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LETTER OF TRANSMITTAL

JUNE 1, 1995.
The Honorable Bill Archer, Chairman,
Committee on Ways and Means,

U.8. House of Representatives,
Washington, DC.

The Honorable Bob Packwood, Chairman,
Committee on Finance,

U.S. Senate, '

Washington, DC.

DeaR CHAIRMAN ARCHER AND CHAIRMAN PackwooDn: With this
letter, I am transmitting the study by the staff of the Joint Com-
mittee on Taxation (“Joint Committee staff”) of the tax treatment
of expatriation as required by section 6 of H.R. 831 (P.L. 104-7).
An Executive Summary of the study’s findings and conclusions pre-
cedes the text of the study. I will be providing to you separately
certain information obtained by the Joint Committee staff during
the course of its study, which is tax return information subject to
the disclosure requirements of section 6103 of the Interrial Revenue
Code and, therefore, which cannot be contained in the portion of
the study made available to the public.

Part I of the study is an overview and background of present law
and the recent legislative proposals to modify the tax treatment of
expatriation. Part II is a description of present-law Federal income,
estate and gift taxation of U.S. citizens, residents, and non-
residents, as well as the requirements for U.S, citizenship, immi-
gration, and visas. Part III describes certain proposals to modify
the tax treatment of expatriation: the Administration propoesal in-
cluded in the President’s fiscal year 1996 budget proposal (intro-
duced as part of H.R. 981 and S. 453); the Senate amendment to
H.R. 831; the proposal contained in the motion to recommit H.R.
1215, offered by Representative Gephardt; and the identical bills
introduced by Senator Moynihan (S. 700) and Representative Gib-
bons (H.R. 1535).

Part IV of the study discusses general issues raised by the pro-
posals to modify the tax treatment of expatriation and Part V dis-
cusses the specific study issues listed in section 6 of Public Law
104-7. Part VI discusses possible alternatives to the existing expa-
triation tax proposals. Appendices provide the following informa-
tion related to the study: (A) comparison of saving clause provisions
in bilateral U.8. tax treaties; (B) summary of other countries’ tax-
ation of expatriation and immigration; (C) summary of foreign tax-
ation of estates, inheritances, and gifts; (D) Administration pro-
posal as submitted to the Congress on February 6, 1995; (E) discus-

(IIT)



v

sion of issues relating to estimating the revenue effects of proposed
legislation to impose tax on expatriation and current Joint Commit-
tee staff revenue estimates of the expatriation proposals; (F) study
methodology; (G) exchanges of correspondence between the Joint
Committee staff and the Departments of State and Treasury, the
Internal Revenue Service, and the Immigration and Naturalization
Service; and (H) certain State Department information on expatria-
tion for 1994 and 1995.

Over the course of the approximately 2-month period that the
Joint Committee staff prepared this study, the staff reviewed testi-
mony, met extensively with the Administration, legal authorities,
and private practitioners, and consulted at length with individuals
and organizations with an interest in the various proposals to mod-
ify the tax treatment of expatriation. The Joint Committee staff
corresponded with practitioners in other countries that impose tax
on former citizens and residents. The Joint Committee staff met
with economists regarding the potential trade and flow of capital
implications of imposing tax on expatriation. Finally, the Joint
Committee staff did extensive research into ihe present-law expa-
triation provisions, applicable immigration law, the Privacy Act,
and the legal issues involved in the various proposals to impose tax
on expatriation.

A copy of the draft study was provided to the Treasury Depart-
ment for review and comment.

The Joint Committee staff wishes to thank all those who assisted
in providing data and other information for the study, including
the State Department, the Treasury Department, the Internal Rev-
enue Service, the Immigration and Naturalization Service, the Law
Library of the Library of Congress, and the private tax practition-
ers and economists with experience in expatriation and immigra-
tion issues.

Sincerely,
KENNETH J. KIES,
Chief of Staff.
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 EXECUTIVE SUMMARY
Legislative background

Public Law 104-7 (section 6}, signed by President Clinton on
April 11, 1995, directed the staff of the Joint Committee on Tax-
ation (“Jomt Committee staff”) to conduct a study of the issues pre-
sented by certain proposals to modify the taxation of expatriation
(i.e., relinquishing one’s U.S. citizenship or U.S. residence). The Ad-
ministration submitted a proposal as part of the President’s Fiscal
Year 1996 budget on February 6, 1995 (included in H.R. 981 and
S. 453, introduced by request on behalf of the Administration on
February 16, 1995). The Congress considered a modified version of
the Administration proposal, which passed the Senate as an
amendment to H.R. 831. H.R. 831 as enacted (P.L. 104-7) did not
include the Senate amendment, but included a provision directing
the Joint Committee staff to study the issue and report by June 1,
1995. Senator Moynihan and Representative Gibbons subsequently
introduced identical bills (S. 700 and H.R. 1535), which would fur-
ther modify the Adm1n1strat10n ‘proposal.

Joint Committee staff ﬁndmgs

In the course of analyzing the Administration and other propos-
als relating to the tax treatment of U.S. citizens who relinquish
their citizenship and long-term U.S. residents who give up their
residence, the Joint Committee staff reached the following findings
and conclusions:

e Since 1980, an average of 781 U.S. citizens expatriated each
year. Since 1962, the average number of U.S. citizens expatri-
ating each year has been 1,146. In 1994, 858 U.S. citizens ex-
patriated. Although there is some anecdotal evidence that a
'small number of U.S. citizens may be expatriating to avoid
continuing to pay U.S. tax and the amount of potential tax li-
ability involved in any individual case could be significant, the
Joint Committee staff found no evidence that the problem is ei-
ther widespread or growing. However, certain practitioners
have indicated that they believe that present law is not a sig-
nificant impediment to expatriation even if minimizing U.S.
taxes is a principal purpose. Certain changes could be made to
present law to strengthen its impact on those expatriating for
tax avoidance purposes without also negatively impacting
those Americans who expatriate for nontax reasons.

¢ Present-law Internal Revenue Code section 877 imposes U.S.
income tax on the U.S. assets of U.S. citizens who expatriate
for tax avoidance purposes. The Joint Committee staff has
identified certain problems with the present-law provisions, in-
cluding the following: _

(1)
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There are legal methods to avoid some or all taxation under
section 877 through proper tax planning.

Section 877 is ineffective with respect to individuals who relo-
cate to certain countries with which the United States has a
tax treaty because these treaties may not permit the United
States to impose a tax on its former citizens who are residents
in such other countries.

Section 877 only applies to U.S.-source assets and careful tax
planning can be used to relocate assets outside the United
States and, therefore, outside the scope of section 877.

The  Administration believes that section 877 s
unadministrable because it is difficult to demonstrate that tax
avoidance is a principal reason for expatriation. However, it
appears that neither the current Administration nor past ad-
- ministrations have ever undertaken any systematic effort to
enforce the provisions of section 877. No regulations have been
issued under section 877 since its enactment in 1966. The In-
ternal Revenue Service has litigated the tax avoidance motive
issue under section 877 in only two cases and has won one of
those cases.

The Administration proposal would eliminate the intent test
- currently applicable under section 877 and would apply an ob-
Jjective test that would impose tax on U.S. citizens who expatri-
ate as if the expatriating individual had sold all of his or her
assets.

The Administration proposal to impose a new tax regime of
much broader scope than present-law section 877 raises a
number of issues, including the following: 1

The Administration proposal affects more individuals than in.
tended. The Administration proposal has been justified on two
grounds. First, the Administration has stated that it is appro-
priate to collect U.S. tax with respect to those individuals who
have enjoyed the benefits of U.S. citizenship (e.g., traveling on
a U.S. passport) or with respect to U.S. citizens and long-term
residents whose assets have enjoyed the protection of being
within U.S. borders. Second, the Administration and others
have pointed out that certain U.S. citizens are relinquishing
their citizenship, but are maintaining a significant continuing
relationship with the United States. However, the Administra-

- - tion proposal would affect U.S. citizens who have lived abroad

their entire lives and have very tenuous ties to the United
States. It also would affect expatriates who sever all ties with
the United States.

The Administration proposal would require all U.S. citizens
with assets to pay a tax on unrealized gains on their assets
upon expatriation. Gains would be taxed to the extent they are
in excess of $600,000 ($1.2 million in the case of married indi-
viduals filing a joint return, both of whom expatriate). This tax
on unrealized gains is inconsistent with the normative U.S. in-
come tax system of imposing tax only on recognized gains. Al-
though the Administration has stated that the tax would be
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imposed generally in the case of U.S. citizens with assets in ex-
‘cess of $5 million, the key determinant of whether the tax is
imposed is the amount of unrealized gains; thus, taxpayers
with low-basis assets would pay the tax even if their total as-
sets are well below $5 million.

The Administration proposal would impose tax on all expatri-
ates and long-term residents who relinquish their U.S. resi-
dence without regard to a taxpayer’s motivation. Thus, the Ad-
ministration proposal would impose tax on U.S. citizens or
residents who (1) are expatriating for purely nontax reasons,
(2) have long-term dual citizenship with another country and
who are returning to their country of ancestry or birth, or (3)
have tenuous ties to the United States (e.g., an individual who
did not realize that he or she was a U.S, citizen).

The Administration proposal would apply to long-term U.S.
residents who relinquish their U.S. residence. It will be dif-
ficult to determine when U.S. residence is relinquished because
there are no specific acts that must be taken to give up U.S.
residence (or permanent residence (i.e., green card) status).

A number of practical problems are raised by the Administra-
tion proposal to tax unrealized gains (i.e., mark to market) in-
terests in property upon expatriation. These issues may be
summarized as (1) identifying the owner of the interest in
property (identity problems), (2) raising sufficient funds from
the interests in property to pay the tax (liquidity problems),
and (3) valuing the interests in property (valuation problems).
The problems are often related—something that makes it dif-
ficult to determine who owns an interest in property often
makes that interest very illiquid, which, in turn, may make
valuing the interest more difficult. These problems are espe-
cially difficult in the case of interests held through trusts be-
cause expatriating beneficiaries would be subject to a tax li-
ability determined by reference to the unrealized appreciation
in value of the trust’s assets notwithstanding the fact that the
beneficiary has no access to the trust assets. This particular
aspect of the proposal raises potential constitutional issues at
least under certain circumstances. Moreover, under certain cir-
cumstances, the tax might inappropriately interfere with the
right to expatriate recognized by U.S. and international law.

The Administration proposal may retroactively impose tax on
former U.S. citizens who lost their citizenship years ago. U.S.
citizenship is lost by performing certain acts of expatriation
(for example, by formally renouncing U.S. citizenship or by
being naturalized in a foreign country). These acts of expatria-
tion may have oceurred many years prior to announcement of
the Administration proposal, but the individual might have
never gone through the process of recording that loss with the
U.S. government through acquisition of a certificate of loss of
nationality from the Department of State of the United States
(“State Department”). If such an individual were to apply for
a certificate of loss of nationality on or after February 6, 1995,
the Administration proposal would subject such an individual
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to the proposed expatriation tax. In addition, all former citi-
zens who have not been issued a CLN as of February 6, 1995
would be retroactively liable for taxation as a U.S. citizen for
the period since the expatriating act was committed. It is un-
clear whether the United States would have any legal basgis for
attempting to collect tax in such a case since the individual
has lost all rights and responsibilities of U.S. citizenship years
before. Moreover, the retroactivity feature of the proposal
raises serious Constitutional concerns and issues of basic fair-
ness.

The Administration proposal would have an unfair effect on
. U.S. long-term residents who have been in the United States
. for more than 10 years and who have had no notice that they
would be taxed on unrealized gains upon departure from the
United States.

The Administration proposal may subject to tax assets that
have no relationship with the United States. For example, the
proposal would subject to tax assets acquired by long-term resi-
dents of the United States that were acquired outside the Unit-
ed States and were never brought into the United States.

Enactment of the Administration proposal may create an in-
centive to expatriate which does not exist under current law
for individuals who either have recently inherited wealth or
who expect to inherit wealth in the near future, because the
basis of inherited assets is stepped up to the fair market value
of the assets on the date of the decedent’s death, and thus
there would be little or no expatriation tax imposed on such as-
sets. A similar incentive would exist for those who have re-
cently disposed of appreciated assets (e.g., a long-held family
business). At the same time, the long-term tax savings from
" eliminating exposure to the U.S. tax system could be extracr-
dinary. This problem may be particularly significant because
certain anecdotal evidence suggests that much of the limited
class of wealthy U.8. citizens who may have expatriated for tax
avoild:la.lnce purposes involves second and third generation
wealth.

The Administration proposal would result in double taxation to
a former U.S. citizen or resident who becomes a resident of a
country that imposes tax on the gain derived from a sale of as-
sets under a tax regime similar to the U.S. system, or if the
country in which the asset is located taxes such gain. In some
situations, relief from double taxation may be available under
a tax treaty or provisions in the other country’s internal law.

The Senate amendment to H.R. 831 and the bills introduced by
Senator Moynihan (S. 700) and Representative Gibbons (H.R.
1535) address some, but not all, of the issues raised by the Ad-
ministration proposal.

If the Congress determines that present-law section 877 should
be modified, there are alternatives to the Administration pro-
posal that may be more appropriate. In evaluating such alter-
natives, the following issues should be considered:
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What is the underlying rationale for the proposal? In other
words, is the proposal intended to collect U.S. taxes that would
otherwise be paid by individuals who do not really sever their
ties with the United States? If so, is it intended to collect the
equivalent amount of income taxes, estate taxes, or both? Or,
is the proposal intended to impose a tax to recoup the benefits
of U.S. citizenship or residence?

e What is the appropriate class of individuals to whdm the pro-.
posal should be applied given the rationale for the proposal?

 How can the proposal be structured so as not to impose a new
tax regime retroactively on individuals who structured their
holdings of assets in reliance upon present law?

s Does the proposal impose a tax that is fair in relation to its
goals? Is the tax imposed consistent with the U.S. normative
system of taxation or is it an extraordinary tax? If it is an ex-
traordinary tax, are there alternatives that would be more con-
sistent wifh the way in which the United States taxes it citi-
zens and residents? - ' '

¢ Can a modification to present law be structured so as to not
create an incentive to expatriate for those with recently inher-
ited wealth?. ' '

Related finding—tax return filing by U.S. citizens residing
abroad

In the course of studying the issue of the appropriate tax freat-
ment of U.S. citizens and long-term residents who relinquish citi-
zenship or residence, the Joint Committee staff also obtained infor-
mation from the Internal Revenue Service on the tax return filings
of U.8. citizens who reside outside the United States. There are
currently 2.5 million U.S. citizens (not including U.S. government
employees and U.S. military personnel and their families) who re-
side outside the United States. Only approximately 1 million tax-
payers annually file Form 1040 (U.S. Individual Income Tax Re-
turn) and included in this 1 million figure are U.S. government and
military personnel residing abroad. Although many of these tax-
payers may be entitled to foreign tax credits that would otherwise
reduce the amount of U.S. income taxes owed, it appears that the
failure of U.S. citizens residing outside the United States to file an-
nual income tax returns may represent a continuing compliance
problem that should be explored further.
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I. OVERVIEW AND BACKGROUND

A. Requirements of Public Law 104-7

Section 6 of the conference agreement on H.R. 831, as approved
by the House of Representatives on March 30, 1995, and the Sen-
ate on April 3, 1995, and as signed by the President on April 11,
1995 (P.L. 104-7), requires the staff of the Joint Committee on Tax.
ation (“Joint Committee staff”) to conduct a study of the issues pre-
sented by any proposals to affect the taxation of expatriation (i.e.,
relinquishing one’s U.S. citizenship or residence). The Chief of Staff
of the Joint Committee on Taxation is required to report the study
results to the Chairmen of the House Committee on Ways and
Means and the Senate Committee on Finance by no later than
June 1, 1995,

Among the issues that the Joint Committee staff was required to
analyze as part of the study include the following:

(1) the effectiveness and enforceability of current law with re-
spect to the tax treatment of expatriation;

(2) the current level of expatriation for tax avoidance purposes;
(3) any restrictions imposed by any constitutional requirement
that the Federal income tax apply only to realized gains;

(4) the application of international human rights principles to
taxation of expatriation;

(5) the possible effects of any such proposals on the free flow
of capital into the United States;

(6) the impact of any such proposals on existing tax treaties
and future treaty negotiations;

(7) the operation of any such proposals in the case of interests
in trusts;

(8) t?e problems of potential double taxation in any such pro-
posals;

(9) the impact of any such proposals on the trade policy objec-
tives of the United States;

(10) the administrability of such proposals; and

(11) possible problems associated with existing law, including
estate and gift tax provisions.

In addition to these issues, the Joint Committee staff evaluated
a number of other issues that have been raised, including the fol-
lowing:

(1) the extent to which any of the proposals impose tax retro-
actively on U.S. citizens or long-term residents who relinquish
their citizenship or residence;

(2) the classes of individuals who may be affected by any of the
proposals and the extent to which present law does not ade-
quately address the issues raised with respect to any of these
classes of individuals; and

(3) the potential problems of liquidity and valuation raised by
the Administration proposal.
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B. Background Information

General background information

Since 1980, an average of 781 U.S. citizens have expatriated each
year, The average annual level of expatriation for the years 1962-
1994 is 1146. In 1994, 858 U.S. citizens expatriated.

Table 1 contains information received from the State Department
relating to naturalizations and renunciations from 1962-1994.

Table 1.—Americans Giving Up U.S. Citizenship, 1962-1994

Abandonments/
Renunciations!

858
697
557
619
571
724
489
612
751
766
788
771
952
1,446
1,119
'946
1,753
1,504
1,880
1,512
1,556
1,177
1,510
1,422
2,061
1,004
1,707
933
1,531
1,411
1,466
1,491
1,234

Year

1Data supplied by the State Department of 1962-1979 is not entirely consistent
with data supplied for 1980-1994; however, the differences are minor.

Source: Department of State.
As Table 1 indicates, there are no clear patterns to the levels of

expatriation during the period covered by the table. Although the
1994 expatriations were higher than in any year since 1982, it ap-
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pears that the levels of expatriation were significantly higher dur-
ing the 1970’s than in the period since 1982. It is possible that the
levels of expatriation during the 1970’s in part reflect the con-
sequences of U.S. involvement in the war in Vietham.

Appendix H contains certain information relating to U.S. citizens
who expatriated in 1994 and early 1995. The reported numbers of
U.S. citizens renouncing their citizenship includes naturalized U.S.
citizens who return to their countries of birth. For example, accord-
ing to the State Department, of the 858 U.S. citizens who relin-
quished their citizenship in 1994, a significant percentage were Ko-
rean Americans returning to their country of birth or ancestry.
Under Korean law, an individual is not permitted to hold dual citi-
zenship, which requires Korean Americans to give up their U.8.
citizenship in order to return to Korea. According to a recent story
in the Washington Post, Korean Americans have experienced dif-
ficult economic and cultural problems when they come to the Unit-
ed States.! The Washington Post indicated that between 4 and 5
percent of New York City’s Korean population (or about a thousand
families) are returning to Korea each year.
~.In 1984, according to State Department records, there were ap-
proximately 1.8 million private U.S. citizens living outside the
United States.2 In 1993, there were approximately 2.5 million pri-
vate U.S. citizens residing abroad. The Internal Revenue Service
annually receives approximately 1 million Form 1040s filed by citi-
zens residing outside the United States (see Internal Revenue
Service letter dated May 12, 1995, Exhibit B). Included in these 1
million returns are tax returns filed by U.S. military and non-
military U.S. government employees stationed abroad.

Thus, it appears that fewer than 40 percent of U.S. citizens re-
siding abroad (including U.S. government employees) file annual
income tax returns.®

Present law

In general

A U.S. citizen or resident generally is subject to the U.S. individ-
ual income tax on his or her worldwide taxable income. All income

& “Their American Nightmare; Why Korean Entrepreneurs Are Fleeing Qur Cities,” Washing-
ton Post, May 7, 1995, p. C-1.

2 The information was compiled from .S, Foreign Service Post information. The number of
U.8. citizens living abroad does not include U.S. government (military and nonmilitary} employ-
ees or their dependents.

3 In 1985, the General Accounting Office (“GAQ”) testified before the Congress suggesting
that the failure of U.S, citizens living abroad to file annual income tax returns was a significant

roblem, Statement of Johnny C. Finch, Senior Associate Director, General Government Division,
Eefore the Subcommiltee on. Commerce, Consumer and Monetary Affairs, Committee on_Govern-
ment Operations, House of Representatives, on United States Citizens Living in Foreign Countries
and Not Filing Federal Income Tax Returns, United States General Accounting Office, May 8,
1985. In its testimony, the GAO found that only 39 percent of U.8. citizens living abroad were
filing annual income tax returns. In response to this testimony, the Congress enacted a provi-
sion in the Tax Reform Act of 1986 that requires the filing of an IRS information returnwith
a U.S. citizen's passport application and WIe'&l a resident alien’s green card application. It ap-
pears that the information return requirement may not have significantly improved the tax re-
turn filings of U.S. citizens residing outside the United States. In fact, the GAQ issued a follow-
up report in 1993, and did not find significant improvements in the ¢compliance with tax return
ﬁfing requirements of U.S. citizens living outside the United States. Tax Administration, IRS
Activities to Increase Compliance of Overseas Taxpayers, United States General Accounting Of-
fice, GAO/GGD 93-93, May 18, 1993. In its May 23, 1995, response to the Joint Committee on
Taxation, the Internal Revenue Service stated that it has undertaken efforts to improve the re-
turn filing by U.S. citizens residing outside the United States and that its initiatives have re-
sulted in improved voluntary compliance (see Appendix G). ) o
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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.

If a U.S. citizen or resident earns income from sources outside
the United States, and that income is subject to foreign income
taxes, the individual generally is permitted a foreign tax credit
against his or her U.S. income tax liability to the extent of foreign
income taxes paid on that income. In addition, a U.S. citizen who
lives and works in a foreign country generally is permitted to ex-
clude up to $70,000 of annual compensation from being subject to
T.8. income taxes.

Nonresident aliens are subject to U.S. taxation only to the extent
their income is from U.S. sources or is effectively connected with
the conduct of a trade or business within the United States. U.S.
source income generally includes items such as interest and divi-
dends paid by U.S. companies, but does not include gains on the
sale of stock or securities issued by U.S. companies. '

Special rules

Relinquishing U.S. citizenship with a principal purpose of
avoiding tax.—An individual who relinquishes his or her U.S. citi-
zenship with a principal purpose of avoiding U.S. taxes is subject
to an alternative method of income taxation for 10 years after ex-
patriation under section 877 of the Code. Under this provision, if
the Treasury Secretary establishes that it is reasonable to believe
that the expatriate’s loss of U.S. citizenship would, but for the ap-
plication of this provision, result in a substantial reduction in U.S.
tax based on the expatriate’s probable income for the taxable year,
then the expatriate has the burden of proving that the loss of citi-
zenship did not have as one of its principal purposes the avoidance
of U.S. income, estate or gift taxes, Section 877 does not apply to
resident aliens who terminate their U.S. residency.

The alternative method of taxation under section 877 modifies
the rules generally applicable to the taxation of nonresident aliens
in two ways. First, the expatriate is subject to tax on his or her
U.S. source income at the rates applicable to U.S. citizens rather
than the rates applicable to other nonresident aliens. (Unlike U.S.
citizens, however, individuals subject to section 877 are not taxed
on any foreign source income.) Second, 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. _ .

Aliens having a break in residency status.—A special rule
applies in the case of an individual who has been treated as a resi-
dent of the United States for at least three consecutive years, if the
individual becomes a nonresident but regains residency status
within a three-year period. In such cases, the individual is subject
to U.S. tax for all intermediate years under the section 877 rules
described above (i.e., the individual is taxed in the same manner
as a U.S. citizen who renounced U.S. citizenship with a principal
purpose of avoiding U.S. taxes). The special rule for a break in resi-
dpélcyl status applies regardless of the subjective intent of the indi-
vidual.
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Aliens who physically leave the United States.—Any alien,
resident or nonresident, who physically leaves the United States or
any possession thereof is required to obtain a certificate from the
IRS District Director that he or she has complied with all TU.8. in-
come tax obligations. This certificate often is referred to as a “sail-
ing permit”. The certificate may not be issued unless all income tax
due up until the time of departure has been paid, or an adequate
bond or other security has been posted, or the Treasury Secretary
finds that the collection of the tax will not be jeopardized by the
departure of the alien.

T'ransfers to foreign corporations.—Certain transfers of prop-
erty by shareholders to a controlled corporation are generally tax-
free if the persons transferring the property own at least 80 per-
cent of the corporation after the transfer. Also, in certain corporate
reorganizations, including qualifying acquisitions, and dispositions,
shareholders of one corporation may exchange their stock or securi-
ties for stock or securities of another corporation that is a party to
the reorganization without a taxable event except to the extent
they receive cash or other property that is not permitted stock or
securities.

Section 367 applies special rules, however, if property is trans-
ferred by a U.S. person to a foreign corporation in a transaction
that would otherwise be tax-free under these provisions. These spe-
cial rules are generally directed at situations where property is
transferred to a foreign corporation, outside of the U.S. taxing ju-
risdiction, so that a subsequent sale by that corporation could es-
cape U.S. tax notwithstanding the carryover basis of the asset. In
some instances, such a transfer causes an immediate taxable event
so that the generally applicable tax-free rules are overridden. In
other instances, the taxpayer may escape immediate tax by enter-
ing into a gain recognition agreement obligating the taxpayer to
pay tax if the property is disposed of within a specified time period
after the transfer.

Section 367 also imposes rules directed principally at situations
where a U.S. person has an interest in a foreign corporation, such
as a controlled foreign corporation (“CFC”) meeting specific U.S.
shareholder ownership requirements, that could result in the U.S.
person being taxed on its share of certain foreign corporate earn-
ings. These rules are designed to prevent the avoidance of tax in
circumstances where a reorganization or other nonrecognition
transaction restructures the stock or asset ownership of the foreign
corporation so that the technical requirements for imposition of
U.S. tax under the CFC or other rules are no longer met, thus po-
tentially removing the earnings of the original CFC from current
or future U.S. tax or changing the character of the earnings for
U.8. tax purposes (e.g., from dividend to capital gain).

The rules of section 367 do not generally apply unless there is
a transfer by a U.S. person to a foreign corporation, or unless a for-
eign corporation of which a U.S. person is a shareholder engages
in certain transactions. Because an individual who expatriates is
no longer a U.S. person, section 367 has no effect on actions taken
by such individuals after expatriation. The Treasury Department
has considerable regulatory authority under section 367 to address
situations that may result in U.S. tax avoidance. The legislative
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history suggests that a principal concern was avoidance of U.S. tax
on foreign earnings and profits and it does not appear that the
Treasury has either considered application of the current provision
to expatriation situations or sought any expansion of regulatory au-
thority. Under the existing regulations and the relevant expatria-
tion sections of the Code, a U.S. person who expatriates, even for
a principal purpose of avoiding U.S. tax, may subsequently engage
in transactions that involve the transfer of property to a foreign
corporation without any adverse consequences under section 367.
Similarly, a U.S. person who has expatriated is not considered to
be a U.S. person for purposes of applying the rules that address
restructurings of foreign corporations with U.S. shareholders. In’
addition, there may be difficulties enforcing a gain recognition
agreement if a U.S. person who has been affected by a transfer
under section 367 and has entered such an agreement later expa-
triates . .

Similar issues exist under section 1491 of the Code. Section 1491
imposes a 35-percent tax on otherwise untaxed appreciation when
appreciated property is transferred by a U.S. citizen or resident, or
by a domestic corporation, partnership, estate or trust, to certain
foreign entities in a transaction not covered by section 367. As in
the case of section 367, an individual who has expatriated is no
longer a U.S. citizen and may also no longer be a U.S. resident
and, ftlllf‘;f’ a transfer by such a person would be unaffected by sec-
tion .

Administration proposal

President Clinton’s fiscal year 1996 budget proposal was submit-’
ted to the Congress on February 6, 19954 On February 16, 1995,
certain of the revenue provisions in the President’s budget submis-
sion were included in the “Tax Compliance Act of 1995.” introduced
(by request) as H.R. 981 by Representatives Gephardt and Gibbons
and as S. 453 by Senators Daschle and Moynihan. Among the pro-
visions of H.R. 981 and S. 453 was a proposal to modify the tax
treatment of U.S. citizens who relinquish their citizenship and of
certain long-term resident aliens who terminate their U.S. resi-
dency status.

The Treasury Department issued a press release on February 6,
1995, stating that the Clinton Administration was proposing legis-
lation aimed at “stopping U.S. multimillionaires from escaping
taxes by abandoning their citizenship or by hiding their assets in
foreign tax havens.”5 The Treasury Department press release also
stated that a few dozen of the 850 people who relinquished their
citizenship in 1994 did so to aveid paying tax on the appreciation
in value that their assets accumulated while the individuals “en-
joyed the benefits of U.S. citizenship.” The Treasury Department
press release included an example of how a U.S. citizen could expa-
triate but continue to have a residence and driver’s license in the
United States and eontinue to travel on a U.S. passport.

* A copy of the description of the Administration’s proposal addressing the tax treatment of
atriation as submitted on February 6, 1995, is included as Appendix D. The Administration
submitted no statutory language as part of its February 6, 1995, submission. -
5 Department of the Treasury, Treasury News, “Clinton Offers Plan to Curb Offshore Tax
Avoidance,” RR-54, February 6, 1995,



12

Under the Administration proposal, U.S. citizens who relinquish
their U.S. citizenship and certain long-term resident aliens who
terminate their U.S. residency status generally would be treated as
having sold all of their property at fair market value immediately
prior to the expatriation or cessation of residence. Gain or loss from
the deemed sale would be recognized at that time, generally with-
out regard to other provisions of present law. Any net gain on the
deemed sale would be recognized only to the extent it exceeds
$600,000 ($1.2 million in the case of married individuals filing a
joint return, both of whom expatriate).

Under the Administration proposal, a U.S. citizen would be treat-
ed as having relinquished his or her citizenship on the date that
the State Department issues a certificate of loss of nationality (or,
for a naturalized U.8S. citizen, the date that a U.S. court cancels the
certificate of naturalization), and would be subject to U.S. tax as
a citizen of the United States until that time. A long-term resident
who ceases to be taxed as a U.S. resident would be subject to the
proposal at the time of such cessation. ‘

The Administration proposal would be effective for U.S. citizens
who relinquish their citizenship as otherwise defined in the pro-
posal (i.e., with respect to those U.S. citizens who obtain a certifi-
cate of loss of nationality) on or after February 6, 1995, and for
long-term residents who terminate their U.S. residency on or after
February 6, 1995. Present law would continue to apply to persons
who received a certificate of loss of nationality prior to February
6, 1995. However, the Administration proposal would apply to indi-
viduals who had performed acts of expatriation before February 6,
1995 (and, therefore, who had lost citizenship under the Immigra-
tion and Nationality Act), but who obtained a certificate of loss of
nationality on or after February 6, 1995, because of the manner in
which the Administration proposal redefines the date of relinquish-
ment of citizenship for purposes of applying the tax on expatria-
tion. It should be noted, however, that the Administration proposal
does not change applicable Federal law controlling when the actual
loss of U.S. citizenship occurs.

Senate amendment to H.R. 831

The Senate amendment to H.R. 831 (the “Senate bill”) adopted
a modified version of the Administration proposal with respect to
the taxation of U.S. citizens and residents who relinquish their citi-
zenship or residency. The Senate bill modified the Administration
proposal in several ways. First, the Senate bill would apply the ex-
patriation tax only to U.S. citizens who relinquish their U.S. citi-
zenship, not to long-term resident aliens who terminate their U.S.
residency. Second, the Senate bill would modify the date when an
expatriating citizen is treated as relinquishing U.S. citizenship,
such that most expatriating citizens are treated as relinquishing
their citizenship at an earlier date than under the Administration
proposal. The Senate bill also would make some technical modifica-
tions to the Administration proposal, including a provision to pre-
vent double taxation in the case of certain property that remains
subject to U.S. tax jurisdiction.
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Gephardt motion to recommit H.R. 1215

Representative Gephardt included a variation of the Administra-
tion proposal in a motion to recommit that was offered on the
House floor in connection ‘with the Housé consideration of H.R.
1215 (“Tax Fairness and Deficit Reduction Act of 1995”). The Gep-
hardt amendment would have changed the effective date in the Ad-
ministration proposal to October 1, 1996, rather than February 6,
1995, The Gephardt motion was not adopted

8. 700 (introduced by Senate Moynihan) and H R 1535 (mtro- '
" duced by Representative, Gibbons) -

_ Senator Moynihan 1ntroduced_,S 700 o
resentative Gibbons introduced an i

‘2, 1995.S."700 and H.R. 1535 "

_ expatnatmn ‘proposal included in the Sen ' .R.

- 831. Among the modifications to the Administration’ proposal m—' '

cluded in S. 700°and H.R. 1535 are the follow:

hill (H{{ _&535) on May

995 and ep_ o g e e

(1) The bills would apply the tax on ‘e'xpatnatmn to “long~term"" o

‘residents” who terminate their residency in a manner similar
" to the provision included in the original Administration pro-
posal. A long:-term resident would include an individual who
has been a lawful permanent resident of the United States

- (i.e., a green-card holder) in at least 8 of the, prior 15 taxable' N o

years '

{2) A nonresident alien individual who becomes a citizen or -

resident of the United States would be required to utilize a fair -
market value basis (at the {ime of obtalnmg citizenship or resi-

_dency), rather than a historical cost basis, in determining any ~ =

~ ‘subsequent gain or loss on the disposition of any property held
on the date the individual became a U.S. citizen or resident.

Such individuals could elect, on an asset-by-asset basis, to in-

stead use historical cost for purposes of determmmg gain on
asset dispositions.
(3) An expatriating 1nd1v1dual would be permitted to irrev-
'ocably elect, on an asset-by-asset basis, to continue to be taxed
as a U.S. c1t1zen with respect to any assets speclﬁed by the
taxpayer. :
(4) The bills would repeal or modify the present-law “sailing
permit” requirement,
(5) The tax on expatriation would not apply to an individual
who relinquished U.S. citizenship before attaining the age of
18-1/2, if the individual lived in the United States for less than
five taxable years before the date of relinquishment.
(6) The bills would provide that the time for the payment of
the tax on expatriation could be deferred to the same extent,
. and in the same manner, as any estate taxes may be deferred
under present law.
(7) The tax on expatriation would be allowed as a credit
against any U.S, estate or gift taxes subsequently imposed on
the same property solely by reason of the special rules impos-
ing an estate or gift tax on property transferred by an individ-
ual who relinquished his U.S. citizenship with a principal pur-
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?ose of avoiding U.S. taxes within 10 years prior to the trans-
er.

S. 700 and H.R. 1535 would be effective for individuals who are
deemed to have relinquished their U.S. citizenship on or after Feb-
ruary 6, 1995, and for long-term residents who cease to be subject
to tax as U.S. residents on or after February 6, 1995. Under these
bills, an individual would be deemed to have relinquished citizen-
ship on the earliest of (1) the date the individual renounces U.S.
nationality before a consular officer, (2) the date the individual fur-
nishes to the State Department a signed statement of voluntary re-
linquishment confirming the performance of an expatriating act, (3)
the date the State Department issues a certificate of loss of nation-
ality, or (4) the date a U.S. court cancels a naturalized citizen’s cer-
tificate of naturalization. Present law would continue to apply to
individuals who relinquished their U.S. citizenship prior to Feb-
ruary 6, 1995,



15

II. PRESENT LAW

A. Taxation of United States Citizens, ReSIdents, and
Nonresidents

1. Individual income taxation
a. Income taxation of U.S. citizens and re_sidents
In general '
A United States citizen generally is subject to the U.S. individual

income tax on his or her worldwide taxable income.® 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 non-U.S. citizen who resides in the United
States generally is taxed in the same manner as a U.S. citizen if
t};)h(f individual meets the definition of a “resident alien,” described

elow.

The taxable income of a U.S. citizen or resident is equal to the
taxpayer’s total income less certain exclusions, exemptions, and de-
ductions. The appropriate tax rates are then applied to a taxpayer’s

taxable income to determine his or her individual income tax liabil-

ity. A taxpayer may reduce his or her income tax liability by any
applicable tax credits. When an individual disposes of property, any
gain or loss on the dlsposmon is determined by reference to the
taxpayer’s adjusted cost basis in the property, regardless of wheth-
er the property was acquired during the period in which the tax-
payer was a citizen or resident of the United States. In general, no
U.S. income tax is imposed on unrealized gains and losses.

If a U.S. citizen or resident earns income from sources outside
the United States, and that income is subject to foreign income
taxes, the 1nd1v1dua1 generally is permitted a foreign tax credit
agamst his or her U.S. income tax liability to the extent of foreign
income taxes paid on that income.” In addition, a United States cit-
izen who lives and works in a foreign country generally is per-
mitted to exclude up to $70,000 of annual compensation from being
subject to U.S. income taxes, and is permitted an exclusion or de-
duction for certain housing expen’ses.s

Digtributions from qualified U.S. retirement plans are includible
in gross income under the rules relating to annuities (secs. 72 and
402) and, thus, are generally includible in income, except to the ex-
tent the amount received represents investment in the contract
(i.e., the employee’s basis). Lump-sum distributions are eligible for
special 5-year forward averaging and, in some cases, 10-year for-
ward averaging. This forward averaging generally taxes the lump-
sum distribution (in the year received} as if it had been received
over 5 or 10 years, respectively, rather than in a single year.

Resident aliens

In general, a non-U.S. citizen is considered a resident of the
United States if the individual {1) has entered the United States

¢ The determination of who is a U.S. citizen for tax purposes, and when such citizenship is
lost, is governed by the provisions of the Immigration and Nationality Act, 8 U.5.C. section
1401, et seq. See Treas. Reg. section 1.1-1(c).

7 See Code sections 901-907.

8 Section 911.
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as a lawful permanent U.S. resident (the “green card test”); or (2)
is present in the United States for 31 or more days during the cur-
rent calendar year and has been present in the United States for
a substantial period of time—183 or more days during a 3-year pe-
riod )vgeighted toward the present year (the “substantial presence
test”). ‘

If an individual is present in the United States for fewer than
183 days during the calendar year, and if the individual establishes
that he or she has a closer connection with a foreign country than
with the United States and has a tax home in that country for the
year, the individual generally is not subject to U.S. tax as a resi-
dent on account of the substantial presence test. If an individual
is present for as many as. 183 days during a calendar year, this
closer connections/tax home exception will not be available. An
alien who has an application pending to change his or her status
to permanent resident or who has taken other steps to apply for
status as a lawful permanent U.S. resident is not eligible for the
closer connections/tax home exception.

For purposes of applying the substantial presence test, any days
that an individual 1s present as an “exempt individual” are not
counted. Exempt individuals include certain foreign government-re-
lated individuals, teachers, trainees, students, and professional
athletes témporarily in the United States to compete in charitable
sports events. In addition, the substantial presence test does not
count days of presence of an individual 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, if the individual
can establish to the satisfaction of the Secretary of the Treasury
that he or she qualifies for this special medical exception.

In some circumstances, an individual who meets the definition of
a U.S. resident (as described above) also could be defined as a resi-
dent 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 in-
dividual’s country of residence for income tax purposes. In general,
a dual resident individual will be deemed to be a resident of the
country in which he has a permanent home available to him. If the
individual has a permanent home available to him in both coun-
tries, the individual's residence is deemed to be the country with
which his personal and economic relations are closer, i.e., his “cen-
ter 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 per-
manent home available to him in either country, he shall be
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 shall be deemed to be a resident of the coun-
try 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 authori-

9 The definitions of resident and nonresident aliens are set forth in Code section 7701(b). The
substantial presence test will compare 183 days to 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. Presence for an av-
Sﬁage of 122 days (or more) per year over the three-year period would be sufficient to trigger

e test.
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ties of the countries are to settle the question of residence by mu-
tual agreement.

b. Income taxation of nonresident aliens

Non-U.S. citizens who do not meet the definition of “resident
_aliens” are considered to be nonresident aliens for tax purposes.
Nonresident aliens are subject to U.S. tax only to the extent their
income is from U.S. sources or is effectively connected with the con-
duct of a trade or business within the United States. Bilateral in-
come tax treaties may modify the U.S. taxation of a nonresident
alien. : '

A nonresident alien is taxed at regular graduated rates on net
profits derived from a U.S. business.1® Nonresident aliens also are
taxed at a flat rate of 30 percent on certain types of passive income
derived from U.S. sources, aithough a lower treaty rate may be pro-
vided (e.g., dividenids are frequently taxed at a reduced rate of 15
percent). Such passive income includes interest, dividends, rents,
salaries, wages, premiums, annuities, compensations, remunera-
tions, emoluments, and other fixed or determinable annual or peri-

" odical gains, profits and income. There is no U.S. tax imposed, how-
ever, on interest earned by nonresident aliens with respect to de-
posits with U.S. banks and certain types of portfolio debt invest-
ments.’! Gains on the sale of stocks or securities issued. by U.S.
persons generally are not taxable to a nonresident alien because,
they are considered to be foreign source income.??

Nonresident aliens are subject to U.S. income taxation on any
gain recognized on the disposition of an interest in U.S. real prop-
erty.’3 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
(gross sales price). Alternatively, either party may request that the
Internal Revenue Service (“IRS”) determine the transferor’s maxi-
mum tax liability and issue a certificate prescribing a reduced
amount of withholding {not to exceed the transferor’s maximum tax
liability). 24

Distributions received by nonresidents from U.S. qualified plans
and similar arrangements are generally subject to tax to the extent
that the amount received is otherwise includible in gross income
(i.e., does not represent return of basis) and is from a U.S. source.
Employer contributions to qualified plans and other payments for
services performed outside the United States generally are not

10 Section 871.

11 See sections 871(h) and 871X 3).

12 Section 865(a).

12 Sections 897, 1445, 6039C, and 6652(f), known 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 1J.8. Virgin Islands.
Also 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 (“USRPHC”) at any time dur-
ing the five-year period ending on the date of the disposition of the interest (sec. 887(c) 1)(AXii)).
A USRPHC is any corporation, the fair market value of whose U.S, real %ro rty 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(cX2)). ’

14 Section 1445.
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treated as income from a U.S. source, and therefore are generally
not subject to U.S. tax.?® The earnings on such contributions, how-
ever, may constitute income from a U.S. source and, therefore, may
be subject to U.S. tax. Qualified plan benefits (both contributions
and earnings) attributable to services performed within the U.S.
are generally considered to be from a U.S. source and, therefore,
are subject to U.S. tax. Taxable qualified plan benefits are taxed
at a rate of 30 percent if the amount is not effectively connected
with the conduct of a trade or business in the U.S. If the amount
is effectively connected, the normal graduated rates apply.

There is an exemption from U.S. tax for certain qualified plan
benefits.’® Amounts received from a U.S. qualified plan are not
subject to U.S. tax if all of the services by reason of which the ben-
efits are payable were performed outside the United States while
the individual was a nonresident alien (or the services are consid-
ered to be performed outside the United States under section
864(b}1)) and one of the following applies: (1) at the time pay-
ments begin at least 90 percent of the employees for whom con-
tributions or benefits are provided are citizens or residents of the
United States; (2) the recipients country of residence grants a simi-
lar exclusion from tax for pension benefits to residents and citizens
of the United States; or (3) the recipient’s country of residence is
a beneficiary developing county within the meaning of section 502
of the Trade Act of 1974.

2. Estate and gift taxation
a. In general

The United States imposes a gift tax on any transfer of property
by gift made by a U.S. citizen or resident,’” whether made directly
or indirectly and whether made in trust or otherwise. Nonresident
aliens are subject to the gift tax with respect to transfers of tan-
gible real or personal property where the property is located in the
United States at the time of the gift. No gift tax is imposed, how-
ever, on gifts made by nonresident aliens of intangible property
having a situs within the United States (e.g., stocks and bonds).18

The United States also imposes an estate tax on the worldwide
“gross estate” of any person who was a citizen or resident of the
United States at the time of death, and on certain property belong-
ing to a nonresident of the United States that is located in the
United States at the time of death.®

Since 1976, the gift tax and the estate tax have been unified so
that a single graduated rate schedule applies to cumulative taxable
transfers made by a U.S. citizen or resident during his or her life-
time and at death, Under this rate schedule, the unified estate and
gift tax rates begin at 18 percent on the first $10,000 in cumulative
taxable transfers and reach 55 percent on cumulative taxable
transfers over $3 million.2¢ A unified credit of $192,800 is available
with respect to taxable transfers by gift and at death. The unified

15 Section 862,

16 Section 871(D.

37 Section 2501.

18 Section 2601(a)}2).

19 Sections 2001, 2031, 2101, and 2108.
20 Section 2001(c).
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credit effectively exempts a total of $600,000 in cumulative taxable
transfers from the estate and gift tax. ' ’
Both the gift tax and the estate tax allow an unlimited deduction
for certain amounts transferred from one spouse to another Spolse’
who is a citizen of the United States.2! In addition, a marital de-
duction is allowed for both gift tax and estate tax purposes for
transfers to spouses who are not citizens of the United States if the
transfer is to a qualified domestic trust (“QDOT”). A QDOT is a
trust which has at least one trustee that is a U.S. citizen or a do-
mestic corporation and no distributions of corpus can be made un-
less t2}‘12e U.S. trustee can withhold the tax from those distribu-
tions. ‘ C ) Lo '
~ A marital deduction generally is not allowed for so-called “ter-
minable interests”. Terminable interests generally are created
“ where an interest in property passes to the spouse and another in-
terest in the same property passes from the donor or decedent to
some other person for less than full and adequate consideration.
For example, an income interest to the spouse generally would not
qualify for the marital deduction where the remainder interest is
transferred to a third party. An exception exists to the terminable
interest rule called the “qualified terminable interest” rule.23
Under this exception, a transfer to a trust (called a “QTIP”) in
which the spouse has an income interest for life will qualify for the
marital deduction if the transferor elects to include the trust in the
spouse’s gross estate for Federal estate tax purposes and subjects
to gift tax the property in the QTIP if the spouse disposes of the

- income interest.

Residency for purposes of estate and gift taxation is determined
under different rules than those applicable for income tax purposes.
In general, an individual is considered to be a resident of the Unit-
ed States for estate and gift tax purposes if the individual is “domi-
ciled” in the United States. An individual is domiciled in the Unit-
ed States if the individual (a) is living in the United States and has
the intention t{o remain in the United States indefinitely; or (b) has
lived in the United States with such an intention and has not
formed the intention to remain indefinitely in another country. In
the case of a U.8. citizen who resided in a U.S. possession at the
time of death, if the individual acquired U.S. citizenship solely on
account of his birth or residence in a U.S. possession, that individ-
ual is not treated as a U.S. citizen or resident for estate tax pur-
Poses 24 : OF, reside or cslalc lax

In addition to the estate and gift taxes, a separate transfer tax
is imposed on certain “generation-skipping” transfers.

b. Gift tax

Under present law, U.S. citizens and residents are subject to a
gift tax on their lifetime transfers by gift. In addition, the exercise
or the failure to exercise certain powers of appointment also are
subject to the gift tax. Nonresident aliens are subject to gift tax
with respect to certain transfers by gift of U.S. situs property. The

21 Sections 2056 and 2523.

22 Section 2056A.

2 Sections 2056(b)(7) and 2523(f).
24 Section 2209
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amount of the taxable gift is determined by the fair market value
of the property on the date of gift. In addition to the marital deduc-
tion (discussed above), deductions are allowed for certain charitable
and similar gifts.25 Present law also provides an annual exclusion
of $10,000 (@0,000 where the nondonor spouse consents to treat
the gift as made one-half by each spouse) of transfers of present in-
terests in property with respect to each donee.

The gift tax is imposed on gifts made in a calendar year and the
tax is due by April 15th of the succeeding year, 26

c. Estate tax

Under present law, an estate tax is imposed on the “taxable es-

tate” of any person who was a citizen or resident of the United
States at the time of death. The taxable estate equals the world-
wide “gross estate” less allowable deductions, including the marital
deduction. Also, several credits, including the unified credit, are al-
lowed that directly reduce the amount of the estate tax.
. The estates of nonresident aliens generally are taxed at the same
estate tax rates applicable to U.S. citizens, but the taxable estate
includes only property situated in the United States that is owned
by the decedent at the time of death. Where required by treaty, the
estate of a nonresident alien is allowed the same unified credit as
a U.S. citizen multiplied by the portion of the total gross estate sit-
uated in the United States. In other cases, the estate of a non-
resident alien is allowed a unified credit of $13,000 (which effee-
tively exempts the first $60,000 of the estate from tax). This latter
rule also applies in the case of residents of U.S. possessions who
are not considered citizens of the United States for estate tax pur-
poses.

Determination of gross estate

The gross estate generally includes the value of all property in
which a decedent had an interest at his death.2? The amount in-
cluded in the gross estate generally is 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).28 If certain requirements are met, family farms and real
property used in a closely held business may be included in a dece-
dent’s gross estate at the current use value, rather than full fair
market value. Use of this special valuation rule may not reduce the
gross estate by more than $750,000.22

In addition, the gross estate includes the value of certain prop-
erties not owned by the decedent at the time of his death if certain
circumstances are met. These include, generally, predeath transfers
for less than adequate and full consideration if (1) the decedent re-
tained the beneficial enjoyment of the property during his life, (2)
the property was previously transferred during the decedent’s life-
time but the transfer takes effect at the death of the decedent, and

25 Sections 2522-2523.

2 An extension to pay gift tax is granted to the date to which an extension to pay income
tax for the year of gift has %leen granted (sec. 6075).

27 Section 2031.

28 Section 2032,

2% SBection 2032A.
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{3) the decedent retained the power to alter, amend, revoke, or ter-
minate a previous lifetime transfer.®® The gross estate generally
also includes the value of an annuity if the decedent had retained
a right to receive payments under the annuity.3! In addition, the
gross estate includes the value of property subject to certain gen-
eral powers of appointment possessed by the decedent.? Lastly,
the gross estate includes the proceeds of life insurance on the dece-
dent’s life if the insurance proceeds are receivable by the executor
of the decedent’s estate or the decedent possessed an 1n<:1dent of '
ownership in’ the pohcy a3 o

Beneficial interests in a tris that the decedent owns at the tlme_
of his death and which do not terminate with his death generally

are includible in his or her gross estate, ‘These interests can include R

income 1nterests for a term of years or for the 11fe of another person

" (i.e., an estate “per autre Vie™), and reversionary in rests and re- -
'-.mmnder interests that are not contmgent upon survivorship.34 In

. contrast, a life. estate or any er interest of the decedent that ter-

" minates at death (e.g., a rema ;

he gross’ ‘estate.

‘Qualified retirement plan eﬁts are 1nc1ud1b1e in"th :'-gross es-
'tate ‘There is an addition to the estate tax equal to 15 percent of
excess retirement accumulation

" accumulations are the excess of the decedent’s intérests in qualified

“plans over the present value of a single life annuity with annual
‘payments equal to the maximum that could be paid w1t}'out impo- -
- sition of the tax on excess pension “distributions.. - '
Several special riles goverh the treatiment “of jointly held prop-

o erty for estate tax purposés.38 In general, under thesé rules, the
* gross estate includes the value of property held jointly a ‘the time
of the decedent’s death by the decedent and another personor per-
sons with the right of survivorship, except that’ portlon of the prop-

. erty that was acquired by the other joint owner, or owners; for ade-
quate and full consideration, or by bequest or gift from a' third
party. However, with respect to certain qualified interests held in

{ er 1nterest ntmgent upon surv1- S

5.35 In general excess retirement

joint tenancy by the decédent and his spouse, one-half of the value = '

of such interest is included in the gross estate of the ‘decedent at

gardless of which joint tenant furnished the consxderatlon An in-
terest is a qualified joint interest if the decedent and the decedent’s
spouse hold the property as (1) tenants by the entirety, or (2) joint

tenants with right of survivorship, but only 1f the Jomt tenants can- '

not be Dpersons othe han the decedent

30 Sections 2086 2038

3% Section 2039.

. 32 Section 2041. . ) .

33 Section 2042, w, .

£ 8eé, eg., Rev. Rul '67-370, 1967-2 C. B. 324 (holdmg that’ decedent’s con ngent remamder
interest in a trust would be includible in ‘his gross estate because the'inteérest survived his
death, -even though the grantor (who survived the decedent) retained the nght to revoke the
interest and did in fact later revoke the interest). ‘ N

35 Section 4980A(d). o ’ )

36 Section 2040. These rules apply to forms of ownership where there is a nght of survivor-
ship upon the death of one of the joint tenants. They do not apply to commumty property or
property owned as tenants in commen.
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Payment of tax

The estate tax generally is due 9 months after the date of
death.3” The IRS may grant an extension to pay estate tax upon
a showing of reasonable cause for a period not exceeding 10
years.3® In addition, in the case of estate tax attributable to inter-
ests in certain closely-held businesses, the executor may elect to
pay such estate tax over a 14-year period—interest only for 4 years
and principal and interest over the next 10 years.3® Finally, the ex-
ecutor may elect to pay estate tax and accumulated interest on re-
mainder or reversionary interests 6 months after the termination
of the preceding interest (plus an additional period not to exceed
3 years for reasonable cause).40

d. Generation-skipping transfer tax

Under chapter 13,4 a separate transfer tax is imposed on gen-
eration skipping transfers in addition to any estate or gift tax that
is normally imposed on such transfers. This tax is generally im-
posed on transfers, either directly or through a trust or similar ar-
rangement, to a beneficiary in more than one generation below that
of the transferor. The generation-skipping transfer tax is imposed
at a flat rate of 55 percent on generation-skipping transfers in ex-
cess of $1 million. -

3. Income taxation of trusts, estates, and their beneficiaries
a. Taxation of the trust or estate ' ‘

A trust or estate is treated as a separate taxable entity, except
in cases where the grantor (or a Eerson with a power to revoke) has
certain powers with respect to the trust (discussed below). A trust
or estate generally is taxed like an individual with certain excep-
tions. These exceptions include: (1) a separate tax rate schedule ap-

licable to estates and trusts; (2) an unlimited charitable deduction
or amounts paid to (and, in the case of estates, amounts perma-
nently set aside for) charity; (3) a personal exemption of $600 for
an estate, $300 for a trust that is required to distribute all of its
income currently, or $100 for any other trust; (4) no standard de-
duction for trusts and estates; and (5) a deduction for distributions
to beneficiaries. o ‘ ' R -

An estate can elect to use any fiscal year as its taxable year
while a trust is required to use a calendar year. Trusts and estates
(for years more than two years after the decedent’s death) gen-
erally are required to pay estimated income fax,

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 dis-
tributable net income (“DNI”) of the trust or estate for the taxable
year ending with, or within, the taxable year of the beneficiary.
DNI is taxable income (1) increased by any tax-exempt income (net
of disallowed deductions attributable to such income) and (2) com-

37 The ]RS may grant an extension for a period not to exceed six months (section 6081).
38 Section 6161(a).

32 Section 6166.

40 Section 6163.

41 Sections 2601-2663.
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puted without regard to personal exemptions, the distribution de-
duction, capital gains that are allocated to corpus and not distrib-
uted to any beneficiary during the taxable year or set aside for
charitable purposes, capital losses other than capital losses taken
into account in determining the amount of capital gains which are
paid to beneficiaries, and (with respect to simple trusts) extraor-
dinary dividends which are not distributed to beneficiaries. In the
case of a foreign trust,42 DNI also includes foreign-sou¥ée income
less related deductions, income that is exempt under treaties, and
capital gains reduced (but not below zero) by capital losses. Also,
to determine DNI, the exclusion for small business capital gains
under section 1202 is not taken into account.

DNI has the following three functions: (1) it measures the
amount of the deduction to the trust or estate for distributions to
beneficiaries, (2) it measures the amount of distributions that is
taxable to the beneficiaries, and (3) it determines the character of
the income to the beneficiaries. In effect, DNI is allocated to dis-
“tributions in the following order: first, to distributions that are re-
quired to be made out of income for the year; second, to distribu-
tions of income made to charities; and lastly, to all other distribu-
tions. The character of the amounts includible in gross income is
the same proportion of each class of items includible in distribut-
able net income as the total of each class bears al ‘distribut-
able net income. . .=- - R Tt b Rt B A HRE ;u-f:,.,«,\':h- L -

There are two exceptions to these rules. First, distributions as a
gift or bequest of specific property or a specific sum of money that
is paid in not more than 3 installments are not includible in the
gross income of the beneficiary. Second, distributions from a sepa-
rate and independent share of a trust to a beneficiary of that trust
share is treated as a distribution from a separate trust. Existing
Treasury regulations (Treas. Reg. sec. 1.663(c)-3) provide that
“[tThe application of the separate share rule...will generally depend
upon whether distributions of the trust are to be made in substan-
tially the same manner as if separate trusts had been created....
Separate share treatment will not be applied to a trust or portion
of a trust subject to a power to distribute, apportion, or accumiulate
income or distribite corpus to or for the use of one or more bene-
ficiaries within a group or class of beneficiaries, unless the pay-
ment of income, accumulated income, or corpus of a share of one
beneficiary cannot affect the proportionate share of income, accu-
mulated income, or corpus of any shares of the other beneficiaries,
sf unless substantially proper adjustment must thereafter be made
under the governing instrument so that substantially separate and
independent shares exist.” = o '

Distributions to beneficiaries of trusts (but not estates) out of
previously accumulated incomie are taxed to the beneficiaries under
a throwback rule. The éffect of the throwback rule is to impose an
additional tax on the distribution of previously accumulated income
in the year of distribution at the average marginal rate of the bene-
ficiary in the previous five years. The amount of the distribution
is grossed-up by the amount of the taxes paid by the trust on the

42 A foreign trust is a trust whose income from sources outside the United States, which is
not effectively connected with the conduct of a trade or business within the United States, is
not included in gross income for U.S. income tax purposes. Section 7701(a)31). S
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accumulated income and a nonrefundable credit is allowed to the
beneficiary for such taxes. In order to prevent trusts from accumu-
lating income for a year, the fiduciary of a trust may elect to treat
distributions within the first 65 days after the close of its taxable
year as having occurred at the end of the preceding taxable year.

c. Grantor trust rules

Under the grantor trust rules,43 the grantor of a trust will con-
tinue to be taxed as the owner of the trust (or a portion thereof)
if certain rights or powers are retained by the grantor. A grantor
of a trust generally is treated as the owner of any portion of a trust
when the following circumstances exist:

(1) the grantor has a reversionary interest that has more than
a 5-percent probability of returning to the grantor.

(2) the grantor has power to control beneficial enjoyment of the
income or corpus. Certain powers are disregarded for this pur-
pose—(a) a power to apply income to support of a dependent;
(b) a power affecting beneficial enjoyment that can be exercised

.only after an event that has a 5 percent or less probability of
oceurring; (c) a power exercisable only by will; (d) a power to
allocate among charities; (e) a power to distribute corpus under
an ascertainable standard or as an advancement; (f) a power
to withhold income temporarily; (g) a power to withhold income
during disability; (h) a power to allocate between corpus and
income; (i) a power to distribute, apportion, or accumulate in-
come or corpus among a class of beneficiaries that is held by
an independent trustee or trustees; and, (j) a power to distrib-
ute, apportion, or accumulate income among beneficiaries that
is limited by an ascertainable standard.

(3) the grantor retains any of the following administrative pow-
ers—(a) a power to deal at non-arms’ length; (b) a power to
borrow trust funds without adequate interest or security; (c) a
borrowing that extends over one taxable year; (d) a power to
vote stock of a controlled corporation held in the trust; (e} a
power to control investment of trust funds in a controlled cor-
poration; and (f) a power to reacquire trust corpus by substitut-
ing property with equivalent value.

(4) the grantor has a power to revoke, unless such power may
not be exercised any time before an event that has a 5-percent
probability or less of occurring.

. (5) the income is or may be distributed to, held for the future
benefit of, or used to pay for life insurance on the lives of, the
grantor or the grantor’s spouse, unless such power may not be
exercised any time before an event that has a 5-percent prob-
ability or less of occurring. (An exception is provided for income

- that may be used to discharge an obligation of support, unless
the income is so used.)

If the grantor is not treated as the owner of any portion of a
trust, another person generally will be treated as the owner of that
portion of the trust if he or she has the power to revoke that por-
tion of the trust or gave up a2 power to revoke and retained any of

43 Sections 671-679,
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the powers set forth above, unless the retained power is disclaimed
within a reasonable time. ' _ :

A U.S. person who transfers property to a foreign trust generally
is treated as the owner, under the grantor trust rules, of the por-
tion of the trust comprising that property for any taxable year in
which there is a U.S. beneficiary of any portion of the trust. This
treatment generally does not apply, however, to transfers by reason
of death; to sales or exchanges of property at fair market value,
where gain is recognized to the transferor; or to transfers made be-
fore the transferor became a U.S. person. -

d. Taxation on disposition of interests in trusts

In general, the gain or loss on the sale or other disposition of an
asset is the difference between the amount realized on the sale or
disposition of the asset and the taxpayer’s adjusted basis in that
property.44 A trust’s basis in an asset contributed to the trust is
the same as the contributor’s basis in that asset increased by any
gain or decreased by any loss recognized on the transfer. A bene-
ficiary’s basis in hisinterest in a trust generally is the same as the
trust’s basis in the asset.4® “If the [trust] property is an investment
made by the fiduciary (as, for example, in the case of a sale by the
fiduciary of property transferred by the grantor, and reinvestment
of the proceeds), the cost or other basis to the fiduciary is taken
in lieu of the [grantor’s basisl.” 46 o

When a life estate and remainder interest in property are ac-
quired by gift, bequest, or inheritance, a so-called “uniform basis”
rule is applied with the basis of the property being divided between
the life estate and the remainder interest. As the life estate is used
up each year, its basis is reduced, and the basis of the remainder
interest increases in the same amount; hence, the combined basis
of the life estate and the remainder interest remains the same from
year to year. _ Jremains e same ros

Under a special rule applicable in determining gain or loss from
the sale or other disposition of a “term interest” in property, that
portion of the adjusted basis of such interest which is determined
as a carryover basis as a result of a transfer of the property by gift
(section 1015) or a stepped-up basis as a result of the property
being transferred at $eath (section 1014) generally is dis-
regarded.4” For purposes of the rule, a “term interest” includes a
life estate, an interest for a term of years, or an income interest.48
A “term interest” includes an interest which will terminate upon
the happening of an event, but does not iniclude a remainder or re-
versionary interest or an interest that will ripen into ownership
upon the termination of a preceding interest.4? o '

e. Residence of trusts

An estate or trust is treated as foreign if it is not subject to U.S.
income taxation on its income that is neither derived from U.S.

44 Section 1001(a).

45 Treas. Reg. section 1.1015-2(a).

46 Treas, Reg. section 1.1015-2(b). See also Treas. Reg. section 1.1014-5(¢).

47 Section 1601(e). This special rule does not apply to a sale or disposition of the life estate
as part of a transaction in which the entire interest in property is transferred to any person
or persons {sec. 1001{e}3)).

42 Bection 1001(bX2).

49 Treas. Reg. section 1.1001-1{f)2),



26

sources nor effectively connected with the conduct of a trade or
business within the United States.5° Thus, if a trust is taxed in a
manner similar to a nonresident alien individual, it is considered
to 2? a foreign trust. Any other estate or trust is treated as domes-
tic,

The Code does not specify what characteristics must exist before
a trust is treated as being comparable to a nonresident alien indi-
vidual. IRS rulings and court cases, however, indicate that this sta-
tus depends on various factors, such as the residence of the trustee,
the location of the trust assets, the country under whose laws the
trust is created, the nationality of the grantor, and the nationality
of the beneficiaries.52 If an examination of these factors indicates
that a trust has sufficient foreign contacts, it is deemed comparable
to a nonresident alien individual and, thus, is a foreign trust.

4. Special tax rules with respect to the movement of persons
and property into or out of the United States

a. Individuals who relinquish U.S. citizenship with a
prineipal purpose of avoiding U.S, tax

An individual who relinquishes his U.S. citizenship with a prin-
cipal purpose of avoidingqU.S. taxes is subject to an alternative
method of income taxation for 10 years after expatriation under
section 877 of the Code.53 Under this provision, if the Treasury De-
partment establishes that it is reasonable to believe that the expa-
triate’s loss of U.S. citizenship would, but for the application of this
provision, result in a substantial reduction in U.S. tax based on the
expatriate’s probable income for the taxable year, then the expatri-
ate has 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. Section 877 does not apply to resident aliens
who terminate their U.S. residency.

The alternative method modifies the rules generally applicable to
the taxation of nonresident aliens in two ways. First, the expatriate
is subject to tax on his or her U.S. source income at the rates appli-
cable to U.S. citizens rather than the rates applicable to other non-
resident aliens. (Unlike U.S. citizens, however, individuals subject
to section 877 are not taxed on any foreign source income.) Second,
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. For example, gains on the sale
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. However, if an individual is subject to the alternative taxing

56 Section 7701{aX31),

51 Section 7701(ak30).

52 For example, see Rev. Rul. 87-61, 1987-2 C.B. 219, Rev. Rul. 81-112, 1981-1 C.B. 598, Rev.
Rul. 60-181, 1960-1 C.B. 257, and B.W. Jones Trust v. Commissioner, 46 B.T.A. 531 ( 1942), aff'd,
132 F.2d 914 (4th Cir. 1943).

53 Treasury regulations provide that an individual’s citizenship status is governed by the pro-
visions of the Immigration and Nationality Act, specifically referring to the “rules governing loss
of citizenship [set forth in] sections 349 to 357, inclusive, of such Act (8 US.C 1481-1489).*
Treas. Reg. section 1.1-1(c). Under the Immigration and Nationality Act, an individual is gen-
erally considered to lose U.S. citizenship on the date that an e.-:q.mtri:atirélg1 act is committed. The
present law rules governing the loss of citizenship, and a deseription of the types of expatriating
acts that lead to a loss of citizenship, are discussed more fully in Part B.1,, below.
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method of section 877, such gains are treated as U.S. source income
with respect to that individual. The alternative method applies
only if it results in a higher U.S. tax liability than would otherwise
be determined if the individual were taxed as a nonresident alien.

Because section 877 alters the sourcing rules generally used to
determine the country having primary taxing jurisdiction over cer-
tain items of income, there is an increased potential for such items
to be subject to double taxation. For example, a former U.S. 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. Under the internal laws of the individual’s new country of resi-
dence, however, that country may provide that all capital gains re-
alized by a resident of that country are subject to taxation in that
country, and thus the individual’s gain from the sale of U.S. stock
also would be taxable in his country of residence. If the individual’s
new country of residence has an income tax treaty with the United
States, the treaty may provide for the amelioration of this potential
double tax. (See Part V.F. for a more detailed discussion of the dou-
ble taxation issues and their treatment under existing U.S. tax
treaties.) T e

Similar rules apply in the context of estate and gift taxation if
the transferor relinquished U.S. citizenship with a principal pur-
pose of avoiding U.S. taxes within the 10-year period ending on the
date of the transfer. A special rule applies to the estate tax treat-
ment of any decedent who relinquished his U.S. citizenship within
10 years of death, if the decedent’s loss of U.S. citizenship had as
one of its principal purposes a tax avoidance motive > Once the

Secretary of the Treasury establishes a reasonable belief that the

expatriate’s loss of U.S. citizenship would result in a substantial re-
duction in estate, inheritance, legacy and succession taxes, the bur-
den of proving that one of the principal purposes of the loss of U.5.
citizenship was not avoidance of U.S. income or estate tax is on the
executor of the decedent’s estate. A _

In general, the estates of such individuals are taxed in accord-
ance with the rules generally applicable to the estates of non-
resident aliens (i.e., the gross estate includes all U.S.-situs property
held by the decedent at death, is subject to U.S. estate tax at the
rates generally applicable to the estates of U.S. citizens, and is al-
lowed a unified credit of $13,000, as well as credits for State death
taxes, gift taxes, and prior transfers). However, a special rule pro-
vides that the individual’s gross estate also includes his pro-rata
share of any U.S.-situs property held through a foreign corporation
in which the decedent had a 10-percent or greater interest, pro-.
vided that the decedent and related parties together owned more
‘than 50 percent of the voting power of the corporation. Similarly,
gifts of intangible property having a situs within the United States
(e.g., stocks and bonds) made by a nonresident alien who relin-
quished his U.S. citizenship within the 10-year period ending on
the date of transfer are subject to U.S. gift tax, if the loss of U.S.

54 Section 2107.
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citizenship had as one of its principal purposes a tax avoidance mo-
tive.55

b. Aliens having a break in residency status

A special rule applies in the case of an individual who has been
treated as a resident of the United States for at least three con-
secutive years, if the individual becomes a nonresident but regains
residency status within a three-year period.5¢ In such cases, the in-
dividual is subject to U.S. tax for all intermediate ears under the
section 877 rules described above (i.e., the individual is taxed in
the same manner as a U.S. citizen who renounced U.S, citizenship
with a principal purpose of avoiding U.S. taxes), The special rule
for a break in residency status applies regardless of the subjective
intent of the individual.

c. Aliens who physically leave the United States

Any alien, resident or nonresident, who physically leaves the
United States or any possession thereof is required to obtain a cer-
tificate from the IRS District Director that he or she has complied
with all U.S. income tax obligations.57 This certificate often is re-
ferred to as a “sailing permit.” The certificate may not be issued
unless all income tax due up until the time of departure has been
paid, or an adequate bond or other security has been posted, or the
Treasury Secretary finds that the collection of the tax will not be
jeopardized by the departure of the alien. Exceptions are provided
for aliens who have been in the United States for less t an five
days, foreign diplomats and their servants, certain short-term busi-
ness visitors and industrial trainees, military trainees, individuals
who commute to U.S. places of employment from Canada or Mex.
ico, certain alien students, and exchange visitors. There is no ex-
ception provided for resident aliens who intend to maintain their
U.S. residence. Thus, an alien who is a lawful permanent resident
of the United States living near the Canadian or Mexican border
is technically required to obtain a departure certificate before cross-
ing the border to shop or have dinner. In actual practice, aliens
who leave the United States generally do not comply with this re-
quirement. Moreover, some IRS district directors will not even con-
sider issuing such certificates.

d. Transfers to foreign corporations

Certain transfers of property by shareholders to a controlled cor-
poration generally are tax-free if the persons transferring the prop-
erty own at least 80 percent of the corporation after the transfer.58
Also, in certain corporate reorganizations, including gqualifying ac-
quisitions and dispositions, shareholders of one corporation may ex-
change their stock or securities for stock or securities of another
corporation that is a party to the reorganization without a taxable
event, except to the extent they receive cash or other property that
is not permitted stock or securities. In these cases, a corporation
also may transfer property to another corporation that is a party
to the reorganization, without a taxable event except to the extent

55 Section 2501(aX3).
56 Section 7701(bX10).
57 Section 6851(d).

58 Section 351,
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of certain non-permitted consideration.3® Also, a liguidation of an
80-percent owned corporate subsidiary into its parent corporation
generally is tax-free.59

Under the rules applicable to these types of transfers, property
transferred to a corporation retains its basis, to the extent the
transfer was tax-free, so that any appreciation (i.e., built in gain)
will be subject to tax if the property is subsequently sold by the re-
cipient corporation. Similarly, a shareholder who exchanges stock
of one corporation for stock of another retains his original basis so
that a subsequent sale of the acquired stock can produce a taxable
gain.

Section 367 applies special rules, however, if property is trans-
ferred by a U.S. person to a foreign corporation in a transaction
that would otherwise be tax-free under these provisions. These spe-
cial rules are generally directed at situations where property is
transferred to a foreign corporation, outside of the U.S. taxing ju-
risdiction, so that a subsequent sale by that corporation could es-
cape U.S. tax notwithstanding the carryover basis of the asset. In
some instances, such a transfer causes an immediate taxable event
so that the generally applicable tax-free rules are overridden. In.
other instances, the taxpayer may escape immediate tax by enter-
ing a gain recognition agreement (“GRA”) obligating the taxpayer
to pay tax if the property is disposed of within a specified time pe-
riod after the transfer. The GRA rules generally require the tax-
payer to agree to file an amended return for the year of the original
transfer if the property is disposed of by the transferee (including
payment of interest from the due date of the return for the year

of the original transfer to the time the additional tax under the

agreement is actually paid following the disposition).

Section 367 also imposes rules directed at situations where a
U.S. person has an interest in a foreign corporation, such as a con-
trolled foreign corporation (“CFC”) meeting specific U.S. share-
holder ownership requirements, that could result in the U.S. per-
son being taxed on its share of certain foreign corporate earnings.
These rules are designed to prevent the avoidance of tax in cir-
cumstances where a reorganization or other nonrecognition trars-
action restructures the stock or asset ownership of the foreign cor-
poration so that the technical requirements for imposition of U.S.
tax on foreign earnings under the CFC or other rules are no longer
met, so that there is potential for removing the earnings of the
original CFC from current or future U.S. tax, or changing the char-
acter of the earnings for U.S. tax purposes (e.g. from dividend to
capital gain).

The rules of section 367 generally do not apply unless there is
a transfer by a U.S. person to a foreign corporation, or unless a for-
eign corporation of which a U.S. person is a shareholder engages
in certain transactions. Because an individual who expatriates is
no longer a U.S. person, section 367 has no effect on actions taken
by such individuals after expatriation. The Treasury Department
has considerable regulatory authority under section 367 to address
situations that may result in U.S. tax avoidance. For example, sec-

59 Sactions 268, 354, 356, and 361. (See also sec. 355.)
80 Saction 332.
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tion 367(b) provides that any of certain tax-free corporate trans-
actions that do not involve a transfer of property from a U.S. per-
son (described in section 367(a)}1)) can be recharacterized as tax-
able “to the extent provided in regulations prescribed by the Sec-
retary which are necessary or appropriate to prevent the avoidance
of Federal income taxes.” The legislative history of this provision
suggests that it was directed principaily at situations involving
avoidance of U.S. tax on foreign earnings and profits; 61 and it does
not appear that Treasury has either considered application of the
current provision to expatriation situations or sought expansion of
that regulatory authority. Under the existing section 367 regula-
tions and the relevant expatriation sections of the Code, a U.S. per-
son who expatriates, even for a principal purpose of avoiding U.S.
tax, may subsequently engage in transactions that involve the
transfer of property to a foreign corporation without any adverse
consequences under section 367, since expatriation (even for a prin-
cipal purpose of tax avoidance) is not an event covered by section
367 or the current regulations under that section. Similarly, a U.S.
person who has expatriated would not be considered a U.S. share-
holder for purposes of applying the rules that address
restructurings of foreign corporations with U.S. shareholders. By
engaging in such a transaction, a taxpayer that has expatriated
could transfer assets that would otherwise generate income which
would be subject to tax under section 877 into a foreign corpora-
tion, thus transforming the income into non-U.S. source income not
subject to tax under section 877. For example, under section 877,
if a principal purpose of tax avoidance existed, an expatriate would
be taxed for 10 years on any sale of U.S. corporate stock. However,
after expatriation, the person would no longer be a U.S. person for
purposes of section 367, and thus could transfer U.S, corporate
stock to a foreign corporation controlled by the expatriate under
section 351 without any section 367 effect. The foreign corporation
could then sell the U.S. corporate stock within the 10 year period,
but the gain would not be subject to U.S. tax.

In addition, the IRS or Treasury might encounter difficulties en-
forcing a gain recognition agreement if a U.S. person who has en-
tered into such an agreement to pay tax on a later disposition of
an asset subject to the agreement and then expatriates. The gain
recognition agreement regulations contain provisions requiring se-
curity arrangements if a U.S. natural person who has entered an
agreement dies (or if a U.S. entity goes out of existence) but these
provisions do not apply if a U.S. natural person expatriates.62

Even if an individual is subject to the alternative taxing method
of section 877 (because the person expatriated with a principal pur-
pose of avoiding U.S. tax), section 877 does not impose a tax on for-
eign source income. Thus, such an individual could expatriate and
subsequently transfer appreciated property to a foreign corporation
or other entity beyond the U.S. taxing jurisdiction, without any
U.S. tax being imposed on the appreciation under section 877.

8! See, e.g., H, Rept. No. 94-658 pp. 239-248 (94th Cong. 1st Sess., 1975); S. Rept. No. 94-
93%{:}1 261-271 (94th Cong., 2d Sess., 1976); H. Rept. No. 94-1515, p. 463 {94th Cong., 2d Sess.,
19

52 See, e.g., Temp. Reg, section 1.367(a)-3T(g)(9) and (10), Notice 87-85, 1987-2 C.B. 395,
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Similar issues exist under section 1491 of the Code. Section 1491
imposes a 35-percent tax on otherwise untaxed appreciation when
appreciated property is transferred by a U.S. citizen or resident, or
by a domestic corporation, partnership, estate or trust, to certain
foreign entities in a transaction not covered by section 367. In some
cases, taxpayers may elect to enter into a gain recognition agree-
ment (rather than pay immediate tax) pursuant to section 1492.63
As in the case of section 367, an individual who has expatriated is
no longer a U.S. citizen and may also no longer be a U.S. resident,
thus a transfer by such a person would be unaffected by section

63 See, e.g., PLR 9103033.
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B. Requirements for United States Citizenship, Immigration,
and Visas

1. United States citizenship '

. An individual may acquire U.S. citizenship in one of three ways:
(1) being born within the geographical boundaries of the United
States; (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); or (3) through
the naturalization process. All U.S. citizens are required to pay
U.S. income taxes on their worldwide income. The State Depart-
ment estimates that there are approximately 3 million U.S. citizens
living abroad, although thousands of these individuals may not
even know that they are U.S. citizens.

A U.S. citizen may voluntarily give up his or her U.S. citizenship
at any time by performing one of the following acts (“expatriating
acts”) with the intention of relinquishing U.S. nationality: (1) be-
coming naturalized in another country; (2) formally declaring alle-
giance to another country; (3} serving in a foreign army; (4) serving
in certain types of foreign government employment; (5) making a
formal renunciation of nationality before a U.S. diplomatic or con-
sular 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.®* An individual who wishes to for-
mally renounce citizenship (item (5), above), must execute an Cath
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
expatriating act is committed, even though the loss may not be doc-
umented until a later date. The State Department generally docu-
ments loss in such cases when the individual acknowledges to a
consular officer that the act was taken with the requisite intent.
In all cases, the consular officer abroad submits a certificate of loss
of nationality (“CLN”) to the State Department in Washington,
D.C. for approval 85 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.

If a CLN is not issued because the State Department does not
believe that an expatriating act has occurred (for example, if the
requisite intent appears to be lacking), the issue is likely to be re-
solved through litigation. If it is determined that the individual has
indeed committed an expatriating act, the date for loss of citizen-
ship will be the date of the expatriating act.

A child under the age of 18 cannot lose U.S. citizenship by natu-
ralizing in a foreign state or by taking an oath of allegiance to a
foreign state. A child under 18 can, however, lose U.S. citizenship
by serving in a foreign military or by formally renouncing citizen-
ship, but such individuals may regain their citizenship by asserting
a claim of citizenship before reaching the age of eighteen years and
six months.

64 8 [J.5.C. section 1481.
65 8 1.8.C. section 1501.
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A naturalized U.S. citizen can have his or her citizenship invol-
untarily revoked if a U.S. court determines that the certificate of
naturalization was illegally procured, or was procured by conceal-
ment of a material fact or by wiliful misrepresentation (for exam-
ple, if the individual concealed the fact that he served as a con-
centration camp guard during World War II).66 In such cases, the
individual’s certificate of naturalization is cancelled, effective as of
the original date of the certificate; in other words, it is as if the
individual were never a U.S. citizen at all.

2. United States immigration and visas

In general, a non-U.S. citizen who enters the United States is re-

uired to obtain a visa.®7 An immigrant visa (also known as a
“green card”) is issued to an individual who intends to relocate to
‘the United States permanently. 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. An in-
dividual 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 ob-
tain employment in the United States).

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 air-
lines or ships (“D”); treaty traders (“E-1"); treaty investors (“E-27");
students (“F”); employees of international organizations or govern-
mental agencies (“G”); nurses, professionals in specialty occupa-
tions, temporary workers performing services unavailable in the
United States, and participants in job training programs (“H”); em- .
ployees 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); aliens with extraordinary abilities in sciences, arts,
education, business or athleties (“O”); internationally recognized
athletes and entertainers (“P”); participants in international cul-
tural exchange programs (“Q”); and, religious workers (“R”). For
most of these categories, a qualifying individual and members of
his or her immediate family would be 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 one-year period, but it can be routinely extended for
additional two-year periods. There is no overall limit on the

66 See gsection 340(a) of the Immigration and Nationality Act, 8 U.S.C. section 1451(a). See
also, U.S, v. Demjanjuk, 680 F.2d 32, cert. denied, 459 U.S. 1036 (1982),

%7 Under the Visa Waiver Pilot Program, nationals of most European countries are not re-
quired to obtain a visa to enter the United States if they are coming as tourists and staying
a maximum of 90 days. Also, 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.
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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
U.S. and that country. Trade includes the import and export of
goods or services. At least 50 percent of the foreign-based company
must be owned by nationals of that country, and at least 50 per-
cent of the shareholders must either live abroad, or have an “E-1”
visa and live in the United States (thus, an individual holding a
“green card” would not be counted). Gver 50 percent of the individ-
ual’s business must be between the U.S. and the foreign company.
To qualify for an “E-2” visa, an individual (or a company of which
he is an executive, manager, or essential employee) must be a na-
tional 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 cperations of an enterprise in which he has
invested, or is actively in the process of investing, a substantial
amount of capital.

3. Relinquishment of green cards

There are several ways in which a green card can be relin-
quished. First, an individual who wishes to terminate his or her
permanent residency may simply return his or her green card to
the INS. Second, an individual may be involuntarily deported from
the United States (through a judicial or administrative proceeding),
and the green card would be cancelled at that time. Third, a green
card holder who leaves the United States and attempts to re-enter
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 rein-
stated. A green-card holder may permanently leave the United
States without relinquishing his or her green card, although such
individuals would continue to be taxed as U.S. residents.68

68 Code section 7701(b}6XB) provides that an individual who has obtained the status of resid-
ing 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.
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III. PROPOSALS TO MODIFY TAX TREATMENT OF U.S.
CITIZENS AND RESIDENTS WHO RELINQUISH CITIZEN-
SHIP OR RESIDENCE o o o

A. Administration’s Fiscal Year 1996 Budget Proposal
(HLR.981 and S. 453)

Deseription of Proposal

In general ‘

The Administration proposal to modify the tax treatment of U.S.
citizens and residents who relinquish their U.S. citizenship or resi-
dence was transmitted to the Congress in conceptual form in the
President’s fiscal year 1996 budget proposal on February 6, 1995.
The statutory language of the proposal was included in the revenue
provisions of the Administration’s fiscal year 1996 budget proposal
that was introduced (by request) in the House (in H.R. 981) and
the Senate (in S. 453) on February 16, 1995. Under the Adminis-
tration proposal, U.S. citizens who relinquish their U.8. citizenship
and certain long-term resident aliens who terminate their U.S.
residency generally would be treated as having sold all of their
property at fair market value immediately prior to the expatriation
or cessation of residence. Gain or loss from the deemed sale would
be recognized at that time, generally without regard to other provi-
sions of the Code.5? Any net gain on the deemed sale would be rec-
ognized to the extent it exceeds $600,000 ($1.2 million in the case
of married individuals filing a joint return, both of whom expatri-
ate). ) -

Property taken into account

Assets within the scope of the proposal generally would include
all property interests that would be included in the individual’s
gross estate under the Federal estate tax if such individual were
to have died on the day of the deemed sale, plus any intérest the
individual holds as a beneficiary of a foreign or domestic trust that
is not otherwise included in the gross estate (see “Interests in
trusts”, below), and other interests that could be specified by the
Treasury Department to carry out the purposes of the provision.
U.S. real property interests, which remain subject to U.S. taxing
jurisdiction in the hands of nonresident aliens, generally would be
excepted from the proposal.’® An exception would apply to interests
in qualified retirement plans and, subject to a limit of $500,000, in-
terests in certain foreign pension plans. The IRS would be author-
ized to allow a taxpayer to defer, for a period of no more than five
years, payment of the tax attributable to the deemed sale of a
closely-held business interest (as defined in present-law section
6166(b)). In addition, under present law, the IRS may permit fur-
ther deferral of the payment of tax under appropriate agreements.

62 Qee the discussion of the application of the Code’s income exclusions under “Other special
rules” below. N

70 The exception would ap]gly to all U.8. real property interssts, as defined in section
897(c) 13, except the stock of a United States real property holding company that does not satisfy
the requirements of section 897(c)2) on the date of the deemed sale.
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Interests in trusis

Under the Administration proposal, any trust interest held by an
expatriating individual would be deemed to be sold immediately
prior to the expatriation. This provision would require that trust
interests be valued specifically for this purpose. For example, a
trust instrument may provide that one individual (the “income ben-
eficiary”) is entitled to receive the income from the trust assets for
the next 10 years, at which time the trust will terminate and an-
other individual (the “remainderman”) will be entitled to receive
the assets. If either the income beneficiary or the remainderman
expatriates, a value would need to be placed on their respective in-
terests, and the expatriate: would be subject to tax on this value.
It is unclear in this context what value would be placed on a
nontransferable interest in a trust; for example, a “spendthrift”
trust that prohibits the trust beneficiary from assigning or trans-
ferring the trust interest. If nontransferable interests were to be
valued at zero (because they cannot be sold), they would not be
taxed under the proposal, thus rendering the proposal inapplicable
with respect to such interests. An additional issue is raised by the
fact that the trust instrument is not likely to provide the bene-
ficiaries with access to the trust assets in order to pay the tax.
Therefore, in many cases, the resulting tax liability could exceed
the assets available to the beneficiary to pay the tax. (This issue
is discussed in further detail in Part V.H., below.)

A beneficiary’s interest in a trust would be determined on the
basis of all facts and circumstances. These include the terms of the
trust instrument itself, any letter of wishes or similar document,
historical patterns of trust distributions, the role of any trust pro-
tector or similar advisor, and anything else of relevance. Under the
Administration proposal, the Treasury Department would be ex-
pected to issue regulations providing guidance as to the determina-
tion of trust interests for purposes of the expatriation tax, and such
regulations would be expected to disregard de minimis interests in
trusts, such as an interest of less than a certain percentage of the
trust as determined on an actuarial basis, or a contingent remain-
der interest that has less than a certain likelihood of occurrence.
In the event that any beneficiaries’ interests in the trust could not
be determined on the basis of the facts and circumstances, the ben-
eficiary with the closest degree of family relationship to the settlor
would be presumed to hold the remaining interests in the trust.
The beneficiaries would be required to disclose on their respective
tax returns the methodology used to determine that beneficiary’s
interest in the trust, and whether that beneficiary knows (or has
reason to know) that any other beneficiary of the trust uses a dif-
ferent method.

For purposes of this provision, grantor trusts would continue to
be treated as under present law—the grantor of the trust would be
treated as the owner of the trust assets for tax purposes. Therefore,
a grantor who expatriates would be treated as selling the assets
held by the trust for purposes of computing the tax on expatriation.
Correspondingly, a beneficiary of a grantor trust who is not treated
as an owner of the trust (or any portion thereof) under the grantor
trust rules would not be considered to hold an interest in the trust
for purposes of the expatriation tax.
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Date of relinquishment of citizenship

Under the Administration proposal, a U.S. citizen would be treat-
ed as having relinquished his citizenship on the date that the State
Department issues a certificate of loss of nationality (“CLN"), even
though the individual may have ceased to be a U.S. citizen at a
substantially earlier date. (See Part IV.B. for further discussion of
this issue.) In cases where a naturalized U.S. citizen has his or her
naturalization revoked (e.g., where the naturalization was obtained
illegally, through the concealment of a material fact, or by willful
misrepresentation), the individual would be treated as relinquish-
ing citizenship on the date that a U.S. court cancels the certificate
of naturalization, even though, for all other purposes, the individ-
ual would not be considered to have ever been a U.S, citizen. These
new definitions of when citizenship is deemed to be relinquished
for tax purposes would also apply in determining when an expatri-
ating individual ceases to be taxed as a U.S. citizen. Under the Ad-
ministration proposal, an expatriating individual would be subject
to U.S. tax as a citizen of the United States until a CLN is issued
or a certificate of naturalization is revoked, regardless of when citi-
zenship has actually been lost through the commission of an expa-
triating act.7? '

Long-term residents who terminate their U.S. residency

The tax on expatriation would apply to certain “long-term resi-
dents” who terminate their residency in the United States. A long-
term resident would be any individual who has been a lawful per-
manent resident of the United States {(i.e., a “green card” holder)
in at least 10 of the prior 15 taxable years.’2 For this purpose, any
year in which the individual was taxed as a resident of another
country under a treaty tie-breaker rule would not be considered.”®
The proposal would not apply to individuals who were treated as
TU.S. residents under the “substantial presence” test, regardless of
ghe amount of time the individual was present in the United

tates.

Solely for purposes of this provision, a special election would per-
mit long-term residents to determine the tax basis of certain assets
using their fair market value at the time the individual became a
U.S. resident, rather than their historical cost. The election, if
made, would apply to all assets within the scope of the proposal
that were held on the date the individual first became a U.S. resi-
gent and the fair market value would be determined as of such

ate. : '

71 As drafted, there is some uncertainty as to how the Administration proposal would affect
an individual whe had committed an expatriating act prior to February 6, 1995, but who never
applies for a CLN. To the extent the State Department eventually does 1ssue a CLN with re-
spect to the individual (whether upon the State Department’s initiative or upon the individual’s
" request), the individual clearly would be covered by the new provisions. )

72 If a long-term resident surrenders his green card, such a person may still be treated as
a resident for U.3. income tax purposes if he has a “substantial presence” within the United
States. {See sec. 7701(bX3).) The proposal would not apply so long as such a person continues
to be treated as a tax resident under the substantial-presence test. :

73 Most treaties include “tie-breaker” rules for determining the residency of an individual who
would otherwise be considered to be a resident of both the U.S. and the treaty partner under
the internal laws of each country. In general, these tie-breaker rules provide that an individual
will be taxed as a resident of only one country, based on factors such as the country in which
the individual has a permanent home or closer personal and economic ties. (See Part ILA.La.
for a more detailed discussion of the U.S. residence and tie-breaker rules.)
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A long-term resident who terminates his or her U.S. residency
would be subject to the proposal at the time the individual ceases
to be taxed as a resident of the United States (as determined under
present law),

Other special rules

The tax on expatriation generally would apply notwithstanding
other provisions of the Code. For example, gain that would be eligi-
ble for nonrecognition treatment if the property were actually sold
would be treated as recognized for purposes of the tax on expatria-
tion. Also, the exclusions from gross income generally provided to
bona fide residents of U.S. possessions or commonwealths (e.g.,
secs. 931 and 933 of the Code) would not be applicable for purposes
of calculating the expatriation tax.7

Other special rules of the Code would affect the characterization
of amounts treated as realized under the expatriation tax. For ex-
ample, in the case of stock in a foreign eorporation that was a con-
trolled foreign corporation at any time during the five-year period
ending on the date of the deemed sale, the gain recognized on the
deemed sale would be included in the shareholder’s income as a
divid?esnd to the extent of certain earnings of the foreign corpora-
tion.

Under the Administration proposal, any period during which rec-
ognition of income or gain generally is deferred would terminate on
the date of the relinquishment, causing any deferred U.S. tax to he-
come due and payable. For example, where an individual has dis-
posed of certain property qualifying for deferral conditioned on the
purchase of certain replacement property (e.g., property that quali-
fies for like-kind exchange treatment under sec. 1031 or that quali-
fies as a principal residence under sec. 1034), but has not yet ac-
quired the replacement property, the relevant period to acquire any
replacement property would be deemed to terminate and the indi-
vidual would be taxed on the gain from the original sale.

Under the Administration proposal, the present-law provisions
with respect to individuals who expatriate with a principal purpose
of avoiding tax (sec. 877) and certain aliens who have a break in
residency status (sec. 7701(b}(10)) would not apply to any individ-
ual who is subject to the new expatriation tax provisions. The spe-
cial estate and gift tax provisions with respect to individuals who
expatriate with a principal purpose of avoiding tax (sees. 2107 and
2501(a)(3)), however, would continue to apply.

The Administration proposal authorizes the Treasury Depart-
ment to issue regulations necessary to carry out the purposes of the
provision.

Effective Date

The Administration proposal would be effective for U.S. citizens
who obtain a certificate of loss of nationality, or have a certificate

74 Native-born residents of U.5. territories and possessions are citizens of the United States,
thus it was not intended that the provision be “mirrored” for application in the U.S, territories
and possessions that employ the mirror code. However, a rule could be provided to extend the
Administration proposal to long-term residents of U.S. territories or possessions who are not citi-
zens of the United States.

75 See section 1248,
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of naturalization cancelled, on or after February 6, 1995 (regardless
of when the individual actually lost his or her U.S. citizenship),
and for long-term residents who terminate their U.S. residency on
or after February 6, 1995. Present law would continue to apply to
U.S. citizens who obtained a certificate of loss of nationality prior
to February 6, 1995, and to long-term residents who terminated
their residency prior to February 6, 1995,

B. Senate Amendment to H.R. 831

Deseription of Provision

In general

The Senate amendment to H.R. 831 (“the Senate bill”) adopted
a modified version of the Administration proposal with respect to
the ta¥ation of U.S. citizens and residents who relinquish their citi-
zenship or residency.”® The Senate bill modified the Administration
proposal in several ways. First, the Senate bill applies the expa-
triation tax only to U.S. citizens who relinquish their U.8. citizen-
ship, not to long-term resident aliens who terminate their U.S. resi-
dency. Second, the Senate bill modifies the date when an expatriat-
ing citizen is treated as relinquishing U.S. citizenship, such that
most expatriating citizens are treated as relinquishing their citi-
zenship at an earlier date than under the Administration proposal.
The Senate bill also makes some technical modifications to the Ad-
ministration proposal, including a provision to prevent double tax-
ation in the case of certain property that remains subject to U.S.
tax jurisdiction. '

Property taken into account; Interests in trusts

The types of property taken into account in determining the tax
liability of an expatriate under the Senate bill generally are the
same as under the Administration proposal. The rules with respect
to interests in trusts, however, are modified in the Senate bill.
Under the Administration proposal, an individual holding an inter-
est in a trust would be deemed to have sold that trust interest im-
mediately prior to expatriation. Under the Senate bill, a bene-
ficiary’s interest in a trust would be determined in the same man-
ner as under the Administration proposal. However, a trust bene-
ficiary would be deemed to be the sole beneficiary of a separate
trust consisting of the assets allocable to his share of the trust, in
accordance with his interest in the trust. The separate trust would
be treated as selling its assets for fair market value immediately
before the beneficiary relinquishes his citizenship, and distributing
all resulting income and corpus to the beneficiary. The beneficiary
would be treated as subsequently recontributing the assets to the
trust. Consequently, the separate trust’s basis in the assets would
be stepped up and all assets held by the separate trust would be
treated as corpus. The Senate bill also adds a constructive owner-
ship rule with respect to a trust beneficiary that is a corporation,

7 The Senate amendment to H.R. 831 was not included in the conference agreement on H.R.
831, nor as the bill was enacted (P.L. 104-7, signed by the President on April 11, 1995). Instead,
the enacted legislation included a requirement that the staff of the Joint Committee on Taxation
complete this study of the expatriation tax issues by June 1, 1995,
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partnership, trust or estate. In such cases, the shareholders, part-
ners or beneficiaries of the entity that is the trust beneficiary
would be deemed to be the direct beneficiaries of the trust for pur-
poses of applying these provisions.

Date of relinquishment of citizenéhip

Under the Administration proposal, an individual is deemed to
have lost U.S. citizenship on the date that a certificate of loss of
nationality (“CLN”) is issued by the State Department or a certifi-
cate of naturalization is canceled by a court. The Senate bill would
modify these rules to treat an individual as relinquishing his citi-
zenship on an earlier date, specifically, the date that the individual
first presents himself to a diplomatic or consular officer of the
United States as having voluntarily relinquished -citizenship
through the performance of an expatriating act.”? Under the Sen-
ate bill, a U.S. citizen who relinquishes citizenship by formally re-
nouncing his or her U.S. nationality before a diplomatic or consular
officer of the United States7® would be treated as having relin-
quished citizenship on that date, provided that the renunciation is
later confirmed by the issuance of a CLN. (For these individuals,
the date on which the individual is deemed to lose his citizenship
for tax purposes is the same as the date on which the individual
has actually lost his citizenship under existing U.S. law.) A U.S.
citizen who furnishes to the State Department a signed statement
of voluntary relinquishment of U.S. nationality confirming the per-
formance of an expatriating act 7 would be treated as having relin-
quished his citizenship on the date the statement is so furnished
(regardless of when the expatriating act was performed causing the
actual loss of U.S. citizenship to occur), provided that the voluntary
relinquishment is later confirmed by the issuance of a CLN. If nei-
ther of these circumstances exist, the individual would be treated
as having relinquished citizenship on the date the CLN is issued,
or a certificate of naturalization is cancelled, regardless of when
the individual actually lost U.S. citizenship.80

Under the Senate bill, it is anticipated that an individual who
has formally renounced his or her citizenship or furnished a signed
statement of voluntary relinquishment (but has not received a CLN
from the State Department by the date on which he is required to
file a tax return covering the year of expatriation) would file his
U.S. tax return as if he or she had expatriated.

Administrative requirements

Under the Senate bill, 'an expatriating individual subject to the
expatriation tax would be required to pay a tentative tax equal to
the amount of tax that would have been due for a hypothetical
short tax year ending on the date the individual is deemed to have

77 See Part IV.B. for further discussion of this issue. .

7€ Section 349(a)X5) of the Immigration and Nationality Act (8 U.S.C. section 1481(a)}5)) pro-
vides for the relinquishment of ¢itizenship through renunciation,

7 The Senate bill would apply to any expatriating act specified in section 349(a)1) - (4) of
the Immigration and Nationality Act (8 U.5.C. section 1481(a)(1) - (4)).

80 As under the Administration proposal, there is some uncertainty as to how the Senate bill
would affect an individual who committed an expatriating act prior to February 6, 1995, but
who never executed a formal renunciation of citizenship, signed a statement of voluntary relin-
quishment, or obtained a CLN.
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relinquished his citizenship.81 The tentative tax would be due on
the 90th day after the date of the deemed relinquishment. The in-
dividual also would be required to file a tax return for the entire
tax year during which he expatrlated reporting all of his taxable
income for the year, including gain attributable to the deemed sale
of assets on the date of expatriation. The individual’s U.S. Federal
income tax liability for such year would be reduced by the tentative
tax paid with the filing of the hypothetical short-year return.

The Senate bill provides that the time for the payment of the tax
on expatriation could be extended for up to 10 years at the request
of the taxpayer, using the rules applicable to estate tax payments
provided by section 6161.82 1t is expected that a taxpayer’s interest
in non-liquid assets, such as an interest in a closely-held business
interest (as defined in sec. 6166(b)), would be taken into account
in determining reasonable cause for the extension of time to pay
the tax on expatriation.

If the expatriating individual and the Treasury Department
agree to defer payment of the tax on expatriation for a period that
extends beyond the filing date for the full-year tax return for the
year of expatriation, the individual would not be required to pay
a tentative tax. The entire gain on the deemed sale of property on
the date of expatriation would be included in the individual’s full-
year tax return for that year, and would be paid in accordance with
the provisions of the deferred-tax agreement under section 6161. It
is expected that the Treasury Department would not agree to defer
payment of the tax on expatriation unless the taxpayer provides
adequate assurance that all amounts due under the agreement will
be paid.

Other special rules

The “other special rules” included in the Administration proposal
are also included in the Senate bill. In addition, the Senate bill
clarifies that any portions of a gain that would qualify for the spe-
cific income exclusions of sections 101-137 (Subtitle A, Chapter 1B,
Part IIT) of the Code would not be treated as realized under the
provisions of the expatriation tax. In addition to giving the Treas-
ury Department general regulatory authority, the Senate bill also
provides specific authority to issue regulations to permit a taxpayer
to allocate the taxable gain on the deemed sale {net of any applica-
ble exclusion) to the basis of the assets taxed under this provision,
thereby preventing double taxation if the assets remain subject to
U.S. tax jurisdiction.

81 Thus, the tentative tax is based on all the income, gain, deductions, loss and credits of
the individual for the year through the date of the deemed relinquishment, including amounts
realized from the deemed sale of property. The tentative tax is deemed to be imposed imme-
diately before the individual is deemed to have relinquished citizenship.

&2 Under these rules, if reasonable cause is shown, the IRS may grant an extension for the
payment of estate taxes for a reasonable period, not to exceed 10 years, from the date the pay-
ment is due. If such an extension is granted, interest continues to rum, but there would be ne
penalties imposed for late payment. Section 6166 further provides that the estate tax attrib-
utable to certain closely-held business interests may be paid over a 14-year period. These rules
are discussed more fully in Part 11.A.2.c., above,



42

Effective Date

The provision in the Senate bill would be effective for U.S. citi-
zens who are deemed to have relinquished their U.S, citizenship on
or after February 6, 1995 (i.e., individuals who first made their loss
of U.S. citizenship known to a U.S. government or consular official
after this date). The tentative tax would not be required to be paid

. until 90 days after the date of enactment of the bill.

Present law would continue to apply to U.S. citizens who are
deemed to have relinquished their citizenship prior to February 6,
1995 (i.e., individuals who first made their loss of U.S. citizenship
known to a U.S. government or consular official prior to this date}.

C. Gephardt Proposal

Representative Gephardt included a variation of the Administra-
tion proposal in a motion to recommit H.R. 1215 (the “Tax Fairness
and Deficit Reduction Act of 1995”) to the Committee on Ways and
Means with instructions to report the bill back to the House with
certain amendments.53 The Gephardt amendment differed from the
Administration proposal only with respect to the effective date. The
Gephardt amendment would have changed the effective date of the
Administration proposal to October 1, 1996. The Gephardt amend-
ment was defeated by a vote of 168-265.

D. Modified Bills Introduced by Sznator Moynihan (S. 700)
and Representative Gibbons (H.R. 1535)

Senator Moynihan introduced S. T00 on April 6, 1995. Represent-
ative Gibbons introduced an identical bill, HR. 1535, on May 2,
1995. These bills (the “modified bills”) make several changes to the
expatriation proposal included in the Senate amendment to FL.R.
831.

Long-term residents who terminate their U.S. residency

The meodified bills would apply the tax on expatriation to “long-
term residents” who terminate their residency in a manner similar
to the provision included in the Administration proposal. A long-
term resident would be an individual who has been a lawful per-
manent resident of the United States (i.e., a green-card holder) in
at least 8 of the prior 15 taxable years. (In contrast, the Adminis-
tration proposal defines a long-term resident as one who had been
a lawful permanent resident for at least 10 of the prior 15 taxable
years.) As under the Administration proposal, for purposes of satis-
fying the 8-year threshold, taxable years for which an individual
was a resident of another country under a treaty tie-breaker rule
would be disregarded. The tax on expatriation would apply to a
long-term resident when (1} the individual is no longer treated as
a lawful permanent resident of the United States as that term is
defined in section 7701(bX6), or (2) the individual is treated as a
resident of another country under the tie-breaking provisions of a
U.S. income tax treaty {and the individual does not elect to waive
treaty benefits). Long-term residents who terminate their residency

&5 See, 141 Cong. Rec. H4311 (April 5, 1995),
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status would be treated as “expatriates” for purposes of applying
the tax on expatriation.

Fair market value basis adjustment

Under the modified bills, a nonresident alien individual who be-
" comes a citizen or resident of the United States would be required
to utilize a fair market value basis, rather than an historical cost
basis, in determining any subse%uent gain or loss on the disposi-
tion of any property held on the date the individual became a U.S.
citizen or resident. The fair market value basis would be equal to
the fair market value of the property on the earlier of: (1) the date
the individual first became a U.S. citizen or resident, or (2) the
date the property first became subject to U.8. tax because it was
used in a U.g. trade or business or was a U.S. real property inter-
est. The fair market value basis would apply for all purposes of
computing gain or loss on actual or deemed dispositions (not just
the tax on expatriation), but would not apply for purposes of com-
puting depreciation. This provision would apply only to individuals;
it would not apply to a foreign trust that becomes a domestic trust.

An individual eould make an irrevocable election not to have the
fair market value provision apply to any specified property, solely
for purposes of determining gain with respect to that property.
Thus, for any property with respect to which the election is made,
the taxpayer’s gain upon disposition would be determined based on
the historical cost of the property. This election would not be avail-
able to claim a loss on the disposition of the property. These rules
could produce anomalous resulfs.84

This provision would apply to any deemed dispositions of prop-
erty resulting from expatriations occurring on or after February 6,
1995, and any actual dispositions of property after the enactment
date, regardless of when the property was acquired.

Election for expatriate to be treated as a U.S. citizen

The modified bills allow an expatriating individual to irrevocably
elect, on ‘an asset-by-asset basis, to continue to he taxed as a U.5.
citizen with respect to any assets specified by the taxpayer. The ex-
patriate, therefore, would continue to pay U.S. income taxes follow-
ing expatriation on any income generated by the asset and on any
galn realized on the disposition of the asset, as well as any excise
tax imposed with respect to the asset (see, e.g., sec. 1491). In addi-
tion, the asset would continue to be subject to U.S. gift, estate, and
generation-skipping transfer taxes. However, the amount of any
transfer tax 30 imposed would be limited to the amount of income
tax that would have been due if the property had been sold for its
fair market value immediately before the transfer or death, taking
into account any remaining portion of the expatriate’s $600,000 ex-
clusion. To make this election, the taxpayer would be required to

84 Tt is unclear what the result would be in certain cases. For example, assume that an indi-
vidual purchased a nondepreciable asset for $100, and that when the individual first became
a U.S. resident, the fair market value of the asset was $50. If the asset is later sold for $90,
the individual might be required to recognize a gain of $40 under the bill, since the historical
cost election cannot be used to claim a loss. Alternatively, the individual might not be required
to recognize any gain or loss. It is clear under the bill that the individual would not be entitled
to claim his or her actual realized loss of $10. If the asset is instead sold for $101, however,
it is clear that the individual could make the historical cost election and recognize 2 gain of
only $1, rather than $51.
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waive treaty benefits with respect to the specified assets. If an indi-
vidual elects to be subject to U.S. taxes after expatriation with re-
spect to certain assets, a double taxation issue could arise if the ex-
patriate’s new country of residence also imposes a tax on income
realized from those assets; however, in most cases there will be no
double taxation because the individual would be entitled to take a
foreign tax credit with respect to the taxes imposed by the non-
source country. {The double taxation issue is further discussed in
Part V.F,, below.) An expatriating individual would be required to
provide security to ensure payment of the tax under this election
in such form, manner, and amount as the Secretary would require.

Interests in trusts

In general, the modified bills use the same rules with respect to
determining interests in trusts as those provided in the Senate
amendment to H.R. 831. However, the bills would modify the spe-
cial rule for determining the ownership of an interest in a trust
where ownership cannot be determined based on the general facts
and circumstances test. In such cases, any remaining interests
would be allocated to the grantor, if the grantor is a beneficiary of
the trust. Otherwise, the ownership of the trust interest would be
based on the rules of intestate succession. (The Administration pro-
posal and the Senate bill provided that, in cases where the bene-
ficiaries’ interests could not be determined based on the facts and
circumstances test, they would be determined based on the bhene-
ficlary’s degree of family relationship to the settlor.)

Other special rules

Relinquishment of citizenship by certain minors

The tax on expatriation would not apply to an individual who re-
linquishes U.S. citizenship before attaining the age of 18-1/2 years,
if the individual lived in the United States for less than five tax-
able years (as defined under the substantial presence test of sec.
7701(b)X1)AXii)) before the date of relinquishment.

Deferral of tax on expatriation where estate taxes would be
- deferred

The modified bills provide that the time for the payment of the
tax on expatriation could be deferred to the same extent, and in the
same manner, as any estate taxes may be deferred under the
present-law provisions of section 6161 (without regard to the 10-
year limitation of that section). In addition, the tax on expatriation
could be deferred on interests in closely-held businesses as pro-
vided in present law section 6166. The tax on expatriation could
also be deferred for reversionary or remainder interests in property
as provided in section 6153. Payment of tax liability could also be
deferred under section 6159 to facilitate the collection of tax liabil-
ities.

Method of providing security

If a taxpayer is required to provide security under this section,
the Secretary could consider the rules with respect to qualified do-
mestic trusts set forth in section 2056A (requiring that assets be
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contributed to a trust with a responsible U.S. trustee). If an expa-

triating individual is a beneficiary of a trust, and the beneficiary

elects to defer payment of the tax on expatriation with respect to

the trust interest, a U.S. trustee of that trust would be required

to provide security if the beneficiary provides actual notice of such
requirement to the domestic trustee. :

expatriations .

The tax on expatriation would be allowed as a credit against any
U.S. estate or gift taxes subsequently imposed on the same prop-
erty solely by reason of the special rules imposing an estate or gift
tax on property transferred by an individual who relinquished his
U.S. citizenship with a principal purpose of avoiding U.S. taxes
within 10 years prior to the transfer (i.e., the tax imposed under
present-law sections 2107 and 2501(a)(3)).

“Sailing permits”

The modified bills would repeal the current “sailing permit” re- -
quirement of section 6851(d).85 SR

Effective Date

The effective dates of the modified bills are identical to the Sen-
ate bill. The provisions in the modified bills would be effective for
U.S. citizens who are deemed to have relinquished their U.S. citi-
zenship on or after February 6, 1995 (i.e., individuals who first
made their loss of U.S. citizenship known to a U.S. government or
consular official after this date). The tentative tax would not be re-
guﬂred to be paid until 90 days after the date of enactment of the

iil.

Present law would continue to apply to U.S. citizens who are
deemed to have relinquished their citizenship prior to February 6,
1995 (i.e., individuals who first made their loss of U.S. citizenship
known to a U.S. government or consular official prior to this date).

The fair market value basis election would apply to any deemed
dispositions of property resulting from expatriations occurring on
or after February 6, 1995, and any actual dispositions of property
after éhe enactment date, regardless of when the property was ac-
quired.

Coordination with estate and gift tax imposed upon certain

8 Although the statutory language of the modified bills appears to repeal the sailing permit
requirement, the description of the bills included in the floor statement of Senator Moynihan
upon introduction indicates that the intent is to modify the sailing permit requirement in the
case of any citizen or resident alien who becomes a nonresident of the United States. See, 141
Cong. Rec. 55446 (April 6, 1995). : i
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IV. GENERAL ISSUES RAISED BY THE PROPOSALS TO
MODIFY THE TAX TREATMENT OF EXPATRIATION

In examining the Administration proposal and various alter-
natives that have been proposed, the Joint Committee staff at-
tempted to determine a policy framework for analyzing each pro-
posal. These overall policy issues must be considered in determin-
ing the extent to which any proposed legislation will be able to
meet its goals, and will also provide a basis for analyzing the 11
specific issues (set forth in Part V., below) that the Joint Commit-
tee staff was instructed to examine. Thése overall policy issues are
outlined below. ) -

A. Scope of the Proposals

An initial issue to be evaluated is the underlying reason for im-
posing a tax, which would not otherwise be imposed, on a U.S. citi-
zen who relinquishes citizenship or a long-term U.S. resident who
relinguishes residence. For example, when section 877 was enacted
in 1966, the Congress stated its concern that the elimination of
progressive income tax rates on the income of nonresident aliens
that is not effectively connected with a U.S. trade or business
might encourage some U.S. citizens to surrender their U.S. citizen-
ship and move abroad.®® Similarly, the Congress expressed concern
that the wealth of an expatriate that generally would have been ac-
cumulated in the United States could be outside the reach of U.S.
estate tax if a citizen relinquished U.S. citizenship.

Two reasons have been articulated for imposing the tax proposed
by the Administration on U.S. citizens and long-term residents who
relinquish U.8. citizenship or residence. First, the Administration
stated in a Treasury Department press release issued February 6,
1995, that a few dozen U.S. citizens are relinquishing their citizen-
ship each year to avoid paying tax on the appreciation in value
that their assets accumulated while the individuals “enjoyed the
Frivileges and protection of U.S. citizenship.”87 The press release
urther stated that the Clinton Administration was proposing legis-
lation aimed at “stopping U.S. multimillionaires from escaping
taxes by abandoning their citizenship or by hiding their assets in
foreign tax havens.” In addition, in testimony before the Senate
-Committee on Finance on March 21, 1995, Assistant Secretary of
the Treasury for Tax Policy Leslie B. Samuels stated that “Treas-
ury estimates that approximately two dozen very wealthy tax-
payers per year with substantial unrealized gains would be subject
to the proposed rules.” 88 Under this theory, U.S. citizens and resi-
dents should pay a price for having enjoyed the benefits of U.S.
citizenship or the benefits of having assets located in the United
States. It is not clear what the benefits of U.S. citizenship are for
purposes of this rationale. For example, some might think that the

86 See, Foreign Investors Tax Act of 1966; Presidential Election Campaign Fund Act; and Other
Amendments,lgenate Finance Committee Report, Report No. 1707, October 11, 1966.

87 Department of the Treasury, Treasury News, “Clinton Offers Plan to Curb Offshore Tax
Avoidance,” RR-54, February 6, 1995. The Joint Committee staff was unable to find evidence
that quantified the extent to which U.S. citizens are relinguishing citizenship for tax avoidance

urposes.

88 Statement of Leslie B. Samuels, Assistant Secretary (Tax Policy), Department of the Treas-
ury, Before the Subcommittee on Taxation and Internal Revenue Oversight, Committee on Fi-
nance, United States Senate, March 21, 1995,
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benefit of being able to travel on a U.S. passport (and being able
to enjoy the protection of a U.S. embassy outside the United States)
would be a sufficient benefit of U.S. citizenship; others might think
that the benefits of U.S. citizenship are primarily the benefits of
the services {such as health care advances and modern public
works) that are enjoyed by those living in the United States.

A second rationale that has been articulated for imposing a tax
on relinquishment of U.S. citizenship or residence is that individ-
uals who relinquish citizenship or residence for tax avoidance pur-
poses are, in fact, continuing to maintain significant ties with the
United States, ineluding spending significant periods of time in the
United States.®® Thus, the argument is made that such individuals
are not really relinquishing their ties to the United States and,
therefore, should continue to be taxed as U.S. citizens or residents..
Under this argument, the tax imposed by the Administration pro-
posal is a proxy for the tax that would have been owed had the in-
dividual continued to be a U.S. citizen or resident (see the specific
discussion about the lifetime tax burdens under the Administration
proposal and existing law, in Part IV.C., below). ' '

In order to determine whether either of the two articulated theo-
ries should be applied, it is necessary to consider the classes of in-
dividuals to whom a proposal such as the Administration’s pro-
posed tax might apply. The Joint Committee staff has identified
the following classes of individuals to whom the Administration
proposal {and other similar proposals) might be applied:

(1) U.S. citizens who were born in the United States, accumu-
lated their wealth in the United States, and who are relin-
quishing citizenship, but who plan to maintain significant on-
going ties to the United States;

(2) U.S. citizens who were born in the United States, accumu-
lated their wealth in the United States, and who are relin-
quishing citizenship with the intent of breaking all ties with
the United States solely for non-tax reasons;

(3) U.8. citizens who have no significant ties to the United
States (e.g., were not born in the United States or who have
not lived in the United States for a substantial period of time)
and who do not have assets in the United States; 90

89 See, for example, Statement of Senator Daniel Patrick Moynihan (D-NY} upon introduction
of legislation affecting the taxation of expatriates, 141 Cong. Rec. 55443 (April 6, 1995). In this
statement, Senator Moynihan argues “even after renunciation, these individuals can maintain
substantial connections with the United States, such as keeping a residence and residing in the
United States for up to 120 days a year without incurring U.S. tax obligations. Indeed, reports
indicate that certain wealthy individuals have renounced their U.3. citizenship and avoided
their tax obligations while still maintaining their families and homes in the United States, being
careful merely to avoid being present in this country for more than 120 days each year.” In addi-
tion, an examgle in the February 6, 1995, Treasury Department Press Release describes an indi-
vidual who relinquishes U.S. citizenship but continues to carry a U.8. passport and driver’s li-
cense.

%0 Included in this class are individuals who are U.S. citizens, but who do not know that they
are. Some individuals may not realize that they are UL.S. citizens if they were born in the United
States to foreign parents and other individuals may not realize that they are U.S8. citizens mere-
lpy because one of their parents is a U.S. citizen who satisfied certain residence requirements.

or example, as indicated above, in the course of research for this study, the Joint Committee
staff became aware of an individual who was born in the United States to foreign parents, but
who had lived outside the United States all of his life. This individual did not realize that his
birth within the United States had conferred citizenship status on him until an Immigration
and Naturalization Service officer questioned the right of the individual to travel on a foreign

Continued
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{4) U.S. residents who came here from another country, accu-
mulated their wealth here, and are returning to their country
of birth (or going to ancther country); and

(5) U.S. residents who came here from another country where
they previously accumulated their wealth and are returning to
their country of birth (or going to another country).

Section 877 of present law would appear to be intended primarily
to impact individuals in category (1), those who most likely are re-
linquishing their U.S. citizenship for tax avoidance purposes.
Present-law section 877 excepts from its application loss of citizen-
ship under the Immigration and Nationality Act (“INA”) for certain
causes. Although these exceptions are all obsolete because the un-
derlying INA provisions relating to loss of citizenship have been
modified to exclude these causes, the fact that the Congress in-
cluded these exceptions suggests that the original scope of section
877 was not intended to apply to all cases of loss of citizenship.

The Administration proposal would equally affect individuals in
all of the enumerated categories without regard to the reason that
the individual is relinquishing U.S. citizenship or residence. At the
same time, the Administration proposal may have little or no im-
pact on individuals with newly-inherited wealth who expatriate
specifically for tax avoidance reasons, because the inherited assets
would have received a basis step up to fair market value upon the
decedent’s death, and thus would have little or no unrealized ap-
preciation.

In determining whether legislative action is necessary or appro-
priate, the Congress should determine the extent to which it is ap-
propriate to impose an extraordinary tax regime upon individuals
in any of the categories listed above. For example, although present
law imposes tax on U.S. citizens on their worldwide income, one
should consider whether it is appropriate to impose an extraor-
dinary tax regime on a U.S. citizen outlined in category (3) (ie., a
citizen who has always had minimal ties to the United States) who
decides to relinquish U.S. citizenship.

In analyzing any of the particular propesals to impose tax on ex-
patriation (or loss of long-term U.S. residence), it is appropriate to
consider the following issues:

(1) What is the underlying rationale for the proposal? In other
words, is the proposal intended to collect U.S. taxes that would
otherwise be paid by individuals who do not really sever their
ties with the United States? If so, is it intended to collect the
equivalent amount of income taxes, estate taxes, or both? Or
is the proposal intended to impose a tax to recoup the benefits
of U.8. citizenship or residence?

(2) What is the appropriate class of individuals to whom the
proposal should be applied given the rationale for the proposal?
(3} How can the proposal be structured so as not to impose a
new tax regime retroactively on individuals who structured
their holdings of assets in reliance upon present law?

(4) Does the proposal impose a tax that is fair in relation to
the goals of the proposal? Is the tax imposed consistent with

passport given that the individua! listed a place of birth within the United States. That individ.
1ual is now contemplating relinquishing his U.S. citizenship.
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the U.S. normative system of taxation or is it an extraordinary
tax? If it is an extraordinary tax, are there alternatives that
would be more consistent with the way in which the United
States taxes its citizens and residents?

These issues reflect the underlying concern that the tax imposed
on individuals who expatriate should be fair relative to the tax
treatment of U.S. citizens and that it should not be excessive rel-
ative to the goal for imposing the tax.

If the goal of a proposal is to colleet U.S. taxes with respect to
individuals who do not really sever their ties with the United
States, then it may not be appropriate to impose tax on individuals
who clearly maintain no ongoing ties. For example, in the case of
an individual who has never lived in the United States and ae-
quired U.S. citizenship through birth, it may be inconsistent with
the goal of a proposal to impose tax upon that individual’s expatria-
tion.

If the goal of a proposal is to impose tax to recoup the benefits
of U.8. citizenship or residence (or the benefits of protection of as-
sets within U.S. borders), then it may be unfair to impose tax on
long-term U.S residents with respect to assets they acquired prior
to becoming a resident of the United States. It is necessary to de-
fine the benefits of U.S. citizenship in order fo determine the ap-
gropriate scope of the ro;})losal. For example, a U.S. citizen might

ave been born outside the United States and may have never
lived in nor held assets in the United States. In the case of such
an individual, it is necessary to determine what benefits of U.S.
citizenship the individual has had in order to determine whether
it is appropriate to impose a tax upon expatriation.

Similarly, fairness 1ssues suggest that it is appropriate to con-
sider not only the amount of tax in relation to the underlying goals
for imposing the tax, but that it is also appropriate to consider
whether the tax imposed can be viewed as a retroactive tax with
respect to assets acquired long before the tax is imposed. For exam-
ple, some have pointed out that the Administration proposal may
have a cliff effect with respect to long-term residents because some-
one who gives up residence just prior to becoming a long-term resi-
dent will pay no tax, but an individual who gives up residence just
after becoming a long-term resident would be subject to tax with
respect to the unrealized gains for the entire period of residence.
Of course, this effect is not dissimilar to present law under which
an individual who satisfies the “substantial presence” test by being
in the United States for a period of 183 days or more (as computed
under sec. 7701(b)(3)(A)(ii)) during -the three-year period generally
is subject to tax as a resident of the United States (i.e., would be
subject to U.S. tax on his or her worldwide income), whereas an in-
dividual who is present in the United States for 182 days during
the same period would only be subject to tax on U.S. source in-
come.

With respect to the effective date of the Administration proposal,
there may be long-term residents of the United States who would
not have become long-term U.S. residents if they knew they would
be subject to tax upon relinquishing U.S. residence; it is important
to consider whether imposition of the tax on relinquishing resi:
dence is appropriate in such cases.
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B. Date of Loss of Citizenship

All of the proposals create a new tax definition of the date on
which citizenship is lost. The definitions of each proposal vary
slightly, but all of the proposals would deem the loss of citizenship
to occur later than is actually the case under the Immigration and
Nationality Act. The new tax definition of the date of loss of citi-
zenship set forth in the proposals would apply for only two pur-
poses: (1) to determine the date on which the new expatriation tax
is imposed, and (2) to determine the date on which an individual’s
continuing obligation to pay taxes as a U.S. citizen ceases. The pro-
posals would not change the law applicable to loss of citizenship for
any other purpose. The existence of two separate definitions of
when citizenship is lost for various purposes would not only be con-
fusing, but there could be serious legal and even constitutional
problems in taxing an individual as a U.S. citizen long after he or
she ceases to have the rights and responsibilities of a U.S. citizen
for all other purposes.

Under existing law, 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. nation-
ality.?! 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 country (by executing an Oath of Renunciation), or (2) to
become naturalized in another country. (See Part IL.B.1. for a more
comprehensive discussion of present law.) An individual generally
is considered to have lost his citizenship on the date that an expa-
triating act is committed, even though the loss may not be docu-
mented until a later date. When an individual acknowledges to a
consular officer that an expatriating act was taken with the reg-
uigite intent, the consular officer prepares a certificate of loss of na-
tionality (“CLN”). Once the CLN has been approved by the State
Department, 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 as of the
date of the expatriating act.

The Administration proposal would consider an individual to
have lost U.S. citizenship on the date that a CLN is issued to the
individual.®? The other proposals would consider an individual to
have lost citizenship on the date that the individual first informs
a consular official of his or her intent to relinquish citizenship,®3
regardless of when the expatriating act occurred.®¢ In some cases,
an individual may have committed an expatriating act many years
before the individual notifies a consular officer that such an act has

218 (J.5.C. section 1481,

92 The proposals also include a special rule for naturalized U.S. citizens whose citizenship is
involuntarily revoked because the certificate of naturalization was i]]egallg procured, or was pro-
cured by concealment of a material fact or by willful misrepresentation. Because such cases are
relatively rare, they will not be discussed here.

23 The State Department does not currently maintain in its computerized records the date on
which an individual first informs a consular official of his intent to relinquish citizenship.

24 Because of a technical flaw in the bills, an individual who commits an expatriating act, but
never informs a consular officer of his or her intent to relinguish citizenship {i.e., by formally
rencuncing U.S. nationality or by furnishing a signed statement of voluntary relinquishment),
and who never obtains a CLN, would never be subject to the pro%)sec! expatriation tax. The
individual would, however, continue to be subject to taxation as a U.S, citizen, although he or
she may be able t0 be successfully challenge the imposition of such taxes in court. (See related
discusston, below.)
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been taken. (See Appendix H for data received from the State De-
partment on recent expatriations.) Thus, under all of these propos-
als, an individual could be subject to the expatriation tax at a date
long after he or she actually ceased being a U.S. citizen under ap-
plicable Federal law (i.e., the Immigration and Nationality Act). In
fact, any individual who ceased being a U.S. citizen as a result of
committing an expatriating act prior to February 6, 1995 (the effec-
tive date of the proposals), but who did not yet declare such action
to a U.S. consular officer, would be subject to the expatriation tax
even though the individual was not a U.S. citizen (for tax purposes
or any other purpose) on February 6, 1995. The proposals would,
therefore, constitute a retroactive change in the law for individuals
who had validly expatriated under the law in effect at the time of
their expatriation.9s _

In addition, the proposals change the date on which an individ-
ual’s citizenship is deemed to be terminated for purposes of deter-
mining when the individual’s continuing obligation to pay U.S.
taxes as a U.S. citizen ceases. The proposals add a new Code sec-
tion, 7701(a}47), which provides that “{aln individual shall not
cease to be treated as a United States citizen before the date on
which the individual’s citizenship is treated as relinquished under
[the new expatriation tax proposals].” One effect of this language
is to retroactively impose a continuing U.S. tax liability on non-
U.S. citizens who ceased being U.S. citizens prior to February 6,
1995 (the general effective date of the proposals) if they had not ap-
plied for (or obtained) a CLN by that date. '

The Treasury Department states that its proposal intentionally
changes the definition of when an individual is deemed to lose U.S.
citizenship for tax purposes, based on fears that an individual
would otherwise be able to manipulate the timing of the loss of citi-
zenship in an attempt to avoid taxation 96 First, the Treasury De-
partment claims that an individual could commit an expatriating
act (such as obtaining a foreign nationality) shortly before receiving
a large amount of taxable income, but then wait for some length
of time before presenting himself to a consular officer as having re-
linquished his citizenship, so as to retain the “protections of the
U.S. government” for the intervening period. Even under the Ad-
ministration proposal, an individual could expatriate before reéeiv-
ing a large amount of taxable income and thus avoid being taxed
on that income. It is unclear what “protections of the U.S. govern-
ment” the Treasury Department believes an individual would find
valuable enough to make this a cause for concern; particularly
since the individual could jeopardize the validity of the expatriation
if the individual takes advantage of such protections after commit-
ting an expatriating act. Indeed, the Treasury Department states
that an important consideration in determining whether an indi-
vidual in fact intended to renounce citizenship at the time of an ex-
patriating act is the individual's subsequent conduct, and that if an
mdividual continues to act as a citizen after the alleged expatriat-

$5Some could even argue that the proposals constitute a “retroactive Federal income tax in-
crease” with respect to such individuals, which would not be in order under current House riles.
See Rule XXI.5.(d) of the Rules of the House of Representatives.

% See, letter dated May 23, 1995, from Leslie B. Samuels, Assistant Secretary of the Treasury
(Tax Policy) {included in Appendix (),
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ing act, a court could find that the individual did not intend to re-
nounce citizenship. If a large amount of potentially taxable income
is at stake, it is unlikely that an individual would risk such tax-
ation in an attempt to retain some unspecified “protections” of the
11.8. government for the intervening period of time.

The second reason given by the Treasury Department for estab-
lishing a new tax definition for loss of citizenship is based on a con-
cern that individuals might be able to obtain backdated naturaliza-
tion documents from foreign governments. Although this may be a
"~ valid concern, the potential for such abuse must be weighed
against the potential confusion and unfairness to all expatriating
U.S. citizens that could result from utilizing two separate defini-
tions for determining an individual's loss of U.S. citizenship. A
preferable alternative might be to aggressively pursue those cases
in which falsified documents are suspected to have been obtained.

Finally, the Treasury Department asserts that there are already
situations in which an individual’s citizenship status could be dif-
ferent for tax purposes than for State Department purposes. How-
ever, all of the examples cited by the Treasury Department (as well
as examples found in the Joint Committee staff’s research) involved
circumstances in which an individual was not taxed as a U.S. citi-
zen, even though the individual technically still was a U.S. citi-
zen.?7 In all of these situations, the taxpayer had taken actions be-
Heved to have led to a loss of citizenship at the time, but the indi-
vidual's citizenship was retroactively restored (either because the
statute under which citizenship was thought to have been lost was
subsequently declared unconstitutional, or because of a subsequent
determination that the individual lacked the requisite intent to re-
linquish citizenship). In these cases, the courts and/or the IRS con-
cluded that it would be inequitable to impose U.S. tax on such indi-
viduals for those years in which the individual was denied the pro-
tections of the U.S, government (because the individual and/or the
U.S. government believed the individual was not a U.S. citizen at
the time, notwithstanding the fact that the person was subse-
quently determined to have actually been a U.S. citizen at the
time).#8 If the same rationale is applied to the proposals to change
the date on which citizenship is deemed to be lost for tax purposes,
courts would likely find it inequitable to impose a new tax on indi-
viduals who had validly relinquished their U.S. citizenship under
the law in effect at the time they expatriated, because these indi-
viduals similarly have been denied the protections of the U.S. gov-
ernment since the time of their expatriation. Indeed, the proposal
does not restore their U.S. citizenship and, therefore, does not re-
store their rights to the protections of the U.S. government afforded
its citizens, because the proposal only relates to tax treatment and
does not alter provisions of U.S. law governing loss of citizenship.
Thus, the cases cited by the Treasury Department as justification

97 Bee, e.g., U.S. v. Rexach, 558 F.2d 37 (1st Cir. 1976); Rev. Rul. 92-109, 1992-2 C.B. 3.

98 The rationale for exempting such individuals from their U.S. tax liability is not based on
any provision of the Internal Revenue Code or other Federal statute, but rather, is based on
the general concept of equitable estoppel. In Rexach, the court explained that “[a]lthough estep-
pel is rarely a proper defense against the government, there are instances [such as these] where
it wouldbe unconscionable to allow the government to reverse an earlier position”, and thus con-
cluded that the taxpayer could not “be dunned for taxes to support the United States govern-
ment during the years in which she was denied its protection.” 558 F.2d at 43.
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for changing the date on which citizenship is lost more appro-
priately serve to highlight the problems presented by the proposals.
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C. Lifetime Tax Liability Under Present Law and the
Administration Proposal

Qverview

Under either present law or the Administration proposal, the in-
dividual who chooses to relinquish his or her U.S. citizenship (or
gives up permanent residence status), would be subject to a fun-
damentally different tax regime than if the individual were to re-
tain U.S. citizenship. It is not possible to conclude whether the in-
dividual faces a greater or lesser lifetime tax liability under one tax
regime or another.

The Administration proposal would impose a different pattern of
tax liability on an individual who relinquishes his or her citizen-
ship than to one who retains U.S. citizenship. As described in Part
IILA., the Administration proposal would require payment of in-
come taxes on a deemed recognition of certain accrued gains by an
individual who relinquishes his or her citizenship.9® The individual
would then be free of U.S. tax, but would be subject to whatever
taxes his or her new country of residence might impose. Had the
individual retained U.S. citizenship, he or she would pay tax on the
accrued gains, only if realized, and the value of assets would be
subject to the U.S. estate tax upon the death of the individual.

As described above in Part II.A.4., under present law, an individ-
ual who relinquishes U.S. citizenship, with one of the principal
purposes being the avoidance of U.S. taxes, is subject to U.S. in-
come tax on U.S. source income, including any realized capital
gains, for 10 years after the loss of citizenship. At the same time,
such an individual also would be subject to whatever taxes the new
country of residence might impose. Had the individual retained
U.S. citizenship, he or she would pay tax on their worldwide in-
come, including any realized capital gains, and the value of assets
would be subject to the U.S. estate tax upon the death of the indi-
vidual, but the individual generally would not be subject to tax in
another country as well.

The lifetime tax liability of a citizen who retains U.S. citizenship
depends upon the assets accumulated, the income earned, the indi-
vidual’s spending choices (consumption) and taxes on income and
estates. Under present law, the lifetime tax liability of an individ-
ual who relinquishes U.S. citizenship depends upon assets accumu-
lated, the income earned subsequent to expatriation, the individ-
ual’s spending choices, U.S. income tax rates, and the new resident
country’s income and estate tax rates. Under the Administration
proposal, the lifetime tax liability of an individual who relinquishes
U.S. citizenship would depend upon the accrued gains on any as-
sets accumulated prior to expatriation, the income earned and the
assets accumulated subsequent to expatriation, the individual’s
spending choices, and the new resident country’s income and estate
tax rates.

% The subsequent discussion will refer to the “Administration proposal,” although it would
apply equally to the Senate amendment to H.R 831, 8. 700, or H.R. 1535, as each proposal
would deem certain accrued capital gains to be recognized for purposes of determining the in-
come tax liability of an individual relinquishing his or her citizenship.
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Examples

The following examples illustrate how these different factors
interact. For the purpose of these examples, assume that individ-
uals fully comply with both present law and the Administration
proposal.1° Also for ease of exposition, assume that taxes are ap-
plied proportionately with no exemptions. Assume the tax rate on
capital gains is 28 percent, the tax rate on ordinary income is 39.6
percent, and the estate tax rate is 55 percent. The examples also
abstract from potential U.S.-source withholding on certain forms of
income and possible relief from double taxation that may or may
not be provided. (See Part V.F. for a discussion of treaty provisions
for relief from double taxation.)

Example (1): Low-basis assets, low consumption

Assume an individual has $10 million of capital assets in which
he has a zero basis. Also, assume the individual will never consume
but only reinvest any income the assets might continue to generate
and that the assets generate a 10-percent dividend annually. In ad-
dition, assume that the individual dies after 20 years. _

If the individual retains U.S. citizenship, the individual will pay
income taxes of $396,000 in the first vear, $419,918 in the second
year, $445281 the third year, etc., growing with the reinvested
earnings.10! After 20 years, the accumulated assets will equal
$32.36 million and at death an estate tax liability of $17.8 million
would accrue. _ : _

If the individual were to relinquish U.S. citizenship with tax
avoidance a principal gu ose, the individual would be liable for
U.S. income taxes for the first 10 years after relinquishment under
present law. In addition, the individual would be subject to the
taxes of the new country of residence. If those taxes are zero, the
individual is better off than if he had not relinquished his citizen-
ship by not having to pay $17.8 million in U.S. estate taxes and
the second 10 years of U.S. income taxes. If the new country of res-
idence imposes taxes comparable to those in-the United States, the
individual is worse off than if he had not relinguished his citizen-
ship for having paid double income taxes for the first 10 years.

If this individual were to relinquish U.S. citizenship and avoid-
ance of taxes were not a principal purpose, emigration to a zero-
tax country would make the individual better off by the avoidance
of all U.S. taxes. If the individual were to emigrate to a country
with taxes comparable to the United States, the individual would
pay the same total taxes as if the individual had chosen to retain
1.8, citizenship and residence.

Under the Administration proposal, the motive for migration is
immaterial. The individual would be liable at expatriation for $2.8
million in taxes on accrued capital gain. In addition, the individual
would be liable for whatever taxes the new country of residence im-
poses. If the new country of residence imposes no taxes, the indi-
vidual benefits to the extent the payment of $2.8 million is less
than the present value of the lifetime tax payments, both income .

100 Parts V.A. and V.C. discuss enforceability and likely compliance uhder present law and the
Administration proposal. ] ) )

1 Assets accumulate at the rate of 6.04 percent per year, the after tax rate of return (10
percent less the 39.6-percent income tax). '

90-981 © - 95 - 3
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taxes and estate taxes, he would have made, $7.8 million in this
example.102 If the individual were to move to a country with taxes
comparable to the United States, the lifetime tax liability would be
increased by the deemed recognition of a capital gain that could not
otherwise have been taxed. Of course, the individual’s lifetime tax
liability is not increased by the full $2.8 million tax payment on the
deemed recognition, because by paying this tax the individual’s in-
vested assets are reduced. This would reduce the stream of lifetime
earnings and thereby reduce the income and estate taxes paid to
the new country of residence.103

Example (2): High-basis assets, low consumption

Assume the individual has capital assets valued at $10 milion
with a basis of $10 million.104 Also, assume the individual will
never consume but only reinvest any income the assets might con-
tinue to generate and that the assets generate a 10-percent divi-
dend annually. In addition, assume that the individual dies after
20 years.

If the individual retains U.S. citizenship, the individual’s lifetime
tax liability will be the same as in the previous example. Similarly,
if the individual were to relinquish U.S. citizenship with or without
tax avoidance as a principle purpose, the individual’s lifetime tax
ligbility under present law would be the same as in the example
above.

Under the Administration proposal, if the individual were to re-
linquish U.8. citizenship, the individual would be liable for no
taxes at expatriation because there is no accrued capital gain. The
individual would, however, be liable for whatever taxes the new
country of residence imposes. If the new country of residence im-
poses no taxes, the individual is better off than if he had not relin-
quished citizenship by the full amount of future U.S. taxes forgone.
If the individual were to move to a country with taxes comparable
to those in the United States, the lifetime tax liability would be no
different than if the individual had chosen to retain U.S. citizen-
ship and residence.

Example (3): Low-basis assets, high consumption

Assume the individual has capital assets valued at $10 million
in which he has a zero basis. In this case, assume that the individ-
ual consumes all after-tax income and also consumes $500,000 of
principal annually. Assume the invested principal pays a 10-per-
cent dividend annually. In addition, assume that the individual
dies after 20 years.

If the individual retains U.S. citizenship, the individual will pay
taxes on dividends and capital gains annually. To consume the
principal, the individual must realize gain on some of the assets.

102 The present value of lifetime payments is calculated discounting the tax payments at the
10-percent pre-tax rate of return.

103 The comparisons would, of course, be different if the taxpayer were assumed to realize
some or all of accrued gains prior to death. The results would also chan%e were the individual
to make contributions or bequests to charity or taxable and nontaxable gifts. Conceptually, such
gifts and charitable contributions and bequests can be thought of as consumption.

104 T\wo ordinary circumstances may give rise to taxpayers with both high wealth and a high
basis in their assets. First, a taxpayer recently may have sold their business or other assets
in a taxable transaction. Second, a taxpayer recently may have inherited assets, resulting in
the basis of the assets being stepped up to fair market value.
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Assume the $500 000 million in consumption from his principal is
tax inclusive, so is comprised of $140,000 of taxes and $360,000 of
consumption. Taxes on dividends will decline annually as d1v1dends
decline with the declining principal balance. The taxes on dividends
will be $396,000 the first year, $376,200 the second year, $356,400
the third year, etc. At the time of death the individual would have
no estate remaining.

If the individual were to relinquish U.S. citizenship with tax
avoidance a principal purpose, under present law the individual
would be liable for the first 10 years of taxes on dividends and eap-
ital gains as described above. If the individual’s new country of res-
idence levies no taxes, the individual would be better off than if he
had retained U.S. c1t1zensh1p by forgoing the second 10 years of
U.S. income taxes. If the new country of residence imposes taxes
comparable to those in the United States, the individual is worse
off for having paid double taxes for the first 10 years.

If the individual were to relinquish U.S. citizenship and av01d—
ance of taxes were not a principal purpose, under present law, emi-
gration to the zero-tax country would make the individual better off
by the amount of all U.S. taxes avoided. If the individual were to
emigrate to a country with taxes comparable to the United States,
the same total taxes would be paid.

Under the Administration proposal, the motive for migration is
immaterial. The individual would be liable at expatriation for $2.8
million in taxes on the accrued capital gain. In addition, the indi-
vidual would be liable for whatever taxes the new country of resi-
dence imposes. If the new country of residence imposes no taxes,
the individual would benefit by $666,213, the difference between
the $2.8 million due under the Admlmstratlon proposal ‘and the
present value of taxes for which the individual would be reliable
were he to remain in the United States. However, this result is
sensitive to the pattern of consumption and recognltmn of $500,000
in capital gain annually. If the individual donated $500,000 million
to charity annually or could consume the $500,000 million tax-free,
under the Administration proposal, the individual would have a
higher lifetime tax liability by $525,686 in present value because
the present value of paying $2.8 million in capital gain taxes upon
relinquishing citizenship exceeds the present value of paying in-
come tax annually on the income generated by the remaining in~
vested principal (approximately $2.3 million in this example). Were
the individual to consume annually the $360,000 left from payment
of tax on the annual gain of $500,000 and donate all other income
to charity, the individual’'s tax liability under the Administration
proposal would be larger yet.195 If the new country of residence im-
posed taxes comparable to the United States, the individual would
be worse off by the initial payment of $2.8 million less the reduc-
tion in income taxes payable in the new country of residence as a
result of the diminution of wealth resulting from the tax on the
deemed recognition. B

103 Pregent law limits charitable contributions as a percentage of income. This example ignores
such limitations.
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Example (4): High-basis assets, high consumption

Assume the individual has capital assets valued at $10 million
with a basis of $10 million. Assume that the individual consumes
all of after-tax income and also consumes $500,000 of principal an-
nually, Assume the invested principal pays a 10-percent dividend
annually. In addition, assume that the individual dies after 20
years.

If the individual retains U.S, citizenship, the individual’s lifetime
tax liability will be as described in example (3) above, less the
$140,000 paid annually in taxes on realized capital gains in exam-
ple (3), as the individual has no accrued gains. If the individual
were to relinquish U.S. citizenship, lifetime tax liability would be
as described In example (3), less the $140,000 paid annually in
taxes on realized capital gains, both in the case in which tax avoid-
ance was a principal purpose and the case in which the avoidance
was not a principal purpose.

Under the Administration proposal, the individual would pay no
tax at the time of expatriation, as there was no accrued gain. If the
individual’s new country of residence imposes no taxes, the individ-
ual is better off by the entire amount of U.S. taxes forgone. If the
individual’s new country of residence imposes taxes comparable to
the United States, the individual’s lifetime tax liability is the same
as if he had remained a U.S. citizen.

General discussion

The examples above highlight the factors that affect the individ-
ual’s lifetime tax liability under retention of citizenship and relin-
quishment of citizenship, under present law and under the Admin-
istration proposal. Holding all else equal, it is always more advan-
tageous to emigrate to a zero-tax country than to a country with
taxes comparable (or higher) to those in the United States. Relin-
quishment of citizenship and emigration to a country with taxes
comparable to those in the United States can subject the individual
to a substantially higher lifetime tax liability under either present
law or the Administration proposal. If treaties reduce or eliminate
potential double taxation under present law, in the absence of relief
from double taxation, the Administration proposal could preduce
greater lifetime tax burdens than present law.

Submerged within the simple examples above are subtle trade-
offs of various different tax rates that different countries may im-
pose. For example, some countries do not tax capital gains while
others do. Some countries have higher top marginal tax rates on
income than does the United States, but lower top marginal estate
or inheritance tax rates. The examples simplify the U.S. income tax
and estate tax rate structures and ignore State and local income
taxes which may add significantly to lifetime income tax burdens.
The examples highlight that comparison of the Administration pro-
posal to present law and retention of citizenship involves a com-
parison of paying taxes on eapital gains in the present in lieu of
potential taxes on capital gains, ordinary income, and estate taxes
in the future. Such comparisons of lifetime tax liability are likely
to vary from country to country. Tax treaties also will affect cross-
country comparisons. The United States has treaties with many
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countries that might be considered to have comparable tax systems.
These treaties may reduce the potential for double taxation.106

The simple examples also ignore withholding rules applicable to
U.S.-source income received by non-U.S. persons. While the rates
of withholding tax vary under prevailing tax treaties, the existence
of withholding implies that with respect to U.S.-source ircome
some tax would be imposed on the income of an individual who ex-
patriates to what might otherwise be a zero-tax country in the ex-
amples above.

The lifetime tax liability varies substantially between present
law and the Administration proposal depending upon whether the
would-be expatriate owns “high-basis” assets or “low-basis” assets,
that is, depending upon whether or not the wealth consists of sub-
stantial accrued gains. Under the Administration proposal, the
would-be expatriate generally is never worse by expatriating if he
or she has high-basis assets. This is because, unlike present law,
the Administration proposal does not impose a tax on income re-
céived after expatriation.

The lifetime tax liability also shows substantial variance to the
consumption pattern of the expatriate. Part of the tax burden that
arises from retention of U.S. citizenship is the estate tax liability.
If an individual consumes from wealth he or she incurs no current
tax liability, as the United States does not have a general con-
sumption tax, and he or she reduces the value of his future estate
and thereby diminishes his or her future tax liability.1®7 Con-
versely, low consumption may cause the individual’s principal bal-
ance to rise and cause an increase in potential future estate tax li-
ability. Such further capital accumulation also may increase cur-
rent earnings that may be taxable as income.

Related to the importance of the individual’s consumption pat-
tern is any propensity he or she might have to make charitable do-
nations or bequests from accumulated wealth. While conceptually
charitable donations and bequests can be thought of as similar to
consumption, in that each diminishes the potential future estate,
there is a difference in the case of low-basis assets. As noted above,
to consume from low-basis assets generally the taxpayer must rec-
ognize gain and pay tax on the gain recognized prior to consum-
ing.108 A charitable donation of appreciated assets may not require
the recognition of income.

Other variables importart to the comparison of lifetime tax li-
abilities not directly highlighted by the examples are: the earnings
performance of the individual’s assets; the individual's expected
lifetime; and the appropriate discount rate to apply to future tax
liabilities. The Administration proposal would tax accrued gain at
the time of expatriation. Present law taxes income for 10 years
after expatriation. Clearly, the earnings performance of the individ-
ual’s assets are important in the comparison. Where the assets

106 See Parts V.F. and V.G. for a discussion of issues of double taxation and tax treaties.

107 This discussion ignores State-level general sales taxes The examples above also ignored the
possibility that an expatriate might pay consumption taxes in the new country of residence as
many countries of the world have value-added taxes. )

105 The individual could consume without recognizing gain. The individual could pledge his or
her entire wealth as collateral for a loan. The individual could then corsume the loan proceeds
over his or her lifetime. No income tax liability arises from the receigt of loan proceeds. Upon
his or her death, the estate would consist of the original assets and the debt owed on the loan,
resulting in no net estate and no estate tax.
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produce little or no future income, and hence no income tax, by col-
lecting tax on accrued gain in advance of any future realization the
Administration proposal may increase the lifetime tax liability of
the expatriate. Similarly, if the assets were to decline in value sub-
sequent to expatriation, the lifetime tax liability imposed by the
Administration proposal increases relative to potentially lower fu-
ture income and estate tax liabilities that might arise were the in-
dividual to retain U.S. citizenship. Conversely, the greater the
earnings, the less the lifetime tax liability the Administration pro-
posal is likely to impose compared to present law which may tax
those earnings.

Where the estate tax, either in the United States or in a new
country of residence, is important to the comparison of lifetime tax
liability, the individual’s life expectancy and the determination of
an appropriate rate of discount are important to the comparisons
of lifetime tax liabilities. For a given rate of appreciation of assets,
the greater the individual’s life expectancy and the greater the dis-
count rate, the lower the present value of the expected future es-
tate tax liability.
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V. SPECIFIC ISSUES RELATING TO PROPOSALS TO
MODIFY THE TAX TREATMENT OF EXPATRIATION

A. Effectiveness and Enforceability of Present Law With_
' Respect to the Tax Treatment of Expatriation

1. Effectiveness of present law

Although there are provisions in present law imposing a special
tax on individuals who expatriate for tax avoidance reasons (e.g.,
sec. 877), there is conflicting evidence as to whether these provi-
siong are effective in discouraging individuals from expatriating to
avoid their United States tax liabilities. A U,S. citizen who expatri-
ates for tax avoidance reasons is subject to a special tax on U.S.
source iricome for 10 years after expatriation. In addition, if the ex-
patriate dies or transfers property by gift within the 10-year pe-
riod, special U.S. estate and gift tax provisions apply. Tax practi-
tioners and personnel in U.S. embassies have provided at least
some anecdotal evidence that individuals inquiring about the po-
tential tax liability they might incur upon expatriation have ex-
pressed concern that they could be subject to U.S. taxation for an
additional 10 years. Other practitioners, however, have indicated
that these provisions do not act as a deterrent to individuals seek-
ing to expatriate for tax reasons. While there is no way of actually
knowing how many individuals are dissuaded from expatriating by
the existence of the present-law rules, it is relevant to note (as dis-
cussed in Part V.B., below) that the incidence of expatriation gen-
erally, and by wealthy persons in particular, is relatively insignifi-
cant. ' .

The Treasury Department views the present-law provisions as
not effective and not enforceable. There are several reasons why
Treasury may view present law in this manner. First, there are
legal methods to aveid taxation under section 877 (and the cor-
responding estate and gift tax provisions) through proper tax plan-
ning, although in certain cases such planning requires an individ-
ual to accept certain risks. Even if an expatriate is subject to tax
under section 877, the income taxed under section 877 is limited
in scope. No tax is imposed on foreign source income, even though
such income would be taxed if the individual remained a U.S, citi-
zen or resident. In addition, the section 877 tax applies only for the
first 10 years after expatriation. Thus, an individual who is willing
to hold appreciated assets for at least 10 years after expatriation
would not be subject to the section 877 tax when such assets are
sold. Extensive books have been written, and seminars conducted,
setting forth details on how to legally and effectively avoid taxation
upon expatriation under present law.19® For example, individuals
are advised to own only foreign assets, to convert most or all of
their income into foreign source income, and to carefully plan the
timing of their transactions to avoid taxation under the existing
U.S. expatriation tax rules. Because of the limitations in the scope
of present law, an individual may be able to achieve significant tax
savings through expatriation, even if the person is found to have

108 See, e.g., Langer, The Tax Exile Report: Citizenship, Second Passports and Escaping Con-
fiscatory Taxes (2d ed., 1993-1994). ' ’ :
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had a tax avoidance motive, and is thus subject to the special expa-
triation tax rules,

In general, the U.S. tax system is dependent upon voluntary
compliance in order to be effective, but there appears to be conflict-
ing evidence as to the extent of voluntary compliance with respect
to present-law section 877. The Joint Committee staff discovered
some evidence that there may be voluntary compliance with section
877 by certain expatriates in the course of its study. The IRS ap-
parently was unaware of this evidence of possible compliance and
believes there is generally no voluntary compliance with section
877.110 There are at least two possible explanations for the IRS’s
view that there is little voluntary compliance with section 877.
First, it could be because the special tax imposed under section 877
applies only to those individuals who expatriate with a principal
purpose of avoiding tax, and few individuals will voluntarily admit
that they have such a motive. (Instead, it is generally left to the
IRS to “catch” these individuals after they have expatriated, which
may be difficult given the practical limitations of meonitoring and
gursuing taxpayers who have physically left the United States.)

econd, it may be that individuals expatriating with a tax avoid-
ance motive have structured their affairs so as to legally avoid the
application of section 877. Alternatively, the IRS’s failure to find
evidence of voluntary compliance with section 877 may be substan-
tially attributable to the possibility that there are relatively few in-
dividuals with any significant wealth who are expatriating, for tax
aveidance purposes or any other purpose.

Finally, section 877 is ineffective with respect to individuals who
relocate to certain countries with which the United States has a
tax treaty, because these treaties may not permit the United States
to impose a tax on its former citizens who are now resident in that
country. This issue is discussed more fully in Part V.F., below.

2, Enforcement of present law

The IRS appears to have devoted little in the way of resources
to the enforcement of section 877. No regulations have been issued
under section 877 since its enactment in 1966. Regulations could
have been issued setting forth factors under which a tax avoidance
motive would be presumed to exist (for example, if the taxpayer
moved to one of a specified list of tax havens, or engaged in certain
types of pre-emigration tax planning). A taxpayer would then have
the burden of showing that either these factors did not exist, or
that even though these factors did exist, the loss of citizenship did
not have as one of its principal purposes the avoidance of taxes.
The IRS also has not attempted to exercise any regulatory author-
ity, nor has it sought Congressional expansion of regulatory author-
ity, to preclude the use of sections 367 or 1491 by taxpayers seek-
ing to avoid taxation after expatriation by converting their U.S. in-
come into foreign source income. If the requirements of sections
367 and 1491 were tightened, taxpayers would be less able to
transfer their wealth out of the United States without the payment
of T.S. tax.

110 Sge, letter from Commissioner Richardson dated April 26, 1995 (included in Appendix G)
indicating as follows: “[The IRS] ... is not aware of any taxpayers who have voluntarily filed
returns indicating that they are subject to section 877.”
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The IRS collects information on Form 1040NR (the form filed by
nonresident alien individuals who have U.S. source income) that
could be helpful in enforcing the present-law expatriation tax provi-
sions; for example, Form 1040NR asks whether the taxpayer has
ever been a U.S. citizen, which would identify individuals who
might have expatriated for tax avoidance reasens. However, this
information is apparently not used for this purpose. Indeed, the
IRS appears to be unaware that this information is even collected
under present law, stating that “we will consider whether including =
[such] a question on Form 1040NR would enhance enforcement in
this area . . . [and] must consider whether requiring hundreds of
thousands of aliens to respond to a question on Form 1040NR in
order to identify a few expatriating taxpayers is an efficient use of
the Form 1040NR.”11% The information already collected on the
Form 1040NR, primarily the information as to what country has is-’
sued the taxpayer's passport, and whether the person was ever a
U.S. citizen, could be used to identify former citizens whe have re-
located to countries known to be favored by individuals seeking to
expatriate for tax avoidance purposes.

The IRS states that it is not worthwhile to devote significant re-
sources to the enforcement of present law, because of the difficulty
in proving a tax avoidance purpose. Section 877 (and the com-
parable estate and gift tax provisions) provide that once the IRS es-
tablishes that an individual’s loss of citizenship would substantially
reduce his or her taxes, the burden of proof shifts to the taxpayer
to prove that the avoidance of taxes was not a principal purpose
of the expatriation. The IRS would likely be required to rebut the
taxpayer’s assertions of non-tax motives in order to prevail. While
these provisions do pose a potentially difficult evidentiary hurdle,
the evidence suggests that the IRS has rarely attempted to clear
this hurdle. There have been only two cases litigated with respect
to the tax avoidance issue, and the IRS prevailed in one case and
lost the other.112 It is possible, however, that the perceived litiga-
tion risk to the IRS in satisfying a subjective standard has caused
the IRS either to not pursue potentially meritorious cases, or to
settle those cases in advance of trial. A further explanation for this
lack of enforcement effort could be an absence of any significant
volume of taxpayers expatriating, for tax avoidance purposes or
any other purpose. B

Enforcement efforts could be enhanced through increased infor-
mation sharing between the IRS and the State Department with
respect to the names and social security numbers of individuals
who have expatriated. The State Department does not_currently
collect social security numbers from expatriating individuals, nor
does it provide the IRS with the names of all individuals who relin-

1113ee, letter from IRS Commissioner Margaret Milner Richardson dated April 26, 1995 (in-
cluded in Appendix G).

112In Kronenberg v. Comm'r, 64 T.C. 428 (1975), the court found a tax avoidance motive based
on the “flurry of activity” undertaken by Mr. Kronenberg in the year between the date that a
large corporate liquidating distribution was announced and his eventual expatriation two days
prior to the distribution. In contrast, the court found in Furstenberg v. Comm’r, 83 T.C. 755
(1984}, that even though Cecil Furstenberg had sought tax advice prior to her expatriation, she
had not relinquished her U.S. citizenship for tax avoidance purpeses but rather gecause of her
decision to marry a titled Austrian aristocrat and her “lifelong ties to Europe”.
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quish citizenship on a routine and regular basis.113 It appears that
the IRS has never requested that such information be provided by
the State Department. The State Department does, however, re-
spond to specific IRS requests as to whether a particular individual
has relinquished his or her U.S. citizenship.

The State Department appears to be reluctant to disclose infor-
mation to the IRS on a routine basis without specific statutory au-
thority because of the strictures of the Privacy Act, 5 U.S.C. sec.
552a. The Privacy Act generally prohibits U.S. governmental agen-
cies from disclosing individual records maintained by the agency
without the individual’s consent. There are, however, certain limi-
tations and exceptions to the Privacy Act that limit its applicability
to the information involved here. First, the Privacy Act, by its
terms, pertains only to records about U.S. citizens and aliens law-
fully admitted for permanent residence (i.e., green-card holders).114
Thus, the Privacy Act does not appear to prohibit the disclosure of
information regarding individuals who are no longer U.S. citizens,
unless such individuals have immediately obtained a green card.
The Privacy Act also contains an exception for disclosures to gov-
ernmental agencies “for a civil or criminal law enforcement activity
if the activity is authorized by law, and if the head of the agency
or instrumentality has made a written request to the agency which
maintains the record specifying the particular portion desired and
the law enforcement activity for which the record is sought.” 115 It
is unclear whether this exception would allow the routine exchange
of information to enhance the IRS’s collection efforts, or whether it
is instead aimed solely at specific enforcement proceedings against
an identified individual. Lastly, there is an exception for the “rou-
tine use” of a record “for a purpose which is compatible with the
purpose for which it was collected”.11® The routine use exception
would not apply to information collected by the State Department
unless the individuals providing the information were informed
that it would be used for tax collection purposes.

To alleviate any concerns that the Privacy Act could potentially
apply to an information exchange between the IRS and State De-
partment, Congress could statutorily require that the State Depart-
ment collect certain information from expatriating individuals and
provide that information to the IRS on a routine basis. A similar
statutory requirement was imposed in 1986 through the enactment
of section 6039E of the Code (requiring that social security num-
bers and other tax information be obtained when an individual ap-
plies for a U.S. passport or green card, and that such information
be forwarded to the IRS). The State Department has stated that if
such a provision were enacted, it “would be pleased to furnish the
IRS with the names, foreign addresses, foreign nationality and so-
cial security numbers of all persons who are issued Certificates of
Loss of Nationality on a routine and regular basis.” 117

113 Zee May 9, 1995 letter from Wendy Sherman, Assistant Secretary, Legislative Affairs, U.S.
Department of State, (included in Appendix G).

145 1).8.C. section 552a(aX2).

155 U0.8.C. section 5522(bX7).

116 Gee, 5 11.5.C. sections 552a(bX3) and 552a{a)7).

117 Spe May 9, 1995 letter from Wendy Sherman, Assistant Secretary, Legislative Affairs, U.S.
Department of State {included in Appendix G). ’
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B. Current Level of Expatriation for Tax Avoidance
Purposes '

A si%niﬁcant amount of attention has been given to the cases of
several high-profile individuals who recently expatriated from the
United States, allegedly for tax avoidance reasons.''® The study by
the Joint Committee staff of this matter revealed several important
facts. First, the level of individuals renouncing their U.S. citizen-
ship generally'is quite low. The United States has a population of
approximately 260 million people. During the past fifteen years, an
average of 781 individuals per year have relinquished their U.S.
citizenship. Since 1962, the average has been 1,146 individuals per
year. There is no evidence of any particular upward trend in expa-
triations during this period. Second, with respect to the relatively
small group of individuals who have relinquished their U.S. citizen-
ship, their actual motives cannot be readily ascertained, thus mak-
ing it difficult to determine the extent to which tax avoidance is a
motivating factor. '
Notwithstanding certain anecdotal reports, the evidence gathered
in the course of the study by the Joint Committee staff suggests
that there is no significant level of expatriation for tax avoidance
purposes for two reasons. First, in assessing the current expatria-
tions, it is clear that there are many nontax reasons why individ-
uals relinquish their U.S. citizenship—for example, they may wish
to return to the country where they or their ancestors were born,
they may need to become a citizen of another country in order to
obtain employment in that country’s government or to do business
in that country, or they may simply prefer to live somewhere other
than the United States. In many cases, individuals relinquish their
U.S. citizenship after residing outside the United States for a sig-
nificant period of time (in some cases, for their entire lives).
Second, claims suggestin% that, absent legislative action, 24 bil-
lionaires would renounce their U.S. citizenship are not supported
by evidence gathered in the course of the Joint Committee
study.11® In order to evaluate these claims, the Joint Committee
staff compiled a list of all individuals who appeared in the “Forbes
400” listings of the richest Americans for the most recent 10 years
(1985-1994),120 and asked the State Department to confirm what

3 Y¥or example, a receni Forbes article identified seven “new refugees” who may have expatri-
ated for tax avoidance reasons (John Dorrance III, Kenneth DPart, Michael Dingman, Ted Arison,
J. Mark Mobius, Frederick Krieble, and Jane Siebel-Kilnes), and cited one lawyer in the process
of working on six more expatriations. (See, Lenzner and Mao, “The New Refugees,” Forbes, No-
vember 21, 1994.) In addition, two attorneys were featured in the “PrimeTime Live” episode
aired on February 22, 1995, one of whom claimed to have helped “about a dezen of his wealthy
ciients” expatriate, and ancther who “helped about 30 people expatriate”. When asked about the
reasons for expatriation, one of these attorneys, William Zabel, stated, “I've never met anyone
who gave it up without having at least one of their motives to save taxes . . . . It's about the
money.” Four of the seven individuals identified in the Forbes article were also identified in the
Joint Committee staff's investigation. With respect to the claims made on “Prime Time Live”,
however, the Joint Committee staff has been unable to find corroborating evidence to support
those claims. )

118 See, e.g., remarks made by Vice President Al Gore at the National Press Club on April
3, 1995 (“. .. Republicans are fighting to allow these 24 billionaires to escape $1.4 billion in
taxes by renouncing their citizenship and turning their backs on the United States of America.”)

120 There is very little governmental or published data with respect to individual wealth. For
example, tax return data does not include information regarding an individual's net worth. The
“Forbes 400" list is one of the only published sources for identifying wealthy individuals, but
it does have limitations—for example, the amount of net worth for each individual is based on
deliberately conservative estimates, and may not inciude certain *hidden” assets, such as inter-’

Continued
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portion of these individuals had renounced their citizenship. The
amount of wealth needed to be included in the Forbes 400 lists var-
ies year-by-year. In 1994, individuals on the list had a net worth
of $310 million or more (as determined by Forbes). The 10-year list
compiled by the Joint Committee staff included 1,004 names, of
which 131 had wealth of at least $1 billion. Some of these names,
however, were listed only by family (e.g., the “Alfond family™), and
thus lacked sufficient detail to determine whether those individuals
might have expatriated. After these 203 “family” names were elimi-
nated, 801 names remained for the State Department to check
against their records, and, of these, 5 potential matches were
found. One of these potential matches was rejected, because the
birth date listed in the State Department records did not coincide
with the individual’s age as listed in Forbes. Thus, of the 801
wealthiest Americans, the Joint Committee staff has found that 4
of them renounced their U.S. citizenship in the last 10 years—Ted
Arison (net worth of $3.65 billion12! ) Robert Dart (net worth of
$330 million), John T. Dorrance III (net worth of $1.2 billion), and
Anthony Martin Pilaro (net worth of $390 million).122 Even with
respect to these four individuals, however, the Joint Committee
staff has no way of determining whether tax avoidance was a con-
sideration in their decision to expatriate. Based on this analysis, it
appears that the claims of the number of billionaires expatriating
for tax avoidance reasons have been overstated.123

ests in trusts, intrafamily arrangements, or private investment companies. See, “Rules of the
Chase,” Forbes, Qctober 17, 1994.

122 Net worth for each individual was taken from the most recent “Forbes 400" list on which
the individual appeared. . ]

122 Two of the individuals listed in the November 21, 1994, Forbes article on “new refugees™—
Kenneth Dart and Michael Dingman—were included on the State Department's lists of expatri-
ates for 1994 and 1995 (see Appendix H), but their net worth was apparently insufficient for
listing in the Forbes 400.

123 Indeed, a review of the most recent “Forbes 400" list of wealthiest Americans indicates
there are only approximately 112 billionaires in the United States.
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C. Administrability and Enforceability of the Proposals

In some respects, the new proposals to modify the tax treatment
of expatriation may be no more enforceable than the existing provi-
sions that provide a tax on certain expatriating individuals. In par-
ticular, the new proposals raise a number of administrability issues
that do not exist under present law. For example, because the pro-
posals would impose a tax on unrealized gains (and thus no arm’s-
length sale price for the assets has been determined), there may be
significant valuation disputes between taxpayers and the IRS.
These valuation issues are even more problematic in the case of in-
terests in trusts, and are discussed in further detail in Part V.H,,
below. The proposals also raise liquidity problems for taxpayers,
because the assets held at the time of expatriation may not be lig-
uid, and thus the taxpayer may not have sufficient resources to pay
the tax upon expatriation. The modified bills introduced by Senator
Moynihan and Representative Gibbons may alleviate these liquid-
ity concerns to some degree, although they do not completely elimi-
nate the concerns. This issue is also discussed in further detail in
Part V.H., below. '

The proposals also present serious administrability concerns with
respect to their application to green-card holders. Unlike the proc-
ess for relinquishing citizenship, there are no formal procedures
when an alien terminates U.S. residency by which such an individ- -
nal is required to relinquish a green card, nor is there any incen-
tive for an individual to actually turn in a green card upon leaving
the United States. According to INS officials, green-card holders
who leave the United States with no intention of returning fre-
quently fail to relinquish their green cards, either due to oversight,
or to keep open the option of someday returning to the United
States. If such individuals were made aware that a special tax
would be imposed upon the relinquishment of a green card, it is
even more likely that these individuals would simply leave the
United States without ever notifying the authorities of their depar-
ture. Thus, it may be extremely difficult for the IRS to determine
the identity of individuals who terminate their long-term U.S. resi-
dency, absent any voluntary compliance by these individuals, and
thus it may be virtually impossible to collect the new expatriation
tax from such individuals when they depart. o

An additional difficulty arises in the context of green-card hold-
ers in that some individuals who would otherwise obtain green
cards could instead obtain certain types of nonimmigrant visas if
the proposals were enacted, and thus escape taxation under the
proposals. For example, many businesspeople might be ‘able to
qualify for “E” visas as treaty traders or treaty investors. Although
E visas are granted for only one or two-year terms, they can be ex-
tended indefinitely, and thus, individuals holding E visas could re-
main in the United States for an extended period of time. Even if
such individuals were taxed as U.S. residents for U.S. income tax
purposes (because of their “substantial presence” in the United
States),12¢ they would not be subject to the proposed expatriation
tax if they are not green-card holders. Thus, there is a significant

124 See Code section 7701(b) 3}
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group of individuals who would be able to legally avoid taxation
under the expatriation tax proposals.

In some respects, the proposals may be more enforceable than
present law, although the IRS would need to dedicate increased re-
sources to enforcing any new expatriation law if it is to have any
effect. One factor that makes the proposals more enforceable is that
they eliminate the subjective standard that applies under present
law. Because there is no “intent” requirement under the proposals,
the IRS would not have to delve into specific factual details for
each expatriating individual to determine if the individual had a
tax avoidance motive. Instead, the IRS would simply be required
to show that an individual expatriated in order to assess the tax.
Removing the intent requirement might also lead to increased vol-
untary compliance, because individuals would no longer be able to
rationalize that they are not subject to tax because they had other
reasons for expatriating. Many of these individuals would not want
to break the law, and only take advantage of the weaknesses of
present law because they can do so legally. To the extent that an
individual does not intend to return to the United States and does
not care if he or she abides by the law, however, the IRS will likely
have the same problems it has under present law with respect to
monitoring and investigating individuals who have physically re-
moved themselves from the United States. The new proposals also
reduce taxpayers’ ability to avoid taxation through tax planning,
because a more comprehensive tax base is utilized, and it is thus
more difficult to structure one’s holdings in a manner designed to
avoid the tax.

To improve administrability and enforceability, any new legisla-
tive proposal to impose a tax upon expatriation should statutority
provide for mandatory information sharing between the IRS and
the State Department. As discussed in Part V.A., above, the exist-
ing proposals do not provide for information-sharing, nor does such
an exchange take place under present law. A routine exchange of
information from the State Department to the IRS providing the
names and social security numbers of expatriating individuals
would greatly enhance the IRS’s collection efforts. If green-card
holders are included in the proposal, there also should be a provi-
sion requiring that the INS notify the IRS of all individuals who
have relinquished their green cards. As mentioned above, however,
even the INS may not be notified when a green-card holder decides
to permanently leave the United States, and there appears to be
no incentive that ecould be provided to ensure that departing long-
term permanent residents of the United States actually relinquish
their green cards upon departure.l25 As a result, even if there is
information sharing between the IRS and INS, there may be no ef-
fective method of identifying those green-card holders who have
terminated their residency in the United States, and thus are lia-
ble for the new expatriation tax.

125 Technically, a person who has obtained a green card and has never relinquished it (or had
it revoked) has a continuing obligation to pay U.S. taxes as a resident alien. See section
TTOLbX6XB). As a practical matter, however, it is unclear to what extent such taxes are actu-
ally collectible.
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D. Constitutional and International Human Rights
Implications o R

1. Underlying premises for analysis

The Administration propesal and the Senate amendment to H.R,
831 would treat certain property held by a U.S. citizen who relin-
quishes his U.S. citizenship as if it were sold immediately before
expatriation. Thus, the act of expatriation would be treated as trig-

ering a realization of gain (to the extent such gain exceeds
%600,000 if one individual expatriates or $1.2 million if both hus-
band and wife expatriate) that would be subject to U.S. income tax.
Similarly, S. 700 and H.R. 1535 also would treat certain property
held by an expatriate as if it were sold immediately before expa-
triation, but this general treatment would not apply if the expatri-
ate elects to continue to be taxed as a U.S. citizen with respect to
one or more designated assets—thus subjecting such desigriated as-
sets to continuing potential liability for U.S. income taxes, excise
taxes, and gift, estate, and generation-skipping transfer taxes—and
provides adequate security to ensure payment of future U.S. tax k-
abilities with respect to such assets.126 The Administration pro-
posal and S. 700 and H.R. 1535 (but not the Sepate amendment
to H.R. 831) also provide similar tax treatment when certain long-
tserm resident aliens terminate their residency in the United

tates.

The taxing schemes described above raise the question whether
it is constitutionally permissible to impose U.S. income tax on the

increase in the value of assets that continue to be held by an expa-
" triate or former long-term resident of the United States, One con-
stitutional issue raised by these proposals concerns whether the
proposed taxing schemes violate the Constitution on the ground
that the Sixteenth Amendment contains an implicit requirement
that gains be “realized” (and, thus, converted to “income” as that
term 1s used in the Sixteenth Amendment) before Federal income
taxes may be imposed. Moreover, even if there is no bar under the
Sixteenth Amendment to enactment of the proposed expatriation
tax regimes (i.e., the gains that would be taxed may properly be
considered “income” under the Sixteenth Amendment), the question
follows whether other aspects of the proposals conflict with con-
stitutional principles (such as the due process clause of the Fifth .
Amendment) or are inconsistent with rights to emigrate and expa-
triate recognized under international law.

In hearings held by the Senate Committee on Finance and the
House Committee on Ways and Means, two opposing views were
suggested 127 regarding the propriety—under the Sixteenth Amend-
ment and international human rights principals—of the expatria-
tion tax proposals. Under the first view, the expatriation tax pro-
posals are improper because, in effect, a significant monetary pen-
alty (i.e., a tax on the act of expatriation) would be imposed at a
time when the expatriate has no “income” and, thus, can have no

126 This election, which tould be made on an asset-by-asset basis, would be allowed under S.
700 and H.R. 1535 only if the expatriate waives treaty benefits that might apply with respect
to assets covered by the election. . .

127 Several witnesses expressed concerns about the validity of the proposals under the Con-
stitution and interpational human rights principles, but no witness actnally reached the conclu-
sion that the proposals were invalid. )
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Federal income tax liability. Under the second view, the expatria-
tion tax proposals are proper because, in effect, they require the ex-
patriate to “settle up” on a potential tax liability which, although
generally not imposed under statutory rules for gains on property
remaining within the jurisdiction of the U.S. tax systems, must be
imposed at the time of expatriation in order to roughly equalize the
tax treatment (considering income, estate, and gift taxes) of citi-
zens who exercise their right to expatriate and citizens who exer-
cise their right to retain U.S. citizenship. Although the constitu-
tional and international human rights questions, in theory, are dis-
tinct, how one views the concept of “realization” is the critical
starting point for analyzing both questions. More specifically, the
guestion inevitably must be addressed whether realization is an
element that defines what is potentially subject to tax under the
U.S. tax system (thus, without realization, there is nothing that
can be subject to tax) or, rather, is realization a concept for deter-
mining the timing for when a tax liability will be finalized (such
that increases in the value of assets are encompassed in the eco-
nomic gains that are taxed by the U.S. income, estate, and gift tax
regimes, but tax on so-called unrealized gains generally is deferred
as a matter of administrative convenience provided the property re-
mains within U.S. tax jurisdiction). How one views the concept of
“realization” is the key factor underlying the above two opposing
views on the validity, under both the Sixteenth Amendment and
human rights principles of international law, of the expatriation
tax proposals.

A secondary conceptual issue underlying the opposing views is
when is it appropriate to view the income tax system and the es-
tate and gift tax systems as separate from each other (such that
determining the proper treatment of gain under one system is inde-
pendent of the tax consequences that flow under the other systems)
or as part of a comprehensive, inter-connected regime 128 designed
to ensure taxation, at least in the long-run, of economic gains that
have a nexus to the United States, even if current income taxation
of some gains is deferred for administrative or policy reasons. As
discussed in more detail below, this conceptual issue is particularly
significant in analyzing the validity of the expatriation tax propos-
als under principles of international law. If, ignoring the descrip-
tive labels of the various portions of the Internal Revenue Code,
the U.S. tax system is viewed in its entirety, the tax treatment
under the proposals of individuals who renounce their citizenship
can be compared to the combined income, estate, and gift tax treat-
ment of those citizens who retain their citizenship. To the extent
that individuals who renounce citizenship would be subject to a

128 As the Iate Professor Stanley Surrey pointed out in 1941 when he concluded that “realiza-
tion” was not a meaningful constitutional requirement for Federal income tax purposes, the
same results of an income tax system could be achieved by imposing tax on discreet activities
in the form of a direct, excise taxes—which would not be subject to the realization requirement,
as is true of the current estate, gift, and transfer tax provisions—measured by the value of tprop-
erty involved in the discreet activities: “In this sense, the income tax is an aggre‘%ation of var-
ious indirect taxes, the most important being the tax on income itself.” Surrey, “The Supreme
Court and the Federal Income Tax: Some Implications of the Recent Decisions,” 35 JlI. L. Rev.
779, 793 (1941), Likewise, the U.S. tax system ¢an be viewed in the aggregate as a combination
of the income, estate, gift, and transfer tax provisions—part transfer tax, part accretion tax, part
consumption tax—ignoring the descriptive labels applied to different chapters of the Internal
Revenue Code. See Shavire, “An Efficiency Analysis of Realization and Recognition Rules Under
the Federal Income Tax,” 48 Tax L. Rev. 1 (1992).
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more burdensome tax treatment than the treatment accorded those
who remain U.S. citizens, the question follows whether this dispar-
ity in tax treatment constitutes an unreasonable infringement on
the international human right to retain or renounce ong's citizen-
ship. . ‘ T
2. Constitutional issues
Eisner v. Macomber

An examination of the concept of “realization” usually begins by
addressing the issue of the continued validity and scope of the U.S.
Supreme Court’s decision in Eisner v. Macomber, 252 U.S. 189
(1920). This has been a topic of debate for 75 years.'2® The
Macomber case is the only judicial decision where imposition of a
Federal tax was found to be unconstitutional on the ground that
the taxpayer had not yet realized “income” within the meaning of
the Sixteenth Amendment at the time the tax was imposed. The
Macomber decision was controversial when it was handed down in.
1920 (after two oral arguments, the Court reached its decision on
a five-to-four vote) and continues to be controversial to this day.3¢

Although the Macomber decision has never been expressly over-
ruled, most commentators, and many lower courts, have questioned
the continuing validity of a constitutional realization requirement
found by the majority in Macomber to be implicit in the Sixteenth
Amendment. In the view of most commentators, the general real-
ization requirement is a formalistic concept that is not constitu-
tionally mandated but rather is a matter of fairness and adminis-
trative convenience and, thus, a question of tax policy for the legis-
lature and not the courts. The Supreme Court itself long ago re-
jected the specific definition of “income” postulated by the
Macomber majority that “income” did not exist until gain was sev-
ered from the original capital. See Helvering v. Bruun, 309 U.S.
461 (1940).131 More recently, the Court reiterated that “the concept

" 126 Ag Borris Bittker writes: “No other income tax case has been as extensively and acutely
discussed as Eisner v. Macomber.” B. Bittker, Federal Tazation of Income, Estates, and Gifts,
vol. 1{1981) at 1-23. )

. 130The taxpayer in Macomber challenged the constitutionality of a provision of the Revenue
Act of 1916, under which the value of a stock dividend was includible in the shareholder’s tax-
able income. The taxpayer, who owned 2,200 shares of common stock of a corporation with only
one class of common stock outstanding, received as a dividend an additional 1,100 shares of the
same class of stock in the same corporation. The taxpayer’s proporticnate interest in the cor-
poration was not altered, because all other shareholders likewise received the 50-percent stock
dividend. Consequently, the Macomber majority characterized the ‘stock dividend as “no more
than a book adjustment . . . that does not affect the aggregate assets of the corporation or its
outstanding liabilities; it affects only the form, not the essence, of the ability’ acknowledged
by the corporation to its own shareholders.” 2562 U.S. at 210. Relying on what it considered to
be the “common speech” meaning of the term “income,” the majority implied that it would not
have approved of taxing, without apportionment, mere increases in the value of property:

Here we have the essential matter: Not a gain accruing to capital, not a growth or increment

_of value in the investmént; but a gain, 2 profit, something of exchangeable value proceeding
from the property, severed from the capital however investe§ or employed, and coming in, being

“derived,” that is, received or drawn by the recipient {the taxpayer) for his separate use, benefit

%ng dis%%a%gthat is income derived from property. Nothing ef;e answers the deseription. (252
5. at -07), )
131Tn Brunn, the Court upheld the imposition of tax on a lessor who reclaimed his land, upon

which a building had been erected by the lessee. Rejecting the taxpayer’s claim that he had not

realized “income” within the mearing of the Sixteenth Amendment and that tax could be im-

posed on the enhanced value of the land due to the improvements only when the taxpayer dis-

posed of the property, that Court stated that the “expressions” from Macomber regarding the
meaning of “income” were limited to clarifying the distinction between an ordinary dividend and

a stock dividend and were not controlling in defining “income” in other settifigs. 309 U.S. 468-

Continued
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of realization is founded on administrative convenience.’” Cottage
Savings Ass’n v. Commissioner, 499 U.S. 554, 559 (1991)(citing
Helvering v. Horst, 311 U.S. 112, 116 (1940)). Likewise, amend-
ments to-the Code since 1920 reveal that Congress in the past has
viewed the Macomber majority decision as being of limited applica-
bility as a continuing constitutional principle. Several provisions of
the Code (discussed infra) currently impose income taxes on
amounts which, under a literal reading of the Macomber majority
decision, may be viewed as so-called “unrealized gains.” To date, no
court has found such amendments to the Code to be unconstitu-
tional.132

Accordingly, if the Macomber holding is a mere historical “relic”
rather than a valid statement of constitutional law, then there ap-
pears to be no other authority under which the expatriation tax
proposals could be challenged on the ground that it is unconstitu-
tional to tax an expatriate on the increase in value of assets which
have not been sold or otherwise transferred to another person. (As
discussed infra in more detail, however, an argument could be
raised of possible constitutional dimension under the due process
clause of the Fifth Amendment to the extent the proposals arbitrar-
ily impose current tax on some individuals who have merely a con-
tingent beneficial interest with respect to a trust or other assets
over which they do not exercise dominion or control or to the extent
the proposals retroactively impose tax on persons who have long
since relinquished their U.S, citizenship.133)

Even if the general realization event requirement of the
Macomber ruling continues to have some vitality as a matter of
constitutional law, the question follows whether the expatriation
tax proposals nonetheless pass constitutional muster on the ground
that the “realization” requirement is satisfied when property effec-
tively is transferred to a new legal situs that alters the taxpayer’s,
and the Government’s, legal relationship to the property. (See the
Supreme Court’s decision in Cotfage Savings, where an exchange
of similar assets of identical economic value but with new legal at-
tributes was held to be a realization event for purposes of section
1001.) Under such a view, it is not the act of expatriation per se
that triggers tax under the proposals—thus, not all property of an
expatriate is subject to tax on built-in gain—but the theoretical

69. See also Commissioner v. Glenshaw Glass Co, 348 U.S, 426, 430-31 (1955)upholding tax-
ability as “ineome” of punitive damages even though not satisfying the Macomber definition of
“income” as being the product of capital or labor; the Macomber definition was “not meant to
provide a touchstone to all future gross income questions™), 4

132]n Helvering v. Griffiths, 318 11.8. 371 (1943}, a five-member majority side-stepped the
issue of the continued validity of Macomber by ad?tinfg the view that Congress had enacted
revisions to the accumulated earnings tax and provided for taxation of some types of stock divi-
dends only to the extent consistent with Macomber. However, the majority admitted that cases
such as Bruun and Horst had “undermined further the original theoretical bases of the decision
in Eisner v. Macomber.” Id. at 393-94. Moreover, the majority sugpested that Congress should
not feel “embarrassed” to pass legislation that conflicts with the Macomber decision: “There is
no reason to doubt that this Court may fall into error as may other branches of the Government.
Nothing in the legislative history or attitude of this Court should give rise to legislative embar-
rassment if in the performance of its duty a legislative body feels impelled to enact laws which
may require the Court to reexamine it previous judgments or doctrine.” Id. at 399.

1493 Most commentators adhere to the view that the concept of realization no longer rises to
the level of constitutional dimensions, and the only constitutional test for including an item in
taxable income is one of due 11:>1'c>-:ess——in other words, “is it reasonable (to use the mildest
phrase—perhaps ‘despotic’ would better represent the present Court) to include the particular
item in question along with the other items making up gross income as the measure of a tax
purporting to be Ievies on persons according to the yearly changes in their fortune.” Surrey, 35
1il. L. Rev, 779, 793 {1941).
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transfer of property to a new legal situs for tax purposes. A tax-
payer’s act of expatriation could be characterized as a realization
event with respect to only that property of the taxpayer (i.e., prop-
erty other than real property and interests in domestic qualified re-
tirement plans) that is effectively being removed from the jurisdic-
tion of the U.S. tax systems.134 The legal conversion of a person’s
status from citizen to noncitizen is accompanied by a conversion of
jurisdictional attributes of certain property for tax purposes. In es-
sence, the act of expatriation could be viewed as resulting in the
transfer of assets other than real property from a citizen who is
subject to the U.S. tax systems to a person who is no lon%rer a U.S.
citizen and is, thus, generally outside the jurisdiction of the U.S.
tax systems.135 Even those few supporters of the continued vitality
of the Macomber ruling acknowledge that “realization” may require
no more than a change in the taxpayer’s relationship to property
(and not necessarily a voluntary sale or transfer of property to a
third party) and that there is an established exception to the gen-
eral realization notion in situations involving offshore property and
potential tax evasion.!3® Consequently, even assuming that the
particular holding of Macomber continues to express a valid prin-
ciple of constitutional law, it is possible to characterize expatriation
as being accompanied by a “realization” with respect to certain as-
gets in view of the change of the legal attributes of such assets, so
that Government’s inchoate interest in its receiving its share of any
increase in value need not be extinguished.37

134 As Surrey stated: “[I)f events oceur which bring about a change with respect to the asset
making measurement, [of gain] desirable the reckoning [of tax] should be made. The change need
not be such as to make measurement of value any the easier. It is enough that it marks a vari-
ation which warrants a halt in the postponement of a tax on admitted gain. If iricrease in the
value of property be conceded income in the economic sense the decision not to tax that increase
for one reason o another is simply a decision to base the income tax for the time being on some-
thing less than a taxpayer’s total income. When an event occurs which legislators, and through
them administrative officials, feel is sufficient to end the postponement, a realization of in¢ome
has oceurred in the legal sense, It is beside the point that many an event elected by the legisla-
tors or administrators is hardly very significant.” 35 IlL. L. Rev. at 784, )

135Commentators generally take the position that, particularly in the area involving taxation
and foreign jurisdictions, the realization concept Fenerally is used to mark the “actual reckoning
of taxation” but does not define the universe of amounts potentially subject to fax. See, eg.,
Isenbergh, “Perspectives on the Deferral of 1.8, Taxation of the Earnings of Foreign Corpora-
tions,” Taxes (December 1988) 1062, at 1067.

136See Ordower, “Revisiting Realization: Accretion Taxation, The Constitution, Macomber,
and Mark to Market,” 13 Va. Tax Rev. 1, 29-30, 56 (1993)concluding that the Macomber prin-
ciple requires that realization be trig&fred by an alteration of the taxpayer's relationship to
property and not simpl{ a change in the value of property; however, it 1s “equally likely” that
the Supreme Court itself would either continue to adhere to Macomber or would expressly “rel-
egate the traditional [realization] rule to the realm of administrative convenience").

137 For instancée, fequiring a sucéeeding owner to assume, in respect to taxation, the place of
his predecessor (i.e., to “step into his shoes”) is a legal fiction used for preserving the govern-
ment’s interest in receiving a ‘portion of accumulated gains even if not subject to current tax-
ation. In upholding the right of Congress to require a donee of stock, who sells it, to pay income
tax on the difference between the selling price and the value when the donor {not the donee)
acquired it, the Supreme Court stated in a unanimous opinion that the donee takes a gift from
the donor “subject to the right of the sovereign to take part of any increase in its value when
separated through sale or conversion and reduced to his possession.” The Court rejected the for-

- malistic view that the gift in the donee’s hands was a capital asset (including any antecedent
appreciation) when recetved and, thus, was free from the right of the ernment to tax : “To
actept the view urged in behalf of the petitioner undoubtedly would defeat, to some extent, the
purpose of Congress to take part of all gain derived from capital investments. To prevent that
result and insure enforcement of its proper tl;laolicy, Congress had power to require that for pur-
poses of taxation the donee should accept the position of the donor in respect of the thing re-
ceived. And in so doing, it acted neither unreasonably nor arbitrarily.” Taft v. Bowers, 278 U.S.
470, 482-83 (1929). The Court noted that the government’s inchoate interest explains why the
g;ice of stock often is discounted to account for the burden it ¢arries of income tax eventually

ing assessed if and when accumulated profits are distributed. Id. at 483. See also Helvering

Continued
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Modern view of “realization”

‘The vast majority of commentators view Macomber as effectively
overruled, or the validity of the holding so restricted to its faects,
such that the concept of rezlization no longer has constitutional
significance. These commentators view the issue of realization as
simply one of administrative convenience, an important consider-
ation for Congress in determining taxable events (and perhaps po-
litically inevitable in most circumstances128) but not a constitu-
tional limitation on Congress’ taxing authority.!?® Even though
there is a continued sense that realization is intimately tied to the
meaning of “taxable income,” the general scholarly consensus is
that Macomber has long since ceased to be important as a source
of a definition of “income” or as constitutional interpretation. See,
e.g., White “Realization, Recognition, Reconciliation, Rationality
and the Structure of the Federal Income Tax System,” 88 Mich. L.
Rev. 2034, 2048 (1990)“There seems to be widespread sentiment
among tax commentators, however, that Congress could, if it chose
to, tax appreciation currently.”) 140

Although a tax system that purports to tax income need not di-
rectly define “income,” the system must determine what is poten-
tially subject to tax (meaning dividing the world inte those items
that might possibly be taxed and those items that could not be).
Once something has been deemed potentially taxable, a system has
three responses: “[the system] can tax the item or amount cur-
rently, [the system] can tax it later, or can exempt it from tax-
ation.” White, supra, 88 Mich. L. Rev. at 2040. Using this concep-
tual approach when examining the U.S. tax system, the conclusion
that the expatriation tax proposals are improper is premised on the
view that, when a person who is expatriating holds onto his prop-
erty, there is no “it"—i.e., there simply is no income-to be taxed

v. National Grocery Co., 304 11.8. 282, 286-87 (1938)upholding the validity of the accumulated
earnings tax imposed on corperations, and noting that Congress in raising revenue has “inciden-
tal power to defeat ohstructions to that incidence of taxes which it chooses to impose™.

158 But see Shakow, “Taxation Without Realization: A Proposal for Accrual Taxation,” 134 U.
Pa. L. Rev. 1111 (1986)¢concluding that realization concept is not required for constitutional or
policy reasons).

129 3ee, e.g., Surrey, supra, at 792 {question of when a realization event should be deemed
to occur cannot be answered by constitutional analysis but “must be in practical terms and must
be shaped by considerations of administrative convenience and taxpayer convenience™); Bittker,
supra, at 1-24; M. Chirelstein, Federal Income Taxation, para. 5.01 at 68-69 (5th ed. 1988); M.
Graetz, Federal Income Taxation at 201 {1985); H. Simons, Personal Income Taxation at 198-
199 (1938)describing constitutional realization notion as an “utterly trivial issue” that has re-
sulted in a *mass of rhetorical confusion which no orderly mind can contemplate respectfuily™;
Andrews, “A Consumption-Type or Cash Flow Personal Income Tax,” 87 Hary, L. Rev. 1113,
1140-1148 (1974, Griswold, Cases and Materials on Federal Tazation, at 142 {5th ed. 1960); L.
Hart Wright, “The Effects of the Source of Realized Benefits upon the Supreme Court’s Concept
of Taxable Recs;{}lats,” 8 Stan. L. Rev. 201 (1956); Kahn, “Accelerated Depreciation—Tax Expendi-
ture or Proper Allowance for Measuring Net Income?,” 78 Mich. L. Rev. 1, 7-9 {1979); Musgrave,
“In Defense of an Income Concept,” 81 Harv. L. Rev. 44, 49 (1967); Sneed, The Configurations
of Gross Income at 125 (Ohio St. U. Press 1967)(if any “rusty remnant” of Macomber remains,
it should be “consigned to the junk yard of judicial history™); N. Cunningham and D. Schenk,
“Taxation Without Realization: A 'Revolutionary’ Approach to Ownership,” 47 Tax L. Rev. 725,
at 741 (1992)(“realization requirement only informs when income generally should be reported;
it does not define what is income™; Isenbergh, supra, at 1067.

149 Professor White concludes that the so-called unrealized appreciation of an asset is poten-
tiaily taxable within the U.S. income tax system, and thus could be taxed currently, but by not
recognizing this gain in most cases, the income tax system leaves open both the possibility that
the gains will be taxed later and the possibility that they will be excluded altogether. The end
resuit of this approach is consistent with the conclusion reached 50 years earlier by Surrey {see
footnote 134 suprg), although under Surrey’s analysis, Congress theoretically would not decide
to tax “unrealized” gains but would, by selecting a taxable event, be declaring by law the mo-
ment of “realization” even though no sale or exchange of property might be involved.



75

now or later. Under this view, “it"—which is the world of things
potentially subject to U.S. tax—is defined narrowly to include only
gains that are viewed as realized by sale or other transfer of prop-
erty to another person (and does not include gains with respect to
property, even when the jurisdictional attributes are being altered,
if such property continues to be owned by the same person). In con-
trast, the view that the expatriation tax proposals are proper is
premised on the view that the “it” of the U.S. tax systems (viewing
the income and estate and gift tax systems as complementary) that
is subject to tax now or later, or to specific exemption from tax,
generally includes all economic income in the Haig-Simons
sense.4! This latter view is consistent with the scholarly consensus
as to the scope of the Sixteenth Amendment. Under this view, ac-
cumulated gains are potentially subject to tax, and the “realization”
concept is relevant to the nonconstitutional, policy issues of wheth-
er to tax the gains now or later.14? Thus, the argument goes, even
if the realization rules of the Code generally result in accrued gains
being taxed later when there is no disposition of the underlying
property, Congress has the constitutional power to modify these
rules so that tax will be imposed sooner rather than later when
gains that are potentially subject to tax are effectively being re-
moved from U.S. tax jurisdiction.

Specific Code sections that are exceptions to general re-
alization rules: '

The Internal Revenue Code currently includes several provisions
that dispense with a realization requirement in the traditional
sense that the concept has been used. For example, on the loss
side, commentators have long debated whether the depreciation de-
ductions allowed by the Code reflect accrual notions that are con-

141 The following is the Haig-Simons definition of income that is much favored by economists:
“Personal income may be defined as the algebraic sum of (1) the market value of rights exercised

in consumption and {2) the change in the value of the store of property rights between the he-
ginning and end of the period in question,” H. Simons, Persongl Income Taxation 50 (1938),

142Pglicy considerations frequently mentioned as supporting a realization requirement in-
clude: (1) administration—i.e., the administrative burden of constant accretion tax reporting; (2)
valuation—i.e., the difficulty of repeatedly determining valuation absent a sale of property; and
(3} liquidity—the potential hardship to taxpayers of obtaining funds to pay tax on accrued gains.
Certainly, Congress needs to take such considerations into account when designing rules that
could tax gains absent a sale of property. Nevertheless, there is virtual unanimity among com-
mentators that such policy considerations generally do not have constitutional implications. See
Cunningham and Schenk, supra at 740-743. Id. To someé éxtent, the policy considerations can
be addressed through the rules of tax collection, even though a tax liability theoretically at-
taches to an acerued gain at an earlier point in time. For instance, a tax system could be de-
signed which, although theoretically based on an accretion tax model, could require current pay-
ment of tax only with respect to those assets that are easily valued and marketable. Actual pay-
ment of tax with respect to other assets could be deferred with interest until there is an actual
transfer. See Shakow, supra, at 1122-23; Isenbergh, supra at 1067 (drawing analogy to present-
law PFIC rules in section 1291); Fellows, “A Comprehensive Attack on Tax Deferral,” 88 Mich.
L. Rev. 722 (1990)Xpossible to design a system that taxes property accretion at tiansfer, but with
an interest charge for the earlier years’ inchoate taxes, base«ftem the assumption that the change
in value acerued ratably). Commentators have also noted that the reporting and valuation bur-
dens caused by moving toward a system of accrual taxation may be offset {at least to some ex-
tent) by the benefits resulting from elimination of various tax planning devices and attendant
controversiesthat follow from a strict realization requirement and the economic inefficiencies
that result if the system encourages taxpayers to avoid transfers that yield gain but carry out
as soon as possible transfers that yield a loss. See Shaviro, supra, at 4-5; Shakow, supra, at
1114 (tax system that deviates from Haig-Simons definition of income encourages inefficient eco-
nomic activity); Evans, “The Realization Doctrine After Cottage Sevings,” (December 1992)
Taxes at 897 {realization requirement results in “tax arbitrage”.
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trary to the realization principle.143 On the gain side, the excep-
tions to the realization notion are more narrowly drawn. The per-
centage-of-completion method of accounting required for some long-
term contracts can be viewed as contrary to the Macomber concept
of realization.144 Sections 1271-1275 set forth the rules for taxing
original interest discount (“OID”), considered by many a form of
unrealized income. Section 1256 taxes what historically have been
considered unrealized gains, by requiring mark-to-market taxation
of certain regulated futures contracts, foreign currency contracts,
nonequity options, and dealer equity options. In Murphy v. United
States, 992 F.2d 929 (9th 'Cir. 1983), the court rejected the tax-
payer’s argument that the section 1256 mark-to-market regime was
unconstitutional because it taxes unrealized gains. This argument
was dismissed on the ground that Congress did not act arbitrarily
when it decided that “the gains inherent in [futures contracts] are
properly treated as constructively received.” The court declined to
address the broader issue of whether Congress could tax the gains
inherent in all capital assets prior to realization or constructive re-
ceipt. Instead, the court accepted the government’s constructive re-
ceipt rationale because the taxpayer was allowed to draw against
the daily gains in his account even though there might be no dis-
position of the futures contracts themselves. The fact that the in-
vestment that produced the economic gains remained at risk
(which the court noted is likewise true of loaned or deposited
funds) was viewed as inconsequential. 992 F.2d at 931. In 1993,
Congress adopted a similar mark-to-market regime for determining
taxable income of certain securities dealers (sec. 475). Enactment
of section 475 did not cause an extended debate regarding the con-
stitutionality of the regime.

Specific provisions added to the Code governing persons or prop-
erty located in a foreign country but having a nexus to the United
States have also dispensed with the formal realization notion of
Macomber. Beginning with the foreign personal holding company
rules (sec. 551-558, enacted in 1937) and including the controlled
foreign corporation rules (secs. 951-64, enacted in 1962) and the
passive foreign investment company rules (sec. 1291, enacted in
1986), the Code has taxed certain domestic shareholders on undis-
tributed earnings of foreign corporations that meet certain charac-
teristics. These provisions have been upheld against constitutional
challenges. In Eder v. Commissioner, 138 F.2d 27 (2d Cir. 1943),
the court upheld the constitutionality of the foreign personal hold-
ing company rules, in a factual setting where the foreign company
was prevented by Columbian law from paying a dividend (above a
certain amount) to the U.S. taxpayer: “We do not agree with tax-
payer’s argument that inability to expend income in the United
States, or to use any portion of it in payment of income taxes nec-
essarily precludes taxability. ” 138 F.2d at 28. The court recognized
that the operation of the statutory rules to the facts at hand “may

143 Bee, e.g., Shaviro, supra, at 11 and 13 (noting that some commentators argue that realiza-
tion, in the sense of a transfer, is dispensed with in situations of high certainty regarding
whether gain or loss, not yet converted fo cash, has in fact incurred); Cunningham and Schenk,
supra, at 742 (“It is reasonable to inquire why an anticipated decline in value should be taken
into account for tax purposes, but not an equally (possibly even more) likely increase in value.”)

144 Evans, “The Evolution of Federal Income ’Fax Accounting—A Growing Trend Towards
Mark-to-Market?,” 67 Taxes 824, 833 (1989).
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be harsh,” but “{ilnterpreting the statute to bring about such a con-
sequence does not render the statute unconstitutional; the Congres-
sional purpose was valid and the method of taxation was a reason-
able means to achieve the desired ends.” 145 I
The controlled foreign corporation rules enacted in 1962 were
upheld in Garlock Inc. v. Commissioner, 489 F.2d 197 (2d Cir.
1973), cert. denied, 417 U.S. 911 (1974), against a challenge that
it was unconstitutional to require the taxpayer to include in his
taxable income a prorata share of the corporation’s “subpart F in-
come,” regardless of whether or not that income has been distrib-
uted to shareholders. The Second Circuit ruled that this constitu-
tional argument “borders on the frivolous in the light of this court’s
decision in Eder v. Commissioner,” 489 F.2d at 202. In both the
Eder and Garlock decisions, the Second Circuit dismissed the con-
stitutional realization argument without even citing the Macomber
decision. Similarly, the controlled foreign corporation rules again
were upheld in Estate of Whitlock v. Commissioner, 59 T.C. 430
(1972), affd in part and rev'd in part, 494 F.2d 1297 (10th Cir.),
cert. denied, 419 U.S. 839 (1974), where the Tax Court both distin-
guished Macomber as applicable to accumulated rather than cur-
rent earnings and. observed that “the continuing vitality of the
Macomber doctrine is in considerable question.” Id. at 509, n.21.

The proposals may satisfy any remaining constitu-
tional realization requirement

Taken as a whole, the above-described judicial decisions and
legal commentary represent a substantial line of authority for the
position that the concept of realization is not constitutionally man-
dated.™é However, assuming that the realiza’ion notion is of con-
stitutional dimension, the question follows -whether the expatria-
tion tax proposals could be characterized as imposing tax at the
moment of a taxable eveni that satisfies constitutional stand-

ards.217 In other words, even if an across-the-board tax on dcdre- =~

145 A footnote in the Supreme Court's National Grocery decision in 1938 (which upheld the
accumulated profits tax imposed on corporations) suggested acceptance of the validity of the for-
eign personal holding company rules enacted the preceding year. 304 U.S. at 288 n4.

1481 Macomber is viewed as effectively overruled, this would not be the only Supreme Court
tax decision from the 1920s that no longer is valid. See United States v. Carlton, 114 S.Ct. 2018,
2024 (1994)Xupholding retroactive tax law change and noting that 1920s cases that invalidated
retroactive tax changes on due process grounds were decided during an era characterized by ex-
acting review of aconomic legislation under an approach that “has long since been discarded");
William O. Douglas, “Stare Decisis,” 49 Colum. L. Rev. T45, 74344 (1949)discussing numerous
early Supreme Court tax cases that were later overturned by the Court).

147 Because the realization notion applies for constitutional purposes, if at all, only in cases
involving “direct” income taxes and not “indirect” excise taxes, the question also arises whether
one could characterize the expatriation tax proposals as an indirect, extise tax imposed on the
act of expatriation, the amount of such tax measured by concepts that are similar to those used
in the Federal income tax. See Flint v. Stone Tracy Co., 220 U.8. 107 {1911), where, prior to
enactment of Sixteenth Amendment, the Court sustained a corporate income tax as an excise
tax “measured by income” imposed on the privilege of doing businéss in corporate form. See also
Surrey, supra, 35 il L. Rev. at 793 (“the income tax on most of these items can be turned into
an indirect excige tax by the addition of a few words”); Bittker, supra, at I-24; Shaviro, supra,
48 Tax L. Rev. at 1-2. Recasting the expatriation tax proposals as an indifect, excise tax would
be a conceptual device to side-step the constitutional realization issue. At the same time, such
a characterization of the proposals would more squarely present ‘problems under infernational
law because, in theory, the proposed tax would not be “imposed” on some e¢onémic gains “trig-
- gered” by the act of expatriation but, instead, would be “imposed” on the act of expatriation it-
self and “measured” by eertain economic gains. By so viewing the expatriation tax proposals,
it would be easier to refer to them as “exit taxes” imposed on the act of expatriation rather than

Continued
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tions in wealth (i.e., a deemed sale rule generally governing all cap-
ital assets whenever there are changes in value butf not necessarily
any other events) were assumed to violate the Constitution, the
question must be addressed whether the act of expatriation results
in a sufficient change in the aitributes of certain property owned
by the expatriate such that a “disposition” of such property may be
deemed to have occurred.

There is no definitive answer to this question, because “realiza-
tion” has remained a rather ill-defined concept. As discussed ear-
lier, the Supreme Court clearly has abandoned the Macomber defi-
nition of “income” requiring a severance of profit from the underly-
ing capital. This has led commentators to continue to struggle with
realization’s elusive “true” meaning. As Professor Shaviro recently
observed: “Realization refers to the occurrence of a taxable event,
but the term does not dictate, even as a matter of ordinary usage,
what that occasion should be.” 148 It is clear that the notion of “re-
alization” is not confined by the Constitution to ordinary sales of
property for cash or other consideration. See United States v.
Davis, 370 U.S. 65 (1962)(upholding imposition of tax on taxpayer’s
transfer of appreciated stock to his former wife in settlement of her
interest in the property, even though the taxpayer received only in-
tangible benefit of release of former wife’s interest that could not
be accurately measured).149

A flexible definition of “realization” could be supported as part of
broad power of Congress to levy taxes and define the class of ob-
Jjects to be taxed. See Barclay & Co. v. Edwards, 267 U.S. 442, 450
(1924). However, even assuming that the constitutiona! realization
notion is synonymous with the phrase “sale or other disposition”
from Code section 1601, this phrase is also vague enough to lead
to debate whether a “realization” always requires the transfer of
the ownership of property from one entity to another.150 Stated in
a different way, must one or more of the “bundle of sticks” defining
the ownership of property be transferred for a realization event to
occur, or is it sufficient if there is a change in the character (or
“color”) of the sticks? Professor Shavire notes that the realization
concept could be defined broadly so that the receipt of loan pro-
ceeds could be treated as a kind of realization event, to the extent
of any appreciation of the taxpayer's assets or to the extent the
amount borrowed exceeds the basis of the taxpayer’s noncash as-
sets (perhaps limited to assets pledged as loan security).51 In a
sense, this conceptualization underlies the Ninth Circuit’s decision
in Murphy, supra, where it was held that Congress could treat the

a “settling up” on potential tax liabilities at the time of expatriation. See discussion infra of
international law igsues raised by the proposals. .

148 Shavire, suprae, at 11-12.

138 In Davis, the Court stated that there was no doubt that Congress “intended that the eco-
nomic growth of this stock be taxed” and that the issue “is simply when is such accretion to
be taxed.” 8370 U.S. at 68. In response to the Dawvis decision, Congress enacted section 1041
(which shields divorce property settlements from tax liability} to provide nonrecognition treat-
ment for otherwise realizable income, .

150 See Helvering v. Griffiths, 318 U.S. at 393 {no exemption from taxation where economic
gain is enjoyed by some event other than the taxpayer’s personal receipt of money or other prop-
erty). Commentators have noted that some of the nonrecognition provisions of the Code have
allowed the architects of the Code to finesse difficult realization issues by postponing the ques-
tiole of whether income has been “realized” until it is no longer difficult. White, supra, at 2044,
n. 24,

351 Shaviro, supra, at 12, 39-41.
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taxpayer as if he had constructively received the gains in his fu-
tures contracts because he was permitted to draw against such
gains. 992 F.2d at 931. As another example, proposed regulations
issued by the Treasury Department under Code section 1001 pro-
vide that a significant modification in the terms of a debt instru-
ment will be treated as if the original instrument was exchanged"
for the modified instrument.152 Thus, under the proposed regula-
tions, a taxable exchange is deemed to have occurred if there is any
significant alteration of a legal right or obligation of the issuer or
holder of a debt instrument (including a change in collateral secur-
ing the note). Such a modification could be conceptually viewed as
a change in the legal attributes (or “color”) of the bundle of sticks
even though the sticks do not change hands. So viewed, a parallel
could be drawn to the deemed realization that would result under
the expatriation proposals due to a change in the jurisdictional at-
tributes of some assets owned by an individual at the time he or
she renounces U.S. citizenship. _

The few commentators who view Macomber as having continuing
constitutional validity acknowledge that the concept of realization
is not entirely rigid. Arguing that the Supreme Court has never
abandoned Macomber, Professor Ordower writes:

[Allteration of the taxpayer’s aggregate rights with respect
to the property is a condition of realization. In simplest
terms, a change in the value of the taxpayer’s property
without a corresponding change in the taxpayer’s relation-
ship to the property is not realization because the Six-
teenth Amendment does not view a mere change in value
as income. The constitutional concept of income is nar-
rower than the Haig-Simons formulation of the economic.
concept. On the other hand, a change in the taxpayer’s re-
lationship to the property resulting in alteration of the tax-
payer’s rights in the property is realization. Whenever tax-
payer’s rights change, the constitutional barrier to taxation
dissolves, and Congress is free to tax or not tax as it choos-
es. (13 Va. Tax Rev. at 29-30)

In addition, Ordower acknowledges that there apparently is an
exception to any constitutional realization requirement in cases in-
volving offshore operations and attempts by Congress to prevent
tax evasion.153 This view was previously expressed during the de-
liberations that led to Congress’ passage of the controlled foreign
corporation rules in 1962. See Memorandum to Secretary of the
Treasury Douglas Dillon from Robert H. Knight, dated June 12,
1961 (concluding that proposal to include in gross income of U.S.
shareholders undistributed profits of a controlled foreign corpora-

182 Prop, Treas. Reg. see. 1.1001-3. Somié ¢commentators view the Cottage Savings decision as
supporting the validity of the proposed regulations, even though Coftage Savings involved an
actual, rather than deemed exchange, of instruments, and the issue was whether the instru-
ments exchanged were materially different. See Evans, “The Realization Doctrine After Cottege
Suavings,” (December 1992} Taxes 897, at 902. '

15313 V. Tax Rev. at 9, 18 (“The legislative history of the foreign personal holding company
provisions justifies breaching the constitutional barrier to a shareholder level tax to prevent the
proliferation of foreign incorporated pocketbooks’ which lie beyond the taxing jurisdiction of the
United States.” See also Norr, “Jurisdiction to Tax and International Income,” 17 Tax L. Rev.
431, 453-54 (1962)finding persuasive the contention that the CFC rules are constitutional under
both Congress’ taxing powers and its power to regulate foreign commerce}. oo
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tion was a valid exercise of Congress’ constitutional power to regu-
late foreign commerce; proposal can be supported on ground that
income should be deemed to be constructively received in order to
prevent tax avoidance or on broader ground that Macomber has
been effectively overruled); Joint Committee on Internal Revenue
Taxation, Comparison of Existing Law with President’s Proposals
on  Taxation of Income from Foreign Subsidiaries (May 3,
1961Xnoting that the foreign personal holding company rules are
an exception to the general Macomber principle but have been held
valid in Eder and such rules deal with a “relatively clear tax eva-
sion area”).1¢ Under this approach, even if there is a general con-
stitutional realization requirement, this requirement—like most
constitutional rules—is not absolute. Thus, it could be argued that
the expatriation tax proposals are constitutionally valid because a
deemed sale is provided for only when the taxpayer's (and Govern-
ment’s ) relationship to property is altered due to a change in the
Jjurisdictional attributes of the property for tax purposes and be-
cause the deemed sale rule would prevent tax evasion. Because
every presumption favors the constitutional validity of a disputed
tax statute, Mertens, Law of Federal Income Taxation, vol. 1, at
sec. 4.01, there is a reasonable likelihood that the debate over
whether a change of jurisdictional attributes of property is a suffi-
cient realization event (and not merely a matter of form with little
or no substantive effects as was found with the stock dividend in
Macomber ) would be resolved in favor of upholding the constitu-
tionality of the statute. Cf. Helvering v. Griffiths, 318 U.S. at 393
(referring to the foreign personal holding company rules as a “prac-
tical necessity” and to the “inherent power” of the Government to
protect itself from devices to avoid and evade its laws).155

It is true that the expatriation tax proposals would tax the built-
in gain of some assets that already are physically located offshore
at the time that the taxpayer renounces U.S. cifizenship. Indeed,
the proposals could result in the imposition of tax in what could
be considered to be “non-abusive” cases, because the assets in-

15¢In that publication, the staff of the Joint Committee on Internal Revenue Taxation sug-
gested that, in contrast to the foreign personal holding company rules enacted in 1937, whic
dealt with a relatively clear tax evasion area, there “may be some question as to whether all
the provisions proposed [by President Kennedy in 1961] would be within the constitutional ésow-
ers of the Congress.” Anotger memorandum from Colin F. Stam, Chief of Staff of the Joint Com-
mittee on Internal Revenue Taxation to the Chairman of the Committee on Ways and Means,
dated May 4, 1961, indicates that the basis for the Joint Committee’s constitutional concern was
that, while the foreign personal helding company rules were carefully tailored in 1937 to be no
more drastic than required to prevent further use of one of the “most ?laring loopholes” that
led to tax evasion, the President's 1961 proposal was overbroad and would apply to some cases
where it would be difficult or impossible to describe as involving the exploitation of a “alaring
loophole.” [1962 Act legislative history, vol 1, at 312]. See also Separate Views of the Repub-
licans on H.R. 10650 [the 1962 Act] at B21 (“{Clounsel for the Joint Committee on Internal Rev-
enue Taxation has advised the committee that Congress cannot constitutionally tax sharehold-
ers on the undistributed income of foreign corporations, except in cases where such taxation is
reasonably necessary to prevent evasion or avoidance of tax.”)

1%5In a letter to the Senate Finance Commijttee dated March 22, 1995, Professor Ordower
writes that the expatriation tax proposals would “viclate the constitutional limitation on the def-
inition of income identified in Macomber,” which the Supreme Court has yet to overrule.
Ordower writes that, although “taxpayers have tolerated deviation from this constitutional limi-
tation historically in certain types of transactions, including foreign personal holding companies,
controlled foreign corporations, and the marking-to-market of commodities positions,” the expa-
triation tax proposals would be a direct attack on Macomber:

[Sluch taxation without realization raises far more fundamental issues than previous depar-
tures from the constitutional norm. It goes beyond earlier policy justifications such as tax avoid-
ance through foreign personal holding companies and ]i?uidity-based taxation of commodities
positions. Here the proposed provision reaches the heart of unrealized gain.
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volved may never have been physically located in the United
States. In such a case, it might seem anomalous to employ the
legal fiction that gain is “realized” because the expatriate’s assets
are effectively being transferred offshore. However, the Supreme
Court long ago upheld the validity under both the Constitution and
principles of international law of deeming property that never was
physically located in the United States to be within the tax juris-
diction of the United States for the sole reason that the owner is
a United States citizen. Cook v. Tait, 265 U.S. 47 (1924)(upholding
authority of United States Government to tax income from property
located at the residence of a citizen residing abroad); United States
v. Bennett, 232 U.S. 299 (1914)(upholding imposition of tax on the
use of foreign-built yacht, owned or chartered by U.S. citizen, even
if never used within geographic limits of the U.S.). The fact that -
certain property was never physically located within the geographic
territory of the United States would not appear to be a bar to
deeming such property to be transferred to a new legal situs due
to the owner’s act of expatriation.15¢ The change in the jurisdic-
tional attributes of property would not necessarily make valuation
of such property any easier, but under Surrey’s analysis (see foot-.
note 134 supra) could provide the conceptual basis to statutorily
deem that a “realization” has occurred.157 The change in the tax-
payer’s and Government’s relationship to such property, which
would be viewed as being transferred to a new legal situs, would
mark the end of the deferral of tax on built-in gains. In this way,
the proposed taxing schemes could be viewed as providing an ana-
log for personal property to the present-law rule contained in sec-
tion 367, which ends tax deferral when business property is trans-
ferred to a foreign corporation (see Part ILA.4.d supra). Even
though the rules of section 367 are referred to as exceptions to gen-
eral “nonrecognition” treatment—as opposed to being special “real-
ization” rules—the net effect of both section 367 and the expatria-
tion tax proposals is to prevent tax deferral from being converted
into permanent tax-free status.15®8 As with the foreign personal
holding company rules enacted in 1937 (which are viewed as rem-
edying “tax evasion” by considering not only the tax otherwise es-
caped by the shareholder but the accumulated profits tax escaped
by the foreign corporation), looking at the aggregate income, estate,
and gift tax burden that is escaped when an individual renounces
his citizenship may provide a sufficient “tax evasion” rationale that

satisfies any surviving constitutional remnants of Macomber.

156 Consistent with this conceptual approach, the 8. 700 and H.R. 1535 provide that with re-
spect to those assets that a taxpayer elects to have remain within the jurisdiction of the U.S.
tax system (by consenting to continue to be treated as a citizen with respect to such assets),
a deemed realization event will not be statutorily mandated,

157 5 comparison can be drawn to the significant alteration of legal attributes of assets that
was found to have occurred in the 1920s reorganization cases of United States v. Phellis, 257
U.S, 156 (1921) and Marr v. United States, 268 U.S. 536 (1925)both cases discussed by the Su-
preme Court in Coftage Savings), not because of an actual physical transfer of the assets but
due to a change in their legal situs brought about when the corporations changed their State
of ingerporation. : : : -

156 See Prepared Statement of Professor Paul B. Stephan III, University of Virginia Law
School, on Section 5 of H.R. 831, at 3 (“An analogous provision is section 367 of the Code, which
denies nonrecognition treatment in certain corporate reorganizations if the recipient of appre-
clated property is a foreign corporation. I never have heard the argument that Fthis] provisien
imposes an impermissible burden on the right of 2 domestic corporation to export its capital.”)
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Due process concerns

In general —Tax provisions must satisfy the requirements of
constitutional provisions other than the Sixteenth Amendment. The
Fifth Amendment to the Constitution forbids the Federal Govern-
ment _from depriving persons of property without due process of
law. In the case of Brushaber v. Union Pacific R.R., 240 US. 1
(1916), the Supreme Court held that although the due process
clause of the Fifth Amendment normally does not restrict Congress’
taxing power or the classifications that may be used in a tax re-
gime, the courts can intervene in extreme cases if

the act complained of was so arbitrary as to constrain to
the conclusion that it was not the exertion of taxation but
a_confiscation of property, that is, a taking of the same in
violation of the Fifth Amendment, or, what is equivalent
thereto, was so wanting in basis for classification as to
produce such a gross and patent inequity as to inevitably
lead to the same conclusion. (240 U.S. at 24-25)

Thus, in theory, the test under the due process clause for tax leg-
islation generally is the same as for other economic regulation 159
: Did Congress act in an arbitrary or irrational manner? Bittker,
supra, at 1-27; Mertens, supra, at sec. 401. In practice, however,
it is extremely difficult to use the due process test to invalidate any
economic regulation passed by Congress, but this is particularly so
with respect to tax legislation. Economic regulation in general is
given a presumption of validity by the judiciary; and the courts
view Congress as having “especially broad latitude in creating clas-
sifications and distinctions in the tax statutes.” Regan v. Taxation
With Representation of Washington, 461 U.S. 540, 547 (1983). Be-
cause no Federal tax statute has ever been found to lack a ration-
ale basis or to contain an improper classification under the due
process clause (other than some early cases involving retroactive
estate and gift taxation 160), it is difficult to describe the type of
taxing scheme that could be found to violate the due process clause.
It is clear, however, that much more is needed than a showing that
a tax regime affects some persons more oppressively than others,
In Brushaber, the Court rejected arguments that the income tax
provisions of the Tariff Act of October 3, 1913, improperly discrimi-
nated against different types of entities and income. The Court
held that a due process violation cannot be established merely be-
cause it is shown that the classification is “unwise” or results in
“injustice.” 240 U.S. at 26. In view of Brushaber and subsequent
decisions, commentators uniformly agree that the proper focus
under a due process analysis of a tax statute is whether the statute
is so arbitrary and outside the zone of possible rationale debate
that the only reasonable conclusion is that a “taking” has occurred.
In applying this loose standard, Congress is accorded substantial
flexibility and a presumption that it acted rationally. Mertens,

159 8ee, e.g., Usery v. Turner Elkhorn Mining Co., 428 U.S. 1 (1976)Xupholding against due
process challenge retroactive application of economic regulation, under which coal mine opera-
tors were made liable for benefits for former employees).

162 These early cases are now of questionable validity. United States v. Cariton, 114 S.Ct.
2018, 2024 (1994)upholding retroactive change to estate tax provisions and noting that 1920s
cases that invalidated retroactive tax changes on due process grounds were decided under a
standard of review that “has long since been discarded”).
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supra, at secs. 401, 406, and 407. As Professor Bittker observes:
“[Elven a Supreme Court confident of its power to distinguish be-
tween reasonable and arbitrary behavior in other statutory areas
has hesitated to act as a referee of tax legislation.” Bittker, supra,
at 1-28. A legislative tax classification will not be set aside if any
state of facts justifying a rational relation of the classification to a
legitimate end is c{:monstrated to, or perceived by, the judiciary.
United States v. Maryland Savings Ins. Corp, 400 U.S. 4, 6 (1970).
In rejecting constitutional due process challenges, Courts have
upheld as a reasonable exercise of Congressional taxing power nu-
merous classifications made for Federal income tax purposes, such
as distinctions between single and married taxpayers and domestic
and foreign corporations. See Bittker, supra, at 1-28 (and cases
cited therein). See also Apache Bend Apartments, Ltd. v. United
States, 964 F.2d 1556 (5th Cir. 1992), affd on reh’g, 987 F.2d 1174
(5th Cir. 1993)upholding transition, or so-called “rifle-shot,” provi-
sions contained in the Tax Reform Act of 1986 against Fifth
amendment/equal protection challenge; tax legislation is presumed
constitutional and invalidated on Fifth Amendment grounds only if
it lacks a rational basis). Most due process challenges of tax legisla-
tion are regarded by the courts as “frivolous.” Mertens, supra, at
sec. 4.01. Thus, the consensus among commentators is that the res-
ervation of residual judicial function for extreme tax cases referred
to in Brushaber hag become “virtual dead letter.” Bittker, “Con-
stitutional Limits on the Taxing Power of the Federal Govern-
ment,” 41 Tax Lawyer 3, 11 (1987).161 o
The overall taxing scheme envisioned by the expatriation tax pro-
posals would not appear to lead to a colorable constitutional chal-
lenge under the due process clause of the Fifth Amendment. Put-
ting aside the Macomber issue (which involves the Sixteenth
Amendment), the general rule of the proposals to deem assets to
be sold at the time of expatriation does not seem outside the zone
of reasonable debate. As demonstrated by the congressional hear-
ings on the matter and by this Report, there are rational argu-
ments on both sides of the issue whether the expatriation tax pro-
posals are an appropriate résponse to the problems of present law
and practice. Moreover, even though the proposals arguably intro-
duce novel realization concepts based on the taxpayer’s change of
status that are questionable as a policy matter, particularly with
unmarketable assets, the Code currently contains special realiza-
tion and recognition provisions that are considered not only ration-
ale but desirable on policy grounds in their attempt to deal with
similar problems of lgreventing tax deferral from being converted
into tax exclusion when property or activities are located outside
the geographical limits of the United States. See Isenbergh, supra,
at 1064 (goal of subpart F special realization rules enacted in 1962
was to “restore a measure of neutrality to investment decisions
across national boundaries”). The numerous policy issues raised by
the potential overall operation and impact of the expatriation tax

181 Bittker notes that, because of the very complexities of Federal income tax law, and the fact
that tax Practitioners regularly describe distinctions of the Code as “unjustified” or “inequitable”
or even “absurd,” the courts have been reluctant o intervene on due process grounds because
the tax law is “so full of debatable distinctions that any attempt to police the Code in the name
of substantive due process would lead them from one provision to another in a never-ending
process of judicial review.” 41 Tex Lawyer at 11-12. )
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proposals clearly are substantial and debatable, but any rational
resolution of these policy issues by Congress probably would be be-
yond challenge under the due process clause. See Newark Fire Ins.
Co. v. State Board of Tax Appeals, 307 U.S. 313 (1938)“Wise tax
policy is one thing; constitutional ?rohibition quite another.”).

Contingent interests.—Even if a taxing scheme does not violate
the due process clause on its face, there still may be, in theory, a
question whether the taxing scheme violates due process as applied
in a particular factual setting. See Connolly v. Pension Benefit
Guaranty Corp, 475 U.S. 211, 224 (1986); Concrete Pipe & Prod-
ucts, Inc. v. Construction Laborers Pension Trust, 113 S.Ct. 2264
(1993).162 Such an “as-applied” due process challenge could arise
under the expatriation tax proposals in the case where a bene-
ficiary of a trust who has merely a contingent interest in the trust
is being deemed to have “income” under the proposals—i.e., a cur-
rent tax liability would be imposed based on the present value of
a possible future distribution that the beneficiary may or may not
ever receive. (See Part V.H.2.) In such a case, it may be contended
that it is irrational to say that the beneficiary, at the time of expa-
triation, has any economic gain from the contingent interest, which
under the proposals nevertheless could be deemed to constitute cur-
rent taxable “income” to the expatriate. In such a case, the individ-
ual who wishes to renounce his citizenship may be subjected to the
punitive choice of relinquishing his contingent future interest (as-
suming that is possible) or paying a potentially significant tax on
what could be viewed as “phantom income.” Such an application of
the expatriation proposals could be viewed as irrational and, thus,
a theoretical “taking” in violation of the due process clause. This
argument could arise, even though the deemed sale rule of the pro-
posals may pass constitutional muster when applied to built-in
gains of assets over which the expatriate exercises some dominion
or control.163

In essence, the potential as-applied due process challenge just de-
scribed would amount to a claim that, under certain facts involving
contingent future interests, it is irrational—or simply “despotic,”
see footnote 133 supra—to classify the individual as having re-
ceived “income.” Such a claim would present a somewhat novel
question under the due process clause.14 Since the Macomber deci-

162 As stated in Ways and Means Committee Print entitled Fingneing UMWA Coal Minor “Or-
phan Retiree” Health Benefits, published September 3, 1993 (WMCP: 103-19) at 84:

Bear in mind, however, that a facial-taking analysis . . .asks only whether the challenﬁed gov-
ernment action necessarily must attain the constitutional threshold for a taking in all imag-
inable zpplications. If not, a facial challenge must be rejected, as it was in Connolly. There re-
mains the possibility that in specific circumstances, involving specific companies, an as-applied
taking action may present circumstances that tip the balance more in the plaintiffs favor. How-
ever, to ground a successful regulatory taking claim, such circumstances must consist of more
than a severe economic impact on the as-applied plaintiff.

163 The Treasury Department relies on a “facts-and-circumstances” approach for determining
whether a particular trust interest is so remote or contingent that it S}Eould be disregarded for
gurposes of imposing tax at the time of expatriation. In addition, the Treasury Department re-
ers to provisions that would allow the IRS to defer the payment of tax, stating that “these pro-
visions should be reasonably satisfactory to those very small number of taxpaﬁers who have li-
quidity problems.” See letter from Leslie B. Samuels, Assistant Secretary of the Treasury (Tax
Policy), dated May 2, 1995 (included in Appendix G).

164The question whether & person who receives a mere contingent interest can be deemed to
have taxable “income” is, in a sense, the mirror image of the issue presented in cases where
the Supreme Court held that a person who exercised possession and control over monies (even
though that person had no bona fide legal claim or may be adjudged liable to return its equiva-
lent in the future) nonetheless derives “readily realizable economic value” that may be subject
to tax under the Sixteenth Amendment. See James v. United States, 366 U.5. 213, 219
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sion, the judiciary has consistently bowed to legislative decisions in
defining the term “income.” Bittﬁer, supra, at 1-26.165 Mecreover,
the complexities of valuing contingent future interests would prob-
ably deter most courts from delving too deeply inte the issue of the
reasonableness of deeming an individual to have current economic
gain that has come into fruition in such a case.1¢ Nonetheless, the
as-applied due process challenge that could potentially arise under
the expatriation tax proposals would appear to be distinguishable
from reported decisions such as Eder, supra, where the Second Cir-
cuit upheld the constitutionality of a deemed dividend distribution
to a U.S. shareholder in a factual setting where hardship was
caused because an actual distribution was blocked by Columbian
law. In Eder, the court specifically noted that the taxpayer could
have invested or spent the “blocked” funds in Columbia and, thus,
could have received “economic satisfaction.” 138 F.2d at 28. In con- -
trast, it is difficult to say (at least in some factual settings) that
the beneficiary of a contingent interest in a trust has any “eco-
nomic satisfaction” at the time that tax could be imposed under the
exFatriation tax proposals. Although mathematical precision as to
a liability imposed is not required, cne could argue that, in a par-
ticular factual setting, the economic impact of the expatriation tax
regime constitutes a “taking” because the tax imposed is simply not
proportionate in any reasonable sense to the true economic position
of the taxpayer at the time the tax is imposed. Cf. Connolly v. Pen-
sion Benefit Guaranty Corp., 475 U.S. at 226 (rejecting due process
challenge, in part, because no showing that the retroactive liability
imposed on the employer will be out of proportion to its experience
with the employee pension plan). However, 8. 700 and H.R. 1535
would appear to avoid this potential as-applied constitutional chal-
lenge, because under that bill, an individual could elect to continue
to be treated as a U.S. citizen with respect to his interest in a
trust, and would be subject to U.S. tax in the future only if and
when-—like any other beneficiary under present law—he receives
an actual distribution {(or is entitled to receive such a distribution
by operation of law).167 :

(1961)embezzled funds held to be taxable); Rutkin v. United States, 343 U.S. 130, 137 (1952)tax
on monies received by extortioner was constitutional); North American Oil Consolidated v.
Burnet, 286 U.S. 417 (1932)(monies received under a colorable claim of right are taxable iricome’
in yf)ear of receipt, even though the texpayer may be required to return the monies in a later
year), - .

165 See, e.g., Crane v. Commissioner, 331 U8, 1, 15 (194T)(Court dismissed taxpayer’s claim
that she did not have “income” under the Sixteenth Amendment in the amount claimed by the
Government, even though the equity, or net value, of the property subject to a mortgage that
she inherited and later sold was far less than the taxable gain computed by the Government).

166 An as-applied due process challenge could not be sustained merely because a taxpayer
demonstrates that he or she suffered hardship due to a lack of “mathematical precision” in the
caleuiation of the liability imposed. See Concrete Pipe & Products, Ine. v. Construction Laborers
Pension Trust, 113 8.Ct. 2264 (1998)(Court found no “taking” despite the fact that the liability
imposed by statutory change with respect to past acts amounted to 46 percent of the petitioner's
shareholder equi%y). :

167 Sge Part I1ILD), supre, discussing the election provided for by S. 700 and H.R. 1535, and
Payt V.F, supra, discussing the potential double tax problems that could arise if a person who
will receive dividend or interest income from a U.S. corgoration elects to continue to be treated
for tax fp.urpo'ses as a U.S. citizen. This double tax problem, although potentially harsh under
certain factual settinﬁs, does not appear to rise to the level of a due process violation because
the tax impesed by the U.S., without regard to any other country’s tax, is proportiopate to the
ex%atriate’s current pre-tax economic income. It should also be noted that, under 3. 700 and
H.R. 1535, if a person elects to continue to be treated as a 1.8, citizen with respect to a contin-
%ent interest in a foreign trust, the security requirement of those bills could present a problem
or some beneficiaries who do not have current control over significant assets. Still, it seems

Continued
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Retroactivity —Another potential as-applied due process chal-
lenge to the proposals could arise in the case where an individual
has long ceased being a U.S. citizen by operation of long-standing,
present-law rules but would be treated as a U.S. citizen under the
proposals solely for tax purposes. This could occur under the Ad-
ministration proposal in any case where, even though the individ-
ual performed an expatriating act prier to the effective date of the
proposals (i.e., February 6, 1995) and, under present law, lost his
or her U.S. citizenship as of the date of the expatriating act, such
individual would be retroactively deemed to be a U.S. citizen for
tax purposes simply because the person did not obtain a certificate
of loss of nationality (CLN) from the State Department until after
February 6, 1995.168 (Under the Administration proposal, not only
would such a person be treated as a U.S. citizen for purposes of the
special deemed sale rule that applies upon expatriation, but such
a person would theoretically become retroactively liable for Federal
income taxes during years prior to the issuance of a CLN, even
though, under present law, the person was not a U.S. citizen for
regular tax purposes or any other purpose during those years. (See
Part IV.B for a further discussion of this issue.) Under present law,
a person need not obtain a CLN prior to relinquishment of U.S.
citizenship; the CLN merely documents that the relinquishment of
citizenship has, in fact, occurred. The relinquishment of citizenship
is effective under present law as of the date when the expatriating
act was committed along with the requisite intent (e.g., the person
became naturalized in another country or began service in certain
types of foreign government employment), regardless of if and
when the person subsequently obtains a CLN. (See Part ILB.1
supra.) Thus, the proposal could have the effect of retroactively
deeming a person’s act of expatriation to be ineffective for U.S. tax
purposes merely because the person did not (until after February
6, 1995) satisfy the proposal’s new requirement of obtaining a CLN.

Requiring, on a going-forward basis, a U.S. citizen to obtain a
CLN from the State Department in order for the person to be re-
moved from the jurisdiction of the U.S. tax system—which is the
same as saying that an expatriating act will no longer be self-effec-
tuating and that the requisite intent to relinquish citizenship must
be demonstrated to the State Department as part of a request for
a CLN—would generally not appear to raise due process concerns.
Imposing such a requirement on a prospective basis could be
viewed as a rational rule for establishing a date certain for a U.S.
citizen’s departure from the jurisdiction of the U.S. tax system,

unlikely that a court would consider a security arrangement imposed on a taxpayer to be so
irrational or oppressive as to amount to a “taking” under the Fifth Amendment.

185 Ag notecf earlier, there is some uncertainty as to how the Administration progosa] (as
drafted) would affect an individual who had committed an expatriating act prior to ebruary
6, 1995, but with respect to whom the State Department never issues a CLN. However, to the
extent the State Department eventually does issue a CLN to such an individual (whether upon
the State Department’s own initiative or upon the individual's request) on or after February 8,
1995, the individual would retroactively be deemed to be a U.S. citizen for the period between
the date that he or she performed an expatriating act under present-law rules and the date of
the issuance of the CLN.

A similar issue of retroactivity arises under the Senate Amendment to H.R. B31, 8. 700, and
H.R. 1535, which provide that a person could retroactively be deemed to be a U.8. citizen if,
on or after February 6, 1995 the individual (1} renounces U.S. citizenship before a U.S. consular
officer, (2) furnishes to the State Department a signed statement of voluntary relinquishment
confirming the performance of an expatriating act, (3) is issued by the State Department a CLN,
or (4) has his or her certificate of naturalization cancelled by a U.S. court.
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eliminating some difficult questions of subjective intent.1%% How-
ever, imposing such a rule retroactively is a different matter.
Under the exfpatriation tax proposals, persons who have legally had
the status of non-U.S. citizens for many years (perhaps decades)
could be deemed retroactively to be U.S. citizens for tax purposes
merely because they did not perform, prior to February 6, 1995, a
ministerial act that previously was not mandated by U.S. law as
_a precondition for loss of U.S. citizenship. If the United States gov-
‘ernment were to attempt to impose tax in such a case, this would
be an unprecedented retroactive tax law change that would “reach
back” and pull a non-U.S; citizen into the jurisdiction of the U.s.
tax system (subjecting the person to potential enormous tax liabil-
ity under regular tax rules and the special deemed sale rule). Such
a retroactive application of the expatriation tax would pose serious
constitutional concerns. : : : -
With the exception of criminal laws (which are subject to the
Constitution’s ex post facto clause), Congress generally has the
power to enact retroactive legislation. Nevertheless, there are con-
stitutional limits on the exercise of this general authority. Retro-
active applications of tax law changes have on a number of occa-
sions been uphold by the Supreme Court against challenges that
the retroactivity constituted an unconstitutional “taking” under the
Fifth Amendment.170 Most recently, in United States v. Carlton,
114 8.Ct. 2018 (1994), a unanimous Supreme Court upheld a retro-
active amendment enacted in 1987 to an estate tax provision origi-
nally adopted as part of the Tax Reform Act of 1986.17* e
Cariton decision and other judicial decisions demonstrate, however,
that there are limitations on how far-reaching retroactive tax legis-
lation can be and still survive constitutional challenge. Even if a
tax law change in general satisfies the traditional rational-basis
test applied to economic legislation, any retroactive aspect of tax:
legislation independently must satisfy the rational-basis test by
being shown to not be “arbitrary or irrational.” 114 8.Ct. at 2022.
Justice Blackmun, writing for the Court in Cariton, quoted from-
the earlier Supreme Court decision in Usery v. Turner Elkhorn
Mining Co., 428 U.S. 1, 16 (1976): “The retroactive aspects of legis-
lation, as well as the Frospective aspects must meet the test of due
process, and the justifications for the latter may not suffice for the
former.” In upholding the retroactive tax change in Carlton, Justice
Blackmun stressed the fact that “Congress acted promptly and es-
tablished only a modest period of retroactivity” (i.e., 14 months),
which was consistent with “customary corigressional practice” of

169 8ee Part IV.B supra, for a discussion of the Treasury Department’s rationale for the adopt-
ing a new test for loss of citizenship for tax purposes and the policy issues that could arise if
there is a different legal test for loss of citizenship for tax purposes compared to the legal test
for loss of citizenship for ail other purposes. N

170See CRS Regort for Congress, e Constitutionality of Retroactive Tax Increases: United
States v. Carlton,” #94-508 S (June 20, 1994) .

171The Tax Reform Act of 1986 contained a new provision, Code section 2057, which allowed
an estate to deduct one-half of the proceeds of a sale of stock sold to an employee siock owner-
ship plan (ESOP). Section 2057 did not expressly require that the stock had to have been owned
by a decedent at the time of death, thus, seeming to permit executors of estates to use estate
assets to purchase shares of stock, immediately turn around and sell those shares to an ESOP,
and obtain an estate tax deduction for half the sale proceeds. In Cariton, the executor-of a large
estate purchased about $10.5 million worth of MCI stock in late 1986, sold the same stock two
days later to MCI's ESOP at a loss of about $631,000, but claimed an estate tax deduction of
gg%m:qi?atﬁly $5 miilion under section 2057 (thereby reducing the estate’s tax liability by about

.5 million).

90-981 0 - 95 - 4



88

providing for retroactive effective dates for tax laws “confined to
short and limited periods required by the practicalities of producing
national legislation.” 114 S.Ct. "at 2024. Moreover, Justice
Blackmun noted that Carlton involved a retroactive correction to a
deduction provision that was inadvertently drafted to have broad
consequences not contemplated by Congress (and a revenue cost
over 20 times greater than anticipated the previous year), and Con-
gress acted reasenably in deciding to prevent the revenue loss by
“denying the deduction to those who made purely tax-motivated
stock transfers.” 114 5.Ct. at 2029172

Retroactive application of the expatriation tax proposals would
clearly be distinguishable from the situation in Carlton and other
Supreme Court decisions upholding retroactive tax changes, which
all have involved a “modest period of retroactivity” of about a year
and relatively minor adjustments, such as a tax rate change or a
corrective measure to an existing statutory scheme. As Justice
O’Connor noted in her separate concurring opinion in Carlton, a
tax provision made retroactively effective for more than a year
prior to the legislative session in which the law was originally en-
acted would raise “serious constitutional questions.” 114 S.Ct. at
2026.173 Moreover, Justice O’Connor suggested that even a limited
period of retroactivity would be problematic when the Government
is enacting fundamental tax law changes: “The governmental inter-
est in revising the tax laws must at some point give way to the tax-
payer’s interest in finality and repose. For example, a ‘'wholly new
tax’ cannot be imposed retroactively.” 114 S.Ct. at 2025. See also
Wiggins v. Commissioner, 904 F.2d 311, 314 (5th Cir. 1989) and
cases cited therein) (distinguishing retroactive application of rate
chan%es or corrective measures from retroactive imposition of a
“wholly new tax”). Thus, in contrast to the situation in Carlton, the
expatriation tax proposals could present far more serious constitu-
tional problems }f)ecause the retroactive effects could potentially
reach back for many years and would have the drastic effect of
pulling some persons back into the jurisdiction of the U.S. tax Sys-
tem—a far more significant retroactive change than a mere rate in-
crease or denial of a deduction. The retroactive effects of the pro-
posals would also have the effect of subjecting persons who have
been outside the jurisdiction of the U.S. tax system to the novel
deemed sale rule that would tax otherwise unrealized gains. To use

72 Although the Carlton decision used the traditional rational-basis test rather than a formu-
lation which asked whether the retroactive law was “harsh and oppressive” (as some courts had
done in the past), Justice Blackmun stated that the standards were identical. While some tom-
mentators have read Carifor as, in theory, lowering the threshold for testing the constitutional-
ity of retroactive tax changes by giving little weight to the taxpayer's alleged detrimental reli-
ance on the pre-amendment version of section 2057, other commentators have noted that
Carlton reflects the Supreme Court’s use of a modified balancing approach, more exacting than
that used for prospective aspects of economic legislation, to determine the validityof retreactive
tax changes. See, e.g., Comment, “The Supreme Court—Leading Cases,” 108 Harv. L. Rev. 130,
229 (1994)“Although the Court’s rational basis focus on the legislature prevents the searching
review that could come with an emphasis on the taxpayer’s hardships, the reasoning of Carlton
does produce a somewhat more stringent process of serutiny for retroactive than for prospective
legislation.”); CRS Report for Congress, supra, at 9 (The a proach taken in Cariton “suggests
that while the Court 15 likely to give Congress (or a state egislature) considerable latitude in
its choice of legislative remed’i’es to implement revenue policies, it will still make its own evalua-
tion whether the choice of a retroactive tax increase was reasonable in the light of other possible
legislative alternatives,”)

*73In ancther separate concurring opinion, Justices Scalia and Thomas took the position that
ne tax or economic legislation shoultf be subject to judicial review under the so-called “sub-
stantive due process” standard.
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Justice O’Connor’s words, it is difficult to imagine taxpa ers’ “inter-
est in finality and repose” being any stronger than wit respect to
the fundamental issue of whether or not they are beyond the juris-
diction of the tax system because they have ceased to be a U.S. citi-
zen for all legal purposes.

In determining whether retroactive economic legislation violates
the Fifth Amendment, the Supreme Court has not established a set
formula for identifying an improper “taking,” but has relied instead
on “ad hoe, factual inquiries into the circumstances of each particu-
lar case.” Connolly v. Pension Benefit Guaranty Corp., 475 Us.
211, 224 (1986). Consequently, it is difficult to predict with cer-
tainty which possible fact patterns could lead to a court holding
that retroactive a];})lication of the expatriation tax proposals would
be unconstitutional. However, it is significant that retroactive ap-
plication of tax legislation to noncitizens as provided for by the ex-
patriation tax proposals (regardless of the period of retroactivity or
the amount of revenue involved) would seem to conflict with the ra-
tionale put forth in Carifon for why retroactive imposition of tax
changes does not necessarily infringe upon due process. In Carlion,
Justice Blackmun quoted with approval from the Court’s earlier
holding in Welch v. Henry, 305 U.S. 134, 146-47 (1938), where the
Court stated: :

Taxation is neither a penalty. imposed Qn”iihé taxpayer nor .

a liability which he assumes by contract. It is but a way
of apportioning the cost of government among those who
bear its burdens. Since no citizen enjoys immunity from
that burden, its retroactive imposition does not necessarily
infringe due process. ' '

This rationale highlights the fundamental unfairness of retro-.
actively deeming persons to be U.S. citizens for tax persons—such
persons have not had the benefits of citizenship, nor should they
be apportioned the burdens of the cost of the U.S. Government,
with respect to periods when, in fact, they were not U.S. citizens
by operation of longstanding laws.

3. International human rights issues

The expatriation ‘tax proposals provide special tax rules that;
would come into play when individuals renounce their U.S. citizen-

ship or when certain long-term residents of the United States ter- -

minate their residency. Consequently, some observers have labeled
the proposals as being “exit taxes” and have suggested that the
proposals may conflict with rights to emigrate or expatriate recog-’
nized under international law. This section discusses the implica-
tions of the proposals under principles of international law.”” -
A number of international agreements and statements of inter-

national law 174 recognize the right to emigrate as a fundamental

174The generally recognized sources of international law include: (1) international conven-
tions, whether general or particular, establishing rules expressly recognized by the contesting
states; (2) international custom, as evidence of a general (fractice accepted as law; (3) the gen-
eral principles of law recognized by civilized nations; an (4) judicial decisions and teachings
of the most highly qualified publicists of the various nations. Statute of the International Court

e P
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human right. The most widely recognized statement of the right to
emigrate appears in Article 12 of the International Covenant on
?ivﬂ azsd Political Rights (“International Covenant”), which states
1n part):

2. Everyone shall be free to leave any country, including
his own.

3. The above-mentioned rights shall not be subject to any
restrictions except those which are provided by law, are
hecessary to protect national security, public order (ordre
public), public health or morals or the rights and freedoms
of others, and are consistent with the other rights recog-
nized in the present Covenant.175

In addition, the Universal Declaration of Human Rights (“Uni-
versal Declaration”), adopted by the United Nations General As-
sembly on December 10, 1948, recognizes both a right to physically
leave, so-called “emigration,” and a right to relinquish citizenship,
so-called “expatriation.” Article 13(2) of the Universal Declaration
provides: “Everyone has the right to leave any country, including
his own, and to return to his country.” Article 15(2) of the Univer.
sal Declaration provides: “No one shall be arbitrarily deprived of
his nationality nor denied the right to change his nationality.” 176

The right to emigrate and the right to expatriate are theoreti-
cally distinet.l77 International law provisions and commentary
focus on the right to emigrate (that is, the right to change one’s
residence) and not on the right to expatriate (that is, the right to
change one’s citizenship). Some commentators view the right to ex-
patriate as being “somewhat less well protected” than the right to
emigrate, and some even question whether the right to expatriate
should be considered to be part of customary international law.178
Moreover, the precise binding nature of the various international
declarations and covenants (and their enforceability in particular
settings) is debatable.1”® Nonetheless, what matters most for
present purposes is that the United States officially recognizes both

of Justice art 38, entered into force Oct. 24, 1945, 1977 UN.Y.B, 1190, U.N. Sales No. E.79.1.1
(entered into force for United States, Oct. 24, 1945, 59 Stat. 1031, T.S. No. 993). See also Barist,
et al, “Who May Leave: A Review of Soviet Practice Restricting Emjgration on Grounds of
Knowlegsf of "State Secrets’ in Comparison with Standards of International Law and the Poli-
cies of Other States,” 15 Hofstra L. Rev. 381 (1987).

178 Adopted December 16, 1966, entered into force March 23, 1976, 999 UN.T.S. 171. The
International Covenant was adopted unanimously by the General Assembly. The International
Covenant entered into force after ratification by 35 nations, and as of Janu. 1, 1985, 85 na-
tions had ratified it. President Carter signed the International Covenant an submitted it to
the Senate, but no action was taken at that time. 15 Hofstra L. Rev. at 387 footnote 16, Eventu-
ally, the Senate extended its consent to ratification in 1992,

176 As discussed later on in more detail, it is perhaps more accurate to refer to this right, as
some commentators do, as the “right to a nationality” or the “right of citizenship,” because the
right provides protection in both directions—the right to be free from arbitrary burdens imposed
on a person’s choice o retain or renounce citizenship.

177§owever, in some cases, both rights could be implicated, such as a case where in order
to emigrate to a country, that country requires the person to renounce his citizenship elsewhere.
It is our understanding that several countries, such as Korea, have such a rule.

178 See, e.g., Letter of Professor Hurst Hannum, Tufts University, to Honorable Daniel Patrick
Moynihan (dated March 31, 1995); L. Brownlie, Principles of International Law {4th ed.) 557
(1990). The right to emigrate was incorporated into the Intsrnational Covenant, but the right
0 expatriate was not,

179 As a technical matter, the International Covenant is viewed as an explicit cbligation of the
United States under international law, although subject to certain reservations expressed by the
Senate. In contrast, other documents, such as the Universal Declaration, generaliy are consid-
ered political rather than legal, although in may respects are considered to reflect customary
international law and are often referred to when interpreting treaties.
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the right to emigrate and the right to expatriate. 180 Therefore, the
rights to emigrate and expatriate recognized under international
law are applicable norms against which the expatriation tax pro-
posals must be judged.

Permissible limitations on the rights to emigrate and
expatriate ‘ o o

The rights to emigrate and expatriate are not unqualified
rights.181 The rights protect individuals against arbitrary or unrea-
sonable infringements by governments on the freedom to leave and
return to their country of residence and to retain or renounce their
citizenship. Some restrictions and limitations on these rights are '
recognized as being proper under principles of international law.
However, such restrictions or limitations may not arhbitrarily be im-
posed or be so burdensome as to amount to a de facto denial of the
rights to emigrate or expatriate. o ‘ . T o

Right to emigrate

As a technical matter, it appears that, in the case of an individ-
ual who renounces U.S. citizenship, the expatriation tax proposals
do not implicate the right to emigrate under international law.
This is so because the proposals have no impact on a U.S. citizen
who Jeaves the geographic territory of the United States, either on
a temporary or permanent basis. A U.8. citizen may leave the Unit-
ed States and reside elsewhere for as long as he or she desires (and
can return to the United States whenever he or she wants) and
their status as a U.S. citizen will not be affected by the mere fact
that they have resided elsewhere. Thus, as long as a person contin-
ues to be a U.S. citizen, he or she may come and go at will without
being subject to any of the provisions of the expatriation tax pro-
posalg, 182

In contrast, in the case of certain long-term resident aliens of the
United States, the expatriation tax proposals appear to implicate
the right to emigrate recognized under international law. Under
the Administration proposal, if a person who is not a U.S, citizen
but has lived in the United States for 10 of the last 15 years (8
of the last 15 under S. 700 and H.R. 1535) terminates his status
as a lawful permanent resident (“LPR”) in the United States (or,
under S. 700 and H.R. 1535, begins to be treated as a resident of
another country under a treaty between the United States and that
other country), then the proposals would deem that person to have.

180 Gae “Section 201 of the Tax Corzégliance Act of 1995: Consistency With International
Human Rights Law,” Memorandum of the Department of State, Submitted for the Record by
the Department of the Treasury, Hearing before the Subcommitiee on Overgight, Committee on
Ways and Means, U.S. House of Representatives, March 27, 1995 (hereafter cited as “State
Memo”) (included in Appendix G). v - LR

181 Article 12(3) of the International Covenant specifically recognizes that some restrictions
may'protierly be placed on the right to emigrate; and article 15(2) of the Universal Declaration
defines the right te expatriate as one that cannot be “arbitrarily” restricted.

152 Generally, a person already would be outside the geo%raphic limits of the United States
at the time he or she renounces U.S. citizenship, and, therefore, that person’s right to emigrate
would not directly be implicated by the propésals. During peacetime, U.S. citizens must be out-
side the United States in order to renounce their citizenship. (State Memo at 2) Some observers
have noted, however, that even though it may be technically correct to say that the proposals
do not impose tax on a U.S, citizen’s physical departure from the United States, in effect, the
proposals function as an “exit tax” with respect to U.S. citizens, since virtually all U.S. citizens
\Svho renounce their citizenship do so in conjunction vsith their emigration fr