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Introduction

With the passage of the Heroes Earnings Assistance and Relief Tax Act of 2008 (the
“HEART Act”) on June 17, 2008, individuals who were planning to give up their US citizenship,
as well as long-term US residents who were planning to give up their green cards or claim treaty
benefits as a resident of a foreign country, have to rethink those plans and quickly consult with
their tax advisors. This act was designed to provide tax relief for US soldiers, but in order to pay
for such relief, Congress imposed a new “exit tax” on Americans seeking to revoke their US
citizenship.

The United States taxes its citizens on their worldwide income. The only way US citizens
can legally avoid paying US taxes is to expatriate. Under the old expatriation regime, expatriates
continued to be subject to US taxation on an expanded class of US-source income for 10 years
after the date of their expatriation. With careful planning, however, it was usually easy to avoid
taxation during the 10-year period, unless you died.

Now, rather than being subject to a 10-year alternative income tax regime on US-source
income and income effectively connected with a US trade or business, after which expatriates
would be virtually free from US taxation on built-in gains that they successfully postponed
triggering, such taxation cannot be avoided, and, worse yet, is imposed immediately. There is no
“tax-avoidance” motive requirement; anyone expatriating from the United States for any reason
is potentially subject to the tax. The taxpayer so snared is subject to an immediate tax on a
deemed sale of all his or her worldwide assets as of the day immediately prior to the date of
expatriation. The old regime has been entirely repealed and replaced with this new “exit tax”
regime for taxpayers who expatriate on or after June 17, 2008.

* Ellen S. Brody is of Counsel at Roberts & Holland LLP and may be contacted by email at:
ebrody@rhtax.com.

Jason K. Binder is an Associate of Roberts & Holland LLP and may be contacted by email
at: jbinder@rhtax.com.

Earlier versions of this article appeared in the Tax Planning International Review (2008) Vol.
35, No. 12, p. 19- and the Canadian Tax Journal / Revue Fiscale Canadienne (2008) Vol. 56,
No. 2, 559-70.
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The philosophy behind the new regime is unquestionably logical — to tax expatriates on
the unrealised appreciation of their property that accrued while they were US persons. For those
contemplating leaving the US, while there are several advantages in the rules implementing the
new regime, there are also certain disadvantages. This new system is infinitely simpler, but the
ability to avoid tax merely by remaining alive and delaying sales of appreciated assets for more
than 10 years no longer exists. The old regime, however, limited the time that an expatriate could
spend in the United States during the 10-year period after expatriation to 30 days or less each
year; any stays beyond this limit caused the expatriate to be treated anew as a citizen or a long-
term resident. The new rules have removed this restriction and instead rely on the general
“substantial presence test”* to render an expatriate a US resident again for federal tax purposes.

Back in January 2009, an IRS official stated that additional guidance under these new
rules was expected soon thereafter, including a notice “that was pretty far along."? But at an
international update at the Employee Benefits session of the American Bar Association Section
of Taxation meeting in Washington in early May 2009, another IRS official admitted that it was
taking longer than expected to release this new guidance.® Rather than wait, the IRS instead
decided to issue the forms that need to be filed by individuals who expatiated after June 16,
2008. The first form is Form W-8CE, Notice of Expatriation and Waiver of Treaty Benefits,
which must be filed within 30 days of the latter of the date of expatriation or the date of
availability of Form W-8CE, for each "specified tax deferred account,” "item of deferred
compensation,” or "interest in a nongrantor trust” (each of which is described further below).
Form W-8CE is filed with each payer of the foregoing types of income.

The second newly released form is the substantially revised Form 8854, Expatriation
Information Statement, which must be filed by the due date of the expatriate’s income tax return
including extensions.

Who is subject to the new regime?

The new regime is applicable to individuals referred to in the Code as “covered
expatriates.” A covered expatriate is any US citizen who relinquishes citizenship or any long-
term resident who terminates US residency, if such individual: (1) has an average annual net
income tax liability for the five years immediately preceding the date of expatriation that exceeds
$145,000* (“the net income tax liability requirement”); (2) has a net worth of $2 million or more
on the date of expatriation (“the net worth requirement”); or (3) fails to certify under penalties of
perjury that he or she has complied with all US federal tax obligations for the preceding five
years or has provided such other evidence of such compliance as the Secretary® may require.
This certification is generally done on the Form 8854.

A US citizen is treated as having relinquished US citizenship on the earliest of four
possible dates: (1) the date on which the individual renounces US nationality before a diplomatic
or consular officer of the United States;® (2) the date on which the individual furnishes to the
State Department a signed statement of voluntary relinquishment of US nationality confirming
the performance of an expatriating act;’ (3) the date on which the State Department issues a
certificate of loss of nationality; or (4) the date on which a US court cancels a naturalized
citizen’s certificate of naturalization. The date on which the individual relinquishes citizenship is
the “expatriation date.”

An individual who has held a green card for any portion of eight of the preceding fifteen
taxable years is considered to terminate long-term US residency when the individual ceases to be
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a lawful permanent resident of the United States. Such individual ceases to be a lawful
permanent resident of the US by either: 1) losing green card status through revocation or
administrative or judicial determination of abandonment of such status, or 2) commencing to be
treated as a resident of a foreign country under a tax treaty between the United States and such
foreign country, not waiving the benefits of the treaty applicable to residents of the foreign
country, and notifying the Secretary of the commencement of such treatment. The date on which
long-term residency is terminated is the “expatriation date.”

The old rule that provides that an individual continues to be taxed as a US citizen or long-
term resident for US tax purposes until he or she filed former Form 8854, Initial and Annual
Expatriation Information Statement, has been repealed although a revised Form 8854 must be
filed. According to the instructions for the new 2008 Form 8854, anyone who expatriated after
June 16, 2008, and before January 1, 2009, should file such form by the due date (including
extensions) of the covered expatriate's income tax return for 2008.° As was previously the case,
Form 8854 is attached by the filing expatriate to a Form 1040 or Form 1040NR for the same
year, unless the expatriate was not otherwise required to file a U.S. tax return. The new Form
8854 is filed by both those who expatriated after June 3, 2004, and before June 17, 2008, as well
as those who expatriated after June 16, 2008. In the former case, only the General Information
section and Part A need to be completed. In the latter case, the General Information section and
Part B must be completed, as well as Schedules A and B of Part A.

The new regime does provide two exceptions to exclude citizens who would otherwise be
considered “covered expatriates” because they satisfy either the net income tax liability
requirement or the net worth requirement. The first exception applies to an individual who was
born with citizenship both in the United States and in another country but only if: (1) as of the
expatriation date, the individual continues to be a citizen of, and is taxed as a resident of, the
other country, and (2) the individual has been a resident of the United States for not more than
10 taxable years during the I5-year period ending with the taxable year of expatriation. The
second exception applies to a US citizen who relinquishes US citizenship before reaching age 18
and a half, but only if the individual was a resident of the United States for not more than 10
taxable years before such relinquishment. This is much more lenient than the standards in the old
regime for these two exceptions, which required that: (1) the individual not be present in the
United States for more than 30 days in any calendar year that was one of the 10 calendar years
preceding the expatriation date, and (2) for the dual-resident exception, the individual had never
been a US resident.

The mark-to-market tax of section 877A(a)

Covered expatriates are now subject to the mark-to-market tax, which is an income tax on
the net unrealised gain on their worldwide property as if the property had been sold for its fair
market value on the day immediately prior to the expatriation date.

Gain from the deemed sale is taken into account currently, without regard to other Code
provisions. Any loss from the deemed sale generally is taken into account to the extent otherwise
provided in the Code. Any net gain on the deemed sale is recognised to the extent that it exceeds
$600,000 (the "exclusion amount"), which is increased by a cost-of-living adjustment factor each
year. The exclusion amount was coordinated with the estate tax exemption to help render an
individual’s decision to relinquish citizenship (or terminate residency) tax-neutral. Certain items
— deferred compensation items, specified tax-deferred accounts, and interests in non-grantor
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trusts — are not subject to the mark-to-market tax, but rather are covered under other rules, as
explained further below. If the total gain from the deemed sale of all properties for which a gain
results (“'gain properties™) exceeds the exclusion amount, covered expatriates are required to
allocate on a pro rata basis the exclusion amount among the gain properties. The 2008
Instructions to Form 8854, page 7, provide an example of how to allocate any deemed gain
above the exclusion amount.

A covered expatriate may elect to defer payment of the mark-to-market tax imposed on
the deemed sale, an option that is especially helpful to those who are not actually selling any
assets and may not otherwise have the cash to pay the tax bill.? The election to defer is
irrevocable and is made on a property-by-property basis. If the election is made with respect to a
particular property, the deferred tax attributable to such property is due when the return is due for
the taxable year in which the property is eventually disposed of or, if the property is disposed of
in a transaction in which gain is not recognised in whole or in part, at such other time as the
Secretary may prescribe. In any event, the deferral period must end by the due date of the return
for the taxable year in which the expatriated individual dies.

To elect deferral of the mark-to-market tax, the covered expatriate must furnish
“adequate security” to the Secretary. Adequate security may be in the form of a bond or other
security mechanism, such as a letter of credit, that adheres to the Secretary’s requirements
(which are still to be promulgated). In the event that the security provided with respect to a
particular property subsequently fails to meet the requirements of these rules and the individual
fails to correct such failure, the deferred tax and accrued interest with respect to such property
will become immediately due. Realistically, for certain types of assets held by the expatriate,
such as a limited partnership interest, it might be difficult to satisfy the security obligations.

As a further condition to making the deferral election, the covered expatriate must
consent to the waiver of any treaty rights that would preclude the assessment or collection of the
tax in the future. Many of the current US income tax treaties may have to be renegotiated to
prevent double taxation arising from the US’s new exit tax on expatriates.

No real estate exception

This new exit tax regime was several years in the making. Earlier versions of these rules
had been commented on by various legal and accounting groups, which offered helpful advice to
make the final legislation more effective and administrable. One noteworthy suggestion, which
was not acted upon, was to add an exemption for US real property interests. Because such
interests are currently subject to tax when owned by foreigners, it seems draconian to force
expatriates to pay tax (or post security) on the appreciation on these assets upon expatriation
when they would still be subject to tax upon actual disposition. Other countries, including
Canada, exempt from their exit taxes assets that will otherwise be taxable upon their ultimate
disposition.

Because the deemed sale occurs on the day immediately prior to the expiration date, the
covered expatriate should still be eligible, however, for the partial exemption for gain on the sale
of a personal residence. In addition, the deemed sale will increase the covered expatriate’s basis
such that any future actual disposition of the US real property interest will be taxable only to the
extent of the increase in value from the date of the deemed sale to the date of its ultimate
disposition.
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Special rules for eligible deferred compensation items

The mark-to-market tax does not apply to interests in “deferred compensation items.” A
deferred compensation item is: (1) any interest in certain enumerated plans and arrangements
described in section 219(g)(5), which include certain exempt trusts; certain annuity plans; plans
established by, and for, employees of the United States, by a State or political subdivision
thereof, or by an agency or instrumentality of any of the foregoing; annuity contracts; simplified
employee pensions; simplified retirement accounts; and certain other trusts; (2) any interest in a
foreign pension or similar retirement arrangement or program; (3) any item of deferred
compensation, or (4) any property, or right to property, that the individual is entitled to receive in
connection with the performance of services to the extent not previously taken into account by
the taxpayer under section 83. In an attempt to provide further clarification of this definition, the
IRS provided an explanation of "deferred compensation” in the 2008 Instructions for Form 8854.
The Form 8854 provides that "deferred compensation™ generally includes any amount of
compensation if, by its terms: (1) the covered expatriate had a legally binding right on his or her
expatriation date to such compensation; (2) the compensation has not been actually or
constructively received on or before the expatriation date; and (3) the compensation is payable
on or after the expatriation date.

An “eligible deferred compensation item” is any deferred compensation item in which the
payer is either a US person or a non-US person who elects to be treated as a US person for
purposes of this withholding obligation,'® provided that the covered expatriate notifies the payer
of his or her status as a covered expatriate and irrevocably waives any claim of withholding
reduction under any treaty with the United States. The expatriate provides such notification
through the use of Form W-8CE.

There is no immediate tax upon expatriation with respect to “eligible deferred
compensation items.” Rather, the payer must deduct and withhold from any “taxable payment”
to the covered expatriate a tax equal to 30 percent of such taxable payment. It is important to
emphasize the burden on the expatriate to notify the payer of his or her status as an expatriate in
order to qualify for this favourable deferral treatment; otherwise the mark-to-market tax will
apply. A taxable payment is any payment to the extent that it would be included in the gross
income of the covered expatriate if such person had continued to be subject to tax as a citizen or
resident of the United States. A deferred compensation item is taken into account as a taxable
payment when such item would have otherwise been includible in the expatriate's gross income.
Employers have to watch out for these notices and make sure that they have appropriate
withholding systems in place to comply with the new requirements.

If a deferred compensation item is not an “eligible” deferred compensation item, the
deferred amount is deemed immediately includible in the expatriate’s income. The deferred
amount is equal to the present value of the covered expatriate’s accrued benefit on the day before
the expatriation date as a distribution under the plan, and it is subject to tax at US income tax
rates. The expatriate must still provide the payer with a Form W-8CE, indicating thereon that the
covered expatriate had an ineligible deferred compensation item (with respect to the payer). The
payer must then advise the covered expatriate within 60 days of receipt of the form of the present
value of the covered expatriate's accrued benefit in such ineligible deferred compensation item
on the day before the covered expatriate's expatriation date.
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In the case of a deferred compensation item that the taxpayer is entitled to receive in
connection with the performance of services, the rights of the covered expatriate to such item are
treated as becoming transferable and no longer subject to a substantial risk of forfeiture on the
day before the expatriation date. Justifiably, however, the Code does not subject these deemed
distributions to the additional early distribution tax.

These rules do not apply to a deferred compensation item to the extent that it is
attributable to services performed outside the United States while the covered expatriate was not
a citizen or resident of the United States.

Special rules for specified tax-deferred accounts

The mark-to-market tax also does not apply to a “specified tax-deferred account,” which
includes an individual retirement plan, a qualified tuition plan, a Coverdell education savings
account, a health savings account, and an Archer medical savings account.** If a covered
expatriate holds an interest in any of these specified tax-deferred accounts on the day before the
expatriation date, the covered expatriate is treated as having received his or her entire interest in
such account as a distribution on the day before the expatriation date. But, again, these deemed
distributions are not subject to the additional early distribution tax, and appropriate adjustments
are made to subsequent distributions to take into account this accelerated tax treatment. The
covered expatriate must provide the payer with a Form W-8CE indicating that the covered
expatriate had a specified tax deferred account (with respect to the payer), and then the payer has
60 days from receipt of the form to provide the covered expatriate with the present value of the
covered expatriate's entire interest in the account on the day before the covered expatriate's
expatriation date.

Special rules for interests in trusts

The third exception to the mark-to-market tax is with respect to any interest in a “non-
grantor trust.” Before describing the special rules that apply to interests in non-grantor trusts, it
is helpful to first explore the application of the mark-to-market tax as it applies to interests in
grantor trusts.

A “grantor trust” is generally defined as a domestic or foreign trust the assets of which
are treated as owned by, and the income of which is taxable to, the grantor for US tax purposes.
Examples of grantor trusts include any non-US trust created by a US person if the trust may have
US beneficiaries, a trust created by a US person if the grantor or his or her spouse may benefit
from the trust, a trust created by a US person who has directly or indirectly retained certain
powers over the trust, and trusts where US beneficiaries have certain powers. If an expatriate is
considered for these purposes to be the grantor of a grantor trust, the assets of such trust will be
counted in the determination of whether an expatriate is a covered expatriate by virtue of
satisfaction of the $2,000,000 net worth test. The mark-to-market tax is imposed even if the trust
ceases to be a grantor trust by virtue of the grantor's change of status. It is unclear if the IRS may
attach the assets of the trust to collect the tax if the covered expatriate does not satisfy the
applicable tax obligations, at least with respect to the tax applicable to the trust assets.

As stated above, the mark-to-market tax does not apply, however, to any interest in a
“non-grantor trust.” For purposes of the mark-to-market tax, the term “non-grantor trust” means
the portion of any trust of which the covered expatriate is not considered to be the owner.
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While there is no taxation on the principal of such a trust upon expatriation, future
distributions will be subject to tax if the covered expatriate was a beneficiary of a non-grantor
trust on the day before the expatriation date. In the case of any "direct or indirect*? distribution"
of property from a non-grantor trust to a covered expatriate for the remainder of the covered
expatriate’s lifetime, the trustee must deduct and withhold from the distribution an amount equal
to 30 percent of the “taxable portion” of the distribution. The taxable portion with respect to any
distribution is that portion that would be includible in the gross income of the covered expatriate
if the covered expatriate continued to be subject to tax as a citizen or resident of the United
States. Thus, if the trust ever realized income or gains, whether before or after a beneficiary's
expatriation, the trustee will have to withhold US tax unless the trust's aggregate income and
gain were distributed prior to expatriation or are distributed to other beneficiaries. This rule
applies to both domestic and foreign non-grantor trusts.

The covered expatriate, for purposes of this rule, is treated as having waived any right to
claim any reduction in withholding under any treaty with the US with respect to future
distributions, unless the covered expatriate elects on Form 8854 to be treated as having received
the value of his or her interest in the non-grantor trust, as determined for purposes of section
877A, as of the day before the covered expatriate's expatriation date and to pay tax currently on
the value of such interest. Before a covered expatriate can make this election, the covered
expatriate must obtain a letter ruling from the IRS as to the value, if ascertainable, of his or her
interest in the trust as of the day before the expatriation date. Until the covered expatriate
obtains the letter ruling and provides a copy to the trustee of the non-grantor trust along with a
certification made under penalties of perjury that the covered expatriate has paid all tax due as a
result of making this election, the trustee must withhold at 30% on any taxable distributions that
the covered expatriate receives from the trust. The covered expatriate provides this information
to the trustee along with the Form W-8CE. The trustee must then provide the covered expatriate,
within 60 days of receipt of the Form W-8CE, with the information needed to calculate the value
of the covered expatriate's interest in the trust as of the day before the covered expatriate's
expatriation date, including a copy of the trust deed document, a list of assets held by the trust on
the day before the covered expatriate's expatriation date, all relevant information about the
interests of other beneficiaries, the dates of birth of all people who constitute measuring lives for
any distributions, a list of the policies used by the trustee in making discretionary distributions (if
any) that may constitute an ascertainable standard, and any other relevant information. The
trustee's provision of this information and documents is essential for the covered expatriate to be
able to make the election to be treated as receiving the value of his or her interest in the
nongrantor trust on the day before the covered expatriate's expatriation date; if the trustee does
not provide such documents and information to the covered expatriate, then the election is not
valid and the trustee must withhold 30% of any taxable distributions from the trust. This allows
trustees the discretion to maintain secrecy as this is information that a beneficiary is generally
not entitled to under most local laws.

If the non-grantor trust distributes appreciated property to a covered expatriate, the trust
must recognize gain as if the property were sold to the covered expatriate at its fair market value
on the date of distribution, thus increasing the amount that may be taxable. In the case of a
distribution of property (whether or not appreciated), the trustee will have to fund the required
withholding out of the undistributed liquid assets of the trust. The tax paid by the trustee may be
treated as an additional distribution to the beneficiary, thus incurring an additional withholding
obligation.
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As opposed to the deferred compensation area, the new section 877A did not require a
covered expatriate to inform a trustee of his or her status as a covered expatriate in order to
qualify for this deferral treatment. Trustees were thus placed under a considerable burden since
they could be potentially liable for U.S. income tax withholding without being aware of a
covered expatriate's status as such. The Form W-8CE and instructions thereto, however, do
impose a requirement on a covered expatriate to notify the trustee of his or her status as such,
thus somewhat easing the burden. It is still unclear as to how the Secretary will seek to enforce
these rules in future regulations, especially against foreign trustees, and whether trustees could
be held personally liable for failure to withhold.

Note, this provision applies only to non-grantor trusts of which the covered expatriate
was a beneficiary on the day before the expatriation date. Thus, if the trust was not created until
after the expatriation date, or if the covered expatriate was not named as a beneficiary until after
the expatriation date, future distributions from the trust would be free from US tax.

If a trust that is a non-grantor trust immediately before the expatriation date subsequently
becomes a grantor trust of which a covered expatriate is treated, directly or indirectly, as the
owner, such conversion is treated under the Code as a distribution to the covered expatriate to the
extent of the portion of the trust of which the covered expatriate is treated as the owner.*® If a
trust that is a grantor trust immediately before the expatriation date subsequently becomes a non-
grantor trust, the trust remains a grantor trust for purposes of this Code provision, and future
distributions are free from tax as the covered expatriate was already subject to the mark-to-
market tax.

Miscellaneous provisions

1. Termination of deferrals

Any deferral of recognition of gain that the covered expatriate might have had is deemed
to be terminated for purposes of calculating the mark-to-market tax. This provision includes
incomplete transactions such as deferred like-kind exchanges and involuntary conversions. In
addition, any extension of time for payment of tax ceases to apply on the day before the
expatriation date, and the unpaid portion of such tax becomes due and payable at the time and in
the manner prescribed by the Secretary.

2. Step-up in basis

For purposes of determining the tax imposed by the mark-to-market tax of section 877A,
property that was held by a covered expatriate on the date on which he or she first became a
resident of the United States is treated as having a basis of not less than the fair market value of
the property on that date. A covered expatriate may make an irrevocable election to have this
rule not apply.

Treatment of gifts and bequests from a covered expatriate

The HEART Act also added section 2801 to the Code, imposing a tax on certain “covered
gifts or bequests” received by US citizens or residents. A covered gift or bequest is any property
acquired directly or indirectly: (1) by gift from a person who is a covered expatriate** at the time
of the acquisition, or (2) by reason of the death of an individual who was a covered expatriate
immediately before death. The tax imposed by section 2801 is calculated as the product of: (1)
the greater of the highest rate of tax applicable to estates and gifts (currently 45%), and (2) the
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value of the covered gift or bequest. It is not yet evident how the IRS will determine that a gift
received from someone other than a covered expatriate indirectly came from a covered
expatriate.

The tax imposed by section 2801 can conceivably arise even decades after the person
expatriated, because there is no “statute of limitations” on gifts received from covered
expatriates. It is difficult though to see how this will be enforced, especially when the transfer
occurs many years after the person expatriated. The recipient might never know that he or she is
liable for the tax. The tax is intended to compensate the US for the gift and estate taxes that it
views itself as having been "deprived of" by the covered expatriate as a result of the covered
expatriate's expatriation. Section 2801, however, goes even further; in the case of a green card
holder (who becomes a covered expatriate), tax is imposed even if the former green card holder
was not a US domiciliary on the date of expatriation, in which case any gifts or bequests made
prior to expatriation would have otherwise been free from US taxation.

The tax on covered gifts and bequests is reduced by the amount of any gift or estate tax
paid to a foreign country with respect to such covered gift or bequest. A covered gift or bequest,
however, does not include any property: (1) shown as a taxable gift on a timely-filed gift tax
return filed by the covered expatriate, or (2) included in the gross estate of the covered expatriate
for estate tax purposes and shown on a timely-filed estate tax return filed by the estate of the
covered expatriate. Additionally, a transfer to a covered expatriate’s spouse or to charity is
excluded from the definition of a covered gift or bequest. Section 2801 does not, however,
address whether recipients of covered bequests may elect alternate or special-use valuation.

The tax is imposed upon the recipient of the covered gift or bequest and is imposed on a
calendar-year basis. For covered gifts, the tax is imposed only to the extent that the total value of
covered gifts received by the recipient during the calendar year exceeds the amount of the annual
per-donee exclusion under section 2503(b).*> For US taxpayers, the annual per-donee exclusion
amount applies to gifts, “other than gifts of future interests in property.” The definition of a
covered gift (or bequest), however, refers only to “property.” This leaves open the interpretation
that the annual per-donee exclusion provided under section 2801(c) applies to both a gift of a
present interest in property and a gift of a future interest in property, as section 2801(c) expressly
incorporates by reference only the annual per-donee amount of section 2503(b). It seems
unlikely, though, that Congress would extend the annual-per-donee exclusion to gifts of future
interests in property made by covered expatriates when it disallowed it to such gifts by other US
taxpayers.

Special rules are also included to impose taxation upon covered gifts or bequests made to
domestic or foreign trusts. In the case of a covered gift or bequest made to a domestic trust, the
tax applies as if the domestic trust was a US citizen, and the trust is required to pay the tax.

For purposes of these rules, a foreign trust may elect to be treated as a domestic trust;
such election may be revoked only with the Secretary’s consent. While this will allow for ease of
administration, trustees may be unable to make such election as it is inconsistent with their
fiduciary obligations since it will accelerate the payment of tax. In the case of a covered gift or
bequest made to a foreign trust that did not elect to be treated as a domestic trust, the tax is
imposed at a 45% rate on any distribution from the trust (whether from income or from corpus),
attributable to the covered gift or bequest, to a recipient who is a US citizen or resident. As yet,
there is no guidance in the statute as to how to determine what portion of the distribution is
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attributable to the covered gift or bequest, rather than to other property owned by the trust.
Guidance is expected to provide a framework establishing the percentage of a distribution that is
attributable to the gift or bequest such that the beneficiary will not be subject to both this new
gift and estate tax and the general income tax applicable to trust distributions.

A US citizen or resident who is a recipient of a distribution from a foreign trust may
deduct the amount of the tax imposed by section 2801 for income tax purposes to the extent that
the tax is imposed upon the portion of the distribution that is included in the recipient’s gross
income. This deduction takes into account the fact that the fiduciary income tax rules of the Code
already tax the receipt of income by a US person from a foreign trust, and it thus seeks to prevent
the double taxation of such income.

Effective date

The new exit tax regime is effective for US citizens who relinquish citizenship or long-
term residents who terminate their residency on or after the date of enactment, June 17, 2008.
The portion of the provision relating to covered gifts and bequests is effective for gifts and
bequests received on or after June 17, 2008, from former citizens or former long-term residents
(or the estates of such persons) whose expatriation date is on or after June 17, 2008.

Coming back

If a covered expatriate becomes subject to tax as a citizen or resident of the United States
for any period beginning after his or her expatriation date, the individual is not treated as a
covered expatriate during that period for purposes of applying the withholding rules relating to
deferred compensation items, the rules relating to interests in non-grantor trusts, and the rules
relating to gifts and bequests from covered expatriates. If the individual again relinquishes
citizenship or terminates long-term residency (after meeting anew the requirements to become a
long-term resident), the mark-to-market tax and other provisions are again triggered upon the
new expatriation date.

Who benefits from the new regime?

For some people contemplating expatriation, this new regime is a welcome relief. For
individuals who hold most of their assets in cash and unappreciated property, and who have no
heirs who will be US residents or citizens in the future, the new regime permits expatriation with
little immediate tax and no worries about future gifts and bequests. Those individuals will then
be able to come to the United States as needed without having to manoeuvre around the former
30-day annual limitation. Nor need they worry that they must survive another 10 years from the
expatriation date in order to avoid US estate taxes. They can continue to purchase US securities,
and future appreciation in such securities will be free from US taxation.

For individuals with most of their assets in appreciated property, however, the cost is
significantly higher, and further investigation is needed before expatriation. For those who
expect their family to expatriate as well (or for those whose families are not already US citizens
or residents), it might make sense to expatriate now, pay the current capital gains tax rate, and
start the next chapter of their lives, especially while the capital gains tax rate is still relatively
low. For those with children who will continue to be US residents or citizens, careful analysis is
required to see if the eventual tax imposed on gifts and bequests outweighs the benefits of
current expatriation.
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Conclusion

Given the current political and economic environment, the fact that an individual could
trigger all of his or her capital gains this year (while rates are low and values even lower),
without worrying about surviving the next 10 years, might be all that was needed for some
people, who had been contemplating the idea of expatriating, to act now. It is expected that
capital gains rates will increase drastically in the future, as could estate taxes. Many people have
already cashed out their investments owing to poor market conditions (and thus have already
effectively marked themselves to market), and they therefore would have to pay little, if any,
additional tax upon expatriation. There is also an incentive for those people who have not yet
accumulated much wealth to expatriate now. Given the global economy and the ability to work
from virtually anywhere these days, there is little impediment to relocating to a low-tax
jurisdiction and making one’s fortune there.

The decision to maintain US citizenship or residency, however, involves much more than
taxation. The decision also includes, for example, political ideologies, proximity to family and
friends, and employment opportunities. One should not let taxation alone rule this decision.

'See the Internal Revenue Code of 1986, as amended (herein referred to as “the Code™), section 7701(b)(1)(A)(ii).
Unless otherwise stated, statutory references in this article are to the Code.
% Tax Notes Intl, Vol. 53 No. 3 p. 229 (Jan. 19, 2009) (quoting Benedetta Kissel, IRS Deputy Associate Chief
Counsel (International) at the American Bar Association, Section of Taxation January 8-10, 2009 meeting in New
Orleans).
® M. Grace Fleeman, Branch 1 Senior Technical Reviewer, IRS Office of the Chief Counsel (International).
* Rev. Proc. 2008-66, section 3.26, 2008-45 I.R.B. 1107, 1113. This amount is indexed each year to reflect cost-of-
living increases.
>All references to “the Secretary” are to the Secretary of the Treasury, unless otherwise indicated.
®Provided that the voluntary relinquishment is later confirmed by the issuance of a certificate of loss of nationality.
7S.ection 877A(g)(4).

Id.
¥See 2008 Instructions for Form 8854, Expatriation Information Statement, p. 3. For most individuals, the due date
before extensions was June 15, 2009.
%Section 877A(b)(1). Interest is charged for the period the tax is deferred at the rate normally applicable to
individual underpayments. Section 877A(b)(7).
According to the Instructions to 2008 Form 8854, separate guidance will be issued providing a procedure for a
payer who is a non-US person and wishes to be treated as a US person for purposes of Section 877A(d)(1). See the
instructions for Line 7a, p. 6.
Usection 877A(e)(2). Simplified employee pensions (within the meaning of section 408(k)) and simplified
retirement accounts (within the meaning of section 408(p)) of a covered expatriate, however, are treated as deferred
compensation items and not as specified tax-deferred accounts.
121t is expected that future guidance will define "indirect distributions" for these purposes.
3See United States, Staff of the Joint Committee on Taxation, Technical Explanation of H.R. 6081, the “Heroes
Earnings Assistance and Relief Tax Act of 2008, ” as Scheduled for Consideration by the House of Representatives
on May 20, 2008, JCX-44-08 (Washington, DC: Joint Committee on Taxation, May 20, 2008), p. 44.
Y“For purposes of section 2801, “covered expatriate” has the meaning given to such term by section 877A(g)(1).
15Sections 2801(a)-(c). The annual per-donee exclusion amount is $13,000 for 2009. See Rev. Proc. 2008-66, supra
note 2, section 3.30(1) at 1113.
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