C. Description of Proposals

1. Clinton Budget proposal

In general

The Clinton Budget proposal to modify the tax treatment of U.S. citizens and residents
who relinquish their citizenship or terminate their residency was transmitted 10 the Congress in
conceptual form in the President’s Fiscal Year 2001 Budget Proposal on February 7, 2000. The
Clinton Budget proposal would replace the present-law income tax rules under the alternative tax
regime with rules that generally would subject to tax U.S. citizens who relinquish their
citizenship and long-term U.S. residents who terminate their residence on the net unrealized gain
in their property as if such property were sold for fair market value on the date of citizenship
relinquishment or residency termination. The new mark-to-market tax on individuals who
relinquish citizenship or terminate residency would apply regardless of the taxpayer’s subjective
motive for citizenship relinquishment or residency termination. The proposal would provide
certain rules and exclusions similar to those provided in the Senate amendment to the Health
Insurance Portability and Accountability Act of 1996.

Individuals covered

The proposal would apply the mark-to-market tax to U.S. citizens who renounce
citizenship and long-term residents who terminate U.S. residency. For this purpose, a long-term
resident is any individual who was a lawful permanent resident of the United Statcs for at least
eight out of the 15 taxable years ending with the year in which the residency termination
oceurs.” ™ An individual’s U.S. residency is considered to be terminated when either the
individual ceases to be a lawful permanent resident™ (i.c., the individual loscs his or her green
card status) or the individual is treated as a resident of another country under a tax treaty (and the
individual does not elect to waive the benefits of such treaty).

Deemed sale of property upon citizenship relinquishment or residency termination

Under the proposal, individuals who relinquish citizenship and long-term residents who
terminate residency generally would be treated as having sold all their property at fair market
value immediately prior to the citizenship relinquishment or residency termination. Gain or loss
from the deemed sale of property would be recognized at that time, generally without regard to
provisions that would otherwise provide nonrccognition ireatment. The net gain, if any, on the
deemed sale would be subject to U.S. tax at such time to the extent it exceeds $600,000 ($1.2
million in the case of married individuals filing a joint return, both of whom relinquish
citizenship or terminate residency).

% In applying this eight-year test, an individual is not considered to be a lawful
permanent resident of the United States for any year in which the individual is taxed as a resident
of another country under a treaty tic-breaker rule.

45 Gee. 7701(b)(6)
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The deemed sale rule of the proposal generally would apply to all property interests held
by the individual on the datc of citizenship relinquishment or residency termination, provided
that the gain on such property interest would be includible in the individual’s gross income if
such property interest were sold {or its fair market value on such date. Special rules would apply
in the case of trust interests. U.S. real property interests, which remain subject to U.S. taxing
Jurisdiction in the hands of nonresident noncitizens, generally are excepted from the proposal.
An exception also would apply to interests in qualified retirement plans and, subject to a limit of
$500,000, interests in certain foreign pension plans as prescribed by regulations. The Secretary
of the Treasury would be authorized to except other property interests as appropriate.

Deferral of payment of tax

Under the proposal, an individual would be permitted to clect to defer payment of the
mark-to-market tax imposed on the deemed sale of the property. Under this election, the mark-
to-market tax atiributable to a particular property, plus interest thereon, would be due when the
property is subsequently disposed. In order to elect deferral of the mark-to-market tax, the
individual would be required to provide adequate security (e.g., a bond) to ensure that the
deferred tax and interest will ultimately be paid.

Date of citizenship relinquishment

Under the proposal, an individual is treated as having relinquished U.S. citizenship on the
date that the individual first notifies a U.S. consular officer of his or her intention to relinquish
U.S. citizenship.

Effect on present-law alternative tax regime

The Clinten Budget proposal would replace the present-law income tax rules under
section 877 with the mark-to-market rules described above. In addition, the proposal would
repcal the special estate and gift tax rulcs under the alternative tax regime that currently apply to
former citizens and former long-term residents. Thus, the special estate tax rule relating to a
former citizen’s or former long-term resident’s estate including stock in certain foreign
corporations would be repealed. In addition, the special gift tax rule for transfers of certain
intangibles of former citizens and former long-term residents also would be repealed.

Treatment of gifts and bequests from a former citizen or former long-term resident

If a former citizen or former long-term resident subsequently makes a gift or bequest to a
U.S. person, the proposal would treat the gifi as taxable gross income to the U.S. recipient,
taxable at the highest marginal tax rates applicable to gifts and bequests (and not the marginal
income tax rates).

Coordination with immigration rules

The proposal would amend the immigration rules that deny reentry into the United States
for individuals who renounce citizenship for tax reasons by removing the rcquirement that the
renunciation of citizenship be tax motivated. In addition, the proposal would coordinate the
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revised immigration rules with the proposal’s tax rules. In this regard, it is understood that the
proposal would deny former citizens reentry into the United States (regardless of their subjective
motive for renouncing citizenship) if the former citizen did not comply with their tax obligations
under the mark-to-market tax proposal. Reentry would be permitted for those individuals who
satisfied their tax obligations, if any, under the tax proposal.

Effective date

The proposal would apply to U.S. citizens who relinquish their citizenship and to long-
term residents who terminate their residency on or after the date of first committee action.

2. House bill (H.R. 3099, H.R. 4880, and S. 2769)

In general

Representatives Rangel and Matsui infroduced H.R. 3099 on October 19, 1999. Similar
bills were introduced on June 26, 2002, by Representatives Rangel and Gephardt (H.R. 4880),
and on July 22, 2002, by Senators Harkin and Stabenow (8. 2769) (unless otherwise indicated,
these bills are collectively referred to as the “House bill”). Like the Clinton Budget proposal, the
House bill generally would subject certain U.S. citizens who relinquish their U.S. citizenship and
certain long-term U.S. residents who terminate their U.S. residence to tax on the net unrealized
gain in their property as if such property were sold for fair market value on the day before the
citizenship relinquishment or residency termination. Gain or loss from the deemed sale would be
recognized at that time without regard to other Code provisions. Any net gain on the deemed
sale would be recognized to the extent it exceeds $600,000 ($1.2 million in the case of married
individuals filing a joint return, both of whom relinquish citizenship or terminate residency).

Individuals covered

The mark-to-market tax would apply to U.S. citizens who relinquish citizenship and long-
term residents who terminate U.S. residency and whose average income tax liability or net worth
exceed specified levels. The income tax liability threshold is met if the individual’s average
annual U.S. Federal income tax liability for the five taxable years ending before the date of the
citizenship relinquishment or residency termination is greater than $100,000 (indexed for
inflation after 1996). The net worth threshold is met if the individual’s nct worth as of the date
of citizenship relinquishment or residency termination is $500,000 or more (indexed for inflation
after 1996). These are the same thresholds as in present-law.”*® Thus, the House bill generally
would apply only to certain former U.S. citizens or long-term residents meeting the specified
thresholds.™’

% The income tax liability and net worth thresholds under section 877(a)(2) for 2003 are
$122,000 and $608,000, respectively. See Rev. Proc. 2002-70. 46 1.R.B. 845.

37 As described above, similar to the House bill, the mark-to-market tax under the
Clinton Budget proposal would apply only to net gain on the dcemed sale in excess of $600,000
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An individual is a long-term resident if he or she was a lawful permanent resident for at
least eight out of the 15 taxable years ending with the year in which the residency termination
occurs. An individual is considered to terminate long-term residency when either the individual
ceases to be a lawful permanent resident (i.c., loses his or her green card status) or the individual
is treated as a resident of another country under a tax treaty and the individual docs not waive the
benefits of the treaty.

Exceptions from the mark-to-market tax are provided in two situations. The first
exception applies to an individual who was born with citizenship both in the United States and in
another country; provided that (1) as of the citizenship relinquishment date the individual
continues to be a citizen of, and is taxed as a resident of, such other country, and (2) the
individual was a resident of the United States for no more than eight out of the 15 taxable years
ending with the year of citizenship relinquishment. The second cxccption applies to a U.S.
citizen who relinquishes U.S. citizenship before reaching age 18%: ; provided that the individual
was a resident of the United States for no more than five taxable years before such
relinquishment.

Deemed sale of property upon citizenship relinquishment or residency termination

The deemed sale rule generally applies to all property interests held by the individual on
the date of citizenship relinquishment or residency termination. Special rules would apply in the
case of trust interests (described below). U.S. real property interests, which remain subject to
U.S. tax in the hands of nonresident noncitizens, generally would be excepted from the mark-to-
market tax. An exception also would apply for interests in qualified retirement plans and,
subject to a limit of $500,000, interests in certain foreign pension plans as prescribed by
regulations.

Deferral of payment of tax

An individual would be permitted to elect to defer payment of the mark-to-market tax
imposed on the deemed sale of the property. Under this election, the mark-to-market tax
attributable to a particular property is due when the property is disposed (or, if the property is
disposcd in whole or in part in a nonrecognition transaction, such other time as the Secretary
may prescribe). The mark-to-market tax attributable to a particular property 1s an amount which
bears the same ratio to the total mark-to-market tax for the year as the gain taken into account
with respect to such property bears to the total gain taken into account under these rules for the
year. The deferral of the mark-to-market tax may not be postponed beyond the individual’s
death.

In order to clect deferral of the mark-to-market tax, the individual would be required to
provide adequate security to ensure that the deferred tax and interest will be paid. A bond in the
amount of the deferred tax and interest would constitute adequate security. Other security
mechanisms would be permitted provided that the individual establishes to the satisfaction of the

($1.2 million in the case of married individuals filing a joint return, both of whom relinquish
citizenship or terminate residency).
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Sccretary that the security is adequate. In the event that the sccurity provided with respect to a
particular property subsequently becomes inadequate and the individual fails to correct the
situation, the deferred tax and the intercst with respect to such property will become due. Asa
further condition to making the election, the individual would be required to consent to the
waiver of any treaty rights that would preclude the collection of the tax.

Interests in trusts

Detailed rules would apply to trust interests held by an individual at the time of
citizenship relinquishment or residency termination. The treatment of trust interests depends on
whether the trust is a qualified trust. A qualified trust is a trust that is organized under and
governed by U.S. law and that is required by its instruments to have at least one U.S. trustee.

Nongualified trusts

If an individual holds an interest in a trust that is not a qualificd trust, a special rule
applies for purposes of determining the amount of the mark-to-market tax due with respect to
such trust interest. The individual’s interest in the trust is treated as a separate trust consisting of
the trust assets allocable to such interest. Such separate trust is treated as having sold its assets
as of the date of citizenship relinquishment or residency termination and having distributed all of
the proceeds to the individual, who then is treated as having recontributed the proceeds to the
trust. The individual is subject to the mark-to-market tax with respcct to any net income or gain
arising from the deemed distribution from the trust.

The election to defer payment is available for the mark-to-market tax attributable to a
nonqualified trust interest. A beneficiary’s interest in a nonqualified trust is determined under all
the facts and circumstances, including the trust instrument, letters of wishes, and historical
patterns of trust distributions.

Qualified trusts

If an individual has an interest in a qualified trust, the amount of unrealized gain allocable
to the individual’s trust interest is calculated at the time of citizenship relinquishment or
residency termination. In determining this amount, all contingencies and discretionary interests
are assumed to be resolved in the individual’s favor (i.e., the individual is allocated the
maximum amount that he could reccive). The mark-to-market tax imposed on such gains would
be collected when the individual receives distributions from the trust, or if earlier, upon the
individual’s death. Interest is charged for the period the tax is deferred.

If an individual has an interest in a qualified trust, the individual is subject to the mark-to-
market tax upon the receipt of distributions from the trust. These distributions also may be
subject to other U.S. income taxes. If a distribution from a qualified trust is made after the
individual relinquishes citizenship or terminates residency, the mark-to-market tax is imposed in
an amount equal to the amount of the distribution multiplied by the highest tax rate gencrally
applicable to trusts and estates, but in no event will the tax imposed excced the deferred tax
amount with respect to the trust interest. For this purpose, the deferred tax amount would be
equal to (1) the tax calculated with respect to the unrealized gain allocable to the trust interest at
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the time of citizenship relinquishment or residency termination, (2} increased by interest thereon,
and (3) reduced by any mark-to-market tax imposed on prior trust distributions to the individual.

Mark-to-market taxes become due if the trust ceases to be a qualified trust, the individual
disposes of his qualified trust interest, or if the individual dies. In such cases, the amount of
mark-to-market tax would be equal to the lesser of (1) the tax calculated under the rules for
nonqualified trust intcrests as of such date, or (2) the deferred tax amount with respect to the trust
interest as of such date.

The tax that is imposed on distributions from a qualified trust generally is deducted and
withheld by the trustees. If the individual does not agree to waive treaty rights that would
preclude collection of the tax, the tax with respect to such distributions is imposed on the trust,
the trustee is personally liable for the tax, and any other beneficiary has a right of contribution
against such individual with respect to the tax. Similar rules apply when the qualified trust
interest is disposed, the trust ceases to be a qualified trust, or the individual dies.

Date of citizenship relinquishment

An individual is treated as having rclinquished U.S. citizenship on the date that the
individual first makes known to the UJ.S. government or consular officer his intention to
relinquish U.S. citizenship. Thus, a U.S. citizen who relinquishes citizenship by formally
renouncing his nationality before a diplomatic or consular officer of the United States is trcated
as having relinquished citizenship on that date; provided that the renunciation is later confirmed
by the issuance of a CLN.

A UJ.S. citizen who furnishes to the Department of State a signed statement of voluntary
relinquishment of U.S. nationality confirming the performance of an expatriating act with the
requisite interest to relinquish his citizenship is treated as having relinquished his or her
citizenship on the date the statement is furnished (regardless of when the expatriating act was
performed); provided that the voluntary relinquishment is later confirmed by the issuance of a
CLN. If ncither of these circumstances exist, the individual is treated as having relinquishcd
citizenship on the date a CLN is issued or a certificate of naturalization is canceled by a court.
The date of citizenship relinquishment would apply for all purposes under the bill.

Effect on present-law alternative tax regime

There are no special coordination rules with the present-law alternative tax regime (c.g.,
section 877). Thus, it is unclear how the bill would interact with the present-law alternative tax
regime, and, if they both apply, how potential double taxation would be addressed.

Treatment of gifts and bequests from a former citizen or former long-term resident

Any U.S. citizen or resident who receives a gift or bequest at the time the transferor was a
former citizen or former long-term resident is subject to transfer tax on the value of the gift or
bequest. Thus, the tax would be imposed on the recipient, but only to the extent that the gift or
bequest during the year exceeds the gift tax annual exclusion. The tax would not apply to
property that is shown on a timely filed gift tax return and that is a taxable gift by the former
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citizen or former long-term resident, or property that is shown on a timely filed estate tax return
of the former citizen or former long-tcrm resident. Applicable gifts or bequests that are made in
trust would be treated as made to the beneficiaries of the trust in proportion to their respective
interests in the trust. The tax imposed on any such gifts or bequests would be reduced by the
amount of any foreign gift or cstate taxes paid with respect to such gifts or bequests.

Coordination with immigration rules

There are no special rules that would coordinate the mark-to-market tax rules with the
special immigration rules enacted in 1996 for tax-motivated expatriates.

Effective date

The Rangcl-Matsui bill (H.R. 3099) and the Rangel-Gephardt bill (H.R. 4880} generally
would be effective for U.S. citizens who relinquish citizenship or long-term residents who
terminate their residency on or after the date of action by the House Ways and Means
Committee. The Harkin-Stabenow bill (S.2769) generally would be effective for U.S. citizens
who relinquish their citizenship or long-term residents who terminate their residency on or after
the date of action by the Senate Finance Committee.

The provisions of the Rangel-Matsui bill (H.R. 3099) and the Rangel-Gephardt bill (H.R.
4880) relating to gifts and bequests would be effective for gifts and bequests received from
former citizens and former long-term residents on or after the date of action by the House Ways
and Means Committee on this bill, regardless of when the transferor relinquished citizenship or
terminated residency. The provisions of the Harkin-Stabenow bill (S. 2769) rclating to gifts and
bequests would be effective for gifts and bequests received from former citizens and former
long-term residents on or after the date of action by Senate Finance Committee on this bill,
regardlcss of when the transferor relinquished citizenship or terminated residency.

3. Senate amendment (H.R. 5063)

In general

The Senatc passed a bill as an amendment to H.R. 5063 on October 3, 2002 (“the Senate
amendment™). Like the Clinton Budget proposal and the House bill, the Senate amendment
generally subjects certain U.S. citizens who relinquish their citizenship and certain long-term
U.S. residents who terminate their residence to tax on the net unrealized gain in their property as
if such property were sold for fair market value on the day before the citizenship relinquishment
or residency termination. Gain from the decemed sale is taken into account at that time without
regard to other Code provisions; any loss from the deemed sale generally would be taken into
account to the extent otherwise provided in the Code. Any net gain on the deemed sale is
recognized to the extent it exceeds $600,000 ($1.2 million in the case of married individuals
filing a joint return, both of whom relinquish citizenship or terminate residency). The $600,000
amount is increased by a cost of living adjustment factor for calendar years after 2002.
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Individuals covered

The mark-to-market tax applies to U.S. citizens who relinquish citizenship and long-tcrm
residents who terminate U.S. residency. An individual is a long-term resident if he or she was a
lawful permanent rcsident for at least 8 out of the 15 taxable years ending with the year in which
the residency termination occurs. An individual is considered to terminate long-term residency
when either the individual ceases to be a lawful permanent resident (i.e., loses his or her green
card status), or the individual is treated as a resident of another country under a tax treaty and the
individual does not waive the benefits of the treaty.

Exceptions from the mark-to-market tax are provided in two situations. The first
exception applics to an individual who was born with citizenship both in the United States and in
another country; provided that (1) as of the citizenship relinquishment date the individual
continues to be a citizen of, and is taxed as a resident of, such other country, and (2) the
individual was not a resident of the United States for the S taxable years ending with the year of
citizenship relinquishment. The second exception applies to a U.S. citizen who relinquishes U.S.
citizenship before reaching age 18 ', provided that the individual was a resident of the United
States for no more than 5 taxable years before such relinquishment.

Election to be treated as a U.S. citizen

An individual is permitted to make an irrevocable election to continue to be taxed as a
U.S. citizen with respect to all property that otherwise is covered by the expatriation tax. This
election is an “all or nothing” election; an individual is not permitted to elect this treatment for
some property but not for other property. The election, if made, applies to all property that
would be subject to the expatriation tax and to any property the basis of which is determined by
reference to such property. Under this election, the individual would continue to pay U.S.
income taxes at the rates applicable to U.S. citizens following citizenship relinquishment or
residency termination on any income generated by the property and on any gain realized on the
disposition of the property. In addition, the property would continue to be subject to U.S. gift,
estate, and generation-skipping transfer taxes. In order to make this election, the individual is
required to waive any treaty rights that would preclude the collection of the tax.

The individual also would be required to provide security to ensure payment of the tax
under this election in such form, manncr, and amount as the Secretary of the Treasury requires.
The amount of mark-to-market tax that would have been owed but for this election (including
any interest, penalties, and certain other items) shall be a lien in favor of the United States on all
U.S.-situs property owned by the individual. This lien arises on the citizenship relinquishment or
residency termination date and continues until the tax liability is satisfied, the tax Jiability has
become unenforceable by rcason of lapse of time, or the Secretary is satisfied that no further tax
liability may arise by reason of this provision.548

% The rules of section 6324A(d)(1), (3), and (4) (relating to liens arising in connection
with the deferral of estate tax under section 6166) apply to liens arising under this provision.
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Date of citizenship relinquishment

An individual is treated as having relinquished U.S. citizenship on the earliest of four
possible dates: (1) the date that the individual renounces U.S. nationality before a diplomatic or
consular officer of the United States (provided that the voluntary relinquishment is later
confirmed by the issuance of a certificate of loss of nationality); (2) the date that the individual
furnishes to the Department of State a signed statement of voluntary relinquishment of U.S.
nationality confirming the performance of an expatriating act (again, provided that the voluntary
relinquishment is later confirmed by the issuance of a certificate of loss of nationality); (3) the
date that the Department of State issues a certificate of loss of nationality; or (4) the date thata
U.S. court cancels a naturalized citizen’s certificate of naturalization.

Decmed sale of property upon citizenship relinguishment or residency termination

The deemed sale rule generally applics to all property interests held by the individual on
the date of citizenship relinquishment or residency termination. Special rules apply in the case of
trust interests, as described below. U.S. real property interests, which remain subject to U.S. tax
in the hands of nonresident noncitizens, generally are excepted from the bill. Regulatory
authority is granted to the Secretary of the Treasury to except other types of property from the
bill.

An individual who is subject to the mark-to-market tax is required to pay a tentative tax
equal to the amount of tax that would be due for a hypothetical short tax year ending on the date
the individual relinquished citizenship or terminated residency. Thus, the tentative tax is based
on all income, gain, deductions, loss, and credits of the individual for the year through such date,
including amounts realized from the deemed salc of property. The tentative tax is due on the
90th day after the date of citizenship relinquishment or residency termination.

Retirement plans and similar arrangements

Subject to certain exceptions, the Senate amendment applies to all property interests held
by the individual at the time of citizenship relinquishment or residency termination.
Accordingly, such property includes an interest in an employer-sponsored retirement plan or
deferred compensation arrangement as well as an interest in an individual retirement account or
annuity (i.e., an IRA).>* However, the provision contains a special rule for an interest in a
“qualified retircment plan.” For purposes of the provision, a “qualified retirement plan™ includes

an employer-sponsored qualified plan, 530 3 qualified annuity, > a tax-sheltered annuity, *2an

9 Application of the provision is not limited to an interest that mects the definition of
property under section 83 (relating to property transferred in connection with the performance of
services).

30 Gec. 401(a).
3 Sec. 403(a).

352 Sec. 403(b).

187



eligible deferred compensation plan of a governmental employer, >> or an IRA. *** The special
retirement plan rule applies also, to the extent provided in regulations, to any foreign plan or
similar retirement arrangement or program. An interest in a trust that is part of a qualificd
retirement plan or other arrangement that is subject to the special retirement plan rule is not
subject to the rules for interests in trusts (discussed below).

Under the special rule, an amount cqual to the present value of the individual’s vested,
accrued benefit under a qualified retirement plan is treated as having been received by the
individual as a distribution under the plan on the day before the individual’s citizenship
relinquishment or residency termination. It is not intended that the plan would be deemed to
have made a distribution for purposes of the tax-favored status of the plan, such as whether a
plan may permit distributions before a participant has scvered cmmployment. In the case of any
later distribution to the individual from the plan, the amount otherwise includible in the
individual’s income as a result of the distribution is reduced to reflect the amount previously
included in income under the special retirement plan rule. The amount of the reduction applied
to a distribution is (1) the excess of the amount included in income under the special retirement
plan rute over (2) the total reductions applied to any prior distributions. However, under the
provision, the retirement plan, and any person acting on the plan’s behalf, will treat any later
distribution in the same manner as the distribution would be treated without regard to the special
retirement plan rule.

The Department of Treasury would be expected to provide guidance for determining the
present value of an individual’s vested, accrued benefit under a qualified retirement plan, such as
the individual’s account balance in the case of a defined contribution plan or an IRA, or present
value determined under the qualified joint and survivor annuity rules applicable to a defined
benefit plan.>*

Deferral of pavment of tax

An individual is permitied to elect to defer payment of the mark-to-market tax imposed
on the deemed sale of the property. Interest is charged for the period the tax is deferred at a rate
2 percentage points higher than the rate normally applicable to individual underpayments. Under
this election, the mark-to-market tax attributable to a particular property is due when the property
is disposed of (or, if the property is disposed of in whole or in part in a nonrecognition
transaction, at such other time as the Sccretary of the Treasury may prescribe). The mark-to-
market tax attributable to a particular property is an amount which bears the same ratio to the
total mark-to-market tax for the year as the gain taken into account with respect to such property
bears to the total gain taken into account under these rules for the year. The deferral of the mark-
to-market tax may not be extended beyond the individual’s death.

353 Sec. 457(b).
53 gec. 408.

% Qec. 417(e).
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In order 1o elect deferral of the mark-to-market tax, the individual is required to provide
adequate security to the Secretary of the Treasury to ensure that the deferred tax and interest will
be paid. Other security mechanisms are permitted provided that the individual establishes to the
satisfaction of the Secretary of the Treasury that the security is adequate. In the event that the
security provided with respect to a particular property subsequently becomes inadequate and the
individual fails to correct the situation, the deferred tax and the interest with respect to such
property will become due. As a further condition to making the election, the individual is
required to consent to the waiver of any treaty rights that would preclude the collection of the
tax.

The deferred amount (including any interest, penalties, and certain other items) shall be a
lien in faver of the United States on all U.S.-situs property owned by the individual. This lien
shall arise on the citizenship relinquishment or residency termination datc and shall continue
until the tax liability is satisfied, the tax lability has become unenforceable by reason of lapse of
time, or the Secretary of the Treasury is satisfied that no further tax liability may arise by reason
of this provision.556

Interests in trusts

Detailed rules apply to trust intercsts held by an individual at the time of citizenship
relinquishment or residency termination. The treatment of trust interests depends on whether the
trust is a qualified trust. A trust is a qualified trust if a court within the United States is able to
exercise primary supervision over the administration of the trust and one or more U.S. persons
have the authority to control all substantial decisions of the trust.

Constructive ownership rules apply to a trust beneficiary that is a corporation,
partnership, trust, or estate. In such cases, the sharcholders, partners, or beneficiaries of the
entity are deemed to be the dircct beneficiaries of the trust for purposes of applying these
provisions. In addition, an individual who holds (or who is treated as holding) a trust instrument
at the time of citizenship relinquishment or residency termination is required to disclose on his or
her tax return the methodology used to determine his or her interest in the trust, and whether such
individual knows (or has reason to know) that any other beneficiary of the trust uses a different
method.

Nongualified trusts

If an individual holds an interest in a trust that is not a qualified trust, a special rule
applies for purposes of determining the amount of the mark-to-market tax due with respect to
such trust interest. The individual’s interest in the trust is treated as a separate trust consisting of
the trust assets allocablc to such interest. Such separate trust is treated as having sold its net
assets as of the date of citizenship relinquishment or residency termination and having
distributed the assets to the individual, who then is treated as having recontributed the assets to

3% The rules of section 6324A(d)(1), (3), and (4) (relating to liens arising in connection
with the deferral of estate tax under section 6166) apply to liens arising under this provision.
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the trust. The individual is subject to the mark-to-market tax with respect to any net income or
gain arising from the deemed distribution from the trust.

The election to defer payment is available for the mark-to-market tax attributable to a
nonqualified trust interest. Interest is charged for the period the tax is deferred at a rate two
percentage points higher than the rate normally applicable to individual underpayments. A
beneficiary’s interest in a nonqualified trust is determined under all the facts and circumstances,
including the trust instrument, letters of wishes, and historical patterns of trust distributions.

Qualified trusts

If an individual has an interest in a qualified trust, the amount of unrealized gain allocable
to the individual’s trust interest is calculated at the time of citizenship relinquishment or
residency termination. In determining this amount, all contingencies and discretionary intcrests
are assumed to be resolved in the individual’s favor (i.e., the individual is allocated the
maximum amount that he or she could receive). The mark-to-market tax imposed on such gains
is collected when the individual receives distributions from the trust, or if earlier, upon the
individual’s death. Interest is charged for the period the tax is deferred at a rate 2 percentage
points higher than the rate normally applicable to individual underpayments.

If an individual has an interest in a qualified trust, the individual is subject to the mark-to-
market tax upon the receipt of distributions from the trust. These distributions also may be
subject to other U.S. income taxes. If a distribution from a qualified trust is made after the
individual relinquishes citizenship or terminates residency, the mark-to-market tax is imposed in
an amount equal to the amount of the distribution multiplied by the highest tax rate generally
applicable to trusts and estates, but in no event will the tax imposed exceed the deferred tax
amount with respect to the trust interest. For this purpose, the deferred tax amount is equal to (1)
the tax calculated with respect to the unrealized gain allocable to the trust interest at the time of
citizenship relinquishment or residency termination, (2) increased by interest thereon, and (3)
reduced by any mark-to-market tax imposed on prior trust distributions to the individual.

If any individual’s interest in a trust is vested as of the citizenship relinquishment or
residency termination date (e.g., if the individual’s interest in the trust is non-contingent and non-
discretionary), the gain allocable to the individual’s trust interest is determined based on the trust
assets allocable to his or her trust interest. If the individual’s interest in the trust is not vested as
of the citizenship relinquishment or residency termination date (e.g., if the individual’s trust
interest is a contingent or discretionary interest), the gain allocable to his or her trust interest is
determined based on all of the trust assets that could be allocable to his or her trust interest,
determined by resolving all contingencies and discretionary powers in the individual’s favor. In
the case in which more than one trust beneficiary is subject to the expatriation tax with respect to
trust interests that are not vested, the rules arc intended to apply so that the same unrealized gain
with respect to assets in the trust is not taxed to both individuals.

Mark-to-market taxes become due if the trust ceases to be a qualified trust, the individual

disposes of his or her qualified trust interest, or the individual dies. In such cascs, the amount of
mark-to-market tax equals the lesser of (1) the tax calculated under the rules for nonqualified
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trust interests as of the date of the triggering event, or (2) the deferred tax amount with respect to
the trust interest as of date.

The tax that is imposed on distributions from a qualified trust generally is deducted and
withheld by the trustees. If the individual does not agree to waive treaty rights that would
preclude collection of the tax, the tax with respect to such distributions is imposed on the trust,
the trustee is personally liable for the tax, and any other beneficiary has a right of contribution
against such individual with respect to the tax. Similar rules apply when the qualificd trust
interest is disposed of, the trust ceases to be a qualified trust, or the individual dies.

Coordination with present-law alternative tax regime

The expatriation income tax rules under section 877, and the expatriation estate and gift
tax rules under sections 2107 and 2501(a)(3) (described above), do not apply to a former citizen
ot former long-term resident whose citizenship relinquishment or residency termination occurs
on or after September 12, 2002.

Treatment of gifts and inheritances from a former citizen or former long-term resident

The exclusion from income for the value of property acquired by gift or inheritance®’
does not apply to the value of any property received by gift or inheritance from a former citizen
or former long-term resident (i.¢., an individual who relinquished U.S. citizenship or terminated
U.S. residency), subject to the exceptions described above relating to certain dual citizens and
minors. Accordingly, a U.S. taxpayer who receives a gift or inheritance from such an individual
is required to include the value of such gift or inheritance in gross income and is subject to U.S.
tax on such amount. Having included the value of the property in income, the recipient would
then take a basis in the property equal to that value. The tax does not apply to property that is
shown on a timely filed gift tax return and that is a taxable gift by the former citizen or former
long-term resident, or property that is shown on a timely filed estate tax rcturn and included in
the gross U.S. estate of the former citizen or former long-term resident (regardless of whether the
tax liability shown on such a return is reduced by credits, deductions, or exclusions available
under the estate and gift tax rules). In addition, the tax does not apply to property in cases in
which no estate or gift tax return is required to be filed, where no such return would have been
required to be filed if the former citizen or former long-term resident had not relinquished
citizenship or terminated residency, as the case may be. Applicable gifts or bequests that are
made in trust are treated as made to the beneficiaries of the trust in proportion to their respective
interests in the trust,

Information reporting

The bill provides that certain information reporting requircments under present law™*®

applicable to former citizens and former long-term residents also apply for purposcs of the bill.

557 Sec. 102.

538 Gec. 6039G.
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Immigration rules

The immigration rules that deny tax-motivated expatriates reentry into the United States
would be modified to remove the requirement that the citizenship relinquishment be tax
motivated, and instead denies former citizens reentry into the United States if the individual is
determined not to be in compliance with his or her tax obligations (regardless of the subjective
motive for expatriating). For this purpose, the amendment permits the IRS to disclose certain
items of return information of an individual, upon written request of thc Attomey General or his
delegate, as is necessary for making a determination under section 212(a)(10)(E) of the
Immigration and Nationality Act. Specifically, the amendment would permit the IRS to disclose
10 the agency administering section 212(a)(10)(E) whether such taxpayer is in compliance with
section 877A and identify the items of noncompliance. Recordkeeping requirements, safeguards,
and civil and criminal penalties for unauthorized disclosure or inspection would apply to return
information disclosed under this provision.

Effective date

The Senate amendment generally is effective for U.S. citizens who relinquish their
citizenship or long-term residents who terminate their residency on or after September 12, 2002.
The provisions of the bill relating to gifts and inheritances are effective for gifts and inheritances
received from former citizens and former long-tcrm residents on or after September 12, 2002,
whose citizenship relinquishment or residency termination occurs on or after such date. The
provisions of the bill relating to former citizens under U.S. immigration laws are effective on or
after the date of enactment.

4. AICPA proposals

The American Institute of Certified Public Accountants (“*AICPA™) submitted comments
in March 2002 concerning the 1999 Rangel-Matsui bill (H.R. 3099) and the Clinton
Administration Fiscal Year 2001 budget proposal. The comments rclated to the application of
the mark-to-market rules, the rules relating to gifts and bequests from former citizens and former
residents, and the application of the special immigration rules to former citizens.

Mark-to-market rules

The AICPA proposed several changes to prior mark-to-market proposals, including:

(1) increasing the dollar threshold for excluding deemed gains of former citizens or
former residents from the mark-to-market regime (the dollar threshold in several
of the prior bills is $600,000 for 2002), or alternatively, correlating the gain
exclusion amount to a benchmark, such as twice the amount of the unified credit
under section 2010(c) for estate and gift tax purposes;

(2)  providing basis adjustments to fair market value for all assets upon
commencement of U.S. tax residency;
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(3)

4

&)

(6)

(7)

®

)

(10)

identifying other acceptable security arrangements under an election 1o defer
payment of the mark-to-market tax, including letters of credit from a U.5.
financial institution or a withholding arrangement with a U.S. brokerage firm;,

allowing alternative valuation dates for assets that may decline in value, or
allowing a refund for stock that does not generate its anticipated valuc upon
exercise of a stock option;

exempting restricted property {e.g., stock options that have not vested) from the
mark-to-market rules, or allowing a refund for property that does not vest (or
vests at a lower value than that used for purposes of the mark-to-market tax);

providing an exemption amount for foreign pension plans at twice the unified
credit amount under section 2010(c);

excluding assets that remain subject to tax from the mark-to-market rules, such as
deferred compensation items such as stock options, non-qualified deferred
compensation arrangements, and pension plan asscts that are subject to U.S.
withholding taxes;

limiting the application of the mark-to-market rules to trust assets over which the
beneficiary has control (with the resulting exemption from the rules for certain
bencficial interests in U.S. non-grantor trusts);

lengthening the long-term residency requircment to apply to individuals who have
held a green card for 15 of the last 20 years (compared to 8 out of the last 15 ycars
as under present law); and

clarifying that the mark-to-market rules would apply only to individuals who
relinquish citizenship or terminate residency after the cffective date of the
legislation.

Treatment of gifts and bequests from former citizens and former residents

The AICPA proposed scveral changes to prior proposals that would tax recipients of gifts
and inheritances from former citizens and former residents subject to the mark-to-market rules,

including:

(1

@

)

providing a credit against the tax for mark-to-market taxes previously paid by the
former citizen or former resident;

limiting application of the recipicnt tax to gifts and bequests received from former
citizens and former residents to which the mark-to-market rules apply (thus, not
applying the recipient tax to those individuals who are excluded {rom or othcrwisc
carved out of the mark-to-market rules);

coordinating the annual exclusion for gifis and bequests to provide for annual
inflation adjustments (consistent with section 2503(b)(2));
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(4)  applying the recipient tax only with respect to gifts and bequests from individuals
who expatriate or terminate residency after the date of enactment of the mark-to-
market rules.

Finally, the AICPA proposcd that if new changes to the immigration rules are enacted
(e.g., coordination of those rules with the mark-to-market tax rules), then the original
immigration rules should be repealed, and the new immigration rules should apply only
prospectively.
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