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Summary of the proposal to Reform Taxation of Foreign-Resident U.S. Citizens
· The current system of taxing U.S. citizens who are permanently resident abroad and giving them a foreign tax credit has several deficiencies.  It imposes an unfair excess tax burden on those residing in higher-taxed countries; this results from the limits on the application of the foreign tax credit to the U.S. alternative minimum tax.  It also necessitates complex and costly tax planning and tax filing burdens on those individuals.  At the same time, the aggregate amount of revenue generated for the U.S. is small relative to those burdens.  Large numbers of non-resident U.S. citizens have simply stopped filing U.S. income tax returns.

· The most complete solution would be to allow foreign-resident U.S. citizens to become tax non-residents of the U.S. so long as they have severed personal and economic ties to the U.S.  This would mirror the tax treatment by most other countries of their non-resident citizens.  It would also have the greatest benefits in tax simplification and reduction of compliance burdens.

· An alternative solution would be to remove the restriction on the application of foreign tax credits to the U.S. alternative minimum tax.  This change would remove the inequitable excess taxation of U.S. citizens living in higher-taxed countries, but it would leave in place most of the tax complexity and compliance burdens.  It would also not give an incentive for high-earning U.S. citizens to migrate to lower-taxed countries.

· Either reform would be relatively simple and yield benefits in terms of improved tax equity and reduced tax complexity and compliance burdens.

U.S. citizens who reside permanently abroad are normally subject to the personal tax systems of the countries where they reside.  Almost all countries tax their citizens only when they are resident in that country; by moving abroad permanently or indefinitely, they become “tax non-residents.”  The United States is anomalous in imposing tax filing obligations on its citizens regardless of whether they are resident or non-resident.  

Certain U.S. tax provisions do seek to reduce the extent of double-taxation for non-resident U.S. citizens—foremost the foreign tax credit.  The foreign tax credit is intended to ensure that individuals pay income taxes that at least equal those of the U.S. (if the U.S. has higher tax rates than the foreign country of residence) or at most equal those of the foreign country (if that country has higher tax rates than the U.S.).  

However, due to a limitation on the use of foreign tax credits with respect to the U.S. alternative minimum tax, U.S. citizens residing in higher-taxed countries can bear both those higher taxes plus additional U.S. taxes.  The U.S. permits only 90 percent of an individual’s AMT liability to be offset by foreign tax credits.

This situation is unfair to U.S. citizens who reside in higher-taxed countries.  They pay both the higher foreign taxes and must pay additional sums via AMT to the U.S.  These individuals typically receive little or no governmental services or benefits from the U.S. and are dependent on the foreign government where they reside for almost all of their public services and benefits.  Typically they do not constitute any burden on the U.S.

Additionally, the current situation leads to large compliance costs on account of the complexity of the foreign tax credit, AMT, and AMT foreign tax credit provisions. Foreign-resident U.S. citizens face additional burdens of both filing tax returns in two countries and navigating the complex interactions between two discrepant tax systems.  This situation necessitates costly tax planning and complex tax filing.

The current provisions in this area have also caused numerous U.S. citizens resident abroad to simply stop filing their U.S. income tax returns.*  This outcome is a result of both ignorance about filing obligations and the enforcement difficulties faced by the Internal Revenue Service in other countries.  Moreover, the amount of U.S. taxes for which foreign residents are liable is reduced considerably by the provision of a foreign-earned income exclusion (albeit of limited value to those residing in higher-taxed countries).  

The most complete resolution of this problem would be for the U.S. to follow the practice of other countries and allow individuals who have permanently or indefinitely severed their personal and economic ties to the U.S. to become tax non-residents.  This would eliminate large compliance burdens for the individuals, while also removing significant tax administrative and enforcement costs from the U.S. government.  

One effect of this full solution would be to reduce the total tax burdens on U.S. citizens residing in lower-taxed countries.  That might provide an inducement to emigrate for high-income U.S. citizens whose earnings are not dependent on living and working within the boundaries of the U.S.

An alternative approach would be to eliminate the restriction on use of the foreign tax credit against the AMT.  Then U.S. citizens living abroad would be subject to the higher of the two countries’ taxes but not any more than that.  Nevertheless, they would still be subject to the tax-filing requirement and the highly complex tax problems for foreign residents, and for that reason this policy option may be inferior to the first solution.

Of course, elimination or major reform of the AMT might reduce or eliminate the problem cited here for U.S. citizens residing abroad in higher-taxed countries.  Short of that solution, the problem warrants direct remedy through appropriate changes in the U.S. provisions either for tax residency or for crediting of foreign taxes against AMT.

* The U.S. General Accounting Office sought to estimate both the number of U.S. non-resident citizens failing to fail and the associated revenue loss, and it found that insufficient data exist to reach even rough approximations.  This point illustrates the difficulty of the problem.  USGAO, Tax Administration: Nonfiling Among U.S. Citizens Abroad—Report to the Chairman of the Committee on Ways and Means, House of Representatives, GAO/ GGD -98-106 (May 1998).  The report states that for 1995 the U.S. State Department estimated just over 3 million U.S. citizens residing abroad, while the total number of U.S. tax returns filed from abroad for that tax year was only 380,000 (page 9).





