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Notices and Disclaimers

Identification
Numbers

Naming
Conventions

Graphics and

The Employee Numbers, Computer ID Numbers, Social Security
Numbers (SSNs) and any other identification used in this course are
hypothetical. They were constructed by random selection of numbers
to appear realistic and increase the effectiveness of the training. Any
duplication of numbers actually assigned is purely coincidental. All
other names and numbers used in this material are fictitious.

Any taxpayer and business names shown in this publication are
fictitious. They were chosen at random from a list of names of
Counties and Colleges in the United States as shown in United States
Government Printing Office Style Manual. Street addresses were
chosen from this same list, and are also not meant to identify any
actual addresses.

This Guide contains numerous exhibits of screen captures. These

Screen screens do not contain any live taxpayer information. Where possible,
Captures the captures are from the training database.
IRM Each Lesson should be checked carefully and IRM references
Revisions updated, if needed.
During preparation and instruction, instructors should ensure all
IRM references are current. The SERP homepage should be used to
obtain IRM updates.
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7

Overview

Introduction

Objective

This chapter is basic to the entire foreign issues course. Once you are
able to determine the source of the various types of income that a
taxpayer might receive, you will be able to comprehend the
subsequent lessons more easily.

U.S. citizens and resident aliens are taxed by the U.S. on their
worldwide income, no matter where it originates. What, then, is the
importance of the sourcing of income if all income is taxable? For
taxpayers who qualify for the exclusion of income earned abroad, the
source of income is very important because only income from sources
outside the U.S. may qualify to be excluded from taxation under

IRC § 911. It is also important for those taxpayers who wish to claim a
foreign tax credit, since the credit is calculated on the basis of foreign
income.

The following chapter will discuss the provisions governing the
sourcing of income. It is the most important chapter we will cover in
this training because it serves as a building block for the entire course.
The exclusion of income earned abroad and foreign tax credit will be
covered in detail in later chapters.

e At the end of this chapter, the student will be able to determine
whether income is foreign source or U.S. source.

M When the Internal Revenue Code (IRC) speaks of sourcing of
income, it is referring to the origin of the income as being earned
in the U.S. or in a foreign country.

Continued on next page
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Overview, Continued

Definition M U.S.-source income: income determined by tax law to be from
within the U.S.
M Foreign-source income: income determined by tax law to be
earned outside the U.S.

United States  U.S., when used in a geographical sense, includes 50 states and the
District of Columbia. It also includes the territorial waters of the U.S.
and the seabed and subsoil of those submarine areas which are
adjacent to the territorial waters of the U.S. and over which the U.S.
has exclusive right, in accordance with international law, with respect
to the exploration and exploitation of natural resources. It does not
include the possessions and territories of the U.S. or the airspace over
the U.S. (Treas. Reg. §301.7701(b)-1(c) (2) (ii)).

Foreign Foreign Country, when used in a geographical sense, includes any
Country territory under the sovereignty of the United Nations or a government
other than that of the U.S. (Treas. Reg. §301.7701(b)-2(b).

International Technical Training 1-3 Participant Guide
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Foreign Source Income

Introduction

@ Key Points:

U.S. citizens and resident aliens are taxed by the U.S. on their
worldwide income, no matter where it originates. What, then, is the
importance of the sourcing of income if all income is taxable? For
taxpayers who qualify for the exclusion of income earned abroad,
the source of income is very important because only income from
sources outside the U.S. may qualify to be excluded from taxation
under IRC § 911. It is also important for those taxpayers who wish
to claim a foreign tax credit, since the credit is calculated on the
basis of foreign income.

The exclusion of income earned abroad and foreign tax credit will
be covered in detail in later lessons.

This lesson is basic to the entire foreign issues course. Once you
are able to determine the source of the various types of income
that a taxpayer might receive, you will be able to comprehend the
subsequent lessons more easily.
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Interest

Reading
Assignment

e

Read IRC §§ 861(a)(1) and 862(a)(1).

Interest that arises from sources within the 50 states and the District of
Columbia is income from sources within the U.S. Interest income
includes earnings from bank accounts, bonds, and notes. Interest
income also includes earnings on obligations of domestic corporations
and non-corporate residents such as individuals. It is the residence of
the payer that determines the source of interest income. If the payer
is located in the U.S., the interest is U.S. source.

Example 1

Michele, a resident of New York, receives interest from a personal
loan made to Francois, a U.S. citizen and resident of Paris. The
key to the source of income is the residence of the payer. Since
Francois is a resident of Paris, although a U.S. citizen, the income
is foreign source.

@ Key Point:

e There are a few rare exceptions to this rule. These exceptions are
found in IRC §§ 861(a)(1)(A) through (C).

Exercise 1

Gayle, a U.S. citizen, lives and works in ltaly. All of her income is
earned in ltaly. She deposits some of her earnings in her bank in
Boston, Massachusetts, where it earns interest. What is the source of
her interest income? Explain.

Answer:
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Dividends

Reading Read IRC §§ 861(a)(2) and 862(a)(2).
Assignment

Limitations
@ Key Point:

e |RC § 861(a)(2) provides that dividends from domestic
corporations are U.S. source income. Dividends from foreign
corporations are foreign source. Exceptions to this rule can be
found in IRC § 861(a)(2) but the general rule remains the same.

Example 2

Jayne, a citizen of the Netherlands residing in the U.S., receives
dividends from a corporation located in the Netherlands Antilles
which are deposited into her U.S. bank account. Since the
corporation is foreign, the dividends are foreign source.

Participant Guide
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Compensation for Personal Services

Reading
Assignment

e

Read IRC §§ 861(a)(3) and 862(a)(3).

Compensation for labor or personal services is income from sources
inside or outside the U.S., depending on where the labor or services
are performed. Compensation includes wages, tips, salaries, and
other employee compensation, as well as earnings from self-
employment.

Example 3

Joe, a U.S. citizen residing in the U.S., is a consultant for a
Japanese firm and works in its New York branch office. Joe’s
income is U.S. source because he is performing the services in
New York.

If compensation for labor or personal services is earned both inside
and outside the U.S., an allocation must be made under Treas. Reg. §
1.861-4(b). See Chapter 8 for a discussion on this.

Note: Partnership income retains its character where it flows through
to the individuals’ Form 1040. If 60% of the partnership income is
foreign source, then 60% of the distribution is foreign source. This is
true even if the partner only performs services in a foreign country.

Exercise 2

Harry, a U.S. citizen and employee of a U.S. corporation, is sent to
France for one month on a temporary assignment. His employer
continues to pay his regular salary in U.S. dollars and the checks are
deposited in his U.S. bank. Does Harry have any foreign source
income? Explain.
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Transportation Income

Reading Read IRC § 863(c).
Assignment

e

Transportation income is income from the use of a vessel or aircraft or
for the performance of services directly related to the use of any
vessel or aircraft.

All income from transportation that begins and ends in the U.S. is
treated as derived from sources in the U.S. If the transportation begins
or ends in the U.S., 50% of the transportation income is treated as
derived from sources in the U.S.

Note: Some treaties allocate income from the operation of
international transportation to one treaty partner or the other.
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Rents and Royalties

Reading
Assignment

e

Read IRC §§ 861(a)(4) and 862(a)(4).

The location of rental property determines the source of the income.
Rentals from property located in the U.S. are U.S. source. The same
rule applies to natural resource royalties (oil, coal, etc.) because real
property is involved.

Example 4

Phil, a U.S. citizen, owns a chalet in Switzerland. He rents the
chalet to another American who wires the rent in U.S. dollars
directly into Phil’'s U.S. bank account. The rental income is foreign
source because the chalet is located in Switzerland.

Royalties paid for the use of, or for the privilege of using, in the U.S.,
patents, copyrights, secret processes and formulas, good will,
trademarks, trade brands, franchises, and other like property are U.S.
source income. For these types of royalties, the source is determined
by where the property is used.

Example 5

Sidney, a subject of the United Kingdom, makes films in Italy. He
receives royalties wherever the films are shown. When his films
are shown in the U.S., his royalties are U.S. source income.

Rents and royalties are both covered by IRC § 861(a)(4). The source
of rents and natural resource royalties is where the property is located
(where the rental building, the oil well, or the coal mine is physically
situated). The source of royalties from patents, copyrights, etc., is
where the property is used.

Continued on next page
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Rents and Royalties, Continued

Example 6

Duke, a U.S. citizen who lives in Ohio, receives royalties from
Canada Natural Gas Unlimited. The gas is piped from Canada to
the U.S. for use in Ohio. The royalties are natural resource
royalties and the resource is located in Canada. In this case, the
source is where the property (the natural gas fields) is located
rather than where the natural gas is used.
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Sale or Exchange of Real Property

Reading Read IRC §§ 861(a)(5) and 862(a)(5).
Assignment

e

Gains, profits, and income from the sale or exchange of real property
located in the U.S. are U.S. sourced. It is the location of the real
property which determines the source of the income when the property
is sold.
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Sale or Exchange of Inventory Property

Reading Read IRC §§ 861(a)(6), 862(a)(6), and 865.
Assignment

e

Income from sales of inventory property (property that is stock in trade
or primarily held for sale to customers) is sourced where the sale
takes place.

Income from the sale of most other personal property is sourced in the
U.S. if the seller is a U.S. resident, and sourced outside the U.S. if the
seller is a nonresident. For this purpose, § 865(g) defines a U.S.
resident as any individual who has a tax home in the U.S.

If a U.S. citizen or resident alien pays foreign income tax equal to 10%
of the gain from the sale of personal property, that individual will be
treated as a nonresident of the U.S. for purposes of the sourcing rules
in IRC § 865.

Reading See IRC §§ 865(c), (d), (e), and (f) for exceptions to the source rules
Assignment for sale of personal property.

w
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Pensions and Social Security Benefits

In most cases, the source of a pension is important only when the
taxpayer has resided overseas during some portion of his or her
working career. Based on what you have learned so far, why is this
so? Rules for determining the source of a pension paid from current
operating funds (a rare instance) are discussed in

Rev. Rul. 55-294. To determine the source of a pension from a pre-
funded plan (the more common case), refer to

Rev. Rul. 79-389 (Handout 1-A). Social Security benefits are
considered to be U.S. source per IRC § 861(a)(8).
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Scholarships, Fellowships, Grants, Prizes and Awards

Generally, the source of scholarships, fellowship grants, grants,
prizes, and awards is the residence of the payer regardless of who
actually disburses the funds.

Reading Read Rev. Rul. 89-67 (Handout 1-B).
Assignment

w

Example 7

John, a U.S. citizen residing in the U.S., receives a Fulbright grant
to perform research in Cairo, Egypt. Because the payer is the U.S.
government, the fellowship is considered U.S. source. If the grant
was received from the University of Egypt, it would be foreign
source.
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Effect of Treaties on Sourcing

Income tax treaties between the U.S. and foreign countries contain
special sourcing provisions that take precedence over the sourcing
provisions of the Internal Revenue Code.
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Summary

1. The income sourcing rules determine which income is taxable to a
foreign person and which income qualifies for the foreign tax credit
and the foreign earned income exclusion of U.S. persons.

2. Handout 1-C summarizes the sourcing provisions by income type.
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Class Exercises

Exercise 1 Note: Handout 1-C may be used as a guide.

Indicate whether the following items of income would be considered
U.S. source or foreign source income.

a. Fred, a U.S. citizen residing in Canada, sold his sailboat in Canada
to Alice, a U.S. citizen.

Answer:

b. Rental income from a rental apartment in Paris is owned by a U.S.
citizen. The rental income is remitted directly to the owner’s U.S.
bank account.

Answer:

c. Wages paid to a U.S. citizen who works in Germany for a U.S.
corporation.

Answer:

d. Wages earned by the taxpayer in c. above, while attending a three-
day business convention in New York as a representative for his

employer.
Answer:
Continued on next page
International Technical Training 1-17 Participant Guide

38461-102 Created 5/11



Class Exercises, Continued

Exercise 1 e. Sale of a vacant lot in Australia. The sale took place in San
(continued) Francisco.
Answer:

f. Choo, a Japanese citizen and resident, received a scholarship
from the University of Maryland for his studies at the university. Is
the scholarship U.S. or foreign source?

Answer:

Exercise 2 Answer the questions and cite the relevant IRC section.

1. Mr. Zapata is an U.S. citizen and employee of an U.S. corporation
(Butterball turkey) in Turkey. He is sent to the U.S. for 1 month of
training. His employer continues to pay his regular salary in U.S.
dollars and the checks are deposited in his U.S. bank. Does Mr.
Zapata have any foreign source income?

Answer:

2. Traci lives and works in Indonesia for the Jakarta Express. All of
her income is earned there, but she does deposit some of it in her
bank in Boston, MA, where it earns interest. What is the source of
her interest income? Explain.

Answer:

Continued on next page
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Class Exercises, Continued

Exercise 2
(continued)

3. Tom, a U.S. citizen residing in Brazil, receives dividends from the

Brazilian Nut Corp. (a Brazilian corp.) which are deposited in his
Brazilian bank account. Is this income U.S. or foreign source?

Answer:

. Tom, from Question 3, owns an apartment building in Brazil from

which he receives rent. Is the income U.S. or foreign source, and
why?

Answer:

. Heidi, a citizen of Switzerland, owns a patent on a wool-processing

machine she invented. The machine has been used all over the
world. However, now it is being used in Montana. Heidi is receiving
$10,000 in royalties for its use in Montana. Is the income U.S.

or foreign source?

Answer:

. Sue Ellen, a U.S. citizen living in London, England, receives

royalties from a West Virginia coal mine in which she has a one-
eighth ownership interest. Is the income U.S. or foreign source?

Answer:

Continued on next page
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Class Exercises, Continued

Exercise 2 7. Joan, a U.S. citizen residing in the U.S., owns a piece of land in

(continued) Switzerland. She sells the land while residing in the U.S. to a Swiss
Guard who lives and works in the Vatican. Is the income U.S. or
foreign source?

Answer:

8. Frank, a U.S. citizen residing in France, goes to Burkina Faso to
sell his car to an Eritrean visitor, for a 50% profit over the original
cost. A bank in Burkina Faso handled the sale. Frank was not
subject to tax in France or Burkina Faso on this income. Is the
income U.S. or foreign source?

Answer:

9. John Nguyan, a citizen and resident of Viet Nam, is receiving one
scholarship from MIT and one from the University of Hanoi. He is
attending MIT. Is the income U.S. or foreign source?

Answer:

10.Miss Peach, a movie actress, made several movies in California.
Her movies are shown worldwide. Does she have U.S. or foreign
income?

Answer:
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Handout 1-A — Rev. Rul. 79-389

Issue What is the proper method of computing the portion of a pension
payment that is income from sources without the U.S. for purposes of
determining the limitation on the credit for foreign taxes pursuant to
§ 904 of the Internal Revenue Code?

Facts The taxpayer, a citizen of the U.S., was employed in the U.S. for a
period of years by a U.S. employer and was employed abroad on
behalf of this employer continuously from January 1, 1965 through
December 21, 1977, when the taxpayer retired and became eligible for
a pension. During the taxpayer’s employment, the employer, on behalf
of the taxpayer, contributed to a qualified pension trust described in §
401(a) that is exempt from tax under § 501(a). The pension plan is a
noncontributory arrangement with respect to employees. The pension
plan invested the contributions and received income from the
investments.

The taxpayer files a Federal income tax return on a calendar year
basis. Since January 1, 1978, the taxpayer’s first day of retirement, the
taxpayer has resided abroad in foreign country X. Country X imposed
an income tax on the pension income that the taxpayer received in

1978.
Law and Section 901 (b)(1) of the Code provides that, subject to the limitation
Analysis of § 904, a citizen of the U.S. shall be allocated as a credit under

§ 901(a) the amount of any income, war profits, and excess profits
taxes paid or accrued during the taxable year to any foreign country or
to any possession of the U.S.

Section 904(a) of the Code provides that the total amount of the credit
taken under § 901(a) shall not exceed the same proportion of the tax
against which such credit is taken that the taxpayer’s taxable income
from sources without the U.S. (but not in excess of the taxpayer’s
entire taxable income) bears to the taxpayer’s entire taxable income
for the same taxable year.

Continued on next page
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Handout 1-A — Rev. Rul. 79-389, Continued

Law and
Analysis
(continued)

Sections 861 through 864 of the Code contain rules for sourcing
income for services performed within and without the U.S., but those
sections contain no specific provision regarding the source of income
from pensions.

Section 861(a)(3) of the Code provides that compensation for labor or
personal services performed in the U.S. shall be treated as income
from sources within the U.S. and § 862(a)(3) provides that
compensation for labor or personal services performed without the
U.S. shall be treated as income from sources without the U.S.

Section 1.861-4(b)(1) of the Income Tax Regulations provides, with
respect to taxable years beginning after December 31, 1975, that
when labor or service is performed partly within and partly without the
U.S., the amount to be included in the gross income shall be
determined on the basis that most correctly reflects the proper source
of income under the facts and circumstances of the particular case.

Employer contributions to an annuity or pension plan represent
compensation for personal services.

See Rev. Rul. 56-82, 1956-1 C.B. 59. An employer’s contributions to a
pension plan with respect to wages earned abroad by a taxpayer are
compensation for labor or personal services performed without the
U.S. and are treated as derived from sources without the U.S.

See Rev. Ruling. 72-149, 1972-1 C.B. 218.

Rev. Rul. 56-125, 1956-1 C.B. 627, indicates that distributions to a
citizen of the U.S. from a qualified pension trust are income from
sources within the U.S., to the extent such distribution represent
earnings and accretions to contributions of either the employer or the
employee.

Continued on next page
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Handout 1-A — Rev. Rul. 79-389, Continued

Holding

In determining the proper allocation between U.S. and foreign sources
of the distributions from the U.S. plan for purposes of computing the
limitation on the credit for foreign taxes under § 904(a) of the Code,
that part of the distribution that represents the earnings of a U.S.
pension plan is income from sources within the U.S. and the
taxpayer’s taxable income from sources without the U.S. includes only
the amount of the pension distribution attributable to the employer’s
contributions to the pension plan with respect to wages earned abroad
by the taxpayer. Therefore, that portion of the pension payment that is
income from sources without the U.S. for purposes of determining the
limitation on the credit for foreign taxes pursuant to § 904(a) is
determined by multiplying the portion of the pension payment received
by the taxpayer that is attributable to the employer’s contributions with
respect to wages by the ratio that the employer’s contributions made
to the pension plan with respect to wages earned by the taxpayer
while the taxpayer was employed outside of the U.S. bears to the total
of the employer’s contributions to the pension plan with respect to all
the wages earned by the taxpayer.

The principles of this Revenue Ruling are illustrated by the following
example:

A, a citizen of the U.S. residing abroad, received payments from a
U.S. pension plan totaling 15x dollars for the taxable year. The
portion of the 15x dollars attributable to earnings of the pension
plan is 5x dollars, and the portion attributable to employer
contributions is 10x dollars. A’s employer contributed a total of
100x dollars to the pension plan with respect to wages earned by
A. 20x dollars of this amount was contributed to the plan by the
employer while A was employed outside of the U.S. The portion of
the pension received during the taxable year that was income from
sources without the U.S. for purposes of determining the limitation
on the credit for foreign taxes paid by A pursuant to § 904(a) is 2x
dollars (10x x 20x).

For a related issue involving pension payments to a nonresident alien,
see Rev. Rul. 79-388, page 270, this bulletin.
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Handout 1-B — Rev. Rul. 89-67, 1989-1 CB 233

Issue What is the source of an amount paid as a fellowship or a
scholarship?

Law and Section 863(a) of the Internal Revenue Code of 1986 provides

Analysis authority for the Commissioner to allocate or apportion items of gross
income not specified in §§ 861 and 862 to sources within and without
the U.S. No statutory rule is provided under § 861 or 862 for income
received to support or subsidize a recipient’s research or study
activities.

Rev. Rul. 66-292, 1966-2 C.B. 280, held that the source of an amount
received as a scholarship or fellowship is determined by where the
research or study activities take place. A companion ruling,

Rev. Rul. 66-291, 1966-2 C.B. 279, held that the source of an award
for a puzzle contest is determined by where the activities required to
solve the puzzle are performed. The rules contained in these revenue
rulings are analogous to the rule contained in §§ 861(a)(3) and
862(a)(3) of the Code that sources compensation from personal
services where the services are performed. There is no indication in
either cited revenue ruling, however, that the recipients performed any
services for the payor, and Rev. Rul. 66-292 explicitly states to the
contrary. (See also Rev. Rul. 80-98, 1980-1 C.B. 368, and

Rev. Rul. 61-65, 1961-1 C.B. 17, where receipt of fellowship awards
similar to the awards under consideration in Rev. Rul. 66-292 are
treated as not involving compensation for personal services). The
amount received to support or subsidize research and study and the
amount received in respect of puzzle-solving activities described in the
two revenue rulings is not compensation for personal services
because no services are performed. Absent a significant economic
nexus with the place where the study and research and puzzle-solving
activities are performed, it is more appropriate to source these
payments where the principal economic nexus exists, namely, at the
residence of the payor. Thus, for example, scholarship or fellowship
payments for research or study, and amounts paid for puzzle-solving
activities, made by the U.S. or a political subdivision thereof, a
noncorporate U.S. resident, or a domestic corporation will be from
U.S. sources. Similar payments by a foreign government or a foreign
corporation will be foreign source payments.

Continued on next page
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Handout 1-B — Rev. Rul. 89-67, 1989-1 CB 233, Continued

Law and
Analysis
(continued)

Holding

Effect on Other
Revenue
Rulings

Effective Date

Payments made by an entity designated as a public international
organization under the International Organizations Immunities Act
(see § 7701(a)(18)) will be foreign source payments. The fact that
payments are made by an intermediary agency acting on behalf of the
payer does not alter this result, provided that a genuine agency
relationship exists. (Compare Rev. Rul. 54-483, 1954-2 C.B. 168,
where amounts paid by the U.S. Government, acting as an agent of a
contractor rendering services abroad for the government, to U.S.
citizen employees of the contractor directly pursuant to contract are
not amounts paid by the U.S).

The source of a payment made as a scholarship, fellowship, or an
award for puzzle-solving contest activities is the residence of the
payor.

Rev. Rul. 66-291 and Rev. Rul. 66-292 are revoked.

The effective date of this revenue ruling is May 15, 1989. Taxpayers
may apply the ruling retroactively to amounts received on or after
January 1, 1986.

Drafting The principal author of this revenue ruling is Carol P. Tello, Office of

Information the Associate Chief Counsel (International). For further information on
the ruling, call Ms. Tello on (202) 377-9059.
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Handout 1-C — Summary of Source Rules

Income

Source

Citation

Salaries, wages and

Where services are

IRC § 861(a)(3)

other compensation performed IRC § 862(a)(3)
Interest Residence of payer IRC § 861(a)(1)
IRC § 862(a)(1)

Dividends Where corporation is IRC § 861(a)(2)
incorporated IRC § 862(a)(2)

Rents (real property and | Where property is located | IRC § 861(a)(4)
natural resource IRC § 862(a)(4)

royalties, i.e., oil/gas)

Royalties (non-natural
resources), i.e., patents,
copyrights, secret
processes, formulas,
goodwill, trademarks,
trade brands, franchises

Where the property is
used

IRC § 861(a)(4)
IRC § 862(a)(4)

Sale/exchange real
property

Where property is located

IRC § 861(a)(5)
IRC § 862

a

(5)

Sale/exchange personal
property Exception: U.S.
citizens/resident aliens
with tax home outside
u.S.

Where seller’s residence
is located — U.S. source
unless tax of at least 10%
of the gain from the sale
is paid to a foreign
country

IRC § 865
IRC § 865(g)(2)

(@)
(@)
(@)
(9)
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Handout 1-C — Summary of Source Rules, Continued

Income

Source

Citation

Exceptions for Types of Property

Depreciable property

U.S. source to the extent
previous deductions for
depreciation were allocable
to U.S. source income.

Foreign source to the extent
previous deductions for
depreciation were allocable
to foreign source income
(gain in excess of the
depreciation adjustments is
sourced the same as
inventory property, where the
title passes).

IRC § 865(c)

Inventory property

Where title passes

IRC §§ 865(b),
861(a)(6), 862(a)(6)
and 863(b)

Intangibles

Same as royalties, where
property is used

IRC § 865(d)

Pensions

Where services were performed
that earned the pension

Rev. Rul. 55-294

Sale/exchange
personal property

Sale through office or fixed
place of business outside of
U.S. is foreign source if
income attributable to
business operations located
outside the U.S. and tax of at
least 10% of the income from
the sale is paid to the foreign
country.

IRC § 865(e)

Social Security

bonfits U.S. source IRC § 861(a)(8)
Scholarships/ Residence of payer Rev. Rul. 89-67
Fellowships

* The rules under “Personal Property Sales After 1986” apply to foreign persons

for transactions entered into after March 18, 1986.
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PowerPoint Notes

Slide 0

Lesson 1 — Source of Income

International Technical Training

Slide 1

Importance of Income Sourcing

+ Sourcing of income determines
qualification for claiming income

exclusions and credits.
* Only sources outside the U.S. may

qualify for the foreign earned
income exclusion or foreign tax

credits.

Exclusions and credits will be discussed in
later lessons.

Slide 2

Objective

At the end of this lesson, you will be
able to:

» Determine whether income is foreign

source or U.S. source.

Continued on next page

International Technical Training 1-29 Participant Guide
38461-102 Created 5/11



PowerPoint Notes, Continued

Slide 3 Definition

» U.S. source income is determined by
tax law to be from within the U.S.

 Foreign-source income is determined
by tax law to be from outside the U.S.

Slide 4 Source of Income

» The U.S. includes the 50 states and the
District of Columbia including US territorial
waters and the seabed and subsoil of
territorial waters.

[Reg. 301.7701(b)-1(c)(2)(ii)]

+ Foreign country includes any territory under
sovereignty of the U.N. or government other
than that of the U.S.

[Reg. 301-7701(b)-2(b)].

Slide 5 Interest

« It is the residence of the payer that
determines the source of interest
income.

Examples: Bank accounts, Bonds, Notes, etc.
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PowerPoint Notes, Continued

Slide 6
ae Dividends

* Dividends from domestic
corporations are U.S. sourced.

+ Dividends from foreign corporations
are generally foreign sourced.

Slide 7 .
Personal Services

+ Sourcing of compensation for labor or
personal services is depends on where the
services are performed.

+ If compensation for personal services is
earned both inside and outside the US, an
allocation must be made under
Reg. § 1.861-4(b).

Compensation includes: Wages, tips, salaries,

other employee compensation and Self
Employment earnings. 17

Slide 8 Transportation Income

« All income from transportation that
begins and ends in the US is treated
as derived from sources in the U.S.

« If transportation begins or ends in the
U.S., 50% of the transportation
income is treated as derived from
sources in the U.S.
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PowerPoint Notes, Continued

Slide 9
Rents & Royalties

*The source of rents and natural
resource royalties is determined by
the location of the property.

*The source of royalty income from
patents, copyrights, etc., is
determined by where the property is

used.

Slide 10 Sale or Exchange of Real
Property

» The location of the real property
determines the income source.

» Gains, profits, and income from the
sale or exchange of real property

located in the U.S. are U.S.
sourced.

Slide 11 Sale or Exchange of Inventory

* Income from the sale of purchased
inventory is sourced where the sale
takes place — generally the place
where title passes.
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PowerPoint Notes, Continued

Slide 12 Pension and Social Security
Benefits

« Social Security benefits are U.S.
sourced.

* Rules for determining the source of
pensions are covered in
Rev. Rul.79-389 (pre-funded plans)
and Rev. Rul. 55-294 (plans paid
from current operating funds).

Slide 13 Scholarships, Fellowships, Grants,
Prizes & Awards

 The source of Grants, Prizes,
Awards, Scholarships and
Fellowships is the residence of the
payer, regardless of who actually
disburses the funds.

Slide 14
Summary

* Income Sourcing rules determine
which income is taxable to foreign
persons.

+ Also determines which income
qualifies for the Foreign Tax Credit
and Foreign Earned Income
Exclusion.

« Sourcing provisions found in tax
treaties take precedence over the IRC
sourcing provisions.

1-14
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PowerPoint Notes, Continued

Slide 15 "
Obijective
You are now able to:
+ Determine whether income is foreign
source or U.S. source.
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International Technical Training

Chapter 2
Alien Status

Table of Contents

Contents This lesson covers the following topics:
Topic See Page
Overview 2.1
Definitions 2-4
Types of Aliens 2-5
Determining Resident Alien Status 2-6
Green Card Test 2-7
Substantial Presence Test 2-8
Exercises 2-10
Exempt Individual 2-12
Closer Connection Exception to Physical 2-14
Presence
Residency Starting Date 2-16
First Year Election 2-18
Residency Ending Date 2-20
Interrupted Period of Residence 2-21
Effect of Tax Treaties 2-22
Procedural Rules 2-23
Special Election to be Taxed as Resident Aliens 2-24
Status of Alien Members of the U.S. Armed 2-26
Forces
Citizens of Insular Areas 2-27
Continued on next page
International Technical Training 2-1 Participant Guide
38461-102 Created 5/11



Table of Contents, Continued

Contents
(continued)

Topic See Page
Dual-Status Aliens 2-28
Summary 2-30
Class Exercise 2-31
Handout 3-A, Types of Visas and Their 2-35
Relationship to Alien Status
Form 8833, Treaty-Based Return Position 2-49
Disclosure Under § 6114 or 7701(b)
Form 8840, Closer Connection Exception 2-51
Statement for Aliens
Form 8843, Statement for Exempt Individuals 2-53
and Individuals with a Medical Condition
Glossary 2-55
PowerPoint Notes 2-57

International Technical Training 2-2

38461-102

Participant Guide
Created 5/11



7

Overview

Introduction This chapter provides the necessary information to determine the
status of aliens. Resident aliens, nonresident aliens, and a third
category, dual-status aliens, are all taxed differently. Determining the
correct alien status is extremely important. Once you know the correct
status, the computation of tax is easy.

This lesson only addresses determining the correct status.
Subsequent lessons include chapters on taxation of nonresident,
resident, and dual-status aliens, international organizations and tax
treaties.

Objective At the end of this lesson, the student will be able to determine the
status of:

e Nonresident Aliens
¢ Resident Aliens
e Dual-Status Aliens
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Definitions

Reading
Assignment

e

Treas. Reg. § 1.871-13(a) (1).

Bona fide resident is an individual who meets a time requirement
(entire tax year) and certain other factors that indicate "permanent”
residence in a country or possession.

A resident alien is an individual who is not a U.S. citizen, but who
meets either the “green card” test or the substantial presence test.

A nonresident alien is an individual who is neither a U.S. citizen
nor a resident of the U.S.

A dual-status alien is an individual who changes status during the
tax year either from nonresident to resident or from resident to
nonresident.

Effectively connected income is income, other than certain
investment income, earned from sources within the United States
while engaged in a U.S. trade or business.

A green card is an alien registration card — Form 551, Permanent
Resident Card (or Form 151, Alien Registration Receipt Card).

A lawful permanent resident is one who has been lawfully
accorded the privilege of residing permanently in the United States
as an immigrant in accordance with the immigration laws; a green
card holder.

Not effectively connected income is income that does not meet
the criteria to be effectively connected.
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Types of Aliens

Reading Treas. Regs. §§ 301.7701(b)-1(a) and 301.7701(b)-1(c).
Assignment

e

M U.S. citizens generally are those people who are born in the U.S.,
born abroad of U.S. parents, or naturalized as citizens by a court
proceeding. All others are aliens. The three categories of aliens
are:

¢ Resident Aliens
e Nonresident Aliens
e Dual-status Aliens
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Determining Resident Alien Status

There are two tests used to determine resident alien status:

e The “green card” test, and
e The substantial presence test.

In addition, an alien may make an election to be treated as a resident
in his first year in the United States.
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Green Card Test

Reading
Assignment

e

Green Card
Test

Read IRC § 7701(b) (1) (A) (i).

HANDOUT

@ Key Points:

An alien, who has an immigrant visa, or “green card”, is a resident
alien. A “green card” is issued by Homeland Security and lawfully
grants the alien the privilege of residing permanently in the U.S.

A Lawful Permanent Resident (LPR), also known as a “green card
holder”, maintains his status until there is a final administrative

or judicial determination that the green card has been revoked or
abandoned or that the LPR becomes a U.S. citizen. Might add or
until he comes a U.S. citizen.

LPRs may surrender their status by completing Form 1-407. USCIS
(formerly INS) signs and returns the form; this is the LPR’s official
notice of the administrative determination. Cutting up the card or
not entering the U.S. for long periods of time does not change
taxpayer’s status from LPR to nonresident.
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Substantial Presence Test

Reading IRC §§ 7701(b) (1) (A) (ii) and 7701(b) (3) (A).
Assignment

e

M An alien who meets the substantial presence test is a resident
alien. An individual meets this test if he has been present in the
U.S. for at least 183 days during a 3-year period that includes the
current year. The 183 days must include at least 31 days in the
current year.

Compute total days of presence by counting:

e The days of physical presence in the current year, and
e 1/3 of the days of presence in the first preceding year, and
e 1/6 of the days of presence in the second preceding year.

Example 1

David was physically present in the U.S. for 120 days in each of
the years 2006, 2007, and 2008. In determining whether he meets
the substantial presence test for 2008, he counts the full 120 days
of presence in 2008, 40 days in 2007 (1/3 of 120) and 20 days in
2006 (1/6 of 120).

Since the total for the 3-year period is 180 days, David is not
treated as a resident alien under the substantial presence test for
2008.

Example 2

Sean entered the United States on March 4, 2008, and left on
November 3 of the same year. He was present in the U.S. for
243 days in 2008.

Therefore, he has met the substantial presence test and is
treated as a resident alien.

Continued on next page
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Substantial Presence Test, Continued

Example 3

Yuri was physically present in the U.S. for 150 days in 2006,
30 days in 2007, and 160 days in 2008. His calculation for the
substantial presence test is:

2008 (all days) 160 days
2007 (1/3 of 30) 10 days
2006 (1/6 of 150 25 days

195 days

Yuri has met the substantial presence test for 2008 and is
treated as a resident alien for tax purposes in 2008.

For purposes of the substantial presence test, a day of presence is
any day that an alien is physically present in the U.S. at any time
during that day.

In determining substantial presence, the term “United States” does not
include Insular Areas, U.S. territories, or air space.

To determine alien status of individuals in the Insular Areas or U.S.
territories, there are additional factors to be considered.
See Treas. Regs. § 301.7701(b)-1(d) for further information.
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Exercises

Exercise 1 Juan, a citizen of Spain, entered the U.S. on September 1, 2006, with
an H-1B visa. He departed the country on May 31, 2008. Does he
meet the substantial presence test for 20067 20077 20087 State the
reason for your answer.

a. 2006

Answer:

b. 2007

Answer:

c. 2008

Answer:

Continued on next page
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Exercises, Continued

Exercise 2 Lee entered the United States on April 24, 2006, and left on January
25, 2008. He was in the country on a non-immigrant visa. Does he
meet the substantial presence test for 20067 20077 20087 State the
reason for each answer.

a. 2006

Answer:

b. 2007

Answer:

c. 2008

Answer:
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Exempt Individual

Days for which an alien is an exempt individual do not count for the
substantial presence test. An exempt individual is any alien in the
following categories:

1.

An individual temporarily present in the U.S. because of

(a) diplomatic status, or a visa that represents full-time diplomatic
or consular status; (b) full-time employment with an international
organization; or (c) membership in the immediate family of a
person described in (a) or (b).

. A teacher or trainee, temporarily present in the U.S. under a “J” or

“Q” visa (other than as a student), who substantially complies with
the requirements of the visa.

An alien will not be exempt under this category for a calendar year
if he was exempt as a teacher or trainee or as a student for any 2
calendar years during the preceding 6 calendar years.

If a foreign employer paid all his compensation for the period he
was temporarily present in the U.S. under an “F” or “J” visa, he will
not be exempt under this category if he was exempt as a teacher
or trainee or as a student for 4 calendar years during the
preceding 6 calendar years. For this purpose, a foreign employer
includes an office or place of business maintained in a foreign
country or Insular Area by an American entity.

A student temporarily present in the United States under an “F”,
“J”, “M”, or “Q” visa, who substantially complies with the
requirements of the visa.

An alien will not be exempt as a student for any calendar year
after the fifth calendar year for which he was exempt as a student
or as a teacher or trainee, unless he can establish to the
satisfaction of the Internal Revenue Service that he has complied
with the terms of the student visa and does not intend to
permanently reside in the U.S.

. A professional athlete temporarily in the U.S. after October 22,

1986 to compete in charitable sports events.

Continued on next page
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Exempt Individual, Continued

Definitions of the terms “foreign government-related individual”,
“international organization”, “full-time diplomatic or consular status”,

“teacher trainee”, “student”, “professional athlete”, and “substantial
compliance” can be found in Treas. Regs. § 301.7701(b)-3(b).

Readi .
g ent * 'RC §§ 7701(b)3)(D)(i) and 7701(b)(7)
e |RC §§ 7701(b)(3) and (c)

Those qualifying to exclude days of presence are teachers, students,
professional athletes, and individuals with a medical condition or
problem.

If an alien is claiming an exclusion of days present in the U.S. for
purposes of substantial presence test, he must file Form 8843 by
attaching it to the timely filed (including extensions) tax return or, if
taxpayer does not have a filing requirement, sending it the Austin
Service Center by the due date, including extensions, of the 1040NR.
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Closer Connection Exception to Physical Presence

Reading Treas. Regs. § 301.7701(b)-2.
Assignment

e

An alien who otherwise would meet the substantial presence test is
not considered a resident alien for the tax year if the following three
conditions are met:

1. Is present in the U.S. less than 183 days in the current year,

2. Maintains a tax home in a foreign country during the current year,
and

3. Has a closer connection to the foreign country in which he has a
tax home than he does to the U.S.

An alien’s tax home is located at his regular or principal place of
business or his regular place of abode. His tax home for the entire
year must be in the foreign country to which he claims to have a closer
connection.

An alien has a closer connection to a foreign country if he shows he
has more significant contacts with the foreign country. Among the
facts and circumstances to be considered are:

1. the location of his permanent home (this home must be available to
him at all times, but may be owned or rented);

2. the location of his family;
the location of his automobile, furniture, clothing, and jewelry;

4. the location of social, political, cultural, or religious organizations to
which he belongs;

w

Continued on next page
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Closer Connection Exception to Physical Presence, Continued

the location of his personal bank accounts;

the type of driver’s license he has;

the country of residence he uses on forms and documents,
where he is registered to vote; and

the types of official forms and documents he files

(i.e., Form 1078, Certificate of Alien Claiming Residence in the
United States, or Form W 9, Request for Taxpayer Identification
Number and Certification).

© © N>

If the alien takes action at any time to become a permanent U.S.
resident, he is not eligible for the closer connection exception. Some
of these actions are listed in Treas. Reg. § 301.7701(b)-2(f). Read this
section.

Definitions of the terms medical condition, days in transit, and regular
commuter from Canada and Mexico can be found in Treas. Reg.
§ 301.7701(b)-3(c), (d) and (e).

Example 4

Alex, a resident of Canada, has been working and living in the
United States 5 months each year for the past 3 years. His
American employer pays his salary. Alex votes in Canada where
he and his family have a permanent home. Alex maintains his
bank accounts, driver’s license, and community ties in Canada.
Alex is a nonresident alien, even though he meets the substantial
presence test.

To claim a closer connection to a foreign country, an alien must timely
file Form 8840 by attaching it to the timely filed (including extensions)
tax return or, if taxpayer does not have a filing requirement, sending it
the Austin Service Center by the due date, including extensions, of the
1040NR.
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Residency Starting Date

Reading
Assignment

e

Exercise 3

IRC § 7701(b) (2) (A), § 7701(b) (2) (C) (ii) and
Treas. Reg. § 301.7701(b)-4(c).

In the first year of residency, an alien will be considered a resident
only for the portion of the calendar year that begins with the residency
starting date.

The residency starting date for a “green card” holder is the first day he
is present in the U.S. with a “green card”.

For an alien meeting the substantial presence test, the residency
starting date is his first day of presence in the U.S. Rules relating to de
minimis presence in computing the substantial presence test are found
in Treas. Reg. § 301.7701(b)-4(c).

Betsy Nasson, a citizen of France, was granted a valid green card on
January 1, 2008 but spent all of January through October 19, 2008,
sunning herself on the French Riviera. She flew to New York on the
evening of October 19th, arriving the next morning. What is Betsy’s
residency starting date?

Answer:

Continued on next page
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Residency Starting Date, Continued

Example 5

Lincoln Viterbo came to the United States from Venezuela on
March 4, 2008. He had never been in the United States before this
and wasn’t sure if he would like living here. Rather than “burn his
bridges”, he took a leave of absence from his job in Venezuela
and kept his apartment there. While looking around, he was so
happy here that on April 20, 2008 he called his employer in
Venezuela, resigned from his job, and gave up his apartment after
speaking to his landlord. He stayed in the United States all of 2009
and would like to live here permanently.

Lincoln’s residency starting date is either March 4 or March 14. He
qualifies for a March 4 date, which was his first day of physical
presence in the United States as he meets the substantial
presence test. He also qualifies to use March 14 as a residency
starting date, if he chooses. He can disregard up to 10 days

of physical presence in the United States because for his first 1
1/2 months in the United States he still had a job and a home in
Venezuela and uncertain intentions about staying in the United
States. In other words, for that time period Lincoln had a closer
connection to a foreign country than to the United States.
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First Year Election

Reading
Assignment

e

IRC § 7701(b) (4).

If an alien does not meet either the “green card” test or the substantial
presence test for the year of his arrival in the U.S. or for the
immediately preceding year, but he meets the substantial presence
test for the year immediately following the year of his arrival, he may
choose to be treated as a U.S. resident for part of the year of his
arrival. To make this choice, he must:

1. be presentin the U.S. for at least 31 consecutive days in the year
of his arrival; and

2. be present in the U.S. for at least 75% of the number of days
beginning with the first day of the 31-consecutive-day period and
ending with the last day of the year of arrival. For purposes of this
75% requirement, he may treat up to 5 days of absence from the
U.S. as days of presence in the U.S.

In determining whether he qualifies to make this first year election, do
not count as days of presence in the U.S. days for which the alien was
an exempt individual as discussed earlier.

An alien makes the first year election by submitting an appropriate
statement with his tax return (original or extension) for the year of his
arrival. A first year election, once made, cannot be revoked without the
consent of the Internal Revenue Service.

Read Treas. Reg. § 301.7701(b)-4(c) (3) (v) (C). It specifies what must
be contained in the election statement. Filing requirements for an alien
making this election are in Treas. Reg. § 301.7701(b)-4(c) (3) (v) (A).

If an alien makes the first year election, his residency starting date for
the year of his arrival is the first day of the earliest 31-consecutive-day
period of presence that he uses to qualify for the election. He is
treated as a U.S. resident for the remainder of the year.

Continued on next page
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First Year Election, Continued

Example 6

Margaret, a citizen of Australia, came to the U.S. on November 15,
2008. She stayed in the U.S. for the rest of 2008, and she met the
substantial presence test for 2009.

Margaret may elect to be treated as a resident for 2008 because
she was in the U.S. for 31 consecutive days in 2008, and she
was in the U.S. at least 75% of the days from November 15 to
December 31, 2008. She must wait until she has met the
substantial presence test for 2009 (168 days present in the U.S.
in 2009 + 15 days (45 days x 1/3 in 2008) = 183 days) before
making her election to be treated as a resident for 2008. She
would need to file an extension for the tax year ending 2008.
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Residency Ending Date

Reading IRC § 7701(b) (2) (B).
Assignment

e

In the last year of residency, an alien will not be treated as a U.S.
resident after his last day of presence in the United States provided
that:

1. for the remainder of the year he has a closer connection to a
foreign country; and

2. heis not a U.S. resident at any time during the next calendar year.

For “green card” holders, the last day of residency is the last day of
lawful permanent residence.

Example 7

Howard Humboldt had received his green card in 1996.

On October 31, 2008, he gave in to his urge to return to his
motherland. He went to Immigration and relinquished his
green card, never to return to the United States again. He
would be considered a resident alien from January 1, 2008
through October 31, 2008. On November 1, 2008, he would
assume nonresident alien status.
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Interrupted Period of Residence

Reading IRC § 7701(b) (10).
Assignment

e

If an alien is a U.S. resident during at least 3 consecutive calendar
years after 1984, becomes a nonresident, and then again becomes a
U.S. resident within 3 calendar years after the end of the initial
residency period, he will be subject to U.S. income tax as provided by
IRC § 877. This occurs regardless of whether or not the alien has a
tax avoidance motive. The alien would not be subject to tax under
IRC§ 877 if his tax as a nonresident alien under IRC § 871 would be
greater.
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Effect of Tax Treaties

Reading Treas. Regs. 301.7701(b)-7(a) (1).
Assignment

e

The rules for determining U.S. residency status do not override tax
treaty definitions of residency. For example, if an alien is a U.S.
resident under these rules but is a resident of a treaty country (and not
a U.S. resident) under an income tax treaty, he may be able to claim
the benefits extended to residents of that country. However, the treaty
under which he is claiming residence must have a provision for
resolution of conflicting claims of residence. This provision may allow
an individual considered a resident under IRC § 7701(b) to file as a
nonresident.

Reading Read Treas. Regs. 301.7701(b)-7(c).
Assignment

w

When tax treaty benefits are claimed that override or modify any
provision of the Internal Revenue Code, and by claiming these
benefits the tax is or might be reduced, a Form 8833 must be attached
to the tax return.
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Procedural Rules

Procedural rules for IRC § 7701(b) are found in Treas. Reg.
§ 301.7701(b)-8.
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Special Election to be Taxed as Resident Aliens

IRC § 6013(g) allows nonresident aliens married to U.S. citizens or
permanent residents to be taxed as residents. In so doing, of course,
they must report income from worldwide sources just as their U.S.
citizen or U.S. resident spouse must.

Reading IRC § 6013(g).
Assignment

Many aliens make this election in order to file jointly. However, a joint
return is only mandatory in the first year of the election. Subsequently,
the taxpayer may file jointly or separately, as long as they file as
residents until the election is revoked or suspended.

Example 8

Mary, a U.S. citizen for the entire taxable year 2008, is married

to Bjorn, a nonresident alien individual. They make the election
under IRC § 6013(g) for 2008 by filing a statement of election with
a joint return. They must include income from all sources in 2008
and all subsequent years, unless the election is later terminated or
suspended. While they must file a joint return for 2008, joint or
separate returns may be filed for subsequent years.

Continued on next page
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Special Election to be Taxed as Resident Aliens, Continued

Suspension of

the Election

Termination of

The election is suspended for any tax years during which neither
spouse is a U.S. citizen or resident.

Example 9

Carole, a U.S. resident on December 31, 2000, is married to
Francois, a nonresident alien. They make the election under
IRC § 6013(g) and file joint returns for 2000 and subsequent
years. On January 10, 2006, Carole surrenders her green card
and becomes a nonresident alien. They may file a joint return

or separate returns for 2006. Neither Carole nor Francois is a
U.S. resident at any time during 2007; therefore, their election is
suspended for 2007. Carole becomes a U.S. resident again on
January 5, 2009; their election is no longer in suspense. Income
from all sources must be included in their gross income, on joint or
separate returns.

The election will terminate at the earliest of the following times:

the Election
1. Revocation by taxpayers;
2. Death of either taxpayer;
3. Legal separation; or
4. Termination by the Secretary.
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Status of Alien Members of the U.S. Armed Forces

Enlistees

Alien members on active duty are treated, for military administrative
purposes, as resident aliens and income tax is withheld on the same
basis as that of citizens or residents of the U.S. on active duty. At the
end of the taxable year, these aliens can be considered nonresidents
if they can prove to the IRS that they were, in fact, nonresident aliens
during the year.

As a general rule, most alien enlisted personnel in the Armed Forces
would qualify as resident aliens for tax purposes. This is nearly always
true of the alien who has lived in the U.S. for a number of years before
enlistment. In times of peace, the pertinent enlistment requirements of
Armed Forces stipulate that no persons may be accepted for
enlistment unless they are citizens or have been lawfully admitted to
the U.S. for permanent residency under the applicable immigration
laws.

On the other hand, aliens who are present in the U.S. merely because
of military assignment and who have a genuine residence outside of
the U.S. are nonresident aliens.
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Citizens of Insular Areas

Individuals who are citizens of Insular Areas (except Guam and Puerto
Rico) are technically U.S. citizens under the Organic Acts (laws which
made citizens of the Insular Areas also citizens or residents of the
U.S.). However, if such persons are not otherwise citizens or residents
of the U.S., they are treated as nonresident aliens for tax purposes.

Example 10

Velma was born in the U.S. Virgin Islands of V.I. parents. She has
never been in the U.S. and is a U.S. citizen only by virtue of the
Organic Act. For U.S. tax purposes, she is a nonresident alien.

Example 11

Assume the same facts as in Example 10, except that Velma
decides to come to the U.S. to live permanently. In this case,
she would be considered a resident alien for U.S. tax purposes.

Example 12

Melanie was born in American Samoa. Her parents are U.S.
citizens born in Georgia. Because Melanie acquired her U.S.
citizenship by virtue of her parentage (not the Organic Act), she
is considered a U.S. citizen for U.S. tax purposes.
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Dual-Status Aliens

Reading
Assignment

e

Dual-status aliens are both resident and nonresident in the same tax
year. Generally, dual-status years for aliens are the year of entry into
the U.S. and the year of departure.

Example 13

Horst was born and raised in Germany by German parents. He left
Germany in May 30, 2008 and became a permanent immigrant to
the U.S. on June 1, 2008. From January through May 2008, he
was a nonresident alien because he had not yet acquired his
lawful permanent residence status. From June through December
2008, he is considered a resident alien. For the year 2008, Horst
has dual-status because he was both a nonresident and a resident
alien in the same tax year.

IRC § 7701(b) (5) (E) (i).

A Lawful Permanent Resident (LPR) (Green Card Holder) is:

1.

an individual has the status of having been lawfully accorded the
privilege of residing permanently in the United States as an
immigrant in accordance with the immigration laws, and

such status has not been revoked (and has not been
administratively or judicially determined to have been abandoned).

For tax purposes, resident aliens are treated in the same manner as
citizens in almost all circumstances. Nonresident aliens have different
rules for taxation but generally they are taxed only on U.S. source
income. Dual-status aliens are taxed in a somewhat hybrid fashion (a
combination of resident and nonresident features).

This will be discussed in a later chapter.

Continued on next page
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Dual-Status Aliens, Continued

IRC § 6013(h) IRC § 6013(h) allows a dual-status taxpayer who is married to a

Election U.S. citizen or permanent resident alien at the end of the year, to elect
to be treated as a resident alien for the entire year of entry into the
U.S.

Reading IRC § 6013(h).

Assignment

Remember, for U.S. income tax purposes, an alien must be either a
resident, nonresident, or dual-status alien.
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Summary

. Itis necessary to determine the status of aliens, because the

status will determine the rules of taxation.

. For tax purposes, there are three types of alien status: resident,

nonresident and dual-status.

. Resident aliens must meet one of two tests:

e The “green card” test
e The substantial presence test

. The substantial presence test is based on days of physical

presence in the U.S. Certain days do not count toward the
substantial presence test for some individuals.

. Some aliens that meet the “closer connection” exception will be

nonresidents even if they otherwise meet the substantial presence
test.

. Dual-status aliens are individuals that are resident aliens for part of

the year and nonresident aliens for part of the year.

. The residency starting date depends on the residency test under

which an alien qualifies. In some circumstances, an alien who
meets the substantial presence in the year immediately following
the year of arrival, but doesn’t qualify as a resident in the year of
arrival, can choose to be treated as a resident for part of the year
of arrival.

. Certain nonresident aliens or dual-status aliens can make an

election to be treated as resident aliens for the entire tax year.
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Class Exercise

Exercise 4

Determine the status of the individuals below as of the end of 2008,
without regard to tax treaties. Then determine whether or not they are
dual-status for 2008.

1.

Yang Sang, an alien from Belgium, is employed by the U.N. and
was assigned to work in New York at the U.N. Headquarters and
remained there for 5 years. On June 6, 2008, he was transferred to
Belgium.

Answer:

Stephanni, an alien from Austria, entered the U.S. on an H-1 visa
with a musical group in October 2007. The group was engaged for
an 8-month concert tour, and returned to New Zealand in May
2008.

Answer:

Lauren entered the U.S. in June 2008 on a B-2 visa. In September
2008, she obtained a B-1 visa and began working in her
profession. She has been renewing her B-1 visa every 90 days
while attempting to obtain an immigrant visa.

The B-2 visa is issued to visitors for pleasure. An alien in B-2
status is not permitted to be paid in any way from a U.S. source.
The B-1 visa (visitor for business) is available to scholars planning
to pay short visits to one or more campuses. It is not intended for
use by a scholar accepting any type of formal academic
appointment for a term or longer.

Answer:

Continued on next page
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Class Exercise, Continued

Exercise 4
(continued)

Determine the status of the individuals below as of the end of 2008,
without regard to tax treaties. Then determine whether or not they are
dual-status for 2008.

4. Rick is a citizen of Canada. He lives in Windsor, Canada and has a

border-crossing visa, which permits him to work in Detroit,
Michigan. He commutes daily across the border.

Answer:

. Robert is also a citizen of Canada. He entered the United States in

April 2008 to attend the University of Southern California to obtain
a teaching degree. He obtained an immigrant visa and intended to
remain in the U.S. after graduation.

Answer:

. Richard, a citizen of Germany, entered the United States in May

2008 on an H-3 visa as an industrial trainee under a program
conducted by a United States corporation that requires living in the
U.S. for approximately 4 months.

Answer:

Continued on next page
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Class Exercise, Continued

Exercise 4
(continued)

Determine the status of the individuals below as of the end of 2008,
without regard to tax treaties. Then determine whether or not they are
dual-status for 2008.

7. Change the facts in #6 on the previous page. At the end of the

fourth month, Richard was offered a permanent position with the
company. He accepted the offer and applied for and obtained an
immigrant visa from Immigration authorities.

Answer:

. Bill, a subject of the United Kingdom, entered the United States in

February 2008 on an immigrant visa and intended to remain 5
years. Due to personal problems, he had to return to the United
Kingdom permanently in December of the same year. He did not
relinquish his immigrant visa on departure.

Answer:

. Clare entered the United States April 2008 on an F-1 visa to study

in a 2 year program at a U.S. university. On December 10, 2008,
Clare returned to Japan permanently due to personal reasons.

Answer:
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Handout 3-A, Types of Visas and Their Relationship to Alien

Status

Category 1 —
Immigrants

For immigration purposes, aliens may be grouped into four categories:

Immigrants
Non-immigrants
Parolees

lllegal entrants

i

Understanding of the type of visa under which an alien entered the
U.S. is important in helping to determine status. We will discuss each
category separately. We will also discuss residence and non-
residence as it applies to each category.

An alien who enters the U.S. on an immigrant visa is admitted for
permanent residence. This type of alien is issued an immigrant card,
often referred to as a “green card”. There are no restrictions regarding
the kind or amount of work which an immigrant may perform in the
U.S. Upon the expiration of five years of continuous residence, during
which period he is not absent from the U.S. for a continuous period
exceeding one year, an immigrant alien is eligible for naturalization.
He ceases to be an alien and becomes a citizen when admitted to
citizenship by final order of Naturalization Court.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — Non-immigrants are generally nonresident aliens admitted temporarily
NO"-_ for specific purposes and periods of time. The visa symbols begin with
Immigrants A and end with L.

e AVisa

An alien ambassador, public minister, career diplomatic or
consular officer, or other official or employee of a foreign
government and his immediate family, and his household and
personal servants may enter the U.S. on an A visa. He is admitted
on this visa if:

1. he is accredited by a foreign government “recognized de jure by
the United States”, and

2. he is accepted by the President or the Secretary of State.

The A-1 visa is called the “diplomatic” visa and is the only visa that
extends full diplomatic immunity to the holder. An alien admitted
on an A-1 visa is admitted for the duration of the period for which
he is recognized by the President or the Secretary of the State as
being entitled to that status. Aliens admitted to the U.S. on an A-1,
A-2 or A-3 visa are considered nonresident alien individuals for
income tax purposes. Exceptions to this rule arise rarely. One
exception can arise when a wife becomes estranged or divorced
from her husband and remains in this country but not as a part of
his immediate family. In such a case, she may lose her status as a
nonresident alien despite the fact that she retains her diplomatic
visa. In most cases, she would lose her diplomatic visa.

1. A-1 - The A-1 non-immigrant visa is provided to diplomats
representing a foreign government inside the United States.
Spouses and dependents are also eligible for the visa. A-1 visa
holders generally hold diplomatic status recognized by the U.S.
State Department, and are therefore exempt from United States
income and other Federal taxes on all compensation received
from their foreign government employer under the Vienna
Convention on Diplomatic Relations.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 - 2. A-2 — The A-2 non-immigrant visa is provided to officials

I":r?rrr‘" rants representing a foreign government inside the United States.

(Conﬁ%ued) Spouses and dependents are also eligible for the visa. A-2 visa
holders do not hold diplomatic status recognized by the U.S.
State Department; therefore, they receive no exemption from
United States income taxes under the Vienna Convention on
Diplomatic Relations. However, depending on the particular
taxation agreements currently in effect between the United
States and the A-2 visa holder’s employing country, A-2 visa
holders may receive exemption from United States income
taxes on compensation received from their foreign government
employer under Internal Revenue Code § 893 (if the U.S. State
Department has accorded § 893 certification to that country in
response to the country’s application), an income tax treaty,
and/or a consular agreement (which would affect only
employees performing consular functions in the United States).

Note that A-2 visa holders are generally considered nonresident
for tax purposes, and therefore must file Form 1040NR rather
than Form 1040. As “foreign-government-related individuals”,
they may not elect to be considered a United States resident
under the substantial presence test, since the period of their
employment by a foreign government in the United States is
considered “exempt” from this test. However, if a nonresident
A-2 visa holder is married to a United States resident at the end
of the tax year, the couple may elect to file a joint resident (i.e.,
Form 1040) tax return.

A-2 visa holders are not authorized to secure employment with
entities other than their sponsoring foreign government.

3. A-3 - The A-3 non-immigrant visa is provided to employees of
A-1 and A-2 visa holders. Spouses and dependents are also
eligible for the visa. A-3 visa holders do not hold diplomatic
status recognized by the U.S. State Department; therefore, they
receive no exemption from United States income taxes under
the Vienna Convention on Diplomatic Relations.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — Note that A-3 visa holders are generally considered nonresident for
NO"-_ tax purposes, and therefore must file Form 1040NR rather than
Immigrants Form 1040. However, they may elect to be considered as residents

(continued) for tax purposes if they qualify under either the substantial

presence test or “nonresident spouse treated as a resident” test.

A-3 visa holders are not authorized to secure employment with
entities other than their sponsoring foreign-government-related
employer.

e B Visa

The B visa is also referred to as the “visitor’s visa”. The
classification of temporary visitors is subdivided into two visa
categories: B-1 (visitors for business) and B-2 (visitors for
pleasure). Both categories are admitted for an initial period of 6
months with extensions of temporary stay in increments of not
more than 6 months. Immigration law requires that a B visa alien,
at the time of entry, have a residence in a foreign country which he
has no intention of abandoning. An alien admitted to the U.S. as a
temporary visitor cannot work as an employee, for either

a domestic or a foreign employer. Usually the B visa alien is
present in the U.S. to take a vacation or to undertake some activity
with respect to his investment property.

As you can see from the nature of a B visa individual’s stay in the
U.S., he is usually a nonresident alien. However, the courts have
held, in certain rare instances, that individuals admitted to the U.S.
on a B visa may be considered resident aliens.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 —
Non-
Immigrants
(continued)

C Visa

The C visa is given to an alien in immediate and continuous transit
through the U.S., or an alien who qualifies as a person entitled to
pass in transit to and from the United Nations headquarters. In
most cases, such an alien must depart from the U.S. within 10
days of his arrival. In no event can the period of stay of an alien in
transit exceed 20 days. Aliens admitted to the U.S. under the visa
symbols C-2 and C-3 are considered nonresident alien individuals
for tax purposes.

D Visa

Alien crewman serving aboard a vessel or aircraft of foreign
registry, including a foreign ship, are given D visas permitting them
to land temporarily in the U.S. and depart aboard the vessel or
aircraft. The D visa is, in fact, no more than a conditional landing
permit. It does not entitle the holder to apply for a permanent
resident status, or to remain in the U.S. for a continuous period of
longer than 29 days. Alien crewmen admitted to the U.S. on a D
visa are nonresident aliens for income tax purposes in the
absence of exceptional circumstances.

E Visa

A “treaty trader” or “treaty investor” is an alien businessman who
enters the U.S. on an E visa “under and in pursuance of the
provisions of the treaty of commerce and navigation between the
United States and the foreign state of which he is a national”.
These treaties contain so-called “establishment provisions”
creating, on a reciprocal basis, the right of citizens of each country
to establish and carry on business activities within the other.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — The spouse and minor children of an alien admitted on an E visa
NO"-_ likewise would be admitted on E visas when they accompany him
Immigrants or follow to join him. The immigration status of the spouse and
(continued) minor children therefore are dependent on the status of the

husband. A treaty trader is admitted to the U.S. for an initial period
of 1 year with the right of renewal for 1 year at a time.

e F Visa

The F visa is issued only to an alien student who has already been
accepted as a matriculated student by an accredited educational
institution approved by the Attorney General.

Before being admitted on an F visa, the student must prove that
he has sufficient financial support to enable him to live in the U.S.
without accepting employment. For this purpose, on-campus
employment pursuant to the terms of a scholarship or fellowship is
regarded as part of the academic program of a student taking a
full course of study and not as employment. The student must, if
required by the admitting INS officer, post a $500 bond
guaranteeing his return at the completion of his studies. The initial
period of stay of an F visa alien is limited to 1 year subject to
yearly renewals as needed to complete a course of study or to
obtain a degree. The spouse and minor children of an F visa
student may be admitted on visas provided the student can
support them.

There are two exceptions to the general rule that an F visa student
may not accept or continue employment in the U.S.:

1. He may accept part-time employment because of economic
necessity due to unforeseen circumstances arising subsequent
to entry; or

2. He may accept or continue employment (other than on-campus
employment) in order to obtain practical training in his field of
study if he can show that training would not be available to him
in the country of his foreign residence.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 - Permission to accept employment is seldom granted and, if
Non- granted, for no more than 6 to 12 months at a time.
Immigrants

(continued) e G Visa

Aliens who are representatives of a foreign government or an
international organization covered by the International
Organization Immunities Act (for example, the United Nations) and
members of their immediate families are admitted to the U.S. on a
G visa. A G visa alien is admitted for an initial period of 1 year,
subject to renewal without limitation for successive periods of 1
year upon the request of the international organization. As in the
case of the A visas and the C visas, individuals admitted to the
U.S. on a G visa are considered nonresident aliens for income tax
purposes in the absence of exceptional circumstances.

e H Visa

An alien coming to the United States to work for a temporary
period of time is admitted on an H visa. The Immigration Reform
and Control Act of 1986 and the Immigration Act of 1990, as well
as other legislation, revised existing classes and created new
classes of nonimmigrant admission. Non-immigrant temporary
worker classes of admission are as follows:

1. H-1B — workers with “specialty occupations” admitted on the
basis of professional education, skills, and/or equivalent
experience. The H-1B visa program is used by some U.S.
employers to employ foreign workers in specialty occupations
that require theoretical or technical expertise in a specialized
field and a bachelor's degree or its equivalent. Typical H-1B
occupations include architects, engineers, computer
programmers, accountants, doctors and college professors.
The H-1B visa program also includes certain fashion models of
distinguished merit and ability and up to 100 persons who will
be performing services of an exceptional nature in connection
with Department of Defense (DOD) research and development
projects or co-production projects.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — 2. H-1B1 - a national of Chile or Singapore coming to the United

I":r?rrr‘" rants Sta.tes to work temporarily in a specialty occupation. The law

(Conﬁ%ued) defines an H-1B1 specialty occupation as a position that
requires theoretical and practical application of a body of
specialized knowledge. The beneficiary must have a bachelor's
degree or higher (or equivalent) in the specific specialty.

3. H-1C — registered nurses to work in areas with a shortage of
health professionals under the Nursing Relief for
Disadvantaged Areas Act of 1999.

4. H-2A —temporary agricultural workers coming to the United
States to perform agricultural services or labor of a temporary
or seasonal nature when authorized workers are unavailable in
the United States.

5. H-2B — The H-2B visa category allows U.S. employers in
industries with peak load, seasonal or intermittent needs to
augment their existing labor force with temporary workers. The
H-2B visa category also allows U.S. employers to augment their
existing labor force when necessary due to a one-time
occurrence which necessitates a temporary increase in
workers. Typically, H-2B workers fill labor needs in occupational
areas such as construction, health care, landscaping, lumber,
manufacturing, food service/ processing, and resort/hospitality
services.

6. H-3 — The H-3 non-immigrant visa category is for aliens who
are coming temporarily to the U.S. to receive training (other
than graduate medical education or training). The training may
be provided by a business entity, academic, or vocational
institute. The H-3 non-immigrant visa category also includes
aliens who are coming temporarily to the U.S. to participate in a
special education training program for children with physical,
mental, or emotional disabilities.

7. H-4 — spouses and children of individuals admitted to the U.S.
on an H-1, H-2, or H-3 visa.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — The period of time for which they are admitted is fixed by the
Non- admitting INS officer. An applicant for an H-type visa must be
Immigrants obtained from a U.S. sponsor a “visa petition” to which are

(continued) attached certifications, affidavits, degrees, diplomas, writings,

reviews, and any other evidence attesting to the fact that the
applicant is a person of distinguished merit and ability and that the
services the applicant is to perform require a person of such merit
and ability. Although the period of time for which an H-1 visa
holder is admitted into the U.S. is fixed by the admitting INS
officer, the residence status of these aliens must be determined
under the criteria of Treas. Reg. § 1.7701(b).

An alien may enter the U.S. on an H-2 visa as an unskilled worker,
domestic servant, or agricultural or factory laborer, “if unemployed
persons capable of performing such service or labor cannot be
found in this country”. A petition for an H-2 visa must be filed by
the sponsor of the H-2 visa applicant and be supported by a
certification from the Secretary of Labor stating that “qualified
persons in the United States are not available and that the
employment of the beneficiary will not adversely affect the wages
and working conditions of workers in the United States similarly
employed”. An H-2 visa alien is admitted to this country for an
initial period of 1 year, subject to renewal for successive 1-year
periods up to 3 years of unbroken stay in the U.S. Since there are
no rulings specifically applicable to H-2 visa holders, the resident
status of these aliens must be determined under the criteria of
Treas. Reg. § §1.7701(b). An alien business or industrial trainee
can enter the U.S. on H-3 visa. In order to enter on an H-3 visa, an
alien must qualify as an alien “who is coming temporarily to the
United States as an industrial trainee”. While the period of stay of
an H-3 trainee is limited to a definite period by Immigration and
Nationality Act, the regulations under the Act do not prescribe a
time limitation applicable to all H-3 trainees. The period of stay is
fixed by the admitting INS officer on a case-by-case basis.
Normally these individuals are admitted for less than 1 year and
are nonresident aliens.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 —
Non-
Immigrants
(continued)

| Visa

Alien representatives of the foreign press, radio, film or other
foreign information media enter the U.S. on an | visa. An alien with
an | visa is admitted into the U.S. for an initial period of 1 year,
subject to renewal for successive 1-year periods. The spouse and
minor children of an | visa alien must enter the U.S. on a B visa as
temporary visitors. The INS regulations impose a condition on the
| visa which is unique to this category: The admission of an alien
of the class defined in § 101(a) (15) (l) of the Immigration and
Nationality Act of 1952 is an agreement by the alien not to change
the information media or his employer until he obtains permission
to do so from the District of the Immigration and Naturalization
Service.

J Visa

An alien professor or teacher enters the U.S. on a nonimmigrant J
visa. In order to enter on a J visa, he must qualify as a teacher or
professor who is coming temporarily to the United States as a
participant in a program designated by the Secretary of State, for
the purpose of teaching, instructing, or lecturing”. These
individuals are commonly referred to as “exchange visitors”. An
alien professor or teacher temporarily present in the U.S. ona J
visa is admitted for an initial period of 2 years. There are no
rulings specifically applicable to J visa professors and teachers. J
visa students are affected by the same rules that apply to F visa
students.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 —
Non-
Immigrants
(continued)

K Visa

An alien who enters the U.S. solely to conclude a valid marriage
with a U.S. citizen or resident (green card holder) within 90 days
after entry enters the U.S. on a K visa. Minor children of the alien
also enter on a K visa. The entering alien acquires the domicile of
his spouse. If the alien lives with his spouse in the U.S. or
otherwise declares his intention to reside permanently in the U.S.,
he is a resident alien from the date of initial entry. If the alien does
not reside in the U.S. or otherwise declares his intention not to
reside permanently in the U.S., he is a nonresident alien.

L Visa

The L visa alien is commonly known as an “intra-company
transferee”. If an alien has been employed abroad in a capacity
that is managerial, executive, or involves specialized knowledge,
and he is transferred by his foreign employer to a U.S. branch or
subsidiary to work in the same capacity in this country, he and his
spouse and minor children accompanying or following to join him
may enter on a J visa.

Continued on next page
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — Non-Immigrants (continued)

Class Description PRA*
M-1visa | Nonacademic student* legal alien not allowed to work N
M-2 Spouse or child of M-1 alien legal alien not allowed to work N
NATO-1 NATO officer, legal alien allowed to work N
NATO-2 | representative/personnel legal alien allowed to work N
NATO-3
NATO-4 | Spouse/child of principal NATO 1, legal alien not allowed to work N
NATO-5 |NATO-2, NATO-3, NATO-4, NATO-S, | i alien not allowed to work N

NATO-6 alien 9
NATO-6 legal alien not allowed to work N
NATO-7 attendant/servant/personal employee N
of principal
NATO-1, 2, 3, 4, 5, 6 alien
Spouse/child of NATO=7 legal alien not allowed to work N
N-8 Parent of an alien granted permanent | legal alien not allowed to work
residence
N-9 Child of an alien granted permanent legal alien not allowed to work N
residence
O-1 Alien with extraordinary ability in legal alien allowed to work N
science, arts, education, business, or
athletics
0-2 Alien accompanying O-2 legal alien allowed to work
0-3 Spouse/child of O-1 or 2 legal alien not allowed to work
P-1 Internationally recognized athlete or legal alien allowed to work N
entertainer in an internationally
recognized group
P-2 Artist or entertainer in an exchange legal alien allowed to work N
program
P-3 Artist or entertainer in a culturally legal alien allowed to work N
unique program
P-4 Spouse/child of P-1, P-2 or P-3 alien legal alien not allowed to work N
* PRA indicates a Permanent Resident Alien
(Table continued on following page)

Continued on next page

International Technical Training 2-46

38461-102

Participant Guide
Created 5/11



Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 2 — Non-Immigrants (continued)

Class Description PRA*
Q-1 International Cultural exchange visitor legal alien allowed to work N
Q-2 Irish Peace Process Cultural and Training | legal alien allowed to work N
Program

Q-3 Spouse/child of Q-3 legal alien not allowed to work N

R-1 Religious worker with nonprofit religious legal alien allowed to work N
organization

R-2 Spouse/child of R-2 legal alien not allowed to work N

S-5 Alien supplying information relating to a legal alien not allowed to work N
criminal organization or enterprise

S-6 Alien supplying information relating to legal alien not allowed to work N
counterterrorism

S-7 Spouse/child of S-5 or S-6 legal alien not allowed to work N

TC Professional business person from legal alien allowed to work N
Canada (Free Trade Agreement)

TD Spouse/child of TN legal alien allowed to work N

TN Professional business person from legal alien allowed to work N
Canada or Mexico (North American Free
Trade Agreement)

Asylee Alien granted asylum under Section 208 of | legal alien not allowed to work N
the INA

CFA/FSM Alien is a citizen of Micronesia legal alien allowed to work Y

CFA/MIS Alien is a citizen of Republic of Marshall legal alien allowed to work Y
Islands

CFA/PAL Alien is a citizen of the Republic of Palau | legal alien allowed to work

Cuban/ Alien entered as a refugee/ conditional legal alien allowed to work N

Haitian before 4-1-1980

entrant

* PRA indicates a Permanent Resident Alien

Parolee Alien paroled into the U.S. temporarily legal alien not allowed to work N

Refugee Alien admitted pursuant to Section 207 legal alien allowed to work

of the INA
TPS Alien granted temporary protected status | legal alien allowed to work N
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Handout 3-A, Types of Visas and Their Relationship to Alien
Status, Continued

Category 3 — The third category consists of aliens who are not legally admitted into

Parolees the U.S. but who are paroled into the U. S. at the discretion of the
Government. These aliens are referred to as “parolees”. Most of the
aliens who are paroled into the U. S. rather than admitted under one of
the sections of the Immigration and Nationality Act are refugees.

Category 4 - A substantial number of individuals are present in the U.S. in violation

lllegal Entrants of the immigration laws. When such individuals are apprehended, they
are subject to deportation. The departing alien tax procedure, which
involves an administrative determination as to residency status, is part
of the deportation process. All illegal entrants are wanted by the
Immigration and Naturalization Service.
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Form 8833, Treaty-Based Return Position Disclosure Under
§ 6114 or 7701(b)

) 8833 Treaty-Based Return Position Disclosure

arm . _
e Ty Under Section 6114 or 7701(h) OMB No. 1545-1354
Drepartment of the Treasury

Intemal Fevenus Service P Attach to yvour tax return.

Attach a separate Form 8833 for each treaty-based return position taken. Failure to disclose a treaty-based return position may
result in a penalty of $1,000 ($10,000 in the case of a C corporation) (see section 6712).
MName U.5. taxpayer identifying number

Address in country of residence Address in the United States

Check one or both of the following boxes as applicable:

® The taxpayer is disclosing a treaty-based return position as required by sectione114 . . . . . . . . . . . . .» ]
o The taxpayer is a dual-resident taxpayer and is disclosing a treaty-based return position as required by
Regulations section 301.7701(b)-7 . . . . . . . . . L. L L L s s ]
Check this box if the taxpayer is a U.S. citizen or resident or is incorporated in the United States . . . . . . . . .»[]
1  Enter the specific treaty position relied on: 3 Name, identifying number (if available to the taxpayer), and
a Treaty COUMFY oo address in the United States of the payor of the income (if
b Article(s) fired or determinable annual or periodical). See instructions.

2 List the Internal Revenue Code provision(s) overruled or
modified by the treaty-based return position

4 List the provision(s) of the limitation on benefits article (if any) in the treaty that the taxpayer relies on to prevent application
of that article »

5 Explain the treaty-based return position taken. Include a brief summary of the facts on which it is based. Also, list the nature
and amount (or a reasonable estimate) of gross receipts, each separate gross payment, each separate gross income item, or
other item (as applicable) for which the treaty benefit is claimed ...

For Paperwork Reduction Act Notice, see page 3. Cat. Mo. 14895L Form B833 (Rev. a-2008)
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Form 8840, Closer Connection Exception Statement for
Aliens

8840 Closer Connection Exception Statement for Aliens | ©MB No. 15450074
o > Attach to Form 1040NR or Form 1040NR-EZ. ) : f
For the year January 1—December 31, 2008, or other tax year Att{;_chmant

Departmant of the Treasury o )

ntemal Revenus Servica beginning , 2008, and ending , 20 .| =equence No. 101

[f'our first name and initial Last name Your LS. tapayer identification number, if any
Address in country of residence Address in the United States

Fill in your
ddresses only if
ou are filing this
orm by itself and
ot with your U.S.

General Information

1 Type of U.S. visa (for example, F, J, M, etc.) and date you entered the United States » ____________
2 Of what country or countries were you a citizen during the tax year? __ _____
3 What country or countries issued you a passport?
4 Enter your passport MU ) B e e e e e e e e e
5 Enter the number of days you were present in the United States during:

2008 2007 2006
6 During 2008, did you apply for, or take other affirmative steps to apply for, lawful permanent r95|den1

status in the United States or have an application pending to change your status to that of a lawful

permanent resident of the United States (see instructions)? . . . . . . . . . . . . . . (1 Yes [1 No

=3[}  Closer Connection to One Foreign Country

7 Where was your tax home during 20087

8 Enter the name of the foreign country to which you had a closer connection than to the United States during 2008

Next, complete Part Vonthepack.
2=ggll}  Closer Connection to Two Foreign Countries

9  Where was your tax home on January 1, 20087 e e e e e o e
10 After changing your tax home from its location on January 1, 2008, where was your tax home for the remainder of 20087

[11  Did you have a closer connection to each foreign country listed on lines 9@ and 10 than to the United
States for the period during which you maintained a tax home in that foreign country? . . . . . (] Yes [J No

If “No,” attach an explanation.

[12 Woere you subject to tax as a resident under the internal laws of (a} either of the countries listed on lines
9 and 10 during all of 2008 or (b) both of the countries listed on lines 9 and 10 for the penod durmg

which you maintained a tax home in each country? . . . . [] Yes [] No
13  Have you filed or will you file tax returns for 2008 in the counmes I|sted on Ilnes a and 10'?‘ ... ] Yes [] No

If “Yes” to either line 12 or line 13, attach verification.

If “No” to either line 12 or line 13, please explain b .

Next, complete Part Vontheback.
For Paperwork Reduction Act Notice, see page 4. Cat. No. 15829P Form 8840 (2008
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Form 8843, Statement for Exempt Individuals and Individuals
with a Medical Condition

8843 Statement for Exempt Individuals and Individuals SO
o With a Medical Condition 2008

For use by alien individuals only.

Departmant of the Treasury For the year January 1 —December 31, 2008, or other tax year Attachment

Intamal Revenus Sanvice beginning . 2008, and ending , 20 . Seqguence Mo. 102
Your first name and initial Last name Your LS. taxpayer identification number, i any
Fill in your Address in country of residence Address in the United States

addresses only if
you are filing this
form by itself and
not with your tax
return

General Information

1a Type of U.S. visa (for example, F, J, M, Q, etc.) and date you ertered the United States ™ ___________ ..
b Current nonimmigrant status and date of change (see instructions) »____________ .

2 Of what country were you a citizen during the tax year?

3a What country issued you a passport? ___________________
b Enter your passport number » __________________

4a Enter the actual number of days you were present in the United States during:

2008 2007 2006
b Enter the number of days in 2008 you claim you can exclude for purposes of the substantial presence test »

Part 1l Teachers and Trainees
5 Enter the name, address, and telephone number of the academic institution you attended during 2008 »_____________________.

6 Enter the name, address, and telephone number of the director of the academic or other spemallzed program you partlmpa‘[ed
in during 2008 »

7  Enter the type of U.S. visa (J or Q) you held during: » 2002 2003
2004 2005 2006 2007 . If the type of visa you held during any
of these years changed, attach a statement showing the new visa type and the date it was acquired.

8 Were you present in the United States as a teacher, trainee, or student for any part of 2 of the & prior
calendar years (2002 through 2007)? . . . . - . . . . . OYes [ No

If you checked the “Yes” box on line 8, you cannot exclude days 01 presence as a Teacher or trainee
unless you meet the Exception explalned on page 3

Part 11l Students

9  Enter the name, address, and telephone number of the academic institution you attended during 2008®» _____________________

10 Enter the name, address, and telephone number of the director of the academic or other spemallzed program you part|<:|pa‘[ed
in during 2008 »

11 Enter the type of U.S. visa (F, J, M, or Q) you held during: » 2002 2003
2004 2005 2006 2007 . If the type of visa you held during any
of these years changed, attach a statement showing the new visa type and the date it was acquired.
12 Woere you present in the United States as a teacher, trainee, or student for any par‘[ of more than 5 calendar
years? . . . . . . O Yes [ MNo
If you checked The “Yes box on Ilne 12 ymu must prowde squ|<:|ent facts on an attached statemen‘[ to
establish that you do not intend to reside permanently in the United States.
13 During 2008, did you apply for, or take other affirmative steps to apply for, lawful permanent resident
status in the United States or have an application pendmg to change your status to that of a lawful
permanent resident of the United States? | | e e e e e e e e e e . .. ... OYes O Ne
14  If you checked the “Yes” box on line 13, explain b .

For Paperwork Reduction Act Notice, see page 4. Cat. No. 17227H Form 8843 (2008
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Glossary

Passport: Any travel document issued by a competent authority
showing the bearer's origin, identity, and nationality (if any), which
is valid for admission of the bearer into a foreign country.

Real property income choice: A nonresident alien who owns or
has an interest in U.S. real property (not effectively connected) that
is held for the production of income may choose to treat all income
derived from that property as effectively connected.

Sailing permit: see “Certificate of Compliance”.
Tax clearance: see “Certificate of Compliance”.

Termination assessment: A tax assessment made when the
district director determines that an alien's departure jeopardizes the
collection of income tax for the current or preceding taxable year.

In such an assessment, the taxable period of the alien is
terminated and he or she is required to file returns and pay the tax
liability.
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PowerPoint Notes

Slide 0 .
Lesson 2 — Alien Status
International Technical Training
Slide 1 .
Objectives
At the end of the lesson, you will be
able to determine the status of:
* Nonresident Aliens
* Resident Aliens
* Dual-Status Aliens
Slide 2 . ,
Nonresident Alien
A nonresident alien is an individual
who is neither a U.S. citizen nor a
resident of the U.S.
Continued on next page
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PowerPoint Notes, Continued

Slide 3

Resident Alien

A resident alien is an individual who
is not a U.S. citizen, but who meets

either the “green card” test or the
substantial presence test.

23

Slide 4

Dual —Status Alien

A dual-status alien is an individual
who changes status during the year

either from nonresident to resident or

from resident to nonresident.

24

Slide 5 Resident Alien: Green Card Test

* An alien, who has an immigrant
visa, or “green card”, is a resident

alien.

* A “green card” is issued by
Homeland Security and lawfully

grants the alien the privilege of
residing permanently in the U.S.

Continued on next page
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PowerPoint Notes, Continued

Slide 6 Resident Alien:

Substantial Presence Test

+ An alien will meet the substantial presence
test if he or she has been present in the

U.S. for at least 183 days during a 3-year
period that includes the current year.

» The 183 days must include at least 31 days

in the current year.
+ A day of presence is any day that an alien

is physically present in the U.S. at any time
during the day.

Slide 7 Substantial Presence |l est:

Computing Days of Presence

» Compute total days of presence by

counting:
- All the days of physical presence in the

current year.
- 1/3 of the days of presence in the first

preceding tax year.
. 1/6 of the days of presence in the second

preceding tax year.

27

Slide 8 Substantial Presence lest —

Exempt Individual

Days for which an alien is an exempt
individual do not count for the

substantial presence test.
Exempt individuals are:

«Individuals temporarily present in the U.S.
because of diplomatic or consular status

*Teachers or trainees under a “J” or “Q” Visa
*Students under an “F”, “J”, “M” or “Q” Visa

*Professional athletes temporarily in the US to
compete in chartable sports events.

28

Continued on next page
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PowerPoint Notes, Continued

Slide 9

Slide 10

Slide 11

Substantial Presence Test
Exception: Closer Connection

An alien is not a resident alien under
the substantial Presence test if he or
she meets all of the following 3
conditions:

1. Is presentin the U.S. for less than 183
days of the current year.

2. Maintains a tax home in a foreign country
during the current year.

3. Has a closer connection to the foreign
country than to the U.S.

29

Closer Connection

An alien has a closer connection to a
foreign country if it is established that
he or she has more significant
contacts with the foreign country.

Residency Starting Date

» The residency starting date for a
“green card” holder is the first day
he is present in the U.S. with a
“green card”.

 For an alien meeting the substantial
presence test, the residency
starting date is his or her first day of
presence in the U.S.
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PowerPoint Notes, Continued

Slide 12

Slide 13

Slide 14

First Year Election

For purposes of meeting either the “green

card" or the substantial presence test an

alien may choose to be treated as a U.S.

resident for part of the year of arrival if he or

she was:

1. Presentin the U.S. for at least 31 consecutive
days in the year of arrival; and

2. Presentinthe U.S. for at least 75% of the
number of days beginning with the first day of
the 31-consecutive day period and ending with
the last day of the year of arrival.

2-12

Residency Ending Date

In the last year of residency, an alien will not
be treated as a U.S. resident after his last
day of presence in the U.S. provided that:

1. For the remainder of the year he has a closer
connection to a foreign country, and

2. Heis nota U.S. resident at anytime during
the next calendar year.
For “green card holders”, the last day of
residency is the last day of lawful permanent
residence.

2-13

Effect of Tax Treaties

* The rules for determining U.S.
residency status do not override tax
treaty definitions of residency.

« If an alien is a resident of a foreign
country under its tax treaty, he or she
may be able to claim treaty benefits
extended to residents of that country.
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PowerPoint Notes, Continued

Slide 15 Special Election to be Taxed as
Resident Alien

Nonresident aliens married to U.S.
citizens or permanent residents can

elect to be taxed as U.S. residents
under IRC 6013(qg).

If an election is made they must:

+ File a joint return in the year of election
 Report their worldwide income.

+ File as a resident until the election is
revoked, terminated or suspended.

Slide 16

Dual-Status Aliens

 Dual-Status aliens are both resident

and nonresident in the same tax
year.

» Generally dual-status tax years for

aliens are the years of arrival and
departure from the U.S.

Slide 17

Summary

1. ltis necessary to determine the status of
aliens, because the status will determine

the rules of taxation.
2. For tax purposes, there are three types of

alien status: resident, nonresident and
dual-status.

3. Resident aliens must meet one of two
tests:

* The “green card” test”
* The substantial presence test.

Continued on next page
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PowerPoint Notes, Continued

Slide 18

Slide 19

Summary (continued)

. The substantial presence test is based on

days of physical presence in the U.S.

. Some aliens that meet the “closer

connection” exception will be nonresident.

. Dual-status aliens are both resident and

nonresident in the same tax year.

. The residency starting date depends on the

residency test under which an alien qualifies.

. Certain nonresident aliens or dual-status

aliens can make an election to be treated as
resident aliens for the entire tax year.

2-18

Objectives

You are now able to determine the
status of:

Nonresident Aliens
Resident Aliens
Dual-Status Aliens
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International Technical Training

Chapter 3
Taxation of Nonresident Aliens

Table of Contents
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7

Overview

Introduction

The first step in taxation of aliens is to determine their status. Once
the nonresident alien status is determined, the next step is to analyze
the income that will be taxed by the U.S. Generally, the nonresident
alien is taxed only on U.S. source income — either at graduated rates
or at a flat percentage.

Certain tax treaty provisions may also affect the taxation of an alien.

Furthermore, the nonresident spouse of a U.S. citizen or resident alien
may elect to be taxed as a resident under IRC § 6013(g).

The nonresident alien is required to report his income on Form
1040NR.

Objectives At the end of this lesson, the student will be able to:
¢ Determine whether a nonresident alien’s income is effectively or
not effectively connected with the conduct of a trade or business in
the U.S.
e Correctly compute tax for a nonresident alien.
International Technical Training 3-2 Participant Guide
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Definitions

M Effectively connected income: income, other than certain
investment income, earned from sources within the United States
while engaged in a U.S. trade or business.

M Not effectively connected income: income that does not meet
the criteria to be effectively connected.
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Effectively and Not Effectively Connected Income

Reading Read IRC §§ 864(c) (1), 871(a) (1), 871(b), 864(c) (6), and 864(c) (7).
Assignment

e

One of the most important concepts involved in taxation of nonresident
aliens is whether their income is or is not effectively connected with
the conduct of a U.S. trade or business during the taxable year.

In general, the U.S. taxes nonresident aliens only on their U.S. source
income. Therefore, you must determine the total U.S. source income
before proceeding in the computation of tax.

The U.S. has two methods of taxing the U.S. source income of
nonresident aliens. The income is taxed either: 1) on gross income at
a flat rate of 30% or lower tax treaty rate; or 2) on net income using
graduated tax rates schedules.

Effectively connected income is taxed on net at the graduated rates.
Not effectively connected income is taxed on gross at the flat rate. The
flat rate is 30%, but some tax treaties provide for a lower rate on
specified income items.

Income from a trade or business in the U.S. is effectively connected
income. Activities that constitute being engaged in a U.S. trade or
business include:

1. performing personal services in the U.S. for wages, salaries, fees,
tips, bonuses, honoraria, commissions, etc. This includes income
received in the year the services are performed as well as income
for services received in a later year;

2. owning and operating a business in the U.S. which involves the
sale of services, products, or merchandise in the ordinary course of
business. If the business ceases to exist, income or gain from the
sale of any property connected with the business is considered
effectively connected for a period of 10 years from the date of
cessation;

3. being a member of a partnership that is engaged in a business in
the U.S. (It is not necessary that the alien actually be present in the
u.S);

Continued on next page
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Effectively and Not Effectively Connected Income, Continued

Reading
Assignment

e

4. being the beneficiary of an estate or trust that is engaged in U.S.
business; and

5. trading in securities. (Aliens are not engaged in a trade or business
in the United States if they are trading in stocks, securities, and
commodities through a U.S. resident broker or other agent unless
they have a U.S. office or other fixed place of business at any time
during the tax year through which, or by direction of which, they
carry out their transactions. If the transactions are for their personal
account, the transactions are generally not “effectively
connected”).

If you are engaged in a trade or business in the U.S., you will have
income (gain or loss) that is “effectively connected.” This income,
along with other income from U.S. sources, other than investment
income, is generally treated as effectively connected income. It is also
possible that some income from foreign sources may be effectively
connected with a trade or business in the U.S. When making a
determination whether income is or is not effectively connected, all
factors concerning the receipt of the income must be taken into
consideration. For additional information regarding factors to consider
when determining whether income is effectively connected read
Treas. Reg. §§ 1.864-2(c) (1) and 1.864-2(c) (2) (i).

Read Treas. Reg. §§ 1.864-2(c) (1) and 1.864-2(c) (2) (i).

Example 1

Edward is a nonresident alien who worked in the U.S. for 6
months as an employee of a U.S. company. His income from that
job was effectively connected. Edward received dividends of $800
from a different U.S. corporation while he was in the U.S. The fact
that he was engaged in a trade or business in the U.S. by virtue of
his employment does not make his dividend income effectively
connected since it was unrelated to his income as an employee.

Continued on next page
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Effectively and Not Effectively Connected Income, Continued

Reading Read Treas. Reg. §§ 1.864-2(c) (1) and 1.864-2(c) (2) (i).
Assignment

e

Example 2

Roderick is an alien engaged in a manufacturing business. His
business has branches abroad and in the U.S. He maintains a
factory at one of his U.S. branches. Roderick hires a brokerage
house in the U.S. to manage securities, which are purchased with
funds from general surplus reserves. The brokerage house is
instructed to deposit all income and gains from these securities
in Roderick’s U.S. bank account. The funds invested in the
securities are not necessary to provide for the present needs of
the U.S. branch. Accordingly, the securities are not held in direct
relationship to the business conducted in the U.S. by Roderick,
and the income and gains are not effectively connected income.

Example 3

“Viola” is a French corporation that manufactures designer
scarves. The corporation maintains a branch in New York City that
acts as the importer and distributor of the scarves manufactured in
France. By reason of these branch activities, “Viola” is engaged in
business in the United States. The branch in the United States is
required to hold a large current cash balance for business
purposes, which varies from time to time because of seasonal
demands. When large cash balances are not required, the branch
invests in U.S. Treasury bills. Since the Treasury bills are held to
meet the present needs of the business conducted in the United
States, they are held in direct relationship to that business.
Therefore, the interest on these bills is effectively connected with
the conduct of the business in the United States.
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Special Rules for Nonresident Aliens

Reading Read IRC § 864(b) (1).
Assignment
Personal A nonresident alien’s U.S. personal service income may be
Services considered foreign source (and, therefore, not effectively connected) if
the individual:
1. is in the United States for a period of time not exceeding a total of
90 days during the tax year; and
2. the personal service income is not in excess of $3,000
compensation for personal services; and
3. the individual is employed by a nonresident firm, individual,
corporation or partnership not engaged in a trade or business
within the United States, or is employed by a foreign office of a
U.S. citizen or resident individual, corporation, or partnership.
The taxpayer must satisfy all three conditions in order for the income
to be considered foreign source. The one condition that most aliens
might not meet is the requirement that they be employed by a
nonresident alien individual, foreign partnership, or foreign corporation
not engaged in trade or business in the U.S. See IRC § 861(a) (3).
Reading Read IRC § 871(i).
Assignment
Interest
@ Key Point:
e The interest earned on certain deposits, which is NOT effectively
connected with a trade or business, is not taxable.
Continued on next page
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Special Rules for Nonresident Aliens, Continued

Pensions

Reading
Assignment

w

Real Income
Property
Election

If a nonresident alien receives pension income from the United States,
the source of the original income must be determined to see how the
pension will be treated. For example, Pierre worked at the U.S.
Embassy in Paris as a foreign service national for 30 years and
retired. He receives a pension from the Department of State. Is this
pension from the United States going to be taxed in the United States?
The answer is no, as Pierre rendered no services in the United States.
If he had, an allocation would have to be made.

Refer to Handout 4-A — Revenue Ruling 79-388.

If an NRA is engaged in a U.S. trade or business during the tax year
because the NRA is performing personal services in the United States,
pension income attributable to that service is effectively connected.

Read IRC § 871(d).

A taxpayer who owns property in the U.S. can elect to have that
income treated as effectively connected and be taxed on net income
at graduated rates even if the taxpayer has not otherwise engaged in
a U.S. trade or business. The nonresident alien need not live in the
U.S. to make this election.

Normally income from rental property in the U.S. owned by a
nonresident alien is considered not effectively connected with a U.S.
trade or business. By making this election, the nonresident alien can
claim expenses of the rental property on Schedule E. Furthermore, a
rental loss created by this election can be used to claim a net
operating loss.

Refer to Treas. Reg. § 1.871-10(c) (2). A nonresident alien taxed at
the flat rate, 30%, is not allowed to deduct rental expenses.

Continued on next page
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Special Rules for Nonresident Aliens, Continued

Reading
Assignment

e

Capital Gains

Reading
Assignment

Capital Losses

Read IRC § 871(a) (2) and
Treas. Reg. §§ 1.871-7 (d) (1) and 1.871-7(d) (2).

U.S. real property capital gains are taxed as effectively connected with
a U.S. trade or business regardless of whether the individual has
revoked the Real Property Income Election or was never in the U.S. A
special tax computation must be made which will be discussed in a
later lesson.

U.S. personal property capital gains that are effectively connected with
a U.S. trade or business are taxed at the graduated rates.

U.S. personal property capital gains that are not effectively connected
with a U.S. trade or business are taxed at the flat 30% or lower tax
treaty rate if the nonresident alien was in the U.S. 183 days or more. If
the nonresident alien was in the U.S. for less than 183 days, the gain
is exempt from U.S. taxation. See IRC § 865.

Read Treas. Reg. § 1.871-8(b) (2) (ii) and 1.871-7(d) (4).

e Effectively Connected to a U.S. Trade or Business

If the nonresident alien is engaged in a U.S. trade or business during
the taxable year and has capital losses directly related to that trade or
business, the losses are allowable. They are reported on Schedule D
and carried to page 1 of the Form 1040NR (to be discussed later in
detail). The losses are included in the graduated rate computation (to
be discussed later).

¢ Not Effectively Connected to a U.S. Trade or Business

If the nonresident alien is not engaged in a U.S. trade or business, his
U.S. capital losses may be used to offset capital gains. However,
losses in excess of gains may not be used. These gains and losses
are reported on the Form 1040NR, page 4.
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Foreign Source Income

Reading
Assignment

e

Read IRC § 864(c) (4).

Certain foreign source income of a nonresident alien can be
considered effectively connected and therefore is taxed at the
graduated rates. The foreign source income involved is limited to three
specific types:

1. Rents, royalties, gains or losses from intangible property located
outside the United States (i.e., patents, copyrights, goodwill).

2. Dividends, interest, and gain or loss from the sale of stocks, notes,
or bonds derived in the conduct of banking or financing business in
the United States.

3. Income, gain or loss from selling outside the United States, but
through a U.S. office, business inventory or stock in trade.

To be covered by these situations, the nonresident alien must have an
office or fixed place of business in the United States, and the income
specified must be attributable to the usual (as distinct from casual)
activities of that place of business. Because nonresident aliens are not
usually taxed on foreign source income, the exceptions should be kept
in mind.

Foreign tax credit usually applies only to U.S. citizens and residents
because the computation of the credit is based on the premise that the
taxpayer is being taxed by the United States on income from foreign
sources that has been taxed by a foreign country. The exceptions
given above probably constitute the only circumstances allowing a
nonresident alien to claim the foreign tax credit.

Continued on next page
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Foreign Source Income, Continued

Exercise 1

Indicate whether the income of each of the NRAs in the following
situations is effectively connected or not effectively connected income:

Effectively Connected? (Yes or No)

a. Trixie Passerby is employed in the United States earning $10,462

wages in 2008.

Yes No

b. Tabitha Persian was a resident alien of the U.S. for 20 years,

employed by a U.S. firm. In 2008, Tabitha retired to Italy on an
annual pension of $4,000 paid by her former employer. She had no
other U.S. income in 2008, and has no intention of ever moving
back to the United States.

Yes No

. Thomas Purring, citizen of Belgium, has never resided in the

United States, but as a crewmember on a merchant vessel, often
stops in New York. He maintains a savings account at the N.Y.
Bowery Bank and received $1,500 in interest from the account in
2008.

Yes No

. Susan Snead, a citizen of Brazil, resided in the U.S. for 4 years.

She quit working on November 30, 2008 and returned to Brazil with
no intentions of returning to the U.S. Susan received her final
paycheck on January 7, 2009.

Yes No
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Form 1040NR

Reading Read Treas. Reg. §§ 1.6012-1(b) (1), (b) (2), and (b) (3).
Assignment

e

Who Must File  Form 1040NR must be filed by the following:
Form 1040NR

1. Nonresident aliens engaged in a trade or business in the U.S. with
U.S. income, even though their gross income may be less than the
personal exemption.

2. Nonresident aliens not engaged in a trade or business in the U.S.
with income, the tax on which was not satisfied by withholding at
source.

3. A representative or agent responsible for filing the return of an
individual described in (1) and (2) above.

4. A fiduciary for a nonresident alien estate or trust.

5. Nonresident aliens who wish to claim the benefit of any deductions
or exemptions.

6. Nonresident aliens making a claim for refund.

Form 1042-S is one of the forms received by nonresident aliens
indicating income tax withheld.

Due Date of Form 1040 NR has a filing date of 4/15/xx if there is compensation
Form 1040NR  subject to withholding on the return. Otherwise, the due date is
6/15/xx.

Continued on next page
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Form 1040NR, Continued

Reading
Assignment

e

Filing Status

Married Filing
as Single

Read IRC §§ 6013(a) (1) and 2(b) (3).

There are limitations on the filing statuses that nonresidents may use.
For this reason, only allowable statuses appear on Form 1040NR. A
nonresident alien can elect under IRC § 6013(g) to be treated as a
resident alien and therefore be eligible to file a joint return. Individuals
making that election would not use Form 1040NR.

Married residents of Canada, Mexico, and U.S. Nationals who are
living apart from their spouses may file as single, if they meet the
following requirements:

1. They pay more than half of the cost of maintaining a home in the
U.S.; and

2. Their spouse did not live in the home during the last 6 months of
the year; and

3. For over 6 months of the year, their home was the principal
residence of their children or stepchildren, who can be claimed as
dependents.

This provision, sometimes referred to as the “abandoned spouse”
provision, also applies to U.S. citizens. Aliens who can qualify for this
provision must be from one of the above mentioned countries because
these are the only aliens who may claim exemptions for their children.
All other married nonresident aliens must file as married and be taxed
under the “married filing separate” rates.

Continued on next page
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Form 1040NR, Continued

Qualifying An alien can claim this filing status only if all of the following conditions
Widow(er) are met:

1.

The nonresident alien was a citizen of Mexico, Canada, South
Korea, or is a U.S. National. If from South Korea, the taxpayer and
his child must have lived in the U.S.

The nonresident’s spouse died during either of 2 prior taxable
years, and the taxpayer has not remarried.

The nonresident has a child or stepchild whom he/she can claim as
a dependent.

The alien’s home in the U.S. was the primary residence of his
dependent child or stepchild for whom an exemption could be
claimed.

The alien filed, or could have filed, a joint return in the year of the
spouse’s death.

The nonresident paid over half the cost of keeping up the home.

Reading Read IRC § 873(b) (3).

Assignment

w

Continued on next page
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Form 1040NR, Continued

Exemptions

Generally nonresident aliens may only claim an exemption for
themselves. However, residents of American Samoa (U.S. Nationals),
Canada, Mexico, or South Korea are allowed additional exemptions.

Exception: Residents of India who were students or business
apprentices may be able to claim an exemption for their spouse
and dependents. (See Publication 519, Article 21(2) of the U.S. —
India Income Tax Treaty, and the Form 1040NR instructions).

Under provisions of the U.S. tax treaties with South Korea,
exemptions for the taxpayer’s spouse and children are prorated on the
basis of the ratio of U.S. source gross income to total gross income for
the entire year. The spouse and children must have lived with the
taxpayer in the United States.

There is no line on Form 1040NR for a taxpayer to make the
computation of the partial exemptions allowable for a South Korean
spouse and children. Taxpayers should attach a separate computation
sheet explaining the partial exemption and showing the computation.
An unexplained partial exemption could otherwise result in a Service
Center correction.

This example shows the explanation and computation that should be
used by citizens of South Korea. Exemption line, page 2, Form
1040NR, should be asterisked (*) and referred to an attached
computation.

Exemptions are prorated under provisions of Article 4 (5) of the U.S.-
South Korean Income Tax Treaty.

Continued on next page
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Form 1040NR, Continued

Example

Effectively
Connected
Income

Adjustments to
Income

Explanation of exemption line, page 2, Form 1040NR 2008:

Only husband was employed in the United States. Wife and one
child accompanied taxpayer to U.S.

$ 6,000 U.S. earnedincome in 2008 (to 3-31-08)
25,000 Korean earned income in 2008 (after 3-31-2008)

$31,000 = Total income earned during 2008
$ 6,000 = 19.35% U.S. earned income

2 exemptions (wife and child) x $3,500.00 (2008 exemption
amount) = $7,000.00 x 19.35% = $ 1,354.50.

Partial exemption allowed for wife and child; full exemption for
taxpayer. Exemptions claimed on Line 37, page 2, Form 1040NR.

$1,354.50 allowed for spouse and child.
$3,500.00 allowed for primary taxpayer.

$4,854.50 total amount for exemptions. Round up $4,855.

Nonresident aliens from Canada, Mexico, or American Samoa can
claim the full exemption for their spouse and children. The shaded
areas on the 1040NR indicate the unallowable exemptions.

Note: If Form 1040NR does not provide a space to claim a filing status
or an exemption, then that item is not allowable.

The first income section of Form 1040NR is effectively connected
income. Income that is not effectively connected income is reported on
page 4 of Form 1040NR.

Adjustments to income include, among others: IRA deduction, student
loan interest deduction, moving expense, self-employed health
insurance deduction, and scholarship and fellowship exclusions.
Itemized deductions include state and local income taxes,
contributions, casualty and theft loss, unreimbursed employee
expenses and miscellaneous deductions.

Continued on next page
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Form 1040NR, Continued

IRA Deduction

Student Loan
Interest
Deduction

Moving
Expenses

Important
Point

Itemized
Deductions

State and Local
Income Taxes

Contributions

A nonresident alien can deduct contributions made to a traditional IRA.
For 2008, the smaller of $5,000 or taxable compensation effectively
connected to the U.S. trade or business can be deducted. If the
nonresident alien was covered by a retirement plan, the IRA deduction
may be reduced or eliminated.

A nonresident alien may deduct interest paid on a student loan.
Certain requirements have to be met in order to deduct it.

A nonresident alien temporarily in the United States earning taxable
income performing personal services can deduct moving expenses.
The deduction is generally limited to moves to or within the United
States or its possessions. In order to take the deduction, provisions of
IRC § 217 would apply.

@ Key Point:

e Animportant point to remember is that once the alien leaves the
U.S., his income will no longer be subject to U.S. tax; therefore, the
moving expense back to the foreign country is not allowable.

Itemized deductions apply only to nonresidents who report effectively
connected income. No deductions are allowed against not effectively
connected income.

Usually this will be the amount withheld as shown on the taxpayer’s
W-2 form.

Only those contributions made to qualified U.S. charities may be
deducted.

Continued on next page
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Form 1040NR, Continued

Casualty and Although the taxpayer must be earning effectively connected income,
Theft Loss the property involved in the casualty does not need to be related to the
income in order to qualify.

For instance, a taxpayer temporarily employed in the U.S. can deduct
a casualty loss on a car used in the U.S., even though the car was not
used in an effectively connected trade or business.

Only property located in the U.S. at the time of the casualty qualifies
for the loss deduction.

Job Expenses  This section is provided for business deductions related to the

and Most Other taxpayer's effectively connected income such as unreimbursed travel

Miscellaneous  gxpenses (discussed next). Other examples are: union dues, safety

Deductions equipment and small tools needed for your work, dues to professional
organizations, subscriptions to professional journals, and tax return
preparation fees.

Travel A nonresident alien may deduct ordinary and necessary travel

Expenses expenses while temporary performing personal services in the U.S.
Generally, a temporary assignment in a single location is one that is
realistically expected to last (and does in fact last) for 1 year or less.

Deductible travel expenses are:

1. Transportation — airfare, local transportation including train, bus,
etc.

2. Lodging — rent paid, utilities (do not include telephone), hotel or
motel room expenses, and

3. Meal expenses — actual expenses allowed if records were kept, or
a standard meal allowance amount depending on the date and
area of the travel.

An expense, or part of an expense, that is allocable to U.S. tax-
exempt income, including income exempt by a tax treaty, cannot be
deducted.

Travel expenses for other members of the family cannot be deducted.

Continued on next page
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Form 1040NR, Continued

Other _ This section should not be overlooked during the examination. Pay
Information particular attention to ltem M, where the taxpayer provided information
Section on any treaty exclusion claimed. The excluded income would not have

been reported in the Income section.

The information furnished by taxpayers in this Other Information
section is very helpful to classification personnel in choosing returns
for audit.
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Tax Computation on Effectively Connected Income

See Form 1040NR, page 2, lines 35-41.

Adjusted gross income is reduced by any itemized deductions to arrive
at taxable income before exemptions. No standard deduction is
allowed (except for students and business apprentices from India as
specified on Publication 519). A nonresident alien with income
effectively connected with a U.S. trade or business must itemize

deductions.
Reading Refer to IRC § 63(c) (6).
Assignment
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Alternative Minimum Tax

Aliens may be subject to alternative minimum tax on gain from the sale
of U.S. real property. A special computation must be done. This is
covered in a later chapter.
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Credits

Nonresident aliens that received effectively connected income may
claim some of the following credits.

Foreign Tax Credit

If an alien receives income from sources outside the U.S. that is
effectively connected with a trade or business in the U.S., a credit may
be claimed for any income taxes paid or accrued to any foreign
country or U.S. possession on that income.

Child and Dependent Care Credit

In order to qualify for the credit, the alien must have paid someone to
care for a dependent under age 13, or a disabled dependent, or a
disabled spouse, so the alien can work or look for work. The amount of
the child and dependent care expense that qualifies for the credit in
any tax year cannot be more than the alien’s earned income from the
United States.

Continued on next page
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Credits, Continued

Form 1040NR Child Tax Credit

Aliens who have qualifying children, i.e., a child, descendant,
stepchild, or eligible foster child who is a U.S. citizen and for whom the
taxpayer may claim a dependency exemption and who is less than 17
years old as of the close of the tax year, are entitled to the child tax
credit.

Payments and Other Credits

The items reported in these sections are much the same as on Form
1040. One important difference is the tax on not effectively connected
income. |t is, of course, added to the tax on effectively connected
income.

Adoption Credit

Taxpayers may claim a nonrefundable credit on Form 8839 of up to
$11,650 for qualified adoption expenses for each eligible child in 2008.
The credit is phased out ratably for taxpayers with a modified adjusted
gross income (AGI) over $174,730 and no credit is allowed to
taxpayers with a modified adjusted gross income of $214,730 or more.
A 5-year carry-forward is provided for the unused portion of such
credit that exceeds the limitation imposed.

Other Credits

An alien may claim any of these other credits:

e Credit for prior year minimum tax — if a mortgage credit certificate
was received from a state or local government.

e Mortgage interest credit — if alternative minimum tax was paid in
the prior year.

e General business credit — usually applies to individuals who are
partners, self employed, or who have rental property.

e (Qualified electric vehicle credit — if a new electric vehicle was
placed in service during the year.
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Other Taxes

Tax on Not
Effectively
Connected
Income

The entire page 4 of Form 1040NR is restricted to various types of not
effectively connected income which are received during the year. The
income is broken down by the rate of tax applicable to that type of
income. Any tax withheld at source on that income is also reported
here. The bottom of page 4 provides a schedule for sales and
exchanges of property that are from U.S sources and not effectively
connected with a U.S. business.

The statutory rate of tax on not effectively connected income is
generally 30%. The 5%, 10% and 15% rates commonly apply to
various types of income eligible for tax treaty benefits.

Publication 515 contains reference charts showing the treaty rates of
tax on various types of U.S. source income received by nonresident
aliens. If in doubt, consult the tax treaty.

Social Security
Benefits

Social Security benefits are taxable to nonresident aliens. A
nonresident alien must include 85% of any U.S. Social Security benefit
and equivalent railroad retirement benefits received. The benefits are
considered U.S. source income not effectively connected with a U.S.
trade or business. It is subject to the flat 30% unless exempt or taxed
at a lower tax treaty rate. Tax treaties with the following countries
specifically exempt Social Security benefits from U.S. taxation.

Egypt Romania
Germany United Kingdom
ltaly Canada

Japan Ireland

Generally, the payer withholds the tax at the effective or statutory rate.
This is paid to the IRS and Form 1042-S is issued to the recipient. As
stated earlier in this lesson, if a nonresident has only not effectively
connected U.S. income and the tax withheld at source fully covers the
liability, no return is required. A return must be filed, however, in order
to claim a refund of an overpayment if the withholding agent has
already filed and paid the tax to the IRS.

Continued on next page
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Other Taxes, Continued

Social Security
Tax and
Medicare Tax
on Tip Income
Not Reported to
Employer

Transportation
Tax

Nonresidents, who are subject to Social Security and Medicare tax
and receive tips of $20 or more in any month and did not report the full
amount to the employer, must pay Social Security and Medicare taxes
on the unreported tips.

Nonresident aliens are subject to a 4% tax on U.S. source gross
transportation income that is not effectively connected with a U.S.
trade or business.

Household Nonresident aliens that have household employees may need to
Employment withhold and pay employment taxes (Social Security, Medicare and
Tax Federal unemployment taxes).

Self- Nonresident aliens are not liable to pay self-employment tax.
Employment

Tax
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Summary

1. Nonresident aliens must pay U.S. tax on U.S. source income using
Form 1040NR.

2. Effectively connected income is taxed at graduated rates.
3. Not effectively connected income is taxed at a flat percentage rate.

4. Interest, personal service income, and capital gains may be
exempt from taxation if certain requirements are met.

5. Nonresident aliens are not entitled to certain tax benefits available
to U.S. citizens and resident aliens.
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Class Exercises

Exercise 1 Determine whether the following income paid in 2008 to a nonresident
alien is or is not connected with a trade or business in the United
States, and whether it is taxed at graduated rates or the flat 30% (or
lower tax treaty rate):

Check the appropriate column.

a. NRA worked in the United
States during 2008 and earned
wages of $17,000. Personal
Services.

b. NRA received dividend income
of $1,500 in 2008 on his U.S.
investments. He does not reside
in the United States and this is
his only connection with the
United States.

c. Taxpayer has been a resident
alien who had worked in
the United States for a U.S.
company for 30 years. In 2007,
he retired to his home country,
giving up his residency. He
received a pension of $12,000
from the U.S. company during
2008.

d. NRA who had never been in the
United States inherited a piece
of undeveloped acreage from
an uncle in New Mexico. NRA
sold the land in 2008 for a
$20,000 profit. NRA had never
received any income from the

property.

Not
Effectively
Effectively Connected
Connected
Yes, effectively
connected.

Not effectively
connected. See p.
4-5 #5.

Yes, effectively
connected.
Income received
from the
performance of
personal services
in another year is
treated as
effectively
connected in the
year received, if it
would have been
so treated in the
year the services
were performed.
Yes, effectively
connected.

Taxed at Taxed at

Graduated Flat 30% or

Rates Lower
Treaty Rate

International Technical Training
38461-102

3-27

Continued on next page

Participant Guide
Created 5/11



Class Exercises, Continued

Exercise 2 Tammy Tanglewood, a citizen of Ireland, is a married nonresident alien
who earned $900 per month for the 5 months she worked in the United
States for a U.S. company as part of a training program during 2008.
Federal income tax of $117 per month was withheld from her salary.

Tammy entered the U.S. on July 1, 2008, on an H-3 visa (trainee) and
departed on December 20, 2008.

In addition to her salary, Tammy received the following dividends from
the U.S. corporations during 2008. Tax was withheld at source in the
amounts shown:

Dividends Tax Withheld
G.E. Corporation $500 $75
Boise-Cascade 300 45
Coca Cola 260 39

According to the tax treaty between the United States and Ireland,
the proper tax rate for corporation dividends is 15%.

Tammy’s Irish company paid for all of her travel expenses during her
stay in the United States and she made a proper accounting to them
of her expenses.

Determine the following:
a. Filing status

Answer:

b. Number of exemptions

Answer:

Continued on next page
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Class Exercises, Continued

Exercise 2 C. Effectively connected income amount
(continued)
Answer:
d. Taxable income
Answer:
e. Total tax withheld
Answer:
f. Total non-effectively connected income amount:
Answer:
g. Tax on the non-effectively connected income of $1060
Answer:
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Handout 4-A — Revenue Ruling 79-388, 1979-2 CB 270

Section 862 —
Income from
Sources without
the United
States

A nonresident alien received pension payments from a domestic
employer’s qualified noncontributory pension plan for services
performed in prior years both within and without the U.S. The portion
of each payment that is attributable to earnings of the pension plan
and the portion attributable to the employer’s contributions with
respect to services rendered within the U.S. are income from sources
within the U.S. for purposes of §§ 871(a)(1)(A) and 1441(a) of the
Code.

Issues

To what extent are the pension payments from a United States trust to
a nonresident alien subject to Federal income and withholding taxes,
under the facts below?

What is the proper allocation of income between United States and
foreign sources of pension payments received by a nonresident alien
individual, under the circumstances described below?

Facts

A, a nonresident alien individual, began employment with a foreign
branch of domestic corporation X in the foreign country of which A was
a citizen. Subsequently, A was transferred to X’s office in the United
States and remained in such employment until retirement on
December 31, 1978. During A’s employment in the United States, A
remained a citizen of the foreign country and A’s status in the United
States during such period was that of a resident alien individual.
Immediately upon retirement, A returned to the foreign country and A’s
status changed to that of a nonresident alien individual. Pension
payments from X's retirement plan, which included credit for services
performed by A for X’s foreign branch, commenced in January 1979.

While employed in X's branch in the foreign country, A was a
participant in the United States retirement plan that X established and
contributed to for all employees of X. The retirement plan invested the
contributions and received income from such investments.

X's retirement plan is a noncontributory arrangement with respect to
employees that qualify, under section 401(a) of the Internal Revenue
Code, as a self-administered trusted plan, and is exempt from taxation
under section 501(a). Section 871(f), relating to an exclusion from
gross income for amounts received from certain qualified pension
plans, does not apply to any amounts received by A from X's
retirement plan.

Continued on next page
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Handout 4-A — Revenue Ruling 79-388, 1979-2 CB 270,

Continued

Law and Section 871(a) (1) (A) of the Code imposes a tax of 30% of the

Analysis amount received by a nonresident alien individual as, among other
items, interest, dividends, salaries, wages, annuities, and other fixed
or determinable annual or periodical gains, profits, and income, to the
extent the amount so received is from sources within the United States
and is not effectively connected with the conduct of a trade or
business within the United States.

Section 871(f) of the Code provides an exclusion from gross income
for amounts received as an annuity from certain qualified pension
plans.

Section 861(a)(3) of the Code provides that compensation for labor or
personal services performed in the United States shall be treated as
income from sources within the United States and section 862(a)(3)
provides that compensation for labor or personal services performed
without the United States shall be treated as income from sources
without the United States.

Section 1.861-4(a) of the Income Tax Regulations provides that gross
income from sources within the United States includes compensation
for labor or personal services performed in the United States
regardless of the residence of the payer, the place where the contract
for service was made, or the place of payment.

Section 1.861-4(b) (1) (i) of the Regulations provides, with respect to
taxable years beginning after December 31, 1975, that when labor or
service is performed partly within and partly without the United States,
the amount to be included in the gross income shall be determined on
the basis that most correctly reflects the proper source of income
under the facts and circumstances of the particular case.

Section 1.864-4(c)(6)(ii) of the Regulations provides that pensions and
retirement pay received by a nonresident alien individual attributable
to personal services that constitute engaging in a trade or business in
the United States constitute income that is effectively connected for
the taxable year with the conduct of a trade or business in the United
States by that individual if the individual is engaged in a trade or
business in the United States at some time during the taxable year in
which such income is received.

Continued on next page
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Handout 4-A — Revenue Ruling 79-388, 1979-2 CB 270,

Continued

Law and
Analysis
(continued)

Section 1441(a) of the Code provides, in general, for the withholding
of tax at a 30% rate on certain income from sources within the United
States of nonresident alien individuals.

Section 1441 (b) of the Code lists salaries, wages, annuities or other
fixed or determinable periodical gains as items of income subject to
the withholding of tax under section 1441(a).

Employer contributions to an annuity or pension plan represent
compensation for personal services.

See Rev. Rul. 56-82, 1956-1 C.B. 59. An employer’s contributions to a
pension plan with respect to wages earned abroad by a taxpayer is
compensation for labor or personal services performed without

the United States and are treated as derived from sources without the
United States.

See Rev. Rul. 72-149, 1972-1 C.B. 218.

S. Rep. No. 1707, 89th Cong., 2nd Sess. (1966), 1966-2 C.B. 1059 at
1077, relating to section 871(f) of the Code, states that in cases to
which 871(f) does not apply, a nonresident alien receiving pension
income from a plan located in the United States is subject to United
States tax on the interest portion of the pension income
notwithstanding that employer contributions are wholly in respect of
services performed abroad. See also

Rev. Rul. 56 125, 1956-1 C.B. 627, which indicates that distributions
to a citizen of the United States from a qualified pension trust are
income from sources within the United States, to the extent such
distributions represent earnings and accretions to contributions of
either the employer or the employee.

Continued on next page
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Handout 4-A — Revenue Ruling 79-388, 1979-2 CB 270,

Continued

Holdings 1. Because A is a nonresident alien who is not engaged in a trade or
business in the United States in 1979, the year A received the
pension payments under consideration, the portion of the
payments that is from United States sources is not effectively
connected with the conduct of a trade or business within the United
States and therefore is subject to the imposition of tax under
section 871(a) (1) (A) of the Code, and to the withholding of tax
under section 1441(a).

2.a) The part of each pension payment received by A from X’s
United States pension plan that represents the earnings of the
pension plan is income from sources within the United States.

b) The part of each payment received by A under X’s plan that is
attributable to X’s contributions with respect to services
rendered by A outside the United States is income from foreign
sources and the part received by A under X’s plan attributable
to X’s contributions with respect to services rendered by A
within the United States is income from sources within the
United States.

For a related issue involving pension payments to a citizen of the
United States, see Rev. Rul. 79-389, page 281, this Bulletin.
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Handout 4-B — Taxation of Nonresident Aliens

U.S. Source Income

Engaged in a U.S. Trade or Business During the Tax Year

Income Source
Rates
Business

Personal Services
Pensions

Partnership
(partnership
engaged in
business in U.S.)

Beneficiary of an
Estate or Trust
(entity engaged in
business in U.S.

Rental Property

All Gains on U.S.
Real Property

U.S. Personal
Property Gains

Investments

How Connected
Effectively
Connected

Effectively
Connected
Effectively
Connected

Effectively
Connected

Effectively
Connected

Effectively
Connected and
Election made

Effectively
Connected

Effectively
Connected

If Effectively
Connected

If not Effectively
30% or Connected
Lower Tax Treaty

Expenses
Allowed

Allowed

Allowed

Allowed

Allowed

Allowed

Tax
Graduated

Graduated

Graduated

Graduated

Graduated

Graduated

Graduated

Graduated

Graduated
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Handout 4-B — Taxation of Nonresident Aliens, Continued

NOT Engaged in a U.S. Trade or Business During the Tax Year
Income Source
Rates
Pensions (paid Effectively Graduated
because of personal Connected
services performed
in a prior tax year)

How Connected Expenses Tax

Investments Not Effectively 30% or Lower Tax
Connected Treaty

Personal Services Not Effectively 30% or Lower Tax
Connected Treaty

Rental Property Not Effectively 30% or Lower Tax
Connected Treaty

Gains on U.S. Not Effectively 30% or Lower Tax

Personal Property Connected Treaty

(if NRA in U.S.

183 days or more)

Foreign Source Income
Engaged in U.S. Trade or Business During Tax Year

Generally, not taxable, but may be taxable if effectively connected with U.S. business
and NRA has fixed place of business in the U.S. and income is attributable to usual
business practices. This includes income from:

1. rents, royalties or gains/losses from intangible property located outside the U.S.

2. dividends, interest and gain/loss from the sale of stocks, notes or bonds derived in
the conduct of a banking or financial business in the U.S.

3. income, gain/loss from the sale of business inventory or stock sold in trade outside
the U.S.

Not taxable for following types of income:

If not engaged in a U.S. trade or business, no foreign source income is taxable in the
u.S.
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Glossary

Effectively
Connected
Income

Green Card

Not Effectively
Connected
Income

Income, other than certain investment income, earned from sources
within the United States while engaged in a U.S. trade or business.

An alien registration card — Form 551, Permanent Resident Card (or
Form 151, Alien Registration Receipt Card).

Income that does not meet the criteria to be effectively connected.
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PowerPoint Notes

Slide 0 Lesson 3 — Taxation of

Nonresident Aliens

International Technical Training

Slide 1

OBJECTIVES

At the end of this lesson you will be able

to:
Determine whether a nonresident alien’s

income is effectively or not effectively
connected with the conduct of a trade or

business in the U.S.
Correctly compute tax for a nonresident

alien (NRA).

31

Slide 2 Effectively & Not Effectively

Connected Income

Effectively connected income (ECI):

income, other than certain investment
income earned from U.S. sources

while engaged in a U.S. trade or
business.

Not effectively connected income:

income not meeting the criteria of IRC
§864(c) to be effectively connected.

32

Continued on next page
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PowerPoint Notes, Continued

Slide 3

Slide 4

Slide 5

Effectively Connected Income

Income from a trade or business is
effectively connected. Activities that are a
U.S trade or business include:

Performing personal services in the U.S.

Owning & operating a business in the U.S.

Being a partner in a partnership that is engaged in
business in the U.S.

Being the beneficiary of an estate or trust that is
engaged in U.S. business.

Trading in Securities as an agent or broker in a
U.S. trade or business.

33

Special Rules for Nonresident Aliens
Personal Services

A nonresident alien’s U.S. personal .
service income may be foreign sourced if
the individual:

+ Isinthe U.S. for 90 days or less during the tax
year; and

+ The personal service income is $3,000 or less;
and

* Is employed by a nonresident firm, individual,
corporation, or partnership not engaged in a
business within the U.S., or is employed by a
foreign office of a U.S. citizen or resident
individual, corporation, or partnership.

34

Special Rules for Nonresident Aliens
Pensions

+ If a nonresident alien is engaged in
a U.S. trade or business because he
or she is performing personal
services in the U.S., then pension
income attributable to those
services is effectively connected
income.

35
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PowerPoint Notes, Continued

Slide 6

Slide 7

Slide 8

Special Rules for Nonresident Aliens

Real Income Property Election

» A nonresident alien who owns property

in the U.S. can elect to have that
income treated as effectively connected
income even if the taxpayer has not
otherwise engaged in a US business.

* This election is typically made in order

to deduct expenses for rental property.

36

Special Rules for Nonresident Aliens

Capital Gains

+ U.S. Real Property capital gains are taxed as
effectively connected income.

+ U.S. personal property capital gains that are
effectively connected with a U.S. trade or
business are taxed at graduated rates.

+ U.S. personal property capital gains that are
not effectively connected are taxed at the flat
30% rate or the lower tax treaty rate if the
taxpayer was in the US 183 days or more. If
the taxpayer was in the US for less than 183
days, the capital gains from are exempt from
U.S. taxation.

37

Special Rules for Nonresident Aliens

Capital Losses

« Effectively Connected to a U.S.Trade

or Business: Capital losses are
allowable.

* Not Effectively Connected to a U.S.
Trade or Business: Capital losses
may only offset capital gains. No
excess capital losses may be
deducted.
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PowerPoint Notes, Continued

Slide 9

Slide 10

Slide 11

Foreign Source Income

« Certain foreign source income of a
nonresident alien can be
considered effectively connected to
a U.S. trade or business.

Foreign Source Income
(continued)

The 3 types of foreign source income
considered effectively connected income
are:

1. Rents, royalties, gains or losses from intangible
property located outside the U.S.

2. Dividends, interest, and gains or losses from the
sale of stocks, notes, or bonds derived in the
conduct of a banking or financing business in
u.s.

3. Income, gain or loss from selling business
inventory or stock in trade outside the U.S., but
through a U.S. office. 210

Form 1040NR

1040NR must be filed by:
Nonresident aliens engaged in a trade or business
in the U.S. with U.S. income.

Nonresident aliens not engaged in a trade or
business in the U.S with income, the tax on which
is not satisfied by withholding.

A representative or agent responsible for filing the
return of an individual described above.

A fiduciary for a nonresident alien estate or trust.

Nonresident aliens who wish to claim the benefit of
any deductions or exemptions.

Nonresident aliens making a claim for refund.
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PowerPoint Notes, Continued

Slide 12

FORM 1040NR (continued)

* When in Where to file the 1040NR tax
return.

. An employee receiving wages subject to
withholding will file by April 15t.
- NRA with no withholding must file by June 15t.

- All 1040NR returns go to PSC
. Form 1042-S is the NRA income tax

withholding form. (Like a (W-2)).

Slide 13

Form 1040NR -Filing Status

Nonresident aliens filing Form 1040NR

may use the following filing statuses:
« Single

* Married
* Qualifying Widow(er) with qualifying child

Slide 14 Filing Status

Married Filing as Single

Married residents of Canada, Mexico, South

Korea and U.S. Nationals who are living apart
from their spouses may file as single if:
1. They pay more than half the cost of maintaining a

home in the U.S; and
2. Their spouse did not live in the home during last

6 months of year; and

3. For over 6 months of the year, their home was
the principal residence of their children who can

be claimed as dependents.

Continued on next page
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PowerPoint Notes, Continued

Slide 15 Filing Status

Qualifying Widow(er)

* A nonresident alien who is a a citizen
of Mexico, Canada, South Korea or a

U.S. National can use the filing status
of qualifying widow(er) only if he or

she meets all of the required
qualifications.

« If from South Korea, the taxpayer and

I&issor her child must have lived in the

Slide 16 Form 1040NR

Exemptions

Generally a nonresident alien may only claim a
personal exemption.

U.S. Nationals, and residents of Canada,
Mexico, or South Korea are allowed additional
exemptions.

Residents of South Korea must prorate
exemptions for their spouse and children under

treaty provisions.
Residents of India who were students or

business apprentices may be able to claim
exemptions for their spouse and dependents
under treaty provisions.

3-16

Slide 17

Form 1040NR

« Effectively connected income is
reported on page 1 of Form 1040NR.

» Income that is not effectively connected
is reported on page 4.

» Adjustments to income include;

- IRA deductions

. Student Loan interest deductions
. Moving expenses

. Self-employed health insurance deduction
. Scholarship & fellowship exclusions.

Continued on next page
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PowerPoint Notes, Continued

Slide 18

Form 1040NR (continued)

* ltemized deductions apply only to
nonresident aliens who report effectively

connected income.

» Only certain itemized deductions may be
taken:

. State and Local income taxes
. Contributions to U.S. Charities

. Casualty & theft losses
. Unreimbursed employee expenses

- Miscellaneous deductions.

Slide 19 Form 1040NR

Schedule Ol — Other Information

Schedule Ol provides the following

information about the taxpayer:
« Citizenship or Nationality

* Type of visa held
» Dates & number of days present in the

u.s.
» Treaty exclusions claimed.

Slide 20

Taxes and Credits

Taxes on effectively connected income
and not effectively connected income are

calculated separately.

Schedule NEC is used to figure the tax on
not effectively connected income.

Aliens may be subject to alternative
minimum tax

» Nonresident aliens are not liable for self-
employment tax.

+ Only certain tax credits may be claimed.

3-20

Continued on next page
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PowerPoint Notes, Continued

Slide 21

Slide 22

Slide 23

Social Security Benefits

+ Social Security benefits are taxable to
nonresident aliens.

» Social Security benefits are U.S. source
income not effectively connected with a
U.S. trade or business.

» Tax treaties with some countries exempt
Social Security benefits from U.S.
taxation.

Summary

» Nonresident aliens must pay U.S. tax on U.S.
sourced income using Form1040NR

« Effectively connected income is taxed at
graduated rates

» Not effectively connected income is taxed at a flat
percentage rate.

« Interest, personal service income, and capital
gains may be exempt from taxation if certain
requirements are met.

» Nonresident aliens are not entitled to certain tax
blenefits available to U.S. citizens and resident
aliens.

OBJECTIVES

You are now able to:

» Determine whether a nonresident alien’s
income is effectively or not effectively
connected with the conduct of a trade or
business in the U.S.

 Correctly compute tax for a nonresident
alien.
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7

Overview

Introduction Our last lesson covered taxation of nonresident aliens. This lesson will
cover the taxation of the two types of resident aliens — resident aliens
and dual-status aliens.

Objectives At the end of this lesson, the student will be able to:

e Determine the correctness of a resident alien tax return.
e Correctly compute tax for a dual-status alien.
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Taxation of Resident Aliens

Except for a few special situations, resident aliens are subject to tax in
exactly the same manner as U.S. citizens. They are taxed on
worldwide income, and they use Form 1040 and all its schedules to
report their income, just as U.S. citizens. In fact, from just looking at
the return, it is impossible to tell whether a U.S. citizen or a resident
alien has filed Form 1040.

You will recall from our earlier lesson on alien status that the
nonresident alien, married to a U.S. citizen or resident alien, may
make the election under IRC § 6013(g) to be taxed as a resident,
thereby permitting a joint return for the year.

An important point to remember is that once the taxpayers make this
election, they must report worldwide income of both spouses on the
U.S. return. Since a nonresident alien would not normally report
worldwide income to the U.S., it may not be to their advantage to
make the election. The election is advantageous when the U.S. citizen
or resident alien spouse is the wage earner and the nonresident
spouse has little or no separate income. If the nonresident spouse has
considerable income, the advantages of the joint tax rates may be
outweighed by the amount of additional income that would have to be
reported on the tax return.

Reading Read IRC §§ 2(b)(2) and 2(b)(3).
Assignment

e

Continued on next page
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Taxation of Resident Aliens, Continued

Head of A U.S. citizen or resident alien--married to a nonresident alien who
Household - does not make the election under IRC § 6013(g) and does not file a
Nonresident joint return--may be entitled to file as Head of Household. This special

Alien Spouse  ,qyision is available only to U.S. citizens and residents, but not to

nonresident alien or dual-status taxpayers.

The taxpayer must be a resident alien for the entire year and maintain
a home for himself and a qualifying child. A taxpayer meeting these
conditions will be considered “unmarried” for purposes of the Head of
Household filing status.

The nonresident alien spouse alone cannot qualify the taxpayer for
this exception. A spouse cannot be a qualifying member of the
household under the rules for Head of Household.

Note on Exemption: A taxpayer in the situation described above may
claim an exemption for the nonresident alien spouse even if the
spouse has never set foot in the U.S. A spouse's exemption is granted
by virtue of IRC § 151(b) rather than under IRC § 151(e) that governs
exemptions for dependents. To be eligible for the exemption the
nonresident spouse cannot have any U.S. source income and cannot
have been claimed as a dependent by another taxpayer.

Resident Alien Aliens who have acquired residence in the United States and who

May Leave leave the U.S. temporarily may retain their status as residents until

the US. they take some definite action to abandon their U.S. residence.
Temporarily
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Taxation of Dual-Status Aliens

Reading
Assignment

e

A dual-status taxpayer is one who has the status of both a resident
and nonresident alien during the same tax year. Dual-status does not
refer to citizenship, only to residence status in the United States. The
most common dual-status tax years are the years of arrival and
departure. In essence, he is treated as two taxpayers in one year, both
a resident alien and nonresident alien. For this reason, a dual-status
alien is required to submit two forms constituting one return: Form
1040 and 1040NR. Form 1040 covers the period of the year during
which he was a resident and contains income from worldwide sources
during this time. During the portion of the year he was a nonresident
alien, he is required to report income only from U.S. sources on Form
1040NR.

Read Treas. Reg. § 1.871-13(a).

Dual-status aliens are subject to the following restrictions:

1. Standard deduction — Cannot use the standard deduction allowed
on Form 1040; however, can itemize any allowable deductions.

2. Exemptions — Deduction for the exemptions of spouse and
allowable dependents cannot be more than the taxable income for
the period he/she is a resident alien.

3. Head of household — Cannot use the head of household Tax Table
column or Tax Rate schedule.

4. Joint return — Cannot file a joint return unless an election has been
made under IRC § 6013(qg) or (h).

5. Tax rates — If married, cannot use the Tax Table column or Tax
Rate schedule for married filing jointly or single. Must use the
married filing separate Tax Table column or Tax Rate schedule.

Continued on next page
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Taxation of Dual-Status Aliens, Continued

It is important to remember that dual-status taxpayers moving to the
U.S. are permitted to deduct moving expenses on Form 3903.
However, since the U.S. ceases to tax such aliens on their departure,
the cost of their move back home is not deductible.

Consider the following example of a dual-status taxpayer’s income
from investment sources continuing after he departs from the U.S.

e Suppose he has U.S.-source interest and dividends from stock for
the entire year of departure.

e The portion of interest and dividends earned while in resident
status is reported on Form 1040, exactly as for a U.S. citizen.

e When he becomes a nonresident alien, any interest from a savings
account which qualifies under the exception rules for nonresident
aliens is tax-free.

e The dividends which were added to the taxpayer's other income on
Form 1040 while he was a resident alien are now taxed at 30% (or
the lower tax treaty rate) on Form 1040NR.
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Summary

1.

3.

Resident aliens are taxed in the same manner as U.S. citizens.

2. A dual-status alien is one who is a resident alien for part of the tax
year and a nonresident alien for part of that same tax year.

A dual-status individual must:

a.

b.
C.
. Not file a joint return unless the IRC § 6013(g) or (h) election

File both Form 1040 for the period of time he was a resident
and Form 1040NR for the time he was a nonresident;

Not take advantage of the standard deduction;
Not use the Head of Household filing status;

remains in effect;

Use the Married Filing Separately filing status if married if no
IRC § 6013 election is made;

Not claim personal exemptions in excess of taxable income
while a resident alien.
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Class Exercise

Exercise 1 Hilary, a single alien, and her daughter, Heather, arrived in the U.S. in
1995. They lived in Maryland. On July 1, 2008, Hilary left her job and
they returned to India. Her income and expenses for 2008 are as
follows:

Income
U.S. wW-2 $15,000
Indian wages (in $) 8,000
Interest income at a fixed-rate from a
U.S. bank (12 months) 500
British Airways dividends (in $) 50
(Stock purchased 8/27/01)
IBM dividends (paid quarterly) 120
(Stock purchased 9/1/91)
Expenses
Moving 7,000
State income tax 1,500
Contributions — U.S. Episcopalian Church 130
Church of England 200
School uniforms for Heather 125
The exemption amount in 2008 is $3,500. India has a tax treaty with
the U.S. The treaty rate for dividends paid by U.S. corporations is
25%.
Continued on next page
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Class Exercise, Continued

Exercise 1 Determine the following:
(continued)

a. What is her alien status?
Answer:

b. What is her filing status?
Answer:

c. How many exemptions may she take?
Answer:

d. Compute her tax for the year
Answer:
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Glossary

Dual-Resident An individual who is a resident of both countries according to each
Taxpayer country's tax laws.

Dual-Status An individual who is both a nonresident and a resident alien in the
Taxpayer same tax year.
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PowerPoint Notes

Slide 0 Lesson 4 — Taxation of Resident
Aliens and Dual-Status Aliens

International Technical Training

Slide 1 Objectives

At the end of this lesson, you will
be able to:

» Determine the correctness of a
resident alien tax return.

» Correctly compute tax for a dual-
status alien.

41

Slide 2 Taxation of Resident Aliens

» Generally are subject to tax in the same
manner as U.S. citizens.

» Taxed on worldwide income and file
Form 1040.

» Aresident alien, married to a
nonresident alien, may file a joint return if
an election is made under IRC §6013(g).
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PowerPoint Notes, Continued

Slide 3

Slide 4

Slide 5

Taxation of Resident Aliens:
Head of Household Filing Status

+ If no election is made under
IRC §6013(g), a resident alien may be
entitled to file as Head of Household.

» The taxpayer must be a resident alien
for the entire tax year.

» The taxpayer must maintain a home for
a qualifying child.

Taxation of Dual-Status Aliens

+ Has the status of both a resident and
nonresident alien during the same tax
year.

« Commonly occurs in the tax years the
tax years of arrival in and departure
from the U.S.

 Files 2 returns, Form 1040 and
1040NR, for the dual-status tax year.

Dual-Status Aliens - Restrictions

« Cannot take the standard deduction, can
only take allowable itemized deductions.

» The total amount of exemptions of the
spouse and allowable dependents
cannot exceed the amount of taxable
income for the portion of the tax year the
taxpayer is a resident alien.

International Technical Training 4-14

38461-102

Continued on next page

Participant Guide
Created 5/11



PowerPoint Notes, Continued

Slide 6 Dual-Status Aliens — Restrictions

(continued)

» Tax cannot be figured using the tax
table amounts or the tax rate

schedules for head of household.

Cannot file a joint return unless an
election has been made under

IRC §6013(g) or (h).

Married taxpayers must use the
married filing separate tax table
amounts or the tax rate schedules to

compute tax.

46

Slide 7 Dual-Status Aliens:

Deduction of Moving Expenses

» Dual-Status taxpayers are permitted to

deduct allowable moving expenses for
moves to the U.S.

» Moving expenses for returning to a
foreign country are not deductible.

Slide 8

Summary

* Resident aliens are taxed in the same
manner as U.S. citizens.

+ A dual-status alien is one who is both a
resident and nonresident alien during the

same tax year.
+ In a dual-status tax year the taxpayer files

a 1040 for the period of time as a resident
and a 1040NR for the period of time as a
nonresident.

48
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PowerPoint Notes, Continued

Slide 9 .
Objectives
You are now able to:
+ Determine the correctness of a
resident alien tax return.
» Correctly compute tax for a dual-
status alien.
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7

Overview

Introduction You have already learned some important facts about tax treaties.

The United States has income tax treaties with a number of foreign
countries. Under these tax treaties, residents of foreign countries, and
sometimes even U.S. residents, may be subject to tax at a reduced
rate, or may be exempt from U.S. income tax on certain items of
income received from sources within the United States. These
reduced tax rates and exemptions vary by country and the character
of the specific item of income.

If you are auditing a nonresident alien who is claiming a reduced rate
or exemption from tax under an income tax treaty, you must confirm
that:

1. there is such a treaty;
2. the treaty provides for the benefits claimed; and

3. the nonresident alien claiming benefits is a resident of the treaty
country.

If these baseline requirements are not met, the taxpayer must pay tax
on the income in the same manner and at the same rates as shown in
the instructions for Form 1040NR. While Publications 54, 515, 519,
and 901 provide some information about U.S. tax treaties,
international examiners must be able to research a particular income
tax treaty to determine whether and how a category of income should
be taxed.

Objectives At the end of this lesson, the student will be able to:

e Find the correct tax treaty and tax treaty article.
e Research the treaty article to find the correct answer.
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What Is a Tax Treaty?

A treaty is a formal agreement made through diplomatic negotiations
between two or more nations. Treaties have been entered into to end
wars, establish alliances, and promote trade between nations. While
our concern is primarily with income tax treaties, it is important to note
that there are also estate tax treaties, gift tax treaties, and combined
estate and gift tax treaties. The terms “tax treaty” and “tax convention”
are used interchangeably.

The purpose of a tax treaty is usually twofold: the avoidance of double
taxation and fiscal evasion. Double taxation occurs when two
countries tax the same income. For example, you know that the United
States taxes its citizens and residents on their worldwide income. As a
result, a U.S. citizen who is a resident of Germany and who derives
royalty income from films shown in the United States might be subject
to tax on that income in both countries: in the United States, because
the individual is a U.S. citizen with royalties from U.S. sources, and in
Germany, because the individual is a German resident. The tax treaty
between Germany and the United States eliminates this problem by
making royalties solely taxable in the country of residence.

The importance of a tax treaty cannot be overemphasized. The U.S.
Constitution in Article VI, Clause 2, declares a treaty to be “the
supreme law of the land”. Code section 7852(d)(1) provides that for
purposes of determining the relationship between a provision of a
treaty and any law of the United States affecting revenue, neither the
treaty nor the law shall have preferential status. In other words, the
provisions of the Internal Revenue Code and tax treaties are equal,
and courts will try to read them in harmony. If there is a conflict
between the two, the provision that was enacted later in time generally
controls.
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Purpose and Benefits of Tax Treaties

Tax treaties provide benefits to both taxpayers and governments by
setting out clear ground rules on which country has the jurisdiction to
tax a particular item of income or a particular taxpayer; the method by
which each country will allow its residents a credit or deduction for
taxes paid to the other country; the qualifications a taxpayer must
meet to receive treaty benefits; and, in the event that there is a
disagreement between a taxpayer and country, or the parties to the
treaty, a method for dispute resolution. These rules are intended to
reduce the potential for dispute between countries over taxing
jurisdiction, and ensure that taxpayers are not subject to tax in two
countries.

One of the primary functions of a tax treaty is to provide certainty to
taxpayers with respect to the threshold question of whether the
taxpayer’s cross-border activities will subject it to taxation by two or
more countries. Treaties answer this question by establishing the
minimum level of activity that a resident of one country must engage in
within the other country before the latter may tax any resulting income.
In general terms, tax treaties provide that if a resident of one country
carries on business in the other country, and that business activity is
continuous and substantial, the country in which the activities occur
will have jurisdiction to tax the income attributable to those activities.
In cases where the operations are relatively minor, the home country
retains the sole jurisdiction to tax its residents. In the absence of a tax
treaty, a U.S. company operating a branch or division, or providing
services in another country, might be subject to income tax in both the
United States and the other country on the income generated by such
operations. Although the United States generally provides a credit
against U.S. tax liability for foreign taxes paid or accrued, there
remains the potential for double taxation that could make an otherwise
attractive investment opportunity unprofitable, depriving both countries
of the benefits of increased cross-border investment.

Continued on next page
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Purpose and Benefits of Tax Treaties, Continued

Tax treaties protect taxpayers from potential double taxation through
the allocation of taxing rights between the two countries. This
allocation takes several forms. First, the treaty has a mechanism for
determining the residence of a taxpayer that otherwise would be a
resident of both countries. Second, with respect to each category of
income, the treaty assigns the “primary” right to tax to one country
(usually, but not always, the country in which the income arises (e.g.,
the “source” country)), and the “residual” right to tax to the other
country (usually, but not always, the taxpayer’s country of residence).
Third, the treaty may provide rules for determining which country will
be treated as the source country for each category of income. Finally,
the treaty establishes limits on the amount of tax that the source
country can impose on each category of income, and obligates the
residence country to eliminate double taxation that would otherwise
arise from the exercise of concurrent taxing jurisdiction.

Continued on next page
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Purpose and Benefits of Tax Treaties, Continued

Exercises 1. What is the purpose of a treaty?

Answer:

2. Code vs. treaty — which takes precedence?

Answer:

3. Name the four types of tax treaties.

Answer:
1.

2.
3.
4

4. When does a treaty take effect?

Answer:
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How a Treaty Is Made

The Office of the International Tax Counsel in the Department of the
Treasury has the responsibility to negotiate tax treaties. After a treaty
is drafted, it is signed by diplomatic agents of each country. The treaty
is then sent to the White House for signature by the President. A letter
of transmittal is sent to the Senate requesting approval of the Senate
to ratification by the President.

The treaty is referred by the Senate to the Committee on Foreign
Relations, which then conducts treaty hearings. After the Committee’s
deliberations, it may report on the Senate floor with the
recommendation that the treaty be approved as negotiated, or that the
Senate approve the treaty with certain amendments, reservations, or
understandings. The Committee may also decline to report the treaty
favorably.

Following Committee action, the treaty is reported to the full Senate,
which must advise and consent to the treaty’s ratification by a vote of
two-thirds of the members of the Senate that are present. If the treaty
is approved without reservation or amendment, the President may
then exchange instruments of ratification with the foreign government
(assuming the foreign government has also completed its internal
procedures to ratify the treaty). If the Senate has approved the treaty
with a reservation or amendment, it may be necessary to renegotiate
portions of the treaty before the foreign country will ratify. If the
renegotiation is limited in scope, it will ordinarily be done in the form of
a protocol by a two-thirds vote as if it were a separate treaty.

Continued on next page
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How a Treaty Is Made, Continued

Example 1

On November 26, 2002, the Second Additional Protocol to the
U.S.-Mexico treaty was signed in Mexico City. It amends the
Convention and Protocol between the United States and Mexico
signed September 18, 2002. On February 25, 2003, the Second
Additional Protocol was received by the Senate. On March 3,
2003, Senate Committee hearings took place. On March 13, 2003,
the Senate and President ratified the Second Additional Protocol.
Also on that date, the President of Mexico ratified the Second
Additional Protocol.

On July 3, 2003, instruments of ratification were exchanged,
and the Second Additional Protocol entered into force effective
September 1, 2003, with respect to dividends, and for taxable
periods beginning on or after January 1, 2004, for other
provisions.
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Format of a Treaty

The U.S., OECD, and U.N. model treaties contain numbered articles
that address a specific subject. In general, each numbered article
addresses the same subject regardless of which treaty is being
researched. However, this is not always the case.

For example, Article 4 of the U.S. model treaty defines “resident” for
purposes of applying the treaty. Articles 4 of a U.S. tax treaty with any
other country will also most likely address the subject of residency.
This simplifies treaty research.

Exhibit 1 below illustrates the format of the U.S. model tax treaty:

CONVENTION BETWEEN
THE GOVERNMENT OF THE UNITED STATES OF AMERICA
AND THE GOVERNMENT OF
FOR THE AVOIDANCE OF DOUBLE TAXATION AND THE
PREVENTION OF FISCAL EVASION
WITH RESPECT TO TAXES ON INCOME

The United States of America and desiring to conclude a
convention for the avoidance of double taxation and the prevention of
fiscal evasion with respect to taxes on income have agreed as follows:

Article 1 (General Scope)

Defines the general scope of the treaty. Usually contains the saving
clause (but this may also be found in Article 4 or elsewhere), which
states that the treaty does not affect the taxation by a country of its
residents (as determined by the treaty) and its citizens. If Article 1
contains the saving clause, it will also provide exceptions where the
saving clause will not apply.

Article 2 (Taxes Covered)

Defines the taxes covered by the treaty. Generally, these will be
income taxes.

Continued on next page
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Format of a Treaty, Continued

Article 3 (General Definitions)

Defines certain, but not all, of the terms used in the treaty. Provides
that an undefined term has the meaning it has under the law of the
country applying the treaty.

Article 4 (Resident)
Defines residency for purposes of the treaty.

Article 5 (Permanent Establishment)
Defines what constitutes a permanent establishment.

Article 6 (Income from Real Property)
Governs the taxation of income derived from real or immovable

property.

Article 7 (Business Profits)

Sets forth provisions to determine which country has jurisdiction to tax
business profits, and how such profits are to be calculated. Governs
the taxation of income from independent personal services, which is
defined to be included in business profits.

Article 8 (Shipping and Air Transport)
Governs the taxation of profits of an enterprise from the operation of
ships and aircraft in international traffic.

Article 9 (Associated Enterprises)

Governs the assignment of income between related entities where one
entity is located in the United States, and the other is located in the
treaty partner’s country.

Article 10 (Dividends)
Governs the taxation of dividends.

Article 11 (Interest)
Governs the taxation of interest.

Article 12 (Royalties)
Governs the taxation of royalties.

Continued on next page
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Format of a Treaty, Continued

Article 13 (Gains)
Governs the taxation of gains from the sale of real property.

Article 14 (Income From Employment)
Governs the taxation of income from employment.

Article 15 (Directors’ Fees)
Governs the taxation of directors’ fees.

Article 16 (Entertainers and Sportsmen)
Governs the taxation of income derived by entertainers and
sportsmen.

Article 17 (Pensions, Social Security, Annuities, Alimony, and
Child Support)

Governs the taxation of pensions, social security, annuities, alimony,
and child support.

Article 18 (Pension Funds)
Governs the taxation of income derived from a pension fund.

Article 19 (Government Service)
Governs the taxation of wage and pension income from services
rendered to a government.

Article 20 (Students and Trainees)
Grants certain tax exemptions under very limited circumstances to
students and trainees.

Article 21 (Other Income)

Governs the taxation of income that is not covered by other articles of
the treaty. Generally, but not always, provides for residence-based
taxation.

Article 22 (Limitation on Benefits)
Sets forth additional requirements that must be met in order for a
resident to be entitled to treaty benefits.

Continued on next page
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Format of a Treaty, Continued

Article 23 (Relief from Double Taxation)
Sets forth rules to determine how each country will relieve the double
taxation of its residents. This can be achieved by deduction or credit.

Article 24 (Non-discrimination)

Prohibits a country from subjecting nationals of the other country to
taxation that is more burdensome than the taxation to which their
nationals in the same circumstances are subjected.

Articles 25 (Mutual Agreement Procedure)
Provides a mechanism for relief in cases where a resident is not being
taxed in accordance with the treaty.

Article 26 (Exchange of Information and Administrative
Assistance)

Provides for the exchange of certain information between the parties
to the treaty in order to carry out the provisions of the treaty, or the
parties’ tax law.

Article 27 (Members of Diplomatic Missions and Consular Posts)
Provides that the treaty will not affect the fiscal privileges of members
of diplomatic missions or consular posts under the general rules of
international law or under the provisions of special agreements.

Article 28 (Entry Into Force)
Provides an effective date for the treaty.

Article 29 (Termination)
Provides a procedure by which to terminate a treaty.

Note: Some treaties do not contain every one of the above articles,
while others contain additional articles. This will affect the numbering
of the articles to some extent. In particular, older treaties have Article
14 (Independent Personal Services) and Article 15 (Dependent
Personal Services). Modern treaty practice is to include independent
personal services in the business profits category, and have a new
Article 14 (Income from Employment).

Continued on next page
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Format of a Treaty, Continued

Exercise 5 Using the above tax treaty format, identify which article applies to the
following types of income:

a. Rental Income
Answer:

b. Interest Income
Answer:

c. Wage Income
Answer:

d. Student and Trainees

Answer:
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The Geographical Scope of Tax Treaties

Tax treaties differ in the geographical scope that they cover. Often, the
geographical scope will be defined in Article 3 (General Definitions).
However, under international law, if a new country is formed out of a
country that is a party to treaties that are in force at the time of the
new country’s formation, the newly formed country will be covered by
those treaties until the treaties are renegotiated or terminated.

Treaties with particular countries also cover or have been extended to
cover certain territories of a treaty nation. If such territory later
becomes independent, the treaty remains in effect with the new nation
unless the treaty is terminated or renegotiated. Thus, if neither the
United States nor the other country takes any action, the treaty will
remain in effect.

Example 2

Barbados, a former territory of the United Kingdom, became an
independent state on November 6, 1966. A treaty was signed
between Barbados and the United States in 1984.

Example 3

Czechoslovakia ceased to exist at midnight on December 31,
1992, and was succeeded by two separate and independent
states: the Czech Republic, and the Slovak Republic. Both
countries signed tax treaties with the United States in 1993.

The complete texts of tax treaties may be found on the IRS website
at www.irs.gov. Use the “Search” feature to locate “INCOME TAX
TREATIES”. Newer treaties may not be on the IRS website. These
can be found on the Department of Treasury’s website.

Continued on next page
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The Geographical Scope of Tax Treaties, Continued

Gambling U.S. source gambling income derived by residents (as defined by the

Winnings and  applicable treaty) of the following countries is not taxable by the United

Tax Treaties  States: Austria, Belgium, Bulgaria, Czech Republic, Denmark, Finland,
France, Germany, Hungary, Iceland, Ireland, ltaly, Japan, Latvia,
Lithuania, Luxembourg, Netherlands, Russian Federation, Slovak
Republic, Slovenia, South Africa, Spain, Sweden, Tunisia, Turkey,

Ukraine, and the United Kingdom.

Claimants must give you a Form W-8BEN (with a valid U.S. TIN) to
claim treaty benefits on gambling income that is not effectively

connected with a U.S. trade or business.

U.S. source gambling winnings derived by Canadian residents are
subject to 30% withholding on a gross basis. However, under Article
XXII of the Canada-U.S. income tax treaty, Canadian residents may
deduct their losses from wagering transactions made in the United
States against such gain to the extent those losses would be
deductible if incurred by a U.S. taxpayer. Canadian residents should
file a Form 1040NR to obtain a refund of U.S. withholding taxes.

Refer to T.D. 8977 and Temp. Treas. Reg. § 1.1441-6T for more

information.
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Non-Discrimination and Savings Clauses

Every treaty contains a non-discrimination clause. This clause
provides that nationals of one contracting state residing within the
other contracting state shall not be subjected to the payment of more
burdensome taxes than the nationals of that other contracting state in
similar circumstances. For example, the nondiscrimination clause
under paragraph 1 of Article 25 of the Canada-U.S. tax treaty provides
that nationals of Canada residing in the United States may not be
subjected to more burdensome taxes than U.S. nationals in similar
circumstances.

U.S. tax treaties also contain a saving clause, usually in Article 1 or
Article 4, that provides that a contracting state reserves the right to tax
its citizens and residents as if the tax treaty had not entered into force.
Some saving clauses only apply to U.S. residents and citizens, but
those in modern treaties are generally bilateral. The treaty will list any
exceptions to the saving clause, which are important to note.

Example 4

Oliver is a citizen of the United States and a resident of
Luxembourg. Oliver travels to the United States for one year to
teach at a university. Under Article 21 of the U.S.-Luxembourg tax
treaty, Oliver’s salary from teaching would be exempt from U.S.
income tax. However, under the saving clause of Article 1(3), the
United States has reserved the right to tax its citizens as if the
treaty had not entered into force. Therefore, Oliver must pay U.S.
income tax on his teaching income.
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Competent Authority Claims

As stated earlier, one of the primary purposes of tax treaties is to
avoid double taxation. Every tax treaty therefore provides that a
resident of a contracting state who believes his or her income was
taxed in a manner not in accordance with the treaty may appeal to the
competent authority in his or her state of residence.

The competent authority for the U.S. government is the IRS
Commissioner. However, the Tax Treaty Division of LMSB coordinates
the processing of all competent authority claims. These often involve
correspondence between the Commissioner and the competent
authority of the foreign government. Taxpayer requests competent
authority assistance in accordance with the guidelines set forth in Rev.
Proc. 2006-54. Incoming correspondence from the foreign government
concerning a particular claim should immediately be referred to Tax
Treaty Division.

In addition to a timely filed request for assistance, the taxpayer may
take the following measures to protect the right to the review of his or
her case by competent authorities:

1. Timely file a protective claim for credit or refund of U.S. taxes on
Form 1040X to preserve the right to a foreign tax credit if the
taxpayer does not qualify for the treaty benefit in question.

2. Take appropriate action under the foreign country’s procedures to
avoid the lapse or termination of the right of appeal under
the foreign country’s income tax law.
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Class Exercises

Using only Publication 901, answer the following questions:

a. Karen, a citizen of Denmark, comes into your office. She is in the
United States to teach for one academic year at a U.S. university.
Will her income from the university be taxed by the United States?

Answer:

Authority for Answer:

b. Blanche, a U.S. citizen who is a resident of Australia, receives a
pension from her former employer in the United States. Is her
pension taxed by the United States?

Answer:

Authority for Answer:

Continued on next page
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Class Exercises, Continued

c. Susan, a national of Japan, arrived in the United States on June
20, 2006, to pursue a full-time course of study at a U.S. university.
She was in the United States on an F-1 visa. She left the United
States on May 31, 2008. Determine whether her income is
excludable from U.S. tax under a treaty article if:

1. Her maintenance and educational expenses were paid by a gift
or grant from her home university, the amount received in 2007
being $2,400.

Answer:

2. She received compensation for personal services from the U.S.
university not in excess of $1,800 in 2007.

Answer:.

3. She received compensation for personal services paid by a
resident of her home country of $2,400 for 2008.

Answer:
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Determining If a Tax Treaty Is Present

Internal Revenue Code section 6114(a) generally requires disclosure
of any position taken on a tax return that is based on a tax treaty
provision.

Treaty-Based |RC § 6114(a) In General. —Each taxpayer who, with respect to any

Return tax imposed by this title, takes the position that a treaty of the United

positions States overrules (or otherwise modifies) an internal revenue law of the
United States shall disclose (in such manner as the Secretary may
prescribe) such position.

1. on the return of tax for such tax (or any statement attached to
such return), or

2. if no return of tax is required to be filed, in such form as the
Secretary may prescribe.

Form 8833 is used for this purpose — see Exhibit 7-1.
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Analyzing Tax Returns for Tax Treaty Issues

In addition to the presence of Form 8833, if a taxpayer files Form
1040NR, other tax treaty issues may be present.

Refer students to a copy of the Form 1040NR that they received with
Chapter 4, Nonresident Aliens. Go over Form 1040NR and locate
where tax treaty information may be disclosed.

Tax treaty issues are more difficult to identify if Form 8833 or
Form 1040NR is not filed by the taxpayer.
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Summary

1. A U.S. tax treaty is an agreement between the United States and
another country for the purpose of avoiding international double
taxation and preventing tax avoidance and evasion. The countries
are referred to as “Contracting States”.

2. Treaty issues may be present on any sort of individual tax return,
not just Form 1040NR.

3. The U.S. Model tax treaty consists of numbered articles that
address a specific subject or type of income.

4. A protocol amends a tax treaty. If CCH shows that a protocol
exists, it must be reviewed before making a determination.

5. The saving clause reserves to the United States the right to tax its
citizens and residents as if the treaty did not exist.

6. The non-discrimination clause provides that a Contracting State
may not subject nationals from the other Contracting State to more
burdensome taxation than it imposes on its own nationals in similar
circumstances.

7. A tax treaty may cover a nation’s territories in its geographic scope.

8. If a different outcome would be reached by applying the provisions
of a treaty or the Code to the same situation, the later-in-time
enacted provision controls.
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Glossary

Certificate of A certificate received in anticipation of leaving the United States, either

Compliance temporarily or permanently, indicating that tax obligations have been
or will be met without incident (also called sailing permit, departure
permit, tax clearance).

Competent The individual designated by the government of a treaty country to
Authority administer the operating provisions of its tax treaties, and to interpret
and apply those treaties.

Contracting The two countries that are party to a treaty; all treaty articles are
States written in terms of the contracting state and the other contracting state.
Country of The taxpayer's country of residence for tax purposes; each treaty
Residence: defines “residence” for that particular agreement.

(Residence

Country)

Enters Into Becomes a binding contract; occurs on the date the instruments of
Force ratification are exchanged, or at a later time specified in the treaty.

Instruments of Each country provides a document signifying ratification of the treaty
Ratification by the appropriate governing body.

Memorandum  Supplemental to a treaty; presents agreed understandings as to the

of proper interpretation of certain provisions of the treaty.
Understanding

(MOU)

Protocol An amendment or supplement to a tax treaty.

Continued on next page
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Glossary, Continued

Resident Generally, a resident of a contracting state is one who is liable to that
state for tax on worldwide income. Factors used to determine if an
individual would be treated as a resident may be domicile, residence,
or citizenship. These factors vary in different treaties, but citizenship
alone seldom establishes residence. A tax treaty definition of
residency may override a determination of U.S. residency under the
green card or substantial presence tests.

Treaty A formal agreement made through diplomatic negotiations between
two or more nations.

Treasury An “official guide” to a treaty that reflects the policies behind particular

Department treaty provisions, as well as understandings reached with respect to

Technical the application and interpretation of the treaty.

Explanation
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Exhibit 5-1, Form 8833
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4 List the provision(s) of the limitation on benefits article (if any) in the treaty that the taxpayer relies on to prevent application
of that article p

5 Explain the treaty-based retumn position taken. Includle a b u:r sumrmary, or lhe f‘|ClS on which u is \nsecl Also, M st the nature

- A_r,.ww e SEe ek S ﬂl

#) 4 4] 10f2 » M B5x11in | O
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This form will generally be attached to returns completed by major
accounting and tax preparation firms, particularly if the return is
completed by an overseas-based office of such firm.

Form 8833 generally must be attached to the return of a taxpayer
relying on a treaty to reduce or exempt U.S. tax. The taxpayer uses
Form 8833 to report which treaty and article is being relied on for the
taxpayer’s return position. The examiner should always review the
specific treaty the taxpayer is citing, and its accompanying Technical
Explanation for guidance.

Many domestic accountants and tax preparers do not include this form
and most self-prepared returns will not contain the form. Tax treaty
issues will be discovered only upon closer inspection and analysis of
the tax return.
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PowerPoint Notes

Slide 0

Lesson 5 — Tax Treaties

International Technical Training

Slide 1

Objectives

At the end of this lesson, you will be

able to:
 Find the correct tax treaty and tax

treaty article.
» Research the treaty article to find the

correct answer.

51

Slide 2

What is a Tax Treaty?

» Formal agreement made through diplomatic

negotiations between two or more nations.

 Entered into to end wars, establish
alliances, and promote trade between

nations.

Tax treaties (also called “tax conventions”)
are agreements between nations

concerning the taxation of income.

52

Continued on next page
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PowerPoint Notes, Continued

Slide 3 What is a Tax Treaty?

(continued)

» IRC §7852(d)(1) provides that for
purposes of determining the relationship
between a treaty provision and any U.S.
law affecting revenue, neither the treaty
nor the law has preferential status.

» When there is a conflict between the
Internal Revenue Code and a tax treaty,
the provision that was enacted later in
time generally controls.

53

Slide 4 . ,
Purpose & Benefits of Tax Treaties

+ Tax treaties primarily serve two purposes:
the avoidance of double taxation and fiscal
evasion.

+ Tax treaties benefit both taxpayers and
governments by setting rules on which
country has jurisdiction to tax a particular
item of income or taxpayer.

+ In absence of a tax treaty, a U.S. individual
or company may be subject to income tax
in both the U.S. and a foreign country.

54

Slide 5 Purpose & Benefits of Tax Treaties
(continued)

Tax Treaties:

» Have provisions to determine the residence of
a taxpayer.

+ Assign “primary” & “residual” rights to tax
specific categories of income to each
contracting state. Usually, “primary” rights are
assigned to the source country and “residual”
rights are assigned to the taxpayer’s country
of residence.

55
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PowerPoint Notes, Continued

Slide 6 Purpose & Benefits of Tax Treaties

(continued)

Tax Treaties:
* Provide rules for determining which country

will be treated as the source country for
each type of income.

* Limit the amount of tax that can be imposed
on each type of income.

56

Slide 7

How a Treaty Is Made

 The Office of International Tax Counsel
has the responsibility to negotiate tax

treaties.

« After drafting the treaty is signed by the
diplomatic agents of each country.

« Treaties are signed by the President
and are sent to the Senate to request

approval to ratification by the
President.

57

Slide 8 How a Irealy Is Made

(continued)

Letter of

o f

Vote by full Senate Exchange
instruments of ratification
with foreign government

58

Continued on next page
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PowerPoint Notes, Continued

Slide 9 Format of a Treaty

United States Model Treaty:

Article 1: General Scope — this article usually
contains the saving clause.

Article 2: Taxes Covered

Article 3: General Definitions

Article 4: Resident

Article 5: Permanent Establishment
Article 6: Income from Real Property
Article 7: Business Profits

59

Slide 10 Format of a Treaty (continued)

Article 8: Shipping and Air Transport
Article 9: Associated Enterprises

« Article 10: Dividends

Article 11: Interest

+ Article 12: Royalties

Article 13: Gains

Article 14: Income from Employment
« Article 15: Directors’ Fees

Slide 11 Format of a Treaty (continued)

Article 16: Entertainers & Sportsmen

Article 17: Pensions, Social Security,
Annuities, Alimony & Child Support

Article 18: Pension Funds
Article 19: Government Service
Article 20: Students & Trainees
Article 21: Other Income

Article 22: Limitation on Benefits
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PowerPoint Notes, Continued

Slide 12 Format of a Treaty (continued)

+ Article 23: Relief from Double Taxation
Article 24: Non-discrimination
Article 25: Mutual Agreement Procedures

+ Article 26: Exchange of Information &
Administrative Assistance

Article 27: Members of Diplomatic
Missions and Consular Posts

Article 28: Entry Into Force
« Article 29: Termination.

Slide 13 The Geographical Scope of Tax
Treaties

Tax treaties can differ in geographical
scope.

Under international law, if a new
country is formed out of a country that
is a treaty partner, the new country will
be covered by the treaty until the treaty
is renegotiated or terminated.

Slide 14 Geographical Scope:
Gambling Winnings

+ U.S. source gambling income derived by
residents of several countries is not taxable
by the United States.

+ In order to claim treaty benefits on gambling
winnings claimants must file Form W-8BEN

+ Canadian residents
. Subject to 30% withholding on gross winnings
. May deduct losses like a U.S. taxpayer
. File 1040NR to obtain refund of U.S. withholding.

514
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PowerPoint Notes, Continued

Slide 15 Non-Discrimination & Saving Clauses

» Non-discrimination clause: provides that
foreign nationals residing in a contracting
state are not subjected to more
burdensome taxes than nationals of the
contracting state in similar circumstances.

Savings clause: provides that a
contracting state reserves right to tax its
citizens and residents as if treaty had not
come into force.

Slide 16 Competent Authority Claims

Competent Authority for the U.S. is the
IRS Commissioner.

Tax Treaty division of LB&I coordinates
processing of all competent authority
claims.

Taxpayer guidance for submitting
requests for competent authority
assistance are set forth in Rev. Proc.
2006-54.

Slide 17 Competent Authority Claims

(continued)

Taxpayers may take the filing actions to

protect their right to review by

competent authorities:

1. Timely file a protective claim for credit or
refund on Form 1040X.

2. Take action under the foreign country’s
procedures to avoid lapse or termination of
the right of appeal under the foreign
country’s tax law.
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PowerPoint Notes, Continued

Slide 18

Slide 19

Slide 20

-Determining if a Tax Treaty is
Present

» IRC §6114 (a) generally requires
disclosure of any position taken based on
a treaty provision.

» Form 8833 is filed to disclose tax
positions taken based on treaty
provisions.

« If a taxpayer files Form 1040NR tax treaty
information may be disclosed in the Other
Information Section (Schedule Ol).

Summary

Tax treaties are agreements between contracting
states to avoid double taxation and fiscal evasion.
Treaty issues may be present on any type of
individual tax return.

The U.S. model tax treaty has articles that
address specific types of income.

A protocol amends a tax treaty and must be
reviewed before making a determination.

A savings clause reserves the right of the U.S. to
tax its citizens and residents.

Sum mary (continued)

A non-discrimination clause provides that a one
country may not subject nationals from another
country to more burdensome taxes than it
imposes on its own nationals in similar
circumstances.

Tax treaties differ in the geographical scope they
cover.

If there is conflict between the Internal Revenue
Code and a tax treaty, the provision that was
enacted later in time generally controls.
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PowerPoint Notes, Continued

Slide 21 Objectives

You are now able to:

+ Find the correct tax treaty and tax
treaty article.

» Research the treaty article to find the
correct answer.
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International Technical Training
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7

Overview

Introduction

Under IRC § 61, gross income includes items of income from any
source and in any form. U.S. citizens and resident aliens are taxed on
their worldwide income. However, under IRC § 911, referred to as the
“911 exclusion” or “foreign earned income exclusion,” qualified
individuals may currently elect to exclude from gross income up to
$87,600 of foreign earned income in 2008. This chapter will discuss
various rules regarding the exclusion.

Here is an example showing the basic IRC § 911 exclusion —

Tom is a U.S. citizen who goes to Paris, France to work as an
engineer. He lives and works in Paris from December 1, 2006 to
June 30, 2008 and has his tax home there. He earns $155,700 per
year and pays $33,712 in housing costs. If he qualifies under IRC
§ 911 as a bona fide resident for 2007, or meets the physical
presence test which requires him to be in a foreign country for 330
days out of a 12-consecutive-month period, he may elect to
exclude portions of his income and housing costs as follows:

Income earned in a foreign country $155,700
Housing costs $33,712
Less base amount ($13,712)
Allowable Housing Costs ($ 20,000)
Available for earned income exclusion $135,700
Maximum 2007 exclusion allowed ($ 85,700)
Taxable earnings $ 50,000

Continued on next page
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Overview, Continued

The relevant Code sections within IRC § 911 are:

e 911(a): Exclusions from Gross Income
o Foreign Earned Income (FEI)
o Housing Costs

e 911(b): FEI Definition and Limitations

e 911(c): Housing Costs

e 911(d): Definitions: Qualifying Individual

e 911(e): Election Requirements

e 911(f): Tax Computation

Obijectives At the end of this lesson, the student will be able to:
e Determine who qualifies for the foreign earned income exclusion.
e Determine the qualifying periods for purposes of the foreign earned
income exclusion.
e Determine the foreign earned income eligible for the foreign earned
income exclusion.
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Requirements

In order for a taxpayer to claim the foreign earned income exclusion,
the foreign housing exclusion, or the foreign housing deduction, the
following requirements must all be satisfied.

1. The taxpayer’s “tax home,” as defined in IRC § 911, must be in a
foreign country.

2. The taxpayer must have income earned in a foreign country.

3. The taxpayer must be one of the following:

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

b) U.S. resident alien who is a citizen or national of a country with
which the U.S. has an income tax treaty in effect and who is a
bona fide resident of a foreign country or countries for an
uninterrupted period that includes an entire tax year, or

@ Key Point:

e Discuss how this affects taxpayer from non-treaty countries.

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

Note that if the taxpayer is a nonresident alien married to a U.S.
citizen or resident alien, and both the taxpayer and their spouse
choose to treat the taxpayer as a resident alien, then the taxpayer will
be considered a resident alien for tax purposes

(IRC §§ 6013(g) and (h)).

See Appendix 8-A for a flowchart illustrating the requirements.

International Technical Training 6-4 Participant Guide
38461-102 Created 5/11



Tax Home

Reading
Assignment

e

Read Treas. Reg. § 1.911-2(b).

To qualify for the foreign earned income exclusion, the foreign housing
exclusion, or the foreign housing deduction, the taxpayer’s “tax home”
must be in a foreign country throughout their period of bona fide
residence or physical presence abroad.

“Tax home” is the general area of the taxpayer’s main place of
business, employment, or post of duty, regardless of the location of
the taxpayer’s family home. The tax home is the place where the
taxpayer is permanently or indefinitely engaged to work as an
employee or self-employed individual. The tax home is not necessarily
the residence or domicile for tax purposes.

If the taxpayer does not have a regular or main place of business
because of the nature of their work, their tax home may be the place
where they regularly live. If the taxpayer has neither a regular or main
place of business nor a place where they regularly live, they are
considered a “wandering sojourner” or an itinerant, and their tax home
is wherever they work.

A taxpayer is not considered to have a tax home in a foreign country
for any period in which their abode is in the U.S. However, an abode is
not necessarily in the U.S. while a taxpayer is temporarily in the U.S.
Also, a taxpayer’s abode is not necessarily in the U.S. merely because
the taxpayer maintains a dwelling in the U.S., regardless of whether
the taxpayer’s 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 the
taxpayer’s principal place of business. “Abode” has a domestic rather
than a vocational meaning and does not mean the same as “tax
home.” The location of a taxpayer’s abode often will depend on where
they maintain their economic, family, and personal ties.

Continued on next page
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Tax Home, Continued

Reading
Assignment

e

Exercise 1

Read:

Bujol v. Commissioner, T.C. Memo 1987-230, affd without
published opinion, 842 F.2d 328 (5th Cir. 1988).

GLAM AM2009-003, Application of Foreign Earned Income
Exclusion and the Combat Zone Exclusion to Civilian Contractors
Working in Combat Zones.

@ Key Point:

Discuss the difference between the military contractor situation and
the oil field workers. How did the frequency of time spent in the
U.S. make a difference in the conclusions?

Example 1

Kim lives and works in Santa Ana, California. Her tax home is
Santa Ana.

George is a traveling salesman. His office is in Santa Fe, New
Mexico but he is on the road about 11 out of every 12 months. He
has a room in an apartment in Santa Fe, which he maintains all
year. His tax home is Santa Fe.

Harry works for a carnival and travels from city to city all year. He
only visits his hometown, Phoenix, Arizona, at Christmas. Harry’s
tax home is wherever the carnival happens to be.

Dan is employed on an offshore oil rig in the territorial waters of
Mexico and works a 28-day-on/28-day-off schedule. Dan returns to his
family residence in the U.S. during his off periods. Can Dan claim a §
911 exclusion? Why or why not?

Answer:

Continued on next page
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Tax Home, Continued

Exercise 2

For several years, Thomas was a marketing executive with a producer
of machine tools in Salisbury, Maryland. In November of last year,
Thomas’ employer transferred him to London, England for a minimum
of 18 months to set up a sales operation for Europe. Before he left,
Thomas distributed business cards showing his business and home
addresses in London. Thomas kept ownership of his home in
Maryland, but rented it to another family. Thomas placed his car in
storage. In November of last year, Thomas moved his spouse,
children, furniture, and family pets to a home his employer rented for
him in London. Shortly after moving, Thomas leased a car and he and
his spouse got British driving licenses. Thomas’ entire family got
library cards for the local public library. Thomas and his spouse
opened bank accounts with the Bank of London. Where’s is Thomas’
tax home?

Answer:
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Foreign Country

Foreign
Country
Defined

Reading
Assignment

w

A “foreign country” is defined as any territory under the sovereignty of
a government other than that of the U.S. It includes the airspace over
any such territory (Treas. Reg. § 1.911-2(h)). It does not include a
possession or territory of the U.S.

The term “United States” means all 50 states, the District of Columbia
and the U.S. possessions and territories.

Read:

e Arnett v. Commissioner, 126 T.C. 89 (2006), affd, 473 F.3d 790
(7th Cir. 2007). In light of the Antarctic Treaty (December 1, 1959),
Antarctica is a sovereignless region and not a foreign country.

e Specking v. Commissioner, 117 T.C. 95, affd. sum. nom. Haessley
v. Commissioner, 68 Fed. Appx. 44 (9th Cir. 2003), affd. sum.
nom. Umback v. Commissioner, 357 F.3d 1108 (10th Cir. 20083).
Johnston Islands is an unincorporated U.S. possession and not a
foreign country.

Continued on next page
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Foreign Country, Continued

@ Key Point:

Discuss the situation with the employees in Antarctica, the
Johnston Island contractors, merchant seamen and airline pilots.
Income earned inside the U.S., in or over international waters, or in
U.S. possessions is not foreign earned income.

Exercise 3 . What is a foreign country?
Answer:
. How do you treat international water?
Answer:
Explain “space” or “ocean activity”
Answer:
. Under what circumstances is a U.S. taxpayer living overseas
required to file?
Answer:
Continued on next page
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Foreign Country, Continued

Exercise 3

_ e. Topic for Discussion: Arnold works in Iraq for a subcontractor. He
(continued)

is not allowed to bring his family with him to Irag. On his annual 30-
day vacations each year, he returns home to his wife and children
in Sacramento, California. Where is Arnold’s abode?

Answer:
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Bona Fide Residency Test

Reading
Assignment

e

Read Treas. Reg. §§ 1.911-2(a) and 1.911-2(c).

The bona fide residence test is met if the taxpayer is a bona fide
resident of a foreign country or countries for an uninterrupted period
that includes an entire tax year. A taxpayer can use the bona fide
residence test to qualify for the exclusions and the deduction only if
they are either a:

e U.S. citizen; or

e U.S. resident alien who is a citizen or national of a country with
which the U.S. has an income tax treaty in effect.

Continued on next page
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Bona Fide Residency Test, Continued

@ Key Points:

e What are the factors to be considered in making a determination
of whether or not someone is a bona fide resident? Go through the
different factors used by the courts and describe how one would
make a determination.

e A taxpayer does not automatically acquire bona fide resident status
merely by living in a foreign country or countries for one year. If a
taxpayer goes to a foreign country to work on a project for a
specified period of time, the taxpayer will not be regarded as a
bona fide resident of that country merely because he worked there
for one year or longer. Instead, there are a variety of factors to be
considered in determining whether the bona fide residency test is
met.

e Distinguish Thomas’ situation in Exercise 2 above from the
situation of a tourist merely traveling around England, who has no
intention of permanently staying but instead intends to return to the
U.S. The determination of whether a taxpayer is, or is not, a bona
fide resident of a foreign country depends on the facts and
circumstances of each case. The taxpayer has the burden of
proving, to the satisfaction of the Service, that they were indeed a
bona fide resident for an uninterrupted period that included an
entire tax year. See, e.g., Howard J. Sochurek v. Commissioner,
300 F.2d 34 (7th Cir. 1962), rev'g and remanding, 36 T.C. 131
(1961).

e Taxpayers sometimes make a statement to the authorities of a
foreign country that they are not bona fide residents of that foreign
country and the foreign authorities determine the taxpayers are not
subject to the foreign income tax laws as a resident. Such
taxpayers cannot then claim to be bona fide residents of the
foreign country for purposes of the 911 exclusion on their U.S. tax
return.

Note: The existence of a treaty or other agreement that exempts a
taxpayer from taxation in that foreign country has been held to NOT be
equivalent to the taxpayer making a statement that they are not
subject to income taxes and is not dispositive, in and of itself, on the
issue of residence.

Continued on next page
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Bona Fide Residency Test, Continued

Exercise 4

To qualify for bona fide residence, a taxpayer must reside in a foreign
country for an uninterrupted period that includes an entire tax year.
For most taxpayers, this will be from January 1 to December 31.
During this period, a taxpayer can leave the foreign country for brief or
temporary trips back to the U.S. or elsewhere for vacation or business,
as long as the taxpayer has a clear intention of returning from such
trips, without unreasonable delay, to their foreign residence. See
Donald F. and Eleanore A. Dawson v. Commissioner, 59 T.C. 264
(1972).

Robert arrived with his family in Hong Kong on November 1, 2007. His
assignment is indefinite, and he intends to live there with his family
until his company sends him to a new post. Robert immediately
established a residence in Hong Kong. On April 1, 2008, Robert
arrived in the U.S. to meet with his employer, leaving his family in
Hong Kong. Robert returned to Hong Kong on May 1, 2008 and
continued living there. When will Robert meet the bona fide residency
test?

Answer:

Once a taxpayer has established bona fide residence in a foreign
country for an uninterrupted period that includes an entire tax year, he
will qualify as a bona fide resident for the period starting with the date
he actually began the residence and ending with the date he
abandons the foreign residence. Thus, a taxpayer can qualify as a
bona fide resident for an entire tax year plus portions of the prior and
subsequent tax years.

Example 2

Jan establishes residence (and a tax home) in Lebanon on July 1,
2007. Her qualifying period ends December 31, 2008. Once Jan
satisfies the requirement for bona fide residence, she may use
foreign earned income beginning July 1, 2007 for purposes of the
§ 911 exclusion.

Continued on next page
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Bona Fide Residency Test, Continued

Exercise 5 Alex was a bona fide resident of England from March 1, 2006 through
September 14, 2008. On September 15, 2008, he returned to the U.S.
What period was Alex a bona fide resident of England?

Answer:
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Physical Presence Test

Reading Read Treas. Reg. § 1.911-2(d).
Assignment

e

The physical presence test is met if a taxpayer is physically present in
a foreign country or countries 330 full days during a period of 12
consecutive months. The 330 days do not have to be consecutive.
Any U.S. citizen or resident alien can use the physical presence test to
qualify for the exclusions and the deduction.

The physical presence test is based only on how long the taxpayer
stays in a foreign country or countries. Unlike the subjective bona fide
residency test, the physical presence test is objective, and does not
depend on the taxpayer’s intentions.

To meet the physical presence test, a taxpayer must be physically
present in a foreign country or countries for at least 330 full days
during a 12-month period. Days spent abroad for any reason count,
including vacation time. If the 330-day rule is not met because of
unforeseen circumstances beyond the taxpayer’s control, the physical
presence test is not met. Certain limited exceptions exist. These will
be discussed later.

A “full day” is a period of 24 consecutive hours, beginning at midnight.

@ Key Point:

e Discuss how an examiner can verify the number of U.S. days.
What information can be requested? Remind the students that in
cases where it is close, to carefully count the arrival and departure
days since many taxpayers wrongly assume that partial days count
as foreign.

Continued on next page
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Physical Presence Test, Continued

Example 3

Jean leaves New York and arrives in London at 7:00 a.m. on
November 2, 2008. Since her first full day begins at midnight, her
first full day outside the U.S. and in a foreign country is November
3, 2008.

When the taxpayer leaves the U.S. to go directly to a foreign country
or when the taxpayer returns directly to the U.S. from a foreign
country, the time spent on or over international waters does not count
toward the 330-day total.

A taxpayer can move about from one place to another in a foreign
country or to another foreign country without losing full days. But if any
part of the travel is not within a foreign country or countries and takes
24 hours or more, full days will be lost.

If a taxpayer is in transit between two points outside the U.S. and is
physically present in the U.S. for less than 24 hours, the taxpayer is
not treated as present in the U.S. during the transit. Instead, the
taxpayer will be treated as traveling over areas not within any foreign
country.

Exercise 6 Shelly left the U.S. for the United Kingdom by air on June 10. She
arrives in the United Kingdom at 9:00 a.m. on June 11. When is
Shelly’s first full day in the United Kingdom for purposes of the
physical presence test?

Answer:

Continued on next page
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Physical Presence Test, Continued

Exercise 7

Exercise 8

John left the U.S. by air at 9:30 a.m. on June 10 to travel to Kenya. His
flight passed over western Africa at 11:00 p.m. on June 10 and arrived
in Kenya at 12:30 a.m. on June 11. When is his first full day in Kenya
for purposes of the physical presence test?

Answer:

Teresa left Norway by ship at 10:00 p.m. on July 6, headed out to
international waters and arrived in Portugal at 6:00 a.m. on July 8. Do
any days count as not being full days for purposes of the physical
presence test?

Answer:
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Physical Presence — 12 Month Period

Four rules exist for figuring the 12-month period:

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

2. The 12-month period must be made up of consecutive months.
Any 12 month period can be used if the 330 days in a foreign
country fall within that period. It is very important that you count
only full 24-hour days.

3. The 12-month period does not have to begin with the first full day
the taxpayer left. Instead, taxpayers can choose the 12-month
period that gives them the greatest exclusion.

4. In determining whether the 12-month period falls within a longer
stay in the foreign country, 12-month periods can overlap one
another.

The 12-month period can be any consecutive days.

Consider:
March 15, 2006 — March 14, 2007 = 12 months
July 1, 2006 — June 30, 2007 = 12 months
January 1, 2007 — December 31, 2008 = 12 months

To put this in graphical terms, imagine that a 12-inch ruler represents
a 12 month span. Now imagine that the taxpayer’s tax years are along
a straight timeline. If, by moving this ruler anywhere along the timeline,
taxpayer can find two 12-month periods in which he meets the 330-
day test that cover all of the days of his tax year, he may claim the full
exclusion for that year.

2006 2007 2008

I T T T T T T 1T l
1 2 3 4 6 7 8 9 10 M

tt T ’
| | ' |
3/15/06 l ! 3/14/07 l |
7/1/06 v 6/30/07 +
1/1/07 12/31/07
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Shifting the 12 Month Period

@ Key Points:

e The concept to get across here is that a taxpayer can have two
overlapping qualifying periods that cover all or part of a taxable
year. Don’t get bogged down on this issue; most returns do not
contain shifting 12 month periods.

e Although called “shifting,” this term really means that a taxpayer
may have as many different 12-month periods (12-month periods
which begin/end on different days) as it takes to ensure that he
receives the maximum exclusion allowable for any particular tax
year.

e Once the taxpayer meets the 330-days requirement under the
physical presence test, the 12-month period can be shifted in such
a way that each partial year will have a greater number of
qualifying days. Since the number of qualifying days in the tax year
determines the maximum exclusion allowable, the taxpayer may
wish to shift his period in order to increase his exclusion.

e There are 365 days in the year (366 in leap years) but only 330
days must be spent on foreign soil to meet the physical presence
test. This means that 35 (or 36) days may be spent in the U.S.
without breaking the qualifying period. These days may be at the
beginning, the end, or in the middle of the 12-consecutive-month
period. A taxpayer may have qualifying days even before he enters
a foreign country.

Continued on next page
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Shifting the 12 Month Period, Continued

Example 4

Lisa arrives in Paris on July 14, 2007. Her first full day of presence
is July 15, 2007. She remained in Paris for 330 days, departing on
June 11, 2008.

Her 12-month period beginning in 2007 can be June 20, 2007
to June 19, 2008, giving her the exclusion for the days between
June 20 and December 31, 2007.

Her 12-month period ending in 2008 can be July 17, 2007 to
July 16, 2008, giving her 2008 exclusion for all of the days
from January 1 to July 16, 2008.

Example 5

John is a construction worker who works on and off in Canada
over a 20-month period. The first few and last few months of the
20-month period were broken up by long visits to the U.S. John
might pick up the 330 full days in a 12-month period only during
the middle months of the time he worked in Canada because of
the visits to the U.S.

1. Can any 12-month period be used if a taxpayer travels to and
from the U.S. within a 12-month period?

Answer:
Yes, as long as they are made up of consecutive days.

2. Explain why a 12-month period does not have to begin with the
first full day in the foreign country.

Answer:
Because the taxpayer can choose any 12-month period with at
least 330 qualifying foreign days.

Continued on next page
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Shifting the 12 Month Period, Continued

Exercise 9

Margie worked in Portugal for a 20-month period from January 1, 2007
through August 31, 2008, except that she spent 28 days in February
2007 and 28 days in February 2008 on vacation in the U.S. Can
Margie meet the physical presence test for the entire 20-month
period?

Answer:

Figure 4-B. How To Figure Overlapping 12-Month Periods
This figure illustrates Example 2 under How to figure the 12-month period.
First Full 12-Month Period
i AN -
s Y
Jan | Feb | Mar | Apr [ May [ Jun Jul | Aug | Sep | Oct | Mov | Dec | Jan | Feb | Mar | Apr | May | Jun Jul | Aug
ot [ et | et | ot [ ot | ot | 'or | et | ot | 'od | ‘ot [ ot | oz | oz | e | oz | 'ee | ‘oz | o2 | ‘o2

g

’ 28-day vacation in the United States Second Full 12-Month Period

Since you can never shift the qualifying period under the bona fide
residence test, the qualifying period starts with the first full foreign day.

A taxpayer may choose to use the physical presence test in his first
and last years overseas, and the bona fide residence test in between.

Remember, for the purpose of shifting periods, the period can be
shifted backwards, forwards, and towards the middle. A 12-month
consecutive period contains 365/366 days. If you take 365 days less
the 330 days requirement, and the days in the U.S. during that period,
the 35-day difference is the maximum number of days that can be
shifted.

To shift forward to increase the number of days at the end of a period,
you would take the last full day on foreign soil and count back 330
days. If any of this time was in the U.S., you would add these U.S.
days to 330 and then count backwards. One year forward from that
date will be the end of the qualifying period.
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Break in the Qualifying Period

There is one other situation involving shifting. If a taxpayer’s qualifying
period is broken (for example, the taxpayer is on U.S. soil for more
than the allowed 35 days), the taxpayer can bring two 12-month
periods together (shift both periods toward the middle — shift forward in
the first period, backwards in the second).

Example 6

Dan arrives in France on June 1, 2006. His first full day of
presence is June 2, 2006. He returns to the U.S. permanently on
August 1, 2008. For whatever reason, Dan was in the U.S. from
June 1 through July 31 of 2007, thus being in a foreign country
only 304 days in 2007.

What would Dan’s maximum exclusion for 2007 be?

If Dan only looks at the calendar year 2007, he would not be
entitled to any exclusion, because the 12-month period from
January 1, 2007 to December 31, 2007 does not include 330 days
of physical presence. If, instead, Dan were to use two different

12 month periods, he would not only qualify for the exclusion
under physical presence, he would also be entitled to the full
$85,700.

Period #1 would be from July 1, 2006 to June 30, 2007. During
this 12-month period, he is physically present in France for

335 days (the period from July 1, 2006 until June 30, 2007). Thus,
for 2007, Dan is entitled to the exclusion for all of the days in the
qualifying period that fall within the tax year, i.e., the period from
January 1, 2007 until June 30, 2007, or 181 days.

Dan now selects for Period #2 the 12 months from July 1, 2007
through June 30, 2008. During this period, he is physically present
in France for 335 days, thus meeting the physical presence test
for this period. Note that 2008 is a leap year. Again, this entitles
Dan to the 2007 foreign exclusion for all of the days in this 12-
month period which falls in the calendar year 2007, which is 184
(the days from July 1,2007 though December 31, 2007). He
thereby is entitled to the entire year’s exclusion of $85,700 by
carefully selecting the various 12-month periods during which he
meets the physical presence test.

Continued on next page
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Break in the Qualifying Period, Continued

Remember that the taxpayer may choose any combination of 12
month periods so long as the 330 day requirement is met within each.
These periods may even overlap each other. Just remember, this
shifting is to only determine if particular days qualify for the exclusion;
taxpayer doesn’t get to claim the exclusion twice just because a
particular day falls into two different 12 month periods.

Also note that the taxpayer may not be able to find a combination of
periods to shift that covers all the days in the tax year. In that case, he
may still count the number of days that do fall into qualifying periods to
determine his allowable exclusion. [
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Exceptions to the Tests

There are two exceptions to meeting the requirements under the bona
fide residence and physical presence tests.

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

Early each year, the Service publishes in the IRB a list of countries
qualifying for the waiver and the effective dates. If the taxpayer left
one of the countries on or after the date listed, they can qualify for the
bona fide residence test or the physical presence test without meeting
the minimum time requirements. However, in figuring the exclusion,
the number of qualifying days of bona fide residence or physical
presence includes only those days of actual residence or presence
within the country.

If the taxpayer is present in a foreign country in violation of U.S. law,
they will not be treated as a bona fide resident of a foreign country or
as physically present in a foreign country while they are in violation of
the law. Income that is earned from sources within such a country for
services performed during a period of violation does not qualify as
foreign earned income. Any housing expenses incurred by the
taxpayer within that country (or outside that country for housing the
taxpayer’s spouse or dependents) while the taxpayer is in violation of
the law cannot be included in figuring your foreign housing amount.

For 2008, the only country to which travel restrictions apply is Cuba.
The restrictions previously placed on travel to Iraq and Libya ended in
2004.

* Cuba —January 1,1987  — Continues
* Iraq — August 2, 1990 — Ended July 29, 2004
* Libya —January 1,1987  — Ended September 20, 2004
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Foreign Earned Income

Reading Read Treas. Reg. §§ 1.911-3(a), (b), and (c).

Assignment

e

To claim the foreign earned income exclusion, the foreign housing
exclusion, or the foreign housing deduction, the taxpayer must have
income earned in a foreign country.

Foreign earned income generally is income you receive for services
performed during a period which the taxpayer: (a) maintains a tax
home in a foreign country; and (b) meets either the bona fide
residence test or the physical presence test.

Foreign earned income does not include the following amounts:

1.

The value of meals and lodging that were excluded from income
because it was furnished for the convenience of the employer.

Pension or annuity payments received, including Social Security
benefits.

Pay received as an employee of the U.S. government.

Amounts included in income because of the employer’s
contributions to a nonexempt employee trust or to a nonqualified
annuity contract.

Any unallowable moving expense deduction that is recaptured.

Payments received after the close of the first taxable year following
the taxable year in which the services giving rise to the amounts
were performed.

Continued on next page
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Foreign Earned Income, Continued

Earned Income Earned income is pay for personal services performed, such as

wages, salaries, or professional fees.

Earned Income Unearned Income
Salaries and wages  Dividends

Commissions Interest
Bonuses Capital gains
Professional fees Gambling winnings
Tips Alimony
Social Security benefits
Pensions
Annuities

Variable Income
Business profits
Royalties

Rents

In addition to the types of earned income listed, certain non-cash
income and allowances or reimbursements are considered earned
income. For example, the fair market value of property or facilities
provided by an employer in the form of lodging, meals, or use of a car

is earned income.

Emphasize that there are certain non-cash income and allowances or
reimbursements that can be identified as earned income.

e Cost-of-living allowances
e Overseas differential
e Family allowance

e Reimbursement for education or education allowance

e Home leave allowance
e Quarters allowance

e Reimbursement for moving or moving allowance (unless excluded

from income).
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Foreign Earned Income, Continued

Source of The source of earned income is the place where the services were

Earned Income performed for which the income was received. Refer to Chapter 2.
Foreign earned income is income received for working in a foreign
country. Where or how the taxpayer is paid has no effect on the
source of income. For example, income received for work done in
Austria is income from a foreign source even if the income is direct
deposited to a bank in the U.S., and the employer is located in the
u.S.

If income is received for specific work done in the U.S., the income
must be reported as U.S. source income. If it cannot be determined
how much income is for work done in the U.S., or for work done partly
in the U.S. and partly in a foreign country, determine the amount of
U.S. source income using the method that most correctly shows the
proper source of income.

@ Key Points:

e Discuss how this section will work with the foreign tax credit
provisions that the students will work with later. Sourcing is a key
ingredient in computing the correct tax. Allocation of fringe benefits
is an area where adjustments are common. The new sourcing
rules that went into effect for 2006 and subsequent tax years are
not well understood by taxpayers or accountants.

¢ |n most cases, for tax years beginning prior to July 14, 2005, you
can make this determination on a time basis. U.S. source income
is the amount that results from multiplying total pay (including
allowances, reimbursements other than for foreign moves, and
non-cash fringe benefits) by a fraction. The numerator is the
number of days worked within the U.S. The denominator is the
total number of days of work paid.

Continued on next page
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Foreign Earned Income, Continued

Source of
Earned Income
(continued)

Sourcing —
New Rules

Example 7

Larry is a U.S. citizen, a bona fide resident of Germany, and
working as a mining engineer. His salary is $76,800 per year.
Larry also receives a $6,000 cost-of-living allowance, and a
$6,000 education allowance. His employment contract did not
indicate that he was entitled to these allowances only while
outside the U.S. Larry’s total income is $88,800 ($76,800 + $6,000
+ $6,000). Larry works a 5-day week, Monday through Friday.
After subtracting a vacation that he took, Larry had a total of 240
paid workdays in the year. He worked in the U.S. during the year
for 6 weeks (30 workdays). To determine U.S. source earned
income, divide the number of days worked in the U.S. during the
year (30) by the total number of days of work paid (240). Multiply
the result (30/240 = 0.125) by the total income ($88,800). The
result, $11,100, is the U.S. source earned income.

For tax years beginning after July 14, 2005 (essentially for 2006 and
forward), there are some exceptions to the “sourcing where services
are provided” rule. These are outlined in the current

Treas. Reg. § 1.861-4. These exceptions are Geographic Sourcing
and Alternative Basis Sourcing.

Geographic Sourcing — Sourcing certain fringe benefits which are
outlined in the Regulation based on locations other than where the
services were performed:

Payments to employees for Housing, Education, and Local
Transportation are sourced based on the location of the individual’s
principal place of work

Tax Reimbursements — Sourcing is based on the location of the
jurisdiction that imposed the tax for which the individual is
reimbursed.

Continued on next page
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Foreign Earned Income, Continued

Sourcing — o
New Rules
(continued)

Hazard/Hardship pay — Sourcing is determined based on the
location of the hazardous/hardship duty zone for which the pay is
paid. A hazardous/ hardship duty zone is any place in a foreign
country which is either designated by the Secretary of State as a
place where living conditions are extraordinarily difficult, notably
unhealthy, or where excessive physical hardships exist, and for
which a post differential of 15 percent or more would be provided
under 5 U.S.C. § 5925(b) to any officer or employee of the U.S.
government present at that place, or where a civil insurrection, civil
war, terrorism, or wartime conditions threatens physical harm or
imminent danger to the health and well-being of the individual.
Compensation provided an employee during the period that the
employee performs labor or personal services in a hazardous or
hardship duty zone may be treated as a hazardous or hardship
duty pay fringe benefit only if the employer provides the hazardous
or hardship duty pay fringe benefit only to employees performing
labor or personal services in a hazardous or hardship duty zone.
The amount of compensation treated as a hazardous or hardship
duty pay fringe benefit may not exceed the maximum amount that
the U.S. government would allow its officers or employees present
at that location.

Moving Expense — Sourcing is based on the location of the
employee’s new principal place of work. The source of such
compensation is determined based on the location of the
employee’s former principal place of work unless the individual
provides sufficient evidence that such determination of source is
more appropriate under the facts and circumstances of the
particular case. Sufficient evidence generally requires a written
agreement or a statement of company policy, which is reduced to
writing before the move and which is entered into or established to
induce the employee or employees to move to another country.
Such written statement or agreement must state that the employer
will reimburse the employee for moving expenses that the
employee incurs to return to the employee’s former principal place
of work regardless of whether he or she continues to work for the
employer after returning to that location.

Continued on next page
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Foreign Earned Income, Continued

Sourcing — Alternative Basis Sourcing — An individual may determine the
New Rules source of his or her compensation as an employee for labor or
(continued) personal services performed partly within and partly without the U.S.

under an alternative basis if the individual establishes to the
satisfaction of the Commissioner that, under the facts and
circumstances of the particular case, the alternative basis

more properly determines the source of the compensation. In addition,
the individual must provide the information related to the alternative
basis required by applicable Federal tax forms and accompanying
instructions.
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Earned and Unearned Income

Trade or
Business —
Sole
Proprietorship
or Partnership

Earned income is pay for personal services performed. Some types of
income are not easily identified as earned or unearned income, such
as income from sole proprietorships, partnerships, corporations, stock
options, pensions, annuities, royalties, rents, and fringe benefits.
Income from sole proprietorships is generally treated differently than
income from corporations.

Income from a business in which capital investment is an important
part of producing the income may be unearned income. If the taxpayer
is a sole proprietor or partner, and personal services are an important
part of producing the income, the part of the income that represents
the value of personal services will be treated as earned income.

If capital investment is an important part of producing income, no more
than 30% of the share of net profits of the business is earned income.
If there are no net profits, the part of gross profit that represents a
reasonable allowance for personal services actually performed is
considered earned income.

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

Reg. § 1.911-3(a), (b) (2).

@ Key Points:

e Spend a little time with this item. What kinds of Schedule Cs would
have capital as an income producing factor? How does that affect
the amount of the IRC § 911 exclusion?

e Remember that where there is a Schedule C, the
IRC § 911 exclusion is based on Gross Profit and not Net
Schedule C income. Many taxpayers use the net profit instead of
the gross which can give them a larger exclusion than they are
entitled to claim.

Continued on next page
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Earned and Unearned Income, Continued

Trade or
Business —
Sole
Proprietorship
or Partnership
(continued)

Example 8

Vincent is a U.S. citizen and meets the bona fide residence test.
He invested in a partnership based in Australia that is engaged
solely in selling merchandise outside the U.S. Vincent performed
no personal services for the partnership. At the end of the tax
year, his share of net profits is $80,000. The entire $80,000 is
unearned income.

Example 9

Assume Vincent spent time operating the business. His share of
the net profits is $80,000, and 30% of the share of the profits is
$24,000. If the value of his services for the year is $15,000, his
earned income is limited to the value of his services, $15,000.

Example 10

Howard and Alex are management consultants and operate as
equal partners in performing services outside the U.S. Because
capital is not an income-producing factor, all the income from the
partnership is considered earned income.

The salary received from a corporation is earned income only if it
represents a reasonable allowance as compensation for work done for
the corporation. Any amount over what is considered a reasonable
salary is unearned income.

Example 11

Dan was a U.S. citizen and an officer and stockholder of Dan, Inc.
in Tierra del Fuego. Dan performed no work or service of any kind
for Dan, Inc. During the tax year, Dan received a $10,000 “salary”
from Dan, Inc. The $10,000 is not for personal services, and
therefore is unearned income.

Continued on next page
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Earned and Unearned Income, Continued

Stock Options A taxpayer may have earned income if they disposed of stock that
they received by exercising stock options granted to them under an
employee stock purchase plan.

If the gain on the disposition of stock received by exercising an option
is treated as capital gain, then gain is considered unearned income.

However, if the stock is disposed of less than two years after the
taxpayer was granted the option, or less than 1 year after the taxpayer
got the stock, part of the gain on the disposition may be earned
income. It is considered received in the year the stock is disposed and
earned in the year the service was performed for which the taxpayer
was granted the option. Any part of the earned income that is due to
work done outside the U.S. is foreign earned income. In the case of
stock options, the facts and circumstances generally will be such that
the applicable period to which the compensation is attributable is the
period between the grant of an option and the date on which all
employment-related conditions for its exercise have been satisfied (the
vesting of the option).

See Treas. Reg. § 1.861-4(b)(2)(ii)(F).

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

Continued on next page
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Earned and Unearned Income, Continued

Royalties Royalties from the leasing of oil and mineral lands and patents
generally are a form of rent or dividends and are unearned income.
Royalties received by a writer are earned income if they are received:

1. For the transfer of property rights of the writer in the writer’s
product, or
2. Under a contract to write a book or series of articles.
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Use of Employer’s Property or Facilities

If the taxpayer receives fringe benefits in the form of the right to use
an employer’s property or facilities, the fair market value of that right
must be added to the taxpayer’s pay.
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Reimbursement of Moving Expense as Income

While moving expenses are deductible, reimbursement of moving
expenses constitutes income. Taxpayers must report the full amount
of the reimbursement income in the year received or accrued.

Reimbursement of foreign moving expenses may qualify for exclusion.
Although the reimbursement is income in the year it is received, the
amount subject to exclusion sometimes must be spread over two
years.

Reading Read Treas. Reg. §§ 1.911-3(e)(5) and 1.911-3(f).
Assignment

e

Foreign earned income under the foreign earned income exclusion
may include reimbursement of moving expenses. A taxpayer must
include as earned income:

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

2. Reimbursements that are more than the deductible expenses and
that are not returned to the employer;

3. Any reimbursements made (or treated as made) under a non-
accountable plan even if they are for deductible expenses; and

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

Continued on next page
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Reimbursement of Moving Expense as Income, Continued

In general, when determining whether moving expense
reimbursements are attributable to services performed in a foreign
country or in the U.S., the reimbursements are considered to be
payment for future services at the new place of work. For example,
when an employer reimburses an employee for a move to the U.S.
from ltaly, the payment is considered to be for future services
performed in the U.S. Accordingly, the payment would not be eligible
for the foreign income exclusion and would simply be reported

as income on the employee’s Form 1040. On the other hand, if the
employee is reimbursed for a move from the U.S. to Italy some or all
of the reimbursement may be excluded from income because it is
attributable to future services to be performed in Italy. (Agreements
between employers and employees may change this result).

Move from U.S. While a taxpayer must report reimbursement of moving expenses as

to a Foreign income in the year of receipt, a taxpayer may also claim an earned

Country foreign income exclusion for all or a portion of the reimbursement.
However, there is a timing element to the claim for exclusion.

If a taxpayer moves from the United States to a foreign country, the
moving expense reimbursement is considered earned foreign income
for future services to be performed at the new location.

If the taxpayer qualifies under the bona fide residence test or the
physical presence test for at least 120 days during the year of the
move, the reimbursement is considered earned foreign income in that
year.

If the taxpayer does not qualify, only a portion of the reimbursement is
considered earned in the move and the balance is considered earned
in the following year. To figure the amount earned in the year of the
move, multiply the reimbursement by a fraction. The numerator of the
fraction is the number of days in the qualifying period that fall within
the year of the move, and the denominator is the total number of days
in the year of the move.

The difference between the total reimbursement and the amount
considered earned in the year of the move is the amount considered
earned in the year following the year of the move.

Continued on next page
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Reimbursement of Moving Expense as Income, Continued

Move from U.S.
to a Foreign
Country
(continued)

Move between

Example 2

Bob is a U.S. citizen working in the United States. Bob was
transferred to Brazil. Bob arrived in Brazil on December 20, 2007,
and Bob did not qualify as a bona fide resident for the remainder
of 2007. Bob’s employer reimbursed him $2,000 in January 2008,
for the part of the moving expense that Bob was not allowed to
deduct.

Because Bob did not qualify as a bona fide resident for at least
120 days in the year of the move, the reimbursement is
considered pay for services performed in Brazil for both 2007 and
2008.

Bob must file an Application for Automatic Extension of Time to
File U.S. Individual Income Tax Return (Form 4868) with the
Internal Revenue Service for his 2007 tax year so he can establish
himself as a bona fide resident and claim foreign earned income
exclusion.

For 2007, Bob multiplies the amount of the reimbursement by a
fraction. The fraction is the number of days he was a bona fide
resident in Brazil divided by 365:

$2,000 x (11/365) = $60
Bob must report as income the $2,000 received in 2008. He can

claim foreign earned income exclusion for $60 in 2007. He can
claim foreign earned income exclusion for $1, 940 in 2008.

If the taxpayer moves between foreign countries, any moving expense

Foreign reimbursement that must be included in income will be considered as
Countries earned in the year of the move if the taxpayer qualifies under either
the bona fide residence test or the physical presence test for a period
that includes at least 120 days in the year of the move.
Reference: Rev. Rul. 76-162
Continued on next page
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Reimbursement of Moving Expense as Income, Continued

Move to U.S.

If the taxpayer is moving to the United States, the moving expense
reimbursement that must be included in income is generally
considered to be U.S. source income.

However, if under either an agreement between the taxpayer and their
employer or a statement of company policy that is reduced to writing
before the move to the foreign country, the employer will reimburse
the taxpayer for their move back to the United States regardless of
whether they continue to work for the employer, the includible
reimbursement is considered compensation for past services
performed in the foreign country. The includible reimbursement is
considered earned in the year of the move if the taxpayer qualifies
under the bona fide residence test or the physical presence test for at
least 120 days during that year. Otherwise, the taxpayer treats the
includible reimbursement as received for services performed in the
foreign country in the year of the move and the year immediately
before the year of the move.

The calculation of the includible reimbursement considered earned in
the year of the move is the same as was discussed earlier under
“Move from U.S. to Foreign Country.”

Example 3

Roger is a U.S. citizen employed in Romania. Roger resigned
from employment with his employer on March 31, 2006, and
returned to the United States after having been a bona fide
resident of Romania for several years. A written agreement with
Roger’s employer entered into before Roger went abroad provided
that he would be reimbursed for his move back to the United
States.

In April 2006, Roger’s former employer reimbursed Roger $2,000
for the part of the cost of his move back to the United States that
he was not allowed to deduct. Because Roger was not a bona fide
resident of Romania for at least 120 days in 2006 (the year of the
move), the includible reimbursement is considered pay for
services performed in Romania for both 2006 and 2005. Roger
must divide his claim for foreign earned income exclusion between
2006 and 2005.

Continued on next page
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Reimbursement of Moving Expense as Income, Continued

Move to U.S Roger figures the part of the moving expense reimbursement for

(continued) services performed in Romania for 2006 by multiplying the total
reimbursement ($2,000) by a fraction. The fraction is the number
of days of foreign residence during the year (90) divided by the
number of days in the year (365).

$2,000 x (90/365) = $493

The $493 is considered income earned in Romania in 2006; the
remainder of $1,507 is considered income earned in Romania in
2005.

International Technical Training 6-40 Participant Guide
38461-102 Created 5/11



U.S. Government Employees

For purposes of the foreign earned income exclusion, the foreign
housing exclusion, and the foreign housing deduction, foreign earned
income does not include any amounts paid by the U.S. or any of its
agencies to its employees. Payments to employees of non-
appropriated fund activities are not foreign earned income. Non-
appropriated fund activities include the following employers:

1. Armed forces post exchanges

2. Officers’ and enlisted personnel clubs
3. Post and station theaters

4. Embassy commissaries

Amounts paid by the U.S. or its agencies to persons who are not their
employees may qualify for exclusion or deduction.

@ Key Points:

e U.S. government employees do not always get W-2 forms.
Sometimes employees of the U.S. military overseas are locally
hired and do not get W-2’s at all. Other times they work under
Personal Service Contracts and attempt to claim that they are self-
employed. Discuss the differences between self-employed
individuals and employees and the common law elements that are
used to make the determinations.

e If the taxpayer is a U.S. government employee paid by a U.S.
agency that assigned them to a foreign government to perform
specific services for which the agency is reimbursed by the foreign
government, the taxpayer’s pay is from the U.S. government and
does not qualify for exclusion or deduction.

e Those military assigned to NATO are not entitled to exclude any
portion of their income. See handout on NATO. The Internal
Revenue Service, on July 23, 1999, issued a determination letter to
the Department of Defense; also see Chief Counsel Advisory
199937041, issued September 17, 1999. IRC § 911 does not apply
to military earnings of U.S. uniformed personnel.
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Summary

. Taxpayers having income earned abroad can qualify for special tax

benefits once they have established bona fide residence in a
foreign country, or are physically present on foreign soil for 330 full
days in any 12-consecutive-month period, have a foreign tax home
and do not have an abode in the U.S.

. Bona fide residence can be established by a taxpayer’s intent,

length of stay, payment of taxes to foreign governments, etc. For
calendar year taxpayers, the qualifying period includes the entire
tax year, from January 1 to December 31.

. Physical presence only involves being physically present on

foreign soil for 330 days, 24 hours a day in any 12-consecutive-
month period.

. Once a taxpayer qualifies for either the bona fide residence test or

the physical presence test, they can claim the benefits of the 911
exclusion from the beginning of the qualifying period.

. Income must be earned in a foreign country. In the case of wages,

this would be where the services were performed.

. Sole proprietors, partners, and corporate officers and employees

may be limited on the amount allowable as a basis for deduction or
exclusions.

International Technical Training 6-42 Participant Guide

38461-102

Created 5/11



Appendix 7-A, Flowchart lllustrating Requirements

Figure 4-A. Can | Claim Either Exclusion or the Deduction?

Start Here

Do you have foreign
eamed income?

Yes

Is your tax home in a
foreign country?

Yes

#  Are you a U.S. citizen?

Are you a U.S. resident

alien?

No

No

No

b

Yes

b

Yes

F

Were you a bona fide
resident of a foreign
country or countries
for an uninterrupted
period that includes an
entire tax year?

Yes

Are you a citizen or
national of a country
with which the United
States has an income
tax treaty in effect?

¥

Neo Yes

No

You CAN claim the
foreign earned income
exclusion and the
foreign housing
exclusion or the foreign
housing deduction. *

A

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

Yes

A

No

A

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

* Foreign heusing exclusion applies only to employees. Foreign housing deduction applies only to the self-employed.
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PowerPoint Notes

Slide 0 Lesson 6 — IRC §911
Introduction & Qualifications

International Technical Training

Slide 1 Introduction

+ U.S. citizens and resident aliens are taxed
by the U.S. on their worldwide income.

» Under IRC §911 qualified individuals may
elect to exclude from gross income, foreign
earned income up to the following limits:

. 2008: $87,600
. 2009: $91,400
. 2010: $91,500

Slide 2 Objectives

At the end of this lesson you will be
able to:

+ Determine who qualifies for the foreign
earned income exclusion.

+ Determine the qualifying periods for
purposes of the foreign earned income
exclusion.

* Determine the foreign earned income
eligible for the foreign earned income
exclusion.
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PowerPoint Notes, Continued

Slide 3

Slide 4

Slide 5

Requirements

To claim an exclusion under
IRC §911 the following requirements
must be met:

1.

2

The taxpayer’s “tax home” must be in a
foreign country.

. The taxpayer must have income
earned in a foreign country.

63

Requirements (continued)

3.

The taxpayer must be:

A bona fide resident of a foreign country
for an uninterrupted period which includes
an entire tax year. (applies to U.S. citizens
and U.S. resident aliens who are citizens
or nationals of U.S tax treaty partners), or
U.S. citizen or resident alien who is
physically present in a foreign country for
at least 330 days during any consecutive
12 month period.

64

Tax Home

“Tax home” is in the general area of the
taxpayer’s main place of business,
employment or post of duty.

It is not necessarily the taxpayer’s
residence or domicile for tax purposes.

» A taxpayer does not have a tax home in

a foreign country for any period in which
his or her abode is in the U.S. The term
“Abode” has a domestic meaning.
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PowerPoint Notes, Continued

Slide 6

Foreign Country

» Defined as any territory under the

sovereignty of a government other than that

of the U.S.

» Does NOT include the 50 states, D.C. and

- Includes the territorial waters and airspace
over any such territory.

- Seabed and subsoil of territorial waters
included.

the U.S. possessions and territories.

Slide 7

Bona Fide Residency Test

The bona fide residence test is met
if the taxpayer is a resident of
foreign country or countries for an
uninterrupted period that includes
an entire tax year.

Only available to a U.S. citizens or
U.S. resident aliens who are
citizens or nationals of a U.S. tax
treaty partner.

67

Slide 8

Bona Fide Residency Test
(continued)

Bona residency is not automatically
acquired by merely living in a foreign
country for one year.

Taxpayer cannot claim to be bona fide
residents of a foreign country if they
have made a statement to foreign
authorities that they are not a bona fide
resident and not subject to foreign tax
laws as a resident.

68
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PowerPoint Notes, Continued

Slide 9

Slide 10

Slide 11

Bona Fide Residency Test
(continued)

Once bona fide residence is established
for an uninterrupted period that includes
an entire tax year, the taxpayer will
qualify as a bona fide resident for the
period beginning on the date he or she
actually began residence and ending
with the date the foreign residence is
abandoned.

69

Physical Presence Test

Is available to any U.S. citizen or resident
alien.

Is met if the taxpayer is physically
present in a foreign country 330 full days
during a period of 12 consecutive
months.

The 330 days do not have to be
consecutive.

A full day is a period of 24 consecutive
hours, starting at midnight.

6-10

Physical Presence: 12-Month Period

1.

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

The 12-month period must be made up
of consecutive months. Any 12-months
period can be used if the 330 days in a
foreign country fall within that period.
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PowerPoint Notes, Continued

Slide 12

Slide 13

Slide 14

Physical Presence: 12-Month Period
(continued)

3. The 12-month period does not have to
begin with the first full day the taxpayer
left the U.S. Taxpayers can choose the
12-month period that gives them the
greatest exclusion.

4. In determining whether the 12-month
period falls within a longer stay in the
foreign country, 12-month periods can
overlap one another.

Physical Presence Test
Shifting the 12-Month Period

+ Ataxpayer can have two overlapping
qualifying periods that cover all or part of a
tax year.

» Taxpayers may choose the 12-month
period which provides the maximum
exclusion allowable for any particular tax
year.

* A taxpayer can spend up to 35 days (36 in
aleap year) in the U.S. In a 12-month
period and still meet the physical presence
test.

12 Month Period - Example 4

7/15/07 6/11/08

2007 f—— 1} 2008

L e
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PowerPoint Notes, Continued

Slide 15

Slide 16

Slide 17

Exceptions to the Tests

+ Minimum time requirements can be waived
if the taxpayer must leave the country
because of war, civil unrest or similar
adverse conditions in that country.

The taxpayer must show that they
reasonably could have been expected to
meet the time requirements if not for the
adverse conditions.

A list of countries qualifying for the waiver is
published in the Internal Revenue Bulletin.

6-15

Exceptions to the Tests (continued)

« If the taxpayer is present in a foreign
country in violation of U.S. law, he or she
will not be treated as a either a bona fide
resident or physically present in the foreign
country.

» For 2008, Cuba is the only country to
which travel restrictions apply.

Foreign Earned Income

A taxpayer must have foreign
earned income to claim:

» The foreign earned income
exclusion,

» The foreign housing exclusion, or
» The foreign housing deduction.
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PowerPoint Notes, Continued

Slide 18

Foreign Earned Income (continued)

Foreign earned income does not include:
+ Value of meals and lodging furnished for

the convenience of the employer that
were excluded from income.

Pension and annuity payments.

+ Pay received as a U.S. government
employee.

« Amounts included because an employer
contributed to nonexempt employee trust.

6-18

Slide 19

Foreign Earned Income (continued)

Foreign earned income does not
include:

» Any unallowable moving expense
deduction that is recaptured.

» Payments received after the close of the

1st taxable year following the taxable
year in which the services for which the

payment was made were performed.

Slide 20

Earned Income

Earned income is pay for personal
services performed and includes both

cash income such as wages,
salaries, commissions, bonuses

professional fees and tips.

Continued on next page
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PowerPoint Notes, Continued

Slide 21

Slide 22

Slide 23

Earned Income (continued)

Earned income also includes non-cash
income and allowances are
reimbursements including:

« Cost-of-living allowances
+ Overseas differential

» Family allowance

* Reimbursement or allowances for education
*Home leave allowance

*»Quarters allowance

* Reimbursement or allowance for moving
expenses (unless excluded from income).

Source of Earned Income

The source of earned income is
determined based on the place
where the services were
performed, regardless of where the
payment is made.

Determining the sourcing of income
is in correctly computing tax.

Source of Earned Income:
Tax years beginning after 7/14/05

Exceptions for certain fringed
benefits are outlined in

Treas. Reg. §1.861-4 to the “sourcing
where services were provided”
general rule.
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PowerPoint Notes, Continued

Slide 24

Slide 25

Slide 26

Source of Earned Income:
Tax years beginning after 7/14/05

Exceptions:

» Payments for housing, education and local
transportation: sourced based on the principal
place of work.

Tax reimbursements: sourced based on the
location of the jurisdiction that imposed the tax.
Hazard/Hardship pay: sourced based on the
location of the hazardous/hardship duty zone.
» Moving expenses: sourced based on the

location of the employee’s new principal place of
work.

6-24

Trade or Business —
Sole Proprietorship or Partnership

If capital investment is a key component
of producing income, no more than 30%
of the share of net business profit is
earned income.

If capital is not a key income-producing
factor then the entire all of the business
income is earned income.

» For Schedule C businesses the IRC
§911 exclusion is based on gross profit.

6-25

Trade or Business —
Corporation

» The salary received from a
corporation is earned income only if
it represents reasonable
compensation for services
performed.

» Any amount over what is

considered a reasonable salary is
unearned income.
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PowerPoint Notes, Continued

Slide 27

Slide 28

Slide 29

Reimbursement of Moving
Expenses

» Reimbursement of foreign moving
expenses may qualify for exclusion.
Reimbursements are reported in income
in the tax year received.

Exclusions of moving expense
reimbursements sometimes must be
spread over two tax years.

Reimbursement of Moving
Expenses (continued)

In general, moving expense
reimbursements are considered
payment for future services at the new
place of work.

Reimbursements for moves from the
U.S. to a foreign country are considered
foreign earned income.

« Reimbursements for moves to the U.S.

are considered U.S. sourced.

U.S. Government Employees

» ForIRC 911, foreign earned income

does not include any amounts paid by the
United States or its agencies.

» Payments to non-appropriated fund

activities are not foreign earned income:
. Armed forces post exchanges

. Officers & enlisted personnel clubs

. Post & station theaters

. Embassy commissaries
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PowerPoint Notes, Continued

Slide 30

Summary

» Taxpayers who earn income abroad can
qualify for special tax benefits if they meet

either the bona fide residence or physical
presence test.

» Bona fide residence test: must have a
bona fide residence in a foreign country for

an entire tax year.

+ Physical presence test: must be physically
present in a foreign country for 330 days

in a consecutive 12-month period.

Slide 31

Summary (continued)

» Once a taxpayer qualifies under either the
bona fide residence or physical presence

test they can claim the IRC §911 exclusion
from the beginning of the qualifying period.

» Income must be earned in a foreign
country.

» Sole proprietors, partners and corporate
officers are limited on the amount allowable

as a basis for the deduction or exclusions.

6-31

Slide 32

Objectives

You are now able to:
+ Determine who qualifies for the foreign

earned income exclusion.
» Determine the qualifying periods for

purposes of the foreign earned income
exclusion.

+ Determine the foreign earned income

eligible for the foreign earned income
exclusion.
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7

Overview

Introduction This lesson will deal with the actual calculation of the foreign earned
income exclusion, the foreign housing exclusion, and the foreign
housing deduction. It will build on the concepts introduced in Lesson 7.

Objectives At the end of this lesson, the student will be able to:

e Determine the basic foreign earned income exclusion.
e Determine the housing cost amount exclusion.
e Determine the housing cost amount deduction.

e Determine the correct tax calculation for someone who has
claimed the foreign earned income exclusion.

Reading Read IRC § 911(a).
Assignment
Review A person must be either a bona fide resident or be physically present

in a foreign country, and have his/her tax home outside of the U.S.
and have foreign earned income in order to qualify for IRC § 911
exclusion.
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Basic Exclusion

If a taxpayer’s tax home is in a foreign country and they meet the bona
fide residence test or the physical presence test, they can choose to
exclude from their income a limited amount of their foreign earned
income.

A taxpayer can also choose to exclude from their income a foreign
housing amount. If a taxpayer chooses to exclude a foreign housing
amount, they must figure the foreign housing exclusion before they
figure the foreign earned income exclusion. The foreign earned
income exclusion is limited to foreign earned income minus any
foreign housing exclusion.

If a taxpayer chooses to exclude foreign earned income or housing
expenses, they cannot deduct, exclude, or claim a credit for any item
that can be allocated to or charged against the excluded amounts.
This includes any expenses, losses, and other normally deductible
items allocable to the excluded income.
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Limit on Excludable Amount

The taxpayer may be able to exclude up to $85,700 of income earned
in 2007. The table below shows the maximum amount excludable for
other years:

Year Maximum Excludable Amount
2006 $82,400
2007 $85,700
2008 $87,600
2009 $91,400
2010 $91,500
2011 and later Indexed for Inflation

For any tax year, the taxpayer cannot exclude more than the smaller
of:

1. the Maximum Excludable Amount for that tax year in the chart
above, or

2. the foreign earned income for the tax year minus the foreign
housing exclusion.

If both the taxpayer and spouse work abroad and both spouses meet
either the bona fide residence test or the physical presence test, they
can each choose the foreign earned income exclusion. Both do not
need to meet the same test. Together, they can exclude as much as
$183,000 for 2010.

Continued on next page
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Limit on Excludable Amount, Continued

Payment in
Year
Following
Work

Exercise 1

Generally, a taxpayer is considered to have earned income in the year
in which the work is done for which they receive the income, even if
the taxpayer is not paid for that work until the following year. If a
taxpayer reports on a cash basis, they report income on their return for
the year they receive it. If the taxpayer does work in one year, but is
not paid for that work until the next year, the amount they can exclude
in the year they are paid is the amount they could have excluded in
the year they did the work if they had been paid in that year.

Example 1

Beatrice qualifies as a bona fide resident of Brazil for all of 2007
and 2008. She reports her income on the cash basis. In 2007, she
was paid $71,000 for work she did in Brazil during that year. She
excluded all of the $71,000 from her income in 2007. In 2008,
Beatrice was paid $103,000 for her work in Brazil; $12,000 was for
work she did in 2007, and $91,000 was for work she did in 2008.
What is the maximum foreign earned income exclusion Beatrice
can claim for 20087

She can exclude all of the $12,000 of her 2007 income in 2008.
The maximum exclusion in 2007 was $85,700. Subtract from that
the $71,000 Beatrice actually excluded in 2007. Beatrice

can exclude $87,600 of the $91,000 she was paid for work she did
in 2008 from her 2008 income. Beatrice’s total foreign earned
income exclusion for 2008 is $99,600 ($12,000 plus $87,600).

Maria arrives in England on March 23, 2007. Her physical presence
period begins March 24, 2007 and ends March 23, 2008. From March
24,2007 to December 31, 2007, she has 283 days in her physical
presence period in tax year 2007. What is Maria’s maximum
exclusion?

Answer:

Continued on next pager
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Limit on Excludable Amount, Continued

Year-End There is an exception to the general rule that income is considered
Payroll earned in the year the work is done for which the income was
Period received. For a cash basis taxpayer, any salary or wage payment

received after the end of the year in which the work is done for which
payment is received is considered earned entirely in the year of
receipt if all four of the following rules apply:

1. The period for which the payment is made is a normal payroll
period of the employer.

2. The payroll period includes the last day of the tax year (December
31 for most taxpayers).

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

4. The payday comes at the same time in relation to the payroll

period that it would normally come and it comes before the end of
the next period.

Income Earned Regardless of when income is actually received, it must be applied to

Over More the year in which it was earned when figuring the excludable amount

Than1Year  {or that year. For example, a bonus may be based on work done over
several years. The amount of the bonus that is considered earned in a
particular year is determined by:

1. Dividing the bonus by the number of calendar months in the period
in which the work was done that resulted in the bonus,

2. Multiplying the result of 1, above, by the number of months the

work was done during the year. This is the amount that is subject
to the exclusion limit for that tax year.

Continued on next page
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Limit on Excludable Amount, Continued

Income Income received after the end of the year following the year the work
Received More was done to earn it may not be excluded.

Than 1 Year

After It Was Example 2

Earned P

Sally qualified as a bona fide resident of Sweden for 2006, 2007,
and 2008. Sally reports her income on the cash basis. In 2005,
Sally was paid $65,000 for work she did in Sweden that year

and in 2006 Sally was paid $70,000 for that year’s work done

in Sweden. Sally excluded $65,000 on her 2005 Federal income
tax return and $70,000 on her 2006 return. In 2007, Sally was paid
$90,000, $80,000 for work she did in Sweden in 2007, and
$10,000 for work she did in Sweden in 2005. Can Sally exclude
any of the $10,0007?

Sally cannot exclude any of the $10,000 for work done in 2005
because she received it after the end of the year following the year
in which she earned it. That is, she received it after 2006. She
must include the $10,000 in income. She can exclude all of the
$80,000 received for work she did in 2007.

Part-Year If the taxpayer qualifies under either the bona fide residence test or

Exclusion the physical presence test for only part of the year, they must adjust
the maximum limit based on the number of qualifying days in the year.
The number of qualifying days is the number of days in the year within
the period in which the taxpayer both:

1. has a tax home in a foreign country, and

2. meets either the bona fide residence test or the physical presence
test.

For this purpose, count as qualifying days all days within a period of
12 consecutive months once physically present and has a tax home in
a foreign country for 330 full days. To figure the maximum exclusion,
multiply the maximum excludable amount for the year by the number
of qualifying days in the year, and then divide the result by the number
of days in the year.

Continued on next page
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Limit on Excludable Amount, Continued

Part-Year
Exclusion
(continued)

Example 3

Janice reports her income on the calendar-year basis and qualifies
under the bona fide residence test for 75 days in 2007. She can
exclude a maximum of 75/365 of $85,700, or $17,610, of her
foreign earned income for 2007. If she qualifies under the bona
fide residence test for all of 2007, she can exclude her foreign
earned income up to the full $85,700 limit.

Under the physical presence test, a 12-month period can be any
period of 12 consecutive months that includes 330 full days. Assuming
they qualify under the physical presence test for part of a year, it is
important for the taxpayers to carefully choose the 12-month period
that will allow them the maximum exclusion for that year.

Example 4

Frank was physically present and had a tax home in France for a

16-month period from June 1, 2007 through September 29, 2008,
except for 15 days in December 2007 when he was on vacation in
the United States.

Frank figures his maximum exclusion for 2007 as follows:

1. Beginning with June 1, 2007, he counts forward 330 full
qualifying days. He does not count the 15 days he spent in the
United States because they do not qualify, so he counts a total
of 345 days forward. The 330th qualifying day (which is the
345th total day), May 11, 2008, is the last day of a 12-month
period.

2. Frank then counts backward 12 months from May 11, 2008 to

find the first day of this 12-month period. This 12-month period
runs from May 12, 2007 through May 11, 2008.

3. Frank counts the total calendar days during 2001 that fall within

this 12-month period. That is 234 days (May 12, 2007 —
December 31, 2007).

4. Frank multiplies $85,700 by the fraction 293/366 to find his

maximum exclusion for 2007 of $54,942.

Continued on next page
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Limit on Excludable Amount, Continued

Part-Year
Exclusion
(continued)

Example 4 (continued)

Frank finds the maximum exclusion for 2008 in the opposite
manner:

1.

Beginning with the last full day, September 29, 2008,

Frank counts backward 330 full days. He does not count the 15
days he spent in the United States, so he counts backward a
total of 345 days. That day, October 20, 2007, is the first day of
a 12-month period.

Frank counts forward 12 months from October 20, 2007 to find
the last day of this 12-month period, October 19, 2008. This 12-
month period runs from October 20, 2007 through October 19,
2008.

Frank counts the total calendar days during 2008 that fall within
this 12-month period. This is 292 days (January 1, 2008 —
October 19, 2008).

Frank multiplies $87,600, the maximum limit for 2008, by the
fraction 292/365 to find his maximum exclusion for 2008 of
$70,080.
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Choosing the Exclusion

The foreign earned income exclusion is voluntary. The taxpayer can
separately elect the foreign earned income exclusion and the foreign
housing exclusion by completing the appropriate areas of Form 2555.
This initial election of the exclusions on Form 2555 or Form 2555-EZ
generally must be made with a timely filed return, an amended return,
or a late filed return filed within 1 year from the original due date of the
return (determined without regard to any extensions).

See Treas. Reg. § 1.911-7.

If a taxpayer does not meet the bona fide resident or physical
presence test by the due date of the return, they can file the return
without claiming the exclusion and amend it after the time periods
have been met. Instead, the taxpayer may request an extension of
time to file to the end of the qualifying period on Form 2350.

A taxpayer can elect the exclusion on a return filed after the periods
described above, provided they owe no Federal income tax after
taking into account the exclusion. If the taxpayer owes Federal income
tax after taking into account the exclusion, they can elect the exclusion
on a return filed after the periods described above, provided they file
before the IRS discovers that they failed to choose the exclusion. The
taxpayer must type or legibly print at the top of the first page of the
Form 1040 “Filed Pursuant to section 1.911-7(a) (2) (i) (D).” If Federal
income tax is owed after taking into account the exclusion and the IRS
discovers that the taxpayer failed to elect the exclusion, the taxpayer
must request a private letter ruling under Treas. Reg. § 301.9100-3
and Rev. Proc. 2009-1.

Once the taxpayer elects to exclude their foreign earned income or
housing amount, the election remains in effect for that year and all
later years unless it is revoked. BUT, unless the taxpayer has made a
valid election either in a prior year or in the current year, they may not
take the exclusion in the current year. Be mindful of this when dealing
with delinquent returns.

An election is not required for the housing deduction for self-employed
taxpayers.

Continued on next page
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Choosing the Exclusion, Continued

Revocation

Foreign Tax
Credit

The taxpayer can revoke their election for any year. This is done by
attaching a statement revoking one or more previously made elections
to the return or amended return for the first year that the taxpayer
does not wish to claim the exclusion(s). The taxpayer must specify
which election(s) they are revoking. They must revoke separately an
election to exclude foreign earned income and a choice to exclude
foreign housing amounts. Once made, the revocation is effective for
that year and all subsequent years. If the taxpayer revokes an election
and within 5 years (starting with the first year revoked) again wishes to
take the same exclusion, they must apply to the Service for approval
by requesting a letter ruling.

Once the taxpayer takes the exclusion on their foreign earned income
or foreign housing costs, they cannot take any foreign tax credit for
taxes on the income so excluded. The regulations under

Treas. Reg. § 1.911-6(c) provide the methodology for this reduction.
See Chapters 13 and 14, Foreign Tax Credit, for further explanation.

If the taxpayer claims the foreign tax credit and exclusions for foreign
earned income and/or housing costs, and does not reduce the foreign
tax credit to account for the excluded income, the elections under

IRC § 911 may be considered revoked depending upon the amount of
foreign tax credit claimed (Rev. Rul. 90-77).
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Foreigh Housing Exclusion and Deduction

Reading Read IRC §§ 911(c) (1) and (2).
Assignment

e

In addition to the foreign earned income exclusion, the taxpayer can
also claim an exclusion or a deduction from gross income for their
housing amounts if their tax home is in a foreign country and they
qualify under either the bona fide residence test or the physical
presence test.

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.

Housing The housing amount is the total of housing expenses for the year
Amount minus a base amount.

Continued on next page

International Technical Training 7-12 Participant Guide
38461-102 Created 5/11



Foreigh Housing Exclusion and Deduction, Continued

Base Amount  The base amount is 16% of the annual salary of a GS-14, step 1, U.S.
government employee, figured on a daily basis, times the number of
days during the year that the taxpayer meets the bona fide residence
test or the physical presence test. The annual salary is determined on
January 1 of the year in which the tax year begins.

Note: This is not the same thing as the annual salary in effect for the
tax year. For example, on January 1, 2004, the 2003 annual salary
table was still in effect. For tax years beginning with 2006, the base
amount is 16% of the maximum foreign earned income exclusion
amount (computed on a daily basis) multiplied by the number of
days in the qualifying period that fall within the tax year.

Year Per year Per day
2004 $11,581 $31.64
2005 $11,894 $32.59
2006 $13,184 $36.12
2007 $13,712 $37.57
2008 $14,016 $38.29

On January 1, 2004, the GS-14 salary was $72,381 per year (using
the 2003 pay scale; the 2004 pay scale not having come into effect
yet); 16% of this amount comes to $11,581, or $31.64 per day. To
figure the base amount, assuming a calendar-year taxpayer, multiply
$31.64 by the number of qualifying days during 2004. Subtract the
result from the total housing expenses for 2004 to find the housing
amount.

Example 5
Jake qualifies under the physical presence test for all of 2004.

During the year, he spends $13,100 for his housing. His housing
amount is $13,100 minus $11,581, or $1,519.

Continued on next page
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Foreigh Housing Exclusion and Deduction, Continued

Limitation For tax years 2006 and forward, there is a maximum amount of
on Housing qualified housing expenses. This maximum is generally 30% of the
Expenses maximum Foreign Earned Income Exclusion (computed on a daily

basis) and multiplied by the number of days in taxpayer’s qualifying
period that falls within the tax year. For foreign locations in certain
high-cost housing areas, the maximum qualified housing expenses
can be adjusted by the Secretary. These high cost tables are found in
IRS notices and in the Instructions for Form 2555. WARNING — The
schedule of high-cost limitations published with the Instructions to the
2006 Form 2555 were amended by the schedule published in Notice
2007-25. See example for London below.

Actual Housing Expenses $105,000

Housing Expense Limitation

For London (2008) $ 82,900

Base Housing Amount ($ 14,016)

Housing Cost Exclusion $ 68,884
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Choosing the Exclusion

Housing Housing expenses include reasonable expenses paid or incurred for
Expenses housing in a foreign country for the taxpayer, spouse and dependents

(assuming the spouse and dependents are living with the taxpayer).

Only housing expenses for the part of the year that the tax home is in

a foreign country and when either the bona fide residence or physical

presence tests are met qualify for inclusion.

Housing expenses include:

e rent

e fair rental value of housing provided in kind by the employer

e repairs

e tilities (other than telephone charges)

e real and personal property insurance

e nondeductible occupancy taxe