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I. Introduction

Eduardo Saverin, a resident of Singapore, renounced his U.S. citizenship shortly before Facebook's
initial public offering in order to lessen his tax liabilities. ™ Saverin benefitted greatly by dropping his
U.S. citizenship at that time. ™ After renouncing, only income he earned within the United States would
be taxed, and it would be taxed at a lower rate than if he was an American citizen. ® However, Eduardo
Saverin is just one of many Americans who took the drastic step of renouncing their citizenship to
avoid paying U.S. federal income taxes. ™

While high-profile cases of celebrities or other famous people renouncing their citizenship catches
the public's attention, a vast majority of the Americans living abroad affected by these harsh taxation
and filing rules are middle-class or retired. ** Not surprisingly, many American citizens living abroad
are choosing to give up their U.S. citizenship given that taxpayers will [*969] generally do whatever
is necessary to exploit legal means available in order to achieve a lower tax bill. *

As of July 1, 2014, when the Foreign Account Tax Compliance Act (FATCA) went into effect,
Americans living abroad faced increased reporting burdens and tax obligations.  The purpose of
FATCA is "to catch non-compliant U.S. taxpayers with funds located abroad." * The Act might be
responsible for many overseas Americans choosing to renounce their citizenship, * despite the
harshness of renouncing one's citizenship. *° Record numbers of American citizens gave up their
citizenship in 2013, more than tripling the number of citizens who renounced in 2012. ™"

In order to slow down the rate of Americans renouncing their citizenship, as well as make life
better for U.S. persons " living abroad, FATCA needs to be repealed or, at a minimum, drastically
amended. "* Because of the strict reporting requirements placed upon foreign financial institutions,
many of them have begun denying services, such as savings accounts [*¥970] and home mortgage
loans, ™ to American customers in order to avoid having to comply with FATCA. ™ In addition, the
individual reporting requirements call for Americans living abroad to fill out extra forms when filing
their taxes, even when no tax is due. "’ This may necessitate the hiring of an accountant or tax expert in
order to comply with these requirements, which can be quite expensive. ™*
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This Comment will focus on the taxation of American citizens living abroad, their limited options
regarding taxes, the harsh effects of FATCA on such persons' lives, and the potential changes to
FATCA that would mitigate its harsh effects. Part II discusses Americans living abroad generally and
what their tax burdens and reporting obligations are. Part III focuses on the act of expatriation and
renouncing one's citizenship, and the resulting tax liability that goes along with renouncing. Part IV



argues that taxing Americans living overseas on their worldwide income is unfair and that FATCA will
do much more harm than good. Finally, Part V explores potential solutions that the U.S. government
should consider in repealing or altering the act or taxation of Americans living abroad in general.

II. Income Tax Burdens on Americans Living Abroad

A. What Makes the United States Different?

The United States is unique in that it is the only industrialized country in the world to tax its citizens
on all [*971] income earned, regardless of where it is earned. ™ All other countries tax their citizens
based on residency. ™ In other words, most countries do not tax the foreign-earned income for its
citizens living abroad, but rather they tax their citizens only on the income earned within the home
country. ™!

The problem with taxing all U.S. persons on their worldwide income is exacerbated by the
expansive definition of American citizenship. " This is largely due to the jus soli component of the
U.S. citizen law, which provides for anyone born on American soil to be a U.S. citizen, even if their
parents are not American citizens. " Additionally, the corresponding jus sanguinis component allows
for children born to American citizens on foreign soil to be eligible for citizenship if the parents meet
certain requirements. ™

As aresult, there are many "accidental Americans" around the world because it is not always
obvious that a given person is a U.S. citizen. ™ All of these "U.S. persons" are expected to file a tax
return with the Internal Revenue Service (IRS). * Furthermore, reporting rules under FATCA will
affect many [*972] people who may not realize they have a duty to report to the U.S. government. ™’
In order to appreciate the effect the FATCA requirements will have, it is helpful to first have
background information about the American citizens living abroad who will feel the brunt of the
impact.

B. U.S. Citizens Living Abroad

The U.S. government does not formally track how many Americans leave the country, regardless of
whether they leave temporarily or permanently, because American citizens are not required to register
a place of residence. ™* According to the State Department, about 7.2 million Americans are living
abroad. ™ However, regardless of the estimates, the consensus is that the number of Americans living
abroad has been on an upward trend over time. ™

Because the United States does not track where its citizens go, it is difficult to discern where in the
world American citizens currently reside, but Canada and Mexico appear to have the most American
residents, while Germany, France, the United Kingdom, and Israel also have significant American
populations. ' Many of these Americans are English teachers, IT or communications workers, ex-
military members who stayed overseas after completing duty, or retirees. > These millions of middle-
class Americans have the burden of filing and paying their U.S. income taxes.

C. Income Tax on U.S. Citizens Living Abroad

In addition to any tax obligations they may owe to the country in which they reside, ™ American
citizens are responsible for reporting all income, wherever earned, to the IRS and are [*973] subject to
a tax on all of that income. ™* For example, an American taxpayer living in India could end up owing
the IRS income taxes on income earned from an investment in a British company, while also owing
Indian income taxes because that investment was made through an Indian investment bank. *** Taxation
of Americans living abroad can be quite complex, ™ so professional guidance may be necessary when
filing a tax return. ™’ Expert advice is often used to wade through the specific requirements and
calculations of the several applicable exclusions and deductions. ™*

1. Exclusions and Deductions. Special deductions and exclusions are available to lessen the
harshness of taxing American citizens who live overseas on foreign-earned income in addition to U.S.-
source income. ™’ Some Americans living abroad are able to minimize their "double" tax liability
through the Foreign Earned Income Exclusion (FEIE), the Foreign Housing Exclusion/Deduction, and
the Foreign Tax Credit. ™ In order to qualify for the FEIE or the Foreign Housing
Exclusion/Deduction, the taxpayer must meet either the bona fide residence test ™' or the physical
presence test. ™’ A bona fide [¥974] resident is an American citizen who has established that he lived
in the foreign country for an uninterrupted period covering an entire taxable year. ** The physical



presence test requires that a citizen of the United States be present in a foreign country for at least 330
full days over any period of twelve consecutive months. "*

The FEIE allows for U.S. persons living abroad to earn up to a certain amount of foreign-earned
income tax-free. " For 2013 tax returns, the amount of foreign-earned income excluded from taxable
income was $ 97,600 for individuals. ™ Foreign-earned income is "the amount received by such
individual from sources within a foreign country or countries that constitutes earned income
attributable to services performed by such individual." " Taxpayers living abroad that wish to take
advantage of the FEIE must fill out an extra form in addition to filing their tax return. *** This applies
even if their gross income is less than the maximum threshold excludable, which effectively wipes out
their tax obligations to the IRS for that taxable year. ™’

The Foreign Housing Exclusion/Deduction allows a taxpayer living abroad to deduct from gross
income certain housing-related expenses. " Housing expenses include all reasonable expenses paid or
incurred by the individual for housing the individual and his family in a foreign country. **' To be
excluded, the expenses must be nonextravagant and nonlavish under the circumstances. "> All expenses
attributable to housing, such as utilities, rent, and insurance, count towards the FEIE. " Interest
payments and property or rental taxes are not deductible under this section. ** Employer-paid housing
expenses are included in [*975] income. "* The maximum housing deduction depends on the cost of
living as well as other factors, resulting in a different maximum deduction for each foreign country. ™
Combined, the FEIE and the Foreign Housing Exclusion/Deduction serve to reduce the taxable
compensation of many Americans overseas. "’

The Foreign Tax Credit provides that the income taxes paid or accrued during the taxable year to
any foreign country are allowed as a credit against the income tax owed to the United States. "*
However, the amount of the credit taken cannot exceed the amount that would be paid in taxes to the
United States on that foreign income. " Also, the Foreign Tax Credit cannot be applied to amounts
already excluded or deducted under the FEIE or Foreign Housing Exclusion/Deduction. " Although
Americans abroad have these exclusions and deductions at their disposal to reduce their income tax
burden and help them avoid being taxed twice on the same income, the obligations to report income
and assets to the IRS are extensive, and have been even before FATCA.

2. Reporting of Foreign Assets Before FATCA. All American taxpayers have always been
obligated to report any income earned in the course of engaging in financial activity in offshore
jurisdictions. "' Additionally, they are required to report any assets held outside of the United States
when their aggregate value is greater than $ 10,000. "> However, many taxpayers did not comply with
reporting their income and assets overseas, often because they were not aware of their reporting
obligations. ™’

Before FATCA, the IRS used the Qualified Intermediary (QI) Program to require participating
foreign financial institutions to report income on, and withhold taxes from, accounts whose [*976]
holders were U.S. persons. " Participation in the program was underwhelming, however, resulting in a
minimal substantive impact on tax evasion prevention and widespread abuse. "

The weakness of the QI Program was exemplified by the dispute and settlement between the U.S.
government and UBS Swiss Bank. " The bank chose not to comply with the reporting requirements at
all. 7 As a result, Congress and the IRS came up with FATCA to combat the lack of reporting by
foreign financial institutions regarding American accounts. ™

3. The Foreign Account Tax Compliance Act. "Quietly enacted" in 2010 as part of a "big messy
bill" entitled the Hiring Incentives to Restore Employment (HIRE) Act, ** FATCA requires individuals
to report any financial accounts they hold outside the United States and obligates foreign financial
institutions to report information about American clients and accounts to the IRS. " FATCA's
supposed simple premise was to force foreign banks to disclose income held by Americans in offshore
tax havens "' in order to "crack down on illegal overseas tax evasion[,] close[] loopholes," and make it
more profitable for companies to create jobs here in the United States. ™

[¥*977] In implementing FATCA, the U.S. government decided that if foreign financial
institutions do not cooperate with reporting obligations, then they are assumedly "sheltering money in
tax havens." " FATCA requires foreign financial institutions to assist the IRS with identifying U.S.
persons who hold foreign accounts and to disclose certain information about such accounts to the IRS.
"¢ Under FATCA, U.S. withholding agents * will withhold a 30% tax on payments to foreign financial
institutions that do not reach an agreement with the IRS regarding accounts held by Americans. ™



Moreover, any U.S. persons who own such foreign accounts, or any other specified financial
assets, must fill out the new Form 8938 in addition to filing their tax return if the account or asset is
worth more than § 50,000. *”” Most of these accounts are not accounts used for hiding money, but rather
are people's regularly-used, day-to-day accounts. " Account holders are subject to a 40% penalty on
understatements of income in an undisclosed foreign financial asset. " All of these reporting
requirements supplement the required Report of Foreign Bank and Financial Accounts (FBAR) to the
U.S. Treasury for foreign financial accounts greater than $ 10,000. ™ Due to the complexity [*978] of
reporting foreign assets and accounts, Americans living abroad have a greater opportunity to
inadvertently break the tax rules. ™'

The complex FATCA in force today "bears almost no resemblance to [the] initial goal of
"commonsense measures' to simplify the U.S. tax system." "* Originally, the proposal was for foreign
1099s "* on offshore accounts of a "small number of individuals and companies" located in tax havens,
but it has developed into a "massive bureaucratic worldwide reporting system." ** The extra reporting
obligations imposed on account holders and foreign financial institutions have led to criticism of
FATCA. " Additionally, FATCA's reach has caused some Americans abroad to consider the drastic
step of renouncing their citizenship, called expatriation, in order to escape the extensive filing burdens.

I11. Expatriation and Its Tax Burdens and Benefits

The Expatriation Act of 1868 displaced the doctrine of perpetual alliance, one of the settled principles
of English common law, which disallowed an individual from forsaking his sovereign, allowing
Americans to renounce their citizenship. " An expatriate is "any United States citizen who relinquishes
his citizenship" or a former long-term resident of the United States who is no longer a lawful
permanent resident. " Expatriation occurs only when there is a voluntary surrender or abandonment of
citizenship by following the procedures established by statute. ™**

[¥979]

A. Expatriates in Numbers and the Harshness of Renouncing

The increasing number of American citizens living abroad that have dropped their U.S. citizenship
over the past few years shows how life for Americans abroad has become more complicated. ™
Recently, record numbers of renunciations have occurred, with 2,999 Americans giving up their
citizenship in 2013. *° The previous yearly high of 1,781 in 2011 was surpassed in the first half of 2013
alone. ™' In 2012, approximately 900 Americans renounced their citizenship. "> The 2013 number
appears even more extreme when comparing it to 2008, when just 235 Americans renounced. ™ It is
true that those numbers are just a "drop in the bucket" compared to the 6 or 7 million Americans living
abroad who have not renounced their citizenship, but the number of renunciations increased sevenfold
from 2008 to 2011. ™

When the harshness of renouncing one's citizenship is factored in, the increase in renunciations
appears even more significant. Being an ex-American citizen can make it harder to travel to the United
States. "* For example, individuals who suffer from certain communicable diseases, have committed
certain crimes in the past, or have been deemed by the Attorney General to have left the United States
for reason of tax avoidance may be denied entry into the country. " Persons flagged for any of these
reasons may be detained trying to board a plane to the United States or arrested if found entering
American soil. ®7 As a way of punishing expatriates who left the country for tax reasons, the U.S.
government will not issue a visa to any such expatriate. **

[*980] Renouncing one's citizenship is an almost-irreversible choice, ™ and those who do may

only regain it through the long and tedious process of naturalization under current U.S. immigration
laws. ™ Additionally, the exit tax may become even more financially burdensome if Congress
succeeds in increasing the rate, as has been discussed in recent years. *' Despite the permanent and
potentially severe consequences that result from expatriation, many Americans abroad have found
several reasons why renouncing one's citizenship is a smart choice under the circumstances. "'

B. Why Renounce Citizenship?

The different tax regimes applicable to American citizens and nonresident aliens lead to benefits in
expatriation. " For tax purposes, a former citizen is classified as a nonresident alien, and their U.S.-
source income is taxed accordingly. "* The tax rate for nonresident aliens is generally less than the tax
on American citizens, if they are taxed at all. ™ The most significant difference is that nonresident

aliens do not owe any obligation to report or pay taxes on income earned outside the United States. "



Also, nonresident aliens are not required to pay estate and gift taxes to the IRS. " However, if it is
found that the person renounced their citizenship solely for tax reasons, they will owe the citizen rates
on all U.S.-source income. "*

In addition to the tax benefits that can be obtained after renouncing citizenship, some Americans
living abroad renounce because they do not appreciate how U.S. federal law treats them differently
than Americans residing in the United States in several aspects. "' For example, FATCA reporting
requirements [¥981] have caused some foreign banks to turn away American clients, leaving
Americans living abroad with restricted access and limited choice of banks. ™' In contrast, those
residing on American soil have complete freedom and full access to a wide variety of banking choices.
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Americans living abroad must meet additional IRS reporting requirements. *'* Americans living in
the United States get a deduction for contributions to domestic pension funds, while Americans living
abroad do not receive a tax deduction for contributions to foreign pension funds. ™" Additionally,
penalties are substantially higher for errors or omissions on tax filings for Americans living abroad
than the standard penalties for errors or omissions by those living domestically. ™"

Moreover, American citizens living abroad are required to report anything more than 10%
ownership in a single foreign company, while Americans living in the United States have complete
freedom to enter partnerships without any requirement of reporting ownership. *'* In the end, many
Americans abroad are influenced by the potentially lower nonresident alien tax rate, ™' the disparate
treatment by the law of Americans living abroad, ™" and the additional reporting requirements placed
upon them. ™'* Even though these reasons might provide motivation to renounce citizenship, Americans
considering leaving the United States should carefully consider the tax burdens of expatriation. "'

[*982]
C. The Tax Burdens of Expatriation

Many people improperly assume that expatriation will allow them to completely avoid U.S. taxes. ">
There still may be a price to pay in the form of an exit tax, even though renouncing one's citizenship
will reduce or eliminate a number of income tax responsibilities. **' Under the HEART Act of 2008, an
American citizen who renounces his or her citizenship must pay a tax on the net gain from the "deemed
sale" of his or her worldwide assets. "'** In a deemed sale, "all property of a covered expatriate shall be
treated as sold on the day before the expatriation date for its fair market value." "'* However, the exit
tax is new as of 2008, and the expatriation process has changed over time, requiring different tax forms
over the years. "** Additionally, potential expatriates must consider all of the nontax issues that come
with expatriation. ™%

Just being an expatriate by itself is not enough to subject an individual to the exit tax. "** An
expatriate renouncing citizenship is considered a "covered expatriate" if they either have a net income
or net worth above a certain level "’ or have a negative tax history during the preceding five years. "**

[*983] There are exceptions to the exit tax, however. "'’ The exit tax does not apply to certain
dual citizens who became American citizens at birth. *** However, they must also be a citizen of
another country, continue to be a citizen of that other country, "*' and have no substantial contacts with
the United States. "> The exit tax also does not apply to certain minors. "**

Despite the strictness of the exit tax rules, some wiggle room remains through smart tax planning
to reduce the harshness of the exit tax. "** However, the different tax moves the taxpayer could make
are complex and beyond the scope of this Comment. "** Nevertheless, the various reasons for
renouncing citizenship, and the benefits and burdens of doing so, provide the backdrop for the many
arguments against the harmful and burdensome FATCA legislation. "*° As discussed below, the
arguments against taxing American citizens living abroad on all of their income, combined with the
implementation of FATCA, unnecessarily complicate the lives of those Americans and correspond
with the reasons why one would expatriate.

IV. Arguments For and Against Implementing FATCA

Some members of the media and Congress stereotype Americans living outside the United States as
tax cheats, tax [*984] evaders, or even traitors, although that is far from a true description of most
Americans living abroad. **’ Instead, such Americans are generally honest and hard-working residents
making contributions to the communities in other countries that they call home. "** Often, American
citizens abroad are also citizens of the country in which they reside. "** Additionally, many of these



Americans are unaware that the FATCA requirements exist, yet they face potentially harsh punishment
if they fail to comply. "* The foundation of the argument against FATCA is found in the general
arguments against taxing the foreign-earned income of Americans living abroad. **' Naturally,
however, there are solid arguments in favor of the current system of taxing all Americans on all of their
income, wherever it is earned. "'*

A. Arguments for Taxing Americans Abroad on All Income

The simplest argument for taxing Americans that live in other countries is based on the belief that
taxation is simply a cost of being a citizen. " Additionally, the benefits theory provides that
"individuals continue to enjoy the benefits of citizenship while abroad and, accordingly, should
continue to bear the corresponding burdens" such as paying taxes. "* Some of the benefits provided by
the U.S. government to American citizens living abroad can include protection of personal and
property rights, the right to vote, the ability to enter the United States at any time, and past benefits
received. "* Under the benefits theory, it follows that these benefits "provide a basis for concluding
that the United States is justified in exercising some type of taxing jurisdiction over those citizens." *'*
Additionally, the ability-to-pay theory supports the imposition of the income tax on citizens living
abroad by claiming that any citizen [*985] who can afford it should pay for the expenses of the
common community. "¢’

Despite these arguments in favor of the current citizenship-based taxation relying on the benefits
the citizens receive and their ability to pay, powerful arguments against such taxation can be made
based on the issues of compliance and administrability of the citizenship-based taxation. ™**

B. Arguments Against Taxing Americans Abroad on All Income

The United States is the only industrialized nation to tax its overseas citizens on all of their income,
wherever earned. "'* There are various reasons why a federal government would choose not to tax the
foreign-earned income of its citizens, such as making life easier for its citizens, economics, equity and
fairness, and reducing complexity in filing taxes. ™

The U.S. government should not make it harder for Americans who choose to live abroad when
such action encourages them to renounce their citizenship. "*' Today's economy is global, and many
people feel that the U.S. government needs to embrace that fact, not act in ways that hinder America's
position in the global economy. *** Americans living overseas have the potential to be a positive for the
U.S. economy. " Export markets overseas are very important, and the flow of American goods and
services globally is stimulated by the presence of Americans in foreign countries. ™** It can be argued
that "enacting fair tax policies that place American employees overseas on an equal footing with
foreign counterparts is critical to [*986] building a formula for positive domestic economic growth."
"% Tt is not ideal for the U.S. populace for American-based companies to choose to employ foreigners
overseas rather than send Americans overseas to do the same job. "

In addition to the economic reasons for not taxing Americans abroad on their foreign-earned
income, there are several arguments based on equity and fairness. Some citizens have no ties to the
United States, but were born in U.S. territory or born to American parents. ™" The IRS will still
prosecute such citizens for not filing a tax return, "** even though some feel that these citizens do not
receive many benefits from the U.S. government aside from having a U.S. passport. "'*

For example, assume John Doe was born in the United States to foreign parents living in the
country on work visas. When John was only six months old, his family moved back to their home
country. Thirty years later, even though John never visited or lived in any U.S. territory, he may still be
expected to file a tax return each year, " which can be quite expensive and inconvenient. ™'

Americans living abroad also receive different treatment regarding Social Security and Medicare
taxes. "' For an individual [*987] working overseas, even "minor changes in the structure of the
business arrangement can result in drastic changes in the rate of [Social Security and Medicare] tax
paid by the individual." "¢

Opting not to tax American citizens living abroad on their foreign-earned income would reduce the
complexity such citizens would face in filing their tax returns. *'* Complying with the U.S. tax code is
exponentially more complex for those living overseas. " In addition to the administrative burden
placed on American taxpayers living overseas, the complexity of international tax law "creates an
environment where taxpayers who are trying their best to comply simply cannot." **



The complexity of the tax code for filers residing abroad forces them to consult specialized experts
to prepare their taxes. "'’ Retaining an expert or tax consultant costs around $ 2,000 per filing, but can
run much higher. "'® With an average of 1 million tax filers annually, the total cost of compliance for
overseas Americans comes to around $ 2 billion, which is "a high number in proportion to the tax
revenue collected." "%

[*988] Furthermore, how should American taxpayers living in different countries be treated in
determining tax brackets or the amount of a deduction or exclusion? Currently, all U.S. citizens living
abroad are treated the same, regardless of the high or low cost of living and correlating salaries in that
country. "' There are concerns about the relative value of the dollar and the cost of living, which are
drastically different in each country, yet American residents living abroad are subject to the same
Foreign Income Exclusion and tax bracket structure as those living in the United States. """ Although
American citizens overseas can claim a $ 97,600 exclusion on their taxes owed to the United States,
many Americans who work in high cost of living nations (such as France or the United Kingdom) earn
salaries well above $ 97,600. "' The differences in costs of living in countries abroad are much more
extreme than the difference among the fifty states. *'”

Even without FATCA, the way the United States taxes overseas Americans makes their lives more
difficult, frustrates economic goals, and unfairly complicates the filing process. The implementation of
FATCA only adds to the inherent unfairness of how the U.S. tax system treats Americans who live in
foreign countries. ™'

C. Why FATCA Will Do More Harm than Good

For many years, the IRS did not focus on enforcing laws on accounts and assets held by Americans
abroad. " But filing requirements have been growing stricter since 2008, and many see FATCA as the
"tipping point," although its full effects remain [*989] to be seen as it just recently went into effect. "'
Despite increasing the tax revenue, "7 FATCA could potentially alienate other countries, forcing
millions of U.S. citizens abroad to "either painfully reconsider their nationality, or face a lifetime of
onerous bureaucracy, expense and privacy invasion." "'’

1. Benefits the Government Foresees Gaining from FATCA. Naturally, by passing FATCA the
U.S. government foresees gaining certain benefits. The stated purpose of FATCA is to reduce tax
evasion through overseas accounts, which would result in increased tax revenue. "' It is unclear how
much revenue FATCA will provide the American government, but President Obama suggested $ 210
billion over ten years, while others have estimated only $ 8 billion over ten years. ™'*

In addition to that revenue, the U.S. government will benefit from increased reporting of foreign
assets of all American citizens, whether living domestically or abroad. ™* Mathematically, it is likely
that most foreign accounts are held by Americans living domestically, given that there are about 7
million Americans living abroad "* and about 315 million living domestically. "'* However, while
Americans living overseas must deal with foreign banks denying them services in efforts to avoid
[*990] FATCA reporting obligations, the day-to-day financial activities of Americans living in the
United States are not affected by foreign financial banks dropping their American clients. *** The far-
reaching and negative impact of FATCA will seemingly outweigh the benefits by a wide margin.

2. The Negative Impact of FATCA. To put the scope of FATCA into perspective, imagine that a
law similar to FATCA were passed by a single state within the United States, such as California. ™'*
This new law places obligations on all people who were born in California or were residents of
California, even though they now live in a different state and have no continuing relations with
California. "*

Suppose further that you were born in California but had lived and worked in New York for
twenty-five years with your wife and kids, paid taxes in New York, and had no bank accounts in
California. ¥ You likely would not be too happy about having to report all of your financial holdings
to the state of California. "* Furthermore, if you were a signatory on your spouse's accounts, then you
would have to tell California about those too, even if your spouse had never stepped foot in California
before. ™' Your children, who are now working adults in New York, may be considered Californians
because one of their parents was born there. "*° As a result, they would have to file their taxes in both

California and New York and report any bank accounts they have or that they share with their spouses.
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Originally, FATCA was to involve only two parties: the U.S. government and foreign financial
institutions. " However, new stakeholders arose as the Act was developed, including foreign and



regional governments, the compliance industry, and most importantly, American citizens living abroad.
"% By 2011, it became apparent that FATCA had grown to target more than just "a small number of
individuals and companies" attempting to hide their assets in overseas accounts. "** Instead, FATCA's
[*991] grasp captured "honest, responsible Americans living and paying taxes in other countries" and
the Act started to become problematic for many of those Americans. ™

In addition to the reporting of foreign financial accounts greater than $ 10,000 required under the
FBAR, "* any U.S. person who owns a foreign account or asset must fill out the Form 8938 if the
account or asset is worth more than $ 50,000. "’ The FBAR reporting equally applies to Americans
living abroad and domestically, requiring them to report foreign accounts over $ 10,000, *** but
domestic Americans who have such accounts overseas are generally not using them as their day-to-day
checking accounts. ™ For Americans living abroad, these accounts are often their primary checking
accounts used daily to pay bills and put food on the table, not to hide money from the IRS. ™* Yet the
IRS imposes penalties on owners of these accounts if they fail to report or underreport income in the
undisclosed asset or account. ™'

One of the most serious problems that American citizens living abroad have with FATCA
reporting is that it may block banking access in some situations. ™ Even before going into effect July
1,2014, FATCA made some foreign banks wary of serving even honest Americans because its design
was to catch tax evaders. ™ If a foreign financial institution fails to obtain privacy waivers from its
American clients, then it must close their accounts to comply with FATCA. * This is a way for the
Act to circumvent foreign privacy laws without creating conflicts of law. * For example, Swiss banks
must obtain a client's consent before disclosing any banking information, * resulting in the [*992]
bank having to decide between getting the client's approval and closing American accounts. ™

In order to avoid FATCA's withholding penalties for noncomplying foreign financial institutions,
a number of banks have refused to take on Americans as clients, even before the Act went into
effect. * In some countries, American citizens have had their legal bank accounts closed simply
because they were American. ™' Others have had mortgages cancelled for the same reason. " Many
banks would rather drop Americans as clients than have to report to the IRS. »*
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As a result, many honest Americans living abroad face the decision of paying taxes they believe
are fundamentally unfair, =" or being dishonest and either hiding their heritage from foreign banks or
lying to the IRS. **"* To avoid such a decision, Americans living abroad are choosing to renounce their
citizenship at an increasing rate. ™"

FATCA is exceptionally detailed and voluminous, with over 500 pages of new regulations written
by the Treasury Department. "¢ The fact that the Treasury Department announced multiple delays to
the start of FATCA reporting, in order to give foreign banks time to comply with the law, points to the
complexity of the Act. " Even foreign banks are on record citing FATCA as too complicated,
complaining that it will be expensive to install the infrastructure necessary to comply with the reporting
requirements. '* For example, the Japanese [*993] Bankers Association submitted its opinion on
FATCA to the Treasury Department. " The statement expressed that if "the implementation of
FATCA is not practically feasible for the Japanese financial services industry, it would result in
substantial confusion in the industry and could ultimately lead the Japanese financial institutions to
withdraw their investment from U.S. financial assets." ">

Not only will implementing FATCA be expensive and complex for the U.S. government, but of
greater concern, filing tax returns will be much more complicated and costly for those living abroad. ™
In addition to the expense of filing a correct tax return as an American living abroad, > incorrect filing
can result in "excessively harsh" penalties that are "confiscatory and discriminatory." > Having
undeclared assets has led to some facing "stiff U.S. tax bills and crippling fines." ** Many Americans
abroad end up paying lawyers and accountants thousands of dollars each year to help meet the various
reporting and filing requirements. *** Along with the other ways in which Americans living abroad are
treated differently than Americans living domestically, "* it is fundamentally unfair to make the
reporting process significantly more expensive simply because they live somewhere besides the United
States.

Complexity aside, no cost-benefit analysis has been done on the implementation of FATCA versus
the revenue brought in by the Act. ™’ Additionally, as the Treasury Department [¥994] negotiates
intergovernmental agreements (IGAs) with countries all around the world, "** "changes are fed back
into the regulations, making this a nightmare for foreign financial institutions trying to finish
compliance projects.”" ™* President Obama envisioned needing 800 more IRS agents to run and
maintain the system, but that was for the version of FATCA contemplated in 2009. "** Now that the



FATCA system is much greater in magnitude and complexity, the number of extra IRS agents needed
has likely increased. "' The number of IRS agents employed under FATCA will certainly continue to
increase if the United States must gather and provide information to foreign governments about
accounts held in American banks by foreigners under reciprocity agreements. "

Requiring banks and foreign financial institutions to report to the IRS various information about
American accounts gives individuals who own those accounts reason to be concerned about their
privacy. ** Some of the information banks are forced to submit potentially includes total assets,
account balances, transactions, account numbers, and other personal identifying information. ** Such
an "intrusion goes way beyond a 1099 and [surely] would not be accepted or tolerated by Americans
living in [the] United States." ™*

Another problem presented by the withholding tax approach to curb tax evasion is the possible
infringement upon other countries' sovereignty. ** Such infringement would come from imposing the
withholding tax system on countries with significantly different tax systems and government
philosophies than the United States. ™7 A country and its financial entities [¥995] should have no
obligation, absent an agreement otherwise, "to aid other nations in [the] enforcement and
administration of their respective tax laws." *** "Every country should be free to impose and collect its
taxes in the way it deems proper." »*

For example, a group of Canadian citizens has sued the Canadian government, challenging its
FATCA agreement with the United States. ** The plaintiffs are angered that the deal requires Canadian
financial institutions to give the IRS private information regarding the bank accounts of Americans and
their family members living in Canada, regardless of whether those family members are American or
Canadian nationals. ™*' The claim is that the agreement violates Canadian law, and more specifically,
hinders Canadians' "right to life, liberty, security of the person; security against unreasonable search
and seizure; [and] equal protection of law without discrimination." ™* Additionally, the plaintiffs argue
that the agreement goes against the "principle that Canada will not forfeit its sovereignty to a foreign
state." ™* Furthermore, some Canadians have expressed disappointment that their government did not
resist the United States' demands to enter the agreement. "*

As a result, more foreign banks and financial institutions may choose to drop American clients or
not invest in the United States at all, which can both harm the American economy. ™* Many foreign
banks and their clients may decide to liquidate all of their investments in the United States because the
penalty for banks not complying with FATCA reporting requirements is a 30% withholding tax on
investment income originating in the United States. "* If foreign banks and financial institutions drop
American clients, U.S. businesses that establish foreign bank accounts for exports would be majorly
handicapped. ™ It also cuts off American businessmen from entrepreneurial opportunities with
foreigners if [*996] they have a harder time establishing bank accounts in certain countries. ™*

More importantly, if foreign banks concerned about FATCA reporting drop American clients,
Americans living abroad will find it increasingly difficult to attend to routine financial matters such as
obtaining mortgage loans or opening checking accounts. ™* Americans should be able to live normally
while in other countries, and if lack of access to banks prevents them from doing so, they will not be
afraid to renounce their U.S. citizenship in order to be able to pay for their home in a foreign country.
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Daniel Kuettel, an American citizen living outside of Zurich, Switzerland, is a perfect example. ™'

He gave up his citizenship because he feared that he would not be able to get a mortgage there with so
many Swiss banks cutting ties with Americans due to the U.S. government's intensifying pursuit of tax
evaders. ™ Furthermore, Kuettel did not even meet the threshold for payment of income taxes to the
IRS, so his renunciation was not for tax reasons. "’ Rather, he just wanted to live a normal life. "**

FATCA could potentially have the severe impact of causing both foreign and American companies
to avoid hiring American employees when filling positions outside the United States. ™** The result
could decrease "competitiveness as many companies avoid U.S. workers because of the added costs
they may have to cover." * Some non-American companies may be deterred from promoting
Americans to executive positions because executives' tax affairs are much more complicated. ™

Ideally, reciprocal agreements would result in foreign banks doing much of the legwork in causing
undeclared assets to surface, which is the current situation in Switzerland. "** Requiring foreign banks
to report information to the IRS may [*997] reinforce some negative stereotypes about the United
States being controlling and manipulative. ™ In order to address this, the Treasury Department has
negotiated IGAs with many countries that promise reciprocity in exchange for compliance with



FATCA. " Diplomatic relationships may be strained as other countries resist signing such agreements
or sign under coercion. ™'
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As of September 2014, more than eighty nations have signed IGAs with the United States.
Countries that enter such agreements can obtain tax information regarding their citizens with assets in
American financial institutions. * However, questions have been raised as to whether the Treasury
even has the authority to promise reciprocal financial reporting to other nations. *

Reciprocal laws created by foreign governments, whether from agreement with the United States
or on their own action, could also contribute to the billions of dollars of foreign investment funds being
pulled out of American banks. ™* This could "drive job-creating capital out of [the United States] and
harm [American] financial markets." ™ It seems unlikely that American banks would be willing to
take on the expense of reporting information about foreign account holders to other countries'
governments, just as other countries' banks are not happy about reporting to the IRS. ™

[¥*998] Furthermore, FATCA could adversely affect foreign investment in the United States. ™
Foreign investors are very important to the U.S. economy, ™* so "exposing income from invested
foreign capital to the looming threat of a thirty percent withholding tax may deter investors and lead to
significant capital flight." ™"

Despite the potential benefits provided by FATCA, such as increasing tax revenue and thwarting
tax evaders hiding money in offshore accounts, the negatives caused by the Act are significant. ™"
Once intended solely to reach foreign financial institutions, FATCA has grown to encroach on the
everyday lives of Americans living abroad. ™" In order to satisfy the Act's reporting requirements, all
Americans living abroad must fill out separate forms *” regarding accounts and assets not required to
be disclosed to the IRS if held in American banks. ™™

FATCA's complexity is causing headaches for foreign banks and governments preparing to
comply with the reporting requirements. ™”* Similarly, the complex rules will make compliance time-
consuming and costly for taxpayers and their accountants. ™’ Furthermore, cost-benefit *”” and privacy
concerns provide additional arguments against FATCA. " Although FATCA became effective July 1,
2014, it is not too late to make serious changes to the Act, or better yet, repeal the Act.

[*999]
V. Potential Solutions to the FATCA Problem

Much of the literature discussing taxation of Americans living abroad calls for the closing of loopholes
that allow Americans to better their tax position by leaving the United States or placing their money
abroad, or it suggests harsher penalties should be brought upon those that do. ™ Americans living
abroad should not have any extra reasons to turn their backs on their country and renounce their
citizenship. ** The U.S. government should not pass legislation that unevenly places burdens on a
relatively small group of Americans when the goal is to obtain a benefit for the entire country. With
FATCA, Americans living abroad are finding their banking access restricted and their reporting
obligations expensive and confusing. **' Either taxing Americans only on their U.S.-source income or
repealing or significantly amending FATCA would be a proper solution to the problems experienced
by Americans residing in foreign countries. "*

Attempting to prevent Americans from renouncing their citizenship by punishing them, increasing
their tax burden, publishing their name, or taking away visa privileges does not encourage Americans
to stay in the United States. ™* Although the political motivation of the government to chase and
punish tax evaders and foreign banks that help them with their transactions is completely reasonable,
many Americans living abroad are "outraged that these regulations have impacted honest and
hardworking citizens" so drastically. "*

[¥*1000] One way to simplify the tax code and make filing easier for all Americans, and
especially those living abroad, is to only tax American citizens on U.S.-source income. ™** Many
people are fond of the idea of only being taxed by the country in which they earned the income, rather
than being taxed by the foreign country where they earned the income and the country to which they
have citizenship. ™* Renouncing one's citizenship allows the taxpayer to only be taxed by the United
States at the 30% rate for U.S.-source income, and at 0% on worldwide income. " Of course, there are
exclusions and deductions available to reduce the double liability for American citizens living abroad,
% but that is still a significant and unnecessary hassle. %



The ultimate goal should be to tax American citizens on only their U.S.-source income, bringing
the United States to the same playing field as the rest of the developed world and in line with being part
of a truly global economy. ™ One way to slow down the surge of renunciations is to tax Americans
living abroad on the same basis as nonresident aliens. "' Nonresident aliens maintain a tax home in a
foreign country and owe taxes only on income they earn in U.S. territory. ™ President Obama and the
previous two presidents all made it their goal to simplify and rewrite the tax code, but none of them
succeeded. ™ However, the presidents [¥1001] are not solely to blame as there are many hurdles that
Congress would need to overcome in order to make any drastic changes to the tax system. ** Because
it seems so unlikely that the U.S. government would, or could, make such a drastic change to the tax

code at this point, the best option is to repeal FATCA or, at a minimum, make significant changes to it.
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Outside of no longer taxing Americans who live abroad on their foreign-earned income, repealing
FATCA is the ideal solution. Americans would avoid the problem of banking access denial by foreign
banks, " reporting foreign accounts and assets would be less complex, 7 and privacy concerns would
return to pre-FATCA levels. ™*

At a minimum, changes need to be made to FATCA. " Congress needs to refocus FATCA's
scope to that of its original modest intent, which was to "track down Americans removing their assets
from the U.S. in order to illegally evade paying U.S. taxes." ™

Several potential changes can be made. For instance, the IRS could exclude from FATCA
reporting Americans who establish themselves as bona fide residents abroad as defined by the tax code.
= This would allow American citizens living abroad long-term to avoid the complex FATCA
reporting requirements while still maintaining the primary objective of FATCA. =

Additionally, changes could be made to the various reporting thresholds under FATCA. =* The $
50,000 account and asset value threshold for individual reporting could be raised to $ 200,000 or more.
=% This would help because FATCA reporting includes not only bank accounts, but also life insurance
contracts and pension [*1002] funds. ™* In the alternative, the $ 50,000 threshold could be retained if
it was no longer a requirement to report life insurance policies and pension funds. * Furthermore,
rather than have a 10% reporting threshold for ownership in foreign corporations and partnerships by
an American person, it could be raised to 30-50%. " Regardless of whether any changes are made to
FATCA or not, there should be an independent cost-benefit analysis and audit of FATCA's impact on
the IRS, Treasury, and U.S. economy. ™*

The reciprocal agreements represent problems of their own. »* In seeking reciprocal arrangements
with foreign governments providing for mutual reporting by financial institutions about account
information for accounts held by that country's citizens, the goal should be solely one of preventing tax
evasion, and the goal should be the same for both parties. ™' Developing true partnerships with other
countries that respect the foreign laws, constitutions, sovereignty, and interest is more beneficial than
the U.S. government coercing or strong-arming them into signing an agreement. ™"

Rather than developing agreements to mutually report account information, it may be more
beneficial to eliminate some of the factors that facilitate the use of offshore jurisdictions for tax
evasion. ™" In agreements with other countries, the U.S. government could provide incentives to make
the creation of offshore entities more difficult, because currently it is relatively easy and inexpensive in
many countries. "

[¥*1003] While the benefits FATCA is intended to produce, such as reducing tax evasion by
Americans through foreign banks, are noble, such benefits should not come at the expense of making
the lives of Americans abroad unfairly more difficult. ™' In order to prevent these Americans from
renouncing their citizenship, the United States should either switch to a tax system that taxes American
citizens on only their U.S.-source income ™" or, in the alternative, repeal FATCA or significantly
amend it to lessen the harsh impact it will have on Americans living abroad. ™'¢

Several potential amendments are available that would preserve the primary objective of the Act -
to reduce and prevent tax evasion. ™7 Any number of these changes would make FATCA fairer to
Americans living abroad than the Act as it is currently written.

VI. Conclusion
The problems American citizens abroad have with the unfairness of having to file U.S. tax forms for

foreign-source income begin with the fact that the United States chooses to base its federal income tax
on citizenship rather than residency. ' Of course, the IRS provides Americans overseas with multiple



exclusions and deductions in order to reduce the chances of double taxation. ™'"* However, that just adds
to the complexity and expense involved in filing a correct tax return when an American has foreign
assets. " This hassle comes before FATCA even enters the equation. ™'

Before FATCA, there were significant arguments against taxing Americans living abroad on all of
their income earned, [*¥1004] regardless of where it was earned. ™ With FATCA reporting, the unfair
singling-out of Americans living abroad is magnified. What started as a bill to catch and prevent tax
evaders from hiding their assets overseas has turned into a wide-reaching law. ™ While the Act does
have the benefit of cracking down on tax evasion, ™* this benefit comes at the price of disrupting many
American families' lives overseas. »> As a result, many Americans have experienced and will
experience blocked foreign banking access, " increased expenses associated with filing tax returns,
and negative economic and job effects globally. ™**

n327

In order to fix these problems for Americans overseas, the easiest solution is to switch to an
income tax system based on residency, taxing only people's U.S.-source income. ™* But because that
likely will not happen, the course of action that should be taken is to repeal, or at least significantly
modify, FATCA as it stands today. "** Whether that change is exempting bona fide residents of foreign
countries from FATCA reporting or increasing account thresholds for reporting, something needs to be
done. ™

Unfortunately, the outlook for potential change looks bleak, as members of Congress do not value
individuals' income tax difficulties as much as they do other issues. ™*> And not only will FATCA
affect Americans living overseas, but the U.S. government is placing American relations with other
countries in the global economy in danger. ** FATCA needs to be repealed or [*1005] changed, * or
American families will face unfair and significant difficulties attempting to live their everyday lives in
foreign countries. ¥
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