requests of Mr.
Rangel and Mr. Moran in 2002, the Joint Committee staff has studied the present-law tax rules
and related immigration laws relating to tax-motivated citizenship relinquishment or residency
termination. The purpose of the review is to:

(1) determine whether the present-law rules have been applied in the manner intended
by the Congress;

(2) determine whether the administration of the present-law rules has been effective
in deterring tax-motivated citizenship relinquishment or residency termination; and

(3) if the present-law rules or administration are not effective, make recommendations
on ways to improve the rules or administration.

To meet these objectives, the Joint Committee staff undertook a thorough examination of
the prior-law and present-law tax and immigration rules relating to tax-motivated citizenship
relinquishment or residency termination and the relevant legislative history.?’ The Joint
Committee staff reviewed the tax and information reporting forms and schedules required to be
filed by former citizens and former long-term residents.”’ The Joint Committee staff studied the
relevant IRS notices and private letter rulings that have been issued under present law.” The
Joint Committee staff reviewed numerous commentaries by academics and practitioners relating
to present law and proposed alternatives. The Joint Committee staff sought expertise from the
Congressional Research Service (“CRS”) to help understand immigration law, constitutional
issues, and other non-tax legal matters.”

To assess the effectiveness of the administration of present law, the Joint Committee staff
met with representatives of the relevant Federal agencies, including the Department of Treasury
and the IRS (March 17, 2000), the Department of State (March 15, 2000), and the INS (March 6,
2000). In the course of completing and updating of the report in 2002, the Joint Committee staff
met with representatives of the IRS (September 3, 2002). In addition, the J oint Committee staff

20 part IV, below, describes the prior-law and present-law tax rules related to tax-
motivated citizenship relinquishment and residency termination. Part V, below, describes
present law relating to the requirements for United States citizenship, immigration, and visas.
Part VI, below, reviews the relevant legislative history. Relevant tax treaties are reviewed at A-

2.

21" A copy of IRS Form 8854, Expatriation Information Statement, is at A-204.

2 Copies of IRS Notice 97-19 and Notice 98-34 are at A-166 and A-193, respectively.
Summaries of IRS private letter rulings issued to former citizens and former long-term residents

are at A-218.

2 See Memorandum I and II at A-53 and A-59, respectively.
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requested information from each of these organizations (as well as the Tax Division of the

Department of Justice) relating to the administration of present law, including requests to various
agencies for updated information in 2002. All of the agencies responded. The written responses
were supplemented as necessary by discussions with representatives of the relevant agencies, and

in certain cases the Joint Committee staff made additional written inquiries based upon agency
responses.*

In addition to direct inquiries, the Joint Committee staff engaged the GAO to study
administrative procedures of the IRS, the INS, and the Department of State. The J oint
Committee staff requested that the GAO compile data related to the number of former citizens
and former long-term residents, tax return information of such individuals, and information
relating to country of citizenship and residence of individuals who have relinquished citizenship
or terminated residency. The Joint Committee staff met with the staff of the GAO on numerous
occasions to discuss findings and to refine both requests for data and additional information
regarding administrative procedures of the various agencies.25

The Joint Committee staff examined available tax records regarding certain individuals
who have relinquished citizenship or terminated residency. This information is confidential

return information, the disclosure of which is prohibited by section 6103, and is not reproduced
in this report.

The Joint Committee staff discussed with practitioners the advice they offer to clients
who may be contemplating citizenship relinquishment or residency termination. The Joint
Committee staff asked how such individuals plan for citizenship relinquishment or residency
termination and how the changes enacted in 1996 affected such planning. The Joint Committee
staff queried practitioners for their opinions of how various modifications to present law might
alter the planning advice they offer to such individuals. The Joint Committee staff also reviewed
published materials that purport to give advice regarding the avoidance of U.S. tax through
citizenship relinquishment or residency termination.

The Joint Committee staff reviewed the laws of selected foreign countries that impose tax
consequences in connection with citizenship relinquishment, residency termination, and
immigration. The Joint Committee staff also reviewed the tax laws relating to estates,
inheritances, and gifts, with respect to both countries that are members of the Organization for
Economic Cooperation and Development and countries that are reported to be the new country of

24 Copies of relevant correspondence are at A-10. Confidential tax return information,
the disclosure of which is prohibited by section 6103, has been redacted.

25 The GAO Report is at A-256. The GAO did not participate in the completing and
updating of the Joint Committee staff review subsequent to 2000. Certain information examined
by the GAO is confidential return information, the disclosure of which is prohibited by section
6103. This information was shared with the Joint Committee staff but is not reproduced in this
report.

15



residence or citizenshig of certain former citizens and former long-term residents subject to the
alternative tax regime. 6

26 Part IX., below, provides a summary of other countries’ taxation of citizenship
relinquishment, residency termination, and immigration, and a summary of other countries’
taxation of estates, inheritances, and gifts. The Law Library of the Library of Congress assisted
the Joint Committee staff in researching these foreign laws.
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IV. PRESENT-LAW TAX PROVISIONS RELEVANT TO
CITIZENSHIP RELINQUISHMENT AND RESIDENCY TERMINATION

A. General Taxation of U.S. Citizens, Residents, and Nonresidents
1. Individual income taxation

(a) Income taxation of U.S. citizens and resident noncitizens

In general

A U.S. citizen generally is subject to U.S. individual income tax on his or her worldwide
taxable income.?’ Thus, all income earned by a U.S. citizen, whether from sources inside or
outside the United States, is taxable whether or not the individual lives within the United States.
A noncitizen who resides in the United States generally is taxed in the same manner as a U.S.
citizen if the individual meets the definition of a “resident” as described below.

The taxable income of a U.S. citizen or resident noncitizen is equal to the taxpayer's total
worldwide income less certain exclusions, exemptions, and deductions. The appropriate tax
rates are then applied to a taxpayer's taxable income to determine his or her individual income
tax liability. A taxpayer may reduce his or her income tax liability by any applicable tax credits.
A foreign tax credit is permitted for foreign income taxes paid on foreign-source income, subject
to certain limitations.

In general, no U.S. income tax is imposed on unrealized gains and losses. When an
individual disposes of property, any gain or loss on the disposition is determined by reference to
the taxpayer's adjusted tax basis in the property, regardless of whether the property was acquired
during the period in which the taxpayer was a U.S. citizen or resident.

Resident noncitizens

In general, a noncitizen is considered a resident of the United States®® if the individual:
(1) has entered the United States as a lawful permanent U.S. resident (the “green card test”); (2)
is present in the United States for 31 or more days during the current calendar year and has been
present in the United States for a substantial period of time -- 183 or more weighted days during

27 The determination of who is a U.S. citizen for tax purposes, and when such citizenship
is considered lost, is governed by the provisions of the Immigration and Nationality Act, 8
U.S.C. sec. 1401, et seq. See Treas. Reg. sec. 1.1-1(c).

28 The definitions of residents and nonresidents who are noncitizens are set forth in
section 7701(b) of the Internal Revenue Code of 1986 (“the Code”). References in this
document to section or sec. refer to the Code, unless otherwise noted. Section 7701(b) refers to
such individuals as “resident aliens” and “nonresident aliens.” Unless otherwise specified, this
report will refer to the term noncitizen as opposed to alien.
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a three-year period weighted toward the present year (the “substantial presence test”); or (3)
makes an election to be treated as a resident of the United States (the “first year election.”).”

An individual meets the 183-day part of the substantial presence test if the sum of: (1)
the days present during the current calendar year; (2) one-third of the days present during the
preceding calendar year; and (3) one-sixth of the days present during the second preceding
calendar year, equals or exceeds 183 days.

An exception from being treated as a U.S. resident under the substantial presence test
applies if (1) the individual is present in the United States for fewer than 183 days during the
current calendar year, and (2) the individual establishes that he or she has a closer connection
with % foreign country than with the United States and has a tax home in that country for the
year.

In general, an individual is treated as being present in the United States on any day if the
individual is physically present in the United States at any time during such day.?' An individual
is not treated as present in the United States on any day during which (1) the individual regularly
commutes to employment (or self-employment) in the United States from Canada or Mexico, (2)
the individual is in transit between two points outside the United States and is physically present
in the United States for less than 24 hours, or (3) the individual is temporarily present in the
United States as a regular member of the crew of a foreign vessel en%aged in transportation
between the United States and a foreign country or U.S. posse:ssion.3

For purposes of the substantial presence test, any days that an individual is present in the
United States as an “exempt individual” are not counted.® Exempt individuals include certain
foreign government-related individuals, teachers, trainees, students, and professional athletes
temporarily in the United States to compete in charitable sports events.>® In addition, the
substantial presence test does not count days of presence in the United States of an individual

2 Sec. 7701(b)(1)(A).

30 Sec. 7701(b)(3)(B). The facts and circumstances to be considered when determining
whether an individual maintained more significant contact with a foreign country than the United
States are outlined in Treas. Reg. sec. 301.7701(b)-2(d). These criteria include; location of the
individual’s permanent home, location of the individual’s family, location of personal belongings
(e.g., automobiles, furniture, clothing), location of social, political, and cultural connections,
location of routine personal banking activities, and location where the individual conducts
business activities.

31 Sec. 7701(b)(7)(A).
32 Sec. 7701(b)(7)(B)-(D).
3 Sec. 7701(b)(3)(D)().

3% Sec. 7701(b)(5).
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who is physically unable to leave the United States because of a medical condition that arose
while he or she was present in the United States.®

In some circumstances, an individual who meets the definition of a U.S. resident (as
described above) also could be defined as a resident of another country under the internal laws of
that country. In order to avoid the double taxation of such individuals, most income tax treaties
include a set of tie-breaker rules to determine the individual’s country of residence for income
tax purposes. In general under these treaties a dual resident individual w1ll be deemed to be a
resident of the country in which he has a permanent home available to him.*

(b) Income taxation of nonresident noncitizens

A noncitizen who does not meet the definition of resident (as described above) is
considered to be a nonresident for U.S. tax purposes. A nonresident noncitizen is subject to U.S.
tax on income from U.S. sources or effectively connected with the conduct of a trade or business
within the United States. Foreign-source income earned by a nonresident noncitizen generally is
not subject to U.S. tax. Bilateral income tax treaties may modify the U.S. taxation of a
nonresident noncitizen.

A nonresident noncitizen is taxed at regular graduated rates on net profits derived from a
U.S. business.’” A nonresident noncitizen is taxed at a flat rate of 30 percent on certain other
types of income derived from U.S. sources.’® A lower treaty rate may apply to such income. For
example, dividends from portfolio investments frequently are taxed at a reduced rate of 15
percent under a treaty. Such income includes interest, dividends, rents, salaries, wages,
premiums, annuities, compensations, remunerations, emoluments, and other fixed or
determinable annual or periodical gains, profits, and income. However, there is no U.S. tax
imposed on interest earned by a nonresident noncitizen for deposits with U.S. banks and certain

35 Sec. 7701(b)(3)(D)(ii).

36 1f the individual has a permanent home available to him in both countries, the
individual's residence is deemed to be the country with which his personal and economic
relations are closer (i.e., his “center of vital interests”). If the country in which he has his center
of vital interests cannot be determined, or if he does not have a permanent home available to him
in either country, he is deemed to be a resident of the country in which he has an habitual abode.
If the individual has an habitual abode in both countries or in neither of them, he is deemed to be
a resident of the country of which he is a citizen. If each country considers him to be its citizen
or he is a citizen of neither of them, the competent authorities of the countries generally agree to
settle the question of residence by mutual agreement.

37 Sec. 871(b).

38 Sec. 871(a).
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types of portfolio debt investments.>> Gains on the sale of U.S. stocks or securities generally are
not taxable to a nonresident noncitizen because they are considered to be foreign-source

. 40

income.

A nonresident noncitizen is subject to U.S. 1ncome taxation on any gain recognized on
the disposition of an interest in U.S. real property ! Such gains generally are subject to tax at
the same rates that apply to similar income received by U.S. persons. If a U.S. real property
interest is acquired from a foreign person, the purchaser generally is required to withhold 10
percent of the amount realized (i.e., the gross sales price). Alternatively, either party may
request that the IRS determine the forelgn person s maximum tax liability and issue a certificate
prescribing a reduced amount of withholding.**

(c) Resident or nonresident noncitizens who physically leave the United States

With certain exceptions, a noncitizen (resident or nonresident) who physically leaves the
United States or any U.S. possession is required to obtain a certificate from the IRS District
Director that he or she has complied with all U.S. income tax obligations.” This certificate often
is referred to as a “sailing permit. *# In Practlce noncitizens who leave the United States
generally do not obtain a sailing permit.

3% Secs. 871(h) and 871(1)(3).
40 Sec. 865(a).

41 Secs. 897, 1445, 6039C, and 6652(f), commonly referred to as the Foreign Investment
in Real Property Tax Act (“FIRPTA”). Under the FIRPTA provisions, tax is imposed on gains
from the disposition of an interest (other than an interest solely as a creditor) in real property
(including an interest in a mine, well, or other natural deposit) located in the United States or the
U.S. Virgin Islands. Included in the definition of a U.S. real property interest is any interest
(other than an interest solely as a creditor) in any domestic corporation unless the taxpayer
establishes that the corporation was not a U.S. real property holding corporation at any time
during the five-year period ending on the date of the disposition of the interest (sec.
897(c)(1)(A)(ii)). A U.S. real property holding corporation is any corporation if the fair market
value of its U.S. real property interests equals or exceeds 50 percent of the sum of the fair market
values of (1) its U.S. real property interests, (2) its interests in foreign real property, plus (3) any
other of its assets which are used or held for use in a trade or business (sec. 897(c)(2)).

2 Sec. 1445.
B Sec. 6851(d).

# A sailing permit is not required for individuals who have been in the United States for
less than five days, foreign diplomats and their personal employees, certain short-term business
visitors and industrial trainees, military trainees, individuals who commute to U.S. places of
employment from Canada or Mexico, certain noncitizen students, and exchange visitors. A
resident noncitizen who intends to maintains a U.S. residence is not eligible for these exceptions.
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The requirements for obtaining a sailing permit depend upon whether the noncitizen’s
departure will jeopardize U.S. tax collection. If a noncitizen is a resident, the IRS District
Director may determine that jeopardy exists only if there is information that indicates that the
individual intends by his or her departure to avoid payment of income tax.*® If, on the other
hand, the departing noncitizen is a nonresident, the director can terminate the individual’s tax
year unless the individual establishes an mtentlon to return to the United States and the departure
will not jeopardize the collection of tax.*

If tax collection is not in jeopardy, a noncitizen who has no taxable income for the year
must file with the IRS District Director a Form 2063, U.S. Departing Alien Income Tax
Statement.*® In addition, delinquent returns must be filed and taxes for prior tax years must be
paid. A nonresident noncitizen who has taxable income for the year must file a Forrn 1040-C,
U.S. Departing Alien Income Tax Return, for the tax year of the intended departure.* This
return must show the income received and reasonably expected to be received for that year.
Although the tax need not be pa1d on the amount shown, all returns must be filed and all taxes
must be paid for prior tax years % Noncitizens who have complied with these requirements will
be issued sailing permits good for all departures during the current tax year. A sailing permit
may be revoked if the IRS has reason to believe that a subsequent departure would result in
jeopardy of tax collection. 1

If tax collection is in jeopardy, the individual must file a Form 1040-C showmg income
received during the year through the date of departure 2 The preceding tax year’s return must be
filed even if the period for filing has not expired.”® All other tax returns also must be filed and

Thus, a noncitizen who is a lawful permanent resident of the United States living near the
Canadian or Mexican border technically is required to obtain a departure certificate before
crossing the border to shop or have dinner.

4 See generally, George Guttman, News Analysis: the Sailing Permit: Tax Compliance
and Departing Aliens, 94 TNT 64-70 (April 4, 1994).

* Treas. Reg. sec. 1.6851-2(b)(1).

47 Id

*® Treas. Reg. sec. 1.6851-2(b)(2).

* Treas. Reg. sec. 1.6851-2(b)(3)(ii)(A).

50 Treas. Reg. sec. 1.6851-2(b)(3)(ii).

5! Treas. Reg. sec. 1.6851-2(b)(2)(ii) and 1.6851-2(b)(3)(ii).

52 Treas. Reg. sec. 1.6851-2(b)(3)(iii)(a).

53 Treas. Reg. sec. 1.6851-2(b)(3)(iii)(b).
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the tax required to be shown on the return and any taxes due and owing must be paid.”* A bond
or employer letter guaranteeing payment can be furnished instead of paying the income taxes due
on Form 1040-C or the tax return for the preceding year if the period for filing such return has
not expired.”> The bond must equal the tax due plus interest to the date of payment as computed
by the IRS. Taxes for earlier years cannot be postponed. The noncitizen will then be issued a
sailing permit, but it will only be good for the specific departure date for which it is issued.®

(d) Transfers to foreign corporations, partnerships, estates, or trusts

Transfers to foreign corporations

The Code provides rules designed to prevent avoidance of U.S. tax with respect to gain
inherent in property transferred to a foreign corporation. Gain generally is recognized when a
U.S. person transfers appreciated propert;' to a foreign corporation (notwithstanding general
nonrecognition provisions of the Code).”

Certain exceptions from the general recognition rules apply. First, the rules generally do
not apply unless there is a transfer by a U.S. person to a foreign corporation. Thus, individuals
who relinquish U.S. citizenship or individuals who terminate U.S. residency generally are not
subject to the section 367 rules after such relinquishment or termination.’® A U.S. person who
relinquishes citizenship or terminates residency may subsequently engage in transactions that

involve the transfer of property to a foreign corporation without any adverse consequences under
section 367.%

% Treas. Reg. sec. 1.6851-2(b)(3)(iii)(c).
55 Treas. Reg. sec. 1.6851-2(b)(3).
% Id

37 Sec. 367.

58 The Department of Treasury has considerable regulatory authority under section 367
to address situations that may result in U.S. tax avoidance. For example, section 367(b) provides
that certain tax-free corporate transactions that do not involve a transfer of property from a U.S.
person (within the meaning of section 367(a)(1)) can be recharacterized as taxable "to the extent
provided in regulations prescribed by the Secretary which are necessary or appropriate to prevent
the avoidance of Federal income taxes." The legislative history of this provision suggests that it
was directed principally at situations involving avoidance of U.S. tax on foreign earnings and
profits.

% Section 877(d) generally provides for gain recognition in certain cases in which
appreciated U.S.-source property is transferred by a former citizen or former long-term resident
who is subject to the alternative tax regime in an otherwise tax-free exchange for foreign-source
property. See Part IV.B, below, which contains a detailed discussion of certain anti-abuse rules
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Second, section 367 does not apply in the case of property transferred by a U.S. person to
a foreign corporation for use by such forelgn corporation in the active conduct of a trade or
business outside of the United States.* Certam property, such as inventory and intangible
property, is not eligible for this exception.®! Third, section 367 does not apply to certain
transfers by U.S. persons of stock in U.S. corporations to foreign corporations.*

Certain taxpayers may avoid gain recognition under section 367 by entering into a gain
recognition agreement obligating the taxpayer to recognize gain and pay tax if the property is
disposed of within a specified time period after the transfer. The gain recognition agreement
rules generally require the taxpayer to agree to file an amended return for the year of the original
transfer if the property is disposed of by the transferee foreign corporatlon 3 IfaU.S. person
who has entered into a gain recognition agreement either loses U.S. citizenship or ceases to be
taxed as a lawful permanent resident (as the case may be), then immediately prior to such loss of
status, the gain recognition agreement is triggered as if the transferee foreign corporation
disposed of all the stock of the transferred corporatlon in a taxable transaction. No further gain is
required to be recognized after such loss of status.®

Transfers to foreign partnerships

Transfers of property by U.S. persons to partnerships, both foreign or domestic, generally
qualify as tax-free exchanges. However, the Treasury Secretary has regulatory authority to
provide for gain recognition on a transfer of appreciated property by a U.S. person to a

applicable to former citizens and former long-term residents under section 877, including certain
property transfers to foreign corporations.

80 Sec. 367(a)(3).

61 Sec. 367(a)(3)(B). Under section 367(d), a U.S. person that contributes intangible
property to a foreign corporation is treated as having sold the property to the corporation and is
treated as receiving payments from the corporation that are commensurate with the income
attributable to the intangible. The deemed payments under section 367(d) are treated as foreign-
source income to the same extent that an actual royalty payment would be considered to be
foreign-source income. Regulatory authority is granted to provide similar treatment in the case
of a transfer of intangible property to a partnership.

62 Sec. 367(a)(2) and Treas. Reg. sec. 1.367(a)-3(c).

63 If a certain election is made, the taxpayer may file a return for the period in which the
transferee foreign corporation disposes of the property, reporting gain from the original transfer
plus interest on additional tax due. Treas. Reg. sec. 1.367(a)-8(b)(3).

8% Gain recognition agreements filed under the special tax rules under section 877 (as

discussed in Part IV.B.1.d, below) may not be used to avoid triggering gains under a section 367
gain recognition agreement. Treas. Reg. sec. 1.367(a)-8(e)(3)(i1).
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partnership in cases in which such gain otherwise would be recognized by a foreign partner.®
No regulations have been issued under this grant of authority.

Transfers to foreign estates or trusts

A U.S. person must recognize gain or loss upon the transfer of property to a foreign estate
or trust as if such property was sold for an amount equal to its fair market value.%® Certain
exceptions from this general rule are provided in regulations.”” The general recognition rule
does not apply in the case of a transfer to a trust to the extent that any person is treated as the
owner of the trust under section 679 (i.e., a grantor trust). For purposes of these rules, a U.S.
trust that becomes a foreign trust is treated as having transferred all of its assets to a foreign trust.
Thus, a U.S. trust that converts into a foreign trust is subject to the general gain recognition rule
unless the foreign trust qualifies as a grantor trust. An individual who has renounced U.S.
citizenship or terminated U.S. residency is not subject to these rules for transfers after such
renunciation or termination.

(e) Like-kind exchanges

An exchange of property, like a sale, generally is a taxable event. However, no gain or
loss is recognized if property held for productive use in a trade or business or for investment is
exchanged for property of a “like-kind” that also is to be held for productive use in a trade or
business or for investment.®® If this “like-kind” exchange rule applies to an exchange, the basis
of the property received in the exchange is equal to the basis of the property transferred,

decreased by any money received by the taxpayer, and further adjusted for any gain or loss
recognized on the exchange.

In general, real estate is treated as of a like-kind with other real property as long as the
properties are both located either within or without the United States. Thus, an exchange of U.S.
real estate for foreign real estate would not qualify for tax-free treatment. Similarly, personal
property predominantly used within the United States and personal property predominantly used
outside the United States are not like-kind properties.

65 Sec. 721(c).
6 Sec. 684.
87 Treas. Reg. sec. 1.684-3.

68 Sec. 1031. Certain types of business property, such as inventory, stocks, bonds, and
partnership interests, are not eligible for nonrecognition treatment under section 1031.
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2. Estate, gift, and generation-skipping transfer taxation

(a) In general

Application of the estate and gift tax

U.S. citizens and resident noncitizens are subject to estate tax on the transfer of their
worldwide estate at the time of death.® Estate tax also is imposed on the transfer of property
belonging to nonresident noncitizens which, at the time of death, is situated in the United
States.”” EGTRRA repealed the estate tax for estates of decedents dying after December 31,
2009. However, EGTRRA included a “sunset” provision, pursuant to which the estate tax repeal
“sunsets” one year later. Thus, the estate tax is repealed for 2010 and then is reinstated for
estates of decedents dying after December 31, 2010.

U.S. citizens and resident noncitizens are subject to gift tax on transfers of property by
gift made directly or indirectly, in trust or otherwise.”! Nonresident noncitizens are subject to
gift tax with respect to transfers of tangible real or personal property that is situated in the United
States at the time of the gift. In general, no gift tax is imposed on gifts made by nonresident
noncitizens of intangible personal property situated within the United States (e.g., U.S. stocks
and bonds).”” EGTRRA did not repeal the gift tax for any year.

Residency for purposes of estate and gift taxation is determined under rules different
from those applicable to the income tax. In general, an individual is considered to be a resident
of the United States for estate and gift tax purposes if the individual is “domiciled” in the United
States.” An individual is domiciled in the United States if the individual lives in the United
States, for even a brief period of time, with no definite present intention of later leaving the
United States.

The gift tax and the estate tax are unified so that a single graduated rate schedule a%plies
to cumulative taxable transfers made by a taxpayer during his or her lifetime and at death.”™ The
highest marginal rate is 49 percent for 2003, phasing down to 45 percent by 2007.” A unified

% Secs. 2001 and 2031.

0 Secs. 2101 and 2103.

' Sec. 2501.

2 Sec. 2501(a)(2).

3 Treas. Reg. sec. 20.0-1(b)(1).

™ For gifts made during 2010, when the estate tax is repealed under present law, a
separate gift tax rate schedule applies, with rates beginning at 18 percent on the first $10,000 of

taxable gifts and reaching a maximum marginal rate of 35 percent on taxable gifts over
$500,000. Sec. 2502(a).

5 Sec. 2001(c).
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credit is available with respect to taxable transfers by gift and at death. The unified credit
amount effectively exempts from estate tax transfers totaling $1 million in 2002 and 2003, $1.5
million in 2004 and 2005, $2 million in 2006, 2007, and 2008, and $3.5 million in 2009.7% In
2010 the estate tax is repealed, and in 2011 and thereafter the estate tax is reinstated with a
unified credit exemption equivalent amount of $1 million. For gift tax purposes, the effective
exemption never increases above $1 million.”” Both the estate tax and gift tax provide an
unlimited deduction for certain amounts transferred from one spouse to another spouse, provided
that the recipient spouse is a citizen of the United States.”®

(b) Estate tax

U.S. citizens and resident noncitizens

An estate tax is imposed on the taxable estate of any person who is a citizen or a resident
noncitizen of the United States at the time of death.” The taxable estate is equal to the
decedent’s worldwide gross estate, less allowable deductions (including the marital deduction).*

Certain credits are allowed, including the unified credit, which directly reduce the amount of the
estate tax.

The gross estate generally includes the value of all property in which a decedent had an
interest at death.®! The amount included in the gross estate generally is equal to the fair market
value of the property at the date of the decedent’s death, unless the executor elects to value all
property in the gross estate at the alternate valuation date (which is six months after the date of
the decedent’s death).82 The estate tax generally is due nine months after the date of the

decedent’s death.®> The IRS may grant a reasonable extension for a period not to exceed six
months.

" The benefit of the unified credit applies at the lowest estate and gift tax rates. For
example, in 2002, the unified credit applied between the 18-percent and 39-percent estate and
gift tax rates. Thus, in 2002, taxable transfers, after application of the unified credit, were
subject to estate and gift tax rates beginning at 41 percent.

77 Sec. 2505.

78 Secs. 2056 and 2523.

™ Sec. 2001(a).

%0 Sec. 2051.

81 Sec. 2031.

82 Sec. 2032.

8 Sec. 6081.
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The gross estate includes the value of certain properties not owned by the decedent at
death if certain circumstances are met. These generally include pre-death transfers for less than
adequate and full consideration if: (1) the decedent retained the beneficial enjoyment of the
property during his life; (2) the property was previously transferred during the decedent’s
lifetime but the transfer takes effect at the death of the decedent; and (3) the decedent retained
the power to alter, amend, revoke, or terminate a previous lifetime transfer.?* Beneficial interests
in a trust that the decedent owns at the time of his death and which do not terminate with his
death generally also are includible in his or her gross estate.

Nonresident noncitizens

The estate of a nonresident noncitizen generally is taxed at the same estate tax rates
applicable to U.S. citizens, but the taxable estate 1nc1udes only property situated within the
United States that is owned by the decedent at death.®® This includes the value at death of all
property, real or personal, tangible or intangible, situated in the United States. Property situated
within the Umted States (i.e., U.S.-situs property) also includes stock issued by a U.S.
corporation,®® transfers within three years of death, and certain revocable transfers 1f such
property was situated in the United States either at the time of transfer or at death.’” Special
rules applg' which treat certain property as being situated outside the United States for these
purposes.

To the extent provided by treaty, the estate of a nonresident noncitizen is allowed a pro
rata portion of the generally applicable unified credit. The amount allowable in this case is the
amount that bears the same ratio to the unified credit as the portion of the gross estate situated in
the United States bears to the total gross estate.¥® Absent treaty relief, the estate of a nonresident
noncitizen is allowed a unified credit of $13,000 (which effectively exempts the first $60,000 of
the estate from tax).”’

8 Secs. 2036 through 2038.
% Sec. 2103.

8 Sec. 2104(a).

87 Sec. 2104(b).

88 See, e.g., sec. 2105 (certain life insurance proceeds, bank deposits, and debt
instruments).

8 Sec. 2102(c)(3).

%0 Sec. 2102(c)(1).
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(¢) Gift tax
U.S. citizens and resident noncitizens

U.S. citizens and resident noncitizens are subject to gift tax on any transfer of property by
gift made directly or indirectly, in trust or otherwise.”’ Thus, the gift tax applies to transfers of
property, regardless of where such property is situated (in the United States or outside the United
States). The amount of a taxable gift is determined by the fair market value of the property on
the date of gift. An annual exclusion from the gift tax applies for gifts up to $11,000 (22,000 if
the non-donor spouse consents to treat the gift as having been made one half by each spouse),
adjusted periodically for inflation.”

Nonresident noncitizens

Nonresident noncitizens are subject to gift tax with respect to certain transfers by gift of
U.S.-situated property.93 Such property includes real estate and tangible property located within
the United States. Nonresident noncitizens generally are not subject to U.S. gift tax on the
transfer of intangibles, such as stock or securities, regardless of where such property is situated.”*

(d) Generation-skipping transfer tax

In general

A separate transfer tax is imposed on generation-skipping transfers in addition to any
estate and gift tax that applies to such transfers.” This tax generally is imposed on transfers,
either directly or indirectly or through a trust or similar arrangement, to a beneficiary in more
than one generation below that of the transferor. The generation-skipping transfer tax is imposed
at the maximum Federal estate tax rate, i.e., a flat rate of 49 percent for 2003, on generation-
skipping transfers in excess of a $1.1 million lifetime generation-skipping transfer exemption for
2003.”® The generation-skipping transfer exemption amount is adjusted periodically for
inflation.

! Sec. 2501.

2 Sec. 2503(b).

% Secs. 2501, 2511(a).

% Sec. 2501(a)(2).

% Secs. 2601 through 2663.

% Sec.2631.
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Nonresident noncitizens

Nonresident noncitizens are subject to generation-skipping transfer tax only on transfers
of property situated within the United States.”” Nonresident noncitizens are allowed the $1.1
million generation-skipping transfer tax exemption.98

3. Income taxation of trusts, estates, and their beneficiaries
(a) Taxation of trusts and estates

In general

A trust or estate generally is treated as a conduit for income purposes in that the trust or
estate is allowed a deduction for distributions to its beneficiaries during the year. The trust or
estate is taxed on its income, reduced by the distribution deduction, as a separate taxable entity
with certain exceptions.”

Grantor trusts

The grantor of a trust is taxed as the owner of the trust (or a portion thereof) if he or she
retains certain powers or rights over the trust.'% A U.S. person who transfers property to a
foreign trust generally is treated as the owner of a portion of the trust.'”" The portion of the trust

7 Treas. Reg. sec. 26.2663-2(b), (c).
% Treas. Reg. sec. 26.2663-2(a).

% In addition to the distribution deduction, these exceptions include: (1) a separate tax
rate schedule applies to estates and trusts; (2) an unlimited charitable deduction is allowed for
amounts paid to (and, in the case of estates, amounts permanently set aside for) charity; (3) a
personal exemption of $600 is allowed to an estate, $300 to a trust that is required to distribute
all of its income currently, or $100 to any other trust; and (4) no standard deduction is allowed.

100 Secs. 671 through 679. A grantor of a trust generally is treated as the owner of any
portion of a trust if: (1) the grantor has a reversionary interest in either the corpus or the income
from the corpus, if certain conditions are satisfied; (2) the grantor has a power of disposition
without the approval or consent of any adverse party; (3) the grantor can exercise certain
administrative powers over the trust; (4) the grantor or a nonadverse party has the power to
revoke, i.e., revest in the grantor title of a portion of the trust; and (5) without prior approval of
an adverse party, the income from the trust may be distributed to or for the benefit of the grantor
or the grantor’s spouse.

101 For income tax purposes, a foreign trust is any trust, except if (1) a court within the
United States is able to exercise primary supervision over the administration of the trust, and (2)
one or more U.S. persons have the authority to control all substantial decisions of the trust. Sec.
7701(a)(31). Trusts that meet these two exceptions are treated as U.S. persons for income tax
purposes. Sec. 7701(a)(30).
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that the U.S. person is deemed to own is the portion that is attributable to the property transferred
by the U.S. person, provided there is a U.S. beneficiary for any portion of the trust.'® These
rules generally do not apply, however, to any transfer made by reason of the death of the
transferor or to sales or exchanges of property at fair market value.'”

(b) Taxation of distributions to beneficiaries

Distributions from a trust or estate to a beneficiary generally are includible in the
beneficiary’s gross income to the extent of the distributable net income of the trust or estate.
Distributable net income serves to measure the total amount of distributions that an estate or trust
can deduct from its gross income, as well as the total amount of income that a beneficiary must
include in gross income.'™

There may be instances in which a trust beneficiary’s income tax bracket is higher than
the trust’s tax bracket. Certain rules, which generally apply only to foreign trusts, apply to avoid
the accumulation of income in the trust. Under these rules, an additional tax is imposed on the
distribution of previously accumulated income in the year of distribution, but at the average
marginal rate of the beneficiary during the previous five years.'?®

12 Gec. 679(a)(1).

183 Sec. 679(a)(2).

104 Sec. 643(a).

105 Sec. 667(a) and (b). The amount of the distribution is grossed up by the amount of
foreign taxes paid by the trust on the accumulated income, and a deduction or nonrefundable

credit is allowed to the beneficiary for such taxes. Sec. 667(d). An interest charge is imposed
under these throwback rules. Sec. 668.
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B. Alternative Tax Regime for Individuals Who Relinquish U.S. Citizenship
or Terminate U.S. Residency With a Principal Purpose of Tax Avoidance

1. Income taxation
(a) In general

An individual who relinquishes his or her U.S. citizenship or terminates his or her U.S.
residency with a principal purpose of avoiding U.S. taxes is subject to an alternative tax regime
for income tax purposes for the 10 taxable years ending after citizenship relinquishment or
residency termination.'® The alternative tax regime applies to such individuals only if it results
in a higher U.S. tax liability than would otherwise be determined if the individual were taxed as a
nonresident noncitizen.

The alternative tax regime for an individual who relinquishes U.S. citizenship or
terminates U.S. residency with a principal purpose of avoiding U.S. taxes modifies the rules
generally applicable to the taxation of nonresident noncitizens in several ways. First, the
individual is subject to tax on U.S.-source income at the rates applicable to U.S. citizens rather
than the rates applicable to other nonresident noncitizens.'”” Second, the scope of items treated
as U.S.-source income for section 877 purposes is broader than under the general sourcing
rules.!®® Third, the individual is taxed on exchanges of certain types of progerty that give rise to
U.S.-source income for property that gives rise to foreign-source income.'” Fourth, the
individual is taxed on certain income or gain derived from stock in a closely-held foreign
corporation.110 Fifth, the individual is taxed on income or gain from certain property contributed
to a controlled foreign corporation.111

The determination of whether an individual relinquishes his or her U.S. citizenship for
purposes of section 877 is governed by the provisions of the Immigration and Nationality Act.'?

106 Sec. 877.
107 Sec. 877(b).

198 Sec. 877(d). For example, gains on the sale or exchange of personal property located
in the United States, and gains on the sale or exchange of stocks and securities issued by U.S.
persons, generally are not considered to be U.S.-source income under the Code. Thus, such
gains normally would not be taxable to a nonresident noncitizen. If an individual is subject to
the alternative tax regime, however, such gains are treated as U.S.-source income with respect to
that individual.

19 Sec. 877(d)(2).
10 gec. 877(d)(1)(C).
11 Qec. 877(d)(4).

112 8 J.S.C. sec. 1481. See Treas. Reg. sec. 1.1-1(c).
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Under these provisions, a U.S. citizen may voluntarily give up his or her U.S. citizenship at any
time by performing one of a number of “expatriating acts” with the intention of relinquishing
U.S. nationality.ll The most common of these acts are (1) to formally renounce one’s
nationality before a U.S. diplomatic or consular officer in a foreign countr?l (by executing an
Oath of Renunciation), or (2) to become naturalized in a foreign country.' * An individual
generally is considered to have lost his or her citizenship on the date that an expatriating act is
committed, even though the loss may not be documented until a later date. When an individual
acknowledges to a consular officer that an expatriating act was taken with the requisite intent, the
consular officer prepares a certificate of loss of nationality (“CLN”)."* Once the CLN has been
approved by the Department of State, a copy of the CLN is issued to the affected individual.

Section 877 also applies to long-term residents of the United States whose U.S. residency
is terminated.''® For this purpose, a long-term resident is any individual who was a lawful
permanent resident of the United States for at least eight out of the 15 taxable years ending with
the year in which such termination occurs.''” An individual’s U.S. residency is considered to be
terminated when the individual either (1) ceases to be a lawful permanent resident pursuant to
section 7701(b)(6) (i.e., the individual loses green-card status), or (2) is treated as a resident of
another country under a tax treaty (and the individual does not also elect to waive the benefits of
such treaty).

An individual who either relinquishes U.S. citizenship or terminates U.S. residency is
subject to tax for a taxable year as though such year were comprised of two separate periods --
the time during which he or she is a U.S. citizen or U.S. resident and the time during which he or
she is not a U.S. citizen or U.S. resident."'® The individual is considered to be a noncitizen or a
nonresident on the day he or she relinquishes U.S. citizenship or terminates U.S. residency.'"
Thus, for the tax year in which an individual’s status as either a U.S. citizen or U.S. resident
changes, such individual would be required to file one tax return as a U.S. citizen or U.S.

'3 8 U.S.C. sec. 1481.
114 See Part V.B, below, for a more comprehensive description of these provisions.
115" A sample of a CLN is at A-209.

16 For purposes of determining any tax imposed under the alternative tax regime, any
property held by a long-term resident on the date he or she becomes a U.S. resident is treated as
having a tax basis of no less than its fair market value on such date. However, the individual
may irrevocably elect not to have this provision apply.

"7 In applying the eight-year test, an individual is not considered to be a lawful
permanent resident for any year in which the individual is treated as a resident of another country
under a tax treaty (and the individual does not also elect to waive the benefits of such treaty).

8 Treas. Reg. sec. 1.871-13(a)(1).

19 Treas. Reg. sec. 1.871-13(a)(2).
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resident (i.e., Form 1040) and another tax return as a noncitizen or nonresident (i.e., Form
1040NR).'%°

(b) Former citizens and former long-term residents deemed to have a principal purpose of
tax avoidance

U.S. citizens who relinquish their citizenship and long-term residents who terminate their
U.S. residency generally are treated (i.e., deemed) as having relinquished such citizenship or
terminated such residency with a principal purpose of the avoidance of taxes if either: (1) the
individual’s average annual U.S. Federal income tax liability for the five taxable years ending
before the date of such citizenship relinquishment or residency termination is greater than
$100,000 (the “tax liability test”), or (2) the individual’s net worth as of the date of such
citizenship relinquishment or residency termination is $500,000 or more (the “net worth test”).'?!
These two tests are collectively referred to as the “monetary thresholds.” The monetary
thresholds are indexed for inflation in the case of a relinquishment of citizenship or termination
of residency occurring in any calendar year after 1996. For 2003, the monetary thresholds for
the tax liability test and the net worth test are $122,000 and $608,000, respectively.'*
Notwithstanding that an individual exceeds one of the monetary thresholds, as discussed in Part
IV.B.1.c. below, certain exceptions may apply.

Although no regulations have been issued under section 877, Notice 97-19,'” as
modified by Notice 98-34,'** provides guidance regarding the alternative tax regime, including
rules applicable to the tax liability test and the net worth test. For purposes of the tax liability
test, an individual’s net U.S. income tax is determined under section 38(c)(1) (which provides a
definition of net income tax for purposes of a limitation on general business credits). For
purposes of the net worth test, a former citizen or former long-term resident is considered to own
any interest in property that would be subject to gift tax if the individual were a U.S. citizen or
resident who transferred the interest immediately prior to citizenship relinquishment or residency
termination. A former citizen’s or former long-term resident’s beneficial interest in a trust also is
included in the net worth calculation.

120 Each of these tax returns should reflect the income that is attributable to the
respective number of days that fall within each of the two periods. Special rules apply for these
purposes with respect to foreign-source income which is not effectively connected with a U.S.
trade or business. Treas. Reg. sec. 1.871-13(c).

121 Sec. 877(a)(2).

122 Rev. Proc. 2002-70, 2002-46 LR.B. 845.

123 1997-1 C.B. 394. See A-166.

124 1998-2 C.B. 29. See A-193.
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(c) Former citizens and former long-term residents not deemed to have a principal purpose
of tax avoidance

Former citizens and former long-term residents falling below the monetary thresholds

A former citizen or former long-term resident who falls below the monetary thresholds is
not automatically treated as having a principal purpose of tax avoidance, but nevertheless is
subject to section 877 if the individual’s relinquishment of citizenship or termination of
residency had as one of its principal purposes the avoidance of tax. Factors taken into account in
making a determination as to the existence of a principal purpose of tax avoidance include the
substantiality of a former citizen's ties to the United States (including ownership of U.S. assets)
prior to citizenship relinquishment, the retention of U.S. citizenship by the former citizen's
spouse, and whether a former citizen resides in a country that imposes little or no tax.'” Ifthe
Secretary of the Treasury establishes a reasonable belief that a relinquishment of U.S. citizenship
or termination of U.S. residency would likely result in a substantial tax reduction for the year of
citizenship relinquishment, the former citizen or former long-term resident bears the burden of
proof that his or her relinquishment of citizenship or termination of residency did not have a
principal purpose of tax avoidance.'?

Former citizens who exceed the monetary thresholds

A U.S. citizen who loses his or her citizenship and who exceeds one of the monetary
thresholds (described above) is nevertheless not treated (i.e., not deemed) as having a principal
purpose of tax avoidance if the individual: (1) within one year from the date of loss of citizenship
submits a ruling request for a determination by the Secretary of the Treasury as to whether such
loss had as one of its principal purposes the avoidance of taxes; and (2) falls within one of certain
categories of individuals eligible to submit such a ruling request.'”’ The categories of
individuals who are eligible to request a ruling are: (1) individuals born with dual citizenship
who retain only their non-U.S. citizenship; (2) individuals who become, within a reasonable
period after citizenship relinquishment, a citizen of the country in which the individual, the
individual's spouse, or one of the individual's parents, was born; (3) individuals present in the
United States for no more than 30 days during each year in the 10-year period immediately
preceding the date of his or her loss of citizenship; (4) individuals who relinquish their
citizenship before reaching age 18 %; and (5) any other category of individuals prescribed by

125 H.R. Conf. Rep. No. 104-736, at 325 (1996).
126 Gec. 877(f).

127 Sec. 877(c)(1).
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Treasury regula’cions.128 The ruling procedures to qualify for these exceptions are detailed in
Notice 97-19, as revised by Notice 98-34.'%°

Under Notice 98-34, if a former U.S. citizen’s tax liability or net worth exceeds the
applicable thresholds, the individual will not be treated as having a principal purpose of tax
avoidance if he or she: (1) is eligible to submit a ruling request that his or her citizenship
relinquishment did not have for one of its principal purposes the avoidance of U.S. taxes (based
on one of the categories set forth above); (2) submits such a request in a timely manner; and (3)
provides the IRS with a complete and good faith ruling request.”*® The IRS determines whether
a submission was complete and provided in good faith. If the ruling request constitutes a
complete and good faith submission, the IRS may also, depending on the information submitted,
provide a substantive ruling as to whether the individual’s citizenship relinquishment had as one
of its principal purposes the avoidance of U.S. taxes. Alternatively, the determination may
express no opinion as to whether the individual’s citizenship relinquishment had for one of its
principal purposes the avoidance of U.S. taxes in cases in which, although there is a complete
and good faith submission, the information submitted does not clearly establish the existence or
lack of such a principal purpose. In sum, under Notice 98-34, an individual must receive a
determination that he or she made a timely, complete, good-faith ruling request in order to avoid
the deemed treatment of having a principal purpose of tax avoidance under section 877(a)(2).
Such a determination may express a favorable opinion, an unfavorable opinion, or no opinion as
to whether one of the individual’s principal purposes is tax avoidance.

If the IRS determines only that a request was complete and submitted in good faith, such
a determination means that the individual is not deemed to have a tax avoidance purpose. The
determination, however, is not conclusive as to whether the individual ultimately can be found to
have a principal purpose of tax avoidance based on the individual’s facts and circumstances.
Such a determination would be reserved for a subsequent time, such as on audit.

Before the IRS issued Notice 98-34, Notice 97-19 provided that a former citizen or
former long-term resident who satisfied the tax liability test or net worth test would be subject to
the alternative tax regime, unless such individual obtained a favorable ruling that the individual
did not relinquish citizenship or terminate residency with a principal purpose to avoid tax. Thus,
under Notice 97-19, the IRS would render either a favorable or unfavorable ruling as to the
substantive question of the individual’s purposes. The IRS stated in Notice 98-34 that making a

128 Sec. 877(c)(1)(A) and (2).

129 1997-1 C.B. 394 and 1998-2 C.B. 29, respectively. See A-166 and A-193,
respectively.

130 1n addition, under the notices, former citizens who “narrowly” fail to satisfy one or
more of the respective criteria may nevertheless submit a ruling request. The Secretary of the
Treasury, in his or her sole discretion, may decline to rule on any such request if it is determined
that the taxpayer more than “narrowly” failed to satisfy any of the requirements. In such a case,
the former citizen would not be considered to have submitted a ruling request and, thus, would
be subject to section 877.
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determination regarding tax avoidance in an advance ruling presented difficulties due to the
inherently factual and subjective nature of the inquiry and that in some cases the information
submitted with the ruling request did not clearly establish the existence or lack of such a
principal purpose.'>! As a result, the IRS modified its procedures to add a third type of ruling, a
“fully submit” ruling, under which the deemed tax-avoidance purpose treatment under section
877(a)(2) does not apply when an individual meets all submission criteria and completes a good-

faith ruling request. The modified procedures apply to ruling requests pending on and submitted
after July 6, 1998."%2

Former long-term residents who exceed the monetary thresholds

The Secretary of the Treasury is authorized to prescribe regulations to exempt categories
of former long-term residents from section 877."3% Under Notice 97-19, as modified by Notice
98-34, a former long-term resident may be excepted from being treated as having a principal
purpose of tax avoidance (notwithstanding that such person exceeds one of the monetary
thresholds), but only if he or she submits a ruling request within one year after residency
termination, and the individual either: (1) becomes, within a reasonable period after residency
termination, a resident fully liable for income tax in the country in which he or she was born, his
or her spouse (if married) was born, or his or her parents were born; (2) was present in the United
States for 30 days or less during each year of the 10-year period prior to residency termination;
or (3) ceases to be taxed as a lawful permanent resident, or commences to be treated as a resident
of another country under an income tax treaty and does not waive the benefits of such treaty
applicable to residents of the foreign country, before the individual reaches age 18; 134

(d) Income subject to section 877

Nonresident noncitizens (including former citizens and former long-term residents) are
subject to U.S. income tax at graduated rates on certain types of U.S.-source income. Such

Bl Notice 98-34, sec. III. See A-166.

132 1n addressing the ruling requests under Notice 97-19, the IRS also found that the
information required to be submitted under that notice was insufficient in many instances.
Notice 98-34 therefore modifies the information that must be submitted with the ruling request in
order for the request to be considered a complete and good faith submission. For a detailed
description of the required information, see Notice 98-34, sec II1.

13 Sec. 877(e)(4).
134 As is the case with former citizens, Notice 97-19 and Notice 98-34 provide that

former long-term residents who “narrowly” fail to satisfy one or more of the ruling criteria may
nevertheless submit a ruling request.
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income includes income effectively connected with a U.S. trade or business and gains from the
disposition of interests in U.S. real property.'*®

The scope of items treated as U.S.-source income for section 877 purposes is broader
than those items generally considered to be U.S.-source income under the Code. These special
sourcing rules treat as U.S.-source income such items as gain on the sale or exchange of certain
property located in the United States, gain on sale or exchange of stock of a U.S. corporation or
debt of a U.S. person, income derived through controlled foreign corporations, gain on certain
foreign property acquired in nonrecognition transactions, and gain on certain contributions of
U.S. property to foreign corporations.

Gains from the sale or exchange of property located in the United States

Section 877 recharacterizes as U.S.-source income certain gains of former citizens or
former long-term residents who are subject to the alternative tax regime, thereby imposing U.S.
income tax on such gains (which otherwise would not be subject to U.S. tax in the hands of a
nonresident noncitizen). Under this rule, gain on the sale or exchange of property (other than
stock or debt obligations) located in the United States, as well as gains on the sale or exchange of
stock issued by a U.S. corporation or debt obligations of a U.S. person, are treated as U.S.-source
income.'®® In this regard, the substitution of a foreign obligor for a U.S. obligor generally is
treated as a taxable exchange of the debt instrument and, therefore, any gain on such exchange is
subject to tax under section 877. Such U.S.-source income and gains of the individual are
taxable during the 10-year period after citizenship relinquishment or residency termination,
without regard to whether the property giving rise to such income or gains was acquired before
or after the date the individual became subject to section 877.

Income or gain derived from controlled foreign corporation stock

Section 877 treats as U.S.-source any income or gain derived from stock in a foreign
corporation if the individual relinquishing citizenship or terminating residency owns, directly or
indirectly, more than 50 percent of the vote or value of the stock of the corporation on the date of
such relinquishment or termination or at any time during the 2-year period preceding such
date.”®” Such income and gains are recharacterized as U.S.-source only (1) to the extent of the
amount of earnings and profits attributable to such stock earned or accumulated prior to the date

135 For example, compensation (including deferred compensation) paid with respect to
services performed in the United States is subject to such tax. Thus, a U.S. citizen who earns a
stock option while employed in the United States and delays the exercise of such option until
after such individual loses his or her citizenship is subject to U.S. tax on the compensation
income recognized upon exercise of the stock option (even if the stock received upon the
exercise is stock in a foreign corporation).

136 Sec. 877(d)(1)(A) and (B).

137 Sec. 877(d)(1)(C).
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of loss of citizenship (or termination of residency, as applicable) and (2) while the ownership
requirement is satisfied."®

Nonrecognition exchanges of U.S. property for foreign proper

An individual subject to section 877 who exchanges property that would produce U.S.-
source income for property that would produce foreign-source income is required to recognize
immediately as U.S.-source income any gain on such exchange (determined as if the property
had been sold for its fair market value on such date).”*® To the extent gain is recognized under
this provision, the property would be accorded a step-up in basis. This rule requiring immediate
gain recognition does not apply if the individual enters into an agreement with the Secretary of
the Treasury specifying that any income or gains derived from the property received in the
exchange during the 10-year period after the relinquishment of citizenship (or termination of
residency, as applicable) will be treated as U.S.-source income. The gain recognition agreement
terminates if the property transferred in the exchange is disposed of by the acquiror; any gain that
had not been recognized by reason of the agreement is then recognized as U.S.-source. The
Secretary of the Treasury is authorized to issue regulations providing similar treatment for
nonrecognition transactions that occur within five years immediately prior to the date of
relinquishment of citizenship (or termination of residency, as applicable). Under Notice 97-19,
the above rules are applied by substituting the 15-year period beginning five years prior to the
citizenship relinquishment or residency termination for the 10-year period described above.'** In
the case of any exchange occurring during the five years prior to the citizenship relinquishment
or residency termination, any gain realized is to be recognized immediately after the loss of
citizenship (or termination of residency).

138 The following example illustrates this rule: Mr. B lost his U.S. citizenship on July 1,
2002 and is subject to section 877. Mr. B has owned all of the stock of a foreign corporation,
(“FCo”), since its incorporation in 1996. As of December 31, 2001, FCo has accumulated
earnings and profits of $500,000. FCo has current earnings and profits of $100,000 for 2002 and
does not have any subpart F income. FCo makes a $100,000 distribution to Mr. B in each of
2003 and 2004. On January 1, 2005, Mr. B disposes of all his stock of FCo and realizes
$400,000 of gain. The distributions from FCo and the gain on the sale of the stock of FCo would
be treated as U.S.-source income and would be taxed to Mr. B under section 877, subject to the
earnings and profits limitation. For this purpose, FCo's earnings and profits for 2002 are pro-
rated based on the number of days during 2002 that Mr. B is a U.S. citizen. Thus, the amount of
FCo's earnings and profits earned or accumulated before Mr. B's loss of citizenship is $550,000.
Accordingly, the $100,000 distributions from FCo in 2003 and 2004 would be treated as U.S.-
source income taxable to Mr. B under section 877. In addition, $350,000 of the gain realized
from the sale of the stock of FCo in 2005 would be treated as U.S.-source income taxable to Mr.
B under section 877.

139 Sec. 877(d)(2).

140 Notice 97-19, sec. I. See A-166.
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The Secretary of the Treasury is authorized to issue regulations to treat removal of
tangible personal property from the United States, and other circumstances that result in a
conversion of U.S.-source income to foreign-source income without recognition of any
unrealized gain, as exchanges for purposes of computing gain subject to section 877. The
taxpayer may defer the recognition of the gain if he or she enters into a gain recognition
agreement as described above. For example, a former citizen who is subject to the alternative tax
regime and who removes appreciated artwork that he or she owns from the United States could
be subject to immediate U.S. tax on the appreciation under this provision unless the individual
enters into a gain recognition agreement. Under Notice 97-19, the removal from the United
States of appreciated tangible personal property having an aggregate fair market value in excess
of $250,000 within the 15-year period beginning five years prior to the citizenship
relinquishment or residency termination will be treated as an “exchange” subject to these rules.
Gain from the removal of tangible personal property worth $250,000 or less will not be subject
to the section 877 alternative tax regime.

Contributions of U.S. property to controlled foreign corporations

Section 877 provides for recharacterization if an individual to whom section 877 applies
contributes property that would produce U.S.-source income to a foreign corporation, and: (1)
the property is contributed to the foreign corporation during the 10-year period after citizenship
relinquishment or residency termination; (2) the foreign corporation would be a controlled
foreign corporation if the individual were a U.S. citizen; and (3) the individual owns, directly or
indirectly, 10 percent or more (by vote) of the stock of such corporation.141 Under these
recharacterization rules, the former citizen or former long-term resident who is subject to the
alternative tax regime is treated as receiving or accruing directly the income or gains received or
accrued by the foreign corporation with respect to the contributed property (or other property that
has a basis determined by reference to the basis of such contributed property) during the 10-year
period after citizenship relinquishment or residency termination. 142 Moreover, if the individual

141 Sec. 877(d)(4). For purposes of determining indirect and constructive ownership, the
rules of section 958 apply.

142 The recharacterization rules under section 877 for transfers to a foreign corporation
are illustrated by the following example: Ms. A lost her U.S. citizenship on January 1, 2002, and
is subject to section 877. On June 30, 2003, Ms. A transfers the stock she owns in a U.S.
corporation (“USCo”), to a foreign corporation, (“FCo0”), in exchange for all the stock of FCo in
a transaction that qualifies for tax-free treatment under section 351. At the time of such transfer,
A's basis in the stock of USCo is $100,000 and the fair market value of the stock is $150,000.
Any income or gain on the USCo stock would be treated as received or accrued by Ms. A and
not by FCo. Accordingly, if the USCo stock pays a dividend of $10,000 in 2004, Ms. A would
be treated as receiving the dividend and would be subject to U.S. tax under section 877 on such
dividend. Moreover, if FCo sells the USCo stock in 2004, Ms. A would be treated as
recognizing the gain on such sale and would be taxable thereon under section 877. Alternatively,
if Ms. A disposes of the stock of FCo in 2004 while FCo holds the USCo stock, the USCo stock
would be treated as if sold by FCo immediately before Ms. A's disposition of the FCo stock;
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disposes of the stock of the foreign corporation, the individual is subject to U.S. tax on the gain
that would have been recognized if the corporation had sold such contributed property
immediately before the disposition. If the individual disposes of less than all of his or her stock
in the foreign corporation, such disposition is treated as a disposition of a pro rata share
(determined based on value) of such contributed property.'* Authority is provided for the
Department of Treasury to issue regulations to prevent the avoidance of this rule. Information
reporting is required as necessary to carry out the purposes of this rule.

Under Notice 97-19, individuals are required to apply the above rules by substituting a
15-year period beginning five years prior to the citizenship relinquishment or residency
termination for the 10-year period described above.'* In addition, an individual who makes a
contribution must attach certain information to his or her U.S. tax return for the year in which the
contribution is made, including the date of the contribution, a description of the property
contributed, and a description of the percentage interest in the foreign corporation to which the
property was contributed.

Special rule for shift in risks of ownership

Section 877 applies to income and gains for the 10 taxable years ending after the loss of
citizenship (or termination of residency, as applicable). For purposes of applying section 877,
the 10-year period is suspended for gains derived from a particular property during any period in
which the individual's risk of loss with respect to such property is substantially diminished.'*’

accordingly, Ms. A would be subject to U.S. tax under section 877 on the gain on the USCo
stock.

143" For example, if the individual owns 100 shares of the foreign corporation's stock and
disposes of 10 of such shares, such disposition is treated as a disposition of 10 percent of the
property contributed to the foreign corporation.

144 Notice 97-19, sec. I. See A-166.

145 Sec. 877(d)(3). For example, Ms. C lost her citizenship on January 1, 2002, and is
subject to section 877. On that date, Ms. C owns 10,000 shares of stock of a U.S. corporation
(“USCo™), with a value of $1 million. On the same date, Ms. C enters into an equity swap with
respect to such USCo stock with a five-year term. In the transaction, Ms. C will transfer to the
counter-party an amount equal to the dividends on the USCo stock and any increase in the value
of the USCo stock for the five-year period. The counterparty will transfer to Ms. C an amount
equal to a market rate of interest on $1 million and any decrease in the value of the USCo stock
for the same period. Ms. C's risk of loss with respect to the USCo stock is substantially
diminished during the five-year period in which the equity swap is in effect and, therefore, the
10-year period under section 877 is suspended during such period. Accordingly, if Ms. C sells
her USCo stock for a gain on January 1, 2014, such gain would be treated as U.S.-source income
taxable to Ms. C under section 877.
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2. Estate, gift, and generation skipping transfer taxation
(a) Estate tax

In general, estates of nonresident noncitizens are subject to U.S. estate tax on the transfer
at death of certain U.S.-situated property.146 Such property includes real estate and tangible
property located within the United States. In addition, stock held by nonresident noncitizens is
treated as U.S.-situated if issued by a U.S. corporation.147

A special estate tax rule applies to former citizens and former long-term residents who
relinquish citizenship or terminate residency with a principal purpose of tax avoidance. Under
this rule, if the former citizen or former long-term resident dies within 10 years of citizenship
relinquishment or residency termination, the former citizen’s or former long-term resident’s U.S.
gross estate includes the value of certain closely-held foreign stock to the extent the foreign
corporation owns U.S.-situated property. This rule applies only if: (1) the decedent owned,
directly, at death 10 percent or more of the combined voting power of all voting stock of the
corporation; and (2) the decedent owned, directly or indirectly, at death more than 50 percent of
the total voting stock of the corporation or more than 50 percent of the total value of all stock of
the corporation.148

(b) Gift tax

Nonresident noncitizens are subject to gift tax with respect to certain transfers by gift of
U.S.-situated property.149 Such property includes real estate and tangible property located within
the United States. Nonresident noncitizens generally are not subject to U.S. gift tax on the
transfer of intangibles, such as stock or securities, regardless of where such property is
situated."

A special gift tax rule applies to former citizens and former long-term residents who
relinquish citizenship or terminate residency with a principal purpose of tax avoidance.”! Under

146 Secs. 2101, 2103.
17 Sec. 2104.

148 Sec. 2107(b).

199 Secs. 2501, 2511(a).
150 Qec. 2501(a)(2).

151" A former citizen or former long-term resident is treated as having relinquished
citizenship or terminated residency with a principal purpose of tax avoidance if he or she meets
certain monetary thresholds relating to a five-year tax liability test or a net worth test. Sec.
2501(a)(3)(B). (These thresholds are discussed in more detail in Part [V.B.1.b. above). Certain
categories of individuals can avoid being treated as having a principal purpose of tax avoidance
if they submit a timely and complete ruling request with the IRS as to whether their citizenship
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this rule, the former citizen or former long-term resident is subject to gift tax on gifts of U.S.-
situated intangibles (e.g., U.S. stock), if made within 10 years of citizenship relinquishment or
residency termination.

(¢) Generation skipping transfer tax

No special rules apply relating to the generation skipping transfer tax for former citizens
or former long-term residents who relinquish citizenship or terminate residency with a principal
purpose of tax avoidance.

3. Double tax relief

In order to mitigate the double taxation of individuals subject to the alternative tax
regime, a credit is permitted against the U.S. tax imposed under such provisions for any forelgn
income, gift, estate or similar taxes paid with respect to the items subject to such taxation. 153
This credit is available only against the tax imposed solely as a result of the alternative tax
regime and is not available to be used to offset any other U.S. tax liability. 154

4. Interaction with tax treaties

In general, U.S. tax treaties contain a “saving clause” which provides that the treaty does
not affect the taxation by a country of its citizens or residents. By reason of this saving clause,
unless otherwise provided in the treaty, the United States may continue to tax its citizens or

relinquishment or residency termination had a principal purpose of tax avoidance. Sec.
2501(a)(3)(C). (These exceptions are discussed in more detail in Part IV.B.1.c. above.).

152 Sec. 2501(a)(3)(A).

153 Secs. 877(b), 2107(c)(2), and 2501(a)(3)(D). Because section 877 alters the sourcing
rules generally used to determine the country having primary taxing jurisdiction over certain
items of income, there is an increased potential for such items to be subject to double taxation.
For example, a former citizen subject to the section 877 rules may have capital gains derived
from stock in a U.S. corporation. Under section 877, such gains are treated as U.S.-source
income, and, therefore, are subject to U.S. tax. The internal laws of the former citizen’s new
country of residence, however, may provide that all capital gains realized by a resident of that
country are subject to taxation in that country and, thus, the gain from the sale of U.S. stock also
may be taxable in his country of residence.

154 For example, Mr. D lost his citizenship on January 1, 2002, and is subject to section
877. Mr. D becomes a resident of Country X. During 2002, Mr. D recognizes a $100,000 gain
upon the sale of stock of a U.S. corporation. Country X imposes $15,000 tax on this capital gain.
But for the double tax relief provision, Mr. D would be subject to U.S. tax of $20,000 on this
gain under section 877, for a total of $35,000 of aggregate tax liability between the United States
and the foreign country. However, Mr. D 's U.S. tax under section 877 would be reduced by the
$15,000 of foreign tax paid, and Mr. D 's resulting U.S. tax on this gain would be $5,000.
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residents as if the treaty were not in force. Some U.S. tax treaties contain a provision under
which the saving clause (and, therefore, the U.S. jurisdiction to tax) applies to a former citizen or
former long-term resident whose loss of citizenship or resident status had as one of its principal
purposes the avoidance of tax; such application is limited to the 10-year period following the loss
of citizenship or resident status. This approach is consistent with the alternative tax regime
under section 877 for former citizens and former long-term residents as described above.
However, not all U.S. tax treaties in force contain this provision. Tax treaties that do not contain
this provision could preclude the United States from subjecting former citizens to U.S. tax under
the alternative tax regime.'>’

A conflict arises because section 877 does not explicitly deny treaty benefits to former
citizens or long-term residents. If former citizens and long-term residents qualify for resident
status under the tax treaty between the United States and the country where they relocate, they
are generally entitled to treaty benefits. This allows former citizens and long-term residents to
benefit from treaty provisions that reduce or exempt their U.S.-source income that would
otherwise be subject to tax under section 877. When former citizens or long-term residents are
not mentioned in the saving clause of such treaty, it prevents the United States from continuing
to tax them as though the treaty never went into effect. Therefore, unless former citizens and
long-term residents are included in the saving clause, treaty provisions could preclude the United
States from applying the alternative tax regime.

The legislative history of the 1996 legislative changes to the alternative tax regime
indicates that the purpose of these grovisions, as amended in 1996, was not intended to be
defeated by any treaty provision.15 It was anticipated that the Department of Treasury would
review all outstanding treaties to determine whether the alternative tax regime, as revised in
1996, potentially conflicts with treaty provisions (such as the saving clauses in the various
treaties) and to eliminate any such potential conflicts through renegotiation of the affected tax
treaties as necessary.”>’ The legislative history of the 1996 changes to the alternative tax regime
states that beginning on the tenth anniversary of the enactment of such changes, any conflicting
treaty provisions that remain in force take precedence over the alternative tax regime as
revised.!® This coordination rule is effective until August 21, 2006. '

155 See Crow v. Commisioner, 85 T.C. 376 (1985) (holding that section 877 does not
apply if its application is inconsistent with a treaty).

156 H.R. Conf. Rep. No. 104-736, at 329 (1996).
157 Id.

158 Id

159 See A-2 through A-9 for a list of outstanding U.S. tax treaties with savings clause
provisions that potentially conflict with the alternative tax regime.
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Consistent with Congressional intent, the IRS published Notice 97-19, declaring that all
provisions of section 877 will prevail over treaty provisions in effect on August 21, 1996.'°
Typically, U.S. courts apply the “later-in-time” rule to determine whether a U.S. statute or a
treaty is controlling authority in the event of a conflict, because both Federal laws and treaties
are supreme law of the land.'®" However, the 1996 legislative history, along with Notice 97-19,
call for only temporary non-supremacy of the treaties.' %

5. Required information reporting and sharing

In order to enhance compliance with the alternative tax regime and to assist the IRS in
identifying former citizens and former long-term residents who are subject to the alternative tax
regime, the Health Insurance Portability and Accountability Act of 1996 added an information
reporting requirement to the Code.'®® This information reporting obligation is imposed on
former citizens and former long-term residents at the time of citizenship relinquishment or
residency termination. In addition, the Department of State and other governmental entities are
required to share certain information with the IRS with respect to such individuals.

Information reporting

Under the Code, a U.S. citizen who loses his or her citizenship is required to provide an
information statement to the Department of State (or other designated government entity).'**
This information statement includes the following information: (1) the individual’s social
security number; (2) the mailing address of the individual’s principal foreign residence; (3) the
new country of residence; (4) the new country of citizenship; (5) information concerning the
individual’s assets and liabilities if the tax liability threshold or the net worth threshold under
section 877(a)(2) is met; and (6) such other information as the Secretary of the Treasury

160 Notice 97-19, Sec. VIIL. See A-166.

161 Section 7852(d), enacted by the Technical and Miscellaneous Tax Act of 1988
("TAMRA"), provides that neither a treaty nor a statute have preferential status, so that the later-
in-time of a statute or a treaty controls (commonly referred to as the “later-in-time” rule).

162 In the event the IRS seeks assistance from a treaty partner to enforce the provisions
under section 877 with respect to a former U.S. citizen or long-term resident who has moved
overseas, the IRS may have difficulty convincing the treaty partner that the provisions of section
877 override the treaty language agreed upon by both parties at the time of negotiation. In
addition, the IRS has indicated that it has not utilized treaty provisions to obtain information as
to whether or not an individual is subject to the expatriation tax rules. See A-123 (August 14,
2002, letter from the IRS).

163 Pub. L. No. 104-191, sec. 512.

164 Sec. 6039G.
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prescribes.165 A similar information statement is required for long-term U.S. residents who
terminate their residency.'®

Since January 1999, individuals can provide this information on IRS Form 8854."’
Form 8854 requires the individual to provide: (1) the individual's social security number; (2)
forwarding foreign address; (3) new country of residence; (4) all foreign countries of citizenship
and the method by which citizenship was acquired; (5) the number of days the individual was
physically present in the United States during the year of citizenship relinquishment or residency
termination and each of the two preceding taxable years; and (6) information concerning U.S. tax
liability for the five years preceding the date of citizenship relinquishment or residency
termination. In the case of individuals with gross assets having a collective fair market value of
more than $500,000, the form also requires the completion of a balance sheet showing assets and
liabilities immediately prior to citizenship relinquishment or residency termination. If the tax
liability threshold or the net worth threshold of section 877(a)(2) is met, Form 8854 asks several
questions concerning the eligibility for and submission of a ruling request regarding whether the
citizenship relinquishment or residency termination had as a principal purpose the avoidance of
U.S. tax. The form must be signed under penalty of perjury.

The information statement must be provided by former citizens no later than the earliest
day on which the individual (1) renounces U.S. nationality before a diplomatic or consular
officer of the United States, (2) furnishes to the Department of State a statement of voluntary
relinquishment of U.S. nationality confirming an act of citizenship relinquishment, (3) is issued a
certificate of loss of U.S. nationality by the Department of State, or (4) loses U.S. nationality
because the individual’s certificate of naturalization is canceled by a U.S. court (collectively, the
“reporting date”).!®® The office reviewing the statements is required to provide to the Secretary
of the Treasury copies of all statements received and the names of individuals who refuse to
provide such statements.'® A long-term resident whose residency is terminated generally is

165 Section 6039G(b) specifically requires some of this information to be reported, while
other items are specified by Notice 97-19, as modified by Notice 98-34, and IRS Form 8854.

166 Sec. 6039(G)(f).

167 There is, however, no statutory requirement that individuals provide the required
information on the official IRS form. Some Department of State consular offices will accept the
information in alternate formats. Prior to January 1999, no uniform information statement (e.g.,
on an IRS form) existed. However, section 6039G and Notice 97-19 provide a list of certain
required information.

168 Sec. 6039G(a) and (c).

169 UUnder Notice 97-19, a former citizen whose reporting date is on or before March 10,
1997, must provide the information statement to the IRS by June 8, 1997. If the reporting date is
after March 10, 1997, and on or before June 8, 1997, the former citizen must provide the
information statement to the nearest consular office, the Department of State, or a Federal court
(if the individual’s CLN was canceled by a court) on or before June 8, 1997. If the reporting
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required to attach the information statement to his or her U.S. income tax return for the year of
such termination.'”

In addition, a former citizen or former long-term resident who is liable for U.S. taxes
under the alternative tax regime for a taxable year during the 10-year period (and accordingly
must file IRS Form 1040NR) must attach to that return a statement setting forth (generally by
category) all items of U.S.-source and foreign-source gross income.

The IRS may impose penalties if an individual fails to provide the required information
unless such failure is due to reasonable cause and not to willful neglect.171 An individual who
fails to provide the required information statement is subject to a penalty for each year (of a 10-
year period beginning on the date of loss of citizenship or termination of residency) during which
the failure to provide the statement continues. The penalty is equal to the greater of five percent
of the tax required to be paid under section 877 for that year or $1 ,000.'7

Interagency information sharing

The Department of State is required to provide the Secretary of the Treasury with a copy
of each CLN documenting a loss of citizenship, that is approved by the Department of State.
Similarly, the INS is required to provide the Secretary of the Treasury with the name of each
individual whose status as a lawful permanent resident has been revoked or has been determined
to have been abandoned. Further, the Secretary of the Treasury is required to publish in the
Federal Register the names of all former citizens with respect to whom it receives the required
statements or whose names or CLNss it receives under the foregoing information-sharing
provisions. Because of restrictions placed on the disclosure of returns and return information by
section 6103, the Department of Treasury is unable to share confidential information with the
Department of State and the INS for purposes of administering civil immigration laws.'

6. Certain resident noncitizens having a break in residency status

A special rule applies in the case of a noncitizen who has been treated as a resident of the
United States for at least three consecutive years, if the individual becomes a nonresident but

date is after June 8, 1997, the former citizen must provide the information statement to the
nearest consular office or Federal court (as the case may be) on or before the reporting date.

170 Under Notice 97-19, a former long-term resident who terminated residency after
February 5, 1995, and before January 1, 1996, must attach the information statement to either a
1996 IRS Form 1040NR (whether or not the individual is required to file a tax return) or an
amended 1995 U.S. income tax return.

17 Sec. 6039G(d).
172 14 No similar penalties were required to be imposed under pre-1996 law.

173 For a more detailed discussion of the effect of section 6103 and the immigration
exclusion for certain former citizens, see Part V.D., below.
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regains residency status within a three-year period.174 In such cases, the individual is subject to
U.S. tax for all intermediate years under the alternative tax regime described above (i.e., the
individual is taxed in the same manner as a former citizen or former long-term resident who
relinquished citizenship or terminated residency for tax avoidance purposes). The special rule
for a break in residency status applies regardless of the subjective intent of the individual.

174 Sec. 7701(b)(10).

47



V. REQUIREMENTS FOR U.S.
CITIZENSHIP, IMMIGRATION, AND VISAS

A. Overview

The Fourteenth Amendment to the U.S. Constitution defines citizens as “all persons born
or naturalized in the United States and subject to the jurisdiction thereof.”!”® Citizenship also
can be conferred individually or collectively by statute. For example, by statute, U.S. citizens
include individuals born abroad to an American parent.176

Noncitizens fall into three categories for purposes of U.S. immigration law. First,
noncitizens who enter illegally or who violate the terms of their visa status are referred to as
“unlawful” or “unauthorized.” Second, individuals who are admitted temporarily as visitors for
a specific purpose are “nonimmigrants.”'’’ Nonimmigrants are required to leave the country at
the end of the time allotted them for the specific purpose.178 Third, noncitizens who receive
permission to live and work permanently in the United States are called by various names,
including “immigrants,” “resident aliens,” “lawful permanent residents,” “permanent residents,”
or may be referred to as “green card holders.” ' Immigrants are not citizens but they are
allowed to reside permanently within the United States, may apply for U.S. citizenship through
the naturalization process, are able to work without restriction, with limited exceptions for
government employment. All immigrants in the United States are protected by the Constitution,
but the extent of that protection varies according to the status of their presence here. Similarly,
all immigrants enjoy most of the statutory protections accorded by Federal and State law, but the
extent of that protection also varies by alienage status.'®

A noncitizen seeking to enter the United States generally is required to present valid
documentation for entry, usually a visa and a passport. These requirements, however, can be
waived in certain circumstances. The Department of State and the INS form a “double check”

175 U S. Const. amend. X1V, sec. 1.
176 8 U.S.C. sec. 1401.

177" See Congressional Research Service, CRS Report for Congress, 98-918: Immigration
Fundamentals (September 15, 1999) and Congressional Research Service, CRS Report for
Congress, RS20916: Immigration & Naturalization Fundamentals (May 18, 2001).

178 1d

17 Immigrants are defined as anyone who does not fall within one of the nonimmigrant
classifications. 8 U.S.C. sec. 1101(a)(15).

180 See Congressional Research Service, CRS Report for Congress, 98-918: Immigration
Fundamentals (September 15, 1999).
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system for entry into the United States. The Department of State grants visas.'"®! The INS
inspects individuals upon arrival at a port of entry and determines whether they are admitted into
the country.'®? There are many grounds for inadmissibility, including criminal history, security
and public health considerations, the likelihood of becoming a public charge, and documentary
requirements violations.'®® Some grounds can be waived."®* Even for grounds that cannot be
waived, an individual may be “paroled” into the United States for emergency or humanitarian

reasons. 185

Among the grounds for inadmissibility is a provision that makes inadmissible former
U.S. citizens who renounce their citizenship to avoid taxation.'®® Individuals seeking permanent
resident status cannot obtain a waiver of this ground of inadmissibility and therefore, cannot
return to the United States on a permanent basis. Individuals seeking to enter the United States
temporarily, however, may obtain a waiver of this ground of inadmissibility.187 Thus, while such
individuals cannot establish permanent residency in the United States, they may receive a waiver
to permit them to visit the United States as a nonimmigrant.

181 Under section 428 of the Homeland Security Act of 2002 (“Homeland Security Act”),
Pub. Law 107-296, consular officers will continue to issue visas, but they will do so under the
general supervision of the Secretary of Homeland Security. The Secretary of Homeland Security
also will have general authority to refuse visas in accordance with immigration law, a power not
currently given to the Secretary of State. The Secretary of State will retain authority to deny
visas on foreign policy and national security grounds. The Homeland Security Act is not
intended to fundamentally alter the immigration and nationality policy of the United States.

182 Under subtitle D of the Homeland Security Act, enforcement functions of the INS,
including inspections, will be performed under the Bureau of Border Security, Department of
Homeland Security.

183 8 U.S.C. sec. 1182(a).
184 8 1U.S.C. sec. 1182(d), (h), (i), (k), (1).

185 ¢ U.S.C. sec. 1182(d)(5). A grant of parole is temporary permission to be present in
the United States. The parolee is required to leave when the conditions supporting his or her
parole cease to exist. Parole does not constitute formal admission into the country.

186 Sec. 212(a)(10)(E) of the Immigration and Nationality Act (the “INA™); 8 U.S.C. sec.
1182(a)(10)(E).

187 8 U.S.C. sec. 1182(d)(3).

49



B. Acquisition and Loss of U.S. Citizenship
1. Acquisition of U.S. citizenship

An individual may obtain U.S. citizenship in one of four ways: (1) being born within the
geographical boundaries of the United States and certain of its territories; (2) being born outside
the United States to at least one U.S. citizen parent (as long as that parent had previously been
resident in the United States for a requisite period of time); (3) through the naturalization
process; or (4) by an act of Congress.188 The Department of State estimates that there are
approximately 3.78 million U.S. citizens living abroad, although thousands of these individuals
may not even know that they are U.S. citizens. 189

2. Loss of U.S. citizenship
Seven acts

A U.S. citizen may voluntarily give up his or her U.S. citizenship at any time. Seven
acts, which if performed voluntarily with the intention to relinquish U.S. nationality, will result
in the loss of U.S. citizenship:

(1)  becoming naturalized in another country;

(2)  formally declaring allegiance to another country;

(3)  serving in a foreign army;

4) serving in certain types of foreign government employment if the individual is a

national of the foreign country or if he or she takes an oath of allegiance to such

foreign country;

(5) making a formal renunciation of nationality before a U.S. diplomatic or consular
officer in a foreign country;

(6)  making a formal renunciation of nationality in the United States during a time of
war; or

(7)  committing an act of treason for which the individual is convicted.'*

188 1J.S. Const. amend. XIV, sec. 1; 8 U.S.C. sec. 1401.
189 Bureau of Consular Affairs, Department of State, Private American Citizens Residing

Abroad (July 1999). This does not include U.S. Government (military and nonmilitary)
employees and their dependents.

190 ¢ U.S.C. sec. 1481(a).
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An individual who wishes to renounce citizenship formally (item (5), above) must
execute an Oath of Renunciation before a consular officer, and the individual's loss of citizenship
is effective on the date the oath is executed. In all other cases, the loss of citizenship is effective
on the date that the act of relinquishing citizenship is committed, even though the loss may not
be documented until a later date. The Supreme Court has held that relinquishment of citizenship
alone is an insufficient basis for revoking citizenship. '*' Rather, the act of relinquishing
citizenship must be done with the requisite intent.

A child under the age of 18 cannot lose U.S. citizenship by naturalizing in a foreign state,
by taking an oath of allegiance to a foreign state, by serving in a foreign government, or by being
convicted for an act of treason (a minor, probably would not be charged with this because he or
she may not have the resources to commit this crime). A child under age 18 can, however, lose
U.S. citizenship by serving in a foreign military or by formally renouncing citizenship, but such
an individual may regain citizenship by asserting a claim of citizenship before reaching the age
of 18 years and six months.'”

Certificates of loss of nationality

Generally, the Department of State documents a loss of citizenship on a certificate of loss
of nationality (“CLN™) when the individual acknowledges to a consular officer that
relinquishment of citizenship was taken with the requisite intent. There is no obligation for an
individual to obtain a CLN or otherwise notify the Department of State of relinquishing one’s
citizenship. When an individual acknowledges that the relinquishment of citizenship was done
with the requisite intent, the consular officer abroad submits a CLN to the Department of State in
Washington, D.C. for approval.193 Upon approval, a copy of the CLN is issued to the affected
individual.'®* The date upon which the CLN is approved is not the effective date for loss of
citizenship. The loss of citizenship is effective on the date the relinquishment of citizenship
occurs, if done with the requisite intent.

Before a CLN is issued, the Department of State reviews the individual's files to confirm
that: (1) the individual was a U.S. citizen; (2) relinquishment of citizenship occurred; (3)
relinquishment was undertaken voluntarily; and (4) the individual had the intent of relinquishing
citizenship.'® If the relinquishment of citizenship involved an action of a foreign government
(for example, if the individual was naturalized in a foreign country or joined a foreign army), the

91 pance v. Terrazas, 444 U.S. 252, 260 (1980).

192" An individual cannot regain his or her citizenship by asserting a claim of citizenship
in this manner if he or she formally renounced citizenship during wartime. 8 U.S.C. sec.
1483(b).

193 ¢ U.S.C. sec. 1501; Department of State, 7 Foreign Affairs Manual, sec. 1221.

194 Department of State, 7 Foreign Affairs Manual, sec. 1222.

195 Department of State, 7 Foreign Affairs Manual, sec. 1211.
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Department of State will not issue a CLN until it has obtained an official statement from the
foreign government confirming the relinquishment of citizenship.196

If a CLN is not issued because the Department of State does not believe that
relinquishment of citizenship has occurred (for example, if the requisite intent appears to be
lacking), the issue may be resolved through litigation, as any dispute about relinquishment of
citizenship could lead to litigation. Whenever the loss of U.S. nationality is put in issue, the
burden of proof is on the individual or party claiming that a loss of citizenship has occurred to
establish, by a preponderance of the evidence, that the loss occurred.'”’

Similarly, if a CLN has been issued, but the Department of State later discovers that such
issuance was improper (for example, because fraudulent documentation was submitted, or the
requisite intent appears to be lacking), the Department of State could initiate proceedings to
revoke the CLN.'*® If the recipient is unable to establish beyond a preponderance of the
evidence that citizenship was lost on the date claimed, the CLN would be revoked. To the extent
that the IRS believes a CLN was improperly issued, the IRS could present such evidence to the
Department of State and request that revocation proceedings be commenced.

Revocation of naturalized citizenship

In addition to relinquishment of citizenship, a naturalized U.S. citizen can have his or her
citizenship involuntarily revoked. For revocation, a U.S. court must determine that the
certificate of naturalization was illegally procured, or was procured by concealment of a material
fact or by willful misrepresentation (for example, if the individual concealed the fact that he
served as a concentration camp guard during World War II).199 In such cases, the individual's
certificate of naturalization is canceled, effective as of the original date of the certificate; in other
words, it is as if the individual was never a U.S. citizen at all.

19 Department of State, 7 Foreign Affairs Manual, sec. 1214 (“A potentially expatriating
act should be documented by statements from the foreign government.”).

197 8 U.S.C. sec. 1481(b).
198 See Department of State, 7 Foreign Affairs Manual, sec. 1231.

19 See sec. 340(a) of the INA, 8 U.S.C. sec. 1451(a). See also United States v.
Demjanjuk, 680 F.2d 32 (6™ Cir. 1982), cert. denied, 459 U.S. 1036 (1982).
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C. General Rules for U.S. Immigration and Visas for Noncitizens

If an individual relinquishes or loses his or her U.S. citizenship, he or she becomes a
noncitizen subject to U.S. immigration laws should that individual decide to enter the United
States. In general, a noncitizen who wishes to enter the United States must complete a two-step
process. The first step involves issuance of a visa by a U.S. consular officer abroad. This step is
followed by inspection and admission (or exclusion) by an INS inspector at the port or place of
entry.

1. Role of the Department of State

Outside of the United States, noncitizens deal almost exclusively with the U.S. Consulate
or Embassy in their home country.”®® The U.S. consular officer has, within the confines of the
law, almost complete discretion as to whom and under what circumstances a visa to the United
States will be granted.?®' Furthermore, there is no appeal from a denial of a visa by the U.S.
consul other than for interpretations of law.*%*

2. Role of the INS

The INS handles immigration matters with respect to noncitizens who are already in the
United States. Currently, this agency is a division of the U.S. Department of Justice and operates
through various regional and sub-regional offices throughout the United States.””® Regardless of
how a noncitizen may have arrived in the United States, after entry he or she is under the
jurisdiction of the INS.2*

3. Acquisition and relinquishment of immigrant visas

An immigrant visa is issued to an individual who intends to relocate to the United States
permanently. Stringent conditions apply to the admission of immigrants. Once admitted,
however, immigrants are subject to few restrictions. They may accept and change employment,
and may apply for U.S. citizenship through the naturalization process, generally after five years.

200 Ramon Carrion, USA Immigration Guide 11 (1998).

2! Under the Homeland Security Act, consular officers will continue to issue visas, but
they will do so under the general supervision of the Secretary of Homeland Security.

202 Ramon Carrion, USA Immigration Guide 11 (1998).

2% The Homeland Security Act transfers the functions of the INS to the Department of
Homeland Security. The INS is abolished upon this transfer. Within the Department of
Homeland Security, immigration enforcement functions and the immigration services functions
are transferred to separate entities. By law, these functions cannot subsequently be combined
administratively.

204 1d
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Application process

Petitions for immigrant, i.e., long-term permanent resident status, are first filed with the
INS by the sponsoring relative or employer in the United States.?® If the prospective immigrant
is already residing in the United States, the INS handles the entire process, i.e., “adjustment of
status.”’ If the prospective long-term permanent resident does not have legal residence in the
United States, the petition is forwarded to Consular Affairs in their home country after the INS
has reviewed it.2"” The Consular Affairs Officer (when the immigrant is coming from abroad)
and the INS adjudicator (when the immigrant is adjusting status in the United States) must be
satisfied that the individual is entitled to immigrant status.”%®

A personal interview is required for all prospective long-term permanent residents.?”
The burden of proof is on the applicant to establish eligibility for the type of visa for which the
application is being made.?!® Consular Affairs Officers (when the immigrant is coming from
abroad) and INS adjudicators (when the immigrant is adjusting status in the United States) must
confirm that the immigrant is not ineligible for a visa under the so-called “grounds of
inadmissibility” of the INA, which include criminal, terrorist, and public health grounds.211

Relinquishing permanent resident status

There are several ways in which permanent resident status can be relinquished. First, an
individual who wishes to terminate his or her permanent residency may simply return his or her
green card (or permanent resident card) to the INS. Second, an individual may be involuntarily
deported from the United States (through a judicial or administrative proceeding) with the green
card being canceled at that time. Third, a green card holder who leaves the United States and
attempts to reenter more than a year later may have his or her green card taken away by the INS
border examiner, although the individual may request a hearing before an immigration judge to
have the green card reinstated. A green card holder may leave the United States permanently

205 See A-306, Congressional Research Service, CRS Report for Congress, RL31512:
Visa Issuances: Policy, Issues, and Legislation (July 31, 2002).

206 14,
207 Id
208 Id
209 22 C.F.R. sec. 42.62.

210 See A-306, Congressional Research Service, CRS Report for Congress, RL31512:
Visa Issuances: Policy, Issues, and Legislation (July 31, 2002).

211 Id
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without relinquishing his or her green card, although the individual would continue to be taxed as
a U.S. resident.?'?

Tracking long-term permanent residents

Historically, there has been no statutory requirement that the INS track the movement of
long-term permanent residents in and out of the United States. However, in connection with the
implementation of section 402 of the Enhanced Border Security and Visa Reform Act of 2002,
the INS proposes that long-term permanent resident arrivals and departures be tracked at air and
seaports beginning in January 1, 2003.2"3 The Arrival and Departure Information System
(AIDS) would be the repository and retrieval mechanism for the arrival and departure data on all
immigrants, including long-term permanent residents.”'* The long-term permanent resident’s
Alien Registration Receipt Number would serve as the identifier for retrieving the record.?'

4. Nonimmigrant visas

Types of nonimmigrant visas

Various types of nonimmigrant visas are issued to individuals who come to the United
States on a temporary basis and intend to return home after a certain period of time. >'® The type
of nonimmigrant visa issued to such individuals is dependent upon the purpose of the visit and its
duration.”’” Nonimmigrants must demonstrate that they are coming for a limited period and for a

212 Section 7701(b)(6)(B) provides that an individual who has obtained the status of
residing permanently in the United States as an immigrant (i.e., an individual who has obtained a
green card) will continue to be taxed as a lawful permanent resident of the United States until
such status is revoked or is administratively or judicially determined to have been abandoned.

213 See A-143 (October 8, 2002, letter from the INS).
214 Id
215 Id.

216 See A-284, Congressional Research Service, RL31381: U.S. Immigration Policy on
Temporary Admissions (May 8, 2002). During fiscal year 1999 (the most recent year for which
INS data are published), 31.4 million nonimmigrants entered the United States, of which 76.7
percent were tourists. Of that number, over 16 million nonimmigrants entered as visitors through
the Visa Waiver Program.

217 See sec. 101(a)(15) of the INA. There are 24 major nonimmigrant visa categories,
and 70 specific types of nonimmigrant visas.
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specific purpose.218 An individual holding a nonimmigrant visa is prohibited from engaging in
activities that are inconsistent with the purpose of the visa (for example, an individual holding a
tourist visa is not permitted to obtain employment in the United States). A nonimmigrant is
required to leave the country at the end of the time allotted his or her visa.

Nonimmigrant visas are available to the following categories of individuals: foreign
diplomats (“A”); temporary business visitors (“B-17); tourists (“B-2”); travelers in transit
through the United States to another destination (“C”); crew members of foreign airlines or ships
(“D”); treaty traders (“E-17); treaty investors (“E-2”); students (“F”); representatives of
international organizations (“G”); nurses, professionals in specialty occupations, temporary
workers performing services unavailable in the United States, and participants in job training
programs (“H”); employees of foreign media organizations (“I”); exchange visitors (“J”);
fiances/fiancees of U.S. citizens (“K”); intracompany transferees (“L”); vocational and other
nonacademic students (“M”); certain present or former employees of international organizations,
their parents and siblings (“N”); representatives of NATO member states (“NATO” visas);
individuals with extraordinary abilities in sciences, arts, education, business or athletics (“O”);
internationally recognized athletes and entertainers (“P”); participants in international cultural
exchange programs (“Q”); religious workers (“R”), informants or witnesses against a criminal or
terrorist organization or enterprise (“S”), NAFTA professionals or their immediate families
(“TN” or “TD”), victims of human trafficking or their immediate family (“T-1” or “T-2”),
victims or informants of criminal activity or their spouse or child (“U-1” or “U-2"), and the
spouse of a long-term permanent resident who has a petition pending for three years or longer or
a child of a long-term permanent resident (“V-1” or “V-2” or “V-3”). For most of these
categories, a qualifying individual and his or her spouse and minor children are eligible for the
category of visa involved.

Foreign business people and investors often obtain “E” visas to come into the United
States. Generally, an “E” visa is initially granted for a two-year period, but it can be routinely
extended for additional two-year periods. There is no overall limit on the amount of time an
individual may retain an “E” visa. There are two types of “E” visas: an “E-1” visa, for “treaty
traders” and an “E-2” visa, for “treaty investors.” To qualify for an “E-1” visa, an individual
must be a national of a country that has a treaty of trade with the United States, and must be
coming to the United States solely to engage in substantial trade principally between the United
States and that country. Trade includes the import and export of goods or services. Nationals of
that country must own at least 50 percent of the foreign-based company, and at least 50 percent
of the shareholders must have an “E-1” or “E-2” visa and live in the United States (thus, an
individual holding a green card would not be counted, or if they live outside the United States,
could be classified as “E-1” or “E-2”). Over 50 percent of the individual’s business must be
between the United States and the foreign company. To qualify for an “E-2” visa, an individual
(or a company of which he or she is an executive, manager, or essential employee) must be a
national of a country that has a treaty investor agreement with the United States, and must be
coming to the United States solely to develop and direct the operations of an enterprise in which
he has invested, or is actively in the process of investing, a substantial amount of capital.

218 Id
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Application process

The burden of proof is on the applicant to establish eligibility for nonimmigrant status
and the type of nonimmigrant visa for which the application is being made. The Consular
Affairs Officer, at the time of application for a visa, and INS inspectors, at the time of
application for admission, must be satisfied that the applicant is entitled to nonimmigrant
status.?’® An application for a nonimmigrant visa usually is made at the consular post abroad
where the applicant resides.??® Generally, the applicant is required to appear personally,
although this requirement may be waived, especially for “B” visitor visas.”?! Application for a
nonimmigrant visa is made on form DS-156 (or supplemental form DS-157 for certain
applicants). This is a short form requiring information regarding the purpose of the applicant’s
trip. Photographs and such other documents as the consul may request are also required.”

Ordinarily, tourist visas are issued almost immediately, usually without the need for
supporting documents.??® A treaty trader visa, on the other hand, requires documentation to
show that the substantive requirements have been met.”** Other visas, such as the temporary
worker and intracompany transferee visas require prior approval of a visa petition by the INS.2%

The primary inquiry for a nonimmigrant visa centers on whether the applicant truly
intends to enter the United States temporarily for the purposes contemplated by the visa
category. If the applicant cannot satisfactorily prove this intent, the application is denied.”*® The
application also is denied if the individual is inadmissible under the statutory grounds for
inadmissibility, unless the disqualification can be waived. Waivers are discussed below.

The nonimmigrant visa is endorsed or inserted on a page of the passport or equivalent
document.”?’ The visa includes the date and place of issuance, the visa classification, the limited
number of entries for which it is valid or the letter “M” for unlimited entries, and the period of

219 See 22 C.F.R. sec. 41.11(a). See also A-306, Congressional Research Service, CRS
Report for Congress, RL31512: Visa Issuances: Policy, Issues, and Legislation (July 31, 2002).

220 95 C.F.R. sec. 41.101.
221 95 C.F.R. sec. 41.102.
222 29 C.F.R. sec. 41.103.

223 Gordon, Mailman, & Yale-Loehr, Immigration Law & Procedure, sec. 8.04, Control
of Entry, at 8-8 (May 2002).

224 Id
225 Id
226 29 C.F.R. sec. 41.11.

227 92 C.F.R. sec. 41.113.
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validity.”® The length of time for which an individual is admitted to the United States does not
necessarily correspond to the period of the validity of the visa.”?® The INS inspector sets the
admission period at the time of admission.

5. U.S. port of entry inspection

Ports of entry are found along the United States land border and at international airports
and seaports. Noncitizens make their application for admission at these ports of entry and
undergo inspection. Alternatively, a noncitizen may undergo a pre-inspection (inspection before
departure or en route) instead of an inspection upon arrival.®® For example, individuals
departing by airplane for New York from Montreal or Toronto, Canada, usually are pre-
inspected by U.S. Government personnel.231

The primary inspection involves an examination of documents (usually a passport and a
visa) and an interrogation. Usually the inspector asks about the applicant’s purpose in coming,
how long he or she intends to stay, and any other information bearing on admissibility.”*? The
primary inspector also notes visually and by the applicant’s answers whether there are any
physical or mental afflictions that would render the applicant inadmissible and indicate the need
for a Public Health Service examination.”>®> The inspector might also consult the “lookout” book
or computer to note whether there is negative information bearing on admissibility.>* The
thoroughness of the examination depends on the circumstances and the place.

An a})plicant who is not clearly admissible usually is referred for a “secondary
inspection.” 35 At this point, more probing questions are asked to determine whether the
applicant intends to work or remain in the country indefinitely or whether there are other grounds
for denying admission. The inspector also may conduct a search of the individual and of his or

228 22 C.F.R. sec. 41.113(c).
229 23 C.F.R. sec. 41.112(a).

230 ¢ C.F.R. sec. 235.7. There are also automated or expedited systems of inspection at
certain ports of entry that have an identifiable group of low-risk border crossers.

B! Gordon, Mailman & Yale-Loehr, Immigration Law & Procedure, sec. 8.05[2][b],
Manner of Inspection at 8-12 (May 2002).

B2 14, at sec. 805[2][c] at 8-12.

233 g

2% The operation of the various lookout systems is described below.

235 Gordon, Mailman & Yale-Loehr, Immigration Law & Procedure, sec. 8.05[2][b],
Manner of Inspection at 8-13 (May 2002).
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her personal effects if the officer reasonably suspects that such a search would disclose grounds
for inadmissibility.*®

If the inspector remains uncertain, or there is a likelihood that a ground for
inadmissibility would be waived by a district director, the applicant may be subject to a “deferred
inspection,” also known as “deferred inspection parole.” A deferred inspection is conducted at
the local INS office having jurisdiction. At some time during that process, a disposition is made.
The applicant can be:

(1)  admitted (either by being found admissible, or if possible, having the ground of
inadmissibility waived);

(2)  allowed to withdraw the application for admission and depart;
(3)  paroled into the United States;

“) temporarily removed for decision by the regional commissioner as to further
action;

(5) summarily removed under the expedited removal procedure; or
(6) held or paroled for a removal hearing.*’
6. Grounds of inadmissibility

The concept of inadmissibility can arise when noncitizens appear at the U.S. consulate
and apply for a visa, or at a port of entry (e.g., airport, seaport, or other entry point). Noncitizens
must satisfy the consular officers abroad and the INS inspectors upon entry to the United States
that they are eligible for visas, or admission, and not subject to the “grounds of inadmissibility”
of the INA. Thus, a U.S. consular office may deny a visa petition because the consular office
believes that one or more grounds of inadmissibility may apply. If a noncitizen has a visa, the
INS inspector at the border may deny them entry to the United States on the basis that one or
more grounds of inadmissibility might apply.

The grounds of inadmissibility include: criminal history, security and terrorist concerns,
health-related grounds, seeking to work without proper labor certification, illegal entrants and
immigration law violations, ineligibility for citizenship, previous removal, the likelihood of
becoming a public charge (e.g., indigence), and violations of documentary requirements.”® In
addition, individuals are inadmissible if they are former U.S. citizens who renounce their

26 8 U.S.C. sec. 1357(c).

7 Gordon, Mailman & Yale-Loehr, Immigration Law & Procedure, sec. 8.05[2][d],
Secondary or Deferred Inspection at 8-13 (May 2002). The concepts of parole and waiver are
discussed below.

238 81.S.C. sec. 1182(a).
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citizenship for purposes of tax avoidance as determined by the Attorney General.”® This latter
ground of inadmissibility is discussed in more detail below.

7. Detecting inadmissibility: Department of State and INS lookout systems
(a) Department of State

The Department of State uses a computer database, the Consular Lookout Security
System (“CLASS”), to screen and deny visas to individuals who are inadmissible to the United
States.”*® CLASS is used to screen overseas visa applicants for criminal and terrorist
backgrounds. CLASS is essentially a “watch list” that contains names of suspected terrorists.
Through an information exchange program between the Departments of State and Justice,
noncitizens who have been deported or who are known to be inadmissible are placed in
CLASS.?*! Also placed in CLASS are the names of individuals known to have engaged in acts
that may indicate a loss of U.S. nationality and thus ineligibili‘ty.242

Similarly, the Department of State uses the “TIPOFF” system, which includes a “watch
list” of suspected terrorists.>*® TIPOFF provides information on suspected terrorists who should
be watched closely. TIPOFF is unique in that it gathers its information directly from the
intelligence community as well as law enforcement agencies.

(b) INS

INS utilizes a computer database called the InterBorder Agency Inspection System
(“IBIS”), which includes components of CLASS.2** At the port of entry, the inspector
accomplishes an IBIS inquiry by entering an individual’s passport number into the system.?*
IBIS is a broad system that interfaces with various FBI databases, Department of Treasury
databases, and the Department of State’s CLASS and TIPOFF databases. Due to this interface
capability, the IBIS is able to obtain such information as whether a noncitizen is admissible, any
criminal information, and whether a noncitizen is wanted by law enforcement.

5

239 8 U.S.C. sec. 1182(a)(10)(E).

280" Congressional Research Service, CRS Report for Congress, RL31019: Terrorism:
Automated Lookout Systems and Border Security Options and Issues (June 18,2001). See A-14,
(March 31, 2000, Memorandum from the CRS to the Joint Committee staff).

241 g

22

23 1y

w4

245 14 Machine-readable passports for countries in the visa waiver program are not

required until October 1, 2003.
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The INS also utilizes a computer database called the National Automated Immigration
Lookout System (“NAILS™), which is a “watch list” of noncitizens who are inadmissible for
entry to the United States. NAILS is a text-based system that feeds into IBIS and is used by INS
inspectors during primary inspections. NAILS contains limited information about questionable
noncitizens such as biographical data and some criminal history. NAILS interfaces with IBIS
and CLASS.

The INS maintains a Computer Linked Application Information Management System
(“CLAIMS™), which indicates whether an individual has been granted a waiver of inadmissibility
in the course of pursuing an immigration benefit, such as admission or adjustment status. For
non-criminal waivers, the INS does not currently maintain statistics regarding the number of
waivers of inadmissibility granted by type.246

The INS also maintains a computer database called the Central Index System (“CIS”),
which contains records long-term permanent residents whose status has been revoked or has
been administratively or judicially determined to have been abandoned.”*’” The records are
retrieved using the long-term permanent resident’s alien registration number. The information
contained in the CIS is not shared with the IRS, nor is the CIS accessible by the IRS. The CIS
contains the immigrant’s date of birth, the country of origin, and the date that the INS determines
that the long-term permanent resident abandoned residence, Form 1-94 control number, and a
social security number in some instances.

The INS’s Nonimmigrant Information System (“NIIS”) provides limited data on the
arrival and departures of nonimmigrants admitted for short visits, as well as a nonimmigrant’s
stated destination in the United States. The NIIS is primarily accessed by a combined name, date
of birth, or country of birth, and Form 1-94 control number. The NIIS interfaces with IBIS,
NAILS, and CIS.

INS computer systems are generally based on alien registration numbers,
arrival/departure dates, or application or petition receipt numbers.

8. Waivers of inadmissibility

The INS has not implemented a system that maintains statistics regarding the number of
waivers of inadmissibility granted by type in the context of non-criminal waivers.2*® The INS

246 See A-143 (October 8, 2002, letter from the INS to the Joint Committee staff). As
part of a larger project, the INS is consolidating many of the forms currently used to apply for
various criminal and non-criminal waivers under new Form I-724 series. Each form in the series
would address separate grounds of inadmissibility and as a result, the INS would be able to
compile more accurate statistics on the number of waivers sought for each ground of
inadmissibility, as well as the number of approval and denials.

247 1d

248 Id
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also does not maintain statistics on the number of waivers sou%ht for each ground of
inadmissibility, including the number of approval and denials. 4 The following represents the
total number of waivers granted for all grounds of inadmissibility.>*

Type of FY 00 FY 01 FY 02
Waiver (through May 02)
Visa/Passport 20, 688 21,181 5,761
Non-Criminal 6,718 8,819 5,874
Criminal 4,415 4,864 3,968
Total 31,821 34,864 15,603

Nonimmigrant documentary waivers — in general

As a general rule, to be eligible for a nonimmigrant visa, a noncitizen must have a
passport valid for six months beyond the dates of travel. For admission as a nonimmigrant, the
passport and either a valid nonimmigrant visa or nonimmigrant border crossing identification
card must be provided.251 There are exemptions from this rule by statute and international
agreement; there also is authority to waive either or both of the documentary requirements.25 2
The law grants to the Attorney General and the Secretary of State, acting jointly, power to waive
the visa or the passport requirements,253 or both, on the basis of:

(1)  unforeseen emergency in individual cases;

(2)  reciprocity for nationals of foreign contiguous territories (Canada and Mexico) or
adjacent islands; or

(3)  immediate and continuous transit through the United States as passengers of
carriers that have executed certain contracts.

By regulation, a blanket waiver of the need for a visa, the passport requirements, or both,
applies to certain groups of nonimmigrants. Although covered by the waiver, a nonimmigrant

249 Id

250 Id

251 8 U.S.C. sec. 1182(a)(7)(B)().
252 8 U.S.C. sec. 1182(d)(4).

253 The Homeland Security Act transfers immigration functions of both the Attorney
General and the Secretary of State to the Department of Homeland Security.
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may still apply for and receive a visa. The following identifies the groups for Wthh a blanket
waiver of part or all of the documentary requirements has been made by regulation:*

(1)  Canadian nationals;

(2)  Residents in Canada or Bermuda having a common nationality with Canadians or
with British subjects in Bermuda;”>’

(3) A resident of the Cayman Islands or the Turks or Caicos Islands who is a British
subject and arrives directly from one of these places with a current certificate
from its Clerk of the Court indicating no criminal record;

(4)  Bahamian nationals or British subjects residing in the Bahamas if the U.S.
immigration officer at Freeport or Nassau finds the individual admissible “clearly
and beyond a doubt in all other respects;”

(5)  British, French, or Netherlands nationals who reside in the respective insular
possessions of those countries in the Caribbean area;

(6)  Nationals of Jamaica, Barbados, Grenada, or Trinidad and Tobago proceeding to
the United States as an agricultural worker or going to the U.S. Virgin Islands on
a valid labor certification;

(7)  Nationals and residents of the British Virgin Islands under certain conditions;

®) Mexican nationals if: (a) they possess a border crossing card; (b) they are
applying for temporary admission for business or pleasure and are coming from a
contiguous territory; (c) they are crewmen on a Mexican commercial aircraft; (d)
they are entering solely to apply for a Mexican passport or other documents at a

2% See generally, 8 C.F.R. sec. 212.1; 22 C.F.R. sec. 41.2. See Department of State, 9
Foreign Affairs Manual, sec. 41.2.

255 This waiver includes citizens of all commonwealth countries and citizens of Ireland.
The commonwealth countries are: Antigua, Australia, the Bahamas, Bangladesh, Barbados,
Belize, Botswana, Canada, Cyprus, Dominica, Fiji, Gambia, Ghana, Grenada, Guyana, India,
Ireland, Jamaica, Kenya, Kiribati, Lesotho, Malawi, Malaysia, Maldives, Malta, Mauritius,
Nauru, New Zealand, Nigeria, Pakistan, Papua New Guinea, St. Kitts and Nevis, St. Lucia, St.
Vincent, Seychelles, Sierra Leone, Singapore, Solomon Islands, Sri Lanka, Swaziland, Tanzania,
Tonga, Trinidad and Tobago, Tuvalu, Uganda, United Kingdom (including colonies, territories,
and dependencies), Vanuatu, Western Samoa, Zambia, and Zimbabwe. A passport is not
required for these individuals except after a visit outside the Western Hemisphere. Citizenship,
as opposed to residency, is required. A resident who is the bearer of a certificate of identity or
other stateless individual’s document issued by the government of one of these countries may not
benefit from the waiver. See A-274, Department of State, 9 Foreign Affairs Manual sec. 41.2
N1.1, Exhibit L.
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Mexican consular office in the United States; (e) they are Mexican Federal
Government officials on a temporary assignment and accompanying family
bearing a diplomatic passport; or (f) entering pursuant to the International
Boundary and Water Commission Treaty.

©) Citizens of the Republic of the Marshall Islands and the Federated States of
Micronesia;

(10)  Citizens of certain Pacific Rim countries under certain conditions;

(11) Noncitizens in immediate and continuous transit through the United States, except
for nationals of certain countries;

(12)  Unforeseen emergencies; and

(13) Nonimmigrant fiancée spouses and children of U.S. citizens.

Special rules for Canada and Mexico

Citizens of Canada, Mexico, and certain islands in close proximity to the United States do
not need visas to enter the United States, although other types of travel documents may be
required. A non-resident border crossing identification card can be issued by either a consular or
immigration officer to a resident in a foreign contiguous territory.>>® This provision facilitates
the entry of pre-screened residents of Canada and Mexico who enter the United States
frequently. Under the INS regulations, a Canadian border-crossing card may be issued to and
used by a citizen of Canada or a British subject residing in Canada.”®” The Mexican border-
crossing card is only issued to residents of Mexico who are also citizens of that country.>*®

Returning lawful permanent residents

Lawful permanent residents returning from a temporary visit abroad generally do not
need a visa to reenter the United States. The lawful permanent resident must be returning to an
unrelinquished permanent residence in the United States on a green card within a year of
departure, or a reentry permit within two years.

Waiver of nonimmigrant documents in individual cases

A nonimmigrant not qualifying for the blanket waiver may make an application to the
INSS district director in charge of the port of entry showing that the failure to comply with the

26 8 1J.S.C. sec. 1101(a)(6).
257 8 C.F.R. sec. 212.6.

258 1d
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documentary requirements was due to unforeseen emergency.”” The process also may be
initiated by a consular officer or officer of the visa office by transmitting the gertinent
information to the appropriate immigration officer, requesting concurrence.

Visa Waiver Program

The Visa Waiver Program was established as a temporary program by the Immigration
Reform and Control Act of 1986.26' Congress periodically enacted legislation to extend the
program’s authorization, and the program was made permanent in 2000.

On October 30, 2000, the Visa Waiver Permanent Program Act was signed into law. 2
To qualify for the Visa Waiver Program, a country must: (1) offer reciprocal privileges to the
United States; (2) have had a nonimmigrant refusal rate of less than 3 percent for the previous
year or an average of no more than 2 percent over the past 2 fiscal years with neither year going
above 2.5 percent; (3) certify that the country issues, or will issue by October 1, 2003, machine-
readable passports; and (4) be determined, by the Attorney General, in consultation with the
Secretary of State, not to compromise the law enforcement or security interest of the United
States by its inclusion in the program.*®®

Under this program, nonimmigrants from certain countries are admitted to the United
States without a visa.’®* Temporary visitors for business or pleasure (tourists) from participating
countries simply complete an admission form before their arrival and are admitted for up to 90
days. No background checks are done prior to arrival. At the port of entry, INS inspectors
observe and question applicants, examine applicants, examine passports, and conduct checks

2% 8 U.S.C. sec. 1182(d)(4)(A). Emergency circumstances are discussed at 22 C.F.R.
sec. 41.3(d) and 8 C.F.R. sec. 212.1(g).

260 ¢ CF.R. sec. 212.1(j) and 22 C.F.R. sec. 41.3.

261 pyb. L. No. 99-603.

262 pyb. L. No. 106-396.

263 See A-274, Department of State, 9 Foreign Affairs Manual, sec. 41.2, Exhibit II.

264 See A-278, Congressional Research Service, RS21205: Immigration: Visa Waiver
Program (April 22, 2002). As of April 2002, 28 countries were eligible to participate in the Visa
Waiver Program: Andorra, Australia, Austria, Belgium, Brunei, Denmark, Finland, France,
Germany, Iceland, Ireland, Italy, Japan, Lichtenstein, Luxembourg, Monaco, the Netherlands,
New Zealand, Norway, Portugal, San Marino, Singapore, Slovenia, Spain, Sweden, Switzerland,
the United Kingdom, and Uruguay. Argentina was removed from the Visa Waiver Program in
February 2002 because of a recent economic collapse causing Argentine nationals to remain
illegally past the 90-day period of admission.
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against a computerized system to determine whether the applicant is admissible to the United
States.?®> This is the only opportunity to identify inadmissible noncitizens.

However, there are several important restrictions, namely, noncitizens entering through
the Visa Waiver Program are not permitted to extend their stays except for emergency reasons
and then for only 30 days.?®® Additionally, with some limited exceptions, noncitizens entering
through the Visa Waiver Program are not permitted to adjust status.”®” Noncitizens entering
through the Visa Waiver Program who violate the terms of admission become deportable without
any judicial recourse or review (except in asylum cases).?®®

Waiver of substantive inadmissibility for nonimmigrants

The provisions of the INAZ% that render certain noncitizens ineligible to receive visas
apply to nonimmigrants as well as to immigrants.””® The Attorney General, however, is given
discretionary power to waive these substantive grounds of inadmissibility with respect to
nonimmigrants, except for certain security and related grounds.””! Applications are evaluated on
a case-by-case basis. Factors considered in determining whether to approve a waiver include:

(1)  The effect on U.S. public interests if the applicant is admitted;

(2)  The seriousness of the actions or conditions causing inadmissibility; and

3) The reasons for wishing to enter the United States.*’

compelling reason for the visit.)

(There is no need to show a

265 Jd. Although nonimmigrants who enter under the Visa Waiver Program do not need a
visa, all visa waiver program applicants are issued nonimmigrant visa waiver arrival/departure
forms (Form [-94W).

266 1d. This provision was amended by P.L. No. 106-406, to provide extended voluntary
departure to nonimmigrants who enter under the Visa Waiver Program and require medical
treatment. Normally, nonimmigrants entering with a “B” visa may petition to extend their length
of stay in the United States or may petition to change to another nonimmigrant or immigrant
status.

267 Id

268 Id

269 Sec. 212(a).

270 8 U.S.C. sec. 1182(a).
211 8 U.S.C. sec. 1182(d)(3).

212 See Department of State, 9 Foreign Affairs Manual, sec. 40.301 n.3.
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When applying for a visa

In connection with a visa application, the Attorney General can grant a waiver only upon
recommendation of the Secretary of State or the consular officer.?”® The recommendation for
waiver must furnish detailed information concerning the grounds of inadmissibility, the date of
intended arrival and length of stay in the United States, the purpose of such stay, the number of
intended entries, and the justification for the waiver.”” The consular officer or other Department
of State official is notified of the decision on the recommendation. No appeal from an adverse
decision is allowed.?” If the Attorney General grants the waiver, the consular office may

proceed with the issuance of the visa, subject to the conditions imposed by the Attorney
General 2’

At the port of entry

If a noncitizen does not require a visa, the procedure differs. The application for exercise
of the waiver authority is submitted to the INS district director in charge of the intended port of
entry prior to arrival in the United States.?”” The application details the ground for
inadmissibility and the basis for the requested waiver. If the application is not made until arrival,
the applicant must establish that he or she was not aware of the ground for inadmissibility and
could not have learned of it by reasonable diligence.278

The applicant receives notice of the INS district director’s decision and, if the application
is denied, of the reasons and of the right to appeal within 15 days.””® The denial of the
application is without prejudice to its renewal in exclusion proceedings.280

Each waiver authorization specifies the sections of law under which the individual is
inadmissible, the intended date of each arrival and the length and purposes of each authorized
stay, the number of entries and length of time for which the authorization is valid, and the basis

23 See sec. 212(d)(3)(A) of the INA, 8 U.S.C. sec. 1182(d)(3)(A). The Homeland
Security Act transfers immigration functions of both the Attorney General and the Secretary of
State to the Department of Homeland Security.

274 8 C.F.R. sec. 212.4(a).

275 14

276 22 C.F.R. sec. 40.301(c).

217 8 C.F.R. sec. 212.4(b).

278 14

219 14

280 Id
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for the waiver approval.”®' An authorization issued in connection with border crossing cards is
valid for multiple entries during the period of validity of the card. Multiple entry authorizations
(except for crewman and border crossing cards) are valid for one year, except that a longer
period of validity may be permitted upon recommendation of the Department of State.”®* A
single entry authorization is valid for a maximum of six months.”*> All admissions under such
waivers are subject to the terms and conditions set forth in the authorization. Each authorization
specifies that it is subject to revocation at any time. 2%

9. Parole

The INS may parole individuals “only on a case-by-case basis for urgent humanitarian
reasons or significant public benefit.”?** A grant of parole is temporary permission to be present
in the United States and requires parolees to leave when the conditions supporting their parole
cease to exist. Parole does not constitute a formal admission into the country.

In general, the parole authority allows the INS to respond to individual cases that present
problems for which no remedies, such as waiver, are available elsewhere in the Immigration and
Nationality Act. Since fiscal year 1992, the INS has used six categories of parole:*3¢

(1)  Port of entry parole.—This category is used most often. It applies to a wide variety
of situations and is used at the discretion of the supervisory inspector, usually to
allow short periods of entry. Examples include allowing otherwise inadmissible
individuals to attend a funeral and permitting the entry of emergency workers,
such as fire fighters, to assist with an emergency.

(2)  Advance parole.—Advance parole may be issued to individuals legally residing in
the United States other than as lawful permanent residents, who need to travel
abroad and return, and whose conditions of stay do not allow for routine reentry.
The most common example is an individual whose application for adjustment to
lawful permanent resident status is in process.

(3)  Deferred inspection parole.—This type of parole may be conferred by an INS
inspector when noncitizens appear at a port of entry with documentation, but after
preliminary examination, some question remains about their admissibility that can

281 8 C.F.R. sec. 212.4(c).

282 8 C.F.R. sec. 212.4(c)(7).

283 Id

284 ¢ C.F.R. sec. 212.4(c)(7) and (h).
2 8 U.S.C. sec. 1182(d)(5).

2% Ymmigration and Naturalization Service, Report to Congress: Use of the Attorney

General’s Parole Authority Under the Immigration and Nationality Act (September 3, 2002).

68



best be answered at their point of destination. 287 In the case of deferred
inspection, the inspecting officer at the port of entry cannot make a final
determination because necessary information is not available. Instead an
appointment is made for the noncitizen to appear at a local INS office, where
more information is available and the inspection can be completed.

(4)  Humanitarian parole.—This category is reserved for individuals who need
specialized medical care in the United States or because a severe medical
condition makes detention or deportation of an otherwise inadmissible individual
inappropriate.

(5)  Public interest parole.—Public interest parole is intended for use with noncitizens
who enter to take part in legal proceedings, either as witnesses or defendants.

(6)  Overseas parole.—Some noncitizens are issued parole overseas after their
applications for refugee status have been denied. This is the only category that is
designed to constitute long-term admission to the United States. In recent years,
most of the individuals INS has processed through overseas parole have arrived
under special legislation or international migration agreements.

10. Admission to the United States: arrival and departure records

Form 1-94 is an arrival and departure record that serves as evidence of lawful admission
and noncitizen registration. If a noncitizen is admitted, one part of Form [-94 is issued to that
individual, endorsed with the date and place of admission, the nonimmigrant classification, and
the period for which admission is authorized.?®® The other part of Form 1-94 is retained for the
records of the INS.

The part of Form 1-94 designated as “Departure Record” is surrendered to a
representative of the transportation company when the individual leaves the United States. The
document is then returned to the INS as part of its departure manifest. This record confirms the
fact and date of departure.”®’

The requirement that a completed Form 1-94 be issued applies to every admitted
nonimmigrant with certain exceptions. These exceptions include entries by Canadian citizens
and British subjects residing in Canada or Bermuda who are entering the United States as visitors

287 From January 1, 2000, through April 30, 2002, 25,114 individuals were paroled for
deferred inspection. See A-143 (October 8, 2002, letter from the INS).

288 The period of admission need not correspond to the length of the visa’s validity. The
passport is also stamped with the word “Admitted” and the date and place of admission.

289 A nonimmigrant who will be making frequent entries into the United States over its
land borders may be issued a Form 1-94 valid for multiple entries during a six-month period.
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for business or pleasure for less than six months.*** Under certain circumstances, the exceptions
also include Mexican visitors and government officials, and residents of the British Virgin
Islands admitted only for a visit to the U.S. Virgin Islands.?"

#% 8 C.F.R. sec. 235.1(f)().
291 1d

70



D. Inadmissibility of Tax-Motivated Former U.S. Citizens
1. The immigration provision

The Illegal Immigration Reform and Immigrant Responsibility Act of 1996 prohibited
individuals who renounce U.S. citizenship for purposes of avoiding taxation from entering the
United States:

Any alien who is a former citizen of the United States who officially renounces
United States citizenship and who is determined by the Attorney General to have
renounced United States citizenship for the purpose of avoiding taxation by the
United States is inadmissible.”>

The immigration provision was introduced as an amendment to H.R. 2202, the
Immigration in the National Interest Act of 1995, during a markup of the bill before the House
Committee on the Judiciary. Then-Representative Jack Reed introduced the measure that would
deem inadmissible to the United States former U.S. citizens who renounced their citizenship for
purposes of tax avoidance. He stated:

This legislation would simply state that if you [renounce your U.S. citizenship for
purposes of tax avoidance], and there’s no attempt by this legislation to prevent
someone from renouncing their citizenship, you would not be able to return to the
United States.”

An example of a wealthy individual who had renounced citizenship but desired to
continue residing in the United States was used to illustrate the problem the amendment sought
to address. It was noted that such individual had convinced a foreign government to appoint, or
propose to appoint, the individual as a representative to the United States. In discussing the
amendment, it was noted that “[t]he government of the United States should not reward those
that renounce citizenship by granting them the privileges of residency.”

Opponents criticized the measure on three grounds.”®* First, opponents found the
amendment too punitive. Second, it was noted that it would be difficult to ascertain precisely
why someone renounced citizenship. Finally, opponents believed the measure gave too much
discretion to the Attorney General to determine whether the renunciation was for tax avoidance.

Despite this criticism, the amendment was approved by the House Committee on the
Judiciary by a vote of 25 to 5 and ultimately became part of the Immigration and Nationality Act
at section 212(a)(10)(E), 8 U.S.C sec. 1182(a)(10)(E).

22 1llegal Immigration Reform and Immigrant Responsibility Act, P.L. No. 104-208,
Division C, sec. 352(a), 110 Stat. 3009-641 (1996).

293 Federal Information Systems Corporation, Transcript 952970478, Hearing of the
House Judiciary Committee, Subject: Mark-Up of Immigration Legislation (October 24, 1995).

294 Id
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2. Attorney General access to return information

The immigration provision requires the Attorney General to determme whether a former
citizen renounced his or her U.S. citizenship for tax avoidance purposes > However, the ability
of the Attorney General to access tax returns or return information for purposes of making this
determination is limited under the Code. Section 6103 prohibits the disclosure of returns and
return information unless an exception authorizing the disclosure is provided for in the Code.
The willful unauthorized disclosure of a return or return information is a felony.”*® No explicit
exception exists to facilitate the operation of the immigration provision without the Attorney
General first obtaining the consent of the taxpayer whose information is being sought. Thus,
even if the IRS made a determination that an individual’s relinquishment of citizenship was tax-
motivated, that information could not be shared with the Attorney General in the absence of the
taxpayer’s consent.

3. Availability of waivers

The immigration provision acts as an absolute bar to a former U.S. citizen’s obtaining a
green card. No waiver of inadmissibility is available for individuals seeking immigrant status.

Nonimmigrants, however, can seek a waiver of inadmissibility. Thus, the provision does
not bar a tax-motivated former U.S. citizen from ever entering the United States. If a waiver can
be obtained, such individual may enter the United States for a limited period of time per visit.

4. Effect of the immigration provision on admissibility

No former U.S citizens have been found inadmissible under section 212(a)(10)(E) of the
INA since its enactment on September 30, 1996. The INS, Department of Justice, the
Department of Treasury, the IRS, and the Department of State have been working to develop
administrative guidelines and procedures regulations necessary to implement section
212(a)(10)(E) of the INA. This effort has been hampered by the lack of coordination among the
various agencies.

295 Under the Homeland Security Act, this authority of the Attorney General will reside
in the Department of Homeland Security.

2% Gec. 7213(a).
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VI. PURPOSES OF A SPECIAL TAX REGIME FOR
CITIZENSHIP RELINQUISHMENT AND RESIDENCY TERMINATION

A. Background: The Tax Incentive to Relinquish
Citizenship or Terminate Residency

In order to assess the purposes of a special tax regime for former citizens and former
long-term residents, it is instructive to begin with a rough illustration of how U.S. tax savings
can become a significant factor in a U.S. citizen’s or resident’s decision to relinquish citizenship
or terminate residency. Assume a U.S. citizen owns appreciated U.S. stock in XYZ company
with a $10 million basis and a $110 million fair market value. All appreciation accrued while the
individual owned the stock as a U.S. citizen. If the individual sells that stock, the individual will
realize a $100 million gain and will be subject to $20 million in taxes (assuming a 20-percent
rate on long-term capital gains). When that individual dies (assuming for simplicity that the
proceeds of the sale have not been consumed or reinvested prior to death), the $90 million of
after-tax sales proceeds would be subject to estate taxes in the approximate range of $40 million
to $50 million under present law, depending on the year of death (and assuming the estate
includes other property sufficient to exhaust the unified credit and the lower estate tax rates).””’
The combined taxes thus would likely be in the approximate range of $60 million to $70 million.
If the individual dies before the stock is sold, there would be no capital gains tax, and the estate
tax owed with respect to the $110 million of stock would be in the approximate range of $50
million to $60 million, depending on the year of death (and subject to the various assumptions
stated above).

If the United States did not have any special tax regime for former citizens and former
long-term residents (as was the case before 1966), U.S. citizens and long-term residents in some
instances would have a substantial tax incentive to relinquish citizenship or terminate residency
and thereby become subject to U.S. tax only as a nonresident noncitizen.””® In the above
example, the sale of the stock by the former citizen generally would not be taxable in the United
States.?”® In addition, the proceeds from the sale could be held in foreign accounts that would
not be taxable in the United States. If the former citizen desired to continue holding the stock, it
could be held indirectly through a foreign corporation in order to avoid the estate tax that might

297 1f the individual dies in 2010, then no estate tax would be imposed under present law.
Under present law, with the exception of 2010, the estate tax applies with a maximum rate
ranging from a low of 45 percent (2007, 2008, 2009) to a high of 55 percent (2011 and later).
The rate is 49 percent for 2003.

298 There could be foreign tax consequences to consider. To the extent that income of
the former citizen or former long-term resident is subject to foreign taxes, and assets of the
former citizen or former long-term resident are subject to foreign estate taxes, the tax incentive
for citizenship relinquishment or residency termination would be less compelling.

299 Gains on the sale of stocks or securities issued by U.S. persons generally are not

taxable to nonresident noncitizens because such gains are considered to be foreign-source
income. Sec. 865(a).
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otherwise be applicable. In addition, without special immigration rules, the former citizen could
return to the United States for significant lengths of time (up to 182 days in any given year, and
up to about four months per year on a sustained basis) without jeopardizing his or her status as a
nonresident noncitizen. In sum, under the generally applicable tax rules, there are several tax-
related benefits that might motivate an individual to consider relinquishing citizenship or
terminating residency, and which might be addressed through a special tax regime for former
citizens and former long-term residents.

The example above also illustrates that an analysis of taxpayer incentives to relinquish
citizenship or terminate residency is complicated by uncertainty regarding the estate tax.
EGTRRA provided incremental estate and gift tax rate reductions and unified credit increases
from 2002 to 2009, among other changes, and repealed the estate tax for estates of decedents
dying after December 31, 2009. However, EGTRRA also included a “sunset” provision,
pursuant to which the EGTRRA provisions, including estate tax repeal, do not apply after
December 31, 2010. Thus, under present law, the estate tax phases down from 2002 to 2009, is
repealed for 2010, and then returns in 2011 without the rate reductions and unified credit
increases that were phased in prior to repeal (i.e., the law in effect prior to 2002 applies). In the
107™ Congress, several bills were introduced that would make estate tax repeal permanent (e.g.,
H.R. 586, H.R. 2143, H.R. 2316, H.R. 2327, and H.R. 2599) and one bill was introduced to
accelerate estate tax repeal (S.3). The House passed H.R. 586 and H.R. 2143. In addition, the
Senate passed, as Senate Amendment 2850 to S. 1731 (an agriculture reauthorization bill), a
provision expressing the Sense of the Senate that estate tax repeal should be made permanent.
The House also passed a similar measure (H. Res. 524). The Senate did not pass a bill making
estate tax repeal permanent.

It is possible that the combination of the phasing down of the estate tax, its repeal for
2010, and an expectation on the part of taxpayers that this repeal may be made permanent could
reduce the estate-tax incentives to relinquish citizenship or terminate residency. On the other
hand, the delay prior to repeal for 2010, combined with the possibility that this repeal may not be
made permanent, or may not be allowed to take effect in the first place, could suggest that the
estate-tax incentives to relinquish citizenship or terminate residency are not significantly reduced
as a result of EGTRRA. While the impact of the estate tax provisions of EGTRRA on incentives
to relinquish citizenship or terminate residency thus cannot be precisely quantified, the example
above illustrates that these incentives persist under present law, as substantial estate tax liabilities
are still imposed, and may still be avoided in whole or in part by relinquishing citizenship or
terminating residency, subject to the operation of the alternative tax regime.
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B. Potential Purposes for a Tax Regime for
Former Citizens and Former Long-Term Residents

In analyzing a special tax regime applicable to individuals who relinquish citizenship or
terminate residency, it is necessary to consider the purposes intended to be served by such a
regime. A regime could be designed to serve one or more of a variety of purposes, including: (1)
expressing official disapproval of tax-motivated citizenship relinquishment or residency
termination; (2) deterring or punishing tax-motivated citizenship relinquishment or residency
termination; (3) removing unintended tax incentives for relinquishing citizenship or terminating
residency, thereby achieving tax neutrality in the decision to take such actions; (4) taxing
appreciation and asset value that accrues while a person is a U.S. citizen or resident; (5) ensuring
that individuals cannot enjoy any tax benefits that may arise from relinquishing citizenship or
terminating residency while still maintaining significant ties to the country; and (6) combinations
of and variations on these purposes. Although the present-law alternative tax regime may serve
several purposes, the legislative history to the enactment of the alternative tax regime in 1966
and its modifications, particularly the 1996 amendments, as discussed below, indicates that
Congress primarily intended the alternative tax regime to serve the purpose of eliminating
unintended tax incentives for citizenship relinquishment or residency termination.
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C. Legislative History: Congressional Purpose for the Alternative Tax Regime
1. Foreign Investors Tax Act of 1966

The present-law alternative tax regime was first enacted as part of the Foreign Investors
Tax Act of 1966°% (the “1966 Act”). However, unlike present law, the original alternative tax
regime did not contain objective thresholds to treat an individual’s citizenship relinquishment as
having a principal purpose of tax avoidance. Under the 1966 rules, an individual who
relinquished U.S. citizenship was subject to the alternative tax regime only upon proof of a tax
avoidance purpose. If it was reasonable to believe that the former citizen’s loss of citizenship
would result in a substantial reduction in U.S. tax based on the former citizen’s income for the
taxable year, then the former citizen had the burden of proving that the loss of citizenship did not
have as one of its principal purposes the avoidance of U.S. income, estate or gift taxes.

The intent underlying the enactment of the alternative tax regime can be more fully
understood in the context of broader revisions to the U.S. tax treatment of nonresident
noncitizens and foreign corporations that were part of the 1966 Act. The 1966 Act eliminated
progressive taxation of nonresident noncitizens for income that was not effectively connected
with the conduct of a U.S. trade or business. Congress was concerned that such a change would
encourage some individuals to surrender their U.S. citizenship and move abroad. By doing so, a
former citizen could avoid the graduated tax rates on U.S. investment income.>"!

In addition, the 1966 Act reduced the estate tax rates applicable to nonresident
noncitizens to more closely equate them with the taxation of estates of U.S. citizens.>* Although
Congress believed that it was doubtful that many citizens would relinquish citizenship for these
reasons, in enacting the alternative tax regime, Congress clearly believed that removal of any
such incentive was desirable.’® Congress expressed a view that the wealth of a former citizen
that generally would have been accumulated in the United States was properly subject to the
regular U.S. estate tax rates.>**

Similar reasoning applied in the gift tax context. Under pre-1966 law, a gift of intangible
property having a U.S. situs by a nonresident noncitizen who was engaged in a U.S. trade or
business was subject to U.S. gift tax. This rule proved impossible to enforce, so the 1966 Act
provided that gifts of intangible property by nonresident noncitizens are not subject to the U.S.
gift tax. To prevent the new rule from becoming a means of tax avoidance by U.S. citizens, the

39 pyb. L. No. 89-809.

301 See H.R. Rep. No. 1450, at 22-23 (1966).

302 See H.R. Rep. No. 1450, at 42 (1966).

303 See H.R. Rep. No. 1450, at 46-50 (1966); S. Rep. No. 1707, 28-29, 54, 57 (1966).

304 See S. Rep. No. 1707, at 54 (1966).
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1966 Act provided that this new rule did not apply to gifts by individuals who renounced
citizenship for tax avoidance purposes.

The following statement of Senator Russell Long from the Senate floor debate on the
1966 Act captures the intent of Congress with respect to the enactment of the alternative tax
regime:

Your committee agrees with the House that such an amendment is necessary
since—although there are undoubtedly few Americans who would avail themselves
of such a maneuver—but for this provision, the bill does make such a scheme more
advantageous. Therefore, we wish to foreclose the possibility that this bill would
serve as an encouragement to such people.3 06

For these reasons, Congress designed a regime to apply special tax rules for those persons
who relinquish citizenship with a principal purpose of avoiding U.S. income, estate, or gift taxes.

In addition to these general purposes for enacting an alternative tax regime, Congress
enacted provisions with more specific purposes. Congress expressed concern with respect to
avoiding the alternative tax regime through the transfer of assets abroad (and out of U.S. taxing
jurisdiction) in connection with taking the steps to relinquish citizenship. Therefore, the 1966
Act provided that if certain stock ownership tests are met, the value of the former citizen’s gross
U.S. estate is to include the same proportion of the value of the stock holdings of the former
citizen in the foreign corporation as its property having a U.S. situs bears to all its property. The
purpose of this rule was to expand the U.S. estate tax base of former citizen decedents to prevent
them from avoiding U.S. tax on the estate by transferring assets with a U.S. situs to a foreign
corporation in exchange for its stock. Such a transfer would reduce the portion of the former
citizen’s gross estate having a U.S. situs subject to estate tax because the stock of a foreign
corporation has a foreign situs even though the assets of the foreign corporation are situated in
the United States.>®” Similar concerns, related to inappropriately avoiding the alternative tax
regime, led Congress to modify the source rules with respect to certain other property, including
bonds issued by U.S. persons.”*®

2. Deficit Reduction Act of 1984

The Deficit Reduction Act of 1984°% provided a more objective definition of residence
for income tax purposes.310 In connection with this change, Congress extended the alternative

305 See H.R. Rep. No. 1450, at 50.

306 Congressional Record, Oct. 12, 1966, at 25337.

307 See H.R. Rep. No. 1450, at 47; S. Rep. No. 1707, at 54.
3% See H.R. Rep. No. 1450, at 50; S. Rep. No. 1707, at 57.

309 pub. L. No. 98-369.
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tax regime to certain residents who leave the United States and later return. In enacting this
change, Congress intended that under the mechanical tests for residency, U.S. residents should
not be able to leave the United States for a short period, dispose of assets free of U.S. tax, and
then resume U.S. residence. Congress also expressed concern with the alternative tax regime to
the extent the rules allow for the subsequent disposition of foreign assets held during U.S.
citizenship or residence free of U.S. tax.*!

3. Tax Reform Act of 1986

The concern with the conversion of U.S. assets into foreign assets as a means of avoiding
the alternative tax regime, first expressed in 1966, resurfaced in connection with the Tax Reform
Act of 1986°'2 (the “1986 Act). Congress sought to prevent former citizens who were subject to
the alternative tax regime from avoiding the rules by making tax-free exchanges of U.S. property
for foreign property. Under the 1986 Act, such converted property would retain its U.S.-source.
Congress believed that former citizens should not be able to accomplish indirectly that which
they are prohibited from doing directly.>"> Such changes were consistent with the purposes of
the 1966 Act of removing tax incentives for expatriation. These changes were also consistent
with the view that gains accrued while property was within the U.S. jurisdiction should be taxed
in the United States.

4. 1995 Joint Committee staff study

Legislation enacted in 1995 directed the Joint Committee staff to conduct a study of
issues presented by certain proposals to modify the tax treatment of expatriation.!* The Joint
Committee staff study was released on June 1, 1995, and contained several findings and
conclusions relating to the prior-law alternative tax regime (i.e., pre-1996 law) as well as other
proposals to modify significantly the alternative tax regime.>'> The Joint Committee staff

319 An individual who has been treated as a U.S. resident for at least three consecutive
years, and who becomes a nonresident and then regains residency status within a three-year
period is subject to U.S. tax for all intermediate years under the section 877 income tax rules.
Sec. 7701(b)(10).

311 See Joint Committee on Taxation, General Explanation of the Revenue Provision of
the Deficit Reduction Act of 1984, 465, JCS-41-84 (Dec. 31, 1984).

312 pyb. L. No. 99-514.

313 See Joint Committee on Taxation, General Explanation of the Tax Reform Act of
1986, 1050, JCS-10-87 (May 4, 1987).

314 See the Self-Employed Person’s Health Care Reduction Extension Act of 1995, Pub.
L. No. 104-7, sec. 6 (1995).

315 See Joint Committee on Taxation, Issues Presented by Proposals to Modify the Tax

Treatment of Expatriation, (JCS-17-95), June 1, 1995 (hereinafter referred to as the “1995 Joint
Committee staff study”).
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identified certain problems with the prior-law provisions, including the use of certain legal
methods to avoid some or all taxation under section 877 through tax planning, the relocation of
individuals to certain treaty countries that did not permit the United States to impose tax under
section 877 on former citizens, the relocation of assets outside of the scope of section 877 (which
only applied to U.S.-source income producing assets), and administrative difficulties associated
with demonstrating that tax avoidance was the principal purpose for the individual’s expatriation.

5. Health Insurance Portability and Accountability Act of 1996

Through press reports and hearings, Congress became informed that a small number of
very wealthy individuals each year relinquish their U.S. citizenship for the purpose of avoiding
U.S. income, estate, and gift tax in spite of section 877.31% As aresult, several significant
changes were made to the alternative tax regime in 1996 as part of the Health Insurance and
Portability and Accountability Act of 1996°"7 (the “1996 Act”). Congress revisited the alternative
tax regime and made several amendments to strengthen the regime, consistent with the purposes
of the 1966 Act. In amending the alternative tax regime, Congress continued to recognize that
U.S. citizens have a basic right under both U.S. and international law not only to leave the
United States and live elsewhere, but also to relinquish their U.S. citizenship. Accordingly,
Congress did not believe that the Internal Revenue Code should be used to stop U.S. citizens or
residents from expatriating or terminating residency. Punishment or deterrence, therefore, does
not seem to be the intended purpose of the alternative tax regime. At the same time, however,
Congress believed that the Code should not provide an incentive for citizenship relinquishment
or residency termination.>'® Thus, similar to the purposes underlying the enactment of the
alternative tax regime in 1966, the 1996 amendments reflect the view of Congress that tax
incentives for citizenship relinc;uishment or residency termination should be eliminated and tax
neutrality should be the goal.’
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