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Important Reminders

Form 2555-EZ. You may be able to file Form

2555-EZ, Foreign Earned Income Exclusion,

if:

* You had foreign earned income of only
wages and salaries of $70,000 or less, and

* The return being filed is not for a short year.

Form 2555—-EZ has fewer lines than Form
2555,

Foreign income tax withheld. If a foreign
employer withheld taxes from your pay and
paid those taxes to the foreign country’s tax
authority (not the U.S. treasury), you cannot
claim those taxes on your U.S. income tax re-
turn as federal income tax withheld. You can-
not 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 on Form 1116, Foreign Tax Credit (Indi-
vidual, Estate, Trust, or Nonresident Alien Indi-
vidual) based on the amount withheld and
paid to the foreign tax authority. See Credit for
Foreign Income Taxes in Chapter 5.

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. The foreign earned income
exclusion, the foreign housing exclusion, and
the foreign housing deduction are explained.

Most U.S. citizens and resident aliens
abroad must file U.S. income tax returns,
even if they can exclude their earned in-
come. You must file Form 2555, Foreign
Earned Income, on which you show the exclu-
sion of foreign earned income and the foreign
housing exclusion or deduction, with your
Form 1040. You will find an example with fil-
led-in forms in this publication. If you are claim-
ing the foreign earned income exclusion only,
you may be able to use the shorter Form
2555-EZ rather than Form 2555.

To qualify for the exclusions or the deduc-
tion, you must meet either the bona fide resi-
dence test or the physical presence test and
your tax home must be in a foreign country or
countries throughout your period of foreign
residence or presence. Bona fide residence
test, physical presence test, and tax home are
defined later.

If you pay foreign income taxes, you may
be able to claim a foreign tax credit for those
taxes. See the discussion in Chapter 5 under
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Taxes of Foreign Countries and U.S.
Possessions.

If you must pay a tax on your income to a
foreign country that has a tax treaty with the
United States, you may be entitled to certain
benefits under the treaty. See Chapter 6.

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.

Helpful information in a question-and-an-
swer format is included in the back part of the
publication.

1.
Filing Information

Topics
This chapter discusses:

Whether you have to file a return

When your nonresident alien spouse can
be considered a U.S. resident

When, how, and where to file your return

How to express foreign currency in U.S.
dollars

What happens if you pay too little or too
much tax

When and how to file information returns

Useful Items
You may want to see:

Publication

[1501 Exemptions, Standard Deduction,
and Filing Information

[1505 Tax Withholding and Estimated
Tax

[1519 U.S. Tax Guide for Aliens

[]945 Tax Information for Those
Affected by Operation Desert Storm

[[1520 Scholarships and Fellowships

Form (and Instructions)
[J1040ES Estimated Tax for Individuals

[[11040X Amended U.S. Individual
Income Tax Return

[12350 Application for Extension of Time
To File U.S. Income Tax Return

[[]2555 Foreign Earned Income

[12555-EZ Foreign Earned Income
Exclusion

[12688 Application for Additional
Extension of Time To File U.S. Individual
Income Tax Return

[[14868 Application for Automatic
Extension of Time To File U.S. Individual
Income Tax Return

[15471 Information Return of U.S.
Persons With Respect To Certain
Foreign Corporations

[18822 Change of Address

[1SS-5 Application for a Social Security
Card

[JTDF90-22.1 Report of Foreign Bank
and Financial Accounts

U.S. citizens and resident aliens living or
traveling outside the United States generally
are required to file income tax returns, estate
tax returns, and gift tax returns and pay esti-
mated tax in the same way as those residing in
the United States.

Note. 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 Service 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 ad-
dresses, you should complete two separate
forms.

Filing Requirements

Your income, filing status, and age generally
determine whether you must file a return. Gen-
erally you must file a return for 1995 if your in-
come is at least the amount shown for your fil-
ing status in the following table:

You must file if your

If your filing status is: gross income is at least:

Single ... $ 6,400
65orolder ........... $ 7,350
Head of household .... $ 8,250
65orolder ........... $ 9,200
Qualifying widow(er) ... $ 9,050
65o0rolder ........... $ 9,800
Married filing jointly .... $11,550
Not living with spouse
atend of year ..... $ 2,500
One spouse 65 or
older .............. $12,300
Both spouses 65 or
older .............. $13,050
Married filing separately
....................... $ 2,500

If you are the dependent of another taxpayer, see
the instructions for Form 1040 for more information
on your filing requirement.

Blindness does not affect your filing requirement.

You are considered to be 65 on the day
before your 65th birthday. If your 65th birthday
is on January 1, 1996, you would be consid-
ered to be 65 on December 31, 1995.

In determining whether or not you must file
a return, you must consider as gross income
any income that is excluded as foreign earned
income or as a foreign housing amount. If you
must file a return and all or part of your income
is excluded under these rules, you must pre-
pare Form 2555, discussed later. You may be



able to file Form 2555—-EZ if you are claiming
only the foreign earned income exclusion.

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

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 spouse is a nonresident
alien, you can choose to treat the nonresident
spouse as a U.S. resident. This includes situa-
tions in which one spouse is a nonresident
alien at the beginning of the tax year, but a res-
ident alien at the end of the year, and the other
spouse is a nonresident alien at the end of the
year.

If you make this choice, you and your
spouse are treated for income tax purposes as
residents for your entire tax year. For example,
neither you nor your spouse can claim tax
treaty benefits as a resident of a foreign coun-
try for a tax year for which the choice is in ef-
fect. You must file a joint income tax return for
the year you make the choice, but you and
your spouse can file joint or separate returnsin
later years.

Example 1. Pat Smith, a U.S. citizen for all
of tax year 1995, is married to Norman, a non-
resident alien. Pat and Norman make the
choice to treat Norman as a resident alien by
attaching a statement to their joint return for
1995. Pat and Norman must report their world-
wide income in 1995 and later years unless
the choice is ended or suspended. Although
Pat and Norman must file a joint return for
1995, they can file joint or separate returns for
later years.

Example 2. Bob and Sharon Williams are
married and both are nonresident aliens. In
June 1995, Bob became a resident alien 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 1995 joint return. Bob and Sharon must
report their worldwide income in 1995 and
later years unless the choice is ended or sus-
pended. Bob and Sharon must file a joint re-
turn for 1995, but they can file either joint or
separate returns for later years.

Social security number. You must in-
clude the social security number of your
spouse on your return. To get a social security
number for your spouse, apply at a Social Se-
curity office or U.S. consulate outside the
United States. You must provide original or
certified copies of documents to verify your
spouse’s age, identity, and citizenship and
complete Form SS-5, Application for a Social
Security Card.

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 non-
resident 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 of each spouse. (If one spouse
died, include the name and address of the
person making the choice for the de-
ceased spouse.)

You generally make this choice when you
file your joint return. However, you can also
make the choice by filing a joint amended re-
turn 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 tax year (after the tax
year you made the choice) if neither spouse is
a U.S. citizen or resident alien at any time dur-
ing the tax year.

Example. Dick Brown was a resident alien
on December 31, 1992, and married to Judy, a
nonresident alien. They chose to treat Judy as
a resident alien and filed joint 1992 and 1993
income tax returns. On January 10, 1994, Dick
became a nonresident alien. Judy had re-
mained a nonresident alien throughout the pe-
riod. Dick and Judy can file joint or separate re-
turns for 1994. However, since neither Dick
nor Judy is a resident alien at any time during
1995, their choice is suspended for that year.
If either has U.S. source income or foreign
source income effectively connected with a
U.S. trade or business in 1995, they must file
separate returns as nonresident aliens. If Dick
becomes a resident alien again in 1996, their
choice is no longer suspended. For years their
choice is not suspended, they must include in-
come received from sources both in and
outside the United States in their income for
each tax year.

Ending the Choice

Once made, the choice to be treated as a resi-
dent applies to all later years unless sus-
pended (as explained above) or ended in one
of the following ways.

1) Revocation. Either spouse can revoke
the choice for any tax year, provided he or
she makes the revocation 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
must include the name, address, and so-
cial security number of each spouse. In-
clude the name and address of any per-
son who is revoking the choice for a
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deceased spouse. The statement also
must include a list of any states, foreign
countries, and possessions that have
community property laws in which either
spouse is domiciled or where real prop-
erty is located from which either spouse
receives income. File the statement as
follows:

a) If the spouse revoking the choice must
file a return, attach the statement to the
return for the first year the revocation
applies,

b

~

If 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, or

c) If the spouse revoking the choice does
not have to file a return and does not
file a claim for refund, send the state-
ment to the Internal Revenue Service
Center where you filed the last joint
return.

2) Death. The death of either spouse ends
the choice, beginning with the first tax
year following the year the spouse died.
However, if the surviving spouse isa 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.

3

~

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 le-
gal separation occurs.

4

=

Inadequate records. The Internal Reve-
nue 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.

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

Head of household. If you do not choose to
treat your nonresident spouse as a U.S. resi-
dent, you may be able to use head of house-
hold filing status. To use this status you must
pay more than half the cost of maintaining a
household for certain dependents or relatives
other than your nonresident alien spouse. For
more information, see Publication 501.

When To File and Pay

If you file on the calendar year basis, the due
date for filing your return is April 15 following
the close of your tax year. 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
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months and 15 days after the close of your fis-
cal year. In general, the tax shown on your re-
turn should be paid by the due date of the re-
turn, without regard to any extension of time
for filing the return.

Extensions

If you are a U.S. citizen or resident alien and
both your tax home and your abode are
outside the United States and Puerto Rico on
the regular due date of your return, you are au-
tomatically granted a 2—month extension to
file your return and pay any tax due. If you file
on a calendar year basis, you have until June
15. If you file on a fiscal year basis, you have 5
months and 15 days after the end of your tax
year in which to file your return. This extension
is also available to U.S. citizens and residents
on military duty outside the United States and
Puerto Rico. Their assigned tour of duty
outside the United States and Puerto Rico
must include the entire due date of the return.
Your return is considered filed on time if it
is postmarked by midnight of the due date for
filing the return (including any extensions).
None of the dates for filing returns or paying
taxes is extended due to foreign holidays.

Statement and interest required. If you use
the 2—month extension discussed above, you
must attach a statement to your return show-
ing that you qualify for it. You must pay inter-
est on any tax due shown on the return from
the regular due date of the return to the date
the tax is paid. This interest applies only to the
tax due with the return and not to any esti-
mated tax payment due.

Automatic 4—-month extension of time to
file. You can get an automatic 4—month ex-
tension of time to file your return from the reg-
ular due date by filing Form 4868, Application
for Automatic Extension of Time to File U.S.
Individual Income Tax Return. You must file
Form 4868 by the due date for your income tax
return. You can file Form 4868 even if you can-
not pay all of the tax you estimate you will owe.
IRS will not charge you a penalty for failure to
file if you do not pay all of the tax you will owe
when you request the extension.

You will have to pay interest on any tax not
paid by April 15. And you may have to pay a
late payment penalty if you have not paid at
least 90% of your tax by that date.

Concurrent extensions. 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 run concurrently
(both extensions start at the same time). You
do not have to file Form 4868 until the new due
date allowed by the first extension (June 17 for
1995 calendar year filers), but the total com-
bined extension will still only be 4 months from
the regular due date.

Extension beyond the automatic 4—-month
extension. If you qualify for the 4—month ex-
tension and you later find that you are not able
to file within the 4-month extension period,
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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 a letter to the IRS
or by filing Form 2688, Application for Addi-
tional Extension of Time To File U.S. Individual
Income Tax Return. You should request the
extension early so that, if refused, you still will
be able to file on time. Except in cases of un-
due hardship, Form 2688 or a request by letter
will not be accepted until you have first used
Form 4868 to get an automatic 4—-month ex-
tension. Form 2688 or your letter will not be
considered if you file it after the extended due
date.

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

1) The reason for requesting the extension.

2) The tax year to which the extension
applies.

3) The length of time needed for the
extension.

4) Whether another extension for time to file
has already been requested for this tax
year.

If your application for this extension is ap-
proved, you will be notified by the IRS. Attach
the notice to your return when you file it. If
your application for this extension is not
approved, you must file your return by the ex-
tended due date of the automatic extension.
You may be allowed 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.

Extension of deadlines for service in the
Persian Gulf area. The deadlines for filing tax
returns, paying taxes, filing claims for refund,
and taking other actions with the IRS are ex-
tended if you serve in the Armed Forces in a
combat zone. The deadlines for IRS to take
certain actions, such as collection and exami-
nation actions, are also extended. When you
file, write “Desert Storm” at the top of your re-
turn and on the envelope in which you mail it.
See Publication 945, Tax Information for
Those Affected by Operation Desert Storm,
for a description of a combat zone and for a
listing of the locations within the Persian Gulf
area that are designated as combat zones.

Bona fide residence or physical presence
test not yet met. You should request an ex-
tension of time to file your income tax return if
all three of the following apply:

1) Youare 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; and

3) Your tax home is in a foreign country (or
countries) throughout your period of bona
fide residence or physical presence,
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 ei-
ther the bona fide residence test or the physi-
cal presence test. However, if you have mov-
ing expenses that are for services performed
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.

To obtain an extension, you should file
Form 2350, Application for Extension of Time
To File U.S. Individual Income Tax Return, and
a copy with the Internal Revenue Service
Center, Philadelphia, PA 19255-0002, or the
local Internal Revenue Service representative
or other IRS employee.

You must file Form 2350 by the date for fil-
ing 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 calendar
year basis, the date for filing your return is
June 15. An extension can be granted to a
date after you expect to meet the time require-
ments. Form 2350 can be obtained from the
various IRS representatives located at the
overseas offices listed in Chapter 7.

Form 2350 is filed by taxpayers who ordi-
narily expect to pay no additional tax because
they will qualify for the foreign earned income
exclusion, the foreign housing exclusion, or
the foreign housing deduction after they meet
the bona fide residence test or physical pres-
ence test. If you obtain an extension of time
and unforeseen events make it impossible for
you to satisfy either one of these tests, 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 extension was
granted).

You should make any request for an exten-
sion early, so that if it is denied 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.

If you will have tax to pay with your return
(even after qualifying for the exclusion or de-
duction), it may be advisable for you to file by
the regular due date of your return or the due
date as extended because your tax home and
your abode are outside the United States and
Puerto Rico on the regular due date. Or, in-
stead of filing your return, you can pay the esti-
mated amount of your tax liability with the
Form 2350 request for extension. The reason
for this is that interest is charged on the unpaid
tax from the regular due date of the return to
the date your tax is paid.

Also, a penalty of half of one percent of the
unpaid tax, limited to 25%, is applied for each
month beyond the due date that tax remains
unpaid. The penalty increases to 1% a month
(or fraction thereof) after notice of levy is
given. See Penalty for failure to pay tax, later.

If you file a return before you meet the
bona fide residence test or the physical
presence test, you mustinclude all gross in-
come from both U.S. and foreign sources and
pay the tax on that income. If you later qualify
for the foreign earned income exclusion, the



foreign housing exclusion, or the foreign hous-
ing 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.

Claim for refund. To make a claim for re-
fund, you must file Form 1040X within 3 years
from the time you filed your original return or
within 2 years from the date you paid the tax
for that year, whichever date is later. If you
filed your return before the regular due date,
you are considered to have filed the return on
the due date. You should file claims with the
office where you filed your original tax return.

Example. Your first full day of physical
presence abroad is September 11, 1995, but
you are not sure whether you will qualify for the
exclusion of income under either the bona fide
residence or the physical presence rules.
Since your tax home and your abode are
outside the United States and Puerto Rico on
April 15, 1996, the due date for filing your 1995
tax return is automatically extended to June
17, 1996. You file your 1995 income tax return
on May 15, 1996, and pay your full tax. You
qualify for the exclusion on September 10,
1996. You have until May 17, 1999 (3 years
from the date you actually filed your return), to
file your claim for refund. You should file your
claim for refund as soon as possible after Sep-
tember 10, 1996, but no later than May 17,
1999. Had you filed your 1995 return by April
15, 1996, the last date for filing a claim for re-
fund would be April 15, 1999.

Penalties

If you do not file your return and pay your tax
by the due date, you may have to pay a pen-
alty. You may also have to pay a penalty if you
substantially understate your tax, file a frivo-
lous return, or fail to supply your social security
number. If you provide fraudulent information
on your return, you may have to pay a civil
fraud penalty.

Penalty for failure to pay tax. A penalty of
half of one percent of any unpaid tax due is
charged for each month or part of a month the
tax remains unpaid beyond the due date. If you
qualify for the automatic 2—month extension
because your tax home and abode are outside
the United States and Puerto Rico, the due
date is the due date allowed by that extension.

The penalty is limited to 25% of the unpaid
tax. It will not be charged if you can show that
the failure to pay is because of reasonable
cause. You should attach a statement to your
return giving the reason for the late payment.

The penalty for failure to pay increases to
1% for each month (or fraction thereof) that
begins on the earlier of either:

1) The day 10 days after notice of levy is
given, or

2) The day on which a jeopardy assessment
is made.

Some other penalties that may be charged
include those for:

Failing to file returns,

.

Not supplying a taxpayer identification
number,

.

Filing a frivolous income tax return, and

Not including a tax shelter identification
number on a return where required.

Some penalties may not be charged if non-
compliance was due to reasonable cause.

Installment Payments
If you cannot pay the full amount shown on
Form 1040, line 65 (Form 1040A, line 33, or
Form 1040EZ, line 12), with your return, you
can ask to make monthly installment pay-
ments. However you will be charged interest
and you may be charged a late payment pen-
alty on the tax not paid by April 15, even if your
request to pay in installments is granted. You
must also pay a fee. To limit the interest and
penalty charges, pay as much of the tax as
possible with your return. But before request-
ing an installment agreement, you should con-
sider other less costly alternatives, such as a
bank loan.

To ask for an installment agreement, com-
plete Form 9465, Installment Agreement
Request.

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 what cur-
rency is your functional currency. Your func-
tional 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 de-
terminations in your functional currency. The
U.S. dollar is the functional currency for all tax-
payers except some qualified business units.
A qualified business unit is a separate and
clearly identified unit of a trade or business
that maintains separate books and records.
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
environment 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 dollars
all items of income, expense, etc. (including
taxes), that you receive, pay, or accrue in a for-
eign currency and that will affect computation
of your income tax. Use the exchange rate
prevailing when you receive, pay, or accrue
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the item. If there is more than one exchange
rate, use the one that most properly reflects
your income. You can generally get exchange
rates from banks and U.S. Embassies.

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

Blocked Income

You generally must report your foreign income
in terms of U.S. dollars and, with one excep-
tion (see Fulbright grants, later), you must pay
taxes due onitin U.S. dollars.

If, because of restrictions in a foreign coun-
try, your income is not readily convertible into
U.S. dollars or into other money or property
readily convertible into U.S. dollars, your in-
come 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 information re-
turn, you should use another Form 1040 la-
beled “Report of Deferrable Foreign Income,
pursuant to Rev. Rul. 74-351.” You must de-
clare on the information return that the defer-
rable income will be included in taxable in-
come in the year that it becomes unblocked.
You also must state that you waive any right to
claim that the deferrable income was includi-
ble in income for any earlier year.

You must report your income on your infor-
mation 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 reporta-
ble for tax purposes when it becomes convert-
ible, or when it is converted, into dollars or into
other money or property that is convertible
into U.S. currency. Also, if you use blocked in-
come 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 in-
clude 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, you must file Form 3115, Applica-
tion for Change in Accounting Method. You
also must request permission from the IRS on
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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 instruc-
tions 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 entire 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 determine
the amount of the tax that you can pay in for-
eign currency get Publication 520, Scholar-
ships and Fellowships. Details of these ar-
rangements may also be obtained from the
U.S. Educational Foundations or Commis-
sions 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
19255-0002.

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. Pos-
session and have no legal residence or
principal place of business in the United
States.

The exclusions and the deduction are ex-
plained later.

If you are not sure of the place of your legal
residence and have no principal place of busi-
ness in the United States, you also can file
with the Philadelphia Service Center.

However, you should not file with the Phila-
delphia Service Center if you are a bona fide
resident of the Virgin Islands or a resident of
Guam or the Commonwealth of the Northern
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 resi-
dence or principal place of business is in the
United States you must file your return with
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. Ifyou are a U.S. citizen or resi-
dent and you have income from sources in the
Virgin Islands or income effectively connected
with the conduct of a trade or business in the
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Virgin Islands, and you are not a bona fide resi-
dent of the Virgin Islands on the last day of
your tax year, you must file identical tax re-
turns with the United States and the Virgin Is-
lands. You do this by filing the original return
with the United States and filing 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 Vir-
gin Islands is figured by multiplying the total
tax on your U.S. return (after certain adjust-
ments) by a decimal. This decimal is found by
dividing your adjusted gross income from the
Virgin Islands by your worldwide adjusted
gross income (from your U.S. return). 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 In-
ternal Revenue Service Center, Philadelphia,
PA19255-0002.

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

Building 13-1 Mariner Avenue

Tiyjan Barrigada, Guam 96913.

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 19255-0002.

See Publication 570, Tax Guide for Individ-
uals 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 resi-
dent of the Commonwealth of the Northern
Mariana Islands 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 19255-0002.

See Publication 570 for information about
the filing requirements for residents of the
Commonwealth of the Northern Mariana
Islands.

Others file as shown in the instructions for fil-
ing Form 1040.

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 mili-
tary action directed against the United States
or its allies. The taxes are forgiven for the de-
ceased 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 income 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 al-
ready paid, see Publication 559, Survivors, Ex-
ecutors, and Administrators.

Estimated Tax

The requirements for determining who must
pay estimated tax are the same for a U.S. citi-
zen 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 1995, you may
have to pay estimated tax for 1996. Generally,
you must make estimated tax payments for
1996 if you expect to owe at least $500 in tax
for 1996, after subtracting your withholding
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 1996
tax return, or

2) Generally, 100% of the tax shown on your
1995 tax return. (The return must cover all
12 months.)

3) 110% of the tax shown on your 1995 tax
return if your adjusted gross income for
1995 is greater than $150,000 ($75,000 if
you are married and file separately). The
return must cover all 12 months.

See Publication 505, Tax Withholding and Es-
timated Tax, for more information.

The first installment of estimated tax is
usually due on April 15 of the tax year.

When figuring your estimated gross in-
come, subtract amounts you expect to ex-
clude under the foreign earned income exclu-
sion 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
be required to pay a penalty on the underpay-
ment of estimated tax.



Information Returns
and Reports

If you acquire or dispose of stock in a foreign
corporation, own a controlling interest in a for-
eign 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 trans-
ferred property to a foreign trust with at least
one U.S. beneficiary. Reports may be required
if you ship currency to or from the United
States or if you have an interest in a foreign
bank or financial account.

Form 5471, Information Return of U.S. Per-
sons With Respect To Certain Foreign Corpo-
rations, must generally be filed by U.S. share-
holders of controlled foreign corporations and
by shareholders, officers, and directors of for-
eign personal holding companies. Also, Form
5471 must be filed by officers, directors, and
shareholders of U.S. entities that acquire, dis-
pose of, or are involved in the reorganization
of a foreign corporation.

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, Creation of or Transfers to Cer-
tain Foreign Trusts, generally must be filed if
you created a foreign trust or transferred
money or property to a foreign trust.

You must file the form with the Internal
Revenue Service Center, Philadelphia, PA
19255-0002, by the 90th day after the crea-
tion of or the transfer of property to the trust.

Form 3520-A, Annual Return of Foreign
Trust With U.S. Beneficiaries, generally must
be filed if you transfer property to a foreign
trust that has at least one U.S. beneficiary. Af-
ter the transfer, you must file Form 3520-A an-
nually as long as the trust has a U.S.
beneficiary.

You must file the form with the Internal
Revenue Service Center, Philadelphia, PA
19255-0002, by the 15th day of the 4th month
following the end of your tax year (regardless
of the accounting period of the trust).

Form 4790, Report of International Transpor-
tation of Currency or Monetary Instruments,
must be filed by each person who physically
transports, mails, ships, or causes to be physi-
cally transported, mailed, or shipped, currency
or other monetary instruments in a total
amount exceeding $10,000 at one time from
the United States to any place outside the
United States, or into the United States from
any place outside the United States. The filing
requirement also applies to each 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.

The term “monetary instruments” includes
coin and currency of the United States or of

any other country, money orders, investment
securities in bearer form or otherwise in such
form that title passes upon delivery, and nego-
tiable 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, travelers’ checks,
and money orders that are signed, but on
which the name of the payee has been omit-
ted. Effective January 1, 1996, the definition of
monetary instruments will also include bank
drafts and other monetary instruments drawn
on foreign financial institutions and not in
bearer form. The term does not include bank
checks, travelers’ checks, or money orders
made payable to the order of a named person
that have not been endorsed or that bear re-
strictive endorsements.

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

Filing requirements for Customs Form
4790 are the following:

Recipients. Each person who receives
currency or other monetary instruments from a
place outside the United States for which a re-
port has not been filed by the shipper must file
Customs Form 4790. It must be filed within 15
days after receipt with the Customs officer in
charge at any port of entry or departure, or by
mail with the Commissioner of Customs, At-
tention: 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, Customs Form 4790 may be filed by
mail with the Commissioner of Customs, At-
tention: Currency Transportation Reports,
Washington, DC 20229, by the date of entry,
departure, mailing, or shipping.

Travelers. Travelers 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 or if the re-
port contains material omissions or misstate-
ments. Also, the entire amount of the currency
or monetary instrument may be subject to
seizure and forfeiture.

More information about the filing of Cus-
toms Form 4790 can be found in the instruc-
tions on the back of the form.

Form TD F 90-22.1, Report of Foreign Bank
and Financial Accounts, 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,
except if the assets are with a U.S. military
banking facility operated by a U.S. financial in-
stitution or if the combined assets in the ac-
count(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 income tax from the pay of
nonresident aliens

» Social security and Medicare taxes

Useful Items
You may want to see:

Publication
[1505 Tax Withholding and Estimated
Tax

Form (and Instructions)

[1673 Statement for Claiming Benefits
Provided by Section 911 of the Internal
Revenue Code

[JW-4 Employee’s Withholding
Allowance Certificate

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

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

Statement. You can submit a statement to
your employer indicating that you will meet ei-
ther the bona fide residence test or the physi-
cal presence test and indicating your esti-
mated housing cost exclusion. You can obtain
sample copies of an acceptable statement
(Form 673, Statement For Claiming Benefits
Provided by Section 911 of the Internal Reve-
nue Code) by writing to the

Internal Revenue Service, Assistant
Commissioner (International)
Attn:CP:IN:D:CS

950 L'Enfant Plaza South, S.W.,
Washington, DC 20024.

Use of the form is not mandatory; you can
prepare your own statement. See the next
page for a copy of Form 673.

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

Generally, filing a signed statement that in-
cludes a declaration under penalties of perjury
is considered authority for your employer to
discontinue withholding. However, if your em-
ployer has reason to believe that you will not
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. Departmant of the Trassury — Internal Revenus Sarvice OMB No. 1545-0888
Form 673 Statement For Claiming Benefits Provided Expirea: -28-97
by Section 911 of the Internal Revenus Cade

{Sea instructians on Reversa)

The feliowing starament, when completad and furnished by a citizen of the United States to his or har amployer, permits the employer to
axtlude from income tax withhoiding all or a part of the wages paid for services performed outsida the United Statas.

Name please print} Social sscurity number

i expect 10 qualify for the foreign sarned income exclusion under sither the bona fide residence ar physical pressnce test for
calendar year or fiscal year beginning and ending

Plaase check applicable box

D Bona Fide Rasidence Tast
{ am a citizen of the United States. | have been a bona fide resident of and my tax homs has been located in
{foreign country or countrias} for an uninterrupted period which

includes an entire tax year that began on .18
(date}
| expact to rermain a bona fide resident and ratain my tax home in & forelgn country {or countries) until the end of tha tax year for which this
statamant is made, Or if not that pariod, from the date of this atatament until .19
(data within tax year)

| have not stated to the authoritiss of any forgign country named above that | am not a reaident of that country. Or, if | made
such a statement, the autnorities of that country thereaftar made a determination ta the effect that | am @ resicent of that country.

Based on the facts in my case, | have good reason to belisve that for thin period of foreign residence | will satisfy tha tax home and
the hona fide foreign residence requirements prescribed by the section 911dHIKA) of the Internal Revenua Code and gualify for the sxclusion
Code section 911{a) allows.

D Physical Presence Tast

I am a citizen of the United States. Except for occasional absences that won’t disqualify me for tha benefit of section $11{a} of \na

Inmernal Revanue Code, | expect to ba present in and maintain my tax home in {forsign coumtry
or countries) for & 12-month period that includes the antire tax year . Qr, if not the entire year, for the part of the
tax year beginning on .18 , and ending on .19

Based on the facts in my case. | have good reasan 1o believe that for this perlod of prasence in a foreign country or countries,
{ will satisfy the tax home and the 330 full-day requirements within a 12-month period under section $11(d}(1}{E).

| expect to qualify far an axciusion under section 311{ali2}, relating to the housing cost amount, for the antira year, or for tha part

of the tax year beginning on . 19 ., and ending on .19 . | estimate that my
hausing expenses far the guaiifying parod will De as follows: N

LI

12) Litibies tother than telephone CRBFDERD .. ... ... ... ..ttt in it mr e rc e annmnimaemsnaan

{3} Real & P P ODBIY IMBUBIEE .. ... ...\ .u . re bt m it s e te e et e e,

14) Tccupaney tax not deductibbe under SECHan 188, . ... ... o vietieir it ariinr it asnninsnraran
18) Nonrafundable fess paid for securing & leasahoid
16) Housmhold Repmirs .. ... . ...... .....coiiiiiiinrrnnnnnnn

| estimate that my base housing amount for my qualifying period will bs . | astimate that my
housing cost amount (housing expensas |ass the base housing amount) for tha qualifying period will be

| undarstand that this totsl, plus the total raported on any othsr statermants outstanding with other employers, should not ba maore
than my expected housing cost amount exclusion.

If | become disqualifisd for the exclusions, | will immediataly notify my smployer and advise what part, if any, of the period |
am qualified.for.

| understand that any sxeamption from incoma tax withholding permitted by reason of furnishing this statemant ia not 8

determination by the Intarnal Aevenus that any amaunt paid to me for any services performed during the tax year is exciudable frem
gross incoma under the provisiana of Code ssction 911(a).

Your Signature Dats

Cat. No, 10183Y Form 873 Fage 1 iPev. 03-54)
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qualify for an exclusion of income, your em-
ployer must disregard the statement and with-
hold the tax.

Your employer is not required to find out
about amounts you received from any other
source. But, if your employer has such infor-
mation, it must be considered in determining
whether your earned income is more than the
limit on the exclusion.

Your employer, however, should withhold
taxes from any wages you earn 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,
Employee’s Withholding Allowance Certifi-
cate. You can take these additional withhold-
ing allowances only for foreign tax credits at-
tributable to taxable salary or wage income.
See Publication 505, Tax Withholding and Es-
timated Tax, 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. Withholding will apply unless
you choose exemption from withholding. You
cannot choose exemption unless you provide
the payer of the benefits with a residence ad-
dress in the United States or a U.S. posses-
sion, or unless you certify to the payer that you
are nota U.S. citizen or resident alien or some-
one who left the United States to avoid tax.

Checking your withholding. Before you re-
port how much U.S. income tax was withheld
on your 1995 return, you should carefully re-
view all information documents such as Form
W-=2, and Form 1099. Compare other records
such as final pay records or bank statements,
with Form W-2 or Form 1099 to verify the with-
holding on these forms. You may use the fol-
lowing chart to help you locate the U.S. in-
come tax withholding box on each form.

WHERE TO FIND WITHHOLDING

FORM NUMBER BOX NUMBER

1099-INT .........ooeil
1099-DIV ..............
1099-B ...

A A DDA BAMDdDNMNDBDNDNODN

Check your U.S. income tax withholding even
if you pay someone else to prepare your tax
return. You may be assessed penalties and
interest if you claim more than your correct
amount of withholding.

30% Flat Rate
Withholding

Generally, U.S. payers of certain fixed or de-
terminable annual or periodic income are re-
quired to withhold tax at a flat 30% (or lower
treaty) rate on payments of this income to non-
resident aliens. If you are a U.S. citizen or resi-
dent and are having this tax withheld in error
from payments to you because you have a for-
eign address, you should notify the payer of
the income to stop the withholding.

To do this, you must give the payer a writ-
ten statement in duplicate stating that you are
a citizen or resident of the United States. If you
are a resident alien, you can claim U.S. resi-
dence by filing Form 1078, Certificate of Alien
Claiming Residence in the United States, in
duplicate with the payer.

Tax withheld in error can be claimed as a
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

In general, U.S. social security and Medicare
taxes apply to payments of wages for services
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 resi-
dence 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 ata U.S.
port while the employee is employed on
it,

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

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

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

4

=
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~

American vessel or aircraft. An American
vessel is any vessel documented or numbered
under the laws of the United States, and any
other vessel whose crew is employed solely
by one or more U.S. citizens or residents or
U.S. corporations. An American aircraft is an

aircraft registered under the laws of the United
States.

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

1) The U.S. Government or any of its
instrumentalities,

2) Anindividual who is a resident of the
United States,

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

A trust of which all the trustees are U.S.
residents, or

A corporation organized under the laws of
the United States, any U.S. state, or the
District of Columbia, Puerto Rico, the Vir-
gin Islands, Guam, or American Samoa.

3

~
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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 work-
ing abroad for foreign affiliates of the Ameri-
can employers. Coverage under an agree-
ment in effect on or after June 15, 1989,
cannot be terminated.

Excludable meals and lodging. The value of
meals and lodging provided to you for the con-
venience of your employer and excluded from
your income is also excluded from your wages
subject to social security tax.

Binational Social Security

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

Austria,
Belgium,
Canada,
Finland,
France,
Germany,
Greece
Ireland,

Italy,
Luxembourg,
The Netherlands,
Norway,
Portugal,
Spain,
Sweden,
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Switzerland, and

The United Kingdom

Under these agreements, dual coverage and
dual contributions (taxes) for the same work
are eliminated. The agreements generally
make sure that social security taxes are paid
only to 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 sub-
ject to social security taxes in both the United
States and that country, you generally can re-
main covered only by U.S. social security.
More information on any specific agreement
can be obtained by contacting the United
States Social Security Administration.

To establish that your pay in a foreign
country is subject only to U.S. social security
tax and is exempt from foreign social security
tax, your employer in the United States should
write to the

U.S. Social Security Administration
Office of International Policy

Post Office Box 17741

Baltimore, MD 21235.

Your employer should include the following
information in the letter:

1) Yourname,

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 residence,

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, and

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 so-
cial security agreement and your pay is ex-
empt under the agreement from U.S. social
security tax, you or your employer should get a
statement from the authorized official or
agency of the foreign country verifying 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 Inter-
national Policy, at the above address, that
your wages are not covered by the U.S. social
security system.

This statement should be kept by your em-
ployer 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. social se-
curity tax.
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3.

Self-Employment
Tax

Topics
This chapter discusses:

* Who must pay self-employment tax
* Who is exempt from self-employment tax

Useful Items
You may want to see:

Publication
[1533 Self-Employment Tax

[[1517 Social Security and Other
Information for Members of the Clergy
and Religious Workers

If you are a self-employed U.S. citizen or
resident abroad, other than a U.S. citizen em-
ployee of an international organization, foreign
government, or wholly owned instrumentality
of a foreign government, you generally are
subject to the self-employment tax. This is a
social security and Medicare tax on net earn-
ings from self-employment of $400 or more a
year. For 1995 the tax is on net earnings of
$400 or more up to $61,200 for the social se-
curity portion. All net earnings are subject to
the Medicare portion. Net earnings from self-
employment usually include all business in-
come minus all business deductions allowed
for tax purposes, including the 7.65%
deduction.

Employed by a U.S. church. If you were em-
ployed by a U.S. church or a qualified church-
controlled organization that elected exemp-
tion from social security and Medicare taxes,
and you received wages of $108 or more from
the organization, the amounts paid to you are
subject to the self-employment tax. However,
you can elect to be exempt from social secur-
ity and Medicare taxes if you are a member of
a qualifying religious sect. See Publication
533, Self-Employment Tax.

Effect of exclusion. You must take all of your
self-employment income into account in figur-
ing your net earnings from self-employment,
even though the income 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 income
is $95,000, business deductions $27,000, and
net profit $68,000. You must pay social secur-
ity tax on the maximum of $61,200 and Medi-
care tax on $62,798 ($68,000 — $5,202
($68,000 x 7.65%)) in 1995, even though you
exclude all of your earned income.
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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 im-
mediately preceding tax years. You cannot
choose to report less than your actual net
earnings from nonfarm self-employment and
you cannot use the nonfarm optional method
for more than 5 tax years. Use long Schedule
SE (Form 1040). For more details get Publica-
tion 533, Self~-Employment Tax.

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 hous-
ing exclusion.

Members of the clergy are covered auto-
matically by social security and Medicare un-
less they receive exemption from coverage for
their ministerial duties because they conscien-
tiously oppose public insurance due to relig-
ious reasons or because they oppose it due to
the religious principles of their denomination.
You must file Form 4361, Application for Ex-
emption From Self-Employment Tax for Use
by Ministers, Members of Religious Orders
and Christian Science Practitioners, to apply
for this exemption.

This subject is discussed in further detail in
Publication 517, Social Security and Other In-
formation for Members of the Clergy and Re-
ligious Workers.

Puerto Rico, Guam, Commonwealth of the
Northern Mariana Islands, American Sa-
moa, or Virgin Islands. If you are a U.S. citi-
zen or resident and own and operate a busi-
ness in Puerto Rico, Guam, the
Commonwealth of the Northern Mariana Is-
lands, American Samoa, or the Virgin Islands,
you must pay tax on net earnings from self-
employment (if it is $400 or more) from those
sources 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, at-
tach Schedule SE (Form 1040) to your U.S. in-
come tax return.

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

¢ Guam,
* American Samoa,
* The Virgin Islands,

* The Commonwealth of the Northern Mari-
ana Islands, or

* Puerto Rico,

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

You must file these forms with the Internal
Revenue Service Center, Philadelphia, PA
19255-0002.



Exemption

The United States may enter into agreements
with foreign countries to eliminate dual cover-
age and dual contributions (taxes) to social se-
curity systems for the same work. See Bina-
tional Social Security (Totalization)
Agreements in Chapter 2 under Social Secur-
ity and Medicare Taxes. As a general rule, self-
employed persons who are subject to dual tax-
ation will only be covered by the social security
system of the country where they reside. For
more information on how self-employed per-
sons are affected under any specific agree-
ment, contact the United States Social Secur-
ity Administration.

If you are a U.S. citizen permanently work-
ing 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 state-
ment that your earnings are not covered by the
U.S. social security system from the

U.S. Social Security Administration
Office of International Policy

Post Office 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 social
security tax and subject only to U.S. self-em-
ployment tax, you should request a certificate
of coverage from the United States Social Se-
curity Administration, Office of International
Policy. The certificate will establish your ex-
emption from the foreign social security tax.

4.

Foreign Earned
Income and
Housing:
Exclusion-
Deduction

Topics
This chapter discusses:

* Who qualifies for the foreign earned
income exclusion, the foreign housing
exclusion, or the foreign housing
deduction

» How to figure the foreign earned income
exclusion

* How to figure the foreign housing
exclusion and the foreign housing
deduction

Useful Items
You may want to see:

Publication
[1519 U.S. Tax Guide for Aliens
[1596 Earned Income Credit

Form (and Instructions)

[11040X Amended U.S. Individual
Income Tax Return

[[12555 Foreign Earned Income

[]2555-EZ Foreign Earned Income
Exclusion

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

If you are a U.S. citizen or a resident alien
of the United States and live abroad, you are
taxed on your worldwide income. However,
you may qualify to exclude up to $70,000 of
your foreign earned income. In addition, you
can exclude or deduct certain foreign housing
amounts. See Foreign Earned Income Exclu-
sion and Foreign Housing Exclusion or Deduc-
tion, 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.

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

A U.S. resident alien who is a citizen or na-
tional of a country with which the
United States has an income tax treaty
in effect and who is a bona fide resi-
dent of a foreign country or countries
for an uninterrupted period that in-
cludes an entire tax year, or

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

See Publication 519, U.S. Tax Guide for
Aliens, to find out if you qualify as a U.S. resi-
dent alien for tax purposes and whether you
keep that alien status when you temporarily
work abroad.

If you are a nonresident alien, your spouse
is a U.S. citizen or resident, and you both
choose to be treated as U.S. residents for tax
purposes, you are considered a resident alien.
For information on making the choice, see the
discussion in Chapter 1 under Nonresident
Spouse Treated as a Resident.

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

Tax Home

in Foreign Country

To qualify for the foreign earned income exclu-
sion, the foreign housing exclusion, or the for-
eign housing deduction, your tax home must
be in a foreign country throughout your period
of residence or physical presence abroad. For
this purpose, your period of physical presence
is the 330 full days during which you were pre-
sent in a foreign country, not the 12 consecu-
tive months during which those days occurred.

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 individ-
ual. Having a “tax home” in a given location
does not necessarily mean that the given loca-
tion 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 regular
or main place of business nor a place where
you regularly live, you are considered an itiner-
ant and your tax home is wherever you work.
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Figure 4-A. Can | Claim the Excluslon or Deduction?
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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 necessarily in
the United States merely because you main-
tain 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 do-
mestic 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 off-
shore 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 residence
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in the U.S. during your off periods. You are
considered to have an abode in the U.S. and
do not satisfy the tax home test in the foreign
country. You cannot claim either of the exclu-
sions or the housing deduction.

Example 2. You were a marketing execu-
tive with a producer of machine tools in To-
ledo, Ohio, since 1984. In November 1994,
your employer transferred you to London, En-
gland, for a minimum of 18 months to set up a
sales operation for Europe. Before you left for
London, you distributed new business cards
showing your new business and home ad-
dresses in London. You kept ownership of
your home in Toledo and rented it to another
family, and you placed your car in storage. On
November 2, 1994, you moved your spouse,
children, furniture, and family pets to a home
your employer rented for you in London.

Shortly after moving to London, you
bought a car, and you and your spouse got
British driving licenses. Your entire family got
library cards for the local public library. You
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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 also 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.

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 deduct



any of the related expenses that you have in
the general area of this new work assignment.
However, if your new tax home is in a foreign
country and you meet the other requirements,
your earnings may qualify for the foreign
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 or you
do not expect it to last for 1 year or less, itis in-
definite. 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 ab-
sence of facts and circumstances indicating
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 country
usually is any territory (including the air space
and territorial waters) under the sovereignty 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 Is-
lands, or U.S. possessions such as American
Samoa. For purposes of the foreign earned in-
come exclusion, the foreign housing exclu-
sion, and the foreign housing deduction, the
terms “foreign,” “abroad,” and “overseas”
refer to areas outside the United States, Amer-
ican 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 in-
come exclusion. You may, however, qualify for
the possession exclusion.

American Samoa. There is a possession ex-
clusion available to individuals who are bona
fide residents of American Samoa for the en-
tire tax year. Gross income from sources
within American Samoa, Guam, or the Com-
monwealth of the Northern Mariana Islands, or
income that is effectively connected with the
conduct of a trade or business within those
possessions, may be eligible for this exclu-
sion. 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 when, and if, new implementation agree-
ments take effect between the United States
and those possessions.

For more information, see Publication 570,
Tax Guide for Individuals With Income From
U.S. Possessions.

Puerto Rico

and Virgin Islands

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

Puerto Rico. Generally, if you are a U.S. citi-
zen who is a bona fide resident of Puerto Rico
for the entire tax year, you are not subject 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 al-
locable 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.

Bonafide 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 necessarily
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 res-
ident because your stay in London appears to
be permanent. If your residency is not as
clearly defined as either of these illustrations,
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
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trip and the nature and length of your stay
abroad.

You must show the Internal Revenue Ser-
vice (IRS) that you have been a bona fide resi-
dent 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, Foreign Earned Income. 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 au-
thorities of that country that you are not a resi-
dent of that country, and the authorities hold
that you are not subject to their income tax
laws as a resident