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1. Residency for U.S. Income Tax Purposes
The Residency Rules
The U.S. income tax obligations of non-U.S. citizens depend on the tax residency
status of the individual. It is therefore important to understand the criteria under
U.S. tax law for distinguishing between non-citizens who are considered U.S. tax
residents (so-called “resident aliens”) and non-citizens who are considered not to
be U.S. tax residents (so-called “nonresident aliens”).
A non-citizen will be considered a resident alien for U.S. income tax purposes if he
or she meets one of two objective tests: (1) the “lawful permanent residence” test
or (2) the “substantial presence” test. A non-citizen that fails both tests will
generally be considered a nonresident alien for U.S. income tax purposes.
Lawful Permanent Residence Test
Under the lawful permanent residence test, a non-citizen is considered a resident
alien from the day he or she is admitted to the United States as a lawful permanent
resident (i.e., receives a “green card”) until the day that this status ends.
Therefore, persons in lawful permanent resident status are considered U.S. tax
residents even when they are living outside of the U.S.
A U.S. tax treaty, if applicable, may give a green card holder the option to elect
non-resident alien (“NRA”) status and thereby be released from U.S.-tax-resident
status. This type of position is often very tricky and requires a detailed technical
analysis by a tax professional.
Substantial Presence Test
Under the substantial presence test, an individual will be considered a U.S. resident
for tax purposes if he or she is physically present in the United States on at least:
(a) 31 days during the current calendar year; and (b) A total of 183 days during the
current year and the 2 preceding years, counting all the days of physical presence
in the current year, but only one-third the number of days of presence in the first
preceding year, and only one-sixth the number of days in the second preceding
year.
You are treated as present in the United States for purposes of the substantial
presence test on any day you are physically present in the country, at any time
during the day. However, there are exceptions to this rule. Examples of days of
presence that are not counted for the substantial presence test include:


days you are in the United States for less than 24 hours, when you are in
transit between two places outside the United States; and



days you are an exempt individual (which includes certain teachers, students,
and professional athletes)
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Exceptions
Additional exceptions to the substantial presence test include:
The “closer connection” test – Under U.S. tax law, even if you fail the substantial
presence test, you can still be treated as a nonresident alien if you maintain a “tax
home” in a foreign country during the year and have a “closer connection” during
the year to one foreign country in which you have a tax home than to the United
States.
Treaty relief – Under an applicable U.S. tax treaty, an individual may be subject to
a less onerous test than the substantial presence test. The "tie-breaker rules" of
many income tax treaties with the United States commonly provide that if an
individual is a "resident," as that term is defined in the treaty, of both the United
States and the treaty partner country, preference is given to the country where the
individual has a permanent home available to him, or if one is available in both
jurisdictions, then such person is considered to be a resident in the place where his
personal and economic relations are closer (“center of vital interests”).

Example – Michael, from Vietnam, comes to the U.S. in October 2016 with his
wife and 2 small children and intends to stay and work in the U.S. for 2 years. In
this case, Michael should generally not be considered an alien resident for U.S.
federal tax purposes in 2016, assuming no presence in prior years.
IRS Examples – For further examples of alien residency offered by the IRS in
various situations, please see the following link:
https://www.irs.gov/individuals/international-taxpayers/alien-residency-examples
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2. U.S. Income Tax Implications of Residency
The following summarizes the key differences between the substantive U.S. federal
income tax obligations of resident aliens and nonresident aliens.
Resident Aliens
As is the case with U.S. citizens, the worldwide income (i.e., U.S. source and
foreign source income) of resident aliens is subject to U.S. federal income tax.
In general, the tax rate applicable to your income will depend on your tax filing
status (e.g., married filing jointly, head of household, single, or married filing
separately) and your taxable income amount. Beneficial rates may apply to certain
types of income, for example, capital gains and qualifying dividends. The 2016
federal income tax rates are available at the following link:
https://www.irs.gov/pub/irs-drop/rp-15-53.pdf
If an individual has income from investments, the individual may be subject to a
3.8 percent Net Investment Income Tax (“NIIT”) on the lesser of their net
investment income (such as interest, dividends, capital gains, rental and royalty
income, among others), or the amount by which their modified adjusted gross
income exceeds the statutory threshold amount based on their filing status. The
current thresholds are $250,000 (married filing jointly), $125,000 (married filing
separately), or $200,000 (single or head of household). In general, nonresident
aliens and nonresident alien spouses are not subject to the NIIT.
It is important to note that for certain high-income taxpayers, a so-called
alternative minimum tax (“AMT”) may apply. This additional tax is calculated
separately from a taxpayer's regular tax and is paid in addition to the regular tax if
certain criteria are met. AMT is intended to ensure that high-income taxpayers pay
a minimum amount of income tax (e.g., in the case where the taxpayer’s income is
otherwise reduced due to available deductions and credits).
Anti-deferral regimes
Like U.S. citizens, resident aliens are subject to certain anti-deferral regimes that
are designed to prevent U.S. taxpayers from deferring payment of U.S. tax through
the use of foreign companies.
The Internal Revenue Code contains two principal anti-deferral regimes that may
impose tax on a U.S. taxpayer on a current basis when its foreign subsidiaries
generate income. They are the:
 Controlled Foreign Corporation (“CFC”) regime; and
 Passive Foreign Investment Company (“PFIC”) regime
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CFC Regime
A foreign corporation is a CFC when more than 50 percent of the voting power or
value of its shares is owned by “U.S. shareholders.” A “United States shareholder”
is generally a U.S. person owning 10% or more of the voting power of the
corporation. U.S. shareholders of a CFC are taxed on a current basis on certain
types of income (generally referred to as “Subpart F” income) earned by the CFC
even though the CFC has not made an actual distribution to the shareholder.
Furthermore, this income is taxed at ordinary income rates even if it would have
been treated as capital gain (possibly taxed at lower tax rates) had it been earned
directly by the shareholder.
PFIC Regime
A number of foreign investment products are classified as PFICs for U.S. federal tax
purposes. Technically, a PFIC is a foreign corporation that has one of the following
attributes: (i) At least 75% of its income is considered "passive" (e.g., interest,
dividends, royalties), or (ii) At least 50% of its assets are passive-income producing
assets.
Most foreign mutual funds fall within the definition of a PFIC. This can be the case
even if such funds are held through a tax-deferred savings account or a nonqualified pension and retirement account. PFIC investment income is generally
subject to highly punitive U.S. federal tax rates. A non-deductible penalty interest
charge can also compound regularly while holding an interest in a PFIC. Several
elections are available to mitigate the more onerous aspects of PFIC taxation (e.g.,
a so-called “QEF election” or “mark-to-market” election).
State and Local Tax Considerations
In additional to U.S. federal taxes, resident aliens can be subject to income taxation
as residents of a particular U.S. state.
Residency rules vary by U.S. state and are not necessarily the same as the federal
rules described above. Careful consideration should be taken to determine one’s
residency for state and local tax purposes for someone immigrating to the U.S.
Some states do not have an income tax, although the majority of states do. The
highest personal income tax rate of any state is California at the rate of 13.3%.
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Nonresident Aliens
While the U.S. government taxes its citizens and tax residents on worldwide income
and subjects them to certain anti-deferral regimes, it taxes foreign persons,
including nonresident aliens, in a more limited manner.
First, foreign persons are generally subject to tax on U.S.-source “FDAP” (fixed,
determinable, annual, or periodic) income, which includes passive-type items, such
as interest, rent, royalties, and dividends. This income is taxed on a gross basis
(i.e., with no offsetting deductions) at the rate of 30% by way of withholding at
source by the U.S. payer, who has primary responsibility as the “withholding agent”
to collect, deposit, and report the tax to the IRS. Failure to do so can expose the
U.S. payer and foreign person to significant penalties and interest.
Second, foreign persons who are considered to earn income “effectively connected”
with a trade or business in the U.S. (in contrast to the passive-natured FDAP
income) are subject to tax at graduated rates on a net basis (i.e., reduced by
available deductions). U.S. payers generally do not need to withhold tax on such
effectively connected income (“ECI”).

Example – Michael, from Vietnam, comes to the U.S. in October 2016 with his
wife and 2 small children and becomes a resident for U.S. federal income tax
purposes. Michael owns stock in a foreign corporation. If Michael were to receive
dividends from the corporation or sell his stock interest prior to becoming tax
resident in the U.S., his income would not be subject to U.S. federal income
taxation. If Michael were to receive dividends from the corporation or sell his
stock interest after becoming tax resident in the U.S., the income would be
subject to U.S. federal income taxation and possibly subject to the anti-deferral
regimes as well.
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3. U.S. Tax Compliance Implications of Residency
Once an individual becomes a resident alien for tax purposes, in addition to being
subject to U.S. income tax on worldwide income, he will have to file IRS forms that
disclose his worldwide assets due to extensive U.S. reporting requirements of U.S.
taxpayers with foreign assets. It is important that such individual understand the
scope of this web of reporting before becoming subject to it.
U.S. taxpayers, including resident aliens, who hold accounts or assets overseas are
subject to a number of specific filing requirements in the form of informational
forms. Some of these forms are submitted to the IRS as attachments to the
personal income tax return, while others are submitted to other governmental
departments. The failure to file any of the below forms can result in severe civil
penalties, such as a $10,000 penalty per form per year. Additionally, in certain
extreme cases, criminal penalties, including fines and incarceration, may apply if
the reporting delinquency is shown to be willful.
International Tax Forms
Example of common international tax forms include:
Foreign Bank and Financial Account Report (FBAR)
The Foreign Bank and Financial Account Report (“FBAR”) is not a tax form and it is
not filed with the IRS. Instead, it is an informational report that is submitted with
the Treasury Department.
Any U.S. account holder (person or entity), including resident aliens, with a
financial interest in or signature authority over one or more foreign financial
accounts, with more than $10,000 in aggregate value in a calendar year, must file
the FBAR annually with the Treasury Department.

Example – Alan, a U.S. resident alien, has a checking account at a foreign
bank. During 2016, he opens a savings account at a separate foreign bank. He
first funded the checking account with $5,000 and then funded the savings
account with $6,000, the balance of which was reduced to $4,000 by year-end.
Although Alan did not have any single account with $10,000 in value and although
the aggregate account value of his two accounts did not exceed $10,000 at yearend, Alan would be required to file a 2016 FBAR, because during the 2016 year,
the aggregate maximum account value of Alan’s two accounts was more than
$10,000 (i.e., $11,000).
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Form 8938 (FATCA Reporting), Statement of Specified Foreign Financial Assets:
If you have a bank account or investment account in a foreign financial institution,
you are generally required to include Form 8938 with your U.S. federal income tax
return if you meet the following thresholds:


You are filing a return other than a joint return and the total value of your
specified foreign assets is more than $200,000 on the last day of the tax year
or more than $300,000 at any time during the year; or



You are filing a joint return and the value of your specified foreign asset is
more than $400,000 on the last day of the tax year or more than $600,000
at any time during the year.

Form 5471, Information Return of U.S. Persons with Respect to Certain Foreign
Corporations:
Certain U.S. taxpayers, including resident aliens, who own more than 10% of stock
in a foreign corporation must include this form with their federal tax return. It is
important to keep in mind that entities that are not considered corporations under
foreign law may be considered corporations for U.S. tax purposes and thus may fall
within the U.S. tax rules related to foreign corporations.
There are also several other similar categories of filers that must file this form.
Special attribution rules (which include attribution between spouses) may apply to
expand the scope of taxpayers that fall within these categories. It is important for
shareholders to determine if they fall into any of such categories.
Form 8621, Information Return by a Shareholder of a PFIC or QEF
Aside from the high taxation rates associated with PFICs, there are specific
reporting rules that apply as well. There is a specific form, Form 8621, for
reporting your PFIC ownership interests. A separate Form 8621 must generally be
filed for each PFIC in which stock is held directly or indirectly.
Form 3520, Annual Return to Report Transactions with Foreign Trusts and Receipt
of Certain Foreign Gifts:
Form 3520 involves perhaps the most complex information reporting of all the
information returns. In brief, owners of foreign trusts must report whether or not
there are specific transaction during the tax year. Certain transactions between a
foreign trust and a U.S. person, including a resident alien, need to be reported on
Form 3520, and the trust itself may be required to file Form 3520A.
Also required to be reported on Form 3520 is the receipt of certain large gifts or
bequests (more than $100,000) from a nonresident alien or foreign estate to a
U.S. person. The threshold amount is significantly lower for a gift from a foreign
corporation or a foreign partnership (more than $15,358).
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4. U.S. Estate and Gift Tax Considerations
The United States taxes U.S. persons, including citizens and resident aliens, on gifts
made during their lifetimes and on their property, regardless of where located,
when they pass away. The current maximum rate of the estate tax is 40%.
Residency as “Domicile”
The residency test for federal estate tax purposes does not conform to the one for
federal income tax. Under the estate tax regulations, a resident decedent is a
decedent who, at the time of his death, had his “domicile” in the United States. A
person acquires a domicile in a place by living there, for even a brief period of time,
with no definite present intention of later leaving that place. A person’s residence
will not qualify as a domicile unless the person has the requisite intent to remain in
such residence indefinitely. A nonresident alien, for purposes of the estate tax, is
an individual who, at the time of his death, had his domicile, as defined above,
outside of the United States.
Because the determination of a person’s “domicile” relies upon the intent of an
individual, a bright-line test to determine if an individual is a resident for federal
estate and gift tax purposes is not available. Therefore, the courts consider the
following factors in making such a determination: visas, work permits, location of
business and property interests, family immigration history, residential property,
individual testimony, motivation, duration of stays in the United States, and
community group affiliations.
Tax Implications
There are a number of other significant differences in how the estate and gift tax
laws are applied to U.S. persons, including citizens and resident aliens, and
nonresident aliens. In general, the estate and gift tax applies to all property owned
by a U.S. resident but only to U.S. property owned by a nonresident alien.
However, a U.S. person can currently shield up to $5.45 million of property from
the estate tax, while a nonresident alien can only shield $60,000 of U.S. property.
In terms of the gift tax, a U.S. person can gift an unlimited amount of property to a
U.S. spouse without triggering the gift tax, while a gift to a non-U.S. spouse is
subject to an annual exclusion limitation amount ($148,000 in 2016).
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5. Pre-Immigration Tax Planning
There are a number of different tax planning methods available to U.S. immigrants
in order to help minimize the impact of transitioning to the U.S. system of
worldwide taxation. Below is a very brief description of some of the more common
methods:
 Acceleration of Income
This involves the realization of income, to the extent possible, prior to immigration,
so that such income will not be subject to U.S. federal income taxation. Generally,
this involves collecting outstanding amounts that may be due for personal or other
services. Also, if the individual owns a profitable company, he could have the
company distribute its accumulated earnings prior to the immigration year.
 “Basis Step Up” For Appreciated Assets
This involves reducing or eliminating the difference between the individual’s tax
basis and fair market value in each of his assets prior to immigration, so that,
among other things, the sale of such assets will not result in a taxable gain for U.S.
tax purposes. Methods used to accomplish this include the sale and repurchase of
foreign property and the actual or deemed liquidation of foreign companies.
 Gifts to family members
Similar to a sale, another method of minimizing the effects of the U.S. system of
worldwide taxation would be to gift any non-U.S. assets to other people prior to
moving to the United States. The form of consideration could be either a cash or a
note.
 CFC/PFIC planning
Individuals should consider reducing or otherwise restructuring their interests in
foreign corporations so as not to run afoul of the CFC anti-avoidance provisions.
They should also consider selling their interests in PFICs, unless certain U.S. tax
elections are available, to avoid the onerous default PFIC rules.
Please keep in mind that the above list does not nearly include all of the different
options available when it comes to pre-immigration tax planning. If you are
interested in immigrating to the United States and would like to manage your tax
planning, please contact Expat Tax Professionals and we will be happy to assist you
and review your situation.
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