
Copyright © 2014                Monica Haven, EA, JD, LLM ● (310) 286-9161 ● mhaven@pobox.com ● www.mhaven.net  

 

 

 

Foreign Tax Issues for US Citizens 
 

Presented by 
Monica Haven, EA, JD, LLM 

mhaven@pobox.com  
www.mhaven.net mhave

n.n
et



Copyright © 2014                Monica Haven, EA, JD, LLM ● (310) 286-9161 ● mhaven@pobox.com ● www.mhaven.net  

In this seminar… 

• World-wide tax regime 

 

• Income & Housing Exclusions for wage-earners 

 

• Housing Deduction for self-employed 

 

• Foreign Tax Credit 

 

• Forms 1116 & 2555 

 

• Expatriation Tax 

 

• Foreign Account Reporting 
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US Tax Policy 

• US citizens and resident aliens must report world-wide income 

 

• Even if income earned abroad is subject to foreign tax! 

 

• Credits & exclusions may (?) be available to mitigate duplicative tax 
regimes 
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US Citizens Living Abroad 

• Subject to same reporting requirements as citizens living in US 
 

• Filing deadline automatically extended to June 15th 
 

• Can extend to October 15th using Form 4868 
 
 
 

• Report all income & expenses in US dollars 
 

• Use prevailing exchange rate at time income was received or expense 
paid 
 

• Currency converter available at http://fms.treas.gov/intn.html or 
http://www.oanda.com/ 
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Taxable Income 

• All foreign earned income subject to US tax unless eligible for: 
 
–Foreign Earned Income Exclusion 
–Foreign Housing Exclusion 
–Foreign Housing Deduction 

 
• Amounts excluded must be added back when computing regular & AMT liabilities 
 bumps taxable income into higher marginal tax bracket 

 

Taxpayer received $80K foreign income & $20K US-source income… 

 

 $80K Foreign Earned Income 

 +  20K Other Income 

 $100K Gross Income 

 -  80K Foreign Earned Income Exclusion 

 $20K Taxable Income 
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Credit vs. Exclusion 

• May receive Foreign Tax Credit only for income taxes paid to a foreign government  

 

• Credit offers dollar-for-dollar reduction of tax liability 

 

• Exclusion removes income from AGI  may benefit from deductions limited by 
AGI 

 

• Credit is preferable if foreign tax rates > US tax rates or if taxpayer is ineligible to 
claim exclusion 

 

• Choice to use credit or exclusion in first year is binding on all future years unless 
revoked by attaching statement to Form 1040 

  Cannot change again for 5 years without IRS consent 
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Withholdings 

 

• US employers must withhold US tax on wages paid to US citizens abroad 

 

• Employer is exempt from US withholdings if required to withhold foreign 
income tax 

 

• Employee may file Form 673 to claim exemption from withholdings if 
eligible for exclusions 
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Military Personnel 
• Taxable income: 

– Active & reserve duty pay 

– Special pay, incl. hostile fire & special duty 

– Re-enlistment bonus 

– Leave 

 

• Non-taxable income: 

– Combat pay as designated by Presidential Order 

– Living, death, family, moving & travel allowances 

– In-kind benefits (e.g., medical and dental care) 

 

• Automatic 2- month extension if serving abroad; additional 6-month grace if serving 
in combat zone 

 

• Tax forgiven for current & prior year if death occurs while in active-duty combat 
zone 
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To Qualify for Exclusions… 
• Must be US citizen or resident alien (not an NRA) 

 

• Must have foreign earned income 
– Source determined where services are performed, not where taxpayer receives 

payment 

 

• Must pass either test: 
1. Bona Fide Residence (BFR) – reside in foreign country > 1 full tax year from January 

1st through December 31st 

 

2. Physical Presence Tests (PPT) – be physically present in foreign country ≥ 330 days 
during any consecutive 12-month period 

 

• Must have tax home in foreign country* – no US abode 
– any territory not under US sovereignty (Guam, American Samoa, US Virgin Islands, 

Puerto Rico) 

– Does not include Antarctica since it is considered to be sovereign-less region 
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Examples of Qualified Taxpayers 
Example 1: 
US citizen lived in Germany from 9/1/09 – 10/31/10 (14 months) 
 Fails BFR since not in Germany for full calendar year (will pass PPT in 2010) 
 
Example 2: 
US citizen employed on oil rig off UK coast with 28-day on/28-day off schedule; returns 
to US during off-periods 
 Fails both BFR  & PPT with abode in US & no tax home abroad 
 
Example 3: 
US Executive transferred to Paris for ≥ 18 months, but kept US house.  Moved family, 
furniture & pets, obtained foreign driving license, opened local bank acct 
 Passes test with tax home in foreign country 

 
Example 4: 
Contractor provided services to military in Afghanistan & Iraq; was not allowed to leave 
base.  Family stayed at home in UT. 
 Fails both BFR  & PPT since he did nothing to establish residence abroad 
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Special BFR & PPT Rules 

• Taxpayer ineligible for exclusion/deductions if living in foreign country 
contrary to US law (e.g., Cuba) 

– But taxpayers serving at Guantanamo Bay are eligible 

 

• Time limits may be waived if taxpayer is forced to leave foreign company due 
to war 

– In 2013, IRS waived for Egypt, Lebanon, Pakistan & Yemen 

 

• If unable to satisfy time limits by due date of return, taxpayer may file Form 
2350 if taxpayer expects to satisfy either test soon  extension for 30 beyond 
date of test limit 

 

• Or, taxpayer may amend a prior-year return on which he did not claim the 
income exclusion because he had not yet been in-country for the requisite 330 
days 

Text Page 4 

mhave
n.n

et



Copyright © 2014                Monica Haven, EA, JD, LLM ● (310) 286-9161 ● mhaven@pobox.com ● www.mhaven.net  

Foreign Earned Income Exclusion 
• Earned income must be received for personal services performed 

 
• Does not include: 

– Value of meals/lodging 
– Pension or annuity payments 
– US government salaries 
– Investment or passive income 

 
 
 

• Maximum exclusion equals foreign earned income less foreign housing 
exclusion claimed ($99,200/person in 2014) 
 

• Use Form 2555 (may use Form 255EZ if income > max exclusion amount & no 
SE earnings) 
 

• May claim on late-filed return no later than 1 year after original due date 
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Foreign Housing Exclusion 

• Amounts received for employer-provided housing are eligible for 
exclusion 

– Rent, repairs, utilities, insurance, occupancy taxes, furniture rental & 
parking 

– Mortgage interest, property taxes, leasehold improvements, 
depreciation & cost of domestic labor not eligible 

 

• “Employer-provided” 

– All earnings except self-employment 

– It is presumed that employee uses employer-provided funds 
(wages) to pay for housing 

 all housing expenses – whether paid by employer or employee – 
are eligible for exclusion 
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Housing Exclusion Limitations 

• Only amounts in excess of government-calculated base amount are 
excludable 

– Base amount = 16% of allowable Income Exclusion pro-rated on daily basis 

– In 2014:  $99,200 X 16%  365 days = $43.48/day 

 

• Housing Exclusion limited to maximum 30% of Income Exclusion 

 In 2014:  Expenses between $43.48 and $81.53/day are excludable 

– Certain high-cost locales eligible for additional exclusion amounts 

 

• Housing expenses may not exceed foreign earned income 
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Housing & Income Exclusions 

• Housing Exclusion must be claimed before Income Exclusion 

 

• Housing Exclusion may be claimed in addition to Income Exclusion 

– Housing Exclusion claimed on Line 36 of Form 2555 

– Income Exclusion claimed on Line 42 

– Total allowable exclusion on Line 43 equals sum of Lines 36 & 42 

 

• Combined exclusion may exceed annual threshold [$99,200 in 2014] 

 

In 2012, Joe’s foreign earned income was $150,000 (greater than allowable Income 
Exclusion of $95,100) 

 

Joe may claim Income Exclusion of $95,100 plus Housing Exclusion of $37,380  Total 
exclusions claimed = $132,580 
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Foreign Housing Deduction 

• Available only to self-employed 

 

• Cannot exceed foreign earned income less Income and/or Housing 
Exclusion claimed 

 

• Excess deductions may be carried over 1 year 

 

 

• Deduction is calculated like Exclusion but claimed as an Adjustment to 
Income – enter on Form 1040, Line 36 with notation “Form 2555” 
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Example of Housing Deduction 
Facts 
• In 2012, Felipe earned $130K incl. $65K from wages & $65K from self-employment 
• Housing expenses totaled $12K, one-half was employer-provided 
 

Step 1:   Compute Housing Exclusion 
  Taxpayer may claim $6,000 

 
Step 2:   Compute Income Exclusion 
 65,000 Income Exclusion (wages) 
 65,000 Income Exclusion (self-employment earnings) 
 130,000 Total Earnings 
 - 95,100 Max. Exclusion in 2012 
 34,900 Taxable Income (in excess of annual exclusion limit) 
 
Step 3:   Compute Housing Deduction 
 $6K eligible but Felipe exceeded the limitation ($95,100 in 2012) 
  Carry deduction forward to 2013 
 
On 1040:  
 130,000 Gross Income 
 -101,100 Income & Housing Exclusions 
 28,900 Adjusted Gross Income 
 6,000 Housing Deduction carry-forward 
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Foreign Tax Credit or Deduction 
• Taxpayer may elect to claim as Credit (Form 1116) or as Deduction (Schedule A) 

– May claim credit directly on Form 1040 if all foreign income derived from 
interest & dividends on stocks held ≥ 16 days and foreign tax liability < 
$300 (Single) or $600 (MFJ) 

 

• Election may be amended within 10 years from due date of return 

 

• Credit/Deduction may not be claimed on foreign taxes 

– imposed by countries not recognized by US govt. 

– that would be refundable if taxpayer filed a claim 

– connected to certain oil and gas transactions 

– on dividends from stock held < 16 days 

 

 

 

• Expatriates may not claim credit or deduction 
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No Credit for Excluded Income 
 

Facts 

• Taxpayer claimed Earned Income Exclusion on $70K wages 

• Paid foreign income tax of $10K on wage income to India 

• Received $2K dividends from India 

• Paid foreign income tax of $600 to India 

 
$70,000 Wages 

    2,000 Dividends 

$72,000 Total Income 

- 70,000 Foreign Earned Income Exclusion 

  $2,000 Taxable Income [taxed at marginal rate applicable to $72,000] 

 

 May only claim $600 Credit (or Deduction) since remaining tax was attributable 
excluded income  
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Foreign Tax Limitations 

• Credit (Deduction) limited to lesser of 

i. US tax that would have been paid on foreign income if taxed by US, or 

ii. the actual foreign tax paid 

 

Facts 

• US citizen’s income subject to 60% tax rate in Germany 

• Same income would be subject to only 25% in US 

 

 maximum allowable Credit (Deduction) is amount of tax subject at 25% rate 

 excess tax paid eligible for 1 year carry-back & 10-year carry-forward [Credit expires 
if unused] 
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Calculating Maximum Credit 

 

 

• Foreign-source income must be adjusted for foreign capital gains 
eligible for LT rates on US return 

 

• Interest expense must be allocated between foreign and US-
source income 

Worldwide Taxable Income 
X US Income Tax before Credit 

Foreign Source Taxable Income 
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Deduction vs. Credit 

• Deduction claimed on Schedule A  reduces taxable income 

STRATEGY:  Use for taxes ineligible for Credit, incl. taxes 

– imposed by terrorist states or unrecognized governments 

– on dividends or capital gains from stock held < 16 days 

 

• Credit claimed on Form 1116  yields dollar-for-dollar reduction of tax liability 
(generally more valuable than Deduction) 

STRATEGY:  Use if itemized deductions < Standard Deduction or if planning to 
carry-over excess Credit 

 

• Election to claim Credit or Deduction applies to all foreign taxes paid or accrued 
during year (choice may change yearly) 
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Form 1116 
Part I:  Foreign Taxable Income 

Taxpayer must file 

separate Forms 1116 for 

each type of income. 
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Form 1116 
Part II:  Foreign Taxes 

Taxpayer may claim Credit (Deduction) for taxes paid or accrued. mhave
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Form 1116 
Part III:  Calculating the Credit 
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Form 2555 
Part I:  General Taxpayer Info 
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Form 2555 
Part II:  Bona Fide Residence? 

Taxpayer must 

reside in foreign 

country 1 full 

calendar year 

from January 

1st through 

December 31st 
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Form 2555 
Part III:  Physical Presence? 

Taxpayer must be physically present in foreign country ≥ 330 days 

during any consecutive 12-month period. 

 

Once PPT is satisfied, taxpayer may amend a prior-year return to 

claim pro-rated Exclusion based on number of days present during 

tax (calendar) year. 
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Form 2555 
Part IV:  Calculate Foreign Income 
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Form 2555 
Pts V - VIII:  Housing & Inc. Exclusions 
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Form 2555 
Part IX:  Housing Deduction 
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US taxpayers take note… 

• Charitable contributions: 
- Payments to foreign charities are not deductible [except 

certain Canadian, Israeli & Mexican organizations as per 
treaties] 

- Payments to US charities which forward funds to foreign 
entities are deductible 
 

• Moving expenses:   
- US citizens/residents may deduct moving expenses into 

and out of US on Form 3903 
- NRA may only deduct the cost of incoming moves 
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Expatriation Tax 
 

• Exit tax on taxpayer who renounces (or inadvertently forfeits*) US 
citizenship if principal purpose is tax avoidance 

 

• IRS presumes tax avoidance for high-income, high net worth taxpayer: 

– Average annual income for previous 5 yrs > $155K (in 2013) OR 

– Net worth > $2 million 

 OR 

– If non-compliant with US tax laws for preceding 5 years 
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Exempt Expats 

• Minors who relinquish US citizenship before age 18½ & 
were residents < 10 years 

 

• Dual citizens if they became citizens of the US and another 
country at birth AND have no substantial contact with US 

– Never US resident 

– Never held US passport 

– Never present in US > 30 days during any 10 years prior 
to expatriation 
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Expatriation 
• Renounce citizenship 

– voluntarily & intentionally appear in person at US consulate, 

– in a foreign country, and 

– sign an oath of renunciation irrevocably relinquishing all rights 

 

• Forfeit citizenship accidentally 

– Green Card holder claims Income Exclusion by qualifying under PPT which 
requires that he is away from US  

– but violates immigration laws which require him to be physically present in 
US 

 

• Must file Form 8854 Information Stmt. at time of renunciation as well as 
annually – greater of 5% of expatriation tax or $10K penalty for failure to 
file 

 

• Must File Form 1040NR for 10 years on US-sourced income 
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Amount of Expat Tax 
• Global assets are deemed sold at FMV on day prior to expatriation 

 

• Gains > $668K (in 2014) are reported on Forms 4797 or 8949 & Schedule D 

 

• Expat tax is due 90 days after expatriation 

 

• Payment may be deferred on an asset-by-asset basis until the due date (plus 
extensions) of tax return for year in which asset is actually sold – taxpayer must 
furnish bond 

 

• Expatriates may not benefit from otherwise applicable treaty rates 

 

• Expatriation becomes effective only after all notification & tax satisfaction 
certificates have been filed with IRS and Homeland Security 
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Foreign Accounts 
 

• US person (citizen, resident, entity) must e-file FinCEN Foreign Bank Account 
Report (FBAR) annually if at any time during calendar year: 
– had financial interest in or signature authority over 
– foreign financial account(s) 
– With aggregate value > $10,000 
 

• Financial interest includes holding title (directly or indirectly) or having 
beneficial interest in 3rd party account 
 

Example 
US citizen infant has foreign accounts 
  parent must file for baby since FBAR applies to all ages (even if infant 

does not have a US income tax filing requirement) 
 

• Filing deadline is June 30th – must be received by Treasury (no extension!) 
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Accounts Defined 
• All financial accounts held outside US, including 

– Banks 
– Brokerage accounts 
– Insurance cash values 
– Annuities 
– Mutual funds 

 
• Foreign accounts do not include 

– military banking facilities 
– accounts held in Guam, Puerto Rico or US Virgin Islands 
– IRAs in US bank 
– Real or personal property 
 

Example 
Individual owns Canadian RRSP and TFSA accounts (similar to IRA & ROTH accounts 
in US) 
 Must file FBAR since IRA exemption applies only to US account 
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Signature Authority 

• Signature authority allows individual to control assets 

 

Example 

Individual has power to direct how account is invested but cannot withdraw 
funds 
 No FBAR requirement since no “signature authority” 

 
Example 
US resident has PoA over parents’ reportable accounts in Thailand 
 Must file FBAR whether or not PoA exercised 
 

• Multiple signatories must each file separate FBAR 

 

• Spouse may file joint FBAR to report joint accounts but separate accounts must be 
reported on individual FBAR 
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Account Valuation 

 

• Each account must be valued independently at its highest value at any 
time during year 

 

• Valuation may be based on monthly or quarterly statements issued by 
financial institution 

 

• All values must be converted to US dollars based on exchange rate  at 
year-end 
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FBAR Threshold 

• Aggregate all account values after conversion to determine whether FBAR 
threshold has been met 

 

 Example 

 US citizen has $8K at Bank A 

 He transfers entire balance to Bank B during the year 

 No FBAR requirement since threshold not satisfied at any time during 
year 

 

Example 

US citizen has $8K at Bank A & $4K at Bank B 

 He has FBAR filing requirement since threshold met in the aggregate 

 

Text Page 15 
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Miscellaneous Rules 
• Mandatory e-file:  http://bsaefiling.fincen.treas.gov/main.html  

 

• Taxpayer must sign Form 114a to authorize e-file 

 

• To amend FBAR:  Open previously saved file, make correction, re-submit 
electronically 

 

• Penalties: 
– $10,000 for failure to file 

– Greater of $100K or 50% of acct. value if willful violation 

– Possible criminal sanctions (10 years & $500,000) 

 

• Case Law: 
– 79-yr old widow paid $22 million on $43 million acct 

– Beanie Baby founder paid $54 million penalty on $107 million Swiss acct 

– 87-yr old Florida man subject to 150% penalty ($2.2 million) when IRS applied 
willful penalty to each year (May 2014) 
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Offshore Voluntary Disclosure 
Program 

 

Prior Programs 

• Repatriate offshore credit & debit cards (2003) 

• Swiss bank accounts before UBS disclosure (2009) 

• Accounts in Israel, India & Hong Kong during HSBC prosecution(2011) 

 

Current Program 

• Reduced civil penalties & no criminal prosecution if full disclosure 

– Penalty:  27.5% of highest year’s aggregate value in most recent 8 yrs 

– Penalty may be reduced to 12.5% if highest account balance <$75K 

– Penalty may be reduced to 5% if US citizen lives abroad & has < $10K US-sourced income 

• Available for all foreign reporting, incl. Forms 8938, 3520, 5471 & FinCEN 114 
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Alternatively… 

Quiet Disclosure 

• File amended income tax returns with previously omitted foreign income 

• Pay tax, interest & penalties 

• Cannot participate in OVDP 

 

Missing FBARs 

• If foreign income previously reported & all tax paid 

• IRS FAQ # 17 instructs that taxpayer should simply e-file all missing foreign account 
reports 

 No failure-to-file penalties will be imposed 

Text Page 18 
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Reporting Foreign Assets 
Individuals must file Form 8938 with tax return – in addition to FinCEN 114 – 
if foreign financial assets exceed certain thresholds 

 

Reportable Assets 

• Depository or custodial accounts at foreign financial institutions 

• Stocks or securities issued by foreign persons 

• Any financial instrument held for investment issued by non-U.S. person 

• Any interest in a foreign entity 

• Gold certificates issued by foreign person 

 

Exempt Assets 

• Foreign real estate (e.g., personal residence or rental property) 

• Foreign currency holdings 

• Shares of US mutual fund that owns foreign securities 

• Account with US financial institution that holds foreign securities 

• A US branch of foreign financial institution 

• Foreign social security payments 

• Collectibles & precious metals 
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Filing Thresholds 
Domestic Taxpayers 

Singles:  Aggregate value of $50K on Dec. 31st or $75K any time during yr 

Married:  Aggregate value of $100K on Dec. 31st or $150K at any time during yr 

 

“Foreign” Taxpayers (US taxpayers living abroad) 

Singles:  Aggregate value of $200K on Dec. 31st or $300K any time during yr 

Married:  Aggregate value of $400K on Dec. 31st or $600K at any time during yr 

 

• Valuations are based on highest value during the year 

• Converted to US dollar at exchange rate on that date 

 

 

• Use Treasury Dept. Financial Management Service rate or any accepted 
currency converter (e.g., OANDA) 
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Form 8938 Penalties 

• $10K for failure to disclose 

 

• Plus $10K for each 30-day period after IRS issues its 90-day Notice 

 

• Maximum penalty $50K 

 

 

BEWARE: Statute on tax return remains open until Form 8938 with all reportable 
assets has been filed 

 

RELIEF: For US citizens abroad who pose “low compliance risk”, IRS requires 
filing of delinquent tax returns for 3 years and FBARs for 6 years 

  cannot submit OVDP if relief procedure used 
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Form 8938 
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Form 8938 
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FBAR vs. Form 8938 
FBAR Form 8938 

 
Enactment 

 
Bank Secrecy Act (1970) 

 
Foreign Account Tax Compliance 
Act (2010) 
 

 
Regulatory Authority 
 

 
Dept. of Treasury 

 
IRS 
 

 
State of Limitations 

 
None 

 
3 yrs if filed 
6 yrs if omitted income > $5K 
 

 
Privacy & Confidentiality 

 
Available to all law 
enforcement agencies 
 

 
Protected by IRC § 6103 
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Additional Reporting Requirements 

 

Form 3520 

• Must report foreign gifts & bequests over $100K by April 15th 

• NO extension available! 

• Mexican Land Trusts used by non-Mexican citizens to hold property exempt from 
filing Forms 3520 & 8939 

 

FinCEN 104 

• Financial institutions must repost all currency transactions > $10K 

• Formerly Form 8300 

 

FinCEN 105 

• Individual must file if he brings in, sends out or receives > $10K 

• Formerly Form 4790 
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Form 3520 
(Page 1 of 6) 
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Other Information Returns 
• Form 926 – Transfers to a Foreign Corporation 

• Form 3520A – Annual Foreign Trust Return 

• Form 5471 – Controlled Foreign Corporations 

• Form 5472 – US Corp with 25% Foreign Ownership  

• Form 8621 –Passive Foreign Investment Company 

• Form 8865 – Controlled Foreign Partnerships 

• Form 8891 – Beneficiary of Canadian Retirement Plan 

• Form 8898 – Resident of U.S. Possession 

Text Page 13 
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Is it working? 

 

• IRS reports that as of June 2014, OVDPs resulted in 

– 45,000 disclosures 

– $6.5 billion revenues collected 

 

• FATCA compliance prior to July 1, 2014 effective date: 

– 77,000 foreign and US financial institutions signed up to report 
account info directly to IRS 

– US has 33 Intergovernmental Agreements (IGAs) in place, incl. 
Switzerland & Cayman Islands mhave
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Monica Haven, E.A., J.D., L.L.M. 

 

(310) 286-9161 PHONE 

(310) 557-1626 FAX 

mhaven@pobox.com 

WEBSITE:  www.mhaven.net 

 

 The information contained herein is for educational use only and should not be construed as tax, 

financial, or legal advice.  Each individual’s situation is unique and may require specialized 

treatment.  It is, therefore, imperative that you consult with tax and legal professionals prior to 

implementation of any strategies discussed. 

mhave
n.n

et

mailto:mhaven@pobox.com
mailto:mhaven@pobox.com
http://www.mhaven.net/



