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Introduction

The acceptance of a foreign
assignment poses complex
challenges for newly
expatriated U.S. citizens and
resident aliens. These issues
include, but are not limited to:
foreign earned income,
residency issues, and increased
taxable income. This guide is
designed to help U.S. expats
understand the tax obligations
and options they will face
during the course of a foreign
assignment .

This e-book is only meant as a
guide, as U.S. and foreign tax
laws are always changing, and
different rules apply depending
on your assignment. We are
always here to helpDave can
analyze the tax situation,
ensure the minimization of tax
liabilities, and compliance .
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U.S. Income Taxation

What is a U.S. expatriate?

A US. expatriate (expat) is a citizen or resident alien of the U.S. who has
permanently or temporarily moved out of the U.S. for more than one year. Those
on business trips of one year or less are referred to as short-term assignees.

All U.S. citizens and residents are required to file a U.S. tax return if their gross
income exceeds the standard deduction (indexed annually for inflation) based
on their filing status. Adding the foreign assignment to the mix makes things
more complex, but expats are generally required to file income tax returns,
estate tax returns and gift tax returns and pay estimated tax the same way as
those residing in the U.S. Irrespective of your residence, all worldwide income
has to be reported .

Special related foreign exclusions

While residing in foreign countries, U.S. citizens and resident aliens are still
subject to the standard rules for filing U.S. income tax returns. There are
various special tax provisions available to reduce federal income tax liability
and to prevent double taxation. The two most common are the foreign tax
credit and the foreign earned income and housing exclusions .

Tax Guide for U.S. Expats




KLR

U.S. Income Taxation

Foreign tax credit - A U.S. citizen or resident alien may either deduct foreign
income taxes or claim foreign taxes as a credit against their U.S. income tax
liability . In some cases, the credits can also help reduce state individual income
tax liability .

Who can claim the foreign tax credit ?
Anyone who meets the below four tests can qualify for the credit :

The tax must be alegal and actual foreign tax liability

The tax must be imposed on an individual claiming the credit
The tax must have paid or accrued, and

The tax must be an income tax (or a tax in lieu of an income tax)

2 B

Typically, only income taxes paid or accrued to a foreign country or a US.
possession (Puerto Rico and American Samoa) will qualify for the foreign tax
credit .

The complex mechanism of the foreign tax credit is designed to prevent
taxpayers from claiming a credit in excess of the tax that would have been paid
in the U.S. on the foreign income .

Claiming the foreign tax credit?

The foreign tax credit is claimed only for foreign taxes imposed on income, war
profits, excess profits, or taxes in lieu of those taxes. This excludes excise taxes,
wealth taxes, VAT, and other non-income based taxes. Taxes actually paid or
accrued create adzd s f e jbun Ip v mAucBmplex formula establishes the credit
limitation for the tax year. Creditable amounts in excess of the limitation are
carried forward to future periods.

Individual taxpayer claim the credit on Form 1116 However, Form 1116will not be
required if all of the following conditions are met.

1. All foreign source gross income is passive income (eg. interest and
dividends ),

2. All income and any foreign taxes paid thereon were reported on a
gualified payee statement such as Form 1099;
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3. The tax must have paid or accrued, and
4. The tax must be an income tax (or atax in lieu of an income tax)

The ability to carryback or carryforward excess foreign tax credits is forfeited if
Form 1116is not used.

Foreign taxes paid or accrued?

A taxpayer elects either the paid or accrual method for claiming the foreign tax
credits. Under the paid method, you claim the foreign taxes paid/withheld to the
foreign country during the calendar year. Under the accrual method, you report
the actual foreign tax liability at the end of the foreign tax year is used. Once the
accrual method is elected, it is binding for all future tax years.

If the foreign tax year does not match the calendar year, using the accrual
method will create a mismatch . The timing difference may cause a temporary
cash flow problem as the taxpayer may have to pre-pay the U.S. income tax
liability, without any credit offset, and later amend the return to carryback the
foreign tax credits. Therefore, if you have different U.S.and foreign tax years you
may find it more beneficial to remain in the paid method for foreign tax credits.

How does the Alternative Minimum Tax (AMT) fit in?

As a taxpayer you must prepare separate foreign tax credit calculations to
determine the applicable credits for the AMT computation (a separate tax
calculation designed to ensure that higher income taxpayers pay at least a
minimum tax).

What happens to unused foreign tax credits?

In any year where the amount of foreign taxes paid or accrued exceeds the U.S.
tax on foreign source earnings, it must be carried back to the previous tax year
and then carried forward for up to ten years. A carryback claim of the foreign tax
credits will require the amendment of a prior year income tax return. There is a
ten-year window in which the amendment must occur.
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Can foreign taxes be deducted rather than credited?

You can elect to deduct foreign taxes paid as an itemized deduction rather than
calculating the foreign tax credit, but keep in mind that the foreign tax credit is
generally much more beneficial because it provides a dollar-for-dollar tax
reduction .

What is the foreign tax disallowance?

Expats cannot claim a foreign tax credit or deduction for foreign taxes related to
income that has been excluded as part of the foreign earned income exclusion
(FEIE) or housing exclusion. To determine the disallowed amount, an
apportionment of the foreign tax is calculated between your excluded foreign
net earned income and the total foreign net earned income subject to the foreign
tax.

2. Foreign earned income and housing exclusions -

A U.S. citizen or resident alien with a tax home located overseas may elect to
claim the foreign earned income exclusion (FEIE)and/or the housing exclusion
(or deduction depending upon employment status). Taxpayers must meet either
the bona fide residence test or the physical presence test to qualify for either or
both of these exclusions. Once either election is made, it is effective until
revoked . Revocation can only occur if the FEIEhas been claimed at least once; if
a taxpayer qualifies for FEIE but chooses not to utilize that strategy, it is not
considered arevocation .

Foreign earned income exclusion

Through the FEIE,you can claim an exclusion of foreign earned income up to the

lesser of an inflation -indexed amount of $107,600 for 2020 or the j oej wj ev
actual foreign earned income for such year. The FEIE is an adjustment, or
deduction, from gross income and only foreign earned income (income that an
individual earns performing services outside the U.S) may be excluded . Income
deferred for more than one year cannot be excluded .

In situations where compensation is partially related to services performed
outside the U.S. and partially related to services performed inthe U.S,, the foreign
earned income is determined through an allocation generally based on relative
business days spent inside and outside the U.S. This is why tracking travel activity
Is crucial while on a foreign assignment.
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Foreign housing exclusion or deduction

Foreign housing costs (over a defined base amount) can be excluded through
the housing exclusion or deduction . The exclusion is generally limited to 30% of
the maximum foreign earned income exclusion ($32,280 for 2020 - 30% of
$107,600). The housing expenses are limited to the smaller of the actual
expenses or the maximum allowed for the location less the base housing
amount of $17216 for 2020. If you reside in a high-cost geographic area the
limitation amount is adjusted . The total of the housing exclusion or deduction
plus the FEIEcannot exceed your foreign earned income for the tax year.

Foreign housing exclusion vs. deduction

The housing exclusion applies only to amounts considered paid for with
employer -provided amounts. The housing deduction applies only to amounts
paid for with self-employment earnings (which will not reduce self-employment
tax).

What kind of housing expenses are included?

Qualified housing costs include items such as rent, utilities, insurance, residential
parking, and repairs, amongst others. The costs have to be reasonable expenses
actually paid or incurred for housing in a foreign country for the taxpayer and any
dependents . Only expenses for portions of the year in which the taxpayer
gualifies for the exclusion or deduction should be used.

There are a few costs not included under applicable housing expenses, such as
lavish or extravagant additions to the home, furniture, accessories,
iImprovements, or other expenses that increase the value or HUbgqsf dj b
g s p mahe hf§ of the property . Also lodging expenses that have already been
excluded from gross income, or deducted as moving expenses, cannot be
included . Consequently, mortgage interest payments are not eligible since those

can be itemized .

How to qualify for the exclusions

A foreign tax home must be established and either the bona fide residence test
or the physical presence test must be satisfied.

Tax Guide for U.S. Expats


https://kahnlitwin.com/blogs/tax-blog/what-expenses-qualify-for-the-foreign-housing-deduction-or-exclusion

U.S. Income Taxation

How to establish atax home

The location where business is primarily conducted is considered your Huu by
I p n flfRhere is no principal place of business, the tax home is considered to be

the u b y g b dusrGabode . The location of an abode is based on where family,
economic, and personal ties are maintained . For example, imagine a taxpayer
commutes across the border each day to work in Mexico, but his/her family
remains in Texas; his/her abode remains in the U.S. A new tax home is often
established by exceeding one year at a new place of work. Temporary absences
from a tax home in the U.S. on business, do not qualify for the foreign earned
income exclusion .

What is the bona fide residence test (BFR)?
The BFRtest is met if &

A The taxpayer is a U.S. citizen or resident alien who is a citizen or national
of a country with which the U.S. has an income tax treaty in effect, and

A The taxpayer has set up residence in a foreign country and lived there
for an uninterrupted period that includes an entire tax year (January 1st
through December 31st for calendar year taxpayers).

Bona fide residence can be met if you make temporary visits back to the U.S,
provided that there exists a clear intent to return to the foreign home or to a new
foreign abode. Living overseas for one year e p f t mdBessarily imply
gualification for BFR. Once bona fide residence is established, it begins with the
first day and ends with the date the foreign residence is abandoned . Therefore,
taxpayers can qualify for BFR for part of a year during the arrival and departure
periods .

You do not meet the BFR test if a statement is made to the authorities of the
foreign country that the taxpayer is not a resident of that country and the
authorities hold that the taxpayer is not subject to their income tax laws as a
resident .
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What is the physical presence test (PPT)?

The physical presence test is met when a taxpayer is physically present in one or
more foreign countries for at least 330 full days during a 12 consecutive month
period . The 330 days do not need to be consecutive . A full day is a period of 24
consecutive hours beginning and ending at midnight . Any time spent on or over
international waters does not count as time in a foreign country when traveling to
or from the U.S. For example, flying out of the U.S. for Spain on March 13 and
arriving at 8:00 am. on March 14 would result in March 15 being considered the
first full day in Spain.

PPT applies to U.S. citizens or U.S. resident aliens and is based on length of stay.
Additionally, a foreign tax home must be established (see earlier discussion).

Electing the FEIEand/or housing exclusion

The exclusions are elective and available to each individual taxpayer. If a couple
files a joint return, each person can claim an exclusion. A taxpayer can make a
FEIEwithout the housing exclusion or can elect both.

The initial choice of the exclusion (s)must be made with:

A Atimely filed return,

A An amended return, if the original return was filed on time, or

A Alate-filed return, filed within one year from the original due date of the
return .

Additionally, claiming an exclusion on areturn filed outside of the above periods
Is possible, provided no federal income taxes are owed . If federal income taxes
are owed after taking the exclusion into account, the return can still be filed after
the periods described above, but special language will need to be included in a
statement attached to the return.

If a U.S. expat has not met the BFR or PPT qualifications for a part-year period by
the due date of the return, Form 2350 can be used to request an additional 30-
day extension.
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How to avoid double benefits
There are a few calculations required regarding the FEIEand housing exclusion,
to ensure no Hie p v taxweff o f ig eagifed on the same item of income .

Picture this: Nf us@y you claim the FEIE and housing exclusion and also pay
creditable taxes to a foreign jurisdiction. Barring any adjustment, it would be
possible to claim the foreign tax credit for taxes paid on income that is excluded
from taxation under the FEIE To prevent such double tax benefits, a portion of
the credits applicable to the foreign income excluded must be disallowed .

What credits are disallowed?
The disallowance for the foreign taxes paid or accrued is calculated according to
this formula :

Foreign Income Excluded

x Foreign Taxes = Disallowed Foreign Taxes
Total Foreign Earned Income

Expatriate allowances

In addition to normal compensation, if you participate in a corporate program you
will often receive a number of expatriate allowances and/or expense
reimbursements . Some of the most common include but are not limited to; host
housing, cost-of-living allowance, home leave, foreign income tax payment,
cultural training, relocation help, tax assistance and other benefits. As long as a
personal benefit is provided, these fringe benefits are typically treated as taxable
wages (regardless of whether the payments are made directly to you or to a
vendor).

Generally, if you are dzu b y v b mj(sgef secon 6), usually your employer will
deduct stay-at-home amounts (often referred to as Hli z q p u i fithipoldlibgm p +
for housing and income taxes during the foreign assignment. The hypothetical
withholding will reduce the taxable wages reported on Form W-2.

While on assignment, some of the fringe benefits will increase your Form W-2
taxable wages and your federal income tax withholdings may be completely
shut off. It is imperative that you take the time to understand the differences!
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If you are not on a U.S. payrol, you will need to track the expatriate
allowances received, because the foreign country may not consider them taxable
income and z pv Gweead the information for U.S. reporting purposes.

Moving expenses
Moving expenses will be included in gross income as taxable wages. Common
taxable moving expense reimbursements include :

Storage fees

House hunting expenses

Transportation of your household goods

Travel expenses from an old residence to a new residence
Temporary living expenses

Cost of meals

Cost of buying/selling home

Reimbursement of loss on home sale

Tax assistance or gross-up payments

T> J> T T T I Io T T

Some companies will pay their employee a lump sum from which you must pay your
own moving expenses (entire lump sum will be included in your taxable wages.)

What about other benefits?

Expats that go on assignment for a specific amount of time will generally remain
employees of the U.S. Company. As a U.S. employee you can stay on the U.S.
payroll during your foreign assignment as a result you can continue to participate
inthedpngbozGt

Health and dental plans
401(k) plans

Pension plans

Life insurance plans
Stock option plans

And any other benefits

To oo Too To To o
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Home ownership and tax consequences
There are numerous tax effects attached to home ownership, including :

A

A

Home mortgage interest deduction - To be deductible, the interest must
be for aloan secured by your main home or your second home.

Points paid on purchase of your home- Points are essentially charges
paid by a borrower to obtain a mortgage loan. To qualify for this
deduction, the loan must be secured by the principal residence, The
payment of points must be an established practice in that geographical
area, and the amount of points charged cannot be more than is
generally charged in said area.

Real Estate Taxes- State and local governments will sometimes charge
an annual tax on the value of real property . A deduction is allowed if the
taxes charged are at a uniform rate for all property in the taxing
jurisdiction and if the property isinthe U.S.

Gain on sale?
A tough decision for many expats is whether to sell your personal residence, rent
it out, or retain the home without renting while on foreign assignment .

If a principal residence results in a gain, it may be possible to exclude up to
$250,000 (per taxpayer, so $500,000 for a joint return) of that gain from income .

To qualify for this exclusion both the ownership test and the use test must be
satisfied. Here are the specifics :

A

A

The home has been owned for two of the last five years prior to the
date of the sale,

The home has been occupied as a primary residence for two of the last
five years prior to the sale date, and

Taxpayer and/or spouse has not claimed the exclusion on the sale of
another home within two years prior to the date of the sale of the
current home.
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If any of the above conditions are not met, a pro-rated amount of the maximum
exclusion may still be available, under certain circumstances .

Loss on sale?

Losses from the sale of personal -use property such as a principal residence are
not tax deductible . It is not eligible for the capital gains loss of up to $3,000
annually .

Rental of principal residence

The conversion of a U.S. principal residence into a rental property would result in
the inclusion of any rental income on a U.S. income tax return; specifically on
Schedule E.

Ordinary and necessary expenses for managing, conserving, and keeping the
rental property would be deductible from this income. Depending on the host
country, the U.S. rental income may be includable on the foreign income tax
return .
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Social Security

U.S. persons working for U.S. employers are subject to Social Security/Medicare
taxes even while working abroad. A U.S. citizen or resident employed by a
foreign employer may be able to remain on the U.S. Social Security/Medicare
tax system if there is a totalization agreement (see discussion later) in place,
otherwise, it would default to the foreign d p v o usecalGecurity tax system.

Similarly, a self-employed taxpayer who is performing services in the U.S. is still
subject to U.S. Social Security/Medicare taxes. A U.S. person that is self-
employed and performing services overseas, the country to whom you have to
pay social security taxes to will depend on the specific facts and circumstances .

Deciding to stay overseas would necessitate revisiting the long-term
consequences of what country the Social Security taxes are being contributed
to. In the U.S, a person becomes eligible to collect Social Security retirement
benefits once he/she is 62. In addition, at least 40 credits are needed which is
the equivalent of 10 years of work. Social Security contributions made to
another country may count towards the credit requirement if the US. has a
totalization agreement with the country .
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Totalization agreements

Currently , the U.S. has totalization agreements with many countries (see IRS
website for a list) to avoid double taxation of income with respect to social
security taxes as well as to determine benefits. The agreements provide that a
taxpayer is subject to social security tax in only one of the two countries that are
party to the agreement. Employees of a U.S. company sent on a temporary
assignment will likely only be subject to U.S. social security tax while on the
foreign assignment. There must be a request for a Certificate of Coverage from
the U.S. Social Security Administration in order to remain subject to the U.S.
Social Security/Medicare taxes under a totalization agreement. An added

advantage of remaining subject to one d p v o usedalGdecurity tax system is
that it provides continuity of benefits if you have worked in multiple countries .

Income tax treaties

The U.S. has income tax treaties with many countries around the world . The goal
of an income tax treaty is to ensure that you, as a citizen or resident, are not
taxed by two countries on the same income.
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Tax Treaties

Under these treaties, if you are a resident of a foreign country you may be taxed
at a reduced rate or exempt from U.S. taxes on certain items of income you
receive from sources within the U.S. Each income tax treaty has its own set of
regulations, thus, detailed review pertaining to a particular country/treaty is
necessary to determine what is applicable . Additionally, most income tax
treaties contain a Huit b wd mobhv whicH) prevents you, a U.S. citizen or resident,
from using provisions of a tax treaty to avoid taxation of U.S. source income.

States may or may not recognize the previsions of an income tax treaty
provision, so further research will be warranted .

Most treaties count your number of physical presence days in a country to
determine if you are a resident. Those who spend less than 183 days in a tax
year, or over a 12 month period in the country, will likely be classified as a
nonresident . Normally, nonresidents are taxed only on income earned within the
foreign country .

Short-term business trips may provide for the exclusion of foreign earnings from
foreign taxation. In most of these situations, it is necessary to be paid by a U.S.
company and the salary cannot be charged to a foreign branch of the employer .
Lastly, nonresident status is required to use this provision.
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