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Important Changes for
1999

Foreign earned income exclusion in-
creased. For 1999, the maximum amount
of foreign earned income that you may be
able to exclude from your U.S. gross income
has increased to $74,000.

Photographs of missing children. The
Internal Revenue Service is a proud partner
with the National Center for Missing and Ex-
ploited Children. Photographs of missing



children selected by the Center may appear
in this publication on pages that would other-
wise be blank. You can help bring these
children home by looking at the photographs
and calling 1-800-THE-LOST (1-800-843—
5678) if you recognize a child.

Important Reminders

Social security numbers for dependents.
You generally must list on Form 1040 or Form
1040A the social security number (SSN) of
any person for whom you claim an exemption.
You do not need an SSN for a child who was
born in 1999 and died in 1999. Instead of an
SSN, attach a copy of the child's birth certif-
icate and write Died in column (2) of line 6¢
of your Form 1040 or Form 1040A.

If your dependent does not have and is
not eligible to get an SSN, you must list the
dependent's individual taxpayer identification
number (ITIN) instead of an SSN. See Social
security number under Exemptions in chapter
5.

Form 2555-EZ. You may be able to file Form
2555—-EZ, Foreign Earned Income Exclusion,
if:

* You had foreign earned income of
$74,000 or less, and

* Your return is not for a short year.

Form 2555-EZ has fewer lines than Form
2555, Foreign Earned Income. For more in-
formation, see Form 2555-EZ in chapter 4.

Foreign income tax withheld. If a foreign
employer withheld taxes from your pay and
did not pay those taxes to the U.S. Treasury,
you cannot claim those taxes on your U.S.
income tax return as federal income tax
withheld. You cannot claim those taxes as
federal income tax withheld even if the
amount is reported on your Form W-2, Wage
and Tax Statement.

You may be able to claim a foreign tax
credit or a foreign tax deduction based on the
amount withheld and paid to a foreign tax
authority. See Taxes of Foreign Countries
and U.S. Possessions in chapter 5.

Change of address.

If you change your mailing address,

be sure to notify the Internal Revenue

Service using Form 8822, Change of
Address. Mail it to the Internal Revenue Ser-
vice Center for your old address (addresses
for the Service Centers are on the back of the
form). If you are changing both your home
and business addresses, you only need to
complete one form.

Introduction

This publication discusses the special tax
rules for U.S. citizens and resident aliens
who work abroad or who have income earned
in foreign countries. As a U.S. citizen or resi-
dent alien, your worldwide income generally
is subject to U.S. income tax, regardless of
where you are living. Also, you are subject
to the same income tax filing requirements
that apply to U.S. citizens or residents living
in the United States.
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Filing information. Chapter 1 contains gen-
eral filing information, such as:

* Whether you must file a U.S. tax return,
* When and where to file your return,

* How to report your income if it is paid in
foreign currency,

* How to determine your filing status if your
spouse is a nonresident alien, and

* Whether you must pay estimated tax.

If you own stock in a foreign corporation or
have an interest in a foreign partnership, you
may have to file information returns. See the
instructions under Information Returns and
Reports in chapter 1.

Withholding tax. Chapter 2 discusses the
withholding of income taxes and social secu-
rity and Medicare taxes from the pay of U.S.
citizens, resident aliens, and nonresident al-
iens. It will help you determine if the correct
amounts of taxes are being withheld and how
to adjust your withholding if too much or too
little is being withheld.

Self-employment tax. If you are self-
employed, you generally are required to pay
self-employment tax. Chapter 3 discusses
who must pay self-employment tax and who
may be exempt from self-employment tax.

Foreign earned income exclusion and
housing exclusion and deduction. There
are income tax benefits that might apply if you
meet certain requirements while living
abroad. You may qualify to treat up to
$74,000 of your income as not taxable by the
United States. You may also be able to either
deduct part of your housing expenses from
your taxable income or treat a limited amount
of income used for housing expenses as not
taxable by the United States. These benefits
are called the foreign earned income exclu-
sion and the foreign housing deduction and
exclusion.

To qualify for either of the exclusions or
the deduction, you must have a tax home in
a foreign country and earn income from per-
sonal services performed in a foreign country.
These rules are explained in chapter 4.

If you are going to exclude or deduct your
income as discussed above, you must file
Form 2555 or Form 2555-EZ. You will find
an example with filled-in Forms 2555 and
2555—EZ in this publication.

Exemptions, deductions and credits.  If you
are a U.S. citizen or resident alien living out-
side the United States, you are generally al-
lowed the same exemptions, deductions and
credits as those living in the United States.
However, if you choose to exclude foreign
earned income or housing amounts, you
cannot deduct or exclude any item or take a
credit for any item that is related to the
amounts you exclude. Among the topics dis-
cussed in chapter 5 are:

* Exemptions you can claim,

* Contributions you can deduct,

* Moving expenses you can deduct, and

* Foreign taxes you can either deduct or
take a credit for.

Tax treaty benefits. Chapter 6 discusses
some benefits that are common to most tax
treaties and explains how to get help if you

think you are not getting a benefit to which
you are entitled. It also explains how to get
copies of tax treaties.

How to get more information.  Chapter 7 is
an explanation of how to get information (in-

cluding forms and publications) and assist-
ance from the IRS.

Questions and answers. Answers to fre-
quently asked questions are presented in the
back of the publication.
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Topics
This chapter discusses:
* Whether you have to file a return,

* When to file your return and pay any tax
due,

* How to treat foreign currency,

Where to file your return,

* When you can treat your nonresident
spouse as a resident,

* When you may have to make estimated
tax payments, and

Information returns and reports you may
have to file.

Useful Items
You may want to see:

Publication

03 Armed Forces' Tax Guide

[0 501 Exemptions, Standard Deduction,

and Filing Information

[0 505 Tax Withholding and Estimated
Tax

[0 519 U.S. Tax Guide for Aliens

[0 520 Scholarships and Fellowships

Form (and Instructions)

[J 1040-ES Estimated Tax for Individuals

[J 1040X Amended U.S. Individual Income
Tax Return

d

2350 Application for Extension of Time
To File U.S. Income Tax Return

O

2555 Foreign Earned Income

O

2555—-EZ Foreign Earned Income Exclu-
sion

O

2688 Application for Additional Exten-
sion of Time To File U.S. Indi-
vidual Income Tax Return

[0 4868 Application for Automatic Exten-
sion of Time To File U.S. Indi-
vidual Income Tax Return



[0 5471 Information Return of U.S. Per-
sons With Respect To Certain
Foreign Corporations

[J 8822 Change of Address

[0 SS-5 Application for a Social Security
Card

[0 TD F 90-22.1 Report of Foreign Bank
and Financial Accounts

O W=7 Application for IRS Individual
Taxpayer Identification Number

See chapter 7 for information about get-
ting these publications and forms.

Filing Requirements

If you are a U.S. citizen or resident alien living
or traveling outside the United States, you
generally are required to file income tax re-
turns, estate tax returns, and gift tax returns
and pay estimated tax in the same way as
those residing in the United States.

Your income, filing status, and age gen-
erally determine whether you must file a re-
turn. Generally, you must file a return for 1999
if your gross income is at least the amount
shown for your filing status in the following
table:

Eiling Status _Amount

SiNGIE e $7,050
65 or older ... . $8,100

Head of household . $9,100
65 or older .......... $10,150

Qualifying widow(er) $9,950
65 or older ..........

Married filing jointly

Not living with spouse at end of year ..  $2,750
One spouse 65 or older $13,550
Both spouses 65 or older . . $14,400
Married filing separately ...........cc.ccceeuenn $2,750

If you are the dependent of another taxpayer, see
the instructions for Form 1040 for more information
on whether you must file a return.

Gross income. This includes all income you
receive in the form of money, goods, property,
and services that is not exempt from tax.

In determining whether you must file a
return, you must consider as gross income
any income that you exclude as foreign
earned income or as a foreign housing
amount. If you must file a return and you ex-
clude all or part of your income under these
rules, you must prepare Form 2555, dis-
cussed later. You may be able to file Form
2555-EZ if you are claiming only the foreign
earned income exclusion.

Self-employed individuals. If you are
self-employed, your gross income includes
the amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line
1 of Schedule C-EZ (Form 1040), Net Profit
From Business.

If your net self-employment income is
A $400 or more, you must file a return
NEEN even if your gross income is below the
amount for filing purposes listed above.

65 or older. You are 65 on the day before
your 65th birthday. If your 65th birthday is on
January 1, you would be 65 on December 31
of the previous year.

When To File and Pay

If you file on the calendar year basis, the due
date for filing your return is April 15 of the
following year. (Because April 15, 2000, falls
on Saturday, the due date for your 1999 re-
turn will be April 17.) If you file on a fiscal year
basis (a year ending on the last day of any
month except December), the due date is 3
months and 15 days after the close of your
fiscal year. In general, the tax shown on your
return should be paid by the due date of the
return, without regard to any extension of time
for filing the return.

A tax return delivered by the U.S. mail
A or a designated delivery service that
SEEN is postmarked or dated by the delivery
service on or before the due date is consid-
ered to have been filed on or before that date.
This rule does not apply if a return is filed late.
A return postmarked or date marked after the
due date is not considered filed until it is re-
ceived by Internal Revenue Service (IRS).
You can use certain private delivery ser-
vices designated by the IRS to meet the
“timely mailing as timely filing/paying” rule for
tax returns and payments. The IRS publishes
a list of the designated private delivery ser-
vices in September of each year.

Extensions

You can be granted an extension of time to
file your return. In some circumstances, you
can also be granted an extension of time to
file and pay any tax due.

However, if you pay the tax due after the
regular due date, interest will be charged from
the regular due date until the date the tax is
paid.

Automatic 2-month extension. You may
be allowed an automatic 2-month extension
to file your return and pay any federal income
tax that is due. You will be allowed the ex-
tension if you are a U.S. citizen or resident
and on the regular due date of your return:

1) You are living outside of the United
States and Puerto Rico and your main
place of business or post of duty is out-
side the United States and Puerto Rico,
or

2) You are in military or naval service on
duty outside the United States and
Puerto Rico.

If you use a calendar year, the regular due
date of your return is April 15.

Service in a combat zone. If you served
in a combat zone or qualified hazardous duty
area, see Extension of deadline in Publication
3.

Married taxpayers. If you file a joint re-
turn, either you or your spouse can qualify for
the automatic extension. If you and your
spouse file separate returns, this automatic
extension applies only to the spouse who
qualifies.

How to get the extension. To use this
automatic 2-month extension, you must at-
tach a statement to your return explaining
which of the two situations listed earlier qual-
ified you for the extension.

Extensions beyond 2 months. If you are
unable to file your return within the automatic
2-month extension period, you may be able
to get an additional 2-month extension of time
to file your return, for a total of 4 months.

This additional 2-month extension of time
to file is not an extension of time to pay. See
Time to pay not extended, later.

4-month extension. If you are not able to
file your 1999 return by the due date, you may
be able to get an automatic 4-month exten-
sion of time to file. To get this automatic ex-
tension, you must file Form 4868 or pay the
tax due by credit card (see the form in-
structions).

You may not be eligible. You cannot
A use the automatic 4-month extension
e of time to file if:

* You want the IRS to figure your tax, or

* You are under a court order to file by the
regular due date.

When to file. Generally, you must re-
quest the 4-month extension by the regular
due date for your return.

2-month extension. If you qualify for the
2-month extension discussed above because
your tax home and abode are outside the
United States and Puerto Rico, that extension
and the 4-month extension start at the same
time. You do not have to request the 4-month
extension until the new due date allowed by
the first extension, but the total combined
extension will still only be 4 months from the
regular due date.

Time to pay not extended. A 4-month
extension of time to file is not an extension
of time to pay. You must make an accurate
estimate of your tax and send any necessary
payment with your Form 4868 or pay the tax
due by credit card. If you find you cannot pay
the full amount due with Form 4868, you can
still get the extension. You will owe interest
on the unpaid amount.

You also may be charged a penalty for
paying the tax late unless you have reason-
able cause for not paying your tax when due.
Interest and penalties are assessed (charged)
from the original due date of your return.

Extension beyond the 4 months. If you
qualify for the 4-month extension and you
later find that you are not able to file within the
4-month extension period, you may be able
to get 2 more months to file, for a total of 6
months.

You can apply for an extension beyond
the 4-month extension either by sending a
letter to the IRS or by filing Form 2688. You
should request the extension early so that, if
refused, you still will be able to file on time.
Except in cases of undue hardship, Form
2688 or a request by letter will not be ac-
cepted until you have first used the 4-month
extension. Form 2688 or your letter will not
be considered if you send it after the ex-
tended due date.

To get an extension beyond the automatic
4-month extension, you must give all the fol-
lowing information.

* The reason for requesting the extension.

* The tax year to which the extension ap-
plies.

* The length of time needed for the exten-
sion.

* Whether another extension for time to file
has already been requested for this tax
year.
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You can sign the request for this extension,
or it can be signed by your attorney, CPA,
enrolled agent, or a person with a power of
attorney. If you are unable to sign the request
because of iliness or for another good reason,
a person in close personal or business re-
lationship to you can sign the request.

Extension granted. If your application for
this extension is approved, you will be notified
by the IRS. Attach the notice to your return
when you file it.

If an extension is granted and the IRS later
determines that the statements made on your
request for this extension are false or mis-
leading and an extension would not have
been granted based on the true facts, the
extension is null and void. You may have to
pay the failure-to-file penalty if you file after
the regular due date.

Extension not granted. If your applica-
tion for this extension is not approved, you
must file your return by the extended due date
of the automatic extension. You may be al-
lowed to file within 10 days of the date of the
notice you get from the IRS if the end of the
10-day period is later than the due date. The
notice will tell you if the 10-day grace period
is granted.

Further extensions.  You generally cannot
get an extension of more than 6 months.
However, if you are outside the United States
and meet certain tests, you may be able to
get a longer extension. See Bona fide resi-
dence or physical presence test not yet met,
next.

Bona fide residence or physical presence
test not yet met. You can get an extension
of time to file your tax return if you need the
time to meet either the bona fide residence
test or the physical presence test to qualify for
either the foreign earned income exclusion
or the foreign housing exclusion or deduction.
The tests, the exclusions, and the deduction
are explained in chapter 4.

You should request an extension if all
three of the following apply.

1) You are a U.S. citizen or resident.

2) You expect to meet either the bona fide
residence test or the physical presence
test, but not until after your tax return is
due.

3) Your tax home is in a foreign country (or
countries) throughout your period of
bona fide residence or physical pres-
ence, whichever applies.

Generally, if you are granted an extension,
it will be to 30 days beyond the date on which
you can reasonably expect to qualify under
either the bona fide residence test or the
physical presence test. However, if you have
moving expenses that are for services per-
formed in 2 years, you may be granted an
extension to 90 days beyond the close of the
year following the year of first arrival in the
foreign country.

How to get extension. To obtain an ex-
tension, you should file Form 2350 with the
Internal Revenue Service Center, Philadel-
phia, PA 19255-0002, the local IRS repre-
sentative, or other IRS employee.

You must file Form 2350 by the due date
for filing your return. Generally, if both your
tax home and your abode are outside the
United States and Puerto Rico on the regular
due date of your return and you file on a cal-
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endar year basis, the due date for filing your
return is June 15.

What if tests not met. If you obtain an
extension of time and unforeseen events
make it impossible for you to satisfy either the
bona fide residence test or the physical
presence test, you should file your income tax
return as soon as possible because you must
pay interest on any tax due after the regular
due date of the return (even though an ex-
tension was granted).

You should make any request for an
A extension early, so that if it is denied
&eEEN you still can file your return on time.

Otherwise, if you file late and additional tax
is due, you may be subject to a penalty.

Return filed before test met. If you file
a return before you meet the bona fide resi-
dence test or the physical presence test, you
must include all income from both U.S. and
foreign sources and pay the tax on that in-
come. If you later qualify for the foreign
earned income exclusion, the foreign housing
exclusion, or the foreign housing deduction
under the bona fide residence or physical
presence rules, you can file a claim for refund
of tax on Form 1040X. The refund will be the
difference between the amount of tax already
paid and the tax liability as figured after the
exclusion or deduction.

Foreign Currency

You must express the amounts you report on
your U.S. tax return in U.S. dollars. If you re-
ceive all or part of your income or pay some
or all of your expenses in foreign currency,
you must translate the foreign currency into
U.S. dollars. How you do this depends on
your functional currency. Your functional
currency generally is the U.S. dollar unless
you are required to use the currency of a
foreign country.

You must make all federal income tax
determinations in your functional currency.
The U.S. dollar is the functional currency for
all taxpayers except some qualified business
units. A qualified business unit is a separate
and clearly identified unit of a trade or busi-
ness that maintains separate books and rec-
ords. Unless you are self-employed, your
functional currency is the U.S. dollar.

Even if you are self-employed and have
a qualified business unit, your functional cur-
rency is the dollar if any of the following apply.

* You conduct the business in dollars.

* The principal place of business is located
in the United States.

* You choose to or are required to use the
dollar as your functional currency.

* The business books and records are not
kept in the currency of the economic en-
vironment in which a significant part of
the business activities is conducted.

If your functional currency is the U.S. dol-
lar, you must immediately translate into dol-
lars all items of income, expense, etc. (in-
cluding taxes), that you receive, pay, or
accrue in a foreign currency and that will af-
fect computation of your income tax. Use the
exchange rate prevailing when you receive,
pay, or accrue the item. If there is more than
one exchange rate, use the one that most
properly reflects your income. You can gen-
erally get exchange rates from banks and
U.S. Embassies.

If your functional currency is not the U.S.
dollar, make all income tax determinations in
your functional currency. At the end of the
year, translate the results, such as income
or loss, into U.S. dollars to report on your in-
come tax return.

Blocked Income

You generally must report your foreign in-
come in terms of U.S. dollars and, with one
exception (see Fulbright grants later), you
must pay taxes due on it in U.S. dollars.

If, because of restrictions in a foreign
country, your income is not readily convertible
into U.S. dollars or into other money or prop-
erty that is readily convertible into U.S. dol-
lars, your income is “blocked” or “deferrable”
income. You can report this income in one of
two ways:

1) Report the income and pay your federal
income tax with U.S. dollars that you
have in the United States or in some
other country, or

2) Postpone the reporting of the income
until it becomes unblocked.

If you choose to postpone the reporting
of the income, you must file an information
return with your tax return. For this informa-
tion return, you should use another Form
1040 labeled “Report of Deferrable Foreign
Income, pursuant to Rev. Rul. 74-351.” You
must declare on the information return that
the deferrable income will be included in tax-
able income in the year that it becomes un-
blocked. You also must state that you waive
any right to claim that the deferrable income
was includible in income for any earlier year.

You must report your income on your in-
formation return using the foreign currency in
which you received that income. If you have
blocked income from more than one foreign
country, include a separate information return
for each country.

Income becomes unblocked and report-
able for tax purposes when it becomes con-
vertible, or when it is converted, into dollars
or into other money or property that is con-
vertible into U.S. currency. Also, if you use
blocked income for your personal expenses
or dispose of it by gift, bequest, or devise, you
must treat it as unblocked and reportable.

If you have received blocked income on
which you have not paid the tax, you should
check to see whether that income is still
blocked. If it is not, you should take immediate
steps to pay the tax on it, file a declaration
or amended declaration of estimated tax, and
include the income on your tax return for the
year in which the income became unblocked.

If you choose to postpone reporting
blocked income and in a later tax year you
wish to begin including it in gross income al-
though it is still blocked, you must obtain the
permission of the IRS to do so. To apply for
permission, file Form 3115, Application for
Change in Accounting Method. You also
must request permission from the IRS on
Form 3115 if you have not chosen to defer the
reporting of blocked income in the past, but
now wish to begin reporting blocked income
under the deferred method. See the in-
structions for Form 3115 for information.

Fulbright grants. All income must be re-
ported in U.S. dollars. In most cases, the tax
must also be paid in U.S. dollars. If, however,
at least 70% of your Fulbright grant has been
paid in nonconvertible foreign currency



(blocked income), you can use the currency
of the host country to pay part of the U.S. tax
that is based on the blocked income. To de-
termine the amount of the tax that you can
pay in foreign currency get Publication 520.
Details of these arrangements may also be
obtained from the U.S. Educational Founda-
tions or Commissions in foreign countries.

Where To File

If any of the following situations apply to you,
you should file your return with the:

Internal Revenue Service Center
Philadelphia, PA 19255-0215.

1) You claim the foreign earned income
exclusion.

2) You claim the foreign housing exclusion
or deduction.

3) You claim the exclusion of income for
bona fide residents of American Samoa.

4) You live in a foreign country or U.S.
possession and have no legal residence
or principal place of business in the
United States.

The exclusions and the deduction are ex-
plained in chapter 4.

If you do not know where your legal resi-
dence is and you do not have a principal
place of business in the United States, you
can file with the Philadelphia Service Center.
The address for the Philadelphia Service
Center is shown above.

However, you should not file with the
Philadelphia Service Center if you are a bona
fide resident of the Virgin Islands or a resident
of Guam or the Commonwealth of the North-
ern Mariana Islands on the last day of your
tax year.

Resident of Virgin Islands

If you are a bona fide resident of the

Virgin Islands on the last day of your

tax year (even if your legal residence
or principal place of business is in the United
States), you must file your return with the
Virgin Islands and pay your tax on income you
have from all sources to the:

Virgin Islands Bureau of Internal Revenue
9601 Estate Thomas

Charlotte Amalie

St. Thomas, Virgin Islands 00802.

Non-Virgin Islands resident with Virgin Is-
lands Income. If you are a U.S. citizen or
resident and you have income from sources
in the Virgin Islands or income effectively
connected with the conduct of a trade or
business in the Virgin Islands, and you are
not a bona fide resident of the Virgin Islands
on the last day of your tax year, you must file
identical tax returns with the United States
and the Virgin Islands. File the original return
with the United States and file a copy of the
U.S. return (including all attachments, forms,
and schedules) with the Virgin Islands Bureau
of Internal Revenue.

The amount of tax you must pay to the
Virgin Islands is figured by the following
computation:

V.. AGI
Worldwide AGI

Total tax on U.S. return
(after certain adjustments) X

Form 8689, Allocation of Individual Income
Tax to the Virgin Islands, is used for this
computation. You must complete this form
and attach it to your return.  You should pay
any tax due to the Virgin Islands when you file
your return with the Virgin Islands Bureau of
Internal Revenue.

You should file your U.S. return with the
Internal Revenue Service Center, Philadel-
phia, PA 19255-0215.

Resident of Guam

If you are a resident of Guam on the
last day of your tax year, you should
file a return with Guam and pay your

tax on income you have from all sources to
the:

Department of Revenue and Taxation
Government of Guam

P.O. Box 23607

GMF, GU 96921.

However, if you are a resident of the
United States on the last day of your tax year,
you should file a return with the United States
and pay your tax on income you have from
all sources to the Internal Revenue Service
Center, Philadelphia, PA 19255-0215.

See Publication 570, Tax Guide for Indi-
viduals With Income From U.S. Possessions,
for information about the filing requirements
for residents of Guam.

Resident of the Commonwealth of the
Northern Mariana Islands

If you are a resident of the Common-
wealth of the Northern Mariana Is-
lands on the last day of your tax year,
you should file a return with the Northern

Mariana Islands and pay your tax on income
you have from all sources to the:

Division of Revenue and Taxation
Commonwealth of the Northern Mariana
Islands

P.O. Box 5234, CHRB

Saipan, MP 96950.

However, if you are a resident of the
United States on the last day of your tax year,
you should file a return with the United States
and pay your tax on income you have from
all sources to the Internal Revenue Service
Center, Philadelphia, PA 19255-0215.

See Publication 570 for information about
the filing requirements for residents of the
Commonwealth of the Northern Mariana Is-
lands.

Terrorist or Military Action

U.S. income taxes are forgiven for U.S. Gov-
ernment military or civilian employees who
die as a result of wounds or injuries sustained
outside the United States in a terrorist or mil-
itary action directed against the United States
or its allies. The taxes are forgiven for the
deceased employee's tax years beginning
with the year immediately before the year in
which the injury or wounds were incurred and
ending with the year of death.

If the deceased government employee
and the employee's spouse had a joint in-
come tax liability for those years, the tax must
be divided between the spouses to determine
the amount forgiven.

For more information on how to have the
tax forgiven or how to claim a refund of tax
already paid, see Publication 559, Survivors,
Executors, and Administrators.

Nonresident Spouse
Treated as a Resident

If, at the end of your tax year, you are married
and one spouse is a U.S. citizen or a resident
alien and the other is a nonresident alien, you
can choose to treat the nonresident as a U.S.
resident. This includes situations in which one
of you is a nonresident alien at the beginning
of the tax year, but a resident alien at the end
of the year, and the other is a nonresident
alien at the end of the year.

If you make this choice, the following two
rules apply.

1) You and your spouse are treated, for
income tax purposes, as residents for
all tax years that the choice is in effect.

2) You must file a joint income tax return for
the year you make the choice.

This means that neither of you can claim tax
treaty benefits as a resident of a foreign
country for a tax year for which the choice is
in effect. You can file joint or separate returns
in years after the year in which you make the
choice.

Example 1. Pat Smith has been a U.S.
citizen for many years. She is married to
Norman, a nonresident alien. Pat and Norman
make the choice to treat Norman as a resi-
dent alien by attaching a statement to their
joint return. Pat and Norman must report their
worldwide income for the year they make the
choice and for all later years unless the
choice is ended or suspended. Although Pat
and Norman must file a joint return for the
year they make the choice, they can file either
joint or separate returns for later years.

Example 2. Bob and Sharon Williams are
married and both are nonresident aliens. In
June of last year, Bob became a resident al-
ien and remained a resident for the rest of the
year. Bob and Sharon both choose to be
treated as resident aliens by attaching a
statement to their joint return for last year.
Bob and Sharon must report their worldwide
income for last year and all later years unless
the choice is ended or suspended. Bob and
Sharon must file a joint return for last year,
but they can file either joint or separate re-
turns for later years.

Social Security Number
(SSN)

If your spouse is a nonresident alien and you
file a joint or separate return, your spouse
must have either an SSN or an individual
taxpayer identification number (ITIN).

To get an SSN for your spouse, apply at
a social security office or U.S. consulate. You
must complete Form SS-5. You must also
provide original or certified copies of docu-
ments to verify your spouse's age, identity,
and citizenship.

If your spouse is not eligible to get an
SSN, he or she can file Form W-7 with the
IRS to apply for an ITIN.
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How To Make the Choice

Attach a statement, signed by both spouses,
to your joint return for the first tax year for
which the choice applies. It should contain
the following:

1) A declaration that one spouse was a
nonresident alien and the other spouse
a U.S. citizen or resident alien on the last
day of your tax year, and that you
choose to be treated as U.S. residents
for the entire tax year, and

2) The name, address, and social security
number (or individual taxpayer identifi-
cation number) of each spouse. (If one
spouse died, include the name and ad-
dress of the person making the choice
for the deceased spouse.)

You generally make this choice when you
file your joint return. However, you can also
make the choice by filing a joint amended
return on Form 1040 or Form 1040A. Be sure
to write the word “Amended” across the top
of the amended return. If you make the
choice with an amended return, you and your
spouse must also amend any returns that you
may have filed after the year for which you
made the choice.

You generally must file the amended joint
return within 3 years from the date you filed
your original U.S. income tax return or 2 years
from the date you paid your income tax for
that year, whichever is later.

Suspending the Choice

The choice to be treated as a resident alien
does not apply to any later tax year if neither
of you is a U.S. citizen or resident alien at any
time during the later tax year.

Example. Dick Brown was a resident al-
ien on December 31, 1995, and married to
Judy, a nonresident alien. They chose to treat
Judy as a resident alien and filed joint 1995
and 1996 income tax returns. On January 10,
1997, Dick became a nonresident alien. Judy
had remained a nonresident alien throughout
the period. Dick and Judy can file joint or
separate returns for 1997. However, since
neither Dick nor Judy is a resident alien at any
time during 1998, their choice is suspended
for that year. If either has U.S. source income
or foreign source income effectively con-
nected with a U.S. trade or business in 1998,
they must file separate returns as nonresident
aliens. If Dick becomes a resident alien again
in 1999, their choice is no longer suspended.
For years their choice is not suspended, they
must include income received from both U.S.
and foreign sources in their income for each
tax year.

Ending the Choice

Once made, the choice to be treated as a
resident applies to all later years unless sus-
pended (as explained above) or ended in one
of the ways shown in Figure 1-A.

If the choice is ended for any of the rea-
sons listed in Figure 1-A, neither spouse can
make a choice in any later tax year.

If you do not choose to treat your
@ nonresident spouse as a U.S. resi-
dent, you may be able to use head

of household filing status. To use this status,
you must pay more than half the cost of
maintaining a household for certain depen-
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dents or relatives other than your nonresident
alien spouse. For more information, see
Publication 501.

Estimated Tax

The requirements for determining who must
pay estimated tax are the same for a U.S.
citizen or resident abroad as for a taxpayer in
the United States. For current instructions on
making your estimated tax payments, see
Form 1040-ES.

If you had a tax liability for 1999, you may
have to pay estimated tax for 2000. Gener-
ally, you must make estimated tax payments
for 2000 if you expect to owe at least $1,000
in tax for 2000 after subtracting your with-
holding and credits, and you expect your
withholding and credits to be less than the
smaller of:

1) 90% of the tax to be shown on your 2000
tax return, or

2) 100% of the tax shown on your 1999 tax
return. (The return must cover all 12
months.)

If less than two thirds of your gross income
for 1999 or 2000 is from farming or fishing
and your adjusted gross income for 1999 is
more than $150,000 ($75,000 if you are
married and file separately), substitute 106%
for 100% in (2) above. See Publication 505
for more information.

As this publication was being pre-
A pared for print, Congress was con-
(ZSEEN sidering legislation that would in-
crease the percentage (from 106%) that
higher income taxpayers would have to de-
posit in 2000 in order to avoid an estimated
tax penalty. For more information about this
and other important tax changes, see Publi-
cation 553, Highlights of 1999 Tax Changes.

The first installment of estimated tax is
usually due on April 15 of the tax year. Be-
cause April 15, 2000, falls on Saturday, the
first installment for 2000 is due on April 17.

When figuring your estimated gross in-
come, subtract amounts you expect to ex-
clude under the foreign earned income ex-
clusion and the foreign housing exclusion. In
addition, you can reduce your income by your
estimated foreign housing deduction. How-
ever, if the actual amount of the exclusion or
deduction is less than you estimate, you may
have to pay a penalty on the underpayment
of estimated tax.

Information Returns
and Reports

If you acquire or dispose of stock in a foreign
corporation, own a controlling interest in a
foreign corporation, or acquire or dispose of
any interest in a foreign partnership, you may
have to file an information return. You also
may have to file an information return if you
transfer property to a foreign trust, or if you
have transferred property to a foreign trust
with at least one U.S. beneficiary. You may
have to file reports if you ship currency to or
from the United States or if you have an in-
terest in a foreign bank or financial account.

Form 5471. Form 5471 must generally be
filed by certain U.S. shareholders of con-
trolled foreign corporations and by certain
shareholders, officers, and directors of foreign
personal holding companies. Form 5471 must
also be filed by officers, directors, and
shareholders of U.S. entities that acquire,
dispose of, or are involved in the reorganiza-
tion of a foreign corporation.

If it is required, you must file Form 5471
at the time you file your income tax return.
More information about the filing of Form
5471 can be found in the instructions for this
information return.

Form 3520. Form 3520, Annual Return To
Report Transactions With Foreign Trusts and
Receipt of Certain Foreign Gifts, is used to
report:

» Certain transactions with foreign trusts,
and

* Receipt of certain large gifts or bequests
from certain foreign persons.

It must be filed by:

* U.S. persons that are treated as owners
of any portion of a foreign trust for U.S.
income tax purposes under sections 671
through 679 (the “grantor trust rules”) to
report certain information,

* U.S. persons to provide information about
distributions received from foreign trusts,
and

Other individuals as listed in the Form
3520 instructions.

You must file the form with your income
tax return by the due date (including exten-
sions) of your return. Also, send a copy of the
form to the Internal Revenue Service Center,
Philadelphia, PA 19255.

Form 4790. Form 4790, Report of Interna-
tional Transportation of Currency or Monetary
Instruments, must be filed by each person
who physically transports, mails, ships, or
causes to be physically transported, mailed,
or shipped, into or out of the United States,
currency or other monetary instruments total-
ing more than $10,000 at one time. The filing
requirement also applies to any person who
attempts to transport, mail, or ship the cur-
rency or monetary instruments or attempts to
cause them to be transported, mailed, or
shipped. Form 4790 must also be filed by
certain recipients of currency or monetary in-
struments.

The term “monetary instruments” includes
coin and currency of the United States or of
any other country, money orders, traveler's
checks, investment securities in bearer form
or otherwise in such form that title passes
upon delivery, and negotiable instruments
(except warehouse receipts or bills of lading)
in bearer form or otherwise in such form that
title passes upon delivery. The term includes
bank checks, and money orders that are
signed, but on which the name of the payee
has been omitted. The term does not include
bank checks, or money orders made payable
to the order of a hamed person that have not
been endorsed or that bear restrictive
endorsements.

A transfer of funds through normal bank-
ing procedures (wire transfer) which does not
involve the physical transportation of currency
or bearer monetary instruments is not re-
quired to be reported on Form 4790.



Figure 1-A. Ending the Choice

Revocation ® Either spouse can revoke the choice for any tax year.
® The revocation must be made by the due date for filing the tax return for that tax year.
® The spouse who revokes must attach a signed statement declaring that the choice is being
revoked.
® The statement revoking the choice must include the following:
® The name, address, and social security number (or taxpayer identification number) of each
spouse.

® The name and address of any person who is revoking the choice for a deceased spouse.

® A list of any states, foreign countries, and possessions that have community property laws in
which either spouse is domiciled or where real property is located from which either spouse
receives income.

o [f the spouse revoking the choice must file a return, attach the statement to the return for the first
year the revocation applies.

o |f the spouse revoking the choice does not have to file a return, but does file a return (for
example, to obtain a refund), attach the statement to the return.

® |f the spouse revoking the choice does not have to file a return and does not file a claim for
refund, send the statement to the Internal Revenue Service Center where the last joint return was
filed.

Death ® The death of either spouse ends the choice, beginning with the first tax year following the year
the spouse died.

e |f the surviving spouse is a U.S. citizen or resident and is entitled to the joint tax rates as a
surviving spouse, the choice will not end until the close of the last year for which these joint rates
may be used.

® If both spouses die in the same tax year, the choice ends on the first day after the close of the
tax year in which the spouses died.

Legal separation ® A legal separation under a decree of divorce or separate maintenance ends the choice as of the
beginning of the tax year in which the legal separation occurs.

Inadequate records | ® The Internal Revenue Service can end the choice for any tax year that either spouse has failed to
keep adequate books, records, and other information necessary to determine the correct income
tax liability, or to provide adequate access to those records.

Recipients. Each person who receives
currency or other monetary instruments from
a place outside the United States for which a
report has not been filed by the shipper must
file Form 4790.

It must be filed within 15 days after

receipt with the Customs officer in

charge at any port of entry or depar-
ture, or by mail with the:

Commissioner of Customs
Attention: Currency Transportation
Reports

Washington, DC 20229.

Shippers or mailers. If the currency or
other monetary instrument does not accom-
pany a person entering or departing the
United States, Form 4790 can be filed by mail
with the Commissioner of Customs at the
above address. It must be filed by the date
of entry, departure, mailing, or shipping.

Travelers. Travelers carrying currency
or other monetary instruments with them must
file Customs Form 4790 with the Customs
officer in charge at any Customs port of entry
or departure when entering or departing the
United States.

Penalties. Civil and criminal penalties are
provided for failure to file a report, supply in-
formation, and for filing a false or fraudulent

report. Also, the entire amount of the currency
or monetary instrument may be subject to
seizure and forfeiture.

More information about the filing of Form
4790 can be found in the instructions on the
back of the form.

Form TD F 90-22.1. Form TD F 90-22.1
must be filed if you had any financial interest
in, or signature or other authority over, a
bank, securities, or other financial account in
a foreign country. You do not have to file the
report if the assets are with a U.S. military
banking facility operated by a U.S. financial
institution or if the combined assets in the
account(s) are $10,000 or less during the
entire year.

You must file this form by June 30 each
year with the Department of the Treasury at
the address shown on the form. Form TD F
90-22.1 is not a tax return, so do not attach
it to your Form 1040.

2.
Withholding Tax

Topics
This chapter discusses:

* Withholding income tax from the pay of
U.S. citizens,

* Withholding tax at a flat rate, and

* Social security and Medicare taxes.

Useful Items
You may want to see:

Publication

[0 505 Tax Withholding and Estimated
Tax

Form (and Instructions)

[0 673 Statement for Claiming Benefits
Provided by Section 911 of the
Internal Revenue Code

[0 W-4 Employee's Withholding Allow-
ance Certificate

See chapter 7 for information about get-
ting these publications and forms.

Withholding

U.S. employers generally must withhold U.S.
income tax from the pay of U.S. citizens per-
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forming services in a foreign country unless
the employer is required by foreign law to
withhold foreign income tax.

Your employer, however, is not required
to withhold U.S. income tax from the portion
of your wages earned abroad that are equal
to the foreign earned income exclusion and
foreign housing exclusion if your employer
has good reason to believe that you will
qualify for these exclusions.

Statement. You can give a statement to your
employer indicating that you will meet either
the bona fide residence test or the physical
presence test and indicating your estimated
housing cost exclusion.

You can get copies of an acceptable
statement (Form 673) by writing to:
Internal Revenue Service
Assistant Commissioner (International)
Attn: OP:IN:D:CS

950 L'Enfant Plaza South, SW
Washington, DC 20024.

You can use Form 673 only if you are a
U.S. citizen. You do not have to use the form.
You can prepare your own statement. See
the next page for a copy of Form 673.

You must give the statement to your em-
ployer and not to the IRS.

Generally, the receipt of a signed state-
ment from you that includes a declaration
under penalties of perjury is considered au-
thority for your employer to discontinue with-
holding. However, if your employer has rea-
son to believe that you will not qualify for an
exclusion of income, your employer must
disregard the statement and withhold the tax.

If your employer has information about
pay you received from any other source out-
side the United States, it must be considered
in determining whether your foreign earned
income is more than the limit on the exclu-
sion.

Your employer should withhold taxes from
any wages you earn for working in the United
States.

Foreign tax credit. If you plan to take a for-
eign tax credit, you may be eligible for addi-
tional withholding allowances on Form W—4.
You can take these additional withholding al-
lowances only for foreign tax credits attribut-
able to taxable salary or wage income. See
Publication 505 for further information.

Withholding from pension payments. u.S.
payers of benefits from employer deferred
compensation plans, individual retirement
plans, and commercial annuities generally
must withhold income tax from the payments
or distributions they make to you. Withholding
will apply unless you choose exemption from
withholding. You cannot choose either ex-
emption unless you provide the payer of the
benefits with a residence address in the
United States or a U.S. possession or certify
to the payer that you are not a U.S. citizen
or resident alien or someone who left the
United States to avoid tax.

Checking your withholding. Before you
report U.S. income tax withholding on your
tax return, you should carefully review all in-
formation documents, such as Form W-2 and
Form 1099. Compare other records, such as
final pay records or bank statements, with
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Form W-2 or Form 1099 to verify the with-
holding on these forms. Check your U.S. in-
come tax withholding even if you pay some-
one else to prepare your tax return. You may
be assessed penalties and interest if you
claim more than your correct amount of with-
holding.

30% Flat Rate
Withholding

Generally, U.S. payers of income other than
wages, such as dividends and royalties, are
required to withhold tax at a flat 30% (or lower
treaty) rate on payments of this income to
nonresident aliens. If you are a U.S. citizen
or resident and this tax is withheld in error
from payments to you because you have a
foreign address, you should notify the payer
of the income to stop the withholding. Use
Part Il of Form W-9, Request for Taxpayer
Identification Number and Certification, to
notify the payer.

You can claim the tax withheld in error as
a withholding credit on your tax return if the
amount is not adjusted by the payer of the
income.

Social Security
and Medicare Taxes

Social security and Medicare taxes may apply
to wages paid to an employee regardless of
where the services are performed.

General Information

In general, U.S. social security and Medicare
taxes apply to payments of wages for ser-
vices performed as an employee:

1) Within the United States, regardless of
the citizenship or residence of either the
employee or the employer,

2) Outside the United States on or in con-
nection with an American vessel or air-
craft, regardless of the citizenship or
residence of either the employee or the
employer, provided that either:

a) The employment contract is entered
into within the United States, or

b)  The vessel or aircraft touches at a
U.S. port while the employee is
employed on it,

3) Outside the United States, as provided
by an applicable binational social se-
curity agreement (discussed later),

4) Outside the United States by a U.S. citi-
zen or a U.S. resident alien for an
American employer (defined later), or

5) Outside the United States by a U.S. citi-
zen or U.S. resident alien for a foreign
affiliate of an American employer under
a voluntary agreement entered into be-
tween the American employer and the
U.S. Treasury Department.

American vessel or aircraft. An American
vessel is any vessel documented or num-
bered under the laws of the United States,
and any other vessel whose crew is employed
solely by one or more U.S. citizens or resi-

dents or U.S. corporations. An American air-
craft is an aircraft registered under the laws
of the United States.

American employer. An American employer
includes any of the following employers.

1) The U.S. Government or any of its in-
strumentalities.

2) An individual who is a resident of the
United States.

3) A partnership of which at least two-thirds
of the partners are U.S. residents.

4) A trust of which all the trustees are U.S.
residents.

5) A corporation organized under the laws
of the United States, any U.S. state, or
the District of Columbia, Puerto Rico, the
Virgin Islands, Guam, or American Sa-
moa.

Foreign affiliate. A foreign affiliate of an
American employer is any foreign entity in
which the American employer has at least a
10% interest, directly or through one or more
entities. For a corporation, the 10% interest
must be in its voting stock, and for any other
entity the 10% interest must be in its profits.

Form 2032, Contract Coverage Under Ti-
tle Il of the Social Security Act, is used by
American employers to extend social security
coverage to U.S. citizens and residents
working abroad for foreign affiliates of the
American employers. Coverage under an
agreement in effect on or after June 15, 1989,
cannot be terminated.

Excludable meals and lodging. Social se-
curity tax does not apply to the value of meals
and lodging provided to you for the conven-
ience of your employer and excluded from
your income.

Binational Social Security

(Totalization) Agreements
The United States has entered into agree-
ments with several foreign countries to coor-
dinate social security coverage and taxation
of workers who are employed in those coun-
tries. These agreements are commonly re-
ferred to as totalization agreements and are
in effect with the following countries.

* Austria.

* Belgium.

* Canada.

* Finland.

* France.

* Germany.

* Greece.

* Ireland.

* [taly.

* Luxembourg.

* The Netherlands.

¢ Norway.

* Portugal.

* Spain.

* Sweden.

* Switzerland.

* The United Kingdom.



Form 673 Department of the Treasury - Internal Revenue Service
Statement For Claiming Benefits Provided
by Section 911 of the Internal Revenue Code

(See Instructions on Reverse)

OMB No. 1545-1022
(Rev. March 1997)

The following statement, when completed and furnished by a citizen of the United States to his or her employer, permits the employer to
exclude from income tax withholding all or a part of the wages paid for services performed outside the United States.

Name (please print) Social security number

| expect to qualify for the foreign earned income exclusion under either the bona fide residence or physical presence test for calendar
year or fiscal year beginning and ending

Please check applicable box

D Bona Fide Residence Test
| am a citizen of the United States. | have been a bona fide resident of and my tax home has been located in
(foreign country or countries) for an uninterrupted period which includes an entire

tax year that began on ,19
(date)
| expect to remain a bona fide resident and retain my tax home in a foreign country (or countries) until the end of the tax year for which
this statement is made. Or if not that period, from the date of this statement until , 19

(date within tax year)
| have not stated to the authorities of any foreign country named above that | an not a resident of that country. Or, if | made such a
statement, the authorities of that country thereafter made a determination to the effect that | am a resident of that country.
Based on the facts in my case, | have good reason to believe that for this period of foreign residence | will satisfy the tax home and the
bona fide foreign residence requirements prescribed by the section 911(d)(1)(A) of the Internal Revenue Code and qualify for the exclusion Code
section 911(a) allows.

D Physical Presence Test
| am a citizen of the United States. Except for occasional absences that won’t disqualify me for the benefit of section 911(a) of the Internal

Revenue Code, | expect to be present in and maintain my tax home in (foreign country or countries) for
a 12-month period that includes the entire tax year . Or, if not the entire year, for the part of the tax year beginning on
,19 , and ending on , 19

Based on the facts in my case, | have good reason to believe that for this period of presence in a foreign country or countries, | will
satisfy the tax home and the 330 full-day requirements within a 12-month period under section 911(d)(1)(B).

Estimated Housing Cost

1) Rent

2) Utilities (other than telephone Charges)

@
@
(3) Real & Personal Property Insurance . . . .
(4) Occupancy tax not deductible under section 16

(5) Nonrefundable fees paid for securing a leasehold .
(6)

@)

()]

©)

6) Household Repairs .o

7) Add lines 1 through6 . . . . . . . . . . . .

8) Estimated Base Housing Amount for my qualifying period is . .
9) Subtract line 8 from line 7. This is your estimated housing cost amount

| understand that this total, plus the total reported on any other statements outstanding with other employers, should not be more than
my expected housing cost amount exclusion.

If I become disqualified for the exclusions, | will immediately notify my employer and advise what part, if any, of the period | am qualified
for.

| understand that any exemption form income tax withholding permitted by reason of furnishing this statement is not a determination by
the Internal Revenue that any amount paid to me for any services performed during the tax year is excludable form gross income under the
provisions of Code section 911(a).

Your Signature Date

Cat. No. 10183Y Form 673 Page 1 (Rev. 03-97)
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Under these agreements, dual coverage and
dual contributions (taxes) for the same work
are eliminated. The agreements generally
make sure that you pay social security taxes
to only one country.

Generally, under these agreements, you
will only be subject to social security taxes in
the country where you are working. However,
if you are temporarily sent to work in a foreign
country, and your pay would otherwise be
subject to social security taxes in both the
United States and that country, you generally
can remain covered only by U.S. social se-
curity. You can get more information on any
specific agreement by contacting the United
States Social Security Administration. If you
have access to the internet, you can get more
information at:

http://www.ssa.gov/international

To establish that your pay in a foreign
country is subject only to U.S. social
security tax and is exempt from for-

eign social security tax, your employer in the
United States should write to the:

U.S. Social Security Administration
Office of International Programs
P.O. Box 17741

Baltimore, MD 21235.

Your employer should include the follow-
ing information in the letter.

1) Your name.

2) Your U.S. social security number.

3) Your date and place of birth.

4) The country of which you are a citizen.

5) The country of your permanent resi-
dence.

6) The name and address of your employer
in the United States and in the foreign
country.

7) The date and place you were hired.

8) The beginning date and the expected
ending date of your employment in the
foreign country.

If you are permanently working in a foreign
country with which the United States has a
social security agreement and, under the
agreement, your pay is exempt from U.S.
social security tax, you or your employer
should get a statement from the authorized
official or agency of the foreign country veri-
fying that your pay is subject to social security
coverage in that country.

If the authorities of the foreign country will
not issue such a statement, either you or your
employer should get a statement from the
U.S. Social Security Administration, Office of
International Programs, at the above address,
that your wages are not covered by the U.S.
social security system.

This statement should be kept by your
employer because it establishes that your pay
is exempt from U.S. social security tax. Only
wages paid on or after the effective date of
the agreement can be exempt from U.S. so-
cial security tax.

Page 10 Chapter 3 Self-Employment Tax

3.

Self-Employment
Tax

Topics
This chapter discusses:

* Who must pay self-employment tax, and
* Who is exempt from self-employment tax.

Useful Items
You may want to see:

Publication

0 533
0 517

Self-Employment Tax

Social Security and Other Infor-
mation for Members of the Clergy
and Religious Workers

Form (and Instructions)

[0 Schedule SE Self-Employment Tax

[0 Form 4361 Application for Exemption
From Self-Employment Tax for
Use by Ministers, Members of
Religious Orders and Christian
Science Practitioners

[0 Form 1040-PR Planilla Para La
Declaracién de la Contribucién
Federal Sobre el Trabajo por
Cuenta Propia

[0 Form 1040-SS U.S. Self-Employment
Tax Return

See chapter 7 for information about get-
ting these publications.

Who Must Pay
Self-Employment Tax?

If you are abroad and you are a self-employed
U.S. citizen or resident, other than a U.S. cit-
izen employee of an international organiza-
tion, foreign government, or wholly owned in-
strumentality of a foreign government, you
generally are subject to the self-employment
tax. This is a social security and Medicare tax
on net earnings from self-employment of $400
or more a year. For 1999 the tax is on net
earnings of $400 or more up to $72,600 for
the social security portion. All net earnings
are subject to the Medicare portion. Your net
self-employment income is used to figure your
net earnings from self-employment.  Net
self-employment income usually includes all
business income less all business deductions
allowed for income tax purposes. Net
earnings from self-employment is a portion
of net self-employment income. This amount
is figured on Schedule SE (Short Schedule
SE (Section A), line 4, or Long Schedule SE
(Section B), line 6). The actual self-employ-
ment tax is figured on net earnings from self-
employment.

Employed by a U.S. church. If you were
employed by a U.S. church or a qualified
church-controlled organization that chose ex-
emption from social security and Medicare
taxes and you received wages of $108.28 or
more from the organization, the amounts paid
to you are subject to self-employment tax.
However, you can choose to be exempt from
social security and Medicare taxes if you are
a member of a recognized religious sect. See
Publication 517.

Effect of exclusion. You must take all of
your self-employment income into account in
figuring your net earnings from self-employ-
ment, even income that is exempt from in-
come tax because of the foreign earned in-
come exclusion.

Example. You are in business abroad as
a consultant and qualify for the foreign earned
income exclusion. Your foreign earned in-
come is $95,000, your business deductions
total $27,000, and your net profit is $68,000.
You must pay social security tax and Medi-
care tax on your net earnings even though
you can exclude all of your earned income.

Optional method. You can use the nonfarm
optional method if you are self-employed and
your net nonfarm profits are less than $1,733
and less than 72.189% of your gross nonfarm
income. You must have had $400 of net
self-employment earnings in at least 2 of the
3 immediately preceding tax years. You can-
not choose to report less than your actual net
earnings from nonfarm self-employment. You
cannot use the nonfarm optional method for
more than 5 tax years. Use Long Schedule
SE (Section B). For more details get Publi-
cation 533.

Members of the clergy. Although members
of the clergy may be employees in performing
their ministerial services, they are treated as
self-employed for self-employment tax pur-
poses. Their U.S. self-employment tax is
based upon net earnings from self-employ-
ment figured without regard to the foreign
earned income exclusion or the foreign
housing exclusion.

Members of the clergy are covered auto-
matically by social security and Medicare.
You can receive exemption from coverage for
your ministerial duties if you conscientiously
oppose public insurance due to religious rea-
sons or if you oppose it due to the religious
principles of your denomination. You must
file Form 4361 to apply for this exemption.

This subject is discussed in further detail
in Publication 517.

Puerto Rico, Guam, Commonwealth of the
Northern Mariana Islands, American Sa-
moa, or Virgin Islands. If you are a U.S.
citizen or resident and you own and operate
a business in Puerto Rico, Guam, the Com-
monwealth of the Northern Mariana Islands,
American Samoa, or the Virgin Islands, you
must pay tax on your net earnings from self-
employment (if they are $400 or more) from
those sources. You must pay the self-
employment tax whether or not the income is
exempt from U.S. income taxes (or whether
or not you must otherwise file a U.S. income
tax return). Unless your situation is described
below, attach Schedule SE (Form 1040) to
your U.S. income tax return.

If you do not have to file Form 1040 with
the United States and you are a resident of:



* Puerto Rico,
e Guam,

* The Commonwealth of the Northern
Mariana Islands,

* American Samoa, or

* The Virgin Islands,

figure your self-employment tax on either
Form 1040-PR or Form 1040-SS, whichever
applies.

You must file these forms with the Internal
Revenue Service Center, Philadelphia, PA
19255-0215.

Exemption From
Social Security and
Medicare Taxes

The United States may reach agreements
with foreign countries to eliminate dual cov-
erage and dual contributions (taxes) to social
security systems for the same work. See
Binational Social Security (Totalization)
Agreements in chapter 2 under Social Secu-
rity and Medicare Taxes. As a general rule,
self-employed persons who are subject to
dual taxation will only be covered by the so-
cial security system of the country where they
reside. For more information on how any
specific agreement affects self-employed
persons, contact the United States Social
Security Administration.

If you are a U.S. citizen permanently
working in a foreign country with which the
United States has a social security agreement
and you are exempt under the agreement
from U.S. self-employment tax, you should
get a statement from the authorized official
or agency of the foreign country verifying that
you are subject to social security coverage in
that country.

If the authorities of the foreign country
will not issue a statement, you should
get a statement that your earnings are

not covered by the U.S. social security sys-
tem from the:

U.S. Social Security Administration
Office of International Programs
P.O. Box 17741

Baltimore, MD 21235.

Attach a photocopy of either statement to
your federal income tax return each year you
are exempt. Also enter “Exempt, see attached
statement,” on the line for self-employment
tax on your return.

If you believe that your self-employment
earnings should be exempt from foreign so-
cial security tax and subject only to U.S.
self-employment tax, you should request a
certificate of coverage from the United States
Social Security Administration, Office of
International Policy. The certificate will es-
tablish your exemption from the foreign social
security tax.

4.

Foreign Earned
Income and
Housing:
Exclusion -
Deduction

Topics
This chapter discusses:

* Who qualifies for the foreign earned in-
come exclusion, the foreign housing ex-
clusion, and the foreign housing de-
duction,

* How to figure the foreign earned income
exclusion, and

* How to figure the foreign housing exclu-
sion and the foreign housing deduction.

Useful Items
You may want to see:

Publication

[0 519 U.S. Tax Guide for Aliens

[ 596 Earned Income Credit

Form (and Instructions)

[J 1040X Amended U.S. Individual Income
Tax Return

[0 2555 Foreign Earned Income

[0 2555-EZ Foreign Earned Income Exclu-
sion

See chapter 7 for information about get-
ting these publications and forms.

Who Qualifies for the
Exclusions and the
Deduction?

If you meet certain requirements, you may
qualify for the foreign earned income and
foreign housing exclusions and the foreign
housing deduction.

If you are a U.S. citizen or a resident alien
of the United States and you live abroad, you
are taxed on your worldwide income. How-
ever, you may qualify to exclude from income
up to $74,000 of your foreign earnings. In
addition, you can exclude or deduct certain
foreign housing amounts. See Foreign
Earned Income Exclusion and Foreign Hous-
ing Exclusion or Deduction, later.

You may also be entitled to exclude from
income the value of meals and lodging pro-
vided to you by your employer. See Exclusion
of Meals and Lodging, later.
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Requirements

To claim the foreign earned income exclusion,
the foreign housing exclusion, or the foreign
housing deduction, you must have foreign
earned income, your tax home must be in a
foreign country, and you must be one of the
following:

* A U.S. citizen who is a bona fide resident
of a foreign country or countries for an
uninterrupted period that includes an en-
tire tax year,

* A U.S. resident alien who is a citizen or
national of a country with which the
United States has an income tax treaty
in effect and who is a bona fide resident
of a foreign country or countries for an
uninterrupted period that includes an en-
tire tax year, or

* A U.S. citizen or a U.S. resident alien who
is physically present in a foreign country
or countries for at least 330 full days
during any period of 12 consecutive
months.

See Publication 519 to find out if you
qualify as a U.S. resident alien for tax pur-
poses and whether you keep that alien status
when you temporarily work abroad.

If you are a nonresident alien married to
a U.S. citizen or resident, and both you and
your spouse choose to treat you as a resi-
dent, you are a resident alien for tax pur-
poses. For information on making the choice,
see the discussion in chapter 1 under Non-
resident Spouse Treated as a Resident.

Waiver of minimum time requirements.
The minimum time requirements for bona fide
residence and physical presence can be
waived if you must leave a foreign country
because of war, civil unrest, or similar ad-
verse conditions in that country. See Waiver
of Time Requirements, later.

Tax Home

in Foreign Country

To qualify for the foreign earned income ex-
clusion, the foreign housing exclusion, or the
foreign housing deduction, your tax home
must be in a foreign country throughout your
period of bona fide residence or physical
presence abroad. Bona fide residence and
physical presence are explained later.

Tax Home

Your tax home is the general area of your
main place of business, employment, or post
of duty, regardless of where you maintain
your family home. Your tax home is the place
where you are permanently or indefinitely
engaged to work as an employee or self-
employed individual. Having a “tax home” in
a given location does not necessarily mean
that the given location is your residence or
domicile for tax purposes.

If you do not have a regular or main place
of business because of the nature of your
work, your tax home may be the place where
you regularly live. If you have neither a regu-
lar or main place of business nor a place
where you regularly live, you are considered
an itinerant and your tax home is wherever
you work.
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Figure 4-A. Can | Claim the Exclusion or Deduction?

Start Here
Do you have foreign Yes‘ Is your tax home in a Yes‘ Are vou a U.S. citizen? NO‘ Are you a U.S. resident No
earned income? "] foreign country? d y "~ ’ 7| alien?
No No Yes Yes
A\ 4 \ 4

Were you a bona fide
resident of a foreign

Are you a citizen or
national of a country with

country or countries for AYeS which the Unted States
an uninterrupted period | has an income tax treaty
that includes an entire in effect?
tax year?
No Yes No
A\ 4
You CAN claim the
foreign earned income
exclusion and the
foreign housing
exclusion or the foreign
housing deduction.
4
Y

Were you physically
present in a foreign
country or countries for
at least 330 full days
during any period of 12
consecutive months?

Yes

No
A\ 4

| You CANNOT claim the foreign earned income exclusion, the
| foreign housing exclusion, or the foreign housing deduction.

You are not considered to have a tax
home in a foreign country for any period in
which your abode is in the United States.
However, your abode is not necessarily in the
United States while you are temporarily in the
United States. Your abode is also not neces-
sarily in the United States merely because
you maintain a dwelling in the United States,
whether or not your spouse or dependents
use the dwelling.

“Abode” has been variously defined as
one's home, habitation, residence, domicile,
or place of dwelling. It does not mean your
principal place of business. “Abode” has a
domestic rather than a vocational meaning
and does not mean the same as “tax home.”
The location of your abode often will depend
on where you maintain your economic, family,
and personal ties.

Example 1. You are employed on an
offshore oil rig in the territorial waters of a
foreign country and work a 28-day on/28-day
off schedule. You return to your family resi-
dence in the United States during your off
periods. You are considered to have an
abode in the United States and do not satisfy
the tax home test in the foreign country. You
cannot claim either of the exclusions or the
housing deduction.
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Example 2. For several years, you were
a marketing executive with a producer of
machine tools in Toledo, Ohio. In November
of last year your employer transferred you to
London, England, for a minimum of 18
months to set up a sales operation for
Europe. Before you left, you distributed busi-
ness cards showing your business and home
addresses in London. You kept ownership of
your home in Toledo but rented it to another
family. You placed your car in storage. In
November of last year, you moved your
spouse, children, furniture, and family pets to
a home your employer rented for you in
London.

Shortly after moving, you leased a car,
and you and your spouse got British driving
licenses. Your entire family got library cards
for the local public library. You and your
spouse opened bank accounts with a London
bank and secured consumer credit. You
joined a local business league, and both you
and your spouse became active in the
neighborhood civic association and worked
with a local charity. Your abode is in London
for the time you live there, and you satisfy the
tax home test in the foreign country.
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Temporary or Indefinite
Assignment

The location of your tax home often depends
on whether your assignment is temporary or
indefinite. If you are temporarily absent from
your tax home in the United States on busi-
ness, you may be able to deduct your away-
from-home expenses (for travel, meals, and
lodging) but you would not qualify for the for-
eign earned income exclusion. If your new
work assignment is for an indefinite period,
your new place of employment becomes your
tax home, and you would not be able to de-
duct any of the related expenses that you
have in the general area of this new work
assignment. If your new tax home is in a for-
eign country and you meet the other require-
ments, your earnings may qualify for the for-
eign earned income exclusion.

If you expect your employment away from
home in a single location to last, and it does
last, for 1 year or less, it is temporary unless
facts and circumstances indicate otherwise.
If you expect it to last for more than 1 year,
it is indefinite. If you expect it to last for 1 year
or less, but at some later date you expect it
to last longer than 1 year, it is temporary (in
the absence of facts and circumstances indi-
cating otherwise) until your expectation
changes.



Foreign Country

To meet the bona fide residence test or the
physical presence test, you must live in or be
present in a foreign country. A foreign coun-
try usually is any territory (including the air
space and territorial waters) under the sover-
eignty of a government other than that of the
United States.

The term “foreign country” includes the
seabed and subsoil of those submarine areas
adjacent to the territorial waters of a foreign
country and over which the foreign country
has exclusive rights under international law
to explore and exploit the natural resources.

The term “foreign country” does not in-
clude Puerto Rico, Guam, the Commonwealth
of the Northern Mariana Islands, the Virgin
Islands, or U.S. possessions such as Ameri-
can Samoa. For purposes of the foreign
earned income exclusion, the foreign housing
exclusion, and the foreign housing deduction,
the terms “foreign,” “abroad,” and “overseas”
refer to areas outside the United States,
American Samoa, Guam, the Commonwealth
of the Northern Mariana Islands, Puerto Rico,
the Virgin Islands, and the Antarctic region.

American Samoa,

Guam, and the
Commonwealth of the
Northern Mariana Islands

Residence or presence in a U.S. possession
does not qualify you for the foreign earned
income exclusion. You may, however, qualify
for the possession exclusion.

American Samoa. There is a possession
exclusion available to individuals who are
bona fide residents of American Samoa for
the entire tax year. Gross income from
sources within American Samoa, Guam, or
the Commonwealth of the Northern Mariana
Islands may be eligible for this exclusion. In-
come that is effectively connected with the
conduct of a trade or business within those
possessions also may be eligible for this ex-
clusion. Use Form 4563, Exclusion of Income
for Bona Fide Residents of American Samoa,
to figure the exclusion.

Guam and the Commonwealth of the
Northern Mariana Islands. New exclusion
rules will apply to residents of Guam and the
Commonwealth of the Northern Mariana Is-
lands if, and when, new implementation
agreements take effect between the United
States and those possessions.

For more information, see Publication 570.

Puerto Rico
and Virgin Islands

Residents of Puerto Rico and the Virgin Is-
lands are not entitled to the possession ex-
clusion (discussed above) or to the exclusion
of foreign earned income or the exclusion or
deduction of foreign housing amounts under
the bona fide residence or physical presence
rules discussed later.

Puerto Rico. Generally, if you are a U.S.
citizen who is a bona fide resident of Puerto
Rico for the entire tax year, you are not sub-
ject to U.S. tax on income from Puerto Rican
sources. This does not include amounts paid
for services performed as an employee of the
United States. However, you are subject to
U.S. tax on your income from sources outside

Puerto Rico. You cannot deduct expenses
allocable to the exempt income.

Bona Fide Residence Test

The bona fide residence test applies to U.S.
citizens and to any U.S. resident alien who is
a citizen or national of a country with which
the United States has an income tax treaty in
effect.

Bona fide residence. To see if you meet the
test of bona fide residence in a foreign coun-
try, you must find out if you have established
such a residence.

Your bona fide residence is not neces-
sarily the same as your domicile. Your
domicile is your permanent home, the place
to which you always return or intend to return.

Example. You could have your domicile
in Cleveland, Ohio, and a bona fide residence
in London if you intend to return eventually to
Cleveland.

The fact that you go to London does not
automatically make London your bona fide
residence. If you go there as a tourist, or on
a short business trip, and return to the United
States, you have not established bona fide
residence in London. But if you go to London
to work for an indefinite or extended period
and you set up permanent quarters there for
yourself and your family, you probably have
established a bona fide residence in a foreign
country, even though you intend to return
eventually to the United States.

You are clearly a transient in the first in-
stance. However, in the second, you are a
resident because your stay in London ap-
pears to be permanent. If your residency is
not as clearly defined as either of these illus-
trations, it may be more difficult to decide
whether you have established a bona fide
residence.

Determination. Questions of bona fide
residence are determined according to each
individual case, taking into account such fac-
tors as your intention or the purpose of your
trip and the nature and length of your stay
abroad.

You must show the Internal Revenue
Service (IRS) that you have been a bona fide
resident of a foreign country or countries for
an uninterrupted period that includes an entire
tax year. The IRS decides whether you qualify
as a bona fide resident of a foreign country
largely on the basis of facts you report on
Form 2555. File this form with your income
tax return on which you claim the exclusion
of foreign earned income. IRS cannot make
this determination until you file Form 2555.

Statement to foreign authorities. You are
not considered a bona fide resident of a for-
eign country if you make a statement to the
authorities of that country that you are not a
resident of that country and the authorities
hold that you are not subject to their income
tax laws as a resident.

If you have made such a statement and
the authorities have not made a final decision
on your status, you are not considered to be
a bona fide resident of that foreign country.

Special agreements and treaties. The in-
come tax exemption provided in a treaty or
other international agreement will not in itself
prevent you from being a bona fide resident
of a foreign country. Whether a treaty pre-
vents you from becoming a bona fide resident
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of a foreign country is determined under all
provisions of the treaty, including specific
provisions relating to residence or privileges
and immunities.

Example 1. You are a U.S. citizen em-
ployed in the United Kingdom by a U.S. em-
ployer under contract with the U.S. Armed
Forces. You do not qualify for special status
under the North Atlantic Treaty Status of
Forces Agreement. You are subject to United
Kingdom income taxes and may qualify as a
bona fide resident.

Example 2. You are a U.S. citizen in the
United Kingdom who qualifies as an “em-
ployee” of an armed service or as a member
of a “civilian component” under the North
Atlantic Treaty Status of Forces Agreement.
You do not qualify as a bona fide resident.

Example 3. You are a U.S. citizen em-
ployed in Japan by a U.S. employer under
contract with the U.S. Armed Forces. You are
subject to the agreement of the Treaty of
Mutual Cooperation and Security between the
United States and Japan. You do not qualify
as a bona fide resident.

Example 4. You are a U.S. citizen em-
ployed as an “official” by the United Nations
in Switzerland. You are exempt from Swiss
taxation on the salary or wages paid to you
by the United Nations. This does not prevent
you from qualifying as a bona fide resident if
you meet all the requirements for that status.

Effect of voting by absentee ballot. If you
are a U.S. citizen living abroad, you can vote
by absentee ballot in any elections held in the
United States without risking your status as
a bona fide resident of a foreign country.

However, if you give information to the
local election officials about the nature and
length of your stay abroad that does not
match the information you give for the bona
fide residence test, the information given in
connection with absentee voting will be con-
sidered in determining your status, but will not
necessarily be conclusive.

Uninterrupted period including entire tax
year. To qualify for bona fide residence, you
must reside in a foreign country for an unin-
terrupted period that includes an entire tax
year. An entire tax year is from January 1
through December 31 for taxpayers who file
their income tax returns on a calendar year
basis.

During the period of bona fide residence
in a foreign country, you can leave the country
for brief or temporary trips back to the United
States or elsewhere for vacation or business.
To keep your status as a bona fide resident
of a foreign country, you must have a clear
intention of returning from such trips, without
unreasonable delay, to your foreign residence
or to a new bona fide residence in another
foreign country.

Example 1. You are the Lisbon repre-
sentative of a U.S. employer. You arrived with
your family in Lisbon on November 1, 1997.
Your assignment is indefinite, and you intend
to live there with your family until your com-
pany sends you to a new post. You imme-
diately established residence there. On April
1, 1998, you arrived in the United States to
meet with your employer, leaving your family
in Lisbon. You returned to Lisbon on May 1,
and continue living there. On January 1,
1999, you completed an uninterrupted period
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of residence for a full tax year (1998), and you
may qualify as a bona fide resident of a for-
eign country.

Example 2. Assume that in Example 1,
you transferred back to the United States on
December 13, 1998. You would not qualify
under the bona fide residence test because
your bona fide residence in the foreign coun-
try, although it lasted more than a year, did
not include a full tax year. You may, however,
qualify for the foreign earned income exclu-
sion or the housing exclusion or deduction
under the physical presence test discussed
later.

Bona fide residence status not auto-
matic. You do not automatically acquire
bona fide resident status merely by living in
a foreign country or countries for 1 year.

Example. If you go to a foreign country
to work on a particular construction job for a
specified period of time, you ordinarily will not
be regarded as a bona fide resident of that
country even though you work there for one
tax year or longer. The length of your stay and
the nature of your job are only some of the
factors to be considered in determining
whether you meet the bona fide residence
test.

Bona fide resident for part of a year.  Once
you have established bona fide residence in
a foreign country for an uninterrupted period
that includes an entire tax year, you will
qualify as a bona fide resident for the period
starting with the date you actually began the
residence and ending with the date you
abandon the foreign residence. You could
qualify as a bona fide resident for an entire
tax year plus parts of 1 or 2 other tax years.

Example. You were a bona fide resident
of England from March 1, 1997, through
September 14, 1999. On September 15,
1999, you returned to the United States.
Since you were a bona fide resident of a for-
eign country for all of 1998, you also qualify
as a bona fide resident from March 1, 1997,
through the end of 1997 and from January 1,
1999, through September 14, 1999.

Reassignment. If you are assigned from
one foreign post to another, you may or may
not have a break in foreign residence be-
tween your assignments, depending on the
circumstances.

Example 1. You were a resident of
France from October 1, 1998, through No-
vember 30, 1999. On December 1, 1999, you
and your family returned to the United States
to wait for an assignment to another foreign
country. Your household goods also were re-
turned to the United States.

Your foreign residence ended on Novem-
ber 30, 1999, and did not begin again until
after you were assigned to another foreign
country and physically entered that country.
Since you were not a bona fide resident of a
foreign country for the entire tax year of 1998
or 1999, you do not qualify under the bona
fide residence test in either year. You may,
however, qualify for the foreign earned in-
come exclusion or the housing exclusion or
deduction under the physical presence test,
discussed later.

Example 2. Assume the same facts as
in Example 1, except that upon completion
of your assignment in France you were given
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a new assignment to England. On December
1, 1999, you and your family returned to the
United States for a month's vacation. On
January 2, 2000, you arrived in England for
your new assignment. Because you did not
interrupt your bona fide residence abroad,
you qualify at the end of 1999 as a bona fide
resident of a foreign country.

Physical Presence Test

You meet the physical presence test if you
are physically present in a foreign country or
countries 330 full days during a period of 12
consecutive months. The 330 qualifying days
do not have to be consecutive. The physical
presence test applies to both U.S. citizens
and resident aliens.

The physical presence test is concerned
only with how long you stay in a foreign
country or countries. This test does not de-
pend on the kind of residence you establish,
your intentions about returning, or the nature
and purpose of your stay abroad. However,
your intentions with regard to the nature and
purpose of your stay abroad are relevant in
determining whether you meet the tax home
test explained earlier under Tax Home in
Foreign Country.

12-month period. Your 12-month period can
begin with any day of any calendar month. It
ends the day before the same calendar day,
12 months later.

Example. Your flight touches down in
London on June 13, 1999. Your 12-month
period ends on June 12, 2000.

Purpose of stay. You do not have to be in
a foreign country only for employment pur-
poses. You can be on vacation time.

Less than 330 full days. Generally, to meet
the physical presence test, you must be
physically present in a foreign country or
countries for at least 330 full days during the
12-month period. This means that if illness,
family problems, a vacation, or your employ-
er's orders cause you to be present for less
than the required amount of time, you cannot
meet the physical presence test.

Exception. You can be physically present
in a foreign country or countries for less than
330 full days and still meet the physical
presence test if you are required to leave a
country because of war or civil unrest. See
Waiver of Time Requirements, later.

Full day. A full day is a period of 24 con-
secutive hours, beginning at midnight. You
must spend each of the 330 full days in a
foreign country. When you leave the United
States to go directly to a foreign country or
when you return directly to the United States
from a foreign country, the time you spend
on or over international waters does not count
toward the 330-day total.

Example. You leave the United States for
France by air on June 10. You arrive in
France at 9:00 a.m. on June 11. Your first full
day in France is June 12.

Passing over foreign country. If, in
traveling from the United States to a foreign
country, you pass over a foreign country be-
fore midnight of the day you leave, the first
day you can count toward the 330-day total
is the day following the day you leave the
United States.
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Example. You leave the United States
by air at 9:30 a.m. on June 10 to travel to
Spain. You pass over a part of France at
11:00 p.m. on June 10 and arrive in Spain at
12:30 a.m. on June 11. Your first full day in
a foreign country is June 11.

Foreign move. You can move about from
one place to another in a foreign country or
to another foreign country without losing full
days. But if any part of your travel is not within
a foreign country or countries and takes 24
hours or more, you will lose full days.

Example 1. You leave London by air at
11:00 p.m. on July 6 and arrive in Stockholm
at 5:00 a.m. on July 7. Your trip takes less
than 24 hours and you lose no full days.

Example 2. You leave Norway by ship
at 10:00 p.m. on July 6 and arrive in Portugal
at 6:00 a.m. on July 8. Since your travel is
not within a foreign country or countries and
the trip takes more than 24 hours, you lose
as full days July 6, 7, and 8. If you remain in
Portugal, your next full day in a foreign
country is July 9.

In U.S. while in transit. If you are in
transit between two points outside the United
States and are physically present in the
United States for less than 24 hours, you are
not treated as present in the United States
during the transit. You are treated as traveling
over areas not within any foreign country.

How to figure the 12-month period. There
are four rules you should know when figuring
the 12-month period.

1) Your 12-month period can begin with
any day of the month. It ends the day
before the same calendar day, 12
months later.

2) Your 12-month period must be made up
of consecutive months. Any 12-month
period can be used if the 330 days in a
foreign country fall within that period.

3) You do not have to begin your 12-month
period with your first full day in a foreign
country or to end it with the day you
leave. You can choose the 12-month
period that gives you the greatest exclu-
sion.

4) In determining if the 12-month period
falls within a longer stay in the foreign
country, any 12-month period can over-
lap another.

Example 1. You are a construction
worker who works on and off in a foreign
country over a 20-month period. You might
pick up the 330 full days in a 12-month period
only during the middle months of the time you
work in the foreign country because the first
few and last few months of the 20-month pe-
riod are broken up by long visits to the United
States.

Example 2. You work in Canada for a
20-month period from January 1, 1998,
through August 31, 1999, except that you
spend February 1998 and February 1999 on
vacation in the United States. You are pres-
ent in Canada 330 full days during each of the
following two 12-month periods. One
12-month period can begin January 1, 1998,
and end December 31, 1998; the second pe-
riod can begin September 1, 1998, and end
August 31, 1999. By overlapping the
12-month periods in this way, you meet the



Table 4-1. How To Figure Overlapping 12-Month Periods
This Table illustrates Example 2 under How to figure the 12-month period.
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physical presence test for the whole 20-month you are in violation of the law cannot be in- Unearned Variable
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amount. Salaries and Dividends Business
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. . Professional fees winnings
There are two exceptions to meeting the re- Tips Alimony
quirements under the bona fide residence and  Cuba — January 1, 1987 Social security
the physical presence tests. benefits
* Irag — August 2, 1990 Pensions
Annuities

Waiver of Time Requirements

Both the bona fide residence test and the
physical presence test contain minimum time
requirements. The minimum time require-
ments can be waived, however, if you must
leave a foreign country because of war, civil
unrest, or similar adverse conditions in
that country. You also must be able to show
that you reasonably could have expected to
meet the minimum time requirements if not for
the adverse conditions. To qualify for the
waiver, you must actually have your tax home
in the foreign country and be a bona fide
resident of, or be physically present in, the
foreign country on or before the beginning
date of the waiver.

Early in 2000, the IRS will publish in the
Internal Revenue Bulletin a list of countries
qualifying for the waiver for 1999 and the ef-
fective dates. If you left one of the countries
on or after the date listed for each country,
you can qualify for the bona fide residence
test or physical presence test for 1999 without
meeting the minimum time requirement.
However, in figuring your exclusion, the
number of your qualifying days of bona fide
residence or physical presence includes only
days of actual residence or presence within
the country.

You can read the Internal Revenue Bulle-
tins on the Internet at www.irs.gov . Select
Tax Info For You. Or, you can get a copy of
the list of countries by writing to:

Internal Revenue Service

Assistant Commissioner (International)
Attention: OP:IN:D:CS

950 L'Enfant Plaza South, SW
Washington, DC 20024

U.S. Travel Restrictions

If you are present in a foreign country in vio-
lation of U.S. law, you will not be treated as
a bona fide resident of a foreign country or
as physically present in a foreign country
while you are in violation of the law. Income
that you earn from sources within such a
country for services performed during a pe-
riod of violation does not qualify as foreign
earned income. Your housing expenses
within that country (or outside that country for
housing your spouse or dependents) while

¢ Libya — January 1, 1987

The restrictions are still in effect in all three
countries.

Foreign Earned Income

The foreign earned income exclusion, the
foreign housing exclusion, and the foreign
housing deduction are based on foreign
earned income. For this purpose, foreign
earned income is income you receive for
services you perform in a foreign country
during a period your tax home is in a foreign
country and during which you meet either the
bona fide residence test or the physical
presence test, discussed earlier.

Foreign earned income does not include
the following amounts.

1) The previously excluded value of meals
and lodging furnished for the conven-
ience of your employer.

2) Pension or annuity payments including

social security benefits (see Pensions

and annuities, later).

3) U.S. Government payments to its em-

ployees (see U.S. Government Employ-

ees, later).

4) Amounts included in your income be-

cause of your employer's contributions

to a nonexempt employee trust or to a

nonqualified annuity contract.

5) Recaptured unallowable moving ex-

penses (see Moving Expenses in chap-

ter 5).

6) Payments received after the end of the

tax year following the tax year in which

you performed the services that earned
the income.

Earned income is pay for personal ser-
vices performed, such as wages, salaries,
or professional fees. The list that follows
classifies many types of income into three
categories. The column headed Variable In-
come lists income that may fall into either the
earned income category, the unearned in-
come category, or partly into both. For more
information on earned and unearned income,
see Earned and Unearned Income, later.
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In addition to the types of earned income
listed, certain noncash income and allow-
ances or reimbursements are considered
earned income. They must be included in the
listing of earned income on Form 2555.

Noncash income. The fair market value of
property or facilities provided to you by your
employer in the form of lodging, meals, or use
of a car is earned income.

Allowances or reimbursements. Earned
income includes amounts paid to you as al-
lowances or reimbursements for the following
items.

* Cost of living.

* Overseas differential.
* Family.

* Education.

* Home leave.

* Quarters.

* Moving (unless excluded from income as
discussed later).

Source of Earned Income

The source of your earned income is the
place where you perform the services for
which you received the income. Foreign
earned income is income you receive for
performing personal services in a foreign
country. Where or how you are paid has no
effect on the source of the income. For ex-
ample, income you receive for work done in
France is income from a foreign source even
if the income is paid directly to your bank ac-
count in the United States and your employer
is located in New York City.

If you receive a specific amount for work
done in the United States, you must report
that amount as U.S. source income. If you
cannot determine how much is for work done
in the United States, or for work done partly
in the United States and partly in a foreign
country, determine the amount of U.S. source
income using the method that most correctly
shows the proper source of your income.

In most cases you can make this deter-
mination on a time basis. U.S. source income
is the amount that results from multiplying
your total pay (including allowances, re-
imbursements other than for foreign moves,
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and noncash fringe benefits) by a fraction.
The numerator (top number) is the number
of days you worked within the United States.
The denominator (bottom number) is the total
number of days of work for which you were
paid.

Example. You are a U.S. citizen, a bona
fide resident of Country A, and working as a
mining engineer. Your salary is $76,800 per
year. You also receive a $6,000 cost of living
allowance, and a $6,000 education allow-
ance. Your employment contract did not indi-
cate that you were entitled to these allow-
ances only while outside the United States.
Your total pay is $88,800. You work a 5-day
week, Monday through Friday. After sub-
tracting your vacation, you have a total of 240
workdays in the year. You worked in the
United States during the year for 6 weeks (30
workdays). The following shows how to figure
your wages paid for work done in the United
States during the year.

Number of days worked in the United
States during the year (30) + Number of days
of work during the year for which payment
was made (240) x Total pay ($88,800) =
$11,100.

Your U.S. source income is $11,100.

Earned and
Unearned Income

Earned income was defined earlier as pay for
personal services performed. Some types of
income are not easily identified as earned or
unearned income. These types of income
—specifically, income from sole proprietor-
ships, partnerships, and corporations, stock
options, pensions and annuities, royalties,
rents, and fringe benefits—are further ex-
plained here. Income from sole proprietor-
ships and partnerships generally is treated
one way, and income from corporations is
treated another way.

Trade or business—sole proprietorship or
partnership. Generally, income from a
business in which capital investment is an
important part of producing the income is un-
earned income. However, if you are a sole
proprietor or partner and your personal ser-
vices are also an important part of producing
the income, part of the income will be treated
as your pay (earned income).

The amount treated as your pay cannot
be more than the smaller of:

1) The value of your personal services to
the business, or

2) If there are net profits, 30% of your share
of the net profits of the business.

Example 1. You are a U.S. citizen and
meet the bona fide residence test. You invest
in a partnership based in Italy that is engaged
solely in selling merchandise outside the
United States. You perform no services for
the partnership. At the end of the tax year,
your share of the net profits is $80,000. The
entire $80,000 is unearned income.

Example 2. Assume that in Example 1
you spend time operating the business. Your
share of the net profits is $80,000, 30% of
your share of the profits is $24,000. If the
value of your services for the year is $15,000,
your earned income is limited to the value of
your services, $15,000.
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No net profits. If you have no net profits,
the part of your gross profit that represents a
reasonable allowance for personal services
actually performed is considered earned in-
come. Because you do not have a net profit,
the 30% limit does not apply.

If capital is not an income-producing
factor and personal services produce the
business income, the 30% rule does not ap-
ply. The entire amount of business income is
earned income.

Example. You and Lou Green are man-
agement consultants and operate as equal
partners in performing services outside the
United States. Because capital is not an
income-producing factor, all the income from
the partnership is considered earned income.

Trade or business—corporation. Income
from a corporation is not treated the same as
income from a sole proprietorship or partner-
ship. The salary you receive from a corpo-
ration is earned income only if it represents
a reasonable allowance as compensation for
work you do for the corporation. Any amount
over what is considered a reasonable salary
is unearned income.

Example 1. You are a U.S. citizen and
an officer and stockholder of a corporation in
Canada. You perform no work or service of
any kind for the corporation. During the tax
year you receive a $10,000 “salary” from the
corporation. The $10,000 clearly is not for
personal services and is unearned income.

Example 2. You are a U.S. citizen and
devote full time as secretary-treasurer of your
corporation. During the tax year you receive
$100,000 as salary from the corporation. If
$80,000 is a reasonable allowance as pay for
the work you did, then $80,000 is earned in-
come.

Stock options.  You may have earned in-
come if you disposed of stock that you got
by exercising a stock option granted to you
under an employee stock purchase plan.

If your gain on the disposition of option
stock is treated as capital gain, your gain is
unearned income.

However, if you disposed of the stock less
than 2 years after you were granted the option
or less than 1 year after you got the stock,
part of the gain on the disposition may be
earned income. It is considered received in
the year you disposed of the stock and
earned in the year you performed the services
for which you were granted the option. Any
part of the earned income that is due to work
you did outside the United States is foreign
earned income.

See Publication 525, Taxable and Non-
taxable Income, for a discussion of treatment
of stock options.

Pensions and annuities. For purposes of
the foreign earned income exclusion, the for-
eign housing exclusion, and the foreign
housing deduction, amounts received as
pensions or annuities are unearned income.

Royalties. Royalties from the leasing of oil
and mineral lands and patents generally are
a form of rent or dividends and are unearned
income.

Royalties received by a writer are earned
income if they are received:

1) For the transfer of property rights of the
writer in the writer's product, or

Chapter 4 Foreign Earned Income and Housing: Exclusion - Deduction

2) Under a contract to write a book or series
of articles.

Rental income. Generally, rental income is
unearned income. If you perform personal
services in connection with the production of
rent, up to 30% of your net rental income can
be considered earned income.

Example. Larry Smith, a U.S. citizen liv-
ing in France, owns and operates a rooming
house in Paris. If he is operating the rooming
house as a business that requires capital and
personal services, he can consider up to 30%
of net rental income as earned income. On
the other hand, if he just owns the rooming
house and performs no personal services
connected with its operation, except perhaps
making minor repairs and collecting rents,
none of his net income from the house is
considered earned income. It is all unearned
income.

Income of an artist. Income you receive
from the sale of paintings is earned income
if you painted the pictures yourself.

Use of employer's property or facilities. If
you receive fringe benefits in the form of the
right to use your employer's property or facil-
ities, you must add the fair market value of
that right to your pay. Fair market value is
the price at which the property would change
hands between a willing buyer and a willing
seller, neither being required to buy or sell,
and both having reasonable knowledge of all
the necessary facts.

Example. You are privately employed
and live in Japan all year. You are paid a
salary of $6,000 a month. You live rent-free
in a house provided by your employer that
has a fair rental value of $3,000 a month. The
house is not provided for your employer's
convenience. You report on the calendar
year, cash basis. You received $72,000 sal-
ary from foreign sources plus $36,000 fair
rental value of the house, or a total of
$108,000 of earned income.

Reimbursement of employee expenses. If
you are reimbursed under an accountable
plan (defined below) for expenses you incur
on your employer's behalf and you have ad-
equately accounted to your employer for the
expenses, do not include the reimbursement
for those expenses in your earned income.

The expenses for which you are reim-
bursed are not considered allocable (related)
to your earned income. If expenses and re-
imbursement are equal, there is nothing to
allocate to excluded income. If expenses are
more than the reimbursement, the unreim-
bursed expenses are considered to have
been incurred in producing earned income
and must be divided between your excluded
and included income in determining the
amount of unreimbursed expenses you can
deduct. (See chapter 5.) If the reimbursement
is more than the expenses, no expenses re-
main to be divided between excluded and in-
cluded income and the excess must be in-
cluded in earned income.

These rules do not apply to straight-
commission salespersons or other individuals
who are employees and have arrangements
with their employers under which, for with-
holding tax purposes, their employers con-
sider a percentage of the commissions to be
attributable to the expenses of the employees
and do not withhold taxes on that percentage.



Accountable plan. An accountable plan
is a reimbursement or allowance arrangement
that includes all three of the following rules.

1) The expenses covered under the plan
must have a business connection.

2) The employee must adequately account
to the employer for these expenses
within a reasonable period of time.

3) The employee must return any excess
reimbursement or allowance within a
reasonable period of time.

Reimbursement of moving expenses.
Earned income may include reimbursement
of moving expenses. You must include as
earned income:

1) Any reimbursements of, or payments for,
nondeductible moving expenses;

2) Reimbursements that are more than
your deductible expenses and that you
do not return to your employer;

3) Any reimbursements made (or treated
as made) under a nonaccountable plan
(any plan that does not meet the rules
listed above for an accountable plan),
even if they are for deductible expenses;
and

4) Any reimbursement of moving expenses
you deducted in an earlier year.

This section discusses reimbursements that
must be included in earned income. Publica-
tion 521, Moving Expenses, discusses addi-
tional rules that apply to moving expense de-
ductions and reimbursements.

The rules for determining when the re-
imbursement is considered earned or where
the reimbursement is considered earned may
differ somewhat from the general rules previ-
ously discussed.

Although you receive the reimbursement
in one tax year, it may be considered earned
for services performed, or to be performed, in
another tax year. You must report the re-
imbursement as income on your return in the
year you receive it, even if it is considered
earned during a different year.

Move from U.S. to foreign country. If
you move from the United States to a foreign
country, your moving expense reimbursement
is considered pay for future services to be
performed at the new location. The re-
imbursement is considered earned solely in
the year of the move if your tax home is in a
foreign country and you qualify under the
bona fide residence test or physical presence
test for at least 120 days during that tax year.

If you do not qualify under either test for
120 days during the year of the move, the
reimbursement is considered earned in the
year of the move and the year following the
year of the move. To figure the amount
earned in the year of the move, multiply the
reimbursement by a fraction. The numerator
(top number) is the number of days in your
qualifying period that fall within the year of the
move, and the denominator (bottom number)
is the total number of days in the year of the
move.

The difference between the total re-
imbursement and the amount considered
earned in the year of the move is the amount
considered earned in the year following the
year of the move. The part earned in each
year is figured as shown in the following ex-
ample.

Example. You are a U.S. citizen working
in the United States. You were told in October
of last year that you were being transferred
to a foreign country. You arrived in the for-
eign country on December 15 of last year,
and you qualify as a bona fide resident for the
remainder of last year and all of this year.
Your employer reimburses you $2,000 in
January of this year for the part of the moving
expense that you were not allowed to deduct.
Because you did not qualify as a bona fide
resident for at least 120 days last year (the
year of the move), the reimbursement is
considered pay for services performed in the
foreign country for both last year and this
year.

You figure the part of the moving expense
reimbursement for services performed in the
foreign country last year by multiplying the
total reimbursement by a fraction. The fraction
is the number of days during which you were
a bona fide resident during the year of the
move divided by 365 (366 if it was a leap
year). The remaining part of the reimburse-
ment is for services performed in the foreign
country this year.

This computation is used only to deter-
mine when the reimbursement is considered
earned. You would report the amount you in-
clude in income in this tax year, the year you
received it.

Move between foreign countries. If you
move between foreign countries and you
qualify for at least 120 days during the tax
year under the bona fide residence test or the
physical presence test, the moving expense
reimbursement that you must include in in-
come is considered earned in the tax year of
the move.

Move to U.S. If you move to the United
States, the moving expense reimbursement
that you must include in income is generally
considered to be U.S. source income.

However, if under either an agreement
between you and your employer or a state-
ment of company policy that is reduced to
writing before your move to the foreign coun-
try, your employer will reimburse you for your
move back to the United States regardless
of whether you continue to work for the em-
ployer, the includible reimbursement is con-
sidered compensation for past services per-
formed in the foreign country. The includible
reimbursement is considered earned in the
tax year of the move if you qualify under the
bona fide residence test or the physical
presence test for at least 120 days during that
tax year. Otherwise, you treat the includible
reimbursement as received for services per-
formed in the foreign country in the year of the
move and the year immediately before the
year of the move.

See the discussion under Move from U.S.
to foreign country (earlier) to figure the
amount of the includible reimbursement con-
sidered earned in the year of the move. The
amount earned in the year before the year of
the move is the difference between the total
includible reimbursement and the amount
earned in the year of the move.

Example. You are a U.S. citizen em-
ployed in a foreign country. You retired from
employment with your employer on March 31
of last year, and returned to the United States
after having been a bona fide resident of the
foreign country for several years. A written
agreement with your employer entered into
before you went abroad provided that you
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would be reimbursed for your move back to
the United States.

In April of last year, your former employer
reimbursed you $2,000 for the part of the cost
of your move back to the United States that
you were not allowed to deduct. Because you
were not a bona fide resident for at least 120
days last year (the year of the move), the
includible reimbursement is considered pay
for services performed in the foreign country
for both last year and the year before last.

You figure the part of the moving expense
reimbursement for services performed in the
foreign country last year by multiplying the
total includible reimbursement by a fraction.
The fraction is the number of days of foreign
residence during the year (90) divided by the
number of days in the year (365 or 366). The
remaining part of the includible reimburse-
ment is for services performed in the foreign
country the year before last. You report the
amount of the includible reimbursement on
your Form 1040 for last year, the tax year you
received it.

In this example, if you qualify to ex-
@ clude income under the physical
presence test instead of the bona fide

residence test for last year, you may have had
more than 120 qualifying days in the year of
the move because you can choose the
12-month qualifying period that is most ad-
vantageous to you. (See Physical presence
test, later under Part-year exclusion.) If so,
the moving expense reimbursement would be
considered earned entirely in the year of the
move (last year).

Storage expense reimbursements. |If
you are reimbursed for storage expenses, the
reimbursement is for services you perform
during the period you are in the foreign
country.

U.S. Government Employees

For purposes of the foreign earned income
exclusion and the foreign housing exclusion
or deduction, foreign earned income does not
include any amounts paid by the United
States or any of its agencies to its employees.
Payments to employees of nonappropriated
fund activities are not foreign earned income.
Nonappropriated fund activities include the
following employers.

1) Armed forces post exchanges.
2) Officers' and enlisted personnel clubs.
3) Post and station theaters.

4) Embassy commissaries.

Amounts paid by the United States or its
agencies to persons who are not their em-
ployees may qualify for exclusion or de-
duction.

If you are a U.S. Government employee
paid by a U.S. agency that assigned you to
a foreign government to perform specific ser-
vices for which the agency is reimbursed by
the foreign government, your pay is from the
U.S. Government and does not qualify for the
exclusion or deduction.

If you have questions about whether you
are an employee or an independent contrac-
tor, get Publication 15-A, Employer's Sup-
plemental Tax Guide.

Panama Canal Commission.  U.S. employ-
ees of the Panama Canal Commission are
employees of a U.S. Government agency and
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are not eligible for the foreign earned income
exclusion on their salaries from that source.
Furthermore, no provision of the Panama
Canal Treaty or Agreement exempts their in-
come from U.S. taxation. Employees of the
Panama Canal Commission and civilian em-
ployees of the Defense Department of the
United States stationed in Panama can ex-
clude certain foreign-area and cost-of-living
allowances. See Publication 516, U.S. Gov-
ernment  Civilian Employees Stationed
Abroad, for more information.

These employees cannot exclude any
overseas tropical differential they receive.

American Institute in Taiwan. Amounts paid
by the American Institute in Taiwan are not
considered foreign earned income for pur-
poses of the exclusion of foreign earned in-
come or the exclusion or deduction of foreign
housing amounts. If you are an employee of
the American Institute in Taiwan, allowances
you receive are exempt from U.S. tax up to
the amount that equals tax-exempt allow-
ances received by civilian employees of the
U.S. Government.

Allowances. Cost-of-living and foreign-area
allowances paid under certain Acts of Con-
gress to U.S. civilian officers and employees
stationed in Alaska and Hawaii or elsewhere
outside the 48 contiguous states and the
District of Columbia can be excluded from
gross income. See Publication 516 for more
information. Post differentials are wages that
must be included in gross income, regardless
of the Act of Congress under which they are
paid.

Exclusion of
Meals and Lodging

You do not include in your income the value
of meals and lodging provided to you and
your family by your employer at no charge if
the following conditions are met.

1) The meals are:

a) Furnished on the business prem-
ises of your employer, and

b)  Furnished for the convenience of
your employer.

2) The lodging is:

a) Furnished on the business prem-
ises of your employer,

b)  Furnished for the convenience of
your employer, and

c) A condition of your employment.
(You are required to accept it).

Amounts you do not include in income be-
cause of these rules are not foreign earned
income.

Family.  Your family, for this purpose, in-
cludes only your spouse and your depen-
dents.

Lodging. The value of lodging includes the
cost of heat, electricity, gas, water, sewer
service, and similar items needed to make the
lodging fit to live in.

Business premises of employer. Gener-
ally, the business premises of your employer
are wherever you work. For example, if you
work as a housekeeper, meals and lodging
provided in your employer's home are pro-
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vided on the business premises of your em-
ployer. Similarly, meals provided to cowhands
while herding cattle on land leased or owned
by their employer are considered provided on
the premises of their employer.

Convenience of employer.  Whether meals
or lodging are provided for your employer's
convenience must be determined from all the
facts. Meals or lodging provided to you and
your family by your employer will be consid-
ered provided for your employer's conven-
ience if there is a good business reason for
providing the meals or lodging, other than to
give you more pay.

If your employer has a good business
reason for providing the meals or lodging, do
not include their value in your income, even
though your employer may also intend them
as part of your pay. You can exclude the
value of meals or lodging from your income
even if a law or your employment contract
says that they are provided as compensation.

On the other hand, if meals or lodging are
provided to you or your family by your em-
ployer as a means of giving you more pay,
and there is no other business reason for
providing them, their value is extra income to
you.

Condition of employment. Lodging is pro-
vided as a condition of employment if you
must accept the lodging to properly carry out
the duties of your job. You must accept lodg-
ing to properly carry out your duties if, for
example, you must be available for duty at
all times.

Foreign camps. If you are provided lodging
by or for your employer in a camp located in
a foreign country, the camp is considered to
be part of your employer's business premises.
For this purpose, a camp is lodging that is:

1) Provided for your employer's conven-
ience because the place where you work
is in a remote area where satisfactory
housing is not available to you on the
open market within a reasonable com-
muting distance,

2) Located as close as reasonably possible
in the area where you render services,
and

3) Provided in a common area or enclave
that is not available to the general public
for lodging or accommodations and that
normally houses at least ten employees.

Foreign Earned
Income Exclusion

If your tax home is in a foreign country and
you meet the bona fide residence test or the
physical presence test, you can choose to
exclude from your income a limited amount
of your foreign earned income. Foreign
earned income is defined earlier. You cannot
deduct expenses directly connected with the
earning of excluded income. See chapter 5.

You can also choose to exclude from your
income a foreign housing amount. This is
explained later. If you choose to exclude a
foreign housing amount, you must figure the
foreign housing exclusion first. Your foreign
earned income exclusion is limited to your
foreign earned income minus your foreign
housing exclusion.
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Limit on Excludable Amount

You may be able to exclude up to $74,000
of income earned in 1999. See Table 4.2 for
the maximum amount excludable for other
years.

Limits. For 1999, you cannot exclude more
than the smaller of:

1) $74,000, or

2) Your foreign earned income (discussed
earlier) for the tax year minus your for-
eign housing exclusion (discussed later).

If both you and your spouse work abroad
and you each meet either the bona fide resi-
dence test or the physical presence test, you
can each choose the foreign earned income
exclusion. It is possible for a married couple
together to exclude as much as $148,000.

If you perform services one year but do
not get paid for those services until the fol-
lowing year, the income is generally consid-
ered earned in the year you performed the
services. If you report your income on the
cash basis, you report the income on your
return for the year you receive it. You can
exclude as much of the income in the year
you receive it as you could have excluded in
the year you performed the services had you
received the income that year.

Example. You qualify as a bona fide
resident of a foreign country for all of last year
and this year. You report your income on the
cash basis. You received $65,000 last year
for services you performed last year in the
foreign country. You can exclude all of the
$65,000.

This year you will receive $85,000:
$10,000 for services performed in the foreign
country last year and $75,000 for services
performed in the foreign country this year.
You can exclude $7,000 of the $10,000 re-
ceived for services performed last year. This
is the $72,000 maximum exclusion allowable
last year minus the $65,000 you excluded last
year. You must include the remaining $3,000
in income (this year) because you could not
have excluded that income last year had you
received it then. You can also exclude
$74,000 of the $75,000 received for services
performed during this year.

Your total foreign earned income excluded
on your return for this year would be $81,000
($7,000 attributable to last year and $74,000
attributable to this year). You would have
$4,000 of includible income.

Table 4.2. The maximum excludable
amount you can exclude depends on the
calendar year.

Year Maximum
Excludable Amount

1997 and earlier $70,000
1998 $72,000
1999 $74,000
2000 $76,000
2001 $78,000
2002 and later $80,000

Year-end payroll period. There is an ex-
ception to the rule that you exclude income
in the year you earn it. If you are a cash basis
taxpayer, a salary or wage payment that you
receive after the end of the tax year in which
you perform the services is considered
earned entirely in the year you receive it if
all four of the following apply.



1) The period for which the payment is
made is a normal payroll period of your
employer that regularly applies to you.

2) The payroll period includes the last day
of your tax year.

3) The payroll period is not longer than 16
days.

4) The payday comes at the same time in
relation to the payroll period that it would
normally come and it comes before the
end of the next payroll period.

Income earned over more than 1 year.
Regardless of when you actually receive in-
come, you must credit it to the tax year in
which you earned it in figuring your
excludable amount for that year. For example,
a bonus that you receive in 1 year may be
based on services you performed over sev-
eral tax years. You determine the amount of
the bonus that is considered earned in a
particular tax year by dividing the bonus by
the number of calendar months in the period
when you performed the services that re-
sulted in the bonus and then multiplying the
result by the number of months you per-
formed these services during the tax year.
This is the amount that is subject to the ex-
clusion limit for that tax year.

Income received more than 1 year after it
was earned. You cannot exclude income
you receive after the end of the tax year fol-
lowing the tax year in which you perform the
services that earned it.

Example. You qualify as a bona fide
resident of a foreign country for 1997, 1998,
and 1999. You report your income on the
cash basis. You received $65,000 for 1997
and $70,000 for 1998 for services performed
in the foreign country. You excluded $65,000
on your 1997 federal income tax return and
$70,000 for your 1998 return.

In 1999 you receive $85,000; $75,000 for
services performed in the foreign country
during 1999, and $5,000 for services per-
formed in the foreign country in 1997. You
cannot exclude any of the $5,000 received for
services performed in 1997 because you re-
ceived it after the year following the year in
which you earned it. You must include the
$5,000 in income. You can exclude $74,000
of the $75,000 received for services per-
formed in 1999.

Community income.  The maximum exclu-
sion applies individually to the earnings of a
husband and wife. Ignore any community
property laws when you figure your limit on
the foreign earned income exclusion.

Part-year exclusion. If you qualify under
either the bona fide residence test or the
physical presence test for only part of the tax
year, you must adjust the maximum limit
based on the number of qualifying days in
your tax year. The number of qualifying days
in your tax year is the number of days within
the period on which you both have your tax
home in a foreign country and meet either
test.

For this purpose, you can count as quali-
fying days all days within a period of 12 con-
secutive months once you are physically
present and have your tax home in a foreign
country for 330 full days. To figure your

maximum exclusion, multiply the maximum
excludable amount for the year by the number
of your qualifying days in the year, and then
divide the result by the number of days in your
tax year.

Example. You report your income on the
calendar-year basis and you qualified under
the bona fide residence test for 75 days in
1999. You can exclude a maximum of 75/365
of $74,000, or $15,205, of your foreign earned
income for 1999. If you qualify under the bona
fide residence test for all of 2000, you can
exclude your foreign earned income up to the
full $76,000 limit.

Physical presence test. Under the
physical presence test, a 12-month period
can be any period of 12 consecutive months
that includes 330 full days. If you qualify un-
der the physical presence test for part of a tax
year, it is important to carefully choose the
12-month period that will allow the maximum
exclusion for that year.

Example. You are physically present and
have your tax home in a foreign country for
a 16-month period from June 1, 1998, through
September 30, 1999, except for 15 days in
December 1998 that you spend on vacation
in the United States. You figure the maximum
exclusion for 1998 as follows:

1) Beginning with June 1, 1998, count for-
ward 330 full days (disregarding the 15
days in the United States). The 330th
day, May 11, 1999, is the last day of a
12-month period.

2) Count backward 12 months from May
11, 1999, to find the first day of this
12-month period, May 12, 1998. This
12-month period runs from May 12,
1998, through May 11, 1999.

3) Count the total days during 1998 that fall
within this 12-month period. This is 234
days (May 12, 1998—December 31,
1998).

4) Multiply $72,000 by the fraction 234/365
to find your maximum exclusion for 1998
($46,159).

You figure the maximum exclusion for
1999 in the opposite manner:

1) Beginning with your last full day, Sep-
tember 30, 1999, count backward 330
full days (disregarding the 15 days in the
United States). That day, October 21,
1998, is the first day of a 12-month pe-
riod.

2) Count forward 12 months from October
21, 1998, to find the last day of this
12-month period, October 20, 1999. This
12-month period runs from October 21,
1998, through October 20, 1999.

3) Count the total days during 1999 that fall
within this 12-month period. This is 293
days (January 1, 1999—October 20,
1999).

4) Multiply $74,000, the maximum limit, by
the fraction 293/365 to find your maxi-
mum exclusion for 1999 ($59,402).

These are limits on the amount you
A can exclude. You can never exclude
@eEEN more pay than you actually earned
during your qualifying period.

Chapter 4 Foreign Earned Income and Housing: Exclusion - Deduction

Choosing the Exclusion

The foreign earned income exclusion is vol-
untary. You can separately choose the foreign
earned income exclusion and the foreign
housing exclusion by completing the appro-
priate parts of Form 2555. Your initial choice
of the exclusions on Form 2555 or Form
2555-EZ generally must be made with a
timely filed return (including any extensions),
a return amending a timely filed return, or a
late-filed return filed within 1 year from the
original due date of the return (determined
without regard to any extensions).

Date a return is considered to be
A filed. If areturn is delivered to Internal
SN Revenue Service by:

* The U.S. mail with a U.S. postmark, or
* A designated delivery service,

the return is considered to have been filed on
or before the due date if it is postmarked or
dated by the specified delivery service on or
before that date. If a return is not timely filed,
the postmark or date mark of the designated
delivery service date is not considered. A
return postmarked or date marked after the
due date is not considered to be filed until it
is received by IRS.

You can use certain private delivery ser-
vices designated by the IRS to meet the
“timely mailing as timely filing/paying” rule for
tax returns and payments. The IRS publishes
a list of the designated private delivery ser-
vices in September of each year.

You can choose the exclusion on a return
filed after the periods described above pro-
vided you owe no federal income tax after
taking into account the exclusion. If you owe
federal income tax after taking into account
the exclusion, you can choose the exclusion
on a return filed after the periods described
above provided you file before IRS discovers
that you failed to choose the exclusion. You
must type or legibly print at the top of the first
page of the Form 1040 “FILED PURSUANT
TO SECTION 1.911-7(a)(2)(i)(D).” If you owe
federal income tax after taking into account
the foreign earned income exclusion and the
IRS discovered that you failed to choose the
exclusion, you must request a private letter
ruling under Revenue Procedure 92-85 (as
modified by Revenue Procedure 93-28).

Revenue procedures are published in the
Internal Revenue Bulletin (I.R.B.) and in the
Cumulative Bulletin (C.B.), which are volumes
containing official matters of the Internal
Revenue Service. You can buy the C.B. con-
taining a particular revenue procedure from
the Superintendent of Documents, U.S. Gov-
ernment Printing Office, Washington, DC
20402.

You may also be able to choose the for-
eign earned income exclusion by completing
Form 2555-EZ.

Once you choose to exclude your foreign
earned income or housing amount, that
choice remains in effect for that year and all
later years unless you revoke it.

Revocation. You can revoke your choice for
any tax year. You do this by attaching a
statement that you are revoking one or more
previously made choices to the return or
amended return for the first year that you do
not wish to claim the exclusion(s). You must
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specify which choice(s) you are revoking. You
must revoke separately a choice to exclude
foreign earned income and a choice to ex-
clude foreign housing amounts.

If you revoked a choice and within 5 tax
years again wish to choose the same exclu-
sion, you must apply for IRS approval. You
do this by requesting a ruling from the Internal
Revenue Service.

Mail your request for a ruling in du-
plicate to:

Associate Chief Counsel (International)
Internal Revenue Service
CC:DOM:CORP:TSS

P.O. Box 7604

Ben Franklin Station

Washington, DC 20044.

Because requesting a ruling can be com-
plex, you may need professional help. Also,
the IRS charges a fee for issuing these
rulings. For more information, see Revenue
Procedure 99-1, which is published in Inter-
nal Revenue Bulletin No. 1999-1.

In deciding whether to give approval, the
IRS will consider any facts and circumstances
that may be relevant. These may include a
period of residence in the United States, a
move from one foreign country to another
foreign country with different tax rates, a
substantial change in the tax laws of the for-
eign country of residence or physical pres-
ence, and a change of employer.

Foreign tax credit. Once you choose to
exclude either foreign earned income or for-
eign housing costs, you cannot take a foreign
tax credit for taxes on income you can ex-
clude. If you do take the credit, one or both
of the choices may be considered revoked.
See Credit for Foreign Income Taxes in
chapter 5 for more information.

Earned income credit.  You will not qualify
for the earned income credit if you claim the
foreign earned income exclusion, the foreign
housing exclusion, or the foreign housing de-
duction for the year. For more information
on this credit, see Publication 596.

Foreign Housing
Exclusion or
Deduction

I