®
l_rms WEEK OF MARCH 26, 2007 VOL XXX, NO. 13

[ ] [ ] ,
U.S. Citizens Who Don’t Know It

Some individuals may be surprised to learn that they’re American citizens. And then they face the tax consequences.

I By Steve TRow AND CHARLES BRUCE

magine that your foreign-born client has been an American
citizen since birth—and doesn’t know it.

Thisis a pleasant dream for an immigration lawyer, but it can
be a nightmare for a tax adviser. The U.S. government taxes
American citizens on their worldwide income and taxes their
worldwide assets at death, even if they have no residence or
domicile in the United States. This is a heavy price to pay if the
client has never, or hardly ever, claimed the benefits of
American citizenship.

These “unaware” Americans
make interesting and challeng-
ing clients. For their lawyers,
the trick is first to spot them,
and then to guide them careful -
ly through the citizenship, tax,
and reporting maze.

How does this problem
arise? Imagine, for example,
that your client tells you that
he used to be an American citi-
zen, but he lost that citizenship when he became a citizen of
another country. Or that the client’s parent or grandparent was
an American citizen and lost that citizenship before the client
was born.

Your client may be absolutely certain he is right, but he could
be absolutely wrong. Unless the client has a Certificate of Loss
of Nationality issued by the U.S. State Department, you should
consider the possihility the client is still an American citizen, or
that his parent or grandparent retained American citizenship and
passed it along to the client.

Perhaps your client lived in the United States with his par-
ents when he was a child and held lawful permanent resident
(green card) status. He never applied for American citizenship,
and he left the United States many years ago. Yet your client
may be an American citizen if one or both parents obtained
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American citizenship, even without any further action by the
client or his parents. His children and grandchildren may also
be American citizens.

A person can obtain American citizenship “accidentally” by
birth in the United States, by birth abroad to an American citizen
parent, or through the American naturalization of a noncitizen
parent. If the legal requirements are met, the person becomes an
American citizen automatically, by operation of law, regardless
of hisintention or his parents’ intention.

American citizenship can pass through several generations of
children and grandchildren born outside the United States, with-
out any of them having any awareness of it.

Once obtained, American citizenship is difficult to terminate
without a formal renunciation of citizenship before an
American consul. Loss of American citizenship requires the
voluntary performance of an expatriating act with the specific
intention of relinquishing American citizenship. The person
asserting loss of citizenship bears the burden of proof, and in
most cases, there is a presumption of intent to retain citizenship
rather than to relinquish it.

OnE FAmiLy, Two COUNTRIES

Consider the following scenario:

Grandpa is born in the United States in the 1930s, moves to
Canada in his early 20s, and is naturalized in Canada in his late
20s. He thinks he lost his American citizenship when he
obtained Canadian citizenship, but he is wrong about that.

Dad is Grandpa's son, born in Canada in the 1960s. He has
been an American citizen since birth but does not realize it.
He is an American citizen because Grandpa was physically
present in the United States for more than 10 years before his
birth, including five years after Grandpa reached 14 years
of age.

Junior is Dad's son, born in Canada in the 1990s. He too has
been an American citizen since birth because Dad spent five
years studying or working in the United States before his birth,
including two years after Dad reached 14 years of age.
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(This result could aso occur if Dad never lived in the United
States, but he served in the U.S. military or worked outside the
United States for the U.S. government (such as for the U.S.
Agency for International Development) or worked for an inter-
national organization (such as the United Nations, Organization
of American States, or World Bank) for five years before
Junior’s birth. If so, Dad is deemed to have been present in the
United States, and Junior is an American citizen.)

This “accidental” American citizenship can be good news if
Grandpa wants to retire to someplace warm and sunny in the
United States, if Dad gets a great job offer in the United States,
or if Junior gets admitted to a U.S. university. It can be very
good news when Grandpa and Grandma find that the United
States has no immigration category to admit retirees with inde-
pendent means, if Dad finds that his potential U.S. employer
does not want to sponsor him for U.S. work authorization, or if
Junior gets busted for using drugs and finds that the U.S. gov-
ernment wants to deport him.

Yet American citizenship can be bad news if Grandpa, Dad, or
Junior has substantial income. Even though they have paid
Canadian taxes al their lives, they may owe additional income
and gift taxes (as well as interest and penalties) to the U.S. gov-
ernment. By failing to file U.S. tax returns, they may have lost
the right to claim exemptions, exclusions, deductions, and cred-
its available under U.S. law. If they have the misfortune to be
subject to the U.S. Alternative Minimum Tax, only 90 percent of
what they have paid to Revenue Canada in years before 2005
can be offset against their U.S. income taxes.

And American citizenship can be very bad news if Grandpa,
Dad, or Junior dies with substantial assets. If the death occurs in
2007, the U.S. estate tax on a $5 million estate would be approx-
imately $1.5 million. On a $20 million estate the tax would be
more than $8 million. On a $100 million estate, the tax would be
more than $44 million.

There is no credit against U.S. estate taxes for the Canadian
taxes due at death. (The reason is that the Canadian tax is an
income tax on unrealized gains on capital property that is
deemed to be sold at death.) U.S. beneficiaries cannot avoid the
U.S. tax because the liability shifts to them as transferees, or in
some cases, as constructive executors.

How T0 TELL

How can you spot an “accidental” American citizen? The first
step in the analysisiseasy . . . ask your client:

e Was hewasborn in the United States?

e If not, does he have a parent, grandparent, or great-grand-
parent, living or dead, who was born in the United States, or
who ever held American citizenship or American permanent res-
ident (green card) status?

If the answer is no to both questions, it is unlikely that your
client obtained American citizenship at birth. If yes to either
guestion, your client may be an American citizen, even if he
believes heis not.

The second step in the analysis is more difficult and requires
tracing the family’s citizenship, residence, and employment back
through time.

U.S. citizenship law is complex and has changed many times

over the past three generations. The requirement for residence or
physical presence in the United States by a U.S. citizen parent
before the birth of a child abroad is different depending on the
date and place of birth of the child, on whether one or both par-
ents are U.S. citizens, and on whether the child is born in or out
of wedlock.

From 1934 to 1952, a person who acquired American citizen-
ship by birth abroad was required to reside in the United States
for some number of years during a certain age range to retain
citizenship. These retention requirements were later repealed,
but not retroactively. The requirements for derivative American
citizenship upon the naturalization of one or both parent have
also changed over time.

If you find that your client or his recently deceased relative is
or was an accidental American citizen, he may owe back taxes,
interest, and penalties for failure to file U.S. income, gift, and
estate tax returns. There may also be civil or crimina penalties
for failing to file Foreign Bank Account Reports.

If the client comes forward voluntarily it may be possible to
negotiate a compromise with the Internal Revenue Service. If
the IRS spots the problem first, however, the opportunity for
compromiseis greatly reduced.

GooDBYE, AMERICA?

Your client may wish to consider terminating his American
citizenship to reduce his exposure to future U.S. taxes.

He will need to be current on U.S. taxes to achieve any bene-
fit, because loss of citizenship is not recognized for tax purposes
if taxes are due. A client who terminates American citizenship
without catching up on back taxes has the worst of both
worlds—no longer an American citizen, but still taxed as one.

If the client dies before you or the IRS spot his American citi-
zenship, the opportunity for terminating citizenship is almost
aways lost. At the other extreme, terminating the American citi-
zenship of achild is very difficult and usually best deferred until
18 years of age.

There are detailed anti-expatriation tax rules that apply to
American citizens who terminate their citizenship. In general,
expatriates continue to be subject to U.S. income tax for a 10-
year period following expatriation, but only on U.S. source
income (which is broadly defined). Full income taxation comes
back into play if the expatriate spends significant time in the
United States (more than 30 days per year in most cases). Estate-
and gift-tax rules follow the same pattern, so if the expatriate
dies during this 10-year period, his assets, wherever located, are
subject to U.S. estate tax.

Congress is considering an “exit tax” that would supersede
existing rules and treat an expatriating individual as though he
sold everything he owns the day before expatriating. Everything
is taxed except the first $600,000 ($1.2 million for a couple).
Any gifts or bequests from an expatriate to a U.S. person (citi-
zen or tax resident) would be taxed in the hands of the recipient.

Accidental Americans considering giving up their U.S. citi-
zenship need to pay attention to this possibility of a new exit tax.
A client with sizable assets and large built-in gains might want
to expatriate under the existing rules, before the exit tax goes
into effect. Unfortunately, if the exit tax is approved by
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Congress, there may not be enough time to complete all the nec-
essary steps, including getting current on tax filings, before its
effective date, which would probably be the date that the presi-
dent signs the bill. Clients facing this situation need to contact
counsel immediately to figure out the alternatives.

But clients should not assume that they must do something
right away. A client who does not have large built-in gains, for
example, might prefer the exit-tax regime because the 30-day
rule about spending time in the United States would no longer
apply, and there is no requirement to file tax returns for the next
10 years. This choice might be especially attractive if the client
did not care about the rule that taxes gifts and bequests in the
hands of the U.S. recipients.

Clients who have just discovered that they are U.S. citizens

need to take a deep breath and not despair. It’s usually not nearly
as bad as they first think. They probably need to catch up with
their tax filings and get used to the annual reporting routines that
we all deal with.

Those who decide that they really don't need U.S. citizenship
on top of their other nationality should carefully work through
the procedures for terminating citizenship, recalling that—Ilike
many thingsin life—coming in is cheaper than going out.

Seve Trow, a partner at Trow & Rahal, practices U.S. immi-
gration and citizenship law in Washington, D.C. He may be
contacted at strow@trowlaw.com. Charles Bruce, a partner at
Moore & Bruce in its London office, practices U.S. tax law. He
may be contacted at chruce@mooreandbruce.com.
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