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INTRODUCTION

¡ For tax purposes, an individual classified as an American taxpayer 
based on her citizenship/green card status will almost always 
prefer to reclassify as a nonresident for tax purposes upon leaving 
the United States (unless moving to a country where taxes 
exceed U.S. rates and are fully creditable)

¡ Individuals renouncing U.S. taxpayer status can, however, expose 
themselves to ramifications based on “covered expatriate” status

¡ Exit tax regime applies, taxing built-in gain on assets held; 
inheritance tax requirements can also apply for individuals



NONRESIDENTS – INCOME TAX

¡ Under statutory rules, nonresidents are subject to United States income 
tax on:
¡ (1) income effectively connected with a United States trade or business, 

and

¡ (2) fixed or determinable annual or periodic income sourced to the 
United States

¡ Major revisions to statutory rules are provided under income 
tax treaties maintained by the United States with other 
jurisdictions
¡ Qualified tax residents of treaty party countries reduce source-country 

taxation on covered items



NONRESIDENTS – UNITED STATES TRADE OR 
BUSINESS INCOME

¡ Income effectively connected to a United States trade or business 
is subject to tax by the United States

¡ “Trade or business” undefined in the Code/regulations – but profit-
oriented activities carried on in the United States which are regular, 
substantial, and continuous are properly classified as a trade or 
business for these purposes

¡ Macro-level – relatively light requirements to be considered 
engaged in a U.S. trade or business

¡ Effectively connected income taxed by the United States at 
graduated rates, with deductions/credits available



FDAP INCOME
¡ Fixed or determinable annual or periodic income (“FDAP 

income”) also subject to tax by the United States 

¡ FDAP income functions as a catch-all for U.S.-sourced income items 
(aside from capital gains) not otherwise subject to U.S. tax

¡ Includes interest (subject to expansive exceptions), dividends, rent, 
salaries, wages, premiums, annuities, compensation, remuneration, 
etc.

¡ FDAP income generally subject to a flat 30% rate of tax (with tax 
collected through withholding by payors)
¡ Deductions not permitted for FDAP income



NONRESIDENTS – INCOME TAX TREATIES

¡ Tax treaties function to reduce a country’s taxing authority in situations 
covered by treaty terms

¡ Income tax treaties – if income is earned in country A by a (qualified) 
resident of country B, country A agrees to modify its default tax rules for 
the income item

¡ Goal with treaties is to not disincentivize transactions between 
residents of treaty party countries based on double taxation

¡ Under treaties, residents of a treaty country can be taxed at a reduced 
rate, or even exempted from tax, on specified items of income from the 
other country  

¡ i.e. withholding taxes on United States-sourced income



POLL QUESTION #2

¡ Which of the following is never included as FDAP income?

¡ Dividend income

¡ Rental income

¡ Foreign-sourced income



NONCITIZEN NON-DOMICILIARIES – TRANSFER 
TAXES

¡ Estate tax: NCND individuals subject to tax on all property (whether 
tangible or intangible) sitused within the U.S. 
¡ Subject to some exceptions: (1) bank accounts not used in a U.S. trade or 

business, (2) debt instruments generating portfolio interest, and (3) life insurance 
proceeds 

¡ Real property and tangible personal property are sitused in accordance to where 
the assets are physically located  

¡ Shares of a corporation are sitused in the country in which the corporation is 
formed

¡ Nonresident individuals receive a $60,000 estate tax exclusion with a maximum 
40% rate of tax applicable

¡ Nonresidents taxed $345,800 on their first $1,060,000 of U.S.-sitused assets, 
then at a flat 40% rate above that number



NONCITIZEN NON-DOMICILIARIES– TRANSFER 
TAXES

¡ Gift tax: NCNDs normally are subject to gift tax on lifetime 
gratuitous transfers of tangible property within the United States  

¡ Generally comprising real property situated within the country and 
tangible personal property within the U.S. at the time of the gift, 
including hard currency or cash situated within the U.S. 

¡ Intangible property (i.e. shares of a corporation) is not subject to 
gift tax for nonresident alien donors

¡ No specific gift tax exclusion for nonresident individuals, though 
the $15,000 per donee annual exclusion is available



TAXPAYER CLASSIFICATION

¡ Which individuals are United States taxpayers?
¡ Citizenship – persons born in the United States, naturalized in the United States, 

or (under specified circumstances) where parents were United States citizens at 
the time of their birth 

¡ Classified as a “resident” for United States income tax purposes if:

¡ Lawfully admitted for permanent residence (green card holder); or

¡ Meet substantial presence requirements

¡ Substantial presence test: must be present in the United States for 31 days 
during the relevant tax year and the sum of days for the last three years 
(after use of applicable multipliers) exceeds 183

¡ Individuals not classified as United States taxpayers termed “nonresident aliens” 
for income tax purposes



TAXPAYER CLASSIFICATION

¡ Who is a U.S. taxpayer?

¡ Income tax treaties – individuals classified as residents of both 
treaty party countries are reclassified as a resident of only the one 
which contains their permanent adobe or (if a permanent abode 
available in both) their “center of vital interests” (Canada-U.S. 
Treaty Art. 4(2))

¡ Available to both substantial presence residents and green card 
holders – but not citizens!

¡ Treaty reclassification only for income tax liability purposes 
– information reporting requirements largely unmodified



EXPATRIATION BACKGROUND

¡ What is expatriation?

¡ For tax purposes, an expatriate is formally defined as (1) a United States 
citizen relinquishing their citizenship and (2) any long-term United States 
resident who ceases to be a lawful permanent resident
¡ A long-term resident is a noncitizen individual who is a lawful United States 

permanent resident (i.e. a green card holder) in at least 8 tax years during the 
period of 15 tax years ending with the tax year during which the expatriating 
event occurs

¡ While all expatriating United States citizens are classified as tax 
expatriates, only a portion of residents cutting United States ties are 
expatriates per the tax definition/coverage

¡ Critically, treaty reclassification elections for long-term green card 
holders can trigger exit tax consequences!!



COVERED EXPATRIATES

¡ A “covered expatriate” is an expatriate who meets one of three 
tests: 

¡ The individual’s average net income tax for the period of five 
tax years ending before the cessation date is greater than 
$178,000 for 2022 (the “tax liability test”);

¡ The net worth of the individual as of the cessation date is 
$2,000,000 or more (the “net worth test”); or

¡ The individual fails to certify under penalty of perjury that 
United States tax requirements have been met for the five 
preceding tax years (the “certification test”)



POLL QUESTION #3

¡ Which of the following is not a test for determining if an 
individual is a covered expatriate?

¡ Net worth test

¡ Substantial presence test

¡ Tax liability test

¡ Certification test



COVERED EXPATRIATES

¡ Tax liability test - for individuals filing joint income tax returns, 
they must consider the net income tax reflected on the joint 
return

¡ Certain credits are available for purposes of determining the 
net income tax liability; importantly, foreign tax credits are one 
of the credits taken into account

¡ Threshold dollar amount for triggering tax liability test 
indexed annually for inflation



COVERED EXPATRIATES

¡ Net worth test - an individual is considered to own any interest 
in property that generally would be taxable as a gift if the 
individual were a citizen or resident of the United States who 
transferred the interest immediately prior to expatriation

¡ Interest in property includes money or other property, 
regardless of whether it produces any income or gain

¡ An interest in the right to use property is treated as an 
interest in the property itself



COVERED EXPATRIATES

¡ Net worth test - for valuation purposes, asset values are generally 
determined under gift tax principles (without inclusion of discounts) –
liabilities deducted for net worth purposes

¡ Taxpayer must use good faith estimates as to asset values; however, 
formal appraisals are unrequired

¡ Individual’s interest in a trust is also included for net worth purposes; 
a two-step process is undertaken to determine the value of the trust 
attributable to the expatriate 
¡ First, interests in trusts are allocated proportionately amongst all 

beneficiaries by considering all facts and circumstances
¡ Interests allocable to the expatriate are then valued (under general 

net worth principles/standards)



COVERED EXPATRIATES

¡ Certification test - expatriates are classified as covered expatriates 
where they cannot certify compliance with Service requirements for the 
five years prior to expatriation

¡ Required certification made by filing Form 8854

¡ Certification requirement can cause any tax expatriate to become a 
covered expatriate even if net worth/income tax liability thresholds 
not met

¡ Cognizance of requirement usually leads to avoidance of failing it: 
even individuals who historically have noncompliant with United 
States tax obligations have straightforward options to cure 
retroactive failures 



COVERED EXPATRIATES

¡ Exceptions – individuals meeting either the net worth test or the tax 
liability test can avoid covered expatriate status if meeting one of two 
exceptions

¡ Exception #1:  individuals who became at birth dual citizens of the 
United States and another country, remains a citizen of that other 
country as of their expatriation date, and did not reside in the United 
States for more than ten of the past fifteen tax years (ending with the 
tax year during which expatriation occurs)

¡ Exception #2: individuals who relinquish United States citizenship 
before age 18 ½ and did not reside in the United States for more 
than ten taxable years before the date of relinquishment



POLL QUESTION #4

¡ True or False: An individual with less than $2,000,000 in net worth 
who does not meet the tax liability threshold will never be 
classified as a covered expatriate.



EXIT TAX FOR COVERED EXPATRIATES

¡ Exit tax imposed on covered expatriates – functionally treated as 
selling at fair market value worldwide holdings (subject to a few 
exceptions) as of the day before expatriation, creating a fictional 
recognition event for all built-in gain of worldwide assets (“mark-
to-market” rules)
¡ Exclusion provided for mark-to-market gain for exit tax - $767,000 

for 2022

¡ Exit tax only covers built-in gain on assets and is subject to 
a gain exclusion; imposition can compare favorably to 
estate/gift tax for HNW individuals!



EXIT TAX FOR COVERED EXPATRIATES

¡ Exit tax - expatriate is treated as owning any property which would be 
treated as part of his or her estate, and is also considered to be the 
owner of his or her beneficial interests in trusts (with the value of such 
interests determined in the same fashion as under the net asset test)

¡ Fair market value of assets held is also determined under general 
estate tax guidelines

¡ Individual’s basis generally follows normal principles for determination 
of basis, with one important deviation: the basis of long-term 
residents in their assets is the fair market value of those assets on the 
date their residence in the United States began



EXIT TAX FOR COVERED EXPATRIATES

¡ Once the fair market value and basis of each asset has been ascertained, 
gain (and loss) is aggregated to determine the amount of gain 
recognition under the mark-to-market regime
¡ $767k exclusion (for 2022) must be allocated pro-rata among all built-in 

gain property (the expatriate cannot choose assets to which s/he will 
apply the exclusion amount)

¡ After this allocation, gains (and losses) are reported on the Form 
1040 (and applicable schedules) depending upon the character of 
each asset
¡ Basis of each asset subject to the mark-to-market regime is 

stepped up after the rules are applied, even where gain is not 
recognized based on the exclusion amount



EXIT TAX FOR COVERED EXPATRIATES

¡ Assets excluded from general exit tax regime: (1) deferred 
compensation items, (2) specified tax-deferred accounts, and (3) 
interests in nongrantor trusts
¡ Deferred compensation: if eligible deferred compensation, payor must 

withhold a tax of 30% on any taxable payment to a covered expatriate; 
for ineligible deferred compensation items, an expatriate is subject to tax 
as if it were received the day prior to expatriation

¡ Tax-deferred accounts: treated as having their entire balance distributed 
to the expatriate on the day before his or her expatriation date

¡ Nongrantor trust: for distributions of property from a nongrantor trust 
to a covered expatriate, the trustee of the trust withholds 30% of the 
taxable portion of the subsequent distribution



COVERED EXPATRIATES AND INHERITANCE 
TAXES

¡ Special rules apply to gifts or bequests from covered expatriates 
received by United States citizens or residents: gifts or 
bequests are subject to tax at the highest applicable tax 
rate for estate and gift purposes (currently 40%)
¡ Tax owed is to be paid by the recipient of the gift or bequest

¡ Satisfaction of these requirements is deferred until the Service issues 
guidance on the same; proposed regulations regarding gifts and bequests 
from covered expatriates were issued in 2015

¡ Form 708 is to be used to report such gifts or bequests, but has 
yet to be issued



EXIT TAX FOR COVERED EXPATRIATES

¡ Exit tax reported on individual’s Form 1040 for the year of expatriation
¡ Deferral for payment of the exit tax is available by election, and is made 

on an asset-by-asset basis

¡ Where such election is made, payment of tax is unrequired until each 
asset for which an election was made is sold

¡ Security must be posted in respect to each asset, interest must be 
paid on amounts owed (calculated at the underpayment rate under 
section 6621 from the due date of the return for the taxable year 
which includes the day prior to expatriation), and treaty benefits 
must be waived
¡ Tax deferral agreement must also be entered into by the 

expatriate with the Service



EXIT TAX FOR COVERED EXPATRIATES

¡ Planning for Expatriation - steps can be taken prior to expatriation to 
mitigate (or eliminate) the effects of the tax

¡ Most significant is utilization of lifetime exclusion amounts prior to 
expatriation

¡ In the year prior to expatriation, individuals can leverage their 
existing lifetime exclusion (as U.S. taxpayers – assuming a GCH is 
treated as U.S.-domiciled) to gift appreciated assets out of their 
name

¡ Considerations: step transaction doctrine, expatriate must be 
comfortable with lifetime gifting, must have sufficient assets 
after gifting for their needs moving forward
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