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What's New for 2012

Taxes on combined income. New rules ap-
ply in determining who is considered to pay a
foreign income tax when the tax is imposed on
the combined income of two or more persons
(for example, husband and wife). The new rules
apply to foreign taxes paid or accrued in tax
years beginning after February 14, 2012. How-
ever, you can choose to apply the new rules to
foreign taxes paid or accrued in tax years be-
ginning after December 31, 2010, and before
February 15, 2012. See Combined income un-
der You Must Have Paid or Accrued the Tax
later.

Boycotting countries. Iraq has been added to
the list of boycotting countries. See Taxes From
International Boycott Operations later.

Reminders

Future developments. For the latest informa-
tion about developments related to Pub. 514,
such as legislation enacted after it was pub-
lished, go to www.irs.gov/pub514.

Alternative minimum tax. In addition to your
regular income tax, you may be liable for the al-
ternative minimum tax. A foreign tax credit may
be allowed in figuring this tax. See the instruc-
tions for Form 6251, Alternative Minimum
Tax—Individuals, for a discussion of the alter-
native minimum tax foreign tax credit.




Change of address. If your address changes
from the address shown on your last return, use
Form 8822, Change of Address, to notify the In-
ternal Revenue Service.

Photographs of missing children. The Inter-
nal Revenue Service is a proud partner with the
National Center for Missing and Exploited Chil-
dren. Photographs of missing children selected
by the Center may appear in this publication on
pages that would otherwise be blank. You can
help bring these children home by looking at the
photographs and calling 1-800-THE-LOST
(1-800-843-5678) if you recognize a child.

Introduction

If you paid or accrued foreign taxes to a foreign
country on foreign source income and are sub-
ject to U.S. tax on the same income, you may
be able to take either a credit or an itemized de-
duction for those taxes. Taken as a deduction,
foreign income taxes reduce your U.S. taxable
income. Taken as a credit, foreign income taxes
reduce your U.S. tax liability.

In most cases, it is to your advantage to take
foreign income taxes as a tax credit. The major
scope of this publication is the foreign tax
credit.

The publication discusses:

® How to choose to take the credit or the de-
duction,
® Who can take the credit,

® What foreign taxes qualify for the credit,
® How to figure the credit, and

® How to carry over unused foreign taxes to
other tax years.

Unless you qualify for exemption from the
foreign tax credit limit, you claim the credit by fil-
ing Form 1116 with your U.S. income tax return.
Two examples with filled-in Forms 1116 are
provided at the end of this publication.

Comments and suggestions. We welcome
your comments about this publication and your
suggestions for future editions.

You can write to us at the following address:

Internal Revenue Service

Individual and Specialty Forms and
Publications Branch
SE:W:CAR:MP:T:I

1111 Constitution Ave. NW, IR-6526
Washington, DC 20224

We respond to many letters by telephone.
Therefore, it would be helpful if you would in-
clude your daytime phone number, including
the area code, in your correspondence.

You can email us at taxforms@irs.gov.
Please put “Publications Comment” on the sub-
ject line. You can also send us comments from
www.irs.gov/formspubs/. Select “Comment on
Tax Forms and Publications” under “More Infor-
mation.”

Although we cannot respond individually to
each comment received, we do appreciate your
feedback and will consider your comments as
we revise our tax products.

Ordering forms and publications. Visit
www.irs.gov/formspubs/ to download forms and
publications, call 1-800-TAX-FORM
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(1-800-829-3676), or write to the address below
and receive a response within 10 days after
your request is received.

Internal Revenue Service
1201 N. Mitsubishi Motorway
Bloomington, IL 61705-6613

Tax questions. If you have a tax question,
check the information available on IRS.gov or
call 1-800-829-1040. We cannot answer tax
questions sent to either of the above ad-
dresses.

Useful ltems
You may want to see:

Publication

1 54 Tax Guide for U.S. Citizens and
Resident Aliens Abroad

I 519 U.S. Tax Guide for Aliens

1 570 Tax Guide for Individuals With
Income From U.S. Possessions

Form (and Instructions)
0 1116 Foreign Tax Credit

See How To Get Tax Help near the end of this
publication for information about getting these
publications and this form.

Choosing To Take
Credit or Deduction

You can choose whether to take the amount of
any qualified foreign taxes paid or accrued dur-
ing the year as a foreign tax credit or as an
itemized deduction. You can change your
choice for each year's taxes.

To choose the foreign tax credit, in most ca-
ses you must complete Form 1116 and attach it
to your U.S. tax return. However, you may qual-
ify for the exception that allows you to claim the
foreign tax credit without using Form 1116. See
How To Figure the Credit, later. To choose to
claim the taxes as an itemized deduction, use
Schedule A (Form 1040), Itemized Deductions.
the credit and claiming the deduction.

Then fill out your return the way that

benefits you more. See Why Choose the Credit,
later.

Figure your tax both ways—claiming

Choice Applies to All
Qualified Foreign Taxes

As a general rule, you must choose to take ei-
ther a credit or a deduction for all qualified for-
eign taxes.

If you choose to take a credit for qualified
foreign taxes, you must take the credit for all of
them. You cannot deduct any of them. Con-
versely, if you choose to deduct qualified for-
eign taxes, you must deduct all of them. You
cannot take a credit for any of them.

See What Foreign Taxes Qualify for the
Credit, later, for the meaning of qualified foreign
taxes.

There are exceptions to this general rule,
which are described next.

Exceptions for foreign taxes not allowed as
a credit. Even if you claim a credit for other for-
eign taxes, you can deduct any foreign tax that
is not allowed as a credit if:
® You paid the tax to a country for which a
credit is not allowed because it provides
support for acts of international terrorism,
or because the United States does not
have or does not conduct diplomatic rela-
tions with it or recognize its government,
® You paid withholding tax on dividends from
foreign corporations whose stock you did
not hold for the required period of time,
® You paid withholding tax on income or gain
(other than dividends) from property you
did not hold for the required period of time,
® You paid withholding tax on income or gain
to the extent you had to make related pay-
ments on positions in substantially similar
or related property,
® You participated in or cooperated with an
international boycott,
® You paid taxes in connection with the pur-
chase or sale of oil or gas, or
® You paid or accrued taxes on income or
gain in connection with a covered asset
acquisition. Covered asset acquisitions in-
clude certain acquisitions that result in a
stepped-up basis for U.S. tax purposes.
For more information, see Internal Reve-
nue Code section 901(m). The IRS intends
to issue guidance that will explain this pro-
vision in greater detail.

For more information on these items, see
Taxes for Which You Can Only Take an ltem-
ized Deduction, later, under Foreign Taxes for
Which You Cannot Take a Credit.

Foreign taxes that are not income taxes. In
most cases, only foreign income taxes qualify
for the foreign tax credit. Other taxes, such as
foreign real and personal property taxes, do not
qualify. But you may be able to deduct these
other taxes even if you claim the foreign tax
credit for foreign income taxes.

In most cases, you can deduct these other
taxes only if they are expenses incurred in a
trade or business or in the production of in-
come. However, you can deduct foreign real
property taxes that are not trade or business ex-
penses as an itemized deduction on Sched-
ule A (Form 1040).

Carrybacks and carryovers. There is a limit
on the credit you can claim in a tax year. If your
qualified foreign taxes exceed the credit limit,
you may be able to carry over or carry back the
excess to another tax year. If you deduct quali-
fied foreign taxes in a tax year, you cannot use
a carryback or carryover in that year. That is be-
cause you cannot take both a deduction and a
credit for qualified foreign taxes in the same tax
year.

For more information on the limit, see How
To Figure the Credit, later. For more information
on carrybacks and carryovers, see Carryback
and Carryover, later.
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Making or
Changing Your Choice

You can make or change your choice to claim a
deduction or credit at any time during the period
within 10 years from the regular due date for fil-
ing the return (without regard to any extension
of time to file) for the tax year in which the taxes
were actually paid or accrued. You make or
change your choice on your tax return (or on an
amended return) for the year your choice is to
be effective.

Example. You paid foreign taxes for the
last 13 years and chose to deduct them on your
U.S. income tax returns. You were timely in
both filing your returns and paying your U.S. tax
liability. In February 2012, you file an amended
return for tax year 2001 choosing to take a
credit for your 2001 foreign taxes because you
now realize that the credit is more advanta-
geous than the deduction for that year. Be-
cause the regular due date of your 2001 return
was April 15, 2002, this choice is timely (within
10 years).

Because there is a limit on the credit for your
2001 foreign tax, you have unused 2001 foreign
taxes. Ordinarily, you first carry back unused
foreign taxes arising in 2001 to, and claim them
as a credit in, the 2 preceding tax years. If you
are unable to claim all of them in those 2 years,
you carry them forward to the 10 years following
the year in which they arose.

Because you originally chose to deduct your
foreign taxes and the 10-year period for chang-
ing the choice for 1999 and 2000 has passed,
you cannot change your choice and carry the
unused 2001 foreign taxes back to tax years
1999 and 2000.

Because the 10-year periods for changing
the choice have not passed for your 2002
through 2011 income tax returns, you can still
choose to claim the credit for those years and
carry forward any unused 2001 foreign taxes.
However, you must reduce the unused 2001
foreign taxes that you carry forward by the
amount that would have been allowed as a car-
ryback if you had timely carried back the foreign

tax to tax years 1999 and 2000.

tion for foreign taxes paid on income
(XIrn) you exclude under the foreign earned
income exclusion or the foreign housing exclu-
sion. See Foreign Earned Income and Housing
Exclusions under Foreign Taxes for Which You
Cannot Take a Credit, later.

You cannot take a credit or a deduc-

Why Choose
the Credit?

The foreign tax credit is intended to relieve you
of a double tax burden when your foreign
source income is taxed by both the United
States and the foreign country. In most cases, if
the foreign tax rate is higher than the U.S. rate,
there will be no U.S. tax on the foreign income.
If the foreign tax rate is lower than the U.S. rate,
U.S. tax on the foreign income will be limited to
the difference between the rates. The foreign
tax credit can only reduce U.S. taxes on foreign
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source income; it cannot reduce U.S. taxes on
U.S. source income.

Although no one rule covers all situations, in
most cases it is better to take a credit for quali-
fied foreign taxes than to deduct them as an
itemized deduction. This is because:

® A credit reduces your actual U.S. income
tax on a dollar-for-dollar basis, while a de-
duction reduces only your income subject
to tax,

® You can choose to take the foreign tax
credit even if you do not itemize your de-
ductions. You then are allowed the stand-
ard deduction in addition to the credit, and

® |f you choose to take the foreign tax credit,
and the taxes paid or accrued exceed the
credit limit for the tax year, you may be
able to carry over or carry back the excess
to another tax year. (See Limit on credit
under How To Figure the Credit, later.)

Example 1. For 2012, you and your spouse
have adjusted gross income of $80,300, includ-
ing $20,000 of dividend income from foreign
sources. None of the dividends are qualified
dividends. You file a joint return and can claim
two $3,800 exemptions. You had to pay $2,000
in foreign income taxes on the dividend income.
If you take the foreign taxes as an itemized de-
duction, your total itemized deductions are
$15,000. Your taxable income then is $57,700
and your tax is $7,789.

If you take the credit instead, your itemized
deductions are only $13,000. Your taxable in-
come then is $59,700 and your tax before the
credit is $8,089. After the credit, however, your
tax is only $6,089. Therefore, your tax is $1,700
lower ($7,789 — $6,089) by taking the credit.

Example 2. In 2012, you receive invest-
ment income of $5,000 from a foreign country,
which imposes a tax of $1,500 on that income.
You report on your U.S. return this income as
well as $56,000 of U.S. source wages and an
allowable $49,000 partnership loss from a U.S.
partnership. Your share of the partnership's
gross income is $25,000 and your share of its
expenses is $74,000. You are single, entitled to
one $3,800 exemption, and have other itemized
deductions of $6,950. If you deduct the foreign
tax on your U.S. return, your taxable income is a
negative $250 ($5,000 + $56,000 — $49,000 —
$1,500 - $6,950 - $3,800) and your tax is $0.

If you take the credit instead, your taxable
income is $1,250 ($5,000 + $56,000 — $49,000
- $3,800 - $6,950) and your tax before the
credit is $126. You can take a credit of only
$115 because of limits discussed later. Your tax
after the credit is $11 ($126 - $115), which is
$11 more than if you deduct the foreign tax.

If you choose the credit, you will have un-
used foreign taxes of $1,385 ($1,500 — $115).
When deciding whether to take the credit or the
deduction this year, you will need to consider
whether you can benefit from a carryback or
carryover of that unused foreign tax.

Credit for Taxes
Paid or Accrued

You can claim the credit for a qualified foreign
tax in the tax year in which you pay it or accrue
it, depending on your method of accounting.

“Tax year” refers to the tax year for which your
U.S. return is filed, not the tax year for which
your foreign return is filed.

Accrual method of accounting. If you use an
accrual method of accounting, you can claim
the credit only in the year in which you accrue
the tax. You are using an accrual method of ac-
counting if you report income when you earn it,
rather than when you receive it, and you deduct
your expenses when you incur them, rather
than when you pay them.

In most cases, foreign taxes accrue when all
the events have taken place that fix the amount
of the tax and your liability to pay it. Generally,
this occurs on the last day of the tax year for
which your foreign return is filed.

Contesting your foreign tax liability. If
you are contesting your foreign tax liability, you
cannot accrue it and take a credit until the
amount of foreign tax due is finally determined.
However, if you choose to pay the tax liability
you are contesting, you can take a credit for the
amount you pay before a final determination of
foreign tax liability is made. Once your liability is
determined, the foreign tax credit is allowable
for the year to which the foreign tax relates. If
the amount of foreign taxes taken as a credit
differs from the final foreign tax liability, you may
have to adjust the credit, as discussed later un-
der Foreign Tax Redetermination.

You may have to post a bond. If you
claim a credit for taxes accrued but not paid,
you may have to post an income tax bond to
guarantee your payment of any tax due in the
event the amount of foreign tax paid differs from
the amount claimed.

The IRS can request this bond at any time
without regard to the Time Limit on Tax Assess-
ment discussed later under Carryback and Car-
ryover.

Cash method of accounting. If you use the
cash method of accounting, you can choose to
take the credit either in the year you pay the tax
or in the year you accrue it. You are using the
cash method of accounting if you report income
in the year you actually or constructively receive
it, and deduct expenses in the year you pay
them.

Choosing to take credit in the year taxes
accrue. Even if you use the cash method of
accounting, you can choose to take a credit for
foreign taxes in the year they accrue. You make
the choice by checking the box in Part Il of Form
1116. Once you make that choice, you must fol-
low it in all later years and take a credit for for-
eign taxes in the year they accrue.

In addition, the choice to take the credit
when foreign taxes accrue applies to all foreign
taxes qualifying for the credit. You cannot take
a credit for some foreign taxes when paid and
take a credit for others when accrued.

If you make the choice to take the credit
when foreign taxes accrue and pay them in a
later year, you cannot claim a deduction for any
part of the previously accrued taxes.

Credit based on taxes paid in earlier
year. If, in earlier years, you took the credit
based on taxes paid, and this year you choose
to take the credit based on taxes accrued, you
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may be able to take the credit this year for taxes
from more than one year.

Example. Last year you took the credit
based on taxes paid. This year you chose to
take the credit based on taxes accrued. During
the year you paid foreign income taxes owed for
last year. You also accrued foreign income
taxes for this year that you did not pay by the
end of the year. You can base the credit on your
return for this year on both last year's taxes that
you paid and this year's taxes that you accrued.

Foreign Currency and
Exchange Rates

U.S. income tax is imposed on income ex-
pressed in U.S. dollars, while in most cases the
foreign tax is imposed on income expressed in
foreign currency. Therefore, fluctuations in the
value of the foreign currency relative to the U.S.
dollar will affect the foreign tax credit.

Translating foreign currency into U.S. dol-
lars. If you receive all or part of your income or
pay some or all of your expenses in foreign cur-
rency, you must translate the foreign currency
into U.S. dollars. How you do this depends on
your functional currency. In most cases, your
functional currency is the U.S. dollar unless you
are required to use the currency of a foreign
country.

You must make all federal income tax deter-
minations in your functional currency. The U.S.
dollar is the functional currency for all taxpayers
except some qualified business units. A quali-
fied business unit is a separate and clearly
identified unit of a trade or business that main-
tains separate books and records. Unless you
are self-employed, your functional currency is
the U.S. dollar.

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

® You conduct the business primarily in dol-
lars.

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

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

® The business books and records are not
kept in the currency of the economic envi-
ronment in which a significant part of the
business activities is conducted.

If your functional currency is the U.S. dollar,
you must immediately translate into dollars all
items of income, expense, etc., that you re-
ceive, pay, or accrue in a foreign currency and
that will affect computation of your income tax.
If there is more than one exchange rate, use the
one that most properly reflects your income. In
most cases, you can get exchange rates from
banks and U.S. Embassies.

If your functional currency is not the U.S.
dollar, make all income tax determinations in
your functional currency. At the end of the year,
translate the results, such as income or loss,
into U.S. dollars to report on your income tax re-
turn.
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For more information, write to:

Internal Revenue Service

International Section

Philadelphia, PA 19255-0725

Rate of exchange for foreign taxes paid.
Use the rate of exchange in effect on the date
you paid the foreign taxes to the foreign country
unless you meet the exception discussed next.
If your tax was withheld in foreign currency, use
the rate of exchange in effect for the date on
which the tax was withheld. If you make foreign
estimated tax payments, you use the rate of ex-
change in effect for the date on which you made
the estimated tax payment.

The exchange rate rules discussed here ap-
ply even if the foreign taxes are paid or accrued
with respect to a foreign tax credit splitting
event (discussed later).

Exception. If you claim the credit for for-
eign taxes on an accrual basis, in most cases
you must use the average exchange rate for the
tax year to which the taxes relate. This rule ap-
plies to accrued taxes relating to tax years be-
ginning after 1997 and only under the following
conditions.

1. The foreign taxes are paid on or after the
first day of the tax year to which they re-
late.

2. The foreign taxes are paid not later than 2
years after the close of the tax year to
which they relate.

3. The foreign tax liability is not denominated
in an inflationary currency (defined in the
Form 1116 instructions). (This condition
applies to taxes paid or accrued in tax
years beginning after November 6, 2007.)

For all other foreign taxes, you should use
the exchange rate in effect on the date you paid
them.

Election to use exchange rate on date
paid. If you have accrued foreign taxes that
you are otherwise required to convert using the
average exchange rate, you may elect to use
the exchange rate in effect on the date the for-
eign taxes are paid if the taxes are denomina-
ted in a nonfunctional foreign currency. If any of
the accrued taxes are unpaid, you must trans-
late them into U.S. dollars using the exchange
rate on the last day of the U.S. tax year to which
those taxes relate. You may make the election
for all nonfunctional currency foreign income
taxes or only those nonfunctional currency for-
eign income taxes that are attributable to quali-
fied business units with a U.S. dollar functional
currency. Once made, the election applies to
the tax year for which made and all subsequent
tax years unless revoked with the consent of
the IRS. The election is available for tax years
beginning after 2004. It must be made by the
due date (including extensions) for filing the tax
return for the first tax year to which the election
applies. Make the election by attaching a state-
ment to the applicable tax return. The statement
must identify whether the election is made for
all foreign taxes or only for foreign taxes attrib-
utable to qualified business units with a U.S.
dollar functional currency.

Foreign Tax Redetermination

A foreign tax redetermination is any change in
your foreign tax liability that may affect your
U.S. foreign tax credit claimed.

The time of the credit remains the year to
which the foreign taxes paid or accrued relate,
even if the change in foreign tax liability occurs
in a later year.

If a foreign tax redetermination occurs, a re-
determination of your U.S. tax liability is re-
quired if any of the following conditions apply.

1. The accrued taxes when paid differ from
the amounts claimed as a credit.

2. The accrued taxes you claimed as a credit
in one tax year are not paid within 2 years
after the end of that tax year.

If this applies to you, you must reduce
the credit previously claimed by the
amount of the unpaid taxes. You will not
be allowed a credit for the unpaid taxes
until you pay them. When you pay the ac-
crued taxes, you must translate them into
U.S. dollars using the exchange rate as of
the date they were paid. The foreign tax
credit is allowed for the year to which the
foreign tax relates. See Rate of exchange
for foreign taxes paid, earlier, under For-
eign Currency and Exchange Rates.

3. The foreign taxes you paid are refunded in
whole or in part.

4. For taxes taken into account when ac-
crued but translated into dollars on the
date of payment, the dollar value of the ac-
crued tax differs from the dollar value of
the tax paid because of fluctuations in the
exchange rate between the date of accrual
and the date of payment. However, no re-
determination is required if the change in
foreign tax liability for each foreign country
is solely attributable to exchange rate fluc-
tuations and is less than the smaller of:

a. $10,000, or

b. 2% of the total dollar amount of the
foreign tax initially accrued for that for-
eign country for the U.S. tax year.

In this case, you must adjust your U.S.
tax in the tax year in which the accrued
foreign taxes are paid.

Notice to the Internal Revenue
Service (IRS) of Redetermination

You are required to notify the IRS about a for-
eign tax credit redetermination that affects your
U.S. tax liability for each tax year affected by
the redetermination. In most cases, you must
file Form 1040X, Amended U.S. Individual In-
come Tax Return, with a revised Form 1116
and a statement that contains information suffi-
cient for the IRS to redetermine your U.S. tax li-
ability for the year or years affected. See Con-
tents of statement, later.

You are not required to attach Form 1116 for
a tax year affected by a redetermination if:

1. The amount of your creditable taxes paid
or accrued during the tax year is not more
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than $300 ($600 if married filing a joint re-
turn) as a result of the foreign tax redeter-
mination, and

2. You meet the requirements listed under
Exemption from foreign tax credit limit un-
der How To Figure the Credit, |ater.

There are other exceptions to this require-
ment. They are discussed later under Due date
of notification to IRS.

Contents of statement. The statement must
include all of the following.
® Your name, address, and taxpayer identifi-
cation number.
® The tax year or years that are affected by
the foreign tax redetermination.
® The date or dates the foreign taxes were
accrued, if applicable.
® The date or dates the foreign taxes were
paid.
® The amount of foreign taxes paid or ac-
crued on each date (in foreign currency)
and the exchange rate used to translate
each amount.
® Information sufficient to determine any in-
terest due from or owing to you, including
the amount of any interest paid to you by
the foreign government and the dates re-
ceived.

In the case of any foreign taxes that were
not paid before the date two years after the
close of the tax year to which those taxes relate,
you must provide the amount of those taxes in
foreign currency and the exchange rate that
was used to translate that amount when origi-
nally claimed as a credit.

If any foreign tax was refunded in whole or in
part, you must provide the date and amount (in
foreign currency) of each refund, the exchange
rate that was used to translate each amount
when originally claimed as a credit, and the ex-
change rate for the date the refund was re-
ceived (for purposes of computing foreign cur-
rency gain or loss under Internal Revenue Code
section 988).

Due date of notification to IRS. If you pay
less foreign tax than you originally claimed a
credit for, in most cases you must file a notifica-
tion by the due date (with extensions) of your
original return for your tax year in which the for-
eign tax redetermination occurred. There is no
limit on the time the IRS has to redetermine and
assess the correct U.S. tax due. If you pay more
foreign tax than you originally claimed a credit
for, you have 10 years to file a claim for refund
of U.S. taxes. See Time Limit on Refund
Claims, later.

Exceptions to this due date are explained in
the next two paragraphs.

Multiple redeterminations of U.S. tax lia-
bility for same tax year. Where more than
one foreign tax redetermination requires a rede-
termination of U.S. tax liability for the same tax
year and those redeterminations occur in the
same tax year or within two consecutive tax
years, you can file for that tax year one notifica-
tion (Form 1040X with a Form 1116 and the re-
quired statement) that reflects all those tax re-
determinations. If you choose to file one
notification, the due date for that notification is
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the due date of the original return (with exten-
sions) for the year in which the first foreign tax
redetermination that reduced your foreign tax li-
ability occurred. However, foreign tax redeter-
minations with respect to the tax year for which
a redetermination of U.S. tax liability is required
may occur after the due date for providing that
notification. In this situation, you may have to
file more than one Form 1040X for that tax year.

Additional U.S. tax due eliminated by
foreign tax credit carryback or carryover. If
a foreign tax redetermination requires a redeter-
mination of U.S. tax liability that would other-
wise result in an additional amount of U.S. tax
due, but the additional tax is eliminated by a
carryback or carryover of an unused foreign tax,
you do not have to amend your tax return for the
year affected by the redetermination. Instead,
you can notify the IRS by attaching a statement
to the original return for the tax year in which the
foreign tax redetermination occurred. You must
file the statement by the due date (with exten-
sions) of that return. The statement must show
the amount of the unused foreign taxes paid or
accrued and a detailed schedule showing the
computation of the carryback or carryover (in-
cluding the amounts carried back or over to the
year for which a redetermination on U.S. tax lia-
bility is required).

Failure-to-notify penalty. If you fail to notify
the IRS of a foreign tax redetermination and
cannot show reasonable cause for the failure,
you may have to pay a penalty.

For each month, or part of a month, that the
failure continues, you pay a penalty of 5% of the
tax due resulting from a redetermination of your
U.S. tax. This penalty cannot be more than 25%
of the tax due.

Foreign tax refund. If you receive a foreign
tax refund without interest from the foreign gov-
ernment, you will not have to pay interest on the
amount of tax due resulting from the adjustment
to your U.S. tax for the time before the date of
the refund.

However, if you receive a foreign tax refund
with interest, you must pay interest to the IRS
up to the amount of the interest paid to you by
the foreign government. The interest you must
pay cannot be more than the interest you would
have had to pay on taxes that were unpaid for
any other reason for the same period. Interest
also is owed from the time you receive a refund
until you pay the additional tax due.

Foreign tax imposed on foreign refund.

If your foreign tax refund is taxed by the foreign
country, you cannot take a separate credit or
deduction for this additional foreign tax. How-
ever, when you refigure the foreign tax credit
taken for the original foreign tax, reduce the
amount of the refund by the foreign tax paid on
the refund.

Example. You paid a foreign income tax of
$3,000 in 2010, and received a foreign tax re-
fund of $500 in 2012 on which a foreign tax of
$100 was imposed. When you refigure your
credit for 2010, you must reduce the $3,000 you
paid by $400.

Time Limit on Refund Claims

You have 10 years to file a claim for refund of
U.S. tax if you find that you paid or accrued a
larger foreign tax than you claimed a credit for.
The 10-year period begins the day after the reg-
ular due date for filing the return (without exten-
sions) for the year in which the taxes were ac-
tually paid or accrued.

You have 10 years to file your claim regard-
less of whether you claim the credit for taxes
paid or taxes accrued. The 10-year period ap-
plies to claims for refund or credit based on:

1. Fixing math errors in figuring qualified for-
eign taxes,

2. Reporting qualified foreign taxes not origi-
nally reported on the return, or

3. Any other change in the size of the credit
(including one caused by correcting the
foreign tax credit limit).

The special 10-year period also applies to
making or changing your choice to claim a de-
duction or credit for foreign taxes. See Making
or Changing Your Choice discussed earlier un-
der Choosing To Take Credit or Deduction.

Who Can Take
the Credit?

U.S. citizens, resident aliens, and nonresident
aliens who paid foreign income tax and are sub-
ject to U.S. tax on foreign source income may
be able to take a foreign tax credit.

U.S. Citizens

If you are a U.S. citizen, you are taxed by the
United States on your worldwide income wher-
ever you live. You are normally entitled to take a
credit for foreign taxes you pay or accrue.

Resident Aliens

If you are a resident alien of the United States,
you can take a credit for foreign taxes subject to
the same general rules as U.S. citizens. If you
are a bona fide resident of Puerto Rico for the
entire tax year, you also come under the same
rules.

Usually, you can take a credit only for those
foreign taxes imposed on income you actually
or constructively received while you had resi-
dent alien status.

For information on alien status, see Publica-
tion 519.

Nonresident Aliens

If you are a nonresident alien, you cannot take
the credit in most cases. However, you may be
able to take the credit if:
® You were a bona fide resident of Puerto
Rico during your entire tax year, or
® You pay or accrue tax to a foreign country
or U.S. possession on income from foreign
sources that is effectively connected with a
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trade or business in the United States. But
if you must pay tax to a foreign country or
U.S. possession on income from U.S.
sources only because you are a citizen or
a resident of that country or U.S. posses-
sion, do not use that tax in figuring the
amount of your credit.

For information on alien status and effectively
connected income, see Publication 519.

What Foreign Taxes
Qualify for the Credit?

In most cases, the following four tests must be
met for any foreign tax to qualify for the credit.

1. The tax must be imposed on you.
2. You must have paid or accrued the tax.

3. The tax must be the legal and actual for-
eign tax liability.

4. The tax must be an income tax (or a tax in

lieu of an income tax).
the credit even if the four tests are
() met. See Foreign Taxes for Which

You Cannot Take a Credit, /ater.

Certain foreign taxes do not qualify for

Tax Must Be Imposed on You

You can claim a credit only for foreign taxes that
are imposed on you by a foreign country or U.S.
possession. For example, a tax that is deducted
from your wages is considered to be imposed
on you. You cannot shift the right to claim the
credit by contract or other means.

Foreign country. A foreign country includes
any foreign state and its political subdivisions.
Income, war profits, and excess profits taxes
paid or accrued to a foreign city or province
qualify for the foreign tax credit.

U.S. possessions. For foreign tax credit pur-
poses, all qualified taxes paid to U.S. posses-
sions are considered foreign taxes. For this pur-
pose, U.S. possessions include Puerto Rico
and American Samoa.

When the term “foreign country” is used in
this publication, it includes U.S. possessions
unless otherwise stated.

You Must Have Paid
or Accrued the Tax

In most cases, you can claim the credit only if
you paid or accrued the foreign tax to a foreign
country or U.S. possession. However, the para-
graphs that follow describe some instances in
which you can claim the credit even if you did
not directly pay or accrue the tax yourself.

Joint return. If you file a joint return, you can
claim the credit based on the total foreign in-
come taxes paid or accrued by you and your
spouse.

Combined income. If foreign tax is imposed
on the combined income of two or more per-
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sons (for example, a husband and wife), the tax
is allocated among, and considered paid by,
these persons on a pro rata basis in proportion
to each person's portion of the combined in-
come, as determined under foreign law and
Regulations section 1.901-2(f)(3)(iii). Combined
income with respect to each foreign tax that is
imposed on a combined basis (and combined
income subject to tax exemption or preferential
tax rates) is computed separately, and the tax
on that combined income is allocated sepa-
rately.

These rules apply to foreign taxes paid or
accrued in tax years beginning after February
14, 2012. However, you can choose to apply
the new rules to foreign taxes paid or accrued in
tax years beginning after December 31, 2010,
and before February 15, 2012. Thus, these
rules are optional for 2012 if you file your return
on a calendar year basis. For more details, see
paragraphs (f) and (h) of Regulations section
1.901-2. For similar rules applicable to prior tax
years, see Regulations section 1.901-2 (revised
as of April 1,2011).

Example. You and your spouse reside in
Country X, which imposes income tax on your
combined incomes. Both of you use the “u” as
your functional currency. Country X apportions
tax based on income. You had income of
30,000u and your spouse had income of
20,000u. Your filing status on your U.S. income
tax return is married filing separately. You can
claim only 60% (30,000u/50,000u) of the for-
eign taxes imposed on your income on your U.S
income tax return. Your spouse can claim only
40% (20,000u/50,000u).

Partner or S corporation shareholder. If you
are a member of a partnership, or a shareholder
in an S corporation, you can claim the credit
based on your proportionate share of the for-
eign income taxes paid or accrued by the part-
nership or the S corporation. These amounts
will be shown on the Schedule K-1 you receive
from the partnership or S corporation. However,
if you are a shareholder in an S corporation that
in turn owns stock in a foreign corporation, you
cannot claim a credit for your share of foreign
taxes paid by the foreign corporation.

Beneficiary. If you are a beneficiary of an es-
tate or trust, you may be able to claim the credit
based on your proportionate share of foreign in-
come taxes paid or accrued by the estate or
trust. This amount will be shown on the Sched-
ule K-1 you receive from the estate or trust.
However, you must show that the tax was im-
posed on income of the estate and not on in-
come received by the decedent.

Mutual fund shareholder. If you are a share-
holder of a mutual fund or other regulated in-
vestment company (RIC), you may be able to
claim the credit based on your share of foreign
income taxes paid by the fund if it chooses to
pass the credit on to its shareholders. You
should receive from the mutual fund or other
RIC a Form 1099-DIV, or similar statement,
showing your share of the foreign income, and
your share of the foreign taxes paid. If you do
not receive this information, you will need to
contact the fund.

Controlled foreign corporation shareholder.
If you are a shareholder of a controlled foreign
corporation and choose to be taxed at corpo-
rate rates on the amount you must include in
gross income from that corporation, you can
claim the credit based on your share of foreign
taxes paid or accrued by the controlled foreign
corporation. If you make this election, you must
claim the credit by filing Form 1118, Foreign
Tax Credit—Corporations.

Controlled foreign corporation. A con-
trolled foreign corporation is a foreign corpora-
tion in which U.S. shareholders own more than
50% of the voting power or value of the stock.
You are considered a U.S. shareholder if you
own, directly or indirectly, 10% or more of the
total voting power of all classes of the foreign
corporation's stock. See Internal Revenue Code
sections 951(b) and 958(b) for more informa-
tion.

Tax Must Be the Legal and
Actual Foreign Tax Liability

The amount of foreign tax that qualifies is not
necessarily the amount of tax withheld by the
foreign country. Only the legal and actual for-
eign tax liability that you paid or accrued during
the year qualifies for the credit.

Foreign tax refund. You cannot take a foreign
tax credit for income taxes paid to a foreign
country if it is reasonably certain the amount
would be refunded, credited, rebated, abated,
or forgiven if you made a claim.

For example, the United States has tax trea-
ties with many countries allowing U.S. citizens
and residents reductions in the rates of tax of
those foreign countries. However, some treaty
countries require U.S. citizens and residents to
pay the tax figured without regard to the lower
treaty rates and then claim a refund for the
amount by which the tax actually paid is more
than the amount of tax figured using the lower
treaty rate. The qualified foreign tax is the
amount figured using the lower treaty rate and
not the amount actually paid, because the ex-
cess tax is refundable.

Subsidy received. Tax payments a foreign
country returns to you in the form of a subsidy
do not qualify for the foreign tax credit. This rule
applies even if the subsidy is given to a person
related to you, or persons who participated with
you in a transaction or a related transaction. A
subsidy can be provided by any means but
must be determined, directly or indirectly, in re-
lation to the amount of tax, or to the base used
to figure the tax.

The term “subsidy” includes any type of ben-
efit. Some ways of providing a subsidy are re-
funds, credits, deductions, payments, or dis-
charges of obligations.

Shareholder receiving refund for corporate
tax in integrated system. Under some for-
eign tax laws and treaties, a shareholder is con-
sidered to have paid part of the tax that is im-
posed on the corporation. You may be able to
claim a refund of these taxes from the foreign
government. You must include the refund (in-
cluding any amount withheld) in your income in
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the year received. Any tax withheld from the re-
fund is a qualified foreign tax.

Example. You are a shareholder of a
French corporation. You receive a $100 refund
of the tax paid to France by the corporation on
the earnings distributed to you as a dividend.
The French government imposes a 15% with-
holding tax ($15) on the refund you received.
You receive a check for $85. You include $100
in your income. The $15 of tax withheld is a
qualified foreign tax.

Tax Must Be an
Income Tax (or Tax
in Lieu of Income Tax)

In most cases, only income, war profits, and ex-
cess profits taxes (income taxes) qualify for the
foreign tax credit. Foreign taxes on wages, divi-
dends, interest, and royalties qualify for the
credit in most cases. Furthermore, foreign taxes
on income can qualify even though they are not
imposed under an income tax law if the tax is in
lieu of an income, war profits, or excess profits
tax. See Taxes in Lieu of Income Taxes, later.

Income Tax

Simply because the levy is called an income tax
by the foreign taxing authority does not make it
an income tax for this purpose. A foreign levy is
an income tax only if it meets both of the follow-
ing requirements.

1. Itis atax; that is, you have to pay it and
you get no specific economic benefit (dis-
cussed below) from paying it.

2. The predominant character of the tax is
that of an income tax in the U.S. sense.

A foreign levy may meet these requirements
even if the foreign tax law differs from U.S. tax
law. The foreign law may include in income
items that U.S. law does not include, or it may
allow certain exclusions or deductions that U.S.
law does not allow.

Specific economic benefit. In most cases,
you get a specific economic benefit if you re-
ceive, or are considered to receive, an eco-
nomic benefit from the foreign country imposing
the levy, and:

1. If there is a generally imposed income tax,
the economic benefit is not available on
substantially the same terms to all persons
subject to the income tax, or

2. If there is no generally imposed income
tax, the economic benefit is not available
on substantially the same terms to the
population of the foreign country in gen-
eral.

You are considered to receive a specific
economic benefit if you have a business trans-
action with a person who receives a specific
economic benefit from the foreign country and,
under the terms and conditions of the transac-
tion, you receive directly or indirectly all or part
of the benefit.
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However, see the exception discussed later
under Pension, unemployment, and disability

fund payments.

Economic benefits. Economic benefits in-
clude the following.
® Goods.

® Services.
® Fees or other payments.

® Rights to use, acquire, or extract resour-
ces, patents, or other property the foreign
country owns or controls.

® Discharges of contractual obligations.

In most cases, the right or privilege merely
to engage in business is not an economic bene-
fit.

Dual-capacity taxpayers. If you are sub-
ject to a foreign country's levy and you also re-
ceive a specific economic benefit from that for-
eign country, you are a “dual-capacity
taxpayer.” As a dual-capacity taxpayer, you
cannot claim a credit for any part of the foreign
levy, unless you establish that the amount paid
under a distinct element of the foreign levy is a
tax, rather than a compulsory payment for a di-
rect or indirect specific economic benefit.

E

Internal Revenue Service
International Section
Philadelphia, PA 19255-0725

For more information on how to estab-
lish amounts paid under separate ele-
ments of a levy, write to:

Pension, unemployment, and disability
fund payments. A foreign tax imposed on an
individual to pay for retirement, old-age, death,
survivor, unemployment, illness, or disability
benefits, or for similar purposes, is not payment
for a specific economic benefit if the amount of
the tax does not depend on the age, life expect-
ancy, or similar characteristics of that individual.

No deduction or credit is allowed, however,
for social security taxes paid or accrued to a for-
eign country with which the United States has a
social security agreement. For more information
about these agreements, see Publication 54.

Soak-up taxes. A foreign tax is not predomi-
nantly an income tax and does not qualify for
credit to the extent it is a soak-up tax. A tax is a
soak-up tax to the extent that liability for it de-
pends on the availability of a credit for it against
income tax imposed by another country. This
rule applies only if and to the extent that the for-
eign tax would not be imposed if the credit were
not available.

Penalties and interest. Amounts paid to a for-
eign government to satisfy a liability for interest,
fines, penalties, or any similar obligation are not
taxes and do not qualify for the credit.

Taxes not based on income. Foreign taxes
based on gross receipts or the number of units
produced, rather than on realized net income,
do not qualify unless they are imposed in lieu of
an income tax, as discussed next. Taxes based
on assets, such as property taxes, do not qual-
ify for the credit.

Taxes in Lieu of Income Taxes

A tax paid or accrued to a foreign country quali-
fies for the credit if it is imposed in lieu of an in-
come tax otherwise generally imposed. A for-
eign levy is a tax in lieu of an income tax only if:
® |t is not payment for a specific economic
benefit as discussed earlier, and
® The tax is imposed in place of, and not in
addition to, an income tax otherwise gen-
erally imposed.

A tax in lieu of an income tax does not have
to be based on realized net income. A foreign
tax imposed on gross income, gross receipts or
sales, or the number of units produced or ex-
ported can qualify for the credit.

In most cases, a soak-up tax (discussed
earlier) does not qualify as a tax in lieu of an in-
come tax. However, if the foreign country impo-
ses a soak-up tax in lieu of an income tax, the
amount that does not qualify for foreign tax
credit is the lesser of the following amounts.

® The soak-up tax.

® The foreign tax you paid that is more than
the amount you would have paid if you had
been subject to the generally imposed in-
come tax.

Foreign Taxes
for Which You
Cannot Take a Credit

This part discusses the foreign taxes for which
you cannot take a credit. These are:
® Taxes on excluded income,

® Taxes for which you can only take an item-
ized deduction,
® Taxes on foreign mineral income,

® Taxes from international boycott opera-
tions,

® A portion of taxes on combined foreign oil
and gas income,

® Taxes of U.S. persons controlling foreign
corporations and partnerships who fail to
file required information returns, and

® Taxes related to a foreign tax splitting
event.

Taxes on Excluded Income

You cannot take a credit for foreign taxes paid
or accrued on certain income that is excluded
from U.S. gross income.

Foreign Earned Income
and Housing Exclusions

You must reduce your foreign taxes available
for the credit by the amount of those taxes paid
or accrued on income that is excluded from
U.S. income under the foreign earned income
exclusion or the foreign housing exclusion. See
Publication 54 for more information on the for-
eign earned income and housing exclusions.

Wages completely excluded. If your wages
are completely excluded, you cannot take a
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credit for any of the foreign taxes paid or ac-
crued on these wages.

Wages partly excluded. If only part of your
wages is excluded, you cannot take a credit for
the foreign income taxes allocable to the exclu-
ded part. You find the amount allocable to your
excluded wages by multiplying the foreign tax
paid or accrued on foreign earned income re-
ceived or accrued during the tax year by a frac-
tion.

The numerator of the fraction is your foreign
earned income and housing amounts excluded
under the foreign earned income and housing
exclusions for the tax year minus otherwise de-
ductible expenses definitely related and prop-
erly apportioned to that income. Deductible ex-
penses do not include the foreign housing
deduction.

The denominator is your total foreign earned
income received or accrued during the tax year
minus all deductible expenses allocable to that
income (including the foreign housing deduc-
tion). If the foreign law taxes foreign earned in-
come and some other income (for example,
earned income from U.S. sources or a type of
income not subject to U.S. tax), and the taxes
on the other income cannot be segregated, the
denominator of the fraction is the total amount
of income subject to the foreign tax minus de-
ductible expenses allocable to that income.

Example. You are a U.S. citizen and a cash
basis taxpayer, employed by Company X and
living in Country A. Your records show the fol-
lowing:

Foreign earned income received . . ... .. $125,000
Unreimbursed business travel

eXPEeNsSes . ... ... 20,000
Income tax paid to Country A . ... ... ... 30,000
Exclusion of foreign earned

income and housing allowance . ....... 95,100

Because you can exclude part of your wa-
ges, you cannot claim a credit for part of the for-
eign taxes. To find that part, do the following.

First, find the amount of business expenses
allocable to excluded wages and therefore not
deductible. To do this, multiply the otherwise
deductible expenses by a fraction. That fraction
is the excluded wages over your foreign earned
income.

$95100
820000 x  —goe500 -

$15,216

Next, find the numerator of the fraction by
which you will multiply the foreign taxes paid.
To do this, subtract business expenses alloca-
ble to excluded wages ($15,216) from excluded
wages ($95,100). The result is $79,884.

Then, find the denominator of the fraction by
subtracting all your deductible expenses from
all your foreign earned income ($125,000 —
$20,000 = $105,000).

Finally, multiply the foreign tax you paid by
the resulting fraction.

$30,000 x M -

$105,000 $22,824
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The amount of Country A tax you cannot take a
credit for is $22,824.

Taxes on Income From
Puerto Rico Exempt From U.S. Tax

If you have income from Puerto Rican sources
that is not taxable, you must reduce your for-
eign taxes paid or accrued by the taxes alloca-
ble to the exempt income. For information on
figuring the reduction, see Publication 570.

Possession Exclusion

If you are a bona fide resident of American Sa-
moa and exclude income from sources in Amer-
ican Samoa, you cannot take a credit for the
taxes you pay or accrue on the excluded in-
come. For more information on this exclusion,
see Publication 570.

Extraterritorial Income Exclusion

You cannot take a credit for taxes you pay on
qualifying foreign trade income excluded on
Form 8873, Extraterritorial Income Exclusion.
However, see Internal Revenue Code section
943(d) for an exception for certain withholding
taxes.

Taxes for Which You
Can Only Take
an Itemized Deduction

You cannot claim a foreign tax credit for foreign
income taxes paid or accrued under the follow-
ing circumstances. However, you can claim an
itemized deduction for these taxes. See Choos-
ing To Take Credit or Deduction, earlier.

Taxes Imposed By Sanctioned
Countries (Section 901(j) Income)

You cannot claim a foreign tax credit for income
taxes paid or accrued to any country if the in-
come giving rise to the tax is for a period (the
sanction period) during which:
® The Secretary of State has designated the
country as one that repeatedly provides
support for acts of international terrorism,
® The United States has severed or does not
conduct diplomatic relations with the coun-
try, or
® The United States does not recognize the
country's government, unless that govern-
ment is eligible to purchase defense arti-
cles or services under the Arms Export
Control Act.

The following countries meet this description for
2012. Income taxes paid or accrued to these
countries in 2012 do not qualify for the credit.

® Cuba.

® [ran.

® |ibya (but see Note later).
North Korea.

Sudan.

Syria.

Income that is paid through one or more en-
tities is treated as coming from a foreign country
listed above if the original source of the income
is from one of the listed countries.

Waiver of denial of the credit. A waiver can
be granted to a sanctioned country if the Presi-
dent of the United States determines that grant-
ing the waiver is in the national interest of the
United States and will expand trade and invest-
ment opportunities for U.S. companies in the
sanctioned country. The President must report
to Congress his intentions to grant the waiver
and his reasons for granting the waiver not less
than 30 days before the date on which the
waiver is granted.

Note. Effective December 10, 2004, the
president granted a waiver to Libya. Income
taxes arising on or after this date qualify for the
credit if they meet the other requirements in this
publication.

Limit on credit. In figuring the foreign tax
credit limit, discussed later, income from a
sanctioned country is a separate category of
foreign income unless a Presidential waiver is
granted. You must fill out a separate Form 1116
for this income. This will prevent you from
claiming a credit for foreign taxes paid or ac-
crued to the sanctioned country.

Example. You lived and worked in Syria
until August, when you were transferred to Italy.
You paid taxes to each country on the income
earned in that country. You cannot claim a for-
eign tax credit for the foreign taxes paid on the
income earned in Syria. Because the income
earned in Syria is a separate category of foreign
income, you must fill out a separate Form 1116
for that income. You cannot take a credit for
taxes paid on the income earned in Syria, but
that income is taxable by the United States.

Figuring the credit when a sanction ends.
Table 1 lists the countries for which sanctions
have ended or for which a Presidential waiver
has been granted. For any of these countries,
you can claim a foreign tax credit for the taxes
paid or accrued to that country on the income
for the period that begins after the end of the
sanction period or the date the Presidential
waiver was granted.

Example. The sanctions against Country X
ended on July 31. On August 19, you receive a
distribution from a mutual fund of Country X in-
come. The fund paid Country X income tax for
you on the distribution. Because the distribution
was made after the sanction ended, you may in-
clude the foreign tax paid on the distribution to
compute your foreign tax credit.

Amounts for the nonsanctioned period.
If a sanction period ends (or a Presidential
waiver is granted) during your tax year and you
are not able to determine the actual income and
taxes for that period, you can allocate amounts
to that period based on the number of days in
the period that fall in your tax year. Multiply the
income or taxes for the year by the following
fraction to determine the amounts allocable to
that period.
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Number of nonsanctioned days in year
Number of days in year

Example. You are a calendar year filer and
received $20,000 of income from Country X in
2012 on which you paid tax of $4,500. Sanc-
tions against Country X ended on July 11, 2012.
You are unable to determine how much of the
income or tax is for the nonsanctioned period.
Because your tax year starts on January 1, and
the Country X sanction ended on July 11, 2012,
173 days of your tax year are in the nonsanc-
tioned period. You would compute the income
for the nonsanctioned period as follows.

173
366

x  $20,000 = $9,453

You would figure the tax for the nonsanctioned
period as follows.

173
366

x  $4,500 = $2,127

To figure your foreign tax credit, you would use
$9,453 as the income from Country X and
$2,127 as the tax.

Further information. The rules for figuring
the foreign tax credit after a country's sanction
period ends are more fully explained in Reve-
nue Ruling 92-62, Cumulative Bulletin 1992-2,
page 193. This Cumulative Bulletin can be
found in many libraries and IRS offices.

Taxes Imposed
on Certain Dividends

You cannot claim a foreign tax credit for with-
holding tax (defined later) on dividends paid or
accrued if either of the following applies to the
dividends.

1. The dividends are on stock you held for
less than 16 days during the 31-day period
that begins 15 days before the ex-dividend
date (defined later).

2. The dividends are for a period or periods
totaling more than 366 days on preferred
stock you held for less than 46 days during
the 91-day period that begins 45 days be-
fore the ex-dividend date. If the dividend is
not for more than 366 days, rule (1) ap-
plies to the preferred stock.

When figuring how long you held the stock,
count the day you sold it, but do not count the
day you acquired it or any days on which you
were protected from risk or loss.

Regardless of how long you held the stock,
you cannot claim the credit to the extent you
have an obligation under a short sale or other-
wise to make payments related to the dividend
for positions in substantially similar or related
property.

Withholding tax. For this purpose, withholding
tax includes any tax determined on a gross ba-
sis. It does not include any tax which is in the
nature of a prepayment of a tax imposed on a
net basis.

Ex-dividend date. The ex-dividend date is the
first date following the declaration of a dividend
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Table 1.Countries Removed From the

Sanction List or Granted Presidential Waiver

Sanction Period

Country

Starting Date

Ending Date

Iraq

February 1, 1991

June 27, 2004

Libya

January 1, 1987

December 9, 2004*

*Presidential waiver granted for qualified income taxes arising after December 9, 2004.

on which the purchaser of a stock is not entitled
to receive the next dividend payment.

Example 1. You bought common stock
from a foreign corporation on November 3. You
sold the stock on November 19. You received a
dividend on this stock because you owned it on
the ex-dividend date of November 5. To claim
the credit, you must have held the stock for at
least 16 days within the 31-day period that be-
gan on October 21 (15 days before the ex-divi-
dend date). Because you held the stock for 16
days, from November 4 until November 19, you
are entitled to the credit.

Example 2. The facts are the same as in
Example 1 except that you sold the stock on
November 14. You held the stock for only 11
days. You are not entitled to the credit.

Exception. If you are a securities dealer who
actively conducts business in a foreign country,
you may be able to claim a foreign tax credit for
qualified taxes paid on dividends regardless of
how long you held the stock or whether you
were obligated to make payments for positions
in substantially similar or related property. See
section 901(k)(4) of the Internal Revenue Code
for more information.

Taxes Withheld on Income
or Gain (Other Than Dividends)

For income or gain (other than dividends) paid
or accrued on property, you cannot claim a for-
eign tax credit for withholding tax (defined
later):
® |f you have not held the property for at
least 16 days during the 31-day period that
begins 15 days before the date on which
the right to receive the payment arises, or
® To the extent you have to make related
payments on positions in substantially sim-
ilar or related property.

When figuring how long you held the property,
count the day you sold it, but do not count the
day you acquired it or any days on which you
were protected from risk or loss.

Withholding tax. For this purpose, withholding

tax includes any tax determined on a gross ba-

sis. It does not include any tax which is in the
nature of a prepayment of a tax imposed on a
net basis.

Exception for dealers. If you are a dealer in
property who actively conducts business in a

foreign country, you may be able to claim a for-

eign tax credit for qualified taxes withheld on in-
come or gain from that property regardless of
how long you held it or whether you have to
make related payments on positions in similar

or related property. See section 901(1)(2) of the
Internal Revenue Code for more information.

Covered Asset Acquisition

You cannot take a credit for the disqualified por-
tion of any foreign tax paid or accrued in con-
nection with a covered asset acquisition. A cov-
ered asset acquisition includes certain
acquisitions that result in a stepped-up basis for
U.S. tax purposes but not for foreign tax purpo-
ses. For more information, see Internal Reve-
nue Code section 901(m). The IRS intends to
issue guidance that will explain this provision in
greater detail.

Taxes in Connection With the
Purchase or Sale of Oil or Gas

You cannot claim a foreign tax credit for taxes
paid or accrued to a foreign country in connec-
tion with the purchase or sale of oil or gas ex-
tracted in that country if you do not have an
economic interest in the oil or gas, and the pur-
chase price or sales price is different from the
fair market value of the oil or gas at the time of
purchase or sale.

Taxes on Foreign
Mineral Income

You must reduce any taxes paid or accrued to a
foreign country or possession on mineral in-
come from that country or possession if you
were allowed a deduction for percentage deple-
tion for any part of the mineral income. For de-
tails, see Regulations section 1.901-3.

Taxes From International
Boycott Operations

If you participate in or cooperate with an inter-
national boycott during the tax year, your for-
eign taxes resulting from boycott activities will
reduce the total taxes available for credit. See
the instructions for line 12 in the Form 1116 in-
structions to figure this reduction.

In most cases, this rule does not apply to
employees with wages who are working and liv-
ing in boycotting countries, or to retirees with
pensions who are living in these countries.

List of boycotting countries. A list of the
countries which may require participation in or
cooperation with an international boycott is pub-
lished by the Department of the Treasury. As of
November 2012, the following countries are lis-
ted.

® |raq.
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® Kuwait.

® [ebanon.

Libya.

Qatar.

Saudi Arabia.

Syria.

United Arab Emirates.
® Yemen.

Internal Revenue Service

International Section
Philadelphia, PA 19255-0725

For information concerning changes to
the list, write to:

Determinations of whether the boycott rule
applies. You may request a determination
from the Internal Revenue Service as to
whether a particular operation constitutes par-
ticipation in or cooperation with an international
boycott. The procedures for obtaining a deter-
mination from the Service are outlined in Reve-
nue Procedure 77-9 in Cumulative Bulletin
1977-1. Cumulative Bulletins are available in
most IRS offices and you are welcome to read
them there.

Public inspection. A determination and
any related background file is open to public in-
spection. However, your identity and certain
other information will remain confidential.

Reporting requirements. You must file a re-
port with the IRS if you or any of the following
persons have operations in or related to a boy-
cotting country or with the government, a com-
pany, or a national of a boycotting country.
® A foreign corporation in which you own
10% or more of the voting power of all vot-
ing stock but only if you own the stock of
the foreign corporation directly or through
foreign entities.
® A partnership in which you are a partner.

® Aftrustyou are treated as owning.

Form 5713 required. If you have to file a
report, you must use Form 5713, International
Boycott Report, and attach all supporting
schedules. See the Instructions for Form 5713
for information on when and where to file the
form.

Penalty for failure to file. If you willfully
fail to make a report, in addition to other penal-
ties, you may be fined $25,000 or imprisoned
for no more than one year, or both.

Taxes on Combined
Foreign Oil and Gas Income

You must reduce your foreign taxes by a portion
of any foreign taxes imposed on combined for-
eign oil and gas income. The amount of the re-
duction is the amount by which your foreign oil
and gas taxes exceed the amount of your com-
bined foreign oil and gas income multiplied by a
fraction equal to your pre-credit U.S. tax liability
(Form 1040, line 44) divided by your worldwide
taxable income. You may be entitled to carry
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over to other years taxes reduced under this
rule. See Internal Revenue Code section 907(f).

Combined foreign oil and gas income
means the sum of foreign oil related income
and foreign oil and gas extraction income. For-
eign oil and gas taxes are the sum of foreign oil
and gas extraction taxes and foreign oil related
taxes.

Taxes of U.S.
Persons Controlling
Foreign Corporations
and Partnerships

If you had control of a foreign corporation or a
foreign partnership for the annual accounting
period of that corporation or partnership that
ended with or within your tax year, you may
have to file an annual information return. If you
do not file the required information return, you
may have to reduce the foreign taxes that may
be used for the foreign tax credit. See Penalty
for not filing Form 5471 or Form 8865, later.

U.S. persons controlling foreign corpora-
tions. If you are a U.S. citizen or resident who
had control of a foreign corporation for an unin-
terrupted period of at least 30 days during the
annual accounting period of that corporation,
you may have to file an annual information re-
turn on Form 5471, Information Return of U.S.
Persons With Respect To Certain Foreign Cor-
porations. Under this rule, you generally had
control of a foreign corporation if at any time
during the corporation's tax year you owned:
® Stock possessing more than 50% of the to-
tal combined voting power of all classes of
stock entitled to vote, or
® More than 50% of the total value of shares
of all classes of stock of the foreign corpo-
ration.

U.S. persons controlling foreign partner-
ships. If you are a U.S. citizen or resident who
had control of a foreign partnership at any time
during the partnership's tax year, you may have
to file an annual information return on Form
8865, Return of U.S. Persons With Respect to
Certain Foreign Partnerships. Under this rule,
you generally had control of the partnership if
you owned more than 50% of the capital or
profits interest, or an interest to which 50% of
the deductions or losses were allocated.

You also may have to file Form 8865 if at
any time during the tax year of the partnership,
you owned a 10% or greater interest in the part-
nership while the partnership was controlled by
U.S. persons owning at least a 10% interest.
See the Instructions for Form 8865 for more in-
formation.

Penalty for not filing Form 5471 or Form
8865. In most cases, there is a penalty of
$10,000 for each annual accounting period for
which you fail to furnish information. Additional
penalties apply if the failure continues for more
than 90 days after the day on which notice of
the failure to furnish the information is mailed.

If you fail to file either Form 5471 or Form
8865 when due, you may also be required to re-
duce by 10% all foreign taxes that may be used
for the foreign tax credit. This 10% reduction

shall not exceed the greater of $10,000 or the
income of the foreign corporation or foreign
partnership for the accounting period for which
the failure occurs. This foreign tax credit penalty
is also reduced by the amount of the dollar pen-
alty imposed.

Taxes Related to a Foreign
Tax Credit Splitting Event

Reduce taxes paid or accrued by any taxes
paid or accrued with respect to a foreign tax
credit splitting event. For foreign taxes paid or
accrued in tax years beginning after 2010, if
there is a foreign tax credit splitting event, you
may not take the foreign tax into account before
the tax year in which you take the income into
account. There is a foreign tax credit splitting
event with respect to a foreign income tax if (in
connection with a splitter arrangement listed be-
low) the related income is (or will be) taken into
account by a covered person. A covered per-
son is either of the following.
® An entity in which you hold, directly or indi-
rectly, at least a 10 percent ownership in-
terest (determined by vote or value).
® Any person who is related to you. For a list
of related persons, see Nondeductible
Loss in Publication 544, chapter 2.

A covered asset acquisition under Internal
Revenue Code section 901(m) is not a foreign
tax credit splitting event under Internal Revenue
Code section 909.

For more information, see section 909 and
any regulations under that section.

Splitter arrangements. The following para-
graphs summarize the splitter arrangements.
For more details, see Regulation section
1.909-2T(b).

Reverse hybrid splitter arrangement. A
reverse hybrid is a splitter arrangement if you
pay or accrue foreign income taxes with respect
to income of a reverse hybrid. A reverse hybrid
is an entity that is a corporation for U.S. Federal
income tax purposes but is a fiscally transpar-
ent entity (under the principles of Regulation
section 1.894-1(d)(3)) or a branch under the
laws of a foreign country imposing tax on the in-
come of the entity.

Loss-sharing splitter arrangement. A
foreign group relief or other loss-sharing regime
is a loss-sharing splitter arrangement to the ex-
tent that a shared loss of a U.S. combined in-
come group could have been used to offset in-
come of that group (usable shared loss) but is
used instead to offset income of another U.S.
combined income group.

U.S. equity hybrid instrument splitter ar-
rangement. A U.S. equity hybrid instrument is
a splitter arrangement if payments or accruals
on or with respect to this instrument meet all of
the following conditions.

1. They give rise to foreign income taxes
paid or accrued by the owner of this instru-
ment.

2. They are deductible by the issuer under
the laws of a foreign jurisdiction in which
the issuer is subject to tax.
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3. They do not give rise to income for U.S.
Federal income tax purposes.

A U.S. equity hybrid instrument is an instrument
that is treated as equity for U.S. Federal income
tax purposes but is treated as indebtedness for
foreign tax purposes, or with respect to which
the issuer is otherwise entitled to a deduction
for foreign tax purposes for amounts paid or ac-
crued with respect to the instrument.

U.S. debt hybrid instrument splitter ar-
rangement. A U.S. debt hybrid instrument is a
splitter arrangement if the issuer of a U.S. debt
hybrid instrument pays or accrues foreign in-
come taxes with respect to income in an
amount equal to the interest (including original
issue discount) paid or accrued on the instru-
ment that is deductible for U.S. Federal income
tax purposes but that does not give rise to a de-
duction under the laws of a foreign jurisdiction
in which the issuer is subject to tax.

A U.S. debt hybrid instrument is an instru-
ment that is treated as equity for foreign tax pur-
poses but as indebtedness for U.S. Federal in-
come tax purposes.

Partnership inter-branch payment split-
ter arrangement. An allocation of foreign in-
come tax that a partnership pays or accrues
with respect to an inter-branch payment as de-
scribed in Regulation section 1.704-1(b)(4)(viii)
(d)(3) (revised as of April 1, 2011) (the in-
ter-branch tax) is a splitter arrangement to the
extent the inter-branch payment tax is not allo-
cated to the partners in the same proportion as
the distributive shares of income in the credita-
ble foreign tax expenditures (CFTE) category to
which the inter-branch payment tax is or would
be assigned under Regulation section
1.704-1(b)(4)(viii)(d) without regard to Regula-
tion section 1.704-1(b)(4)(viii)(d)(3).

How To Figure
the Credit

As already indicated, you can claim a foreign
tax credit only for foreign taxes on income, war
profits, or excess profits, or taxes in lieu of
those taxes. In addition, there is a limit on the
amount of the credit that you can claim. You fig-
ure this limit and your credit on Form 1116.
Your credit is the amount of foreign tax you paid
or accrued or, if smaller, the limit.

If you have foreign taxes available for credit
but you cannot use them because of the limit,
you may be able to carry them back 1 tax year
and forward to the next 10 tax years. See Carry-
back and Carryover, later.

Also, certain tax treaties have special rules
that you must consider when figuring your for-
eign tax credit. See Tax Treaties, later.

Exemption from foreign tax credit limit. You

will not be subject to this limit and will be able to

claim the credit without using Form 1116 if the

following requirements are met.

® Your only foreign source gross income for

the tax year is passive category income.
Passive category income is defined later
under Separate Limit Income. However, for
purposes of this rule, high taxed income
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and export financing interest are also pas-
sive category income.

® Your qualified foreign taxes for the tax year
are not more than $300 ($600 if married fil-
ing a joint return).

® All of your gross foreign income and the
foreign taxes are reported to you on a
payee statement (such as a Form
1099-DIV or 1099-INT).

® You elect this procedure for the tax year.

If you make this election, you cannot carry
back or carry over any unused foreign tax to or

from this tax year.

the limit figured on Form 1116 and not
Ly from the other requirements described
in this publication. For example, the election
does not exempt you from the requirements dis-
cussed earlier under What Foreign Taxes Qual-
ify for the Credit.

This election exempts you only from

Limit on the Credit

Your foreign tax credit cannot be more than
your total U.S. tax liability (Form 1040, line 44)
multiplied by a fraction. The numerator of the
fraction is your taxable income from sources
outside the United States. The denominator is
your total taxable income from U.S. and foreign
sources.

To determine the limit, you must separate
your foreign source income into categories, as
discussed under Separate Limit Income next.
The limit treats all foreign income and expenses
in each separate category as a single unit and
limits the credit to the U.S. income tax on the
taxable income in that category from all sources
outside the United States.

Separate Limit Income

You must figure the limit on a separate Form
1116 for each of the following categories of in-
come.

® Passive category income.

® General category income.
® Section 901(j) income.
® (Certain income re-sourced by treaty.

® Any lump sum distribution from an em-
ployer benefit plan for which the special
averaging treatment is used to determine
your tax.

In figuring your separate limits, you must
combine the income (and losses) in each cate-
gory from all foreign sources, and then apply
the limit.

Income from controlled foreign corpora-
tions. As a U.S. shareholder, certain income
that you receive or accrue from a controlled for-
eign corporation (CFC) is treated as separate
limit income. You are considered a U.S. share-
holder in a CFC if you own 10% or more of the
total voting power of all classes of the corpora-
tion's voting stock.

In most cases, subpart F inclusions, interest,
rents, and royalties from a CFC are treated as
separate limit income if they are attributable to

the separate limit income of the CFC. A divi-
dend paid or accrued out of the earnings and
profits of a CFC is treated as separate limit in-
come in the same proportion that the part of
earnings and profits attributable to income in
the separate category bears to the total earn-
ings and profits of the CFC. For more informa-
tion, see section 904(d)(3) of the Internal Reve-
nue Code and Regulations section 1.904-5.

Partnership distributive share. In most ca-
ses, a partner's distributive share of partnership
income is treated as separate limit income if it is
from the separate limit income of the partner-
ship. However, if the partner owns less than a
10% interest in the partnership, the income is
treated as passive income in most cases. For
more information, see Regulations section
1.904-5(h).

Passive Category Income

Passive category income consists of passive in-
come and specified passive category income.

Passive income. Except as described earlier
under Income from controlled foreign corpora-
tions and Partnership distributive share, passive
income generally includes the following.

® Dividends.

® |[nterest.
® Rents.

® Royalties.
® Annuities.

® Net gain from the sale of non-income-pro-
ducing investment property or property that
generates passive income.

® Net gain from commodities transactions,
except for hedging and active business
gains or losses of producers, processors,
merchants, or handlers of commodities.

® Amounts you must include as foreign per-
sonal holding company income under sec-
tion 551(a) or 951(a) of the Internal Reve-
nue Code.

® Amounts includible in income under sec-
tion 1298 of the Internal Revenue Code
(relating to certain passive foreign invest-
ment companies).

If you receive foreign source distributions
from a mutual fund or other regulated invest-
ment company that elects to pass through to
you the foreign tax credit, in most cases the in-
come is considered passive. The mutual fund
will provide you with a Form 1099-DIV or substi-
tute statement showing the amount of foreign
taxes it elected to pass through to you.

What is not passive income. Passive income
does not include any of the following.

® Gains or losses from the sale of inventory
property or property held mainly for sale to
customers in the ordinary course of your
trade or business.
Export financing interest.

High-taxed income.
Active business rents and royalties.

® Any income that is defined in another sep-
arate limit category.
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Export financing interest. This is interest
derived from financing the sale or other disposi-
tion of property for use outside the United
States if:

® The property is manufactured, produced,
grown, or extracted in the United States by
you or a related person, and

® 50% or less of the fair market value of the
property is due to imports into the United
States.

High-taxed income. This is passive in-
come subject to foreign taxes that are higher
than the highest U.S. tax rate that can be im-
posed on the income. The high-taxed income
and the taxes imposed on it are moved from
passive category income into general category
income. See Regulations section 1.904-4(c) for
more information.

Specified passive category income. Speci-
fied passive income consists of:

1. Dividends from a DISC (domestic interna-
tional sales corporation) or former DISC to
the extent the dividends are treated as for-
eign source income, and

2. Distributions from a former FSC (foreign
sales corporation) out of earnings and
profits that are attributable to:

a. Foreign trade income, or

b. Interest and carrying charges derived
from a transaction that results in for-
eign trade income.

General Category Income

General category income includes income from
sources outside the United States that is not
passive category income or does not fall into
one of the other separate limit categories dis-
cussed later. In most cases, it includes active
business income and wages, salaries, and
overseas allowances of an individual as an em-
ployee. General category income includes
high-taxed income that would otherwise be pas-
sive income. See High-taxed income, earlier,
under What is not passive income.

Financial services income. In general, finan-
cial services income is treated as general cate-
gory income if it is derived by a financial serv-
ices entity. You are a financial services entity if
you are predominantly engaged in the active
conduct of a banking, insurance, financing, or
similar business for any taxable year. In most
cases, the financial services income of a finan-
cial services entity includes income derived in
the active conduct of a banking, financing, in-
surance or similar business. Financial services
income of a financial services entity also in-
cludes passive income and certain incidental in-
come.

If you qualify as a financial services entity
because you treat certain items of income as
active financing income under Regulations sec-
tion 1.904-4(e)(2)(i)(Y), you must show the type
and amount of each item on an attachment to
Form 1116.
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Section 901(j) Income

This is income earned from activities conducted
in sanctioned countries. Income derived from
each sanctioned country is subject to a sepa-
rate foreign tax credit limitation. Therefore, you
must use a separate Form 1116 for income
earned from each such country. See Taxes Im-
posed By Sanctioned Countries (Section 901(j)
Income) under Taxes for Which You Can Only
Take an Itemized Deduction, earlier.

Certain Income
Re-Sourced By Treaty

If a sourcing rule in an applicable income tax
treaty treats U.S. source income as foreign
source, and you elect to apply the treaty, the in-
come will be treated as foreign source.

You must compute a separate foreign tax
credit limitation for any such income for which
you claim benefits under a treaty, using a sepa-
rate Form 1116 for each amount of re-sourced
income from a treaty country. See sections
865(h), 904(d)(6), and 904(h)(10) and the regu-
lations under those sections (including Regula-
tion section 1.904-5(m)(7)) for any grouping
rules and exceptions.

See Tax Treaties, later, for further informa-
tion regarding income re-sourced by treaty.

Lump-Sum Distribution

If you receive a foreign source lump-sum distri-
bution (LSD) from a retirement plan, and you
figure the tax on it using the special averaging
treatment for LSDs, you must make a special
computation. Follow the Form 1116 instructions
and complete the worksheet in those instruc-
tions to determine your foreign tax credit on the
LSD.

Allocation of Foreign Taxes

The special averaging treatment for
LSDs is elected by filing Form 4972,
Tax on Lump-Sum Distributions.

Solely for purposes of allocating foreign taxes
to separate limit income categories, those sep-
arate limit categories include any U.S. source
income that is taxed by the foreign country or
U.S. possession.

If you paid or accrued foreign income tax for
a tax year on income in more than one separate
limit income category, allocate the tax to the in-
come category to which the tax specifically re-
lates. If the tax is not specifically related to any
one category, you must allocate the tax to each
category of income.

You do this by multiplying the foreign in-
come tax related to more than one category by
a fraction. The numerator of the fraction is the
net income taxed by the foreign country in a
separate category. The denominator is the total
netincome.

You figure net income by deducting from the
gross income in each category and from the to-
tal gross income taxed by the foreign country or

U.S. possession any expenses, losses, and
other deductions definitely related to them un-
der the laws of the foreign country or U.S. pos-
session. If the expenses, losses, and other de-
ductions are not definitely related to a category
of income under foreign law, they are appor-
tioned under the principles of the foreign law. If
the foreign law does not provide for apportion-
ment, use the principles covered in the U.S. In-
ternal Revenue Code.

Example. You paid foreign income taxes of
$3,200 to Country A on wages of $80,000 and
interest income of $3,000. These were the only
items of income on your foreign return. You also
have deductions of $4,400 that, under foreign
law, are not definitely related to either the wa-
ges or interest income. Your total net income is
$78,600 ($83,000-$4,400).

Because the foreign tax is not specifically for
either item of income, you must allocate the tax
between the wages and the interest under the
tax laws of Country A. For purposes of this ex-
ample, assume that the laws of Country A do
this in a manner similar to the U.S. Internal Rev-
enue Code. First figure the net income in each
category by allocating those expenses that are
not definitely related to either category of in-
come.

You figure the expenses allocable to wages
(general category income) as follows.

$80,000 (wages) B
$83,000 (total income) * $4+400 = $4,241
The net wages are $75,759 ($80,000 — $4,241).

You figure the expenses allocable to interest
(passive category income) as follows.

$3,000 (interest) B
§83,000 (fotal income) < 4400 = $159
The net interest is $2,841 ($3,000 — $159).

Then, to figure the foreign tax on the wages,
you multiply the total foreign income tax by the
following fraction.

$75,759 (net wages)
$78,600 (total net income)

x$3,200 = $3,084

You figure the foreign tax on the interest in-
come as follows.

$2,841 (net interest)
$78,600 (total net income)

x$3,200 = $116

Foreign Taxes From
a Partnership
or an S Corporation

If foreign taxes were paid or accrued on your
behalf by a partnership or an S corporation, you
will figure your credit using certain information
from the Schedule K-1 you received from the
partnership or S corporation. If you received a
2012 Schedule K-1 from a partnership or an S
corporation that includes foreign tax informa-
tion, see your Form 1116 instructions for how to
report that information.
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Table 2. Source of Income

Item of Income

Factor Determining Source

Salaries, wages, other compensation

Where services performed

Business income:
Personal services
Sale of inventory—purchased
Sale of inventory—produced

Where services performed
Where sold
Allocation

Natural resources
Patent, copyrights, etc.

Interest Residence of payer

Dividends Whether a U.S. or foreign corporation*
Rents Location of property

Royalties:

Location of property
Where property is used

Sale of real property

Location of property

Sale of personal property

Seller's tax home (but see Determining the Source
of Income From the Sales or Exchanges of Certain
Personal Property, later, for exceptions)

Pension distributions attributable to
contributions

Where services were performed that earned the
pension

Investment earnings on pension
contributions

Location of pension trust

Sale of natural resources

Allocation based on fair market value of product at
export terminal. For more information, see
Regulations section 1.863-1(b).

* Exceptions include:

a) Dividends paid by a U.S. corporation are foreign source if the corporation elects the American Samoa Economic

Development Credit,

b) Part of a dividend paid by a foreign corporation is U.S. source if at least 25% of the corporation's gross income is
effectively connected with a U.S. trade or business for the 3 tax years before the year in which the dividends are

declared.
Figuring the Limit

Before you can determine the limit on your
credit, you must first figure your total taxable in-
come from all sources before the deduction for
personal exemptions. This is the amount shown
on line 41 of Form 1040 or line 39 of Form
1040NR. Then for each category of income,
you must figure your taxable income from sour-
ces outside the United States.

Before you can figure your taxable income in
each category from sources outside the United
States, you must first determine whether your
gross income in each category is from U.S.
sources or foreign sources. Some of the gen-
eral rules for figuring the source of income are
outlined in Table 2.

See Determining the Source of Compensa-
tion for Labor or Personal Services and Deter-
mining the Source of Income From the Sales or
Exchanges of Certain Personal Property, later,
for a more detailed discussion on determining
the source of these types of income.

Determining the source of income from U.S.
possessions. In most cases, the rules for de-
termining whether income is from sources in a
U.S. possession are the same as those for de-
termining whether income is from U.S. sources.
However, exceptions do apply. See Pub. 570
for more information.
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Determining the Source
of Compensation for
Labor or Personal Services

If you are an employee and receive compensa-
tion for labor or personal services performed
both inside and outside the United States, spe-
cial rules apply in determining the source of the
compensation. Compensation (other than cer-
tain fringe benefits) is sourced on a time basis.
Certain fringe benefits (such as housing and
education) are sourced on a geographical ba-
sis.

Or, you may be permitted to use an alterna-
tive basis to determine the source of compen-
sation. See Alternative basis, later.

If you are self-employed, you determine the
source of compensation for labor or personal

Table 3. Source of Fringe Benefits

services from self-employment on the basis that
most correctly reflects the proper source of that
income under the facts and circumstances of
your particular case. In many cases, the facts
and circumstances will call for an apportion-
ment on a time basis as explained next.

Time basis. Use a time basis to figure your for-
eign source compensation (other than the fringe
benefits discussed later). Do this by multiplying
your total compensation (other than the fringe
benefits discussed later) by the following frac-
tion:

Number of days you performed services in
the foreign country during the year

Total number of days you performed
services during the year

You can use a unit of time less than a day in
the above fraction, if appropriate. The time pe-
riod for which the compensation is made does
not have to be a year. Instead, you can use an-
other distinct, separate, and continuous time
period if you can establish to the satisfaction of
the IRS that this other period is more appropri-
ate.

Example 1. Christina Brooks, a U.S. citi-
zen, worked 240 days for a U.S. company dur-
ing the tax year. She received $80,000 in com-
pensation. None of it was for fringe benefits.
Christina performed services in the United
States for 60 days and performed services in
the United Kingdom for 180 days. Using the
time basis for determining the source of com-
pensation, $60,000 ($80,000 x '®/2s) is her for-
eign source income.

Example 2. Rob Waters, a U.S. citizen, is
employed by a U.S. corporation. His principal
place of work is in the United States. His annual
salary is $100,000. None of it is for fringe bene-
fits. During the first quarter of the year he
worked entirely within the United States. On
April 1, Rob was transferred to Singapore for
the remainder of the year. Rob is able to estab-
lish that the first quarter of the year and the last
3 quarters of the year are two separate, distinct,
and continuous periods of time. Accordingly,
$25,000 of Rob's annual salary is attributable to
the first quarter of the year (.25 x $100,000). All
of it is U.S. source income because he worked
entirely within the United States during that
quarter. The remaining $75,000 is attributable
to the last three quarters of the year. During
those quarters, he worked 150 days in Singa-
pore and 30 days in the United States. His

Fringe Benefit

Factor Determining Source

Housing, education, and local
transportation

Location of your principal place of work

Tax reimbursement

Location of the jurisdiction that imposed the tax for
which you were reimbursed

Hazardous or hardship duty pay

Location of the hazardous or hardship duty zone
for which you received the pay

Moving expense reimbursement

Location of your new principal place of work*

*You can determine the source based on the location of your former principal place of work if you have sufficient
evidence that such determination of source is more appropriate under the facts and circumstances of your case.

Page 13



periodic performance of services in the United
States did not result in distinct, separate, and
continuous periods of time. Of his $75,000 sal-
ary, $62,500 ($75,000 x /) is foreign source
income for the year.

Multi-year compensation. In most cases,
the source of multi-year compensation is deter-
mined on a time basis over the period to which
the compensation is attributable. Multi-year
compensation is compensation that is included
in your income in one tax year but that is attrib-
utable to a period that includes two or more tax
years.

You determine the period to which the com-
pensation is attributable based on the facts and
circumstances of your case. For example, an
amount of compensation that specifically re-
lates to a period of time that includes several
calendar years is attributable to the entire
multi-year period.

The amount of compensation treated as
from foreign sources is figured by multiplying
the total multi-year compensation by a fraction.
The numerator of the fraction is the number of
days (or unit of time less than a day, if appropri-
ate) that you performed labor or personal serv-
ices in the foreign country in connection with the
project. The denominator of the fraction is the
total number of days (or unit of time less than a
day, if appropriate) that you performed labor or
personal services in connection with the
project.

Geographical basis. Compensation you re-
ceive as an employee in the form of the follow-
ing fringe benefits is sourced on a geographical
basis.

® Housing.

® Education.

® Local transportation.

® Tax reimbursement.

® Hazardous or hardship duty pay.

® Moving expense reimbursement.

The amount of fringe benefits must be reasona-
ble and you must substantiate them by ade-
quate records or by sufficient evidence. Table 3
summarizes the factors used for determining
the source of these fringe benefits.

Housing. The source of a housing fringe
benefit is determined based on the location of
your principal place of work. A housing fringe
benefit includes payments to or on your behalf
(and your family if your family resides with you)
only for the following:

® Rent.

e Utilities (except telephone charges).
® Real and personal property insurance.

® QOccupancy taxes not deductible under
section 164 or 216(a).

® Nonrefundable fees for securing a lease-
hold.

® Rental of furniture and accessories.

® Household repairs.

® Residential parking.

® Fair rental value of housing provided in
kind by your employer.
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A housing fringe benefit does not include:

® Deductible interest and taxes (including
deductible interest and taxes of a ten-
ant-stockholder in a cooperative housing
corporation),

® The cost of buying property, including prin-
cipal payments on a mortgage,

® The cost of domestic labor (maids, garden-
ers, etc.),

® Pay television subscriptions,

® |mprovements and other expenses that in-
crease the value or appreciably prolong
the life of property,

® Purchased furniture or accessories,

® Depreciation or amortization of property or
improvements,

® The value of meals or lodging that you ex-
clude from gross income, or

® The value of meals or lodging that you de-
duct as moving expenses.

Education. The source of an education
fringe benefit for the education expenses of
your dependents is determined based on the lo-
cation of your principal place of work. An edu-
cation fringe benefit includes payments only for
the following expenses for education at an ele-
mentary or secondary school.

® Tuition, fees, academic tutoring, special
needs services for a special needs stu-
dent, books, supplies, and other equip-
ment.

® Room and board and uniforms that are re-
quired or provided by the school in con-
nection with enroliment or attendance.

Local transportation. The source of a lo-
cal transportation fringe benefit is determined
based on the location of your principal place of
work. Your local transportation fringe benefit is
the amount that you receive as compensation
for your local transportation or that of your
spouse or dependents at the location of your
principal place of work. The amount treated as
a local transportation fringe benefit is limited to
actual expenses incurred for local transporta-
tion and the fair rental value of any em-
ployer-provided vehicle used predominantly by
you or your spouse or dependents for local
transportation. Actual expenses do not include
the cost (including interest) of any vehicle pur-
chased by you or on your behalf.

Tax reimbursement. The source of a for-
eign tax reimbursement fringe benefit is deter-
mined based on the location of the jurisdiction
that imposed the tax for which you are reim-
bursed.

Hazardous or hardship duty pay. The
source of hazardous or hardship duty pay fringe
benefit is determined based on the location of
the hazardous or hardship duty zone for which
the hazardous or hardship duty pay fringe ben-
efit is paid. A hazardous or hardship duty zone
is any place in a foreign country which meets ei-
ther of the following conditions.

® The zone is designated by the Secretary of
State as a place where living conditions
are extraordinarily difficult, notably unheal-
thy, or where excessive physical hardships
exist, and for which a post differential of 15
percent or more would be provided under
section 5925(b) of Title 5 of the U.S. Code

to any officer or employee of the U.S. gov-
ernment at that place.

® The zone is where civil insurrection, civil
war, terrorism, or wartime conditions
threaten physical harm or imminent danger
to your health and well-being.

Compensation is treated as a hazardous or
hardship duty pay fringe benefit only if your em-
ployer 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
cannot exceed the maximum amount that the
U.S. government would allow its officers or em-
ployees present at that location.

Moving expense reimbursement. In most
cases, the source of a moving expense reim-
bursement is based on the location of your new
principal place of work. However, the source is
determined based on the location of your for-
mer principal place of work if you have sufficient
evidence that such determination of source is
more appropriate under the facts and circum-
stances of your case. Sufficient evidence gen-
erally requires an agreement between you and
your employer in most cases, or a written state-
ment of company policy, which is reduced to
writing before the move and which is entered
into or established to induce you or other em-
ployees to move to another country. The written
statement or agreement must state that your
employer will reimburse you for moving expen-
ses that you incur to return to your former princi-
pal place of work regardless of whether you
continue to work for your employer after return-
ing to that location. It may contain certain condi-
tions upon which the right to reimbursement is
determined as long as those conditions set forth
standards that are definitely ascertainable and
can only be fulfilled prior to, or through comple-
tion of, your return move to your former principal
place of work.

Alternative basis. If you are an employee, you
can determine the source of your compensation
under an alternative basis if you establish to the
satisfaction of the IRS that, under the facts and
circumstances of your case, the alternative ba-
sis more properly determines the source of your
compensation than the time or geographical ba-
sis. If you use an alternative basis, you must
keep (and have available for inspection) re-
cords to document why the alternative basis
more properly determines the source of your
compensation. Also, if your total compensation
from all sources was $250,000 or more, you
must check the box on Form 1116, line 1b, and
attach a written statement to your tax return that
sets forth all of the following:

1. Your name and social security number
(written across the top of the statement),

2. The specific compensation income, or the
specific fringe benefit, for which you are
using the alternative basis,

3. Foreach itemin (2), the alternative basis
of allocation of source used,

4. Foreachitemin (2), a computation show-
ing how the alternative allocation was
computed, and
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5. A comparison of the dollar amount of the
U.S. compensation and foreign compen-
sation sourced under both the alternative
basis and the time or geographical basis
discussed earlier.

Transportation Income

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. This is true whether the vessel or air-
craft is owned, hired, or leased. The term “ves-
sel or aircraft” includes any container used in
connection with a vessel or aircraft.

All income from transportation that begins
and ends in the United States is treated as de-
rived from sources in the United States. If the
transportation begins or ends in the United
States, 50% of the transportation income is
treated as derived from sources in the United
States.

For transportation income from personal
services, 50% of the income is U.S. source in-
come if the transportation is between the United
States and a U.S. possession. For nonresident
aliens, this only applies to income derived from,
or in connection with, an aircraft.

Determining the Source of
Income From the Sales or
Exchanges

of Certain Personal Property

In most cases, if personal property is sold by a
U.S. resident, the gain or loss from the sale is
treated as U.S. source. If personal property is
sold by a nonresident, the gain or loss is treated
as foreign source.

This rule does not apply to the sale of inven-
tory, intangible property, or depreciable prop-
erty, or property sold through a foreign office or
fixed place of business. The rules for these
types of property are discussed later.

U.S. resident. The term “U.S. resident,” for this
purpose, means a U.S. citizen or resident alien
who does not have a tax home in a foreign
country. The term also includes a nonresident
alien who has a tax home in the United States.
In most cases, your tax home is the general
area of your main place of business, employ-
ment, or post of duty, regardless of where you
maintain your family home. Your tax home is
the place where you are permanently or indefi-
nitely engaged to work as an employee or
self-employed individual. If you do not have a
regular or main place of business because of
the nature of your work, then your tax home is
the place where you regularly live. If you do not
fit either of these categories, you are consid-
ered an itinerant and your tax home is wherever
you work.

Nonresident. A nonresident is any person who
is not a U.S. resident.

U.S. citizens and resident aliens with a for-
eign tax home will be treated as nonresidents
for a sale of personal property only if an income
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tax of at least 10% of the gain on the sale is
paid to a foreign country.

This rule also applies to losses if the foreign
country would have imposed a 10% or higher
tax had the sale resulted in a gain.

Inventory. Income from the sale of inventory
that you purchased is sourced where the prop-
erty is sold. In most cases, this is where title to
the property passes to the buyer.

Income from the sale of inventory that you
produced in the United States and sold outside
the United States (or vice versa) is sourced
based on an allocation. For information on mak-
ing the allocation, see Regulations section
1.863-3.

Intangibles. Intangibles include patents, copy-
rights, trademarks, and goodwill. The gain from
the sale of amortizable or depreciable intangible
property, up to the previously allowable amorti-
zation or depreciation deductions, is sourced in
the same way as the original deductions were
sourced. This is the same as the source rule for
gain from the sale of depreciable property. See
Depreciable property, next, for details on how to
apply this rule.

Gain in excess of the amortization or depre-
ciation deduction is sourced in the country
where the property is used if the income from
the sale is contingent on the productivity, use,
or disposition of that property. If the income is
not contingent on the productivity, use, or dis-
position of the property, the income is sourced
according to the seller's tax home as discussed
earlier. Payments for goodwill are sourced in
the country where the goodwill was generated if
the payments are not contingent on the produc-
tivity, use, or disposition of the property.

Depreciable property. The gain from the sale
of depreciable personal property, up to the
amount of the previously allowable deprecia-
tion, is sourced in the same way as the original
deductions were sourced. Thus, to the extent
the previous deductions for depreciation were
allocable to U.S. source income, the gain is
U.S. source. To the extent the depreciation de-
ductions were allocable to foreign sources, the
gain is foreign source income. Gain in excess of
the depreciation deductions is sourced the
same as inventory.

If personal property is used predominantly in
the United States, treat the gain from the sale,
up to the amount of the allowable depreciation
deductions, entirely as U.S. source income.

If the property is used predominantly outside
the United States, treat the gain, up to the
amount of the depreciation deductions, entirely
as foreign source income.

A loss is sourced in the same way as the de-
preciation deductions were sourced. However,
if the property was used predominantly outside
the United States, the entire loss reduces for-
eign source income.

Depreciation includes amortization and any
other allowable deduction for a capital expense
that is treated as a deductible expense.

Sales through foreign office or fixed place
of business. In most cases, income earned by
U.S. residents from the sale of personal prop-
erty through an office or other fixed place of

business outside the United States is treated as
foreign source if:
® The income from the sale is from the busi-
ness operations located outside the United
States, and
® Atleast 10% of the income is paid as tax to
the foreign country.

If less than 10% is paid as tax, the income is
U.S. source.

This rule also applies to losses if the foreign
country would have imposed a 10% or higher
tax had the sale resulted in a gain.

This rule does not apply to income sourced
under the rules for inventory property, deprecia-
ble personal property, intangible property (when
payments in consideration for the sale are con-
tingent on the productivity, use, or disposition of
the property), or goodwill.

Determining Taxable Income From
Sources Outside the United States

To figure your taxable income in each category
from sources outside the United States, you first
allocate to specific classes (kinds) of gross in-
come the expenses, losses, and other deduc-
tions (including the deduction for foreign hous-
ing costs) that are definitely related to that
income.

Definitely related. A deduction is definitely re-
lated to a specific class of gross income if it is
incurred either:
® As aresult of, or incident to, an activity
from which that income is derived, or
® |n connection with property from which that
income is derived.

Classes of gross income. You must deter-
mine which of the following classes of gross in-
come your deductions are definitely related to.
® Compensation for services, including wa-
ges, salaries, fees, and commissions.

® Gross income from business.

® Gains from dealings in property.

® |nterest.

® Rents.
Royalties.
Dividends.
® Alimony and separate maintenance.
® Annuities.
® Pensions.
® |ncome from life insurance and endow-

ment contracts.

® |ncome from cancelled debts.
® Your share of partnership gross income.
® Income in respect of a decedent.
® [ncome from an estate or trust.

Exempt income. When you allocate de-
ductions that are definitely related to one or
more classes of gross income, you take exempt
income into account for the allocation. How-
ever, do not take exempt income into account
to apportion deductions that are not definitely
related to a separate limit category.

Interest expense and state income
taxes. You must allocate and apportion your
interest expense and state income taxes under
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the special rules discussed later under Interest
expense and State income taxes.

Class of gross income that includes
more than one separate limit category. If
the class of gross income to which a deduction
definitely relates includes either:

® More than one separate limit category, or

® At least one separate limit category and
U.S. source income,

you must apportion the definitely related deduc-
tions within that class of gross income.

To apportion, you can use any method that
reflects a reasonable relationship between the
deduction and the income in each separate limit
category. One acceptable method for many in-
dividuals is based on a comparison of the gross
income in a class of income to the gross income
in a separate limit income category.

Use the following formula to figure the
amount of the definitely related deduction ap-
portioned to the income in the separate limit
category:

Gross income in separate limit category
Total gross income in the class

x deduction

Do not take exempt income into account when
you apportion the deduction. However, income
excluded under the foreign earned income or
foreign housing exclusion is not considered ex-
empt. You must, therefore, apportion deduc-
tions to that income.

Interest expense. In most cases, you appor-
tion your interest expense on the basis of your
assets. However, certain special rules apply. If
you have gross foreign source income (includ-
ing income that is excluded under the foreign
earned income exclusion) of $5,000 or less,
your interest expense can be allocated entirely
to U.S. source income.

Business interest. Apportion interest in-
curred in a trade or business using the asset
method based on your business assets.

Under the asset method, you apportion the
interest expense to your separate limit catego-
ries based on the value of the assets that pro-
duced the income. You can value assets at fair
market value, the tax book value, or the alterna-
tive book value. For more information about the
asset method, see Temporary Regulations sec-
tion 1.861-9T(g).

If you use the tax book value method, you
can elect to change to the fair market value
method at any time without IRS approval. If you
elect to use the fair market value method, you
must continue to use that method unless you
have IRS approval to change methods.

Investment interest. Apportion this inter-
est on the basis of your investment assets.

Passive activity interest. Apportion inter-
est incurred in a passive activity on the basis of
your passive activity assets.

Partnership interest. General partners
and limited partners with partnership interests
of 10% or more must classify their distributive
shares of partnership interest expense under
the three categories listed above. They must
apportion the interest expense according to the
rules for those categories by taking into account
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their distributive share of partnership gross in-
come or pro rata share of partnership assets.
For special rules that may apply, see Regula-
tions section 1.861-9T(e).

Home mortgage interest. This is your de-
ductible home mortgage interest (including
points and mortgage insurance premiums) from
Schedule A (Form 1040). Apportion it under a
gross income method, taking into account all in-
come (including business, passive activity, and
investment income), but excluding income that
is exempt under the foreign earned income ex-
clusion. The gross income method is based on
a comparison of the gross income in a separate
limit category with total gross income.

The Instructions for Form 1116 have a work-
sheet for apportioning your deductible home
mortgage interest expense.

For this purpose, however, any qualified
home (as defined in Publication 936) that is ren-
ted is considered a business asset for the pe-
riod in which it is rented. You therefore appor-
tion this interest under the rules for passive
activity or business interest.

Example. You are operating a business as
a sole proprietorship. Your business generates
only U.S. source income. Your investment port-
folio consists of several less-than-10% stock in-
vestments. You have stocks with an adjusted
basis of $100,000. Some of your stocks (with an
adjusted basis of $40,000) generate U.S.
source income. Your other stocks (with an ad-
justed basis of $60,000) generate foreign pas-
sive income. You own your main home, which is
subject to a mortgage of $120,000. Interest on
this loan is home mortgage interest. You also
have a bank loan in the amount of $40,000. The
proceeds from the bank loan were divided
equally between your business and your invest-
ment portfolio. Your gross income from your
business is $50,000. Your investment portfolio
generated $4,000 in U.S. source income and
$6,000 in foreign source passive income. All of
your debts bear interest at the annual rate of
10%.

The interest expense for your business is
$2,000. It is apportioned on the basis of the
business assets. All of your business assets
generate U.S. source income; therefore, they
are U.S. assets. This $2,000 is interest expense
allocable to U.S. source income.

The interest expense for your investments is
also $2,000. It is apportioned on the basis of in-
vestment assets. $800 ($40,000/$100,000 x
$2,000) of your investment interest is appor-
tioned to U.S. source income and $1,200
($60,000/$100,000 x $2,000) is apportioned to
foreign source passive income.

Your home mortgage interest expense is
$12,000. It is apportioned on the basis of all
your gross income. Your gross income is
$60,000, $54,000 of which is U.S. source in-
come and $6,000 of which is foreign source
passive income. Thus, $1,200 ($6,000/$60,000
x $12,000) of the home mortgage interest is ap-
portioned to foreign source passive income.

State income taxes. State income taxes (and
certain taxes measured by taxable income) are
definitely related and allocable to the gross in-
come on which the taxes are imposed. If state
income tax is imposed in part on foreign source

income, the part of your state tax imposed on
the foreign source income is definitely related
and allocable to foreign source income.

Foreign income not exempt from state
tax. If the state does not specifically exempt
foreign income from tax, the following rules ap-
ply.

® |f the total income taxed by the state is
greater than the amount of U.S. source in-
come for federal tax purposes, then the
state tax is allocable to both U.S. source
and foreign source income.

® |[f the total income taxed by the state is less
than or equal to the U.S. source income for
federal tax purposes, none of the state tax
is allocable to foreign source income.

Foreign income exempt from state tax. If
state law specifically exempts foreign income
from tax, the state taxes are allocable to the
U.S. source income.

Example. Your total income for federal tax
purposes, before deducting state tax, is
$100,000. Of this amount, $25,000 is foreign
source income and $75,000 is U.S. source in-
come. Your total income for state tax purposes
is $90,000, on which you pay state income tax
of $6,000. The state does not specifically ex-
empt foreign source income from tax. The total
state income of $90,000 is greater than the U.S.
source income for federal tax purposes. There-
fore, the $6,000 is definitely related and alloca-
ble to both U.S. and foreign source income.

Assuming that $15,000 ($90,000 - $75,000)
is the foreign source income taxed by the state,
$1,000 of state income tax is apportioned to for-
eign source income, figured as follows:

$15,000

so0000 < 96000 =

$1,000

Deductions not definitely related. You must
apportion to your foreign income in each sepa-
rate limit category a fraction of your other de-
ductions that are not definitely related to a spe-
cific class of gross income. If you itemize, these
deductions are medical expenses, general
sales taxes, and real estate taxes for your
home. If you do not itemize, this is your stand-
ard deduction. You should also apportion any
other deductions that are not definitely related
to a specific class of income, including deduc-
tions shown on Form 1040, lines 23-35.

The numerator of the fraction is your gross
foreign income in the separate limit category,
and the denominator is your total gross income
from all sources. For this purpose, gross in-
come includes income that is excluded under
the foreign earned income provisions but does
not include any other exempt income.

Treatment of personal exemptions. Do not
take the deduction for personal exemptions, in-
cluding exemptions for dependents, in figuring
taxable income from sources outside the United
States.

Qualified Dividends

Qualified dividends are the amounts you en-
tered on Form 1040, line 9b, or Form 1040NR,
line 10b. If you have any qualified dividends,
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you may be required to make adjustments to
the amount of those qualified dividends before
you take them into account on line 1a or line 18
of Form 1116. See Foreign Qualified Dividends
and Capital Gains (Losses) in the Form 1116 in-
structions to determine the adjustments you
may be required to make before taking foreign
qualified dividends into account on line 1a of
Form 1116. See the instructions for line 18 in
the Form 1116 instructions to determine the ad-
justments you may be required to make before
taking U.S. or foreign qualified dividends into
account on line 18 of Form 1116.

Capital Gains and Losses

If you have capital gains (including any capital
gain distributions) or capital losses, you may
have to make certain adjustments to those
gains or losses before taking them into account
on line 1a (gains), line 5 (losses), or line 18 (tax-
able income before subtracting exemptions) of
Form 1116.

Lines 1a and 5. If you have foreign source
capital gains or losses, you may be required to
make certain adjustments to those foreign
source capital gains or losses before you take
them into account on line 1a or line 5 of Form
1116. Use the instructions under Foreign Quali-
fied Dividends and Capital Gains (Losses) in
the Instructions for Form 1116 to determine if
you are required to make adjustments. Also use
the instructions under Foreign Qualified Divi-
dends and Capital Gains (Losses) in the In-
structions for Form 1116 to determine if you can
use those instructions to make adjustments or if
you must use the instructions in this publication
to make adjustments.

If you use the instructions in this publication,
see Adjustments to Foreign Source Capital
Gains and Losses below to determine the ad-
justments you must make.

Line 18 (Form 1116). If you have U.S. or for-
eign source capital gains, you may be required
to adjust the amount you enter on line 18 of
Form 1116. Use the instructions for Line 18 in
the Instructions for Form 1116 to determine
whether you are required to make an adjust-
ment and to determine the amount of the ad-
justment.

Adjustments to Foreign Source
Capital Gains and Losses

You may have to make the following adjust-
ments to your foreign source capital gains and
losses.

® U.S. capital loss adjustment.

® (Capital gain rate differential adjustment.

Before you make these adjustments, you must
reduce your net capital gain by the amount of
any gain you elected to include in investment in-
come on line 4g of Form 4952, Investment Inter-
est Expense Deduction. Your net capital gain is
the excess of your net long-term capital gain for
the year over any net short-term capital loss for
the year. Foreign source gain you elected to in-
clude on line 4g of Form 4952 must be entered
directly on line 1a of Form 1116 without adjust-
ment.
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Table 4. Rate Groups

A capital gain or loss is in the...

IF...

28% rate group it is included on the 28% Rate Gain Worksheet in the
instructions for Schedule D.
25% rate group itis included on line 1 through line 13 of the

Unrecaptured Section 1250 Gain Worksheet in the
instructions for Schedule D.

15% rate group

it is a long-term capital gain that is not in the 28% or
25% rate group and is taxed at a 15% rate or itis a
long-term capital loss that is not in the 28% or 25% rate
group.

0% rate group

itis a long-term capital gain that is not in the 25% or
28% rate group and is taxed at a rate of 0%.

Short-term rate group

itis a short-term capital gain or loss.

U.S. capital loss adjustment. You must ad-
just the amount of your foreign source capital
gains to the extent that your foreign source cap-
ital gain exceeds the amount of your worldwide
capital gain (the “U.S. capital loss adjustment”).

Your “foreign source capital gain” is the
amount of your foreign source capital gains in
excess of your foreign source capital losses. If
your foreign source capital gains do not exceed
your foreign source capital losses, you do not
have a foreign source capital gain and you do
not need to make the U.S. capital loss adjust-
ment. See Capital gain rate differential adjust-
ment, later, for adjustments you must make to
your foreign source capital gains or losses.

Your “worldwide capital gain” is the amount
of your worldwide (U.S. and foreign) capital
gains in excess of your worldwide (U.S. and for-
eign) capital losses. If your worldwide capital
losses equal or exceed your worldwide capital
gains, your “worldwide capital gain” is zero.

Your U.S. capital loss adjustment is the
amount of your foreign source capital gain in
excess of your worldwide capital gain. (If the
amount of your foreign source capital gain does
not exceed the amount of your worldwide capi-
tal gain, you do not have a U.S. capital loss ad-
justment.) See Capital gain rate differential ad-
justment, later, for adjustments you must make
to your foreign source capital gains or losses. If
you have a U.S. capital loss adjustment, you
must reduce your foreign source capital gains
by the amount of the U.S. capital loss adjust-
ment. To make this adjustment, you must allo-
cate the total amount of the U.S. capital loss ad-
justment among your foreign source capital
gains using the following steps.

Step 1. You must apportion the U.S. capital
loss adjustment among your separate catego-
ries that have a net capital gain. A separate cat-
egory has a net capital gain if the amount of for-
eign source capital gains in the separate
category exceeds the amount of foreign source
capital losses in the separate category. You
must apportion the U.S. capital loss adjustment
pro rata based on the amount of net capital gain
in each separate category.

Example 1. Alfie has a $300 foreign source
capital gain that is passive category income, a
$1,000 foreign source capital gain that is gen-
eral category income, a $400 foreign source
capital loss that is general category income,
and a $150 U.S. source capital loss. He figures
his net gains and U.S. capital loss adjustment
as follows.

Foreign source capital gain = $900
(($1,000 + $300) - $400)

Worldwide capital gain = $750
(($1,000 + $300) - ($400 + $150))

U.S. capital loss adjustment = $150
($900 - $750)

Alfie must then apportion the U.S. capital loss
adjustment ($150) between the passive cate-
gory income and the general category income
based on the amount of net capital gain in each
separate category.

$50 apportioned to passive category income
($150 x $300/$900)

Alfie reduces his $300 net capital gain that is
passive category income by $50 and includes
the resulting $250 on line 1a of the Form 1116
for the passive category income.

$100 apportioned to general category income
($150 x $600/$900)

Alfie reduces his $600 of net capital gain
that is general category income by $100 and in-
cludes the resulting $500 on line 1a of the Form
1116 for the general category income.

Step 2. If you apportioned any amount of
the total U.S. capital loss adjustment to a sepa-
rate category with a net capital gain in more
than one rate group, you must further apportion
the U.S. capital loss adjustment among the rate
groups in that separate category (separate cat-
egory rate groups) that have a net capital gain.

The rate groups are the 28% rate group, the
25% rate group, the 15% rate group, the 0%
rate group, and the short-term rate group. The
28% rate group, the 25% rate group, the 15%
rate group and the 0% rate group are
“long-term” rate groups. Table 4 explains the
rate groups.

You must apportion the U.S. capital loss ad-
justment pro rata based on the amount of net
capital gain in each separate category rate
group. Your net capital gain in a separate cate-
gory rate group is the amount of your foreign
source capital gains in that separate category in
the rate group in excess of your foreign source
capital losses in that separate category in the
rate group. If your foreign source capital losses
exceed your foreign source capital gains, you
have a net capital loss in the separate category
rate group.
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Example 2. Dennis has a $300 U.S. source
long-term capital loss. Dennis also has foreign
source capital gains and losses in the following
categories.

Income
category |28% rate | 15% rate | short-term
Passive $200 ($100) $100
General $700

($300)

He figures his U.S. capital loss adjustment
as follows.

Dennis' foreign source capital gain is $600.
(($200 + $700 + $100) - ($100 + $300))

Dennis' worldwide capital gain is $300.
(($200 + $700 + $100) - ($100 + $300 +
$300))

Dennis' U.S. capital loss adjustment is $300.
($600 - $300)

Dennis must apportion his $300 U.S. capital
loss adjustment between passive category in-
come and general category income based on
the amount of net capital gain in each separate
category.

Dennis' net capital gain, passive category
income is $200.

(($100 + $200) - $100)
Dennis apportions $100 to passive category
income.

($300 x $200/$600)

Dennis' net capital gain, general category
income is $400.

($700 - $300)
Dennis apportions $200 to general category
income.

($300 x $400/$600)

Dennis has net capital gain in more than one
rate group that is passive category income.
Therefore, the $100 apportioned to passive cat-
egory income must be further apportioned be-
tween the short-term rate group and the 28%
rate group based on the amount of net capital
gain in each rate group.

Dennis apportions $33.33 to the short-term
rate group.
($100 x $100/$300)

Dennis apportions $66.67 to the 28% rate
group.
($100 x $200/$300)

After the U.S. capital loss adjustment, Den-
nis has $100 of foreign source 15% capital loss
that is passive category income, $66.67 of for-
eign source short-term capital gain that is pas-
sive category income, $133.33 of foreign
source 28% gain that is passive category in-
come, and $200 of foreign source 15% capital
gain that is general category income, as shown
in the following table.
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Income
category| 28% rate | 15% rate |short-term
Passive | $200.00 $100.00
-66.67 ($100) -33.33
$133.33 $66.67
General $700.00
(300.00)
—-200.00
$200.00

Capital gain rate differential adjustment.
After you have made your U.S. capital loss ad-
justment, you must make additional adjust-
ments (capital gain rate differential adjust-
ments) to your foreign source capital gains and
losses.

You must make adjustments to each sepa-
rate category rate group that has a net capital
gain or loss. See Step 2 under U.S. capital loss
adjustment, earlier, for instructions on how to
determine whether you have a net capital gain
or loss in a separate category rate group.

How to make the adjustment. How you
make the capital gain rate differential adjust-
ment depends on whether you have a net capi-
tal gain or net capital loss in a separate cate-
gory rate group.

Net capital gain in a separate category
rate group. If you have a net capital gain in a
separate category rate group, you must do the
following.

1. First determine the amount of your net
capital gain in each separate category rate
group that must be adjusted.

2. Then make the capital gain rate differential
adjustment. See Capital gain rate differen-
tial adjustment for net capital gains, later.

How to determine the amount of net
capital gain that must be adjusted. You
must adjust the net capital gain in each sepa-
rate category long-term rate group that remains
after the U.S. capital loss adjustment. You must
adjust the entire amount of that remaining net
capital gain if you do not have a net long-term
capital loss from U.S. sources or you do not
have any short-term capital gains. If you have a
net long-term capital loss from U.S. sources
and you have any short-term capital gains, you
only need to adjust a portion of the remaining
net capital gain in each separate category
long-term rate group. In that case, the portion
you must adjust is limited to the portion of the
remaining net capital gain in the separate cate-
gory long-term rate group in excess of the U.S.
long term loss adjustment amount (if any) allo-
cated to that separate category long-term rate
group. You have a net long-term capital loss
from U.S. sources if your long-term capital los-
ses from U.S. sources exceed your long-term
capital gains from U.S. sources.

The U.S. long-term loss adjustment amount
is the excess of your net long-term capital loss
from U.S. sources over the amount by which
you reduced your long-term capital gains from
foreign sources under U.S. capital loss adjust-
ment earlier. If only one separate category
long-term rate group has a net capital gain after
the U.S. capital loss adjustment, your U.S.
long-term loss adjustment amount is allocated

to that separate category long-term rate group.
If more than one separate category long-term
rate group has a net capital gain after the U.S.
capital loss adjustment, you must allocate the
U.S. long-term loss adjustment amount among
the separate category long-term rate groups pro
rata based on the amount of the remaining net
capital gain in each separate category
long-term rate group.

You must adjust the portion of your net capi-
tal gain in a separate category long-term rate
group in excess of the U.S. long-term loss ad-
justment amount you allocated to that separate
category long-term rate group. See the instruc-
tions, later, under Capital gain rate differential
adjustment for net capital gains. The remaining
portion of your net capital gain in the separate
category long-term rate group must be entered
on line 1a of Form 1116 without adjustment.

Example 3. Mary has a $200 15% capital
loss from U.S. sources, a $50 15% capital gain
from U.S. sources, and a $200 short-term capi-
tal gain from U.S. sources. Mary also has a
$300 28% capital gain and a $150 15% capital
gain from foreign sources that are passive cate-
gory income.

Mary does not have a U.S. capital loss ad-
justment because her foreign source capital
gain ($450) does not exceed her worldwide
capital gain ($500).

Mary's net long-term capital loss from U.S.
sources is $150 ($200 - $50). Her U.S.
long-term loss adjustment amount is $150
($150 - $0). Mary allocates the $150 between
the 28% rate group and the 15% rate group as
follows.

Mary allocates $100 ($150 x $300/$450) to
the 28% rate group that is passive category in-
come. Therefore, $200 ($300 - $100) of her
$300 28% capital gain must be adjusted before
it is included on line 1a. The remaining $100 of
28% capital gain is included on line 1a without
adjustment.

Mary allocates $50 ($150 x $150/$450) to
the 15% rate group that is passive category in-
come. Therefore, only $100 ($150 - $50) of her
$150 15% capital gain must be adjusted before
it is included on line 1a. The remaining $50 of
15% capital gain is included on line 1a without
adjustment.

Capital gain rate differential adjustment
for net capital gains. Adjust your net capital
gain (or the applicable portion of your net capi-
tal gain) in each separate category long-term
rate group as follows.

® For each separate category that has a net
capital gain in the 0% rate group, do not in-
clude the applicable amount on Form
1116.

® For each separate category that has a net
capital gain in the 15% rate group, multiply
the applicable amount of the net capital
gain by 0.4286.

® For each separate category that has a net
capital gain in the 25% rate group, multiply
the applicable amount of the net capital
gain by 0.7143.

® For each separate category that has a net
capital gain in the 28% rate group, multiply
the applicable amount of the foreign
source net capital gain by 0.8.
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Add each result to any net capital gain in the
same long-term separate category rate group
that you were not required to adjust and include
the combined amounts on line 1a of the appli-
cable Form 1116.

No adjustment is required if you have a net
capital gain in a short-term rate group. Include
the amount of net capital gain in any short-term
rate group on line 1a of the applicable Form
1116 without adjustment.

Example 4. Beth has $200 of capital gains
in the 28% rate group that are general category
income and no other items of capital gain or
loss. Beth must adjust the capital gain before
she includes it on line 1a as follows.

$200 x 0.8 = $160

Beth includes $160 of capital gain on line 1a of
Form 1116 for the general category income.

Example 5. The facts are the same as Ex-
ample 3. Mary includes the following amounts
of passive category income on line 1a of Form
1116 for passive category income.

Mary includes $260 of the 28% capital gain
($200 x 0.8) + $100

Mary includes $92.86 of the 15% capital gain ($100 x
0.4286) + $50

Example 6. The facts are the same as Ex-
ample 2. After making the U.S. capital loss ad-
justment, Dennis has the following:

Income

category | 28% rate | 15% rate | short-term
Passive | $133.33 ($100) $66.67
General $200

Dennis now determines the amount of the re-
maining net capital gain in each separate cate-
gory long-term rate group that must be adjus-
ted.

Dennis' net long-term capital loss from U.S.
sources is $300. His U.S. long-term loss adjust-
ment amount is $33.33 ($300 - $266.67). Den-
nis must allocate this amount between the
$133.33 of net capital gain remaining in the
28% rate group that is passive category income
and the $200 of net capital gain remaining in the
15% rate group that is general category in-
come.

Dennis allocates $13.33 ($33.33 x $133.33
+ $333.33) of the U.S. long-term loss adjust-
ment to passive category income in the 28%
rate group. Therefore, Dennis must adjust $120
($133.33 — $13.33) of the $133.33 net capital
gain remaining in the 28% rate group that is
passive category income. Dennis includes
$109.33 (($120 x 0.8) + 13.33) of 28% capital
gain and $66.67 of short-term capital gain on
line 1a of Form 1116 for passive category in-
come.

Dennis allocates $20 ($33.33 x $200 +
$333.33) to the 15% rate group for general cat-
egory income. Therefore, Dennis must adjust
$180 ($200 — $20) of the $200 net capital gain
remaining in the 15% rate group that is general
category income. Dennis includes $97.15
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(($180 x 0.4286) + $20) of 15% capital gain on
line 1a of Form 1116 for general category in-
come.

Net capital loss in a separate category
rate group. If you have a net capital loss in a
separate category rate group, you must do the
following.

1. First determine the rate group of the capi-
tal gain offset by that net capital loss. See
How to determine the rate group of the
capital gain offset by the net capital loss,
next.

2. Then make the capital gain rate differential
adjustment. See Capital gain rate differen-
tial adjustment for net capital loss, later.

How to determine the rate group of the
capital gain offset by the net capital loss.
Use the following ordering rules to determine
the rate group of the capital gain offset by the
net capital loss.

Determinations under the following ordering
rules are made after you have taken into ac-
count any U.S. capital loss adjustment. How-
ever, determinations under the following order-
ing rules do not take into account any capital
gain rate differential adjustments that you made
to any net capital gain in a separate category
rate group.

Step 1. Net capital losses from each sepa-
rate category rate group are netted against net
capital gains in the same rate group in other
separate categories.

Step 2. U.S. source capital losses are net-
ted against U.S. source capital gains in the
same rate group.

Step 3. Net capital losses from each sepa-
rate category rate group in excess of the
amount netted against foreign source net capi-
tal gains in Step 1 are netted against your re-
maining foreign source net capital gains and
your U.S. source net capital gains as follows.

1. First, against U.S. source net capital gains
in the same rate group, and

2. Next, against net capital gains in other rate
groups (without regard to whether such
net capital gains are U.S. or foreign source
net capital gains) as follows.

a. A foreign source net capital loss in the
short-term rate group is first netted
against any net capital gain in the
28% rate group, then against any net
capital gain in the 25% rate group,
then against any net capital gain in
the 15% rate group, and finally to off-
set capital gain net income in the 0%
rate group.

b. A foreign source net capital loss in the
28% rate group is netted first against
any net capital gain in the 25% rate
group, then against any net capital
gain in the 15% rate group, and finally
to offset capital gain net income in the
0% rate group.

c. Aforeign source net capital loss in the
15% rate group is netted first against
any net capital gain in the 0% rate
group, then any net capital gain in the

28% rate group, and finally against
any net capital gain in the 25% rate
group.

The net capital losses in any separate category
rate group are treated as coming pro rata from
each separate category that contains a net cap-
ital loss in that rate group to the extent netted
against:
® Net capital gains in any other separate cat-
egory under Step 1,
® Any U.S. source net capital gain under
Step 3(1), or
® Net capital gains in any other rate group
under Step 3(2).

Capital gain rate differential adjustment
for net capital loss. After you have deter-
mined the rate group of the capital gain offset
by the net capital loss, you make the capital
gain rate differential adjustment by doing the
following.

® To the extent a net capital loss in a sepa-
rate category rate group offsets capital
gain in the 0% rate group, multiply the net
capital loss by zero.

® To the extent a net capital loss in a sepa-
rate category rate group offsets capital
gain in the 15% rate group, multiply the
capital loss by 0.4286.

® To the extent that a net capital loss in a
separate category rate group offsets capi-
tal gain in the 25% rate group, multiply that
amount of the net capital loss by 0.7143.

® To the extent that a net capital loss in a
separate category rate group offsets capi-
tal gain in the 28% rate group, multiply that
amount of the capital loss by 0.8.

Include the results on line 5 of the applicable
Form 1116.

No adjustment is required to the extent a net
capital loss offsets short-term capital gains.
Thus, a net capital loss is included on line 5 of
the applicable Form 1116 without adjustment to
the extent the net capital loss offsets net capital
gain in the short-term rate group.

Example 7. The facts are the same as Ex-
ample 2. Dennis has a $100 foreign source
15% capital loss that is passive category in-
come.

This loss is netted against the $200 foreign
source 15% capital gain that is general cate-
gory income according to Step 1.

Dennis includes $42.86 of the capital loss
on line 5 of the Form 1116 for general category
income.

($100 x 0.4286)

Example 8. Dawn has a $20 net capital
loss in the 15% rate group that is passive cate-
gory income, a $40 net capital loss in the 15%
rate group that is general category income, a
$50 U.S. source net capital gain in the 15% rate
group, and a $50 net capital gain in the 28%
rate group that is passive category income, as
shown in the following table.
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Income

category 28% rate 15% rate
Foreign
Passive $50 ($20)
Foreign
General ($40)
U.S. Source $50

Of the total $60 of foreign source net capital los-
ses in the 15% rate group, $50 is treated as off-
setting the $50 U.S. source net capital gain in
the 15% rate group. (See Step 3(1).)

$16.67 of the $50 is treated as coming from
passive category income.

($50 x $20/$60)
$33.33 of the $50 is treated as coming from
general category income.

($50 x $40/$60)

The remaining $10 of foreign source net capital
losses in the 15% rate group are treated as off-
setting net capital gain in the 28% rate group.
(See Step 3(2)(c).)

$3.33 is treated as coming from passive
category income.

($10 x $20/$60)
$6.67 is treated as coming from general
category income.

($10 x $40/$60)

Dawn includes $9.80 of the capital loss in the
amount she enters on line 5 of Form 1116 for
passive category income.

Thisis $7.14
($16.67 x 0.4286)
plus $2.66
($3.33x0.8)

Dawn includes $19.63 of capital loss in the
amount she enters on line 5 of Form 1116 for
general category income.

This is $14.29

($33.33 x 0.4286)
plus $5.34

($6.67 x 0.8)

Dawn also includes $40.00 ($50 x 0.8) of capi-
tal gain in the amount she enters on line 1a of
Form 1116 for passive category income.

Allocation of
Foreign and U.S. Losses

You must allocate foreign losses for any taxable
year and U.S. losses for any taxable year (to
the extent such losses do not exceed the sepa-
rate limitation incomes for such year) among in-
comes on a proportionate basis.

Foreign Losses

If you have a foreign loss when figuring your
taxable income in a separate limit income cate-
gory, and you have income in one or more of
the other separate categories, you must first re-
duce the income in these other categories by
the loss before reducing income from U.S. sour-
ces.
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Note. The amount of your taxable income (or
loss) in a separate category is determined after
any adjustments you make to your foreign
source qualified dividends or your foreign
source capital gains (losses). See Qualified Div-
idends and Adjustments to Foreign Source
Capital Gains and Losses, earlier, under Capital
Gains and Losses.

Example. You have $10,000 of passive
category income and incur a loss of $5,000 of
general category income. You must use the
$5,000 loss to offset $5,000 of passive category
income.

How to allocate. You must allocate foreign
losses among the separate limit income catego-
ries in the same proportion as each category's
income bears to total foreign income.

Example. You have a $2,000 loss that is
general category income, $3,000 of passive
category income, and $2,000 of income
re-sourced by treaty. You must allocate the
$2,000 loss to the income in the other separate
categories. 60% ($3,000/$5,000) of the $2,000
loss (or $1,200) reduces passive category in-
come and 40% ($2,000/$5,000) or $800 re-
duces the income re-sourced by treaty.

Loss more than foreign income. If you
have a loss remaining after reducing the income
in other separate limit categories, use the re-
maining loss to reduce U.S. source income. For
this purpose, the amount of your U.S. source in-
come is your taxable income from U.S. sources
increased by the amount of capital losses from
U.S. sources that reduced foreign source capi-
tal gains as part of a U.S. capital loss adjust-
ment. See U.S. capital loss adjustment, earlier,
under Adjustments to Foreign Source Capital
Gains and Losses. When you use a foreign loss
to offset U.S. source income, you must recap-
ture the loss as explained later under Recapture
of Prior Year Overall Foreign Loss Accounts.

U.S. Losses

You should allocate any net loss from sources
in the United States among the different catego-
ries of foreign income after allocating all foreign
losses as described earlier, and before any of
the adjustments discussed later.

The amount of your net loss from sources in
the United States is equal to the excess of (1)
your foreign source taxable income in all of your
separate categories in the aggregate, after tak-
ing into account any adjustments under Quali-
fied Dividends and Adjustments to Foreign
Source Capital Gains and Losses over (2) the
amount of taxable income you enter on Form
1116, line 18.

Recapture of Prior Year
Overall Foreign Loss Accounts

If you have only losses in your separate limit
categories, or if you have a loss remaining after
allocating your foreign losses to other separate
categories, you have an overall foreign loss. If
you use this loss to offset U.S. source income

(resulting in a reduction of your U.S. tax liabil-
ity), you must recapture your loss in each suc-
ceeding year in which you have taxable income
from foreign sources in the same separate limit
category. You must recapture the overall loss
regardless of whether you chose to claim the
foreign tax credit for the loss year.

You recapture the loss by treating part of
your taxable income from foreign sources in a
later year as U.S. source income. In addition, if,
in a later year, you sell or otherwise dispose of
property used in your foreign trade or business,
you may have to recognize gain and treat it as
U.S. source income, even if the disposition
would otherwise be nontaxable. See Disposi-
tions, later. The amount you treat as U.S.
source income reduces the foreign source in-
come, and therefore reduces the foreign tax
credit limit.

You must establish separate accounts for
each type of foreign loss that you sustain. The
balances in these accounts are the overall for-
eign loss subject to recapture. Reduce these
balances at the end of each tax year by the loss
that you recaptured. You must attach a state-
ment to your Form 1116 to report the balances
(if any) in your overall foreign loss accounts.

Overall foreign loss. You have an overall for-
eign loss if your gross income from foreign
sources for a tax year is less than the sum of
your expenses, losses, or other deductions that
you allocated and apportioned to foreign in-
come under the rules explained earlier under
Determining Taxable Income From Sources
Outside the United States. But see Losses not
considered, later, for exceptions.

Example. You are single and have gross
dividend income of $10,000 from U.S. sources.
You also have a greater-than-10% interest in a
foreign partnership in which you materially par-
ticipate. The partnership has a loss for the year,
and your distributive share of the loss is
$15,000. Your share of the partnership's gross
income is $100,000, and your share of its ex-
penses is $115,000. Your only foreign source
income is your share of partnership income,
which is general category income. You are a
bona fide resident of a foreign country and you
elect to exclude your foreign earned income.
You exclude the maximum $95,100. You also
have itemized deductions of $6,100 that are not
definitely related to any item of income.

In figuring your overall foreign loss for gen-
eral category income for the year, you must al-
locate a ratable part of the $6,100 in itemized
deductions to the foreign source income. You
figure the ratable part of the $6,100 that is for
foreign source income, based on gross income,
as follows:

$100,000 (Foreign gross income)
$110,000 (Total gross income)

x $6,100 = $5,545

Therefore, your overall foreign loss for the
year is $6,280 figured as follows:

Publication 514 (2012)



Foreign grossincome ............
Less:
Foreign earned income
exclusion .......... $95,100
Allowable definitely
related expenses
[($4,900/$100,000) x
$115,000] .......... 5,635
Ratable part of itemized
deductions . ........
Overall foreignloss ..............

$100,000

106,280
$ 6,280

Losses not considered. You do not con-
sider the following in figuring an overall foreign
loss in a given year.

® Net operating loss deduction.

® Foreign expropriation loss not compensa-
ted by insurance or other reimbursement.

® (Casualty or theft loss not compensated by
insurance or other reimbursement.

Recapture provision. If you have an overall
foreign loss for any tax year and use the loss to
offset U.S. source income, part of your foreign
source taxable income (in the same separate
limit category as the loss) for each succeeding
year is treated as U.S. source taxable income.
The part that is treated as U.S. source taxable
income is the smaller of the following.

1. The total amount of maximum potential re-
capture in all overall foreign loss accounts.
The maximum potential recapture in any
account for a category is the lesser of:

a. The current year taxable income from
foreign sources in that category (the
amount from Form 1116, line 15, less
any adjustment for allocation of for-
eign losses and U.S. losses for that
category, discussed earlier), or

b. The balance in the overall foreign loss
account for that category.

2. 50% (or more, if you choose) of your total
taxable income from foreign sources.

If the total foreign income subject to recharacte-
rization is the amount described in 1 above,
then for each separate category the recapture
amount is the maximum potential recapture
amount for that category. If the total foreign in-
come subject to recharacterization is the
amount described in 2 above, then for each
separate category the recapture amount is
computed by multiplying the total recapture
amount by the following fraction:

Maximum potential recapture amount for the
overall foreign loss account in the separate
category

Total amount of maximum potential recapture
in all overall foreign loss accounts

Example. During 2011 and 2012, you were
single and a 20% general partner in a partner-
ship that derived its income from Country X.
You also received dividend income from U.S.
sources during those years.

For 2011, the partnership had a loss and
your share was $20,000, consisting of $110,000
gross income less $130,000 expenses. Your
net loss from the partnership was $3,109, after
deducting the foreign earned income exclusion
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and definitely related allowable expenses. This
loss is related to general category income. Your
U.S. dividend income was $20,000. Your item-
ized deductions totaled $6,000 and were not
definitely related to any item of income. In figur-
ing your taxable income for 2011, you deducted
your share of the partnership loss from Country
X from your U.S. source income.

During 2012, the partnership had net in-
come from Country X. Your share of the net in-
come was $70,000, consisting of $130,000
gross income less $60,000 expenses. Your net
income from the partnership was $18,792, after
deducting the foreign earned income exclusion
and the definitely related allowable expenses.
This is general category income. You also re-
ceived dividend income of $20,000 from U.S.
sources. Your itemized deductions were
$6,000, which are not definitely related to any
item of income. You paid income taxes of
$4,000 to Country X on your share of the part-
nership income.

When figuring your foreign tax credit for
2012, you must find the foreign source taxable
income that you must treat as U.S. source in-
come because of the foreign loss recapture pro-
visions.

You figure the foreign taxable income that
you must recharacterize as follows:

A. Determination of 2011 Overall Foreign Loss

1) Partnership loss from Country X . . .. $3,109

2) Add: Part of itemized deductions
allocable to gross income from
Country X

$110,000

$130.000 $6,000 =

$5,077

3) Overall foreign loss for2011 ... ... $8,186

B. Amount of Recapture for 2012

1) Balance for general category

income foreign loss account ... ... $8,186

2

-

Taxable general category

income after allocation of

foreign losses—General

category income . ........ $18,792

Less: Itemized deductions
allocable to that income
[($130,000/$150,000)
x$6,000] ..............

General category taxable
income less allocated
foreign losses ($13,592-0) .. ....

Total amount of maximum
potential recapture in all
foreign loss accounts
(smallerof (1) or(2)) ......

Foreign source net
income ................ $18,792

Less: Itemized deductions
allocable to foreign source
net income [($130,000/
$150,000) x $6,000] . .. ... 2,0V

50% of foreign source taxable
income subject to
recharacterization . .............

$13,5692
3

=

$8,186
4

=

$13,592
5

=

$6,796
6

=

Recapture for 2012 (smaller of

(B)YOr(B)) «ooeeee $6,796

The amount of the recapture is shown on
line 16, Form 1116.

Recapturing more overall foreign loss
than required. If you want to make an election
or change a prior election to recapture a greater
part of the balance of an overall foreign loss ac-
count than is required (as discussed earlier),
you must attach a statement to your Form 1116.
If you change a prior year's election, you should
file Form 1040X.

The statement you attach to Form 1116
must show:

® The percentage and amount of your for-
eign taxable income that you are treating
as U.S. source income, and

® The percentage and amount of the bal-
ance (both before and after the recapture)
in the overall foreign loss account that you
are recapturing.

Deduction for foreign taxes. You must re-
capture part (or all, if applicable) of an overall
foreign loss in tax years in which you deduct,
rather than credit, your foreign taxes. You re-
capture the lesser of:

® The balance in the applicable overall for-
eign loss account, or

® The foreign source taxable income of the
same separate limit category that resulted
in the overall foreign loss minus the foreign
taxes imposed on that income.

Dispositions. If you dispose of appreciated
trade or business property used predominantly
outside the United States, and that property
generates foreign source taxable income of the
same separate limit category that resulted in an
overall foreign loss, the disposition is subject to
the recapture rules. In most cases, you are con-
sidered to recognize foreign source taxable in-
come in the same separate limit category as the
overall foreign loss to the extent of the lesser of:
® The fair market value of the property that is
more than your adjusted basis in the prop-
erty, or
® The remaining amount of the overall for-
eign loss not recaptured in prior years or in
the current year as described earlier under

Recapture provision and Recapturing
more overall foreign loss than required.

This rule applies to a disposition whether or not
you actually recognized gain on the disposition
and irrespective of the source (U.S. or foreign)
of any gain recognized on the disposition.

In most cases, this rule also applies to a
gain on the disposition of stock in a controlled
foreign corporation (CFC) if you owned more
than 50% (by vote or value) of the stock right
before you disposed of it. See Internal Revenue
Code section 904(f)(3)(D) for more information.

All of the foreign source taxable income that
you are considered to recognize under these
rules is subject to recharacterization as U.S.
source income in most cases. See Regulation
section 1.904(f)-2(d).

If you actually recognized foreign source
gain in the same separate limit category as the
overall foreign loss on a disposition of property
described earlier, you must reduce the foreign
source taxable income in that separate limit cat-
egory by the amount of gain you are required to
recharacterize. If you recognized foreign source
gain in a different separate limit category than
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the overall foreign loss on a disposition of prop-
erty described earlier, you are required to re-
duce your foreign source taxable income in that
separate limit category for gain that is consid-
ered foreign source taxable income in the over-
all foreign loss category and subject to rechar-
acterization. If you did not otherwise recognize
gain on a disposition of property described ear-
lier, you must include in your U.S. source in-
come the foreign source taxable income you
are required to recognize and recharacterize.

Predominant use outside United States.
Property is used predominantly outside the Uni-
ted States if it was located outside the United
States more than 50% of the time during the
3-year period ending on the date of disposition.
If you used the property fewer than 3 years,
count the use during the period it was used in a
trade or business.

Disposition defined. A disposition in-
cludes the following transactions.

® A sale, exchange, distribution, or gift of
property.

® A transfer upon the foreclosure of a secur-
ity interest (but not a mere transfer of title
to a creditor or debtor upon creation or ter-
mination of a security interest).

® Aninvoluntary conversion.

® A contribution to a partnership, trust, or
corporation.
® Atransfer at death.

® Any other transfer of property whether or
not gain or loss is normally recognized on
the transfer.

The character of the income (for example, as
ordinary income or capital gain) recognized
solely because of the disposition rules is the
same as if you had sold or exchanged the prop-
erty.
However, a disposition does not include ei-
ther of the following:
® A disposition of property that is not a mate-
rial factor in producing income. (This ex-
ception does not apply to the disposition of
stock in a controlled foreign corporation
(CFC) to which Internal Revenue Code
section 904(f)(3)(D) applies.)
® Atransaction in which gross income is not
realized.

Basis adjustment. If gain is recognized on
a disposition solely because of an overall for-
eign loss account balance at the time of the dis-
position, the recipient of the property must in-
crease its basis by the amount of gain deemed
recognized. If the property was transferred by
gift, its basis in the hands of the donor immedi-
ately prior to the gift is increased by the amount
of gain deemed recognized.

Recapture of Separate
Limitation Loss Accounts

If, in a prior tax year, you reduced your foreign
taxable income in the separate limit category by
a pro rata share of a loss from another cate-
gory, you must recharacterize in 2012 all or part
of any income you receive in 2012 in that loss
category. If you have separate limitation loss
accounts in the loss category relating to more
than one other category and the total balances

Page 22

in those loss accounts exceed the income you
receive in 2012 in the loss category, then in-
come in the loss category is recharacterized as
income in those other categories in proportion
to the balances of the separate limitation loss
accounts for those other categories. You re-
characterize the income by:
® |ncreasing foreign taxable income (adjus-
ted by any of the other adjustments previ-
ously mentioned) for each of the separate
categories (other than the loss category)
previously reduced by any separate limita-
tion loss, and
® Decreasing foreign taxable income (adjus-
ted by any of the other adjustments previ-
ously mentioned) for the loss category by
the amount of recharacterized income.

Example. In 2011, you had a $2,000 loss
that was general category income, $3,000 of
passive category income, and $2,000 of income
re-sourced by treaty. You had to allocate the
$2,000 loss to the income in the other separate
categories. 60% ($3,000 + $5,000) of the
$2,000 loss (or $1,200) reduced passive cate-
gory income and 40% ($2,000 = $5,000) or
$800 reduced the income re-sourced by treaty.

In 2012, you have $4,000 of passive cate-
gory income, $1,000 of income re-sourced by
treaty, and $5,000 of general category income.
Because $1,200 of the general category loss
was used to reduce your passive category in-
come in 2011, $1,200 of the 2012 general cate-
gory income of $5,000 must be recharacterized
as passive category income. This makes the
2012 total passive category income $5,200
($4,000 + $1,200). Similarly, because $800 of
the general category loss was used to reduce
your income re-sourced by treaty, $800 of the
general category income must be recharacter-
ized as income re-sourced by treaty. This
makes the 2012 total of income re-sourced by
treaty $1,800 ($1,000 + $800). The total general
category income is $3,000 ($5,000 - $1,200 —

$800).

that generates, or would generate,
(Y gain in a separate limitation loss ac-
count, the disposition is subject to recapture
rules similar to those applicable to overall for-
eign loss accounts. See Internal Revenue Code
section 904(f)(5)(F).

If you dispose of appreciated property

Recapture of Overall
Domestic Loss Accounts

If you have an overall domestic loss for any tax
year beginning after 2006, you create, or in-
crease the balance in, an overall domestic loss
account and you must recharacterize a portion
of your U.S. source taxable income as foreign
source taxable income in succeeding years for
purposes of the foreign tax credit.

The part that is treated as foreign source
taxable income for the tax year is the smaller of:
® The total balance in your overall domestic
loss account in each separate category

(less amounts recaptured in earlier years),
or

® 50% of your U.S. source taxable income
for the tax year.

You must establish and maintain separate
overall domestic loss accounts for each sepa-
rate category in which foreign source income is
offset by the domestic loss. The balance in
each overall domestic loss account is the
amount of the overall domestic loss subject to
recapture. The recharacterized income is allo-
cated among and increases foreign source in-
come in separate categories in proportion to the
balances of the overall domestic loss accounts
for those separate categories.

For more information, see the Instructions
for Form 1116.

Tax Treaties

The United States is a party to tax treaties that
are designed, in part, to prevent double taxation
of the same income by the United States and
the treaty country. Many treaties do this by al-
lowing you to treat U.S. source income as for-
eign source income. Certain treaties have spe-
cial rules you must consider when figuring your
foreign tax credit if you are a U.S. citizen resid-
ing in the treaty country. These rules generally
limit the amount of U.S. source income that is
treated as foreign source income. The treaties
that provide for this type of restriction include
those with Australia, Austria, Bangladesh, Bel-
gium, Bulgaria, Canada, Czech Republic, Den-
mark, Finland, France, Germany, Iceland, Ire-
land, Israel, Italy, Japan, Luxembourg, Malta,
Mexico, the Netherlands, New Zealand, Portu-
gal, Slovak Republic, Slovenia, South Africa,
Spain, Sweden, Switzerland, and the United
Kingdom. There is a Worksheet at the end of
this publication to help you figure the additional
credit that is allowed by reason of these limited
re-sourcing rules. But do not use this worksheet
to figure the additional credit under the treaties
with Australia and New Zealand. In addition, ex-
cept as provided in regulations, the worksheet
does not apply for tax years beginning after Au-
gust 10, 2010. The amount of income
re-sourced in the separate category, as descri-
bed under “Certain Income Re-Sourced By
Treaty,” earlier, must be computed in accord-
ance with the applicable treaty provision.

Internal Revenue Service

International Section
Philadelphia, PA 19255-0725

You can get more information by writ-
ing to:

You can also contact the United States Tax
Attaché at the U.S. Embassies in Beijing, Lon-
don or Paris, or the U.S. consulate in Frankfurt,
as appropriate, for assistance.

Report required. You may have to report cer-
tain information with your return if you claim a
foreign tax credit under a treaty provision. For
example, if a treaty provision allows you to take
a foreign tax credit for a specific tax that is not
allowed by the Internal Revenue Code, you
must report this information with your return. To
report the necessary information, use Form
8833, Treaty-Based Return Position Disclosure
Under Section 6114 or 7701(b).
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If you do not report this information, you may
have to pay a penalty of $1,000.

Carryback
and Carryover

You do not have to file Form 8833 if
you are claiming the additional foreign
tax credit (discussed previously).

If, because of the limit on the credit, you cannot
use the full amount of qualified foreign taxes
paid or accrued in the tax year, you are allowed
a 1-year carryback and then a 10-year carry-
over of the unused foreign taxes.

This means that you can treat the unused
foreign tax of a tax year as though the tax were
paid or accrued in your first preceding and 10
succeeding tax years up to the amount of any
excess limit in those years. A period of less
than 12 months for which you make a return is
considered a tax year.

The unused foreign tax in each category is
the amount by which the qualified taxes paid or
accrued are more than the limit for that cate-
gory. The excess limit in each category is the
amount by which the limit is more than the
qualified taxes paid or accrued for that cate-

gory.

Figure your carrybacks or carryovers sepa-
rately for each separate limit income category.

The mechanics of the carryback and carry-
over are illustrated by the following examples.

Example 1. All of your foreign income is
general category income for 2011 and 2012.
The limit on your credit and the qualified foreign
taxes paid on the income are as follows:

Your Tax Unused foreign tax (+)

limit paid or excess limit (-)
2011 $200  $100 -100
2012 $300  $500 +200

In 2012, you had unused foreign tax of $200
to carry to other years. You are considered to
have paid this unused foreign tax first in 2011
(the first preceding tax year) up to the excess
limit in that year of $100. You can then carry for-
ward the remaining $100 of unused tax.

Example 2. All your foreign income is gen-
eral category income for 2008 through 2013. In
2008, all of your foreign income was general
category income, and you had an unused for-
eign tax of $200. Because you had no foreign
income in 2007, you cannot carry back the un-
used foreign tax to that year. However, you may
be able to carry forward the unused tax to the
next 10 years. The limit on your credit and the
qualified foreign taxes paid on general category
income for 2008-2013 are as follows:
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Your Tax Unused foreign tax (+)

limit  paid or excess limit (-)
2008 $600  $800 +200
2009 $600  $700 +100
2010 $500  $700 +200
2011 $550  $400 -150
2012 $800  $700 -100
2013 $500  $550 + 50

You cannot carry the $200 of unused foreign
tax from 2008 to 2009 or 2010 because you
have no excess limit in any of those years.
Therefore, you carry the tax forward to 2011, up
to the excess limit of $150. The carryover re-
duces your excess limit in that year to zero. The
remaining unused foreign tax of $50 from 2008
can be carried to 2012. At this point, you have
fully absorbed the unused foreign tax from 2008
and can carry it no further. You can also carry
forward the unused foreign tax from 2009 and
2010.

Special rules for carryforwards of pre-2007
unused foreign taxes. In most cases, the for-
eign taxes carried forward are allocated to your
post-2006 separate income categories to which
those taxes would have been allocated if the
taxes were paid or accrued in a tax year begin-
ning after 2006. Alternatively, you can allocate
unused foreign taxes in the pre-2007 separate
category for passive income to the post-2006
separate category for passive category income,
and you can allocate all other unused foreign
taxes in the eliminated categories to the
post-2006 separate category for general cate-
gory income.

Effect of bankruptcy or insolvency. If your
debts are canceled because of bankruptcy or
insolvency, you may have to reduce your un-
used foreign tax carryovers to or from the tax
year of the debt cancellation by 33'/s cents for
each $1 of canceled debt that you exclude from
your gross income. Your bankruptcy estate may
have to make this reduction if it has acquired
your unused foreign tax carryovers. Also, you
may not be allowed to carry back any unused
foreign tax to a year before the year in which the
bankruptcy case began. For more information,
see Reduction of Tax Attributes in Publication
908, Bankruptcy Tax Guide.

Time Limit on
Tax Assessment

When you carry back an unused foreign tax, the
IRS is given additional time to assess any tax
resulting from the carryback. An assessment
can be made up to the end of one year after the
expiration of the statutory period for an assess-
ment relating to the year in which the carryback
originated.

Claim for Refund

If you have an unused foreign tax that you are
carrying back to the first preceding tax year, you
should file Form 1040X for that tax year and at-
tach a revised Form 1116.

Taxes All Credited
or All Deducted

In a given year, you must either claim a credit
for all foreign taxes that qualify for the credit or
claim a deduction for all of them. This rule is ap-
plied with the carryback and carryover proce-
dure, as follows.
® You cannot claim a credit carryback or car-
ryover from a year in which you deducted
qualified foreign taxes.
® You cannot deduct unused foreign taxes in
any year to which you carry them, even if
you deduct qualified foreign taxes actually
paid in that year.
® You cannot claim a credit for unused for-
eign taxes in a year to which you carry
them unless you also claim a credit for for-
eign taxes actually paid or accrued in that
year.
® You cannot carry back or carry over any
unused foreign taxes to or from a year for
which you elect not to be subject to the for-
eign tax credit limit. See Exemption from
foreign tax credit limit under How To Figure
the Credit, earlier.

Unused taxes carried to deduction year. If
you carry unused foreign taxes to a year in
which you chose to deduct qualified foreign
taxes, you must compute a foreign tax credit
limit for the deduction year as if you had chosen
to credit foreign taxes for that year. If the credit
computation results in an excess limit (as de-
fined earlier) for the deduction year, you must
treat the unused foreign taxes carried to the de-
duction year as absorbed in that year. You can-
not actually deduct or claim a credit for the un-
used foreign taxes carried to the deduction
year. But, this treatment reduces the amount of
unused foreign taxes that you can carry to an-
other year.

Because you cannot deduct or claim a credit
for unused foreign taxes treated as absorbed in
a deduction year, you will get no tax benefit for
them unless you file an amended return to
change your choice from deducting the taxes to
claiming the credit. You have 10 years from the
regular due date of the return for the deduction
year to make this change. See Making or
Changing Your Choice under Choosing To
Take Credit or Deduction, earlier.

Example. In 2012, you paid foreign taxes of
$600 on general category income. You have a
foreign tax credit carryover of $200 from the
same category from 2011. For 2012, your for-
eign tax credit limit is $700.

If you choose to claim a credit for your for-
eign taxes in 2012, you would be allowed a
credit of $700, consisting of $600 paid in 2012
and $100 of the $200 carried over from 2011.
You will have a credit carryover to 2013 of
$100, which is your unused 2011 foreign tax
credit carryover.

If you choose to deduct your foreign taxes in
2012, your deduction will be limited to $600,
which is the amount of taxes paid in 2012. You
are not allowed a deduction for any part of the
carryover from 2011. However, you must treat
$100 of the credit carryover as used in 2012,
because you have an unused credit limit of
$100 ($700 limit minus $600 of foreign taxes

Page 23



paid in 2012). This reduces your carryover to
later years.

If you claimed the deduction for 2012 and
later decided you wanted to receive a benefit
for that $100 part of the 2011 carryover, you
could change the choice of a deduction for
2012. You would have to claim a credit for
those taxes by filing an amended return for
2012 within the time allowed.

Married Couples

For a tax year in which you and your spouse file
a joint return, you must figure the unused for-
eign tax or excess limit in each separate limit
category on the basis of your combined in-
come, deductions, taxes, and credits.

For a tax year in which you and your spouse
file separate returns, you figure the unused for-
eign tax or excess limit by using only your own
separate income, deductions, taxes, and cred-
its. However, if you file a joint return for any
other year involved in figuring a carryback or
carryover of unused foreign tax to the current
tax year, you will need to make an allocation, as
explained under Allocations Between Husband
and Wife, later.

Continuous use of joint return. If you and
your spouse file a joint return for the current tax
year, and file joint returns for each of the other
tax years involved in figuring the carryback or
carryover of unused foreign tax to the current
tax year, you figure the joint carryback or carry-
over to the current tax year using the joint un-
used foreign tax and the joint excess limits.

Joint and separate returns in different
years. If you and your spouse file a joint return
for the current tax year, but file separate returns
for all the other tax years involved in figuring the
carryback or carryover of the unused foreign tax
to the current tax year, your separate carry-
backs or carryovers will be a joint carryback or
carryover to the current tax year.

In other cases in which you and your spouse
file joint returns for some years and separate re-
turns for other years, you must make the alloca-
tion described in Allocations Between Husband
and Wife.

Allocations Between Husband and
Wife

You may have to allocate an unused foreign tax
or excess limit for a tax year in which you and
your spouse filed a joint return. This allocation
is needed in the following three situations.

1. You and your spouse file separate returns
for the current tax year, to which you carry
an unused foreign tax from a tax year for
which you and your spouse filed a joint re-
turn.

2. You and your spouse file separate returns
for the current tax year, to which you carry
an unused foreign tax from a tax year for
which you and your spouse filed separate
returns, but through a tax year for which
you and your spouse filed a joint return.

3. You and your spouse file a joint return for
the current tax year, to which you carry an
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Figure A. Allocation Between Husband and Wife

(In the following situations, you have to allocate an unused foreign tax or excess limit for a tax
year in which you and your spouse filed a joint return.)

You and your spouse file
separate returns for the
current tax year (2012), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed a
joint return.

2011 (Joint return—Unused foreign tax year)

2012 (Separate return—Excess limit year)

You and your spouse file
separate returns for the
current tax year (2012), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed
separate returns, but
through a tax year for
which you and your
spouse filed a joint return.

2010 (Separate returns—Unused foreign tax year)

2011 (Joint return—Excess limit year)

2012 (Separate returns—Excess limit year)

You and your spouse file
a joint return for the
current tax year (2012), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed a
joint return, but through a
tax year for which you
and your spouse filed
separate returns.

2010 (Joint return—Unused foreign tax year)

2011 (Separate returns—Excess limit year) e.e

2012 (Joint return—Excess limit year)

J—Joint return filed
S —Separate return filed

unused foreign tax from a tax year for
which you and your spouse filed a joint re-
turn, but through a tax year for which you
and your spouse filed separate returns.

These three situations are illustrated in Figure
A. In each of the situations, 2012 is the current
year.

Method of allocation. For a tax year in which
you must allocate the unused foreign tax or the
excess limit for your separate income catego-
ries between you and your spouse, you must
take the following steps.

1. Figure a percentage for each separate in-
come category by dividing the taxable in-
come of each spouse from sources out-

Table 5. Carryback/Carryover

side the United States in that category by
the joint taxable income from sources out-
side the United States in that category.
Then, apply each percentage to its cate-
gory's joint foreign tax credit limit to find
the part of the limit allocated to each
spouse.

2. Figure the part of the unused foreign tax,
or of the excess limit, for each separate in-
come category allocable to each spouse.
You do this by comparing the allocated
limit (figured in (1)), with the foreign taxes
paid or accrued by each spouse on in-
come in that category. If the foreign taxes
you paid or accrued for that category are
more than your part of its limit, you have
an unused foreign tax. If, however, your
part of that limit is more than the foreign

W = Absorbed by W's excess limit
H = Absorbed by H's excess limit

Tax year 2008 2009 2010 2011 2012
Return Joint Separate Joint Joint Separate
H's unused foreign tax to be carried back or

over, or excess limit* (enclosed in

parentheses) . .................... $50 $25 ($65) $104 ($50)
W's unused foreign tax to be carried back or

over, or excess limit* (enclosed in

parentheses) . .................... $30 ($20) ($20) $69 ($10)
Carryover absorbed:

W'sfrom2008 ... ................. — 20W 1ow — —

H'sfrom2008 .................... — — 50H — —

H'sfrom2009 .................... — — 15H — —

e — — ow — —
Wisfrom2011 . ... .. ... ....... — — — — 10w
H'sfrom2011 .. ............ ... ... — — — — 50H

* General category income only
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taxes you paid or accrued, you have an
excess limit for that category.

Allocation of the carryback and carryover.
The mechanics of the carryback and carryover,
when allocations between husband and wife
are needed, are illustrated by the following ex-
ample.

Example. H and W filed joint returns for
2008, 2010, and 2011, and separate returns for
2009 and 2012. Neither H nor W had any un-
used foreign tax or excess limit for any year be-
fore 2008. For the tax years involved, the in-
come, unused foreign tax, excess limits, and
carrybacks and carryovers are general category
income and are shown in Table 5.

W's allocated part of the unused foreign tax
from 2008 ($30) is partly absorbed by her sepa-
rate excess limit of $20 for 2009, and then fully
absorbed by her allocated part of the joint ex-
cess limit for 2010 ($20). H's allocated part of
the unused foreign tax from 2008 ($50) is fully
absorbed by his allocated part of the joint ex-
cess limit ($65) for 2010.

H's separate unused foreign tax from 2009
($25) is partly absorbed (up to $15) by his re-
maining excess limit in 2010, and then fully ab-
sorbed by W's remaining part of the joint excess
limit for 2010 ($10). Each spouse's excess limit
on the 2010 joint return is reduced by:

1. Each spouse's carryover from earlier
years. (W's carryover of $10 from 2008
and H's carryovers of $50 from 2008 and
$15 from 2009.)

2. The other spouse's carryover. (H's carry-
over of $10 from 2009 is absorbed by W's
remaining excess limit.)

W's allocated part of the unused foreign tax
of $69 from 2011 is partly absorbed by her ex-
cess limit in 2012 ($10), and the remaining $59
will be a carryover to general category income
for 2013 and the following 8 years unless absor-
bed sooner. H's allocated part of the unused
foreign tax of $104 from 2011 is partly absorbed
by his excess limit in 2012 ($50), and the re-
maining $54 will be a carryover to 2013 and the
following 8 years unless absorbed sooner.

Joint Return Filed
in a Deduction Year

When you file a joint return in a deduction year,
and carry unused foreign tax through that year
from the prior year in which you and your
spouse filed separate returns, the amount ab-
sorbed in the deduction year is the unused for-
eign tax of each spouse deemed paid or ac-
crued in the deduction year up to the amount of
that spouse's excess limit in that year. You can-
not reduce either spouse's excess limit in the
deduction year by the other's unused foreign
taxes in that year.

How To Claim
the Credit

You must file Form 1116 to claim the foreign tax
credit unless you meet one of the following ex-
ceptions.
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Exceptions. If you meet the requirements dis-
cussed under Exemption from foreign tax limit,
earlier, and choose to be exempt from the for-
eign tax credit limit, do not file Form 1116. In-
stead, enter your foreign taxes directly on Form
1040, line 47, or Form 1040NR, line 45.

If you are a shareholder of a controlled for-
eign corporation and chose to be taxed at cor-
porate rates on the amount you must include in
gross income from that corporation, use Form
1118 to claim the credit. See Controlled foreign
corporation shareholder under You Must Have
Paid or Accrued the Tax, earlier.

Form 1116

You must file a Form 1116 with your U.S. in-
come tax return, Form 1040 or Form 1040NR.
You must file a separate Form 1116 for each of
the following categories of income for which you
claim a foreign tax credit.

® Passive category income.

® General category income.

® Section 901(j) income.

® Income re-sourced by treaty.
® Lump-sum distributions.

A Form 1116 consists of four parts.

1. Part I—Taxable Income or Loss From
Sources Outside the United States (for
Category Checked Above). Enter the
gross amounts of your foreign or posses-
sion source income in the separate limit
category for which you are completing the
form. Do not include income you excluded
on Form 2555 or Form 2555-EZ. From
these, subtract the deductions that are
definitely related to the separate limit in-
come, and a ratable share of the deduc-
tions not definitely related to that income.
If, in a separate limit category, you re-
ceived income from more than one foreign
country or U.S. possession, complete a
separate column for each. You do not
need to report income passed through
from a regulated investment company
(RIC) on a country by country basis. Ag-
gregate all income passed through from a
RIC in a single column in Part I. Enter
“RIC” on line g of Part I.

2. Part ll—Foreign Taxes Paid or Accrued.
This part shows the foreign taxes you paid
or accrued on the income in the separate
limit category in foreign currency and U.S.
dollars. If you paid (or accrued) foreign tax
to more than one foreign country or U.S.
possession, complete a separate line for
each. If you receive income passed
through from a RIC, aggregate all foreign
taxes paid or accrued on that income on a
single line in Part I1.

3. Part lll—Figuring the Credit. You use this
part to figure the foreign tax credit that is
allowable.

4. Part IV—Summary of Credits From Sepa-
rate Parts Ill. You use this part on one
Form 1116 (the one with the largest
amount entered on line 22) to summarize
the foreign tax credits figured on separate
Forms 1116.

Records To Keep
You should keep the following records

in case you are later asked to verify
Ly the taxes shown on your Form 1116,
Form 1040, or Form 1040NR. You do not have
to attach these records to your Form 1040 or

Form 1040NR.
® Areceipt for each foreign tax payment.

® The foreign tax return if you claim a credit
for taxes accrued.

® Any payee statement (such as Form
1099-DIV or Form 1099-INT) showing for-
eign taxes reported to you.

The receipt or return you keep as proof should
be either the original, a duplicate original, a duly
certified or authenticated copy, or a sworn
copy. If the receipt or return is in a foreign lan-
guage, you also should have a certified transla-
tion of it. Revenue Ruling 67-308 in Cumulative
Bulletin 1967-2 discusses in detail the require-
ments of the certified translation. Issues of the
Cumulative Bulletin are available in most IRS
offices and you are welcome to read them
there.

Simple Example —
Filled-In Form 1116

Betsy Wilson is single, under 65, and is a U.S.
citizen. She earned $45,000 working as a night
auditor in Pittsburgh. She owns 200 shares in
XYZ mutual fund that invests in foreign corpora-
tions. She received a dividend of $620 from
XYZ, which includes tax of $93 paid on her be-
half to foreign countries on her dividend. XYZ
reported this information to her on Form
1099-DIV.

Betsy elects to be exempt from the foreign
tax credit limit because her only foreign taxable
income is passive income (dividend of $620)
and the amount of taxes paid ($93) is not more
than $300. To claim the $93 as a credit, Betsy
enters $93 on Form 1040, line 47. (She can
claim her total taxes paid of $93 because it is
less than her “regular tax,” shown on Form 1040
line 44.) She does not file Form 1116. However,
she cannot carry any unused foreign taxes to
this tax year.

If Betsy does not elect to be exempt from
the foreign tax credit limit, she will need to com-
plete a Form 1116 as follows.

Betsy fills in her name and social security
number, and checks the box for passive cate-
gory income.

Part I—Taxable Income or
Loss From Sources Outside
the United States (for
Category Checked Above)

Betsy enters “RIC” on line g because mutual
funds and other regulated investment compa-
nies (RICs) are not required to report the names
of foreign countries on Form 1099-DIV. Also,
she shows on line 1a the amount of income
($620) and type of income (dividends) she
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received from XYZ. None of the dividends are
qualified dividends. Next, because Betsy does
not itemize her deductions, she puts her stand-
ard deduction ($5,950) on line 3a and com-
pletes 3b and 3c. Her gross foreign source in-
come (line 3d) is $620 and gross income from
all sources (line 3e) is $45,620. She enters $81
on line 6. Line 7 is $539, the difference between
lines 1a and 6.

Part Il—Foreign Taxes Paid
or Accrued

Betsy checks the “Paid” box and enters $93 on
line A, columns (0) and (s), and on line 8.

Because the income was reported to Betsy
in U.S. dollars on Form 1099-DIV, she does not
have to convert the amount shown into foreign
currency. She enters “1099 taxes” on line A,
column (j).

Part lll—Figuring the Credit

Betsy figures her credit as shown on the com-
pleted form. The computation shows that she
may take only $68 of the amount paid to foreign
countries as a credit against her U.S. income
tax. The remaining $25 is available for a carry-
back and/or carryover.

Part IV—Summary of Credits
From Separate Parts lll

Because this is the only Form 1116 that Betsy
must complete, she does not need to fill in lines
23 through 27 of Part V.

Comprehensive
Example —
Filled-In Form 1116

Robert Smith, a U.S. citizen, is a salesman who
lived and worked in Country X for all of 2012,
except for one week he spent in the United
States on business. He is single and under 65.
He is a cash-basis taxpayer who uses the cal-
endar year as his tax year.

During the year, Robert received income
from sources within Country X and the United
States.

Income from United States. Robert received
wages of $2,400 for services performed during
the one week in the United States. He also re-
ceived dividend income of $3,000 from sources
within the United States. None of the dividends
are qualified dividends.

Income from Country X. Robert received the
following income from Country X during the
year and paid tax on the income to Country X
on December 31. The conversion rate through-
out the year was 2 pesos to each U.S. dollar
(2:1).
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Income Tax

$130,100 wages $32,400
(260,200 pesos) (64,800 pesos)
$4,000 dividend income $450

(8,000 pesos) (900 pesos)
$1,000 interest income $50

(2,000 pesos) (100 pesos)

Foreign earned income. Robert is a bona
fide resident of Country X and figures his allow-
able exclusion of foreign earned income on
Form 2555, Foreign Earned Income (not illus-
trated). He excludes $95,100 of the wages
earned in Country X.

Itemized deductions. Robert was entitled to
the following itemized deductions.

Interest on home mortgage . ... ......... $5,900
Realestatetax . ..................... 1,500
Charitable contribution to a U.S. charity . . . .. 461
Employee business expenses

(See the following discussion for

computation.) . ... ... 738
Total ........ ... ... ... $8,599

Employee business expenses. Robert
paid $3,400 of unreimbursed business expen-
ses, of which $1,000 were definitely related to
the wages earned in the United States and
$2,400 were definitely related to wages earned
in Country X.

Robert must prorate the business expenses
related to the wages earned in Country X be-
tween the wages he includes on his U.S. tax re-
turn and the amount he excludes as foreign
earned income. He cannot deduct the part of
the expenses related to the income that he ex-
cludes. He figures his allowable expenses (rela-
ted to the wages earned in Country X) as fol-
lows:

$35,000
$130,100

x $2,400 = $646

His employee business expense deduction is
$738. This is the difference between his busi-
ness expenses of $1,646 ($646 + $1,000 from
U.S. business trip) and the 2%-of-adjusted-
gross-income limit ($908).

Forms 1116

Robert must use two Forms 1116 to figure his
allowable foreign tax credit. On one Form 1116,
he will mark the block to the left of General cat-
egory income, and figure his foreign tax credit
on the wages of $37,200 (Country X wages mi-
nus excluded wages). On the other Form 1116,
he will mark the block to the left of Passive cate-
gory income, and figure his foreign tax credit on
his interest income of $1,000 and dividend in-
come of $4,000.

Under the later discussions for each part on
the Form 1116, Robert's computations are ex-
plained for each Form 1116 that must be com-
pleted. Both Forms 1116 are illustrated near the
end of this publication.

Computation of
Taxable Income

Before making any entries on Form 1116, Rob-
ert must figure his taxable income on Form
1040.

His taxable income is $33,001 figured as fol-
lows:

Gross Income

Wages (Country X) . ............... $130,100
Less: Foreign earned income
exclusion . . ... .......... .. 95,100
$ 35,000
Wages (US.) .................... 2,400
Interest income (Country X) .. ......... 1,000
Dividend income (U.S.) . ............. 3,000
Dividend income (Country X) .. ........ 4,000
Total (Adjusted gross income) .. ....... $45,400
Less: Total ltemized Deductions . . . . . 8,599
Taxable income before the
personal exemption . ............... $36,801
Less: Personal Exemption . . . . . . . . 3,800
Taxable Income . . . . . . . .. ... ..

$33,001

On each Form 1116, Robert enters $36,801
(his taxable income before the personal exemp-
tion) on line 18 of Part Il.

Part I—Taxable

Income or Loss From
Sources Outside the
United States (for Category
Checked Above)

In figuring the limit on both Forms 1116, Robert
must separately determine his taxable income
from Country X (Form 1116, line 7).

Form 1116—General category income. On
this Form 1116, Robert figures his taxable in-
come from Country X for general category in-
come only. He does not include his passive cat-
egory income of interest and dividends.

Line 1a. Robert enters the foreign wages
after exclusion of $35,000 on line 1a.

Line 2. The unreimbursed employee busi-
ness expenses related to these foreign source
wages included in income are $646, as shown
earlier. Robert must determine which part of the
2%-of-adjusted-gross-income limit ($908) is al-
locable to these employee business expenses.
He figures this as follows:

$646

$1.646 X $908 =

$356

The denominator ($1,646) is the total allowable
unreimbursed business expenses ($1,000 +
$646). The amount of deductible expenses defi-
nitely related to $35,000 of taxable foreign wa-
ges is $290 ($646 — $356). He enters $290 on
line 2. He attaches this explanation to his Form
1116 that he files with his tax return.

Publication 514 (2012)



Line 3a-g. Robert enters $1,500 on line 3a.
This is his real estate tax, which is not definitely
related to income from any source. Robert must
prorate this itemized deduction by using the ra-
tio of gross income from Country X in general
category income (line 3d) to his gross income
from all sources (line 3e). For this purpose,
gross income from Country X and gross income
from all sources include the $95,100 of wages
that qualify for the foreign earned income exclu-
sion. He figures the ratable part of deductions,
$1,389, as follows and enters it on line 3g.

$130,100
$140,500

$1,500 = $1,389

Line 4a. Robert apportions his deductible
home mortgage interest, $5,900, to general cat-
egory income as follows:

1. Enter gross foreign source income of the
type shown on Form 1116. Do not enter
income excluded on Form 2555 . . .. ..

2. Enter gross income from all sources. Do
not enter income excluded on
Form2555 ... ..................

3. Divide line 1 by line 2 and enter
theresultasadecimal ........... ..

4. Enter deductible home mortgage interest
(from lines 10 through 13 of Schedule A
(Form1040)) . ..................

5. Multiply line 4 by line 3. Enter the result
here and on Form 1116,
lineda ... ... ... ... ... ... ... ..

$35,000

$45,400

7709

$ 5,900

$ 4,548

Robert enters this amount, $4,548, on line 4a.

Line 6. Robert adds the amounts on lines
2, 3g, and 4a, and enters that total ($6,227) on
line 6.

Line 7. He subtracts the amount on line 6
from the amount on line 1a to arrive at foreign
source taxable income of $28,773 in this cate-
gory. Robert enters this amount on line 7.

Form 1116—Passive category income. On
this Form 1116, Robert determines the taxable
income from Country X for passive interest and
dividend income.

Line 1a. He adds the $1,000 interest in-
come and the $4,000 dividend income from
Country X and enters the total ($5,000) on
line 1a. None of the dividends are qualified divi-
dends.

Line 3a-g. Robert figures the part of his
itemized deduction (real estate tax) allocable to
passive category income as follows and enters
the amount on line 3g.

$5,000 x
$140,500

$1,500 = $53

Line 4a. Robert apportions the deductible
home mortgage interest to passive category in-
come as follows:
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1. Enter gross foreign source income of
the type shown on Form 1116. Do not
enter income excluded on Form
2555 L

2. Enter gross income from all sources.
Do not enter income excluded on
Form2555 ... ................

3. Divide line 1 by line 2 and enter
theresultasadecimal ...........

4. Enter deductible home mortgage
interest (from lines 10 through 13 of
Schedule A (Form 1040)) ... ... ...

5. Multiply line 4 by line 3. Enter the
result here and on Form 1116,
lineda ... ... ... ... .. ...

$ 5,000

$45,400

1101
$ 5,900

$ 650

He enters this amount, $650, on line 4a.

Line 6. Robert adds the amounts on lines
3g and 4a and enters that total ($703) on line 6.

Line 7. He subtracts the amount on line 6
from the amount on line 1a to arrive at foreign
source taxable income of $4,297 in this cate-
gory. Robert enters this amount on line 7.

Part ll—Foreign Taxes
Paid or Accrued

Robert uses Part Il, Form 1116, to report the
foreign tax paid or accrued on income from for-
eign sources.

Form 1116—General category income. On
this Form 1116, Robert enters the amount of
foreign taxes paid (withheld at source), in for-
eign currency and in U.S. dollars, on the wages
from Country X.

Form 1116—Passive category income. On
this Form 1116, Robert enters the amount of
foreign taxes paid, in foreign currency and in
U.S. dollars, on the interest and dividend in-
come.

Part lll—Figuring
the Credit

Robert figures the amount of foreign tax credit
in Part Il on each Form 1116.

Form 1116—General category income. On
this Form 1116, Robert figures the amount of
foreign tax credit allowable for the foreign taxes
paid on his wages from Country X.

Line 10. He has a carryover of $200 for un-
used foreign taxes paid in 2011 and enters that
amount on line 10. He attaches a schedule
showing how he figured his $200 carryover to
2012 after carrying back the unused $350 tax
paid in 2011 to 2010. (This schedule is shown

in Table 6.) The unused foreign tax in 2011 and
the excess limit in 2010 are general category in-
come. The unused foreign tax of $200 is carried
over to general category income in 2012.

Line 12. On line 12, Robert must reduce
the total foreign taxes paid by the amount rela-
ted to the wages he excludes as foreign earned
income. To do this, he multiplies the $32,400
foreign tax he paid on his foreign wages by a
fraction. The numerator of the fraction is his for-
eign earned income exclusion ($95,100) minus
a proportionate part of his definitely related
business expenses ($2,400 — $646 = $1,754).
The denominator of the fraction is his total for-
eign wages ($130,100) minus his total definitely
related business expenses ($2,400).

$95,100-$1,754
832400 X $130100-$2,400 =

He enters the result, $23,684, on line 12.

$23,684

Line 14. His total foreign taxes available for
credit are $8,916 ($200 carryover from 2011 +
$8,716 paid in 2012 ($32,400 - $23,684)).

Line 20. Robert figured his tax using the
Foreign Earned Income Tax Worksheet in the
Form 1040 instructions.

Line 21. By completing the rest of Part Ill,
Robert finds that his maximum credit is $7,219.

Line 22. The foreign tax credit on the gen-
eral category income is the lesser of the foreign
tax available for credit, $8,916, or the maximum
credit on line 21, $7,219.

Form 1116—Passive category income.
Robert now figures the foreign tax credit allowa-
ble for the foreign taxes he paid on his interest
and dividend income from Country X.

By completing Part lll of Form 1116, he finds
that his maximum credit for passive category in-
come on line 21 is $1,079.

The foreign tax credit for passive category
income is limited to the amount of tax paid,
$500.

Part IV—Summary of
Credits From
Separate Parts il

Robert summarizes his foreign tax credits for
the two types of income on Part IV of the Form
1116 with the largest amount on line 22. He
uses the Part IV of Form 1116—General cate-
gory income.

Robert leaves line 29 blank because he did
not participate in or cooperate with an

Table 6. Robert's Schedule Showing Computation of His Carryover

Tax credit carried back from 2011

Maximum credit allowable under limit .......
Foreign tax paid intaxyear ................
Unused foreign tax (+) to be carried over or excess
of limit (-)overtax .........................
Net excess tax to be carried over to 2012 . ..
Less carrybacksto2010 ...................
Amount carried overto2012 ...............

2010 2011
....... $750 $1,200
....... 600 1,550
....... -$150 +$350
....... 150
....... 0 +$350
........................ 150
........................ $200
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international boycott during the tax year. The al-
lowable foreign tax credit is $7,719 ($500 +
$7,219) shown on line 30. He also enters this
amount on Form 1040, line 47.

Unused Foreign Taxes
Robert now determines if he has any unused

foreign taxes that can be used as a carryback
or carryover to other tax years.

Page 28

General category income. Robert has 2012
unused foreign taxes of $1,697 ($8,916 -
$7,219) and $200 of 2011 unused foreign taxes
available as a carryover to 2013 and later years.
(The foreign taxes related to his foreign earned
income exclusion are not available for carry-
over.) He cannot carry back any part of the
2012 unused taxes to 2011 as shown in Ta-
ble 6.

Passive category income. Robert has no un-
used foreign taxes for 2012.
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Foreign Tax Credit OMB No. 1545-0121
Form 1 1 1 6 (Individual, Estate, or Trust) 2012

» Attach to Form 1040, 1040NR, 1041, or 990-T.
Department of the Treasury . ) . A N ; Attachment
Internal Revenue Service (99) » Information about Form 1116 and its separate instructions is at www.irs.gov/form1116. Sequence No. 19

Name Identifying number as shown on page 1 of your tax return
Betsy Wilson 111-00-1111

Use a separate Form 1116 for each category of income listed below. See Categories of Income in the instructions. Check only one box on each
Form 1116. Report all amounts in U.S. dollars except where specified in Part Il below.

al/] Passive category income c[] Section 901(j) income e[ Lump-sum distributions
b[] General category income d[] Certain income re-sourced by treaty

f Resident of (name of country) » United States
Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part | and line A in Part Il. If you paid taxes to
more than one foreign country or U.S. possession, use a separate column and line for each country or possession.

Taxable Income or Loss From Sources Outside the United States (for Category Checked Above)
Foreign Country or U.S. Possession Total
A B [} (Add cols. A, B, and C.)

g Enter the name of the foreign country or U.S.
possession . . . . . . . . . . . » RIC

1a  Gross income from sources within country shown
above and of the type checked above (see
instructions):
Dividends

620 1a 620

b Check if line 1a is compensation for personal
services as an employee, your total
compensation from all sources is $250,000 or
more, and you used an alternative basis to
determine its source (see instructions) . . » O]

Deductions and losses (Caution: See instructions):
2  Expenses definitely related to the income on line
1a (attach statement) Lo
3  Pro rata share of other deductions not deflnltely
related:
a Certain itemized deductions or standard deduction
(seeinstructions) . . . . . . . . . . . 5,950
b Other deductions (attach statement). . . . . -O-
¢ Addlines3aand3b. . . . .. 5,950
d Gross foreign source income (see |nstruct|ons) . 620
e
f
g

Gross income from all sources (see instructions) . 45620
Divide line 3d by line 3e (see instructions) . . . 0136
Multiply line 3c by line 3f . . . . &1
4  Pro rata share of interest expense (see mstructlons)
a Home mortgage interest (use the Worksheet for
Home Mortgage Interest in the instructions)
b Other interest expense .
5 Losses from foreign sources P
6 Addlines 2, 3g, 4a,4b,and5 . . . . 81 6 81
7 Subtract line 6 from line 1a. Enter the result here and online15,page2 . . . . . . . . . . » 7 539
Foreign Taxes Paid or Accrued (see instructions)

Credit is claimed
for taxes Foreign taxes paid or accrued

(you must check one)
(h) |Z| Paid In foreign currency In U.S. dollars
(i) |:| Accrued Taxes withheld at source on: (n) Other Taxes withheld at source on: (r) Other (s) Total foreign
foreign taxes foreign taxes taxes paid or

(cli) F{en}s. (m) Interest |  Paid or (o) Dividends (s) Renﬁ;, (q) Interest paid or accrued (add cols.
and royalties accrued and royafties accrued (0) through (r))

1099 taxes 93 93

Country

(j) Date paid

or accrued (k) Dividends

O(m(>

8  Add lines A through C, column (s). Enter the total here andonline9,page2. . . . . . . . b 8 93
For Paperwork Reduction Act Notice, see instructions. Cat. No. 11440U Form 1116 (2012)
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Form 1116 (2012)

g} Figuring the Credit

Page 2

9  Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part| . . 9 93
10  Carryback or carryover (attach detailed computation) . . . . 10 -O-
11 Addlines9Qand10 . . . . . . . . . . . . . . . 11 93
12 Reduction in foreign taxes (see instructions) . . . . . . . 12 |( -O-
13  Taxes reclassified under high tax kickout (see instructions) . . 13
14  Combine lines 11, 12, and 13. This is the total amount of foreign taxes available for credit . 14 95
15  Enter the amount from line 7. This is your taxable income or (loss) from
sources outside the United States (before adjustments) for the category
of income checked above Part | (see instructions) . . . . . . 15 539
16  Adjustments to line 15 (see instructions) . . . . . . . . 16 -O-
17  Combine the amounts on lines 15 and 16. This is your net foreign
source taxable income. (If the result is zero or less, you have no
foreign tax credit for the category of income you checked above
Part I. Skip lines 18 through 22. However, if you are filing more than
one Form 1116, you must complete line20.) . . . . . . . 17 539
18 Individuals: Enter the amount from Form 1040, line 41, or Form
1040NR, line 39. Estates and trusts: Enter your taxable income
without the deduction for your exemption . . . R 18 39,670
Caution: If you figured your tax using the lower rates on qua/lfled dividends or capital gains, see
instructions.
19  Divide line 17 by line 18. If line 17 is more than line 18, enter “1” . 19 0136
20 Individuals: Enter the amount from Form 1040, line 44. If you are a nonresident alien, enter the
amount from Form 1040NR, line 42. Estates and trusts: Enter the amount from Form 1041,
Schedule G, line 1a, or the total of Form 990-T, lines 36 and 37 20 4,999
Caution: If you are completing line 20 for separate category e (lump-sum distributions), see
instructions.
21 Multiply line 20 by line 19 (maximum amount of credit) . 21 65
22  Enter the smaller of line 14 or line 21. If this is the only Form 1116 you are f|||ng, sk|p lines 23
through 27 and enter this amount on line 28. Otherwise, complete the appropriate line in Part IV (see
instructions) . . . . ) 05
Summary of Credits From Separate Parts i (see mstructlons)
23  Credit for taxes on passive category income . . . . . . . 23
24  Credit for taxes on general category income . . . . . . . 24
25  Credit for taxes on certain income re-sourced by treaty . . . . 25
26  Credit for taxes on lump-sum distributions. . . . . . . . 26
27  Add lines 23 through 26 27
28  Enter the smaller of line 20 or line 27 . 28 05
29  Reduction of credit for international boycott operatlons See instructions for Ilne 12 . 29
30  Subtract line 29 from line 28. This is your foreign tax credit. Enter here and on Form 1040, line 47;
Form 1040NR, line 45; Form 1041, Schedule G, line 2a; or Form 990-T, line40a . . . . . .p 30 6o
Form 1116 (2012
Page 30 Publication 514 (2012)



wn 1116

Department of the Treasury
Internal Revenue Service (99)

Foreign Tax Credit

(Individual, Estate, or Trust)
» Attach to Form 1040, 1040NR, 1041, or 990-T.

» Information about Form 1116 and its separate instructions is at www.irs.gov/form1116.

OMB No. 1545-0121

2012

Attachment
Sequence No. 19

Name
Robert Smith

Identifying number as shown on page 1 of your tax return

000-00-0000

Use a separate Form 1116 for each category of income listed below. See Categories of Income in the instructions. Check only one box on each
Form 1116. Report all amounts in U.S. dollars except where specified in Part Il below.

al] Passive category income
b[/] General category income

c[] section 901 (j) income
d[] Certain income re-sourced by treaty

e[] Lump-sum distributions

f Resident of (name of country) » Country X

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part | and line A in Part Il. If you paid taxes to
more than one foreign country or U.S. possession, use a separate column and line for each country or possession.

Taxable Income or Loss From Sources Outside the United States (for Category Checked Above)

Foreign Country or U.S. Possession Total
g Enter the name of the foreign country or U.S. A B c (Add cols. A, B, and C.)
possession > Country X
1a  Gross income from sources within country shown
above and of the type checked above (see
instructions):
Wages
55,000 1a 55,000
b Check if line 1a is compensation for personal
services as an employee, your total
compensation from all sources is $250,000 or
more, and you used an alternative basis to
determine its source (see instructions) . . P ]
Deductions and losses (Caution: See instructions):
2  Expenses definitely related to the income on line
1a (attach statement) .. 290
3 Pro rata share of other deductions not deflnltely
related:
a Certain itemized deductions or standard deduction
(see instructions) . .o 1,500
b Other deductions (attach statement)
¢ Add lines 3a and 3b . . 1,500
d Gross foreign source income (see |nstruct|ons) 150,100
e Gross income from all sources (see instructions) . 140,500
f Divide line 3d by line 3e (see instructions) 9260
g Multiply line 3c by line 3f 1,569
4 Pro rata share of interest expense (see |nstruct|ons)
a Home mortgage interest (use the Worksheet for
Home Mortgage Interest in the instructions) 4,548
b Other interest expense .
5  Losses from foreign sources
6 Addlines 2, 39, 4a, 4b,and 5 . 6,227 6 6,227
7 Subtract line 6 from line 1a. Enter the result here and on line 15, page 2 > 7 28773
Foreign Taxes Paid or Accrued (see instructions)
Credit is claimed
for taxes Foreign taxes paid or accrued
E. (you must check one)
‘E (h) |Z| Paid In foreign currency In U.S. dollars
g i) [] Accrued Taxes withheld at source on: (n) Other Taxes withheld at source on: (ﬂl Other (s) Total fgreign
O N N foreign taxes foreign taxes taxes paid or
(i) Date paid () Dividenas | WVReNtS 1 ierest | Paidor | (o) Dividends | ® ReMS | o) inierest | paidor accrued (add cols.
or accrued and royalties accrued and royalties accrued (o) through (1))
A| 12/51/12 64,600 52,400 52,400
B
C
8  Add lines A through C, column (s). Enter the total here and on line 9, page 2 . » | 8 32,400

For Paperwork Reduction Act Notice, see instructions.
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Form 1116 (2012)
g} Figuring the Credit

Page 2

9  Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part| . . 9 52,400
10  Carryback or carryover (attach detailed computation) . . . . 10 200
11 Addlines9and10 . . . . . . . . . . . . . . . 11 52,600
12  Reduction in foreign taxes (see instructions) . . . . . . . 12 |( 25,054
13  Taxes reclassified under high tax kickout (see instructions) . . 13 -0-
14  Combine lines 11, 12, and 13. This is the total amount of foreign taxes available for credit . 14 8,916
15  Enter the amount from line 7. This is your taxable income or (loss) from
sources outside the United States (before adjustments) for the category
of income checked above Part | (see instructions) . . . . . . 15 28,773
16  Adjustments to line 15 (see instructions) . . . . . . . . 16 -O-
17  Combine the amounts on lines 15 and 16. This is your net foreign
source taxable income. (If the result is zero or less, you have no
foreign tax credit for the category of income you checked above
Part I. Skip lines 18 through 22. However, if you are filing more than
one Form 1116, you must complete line20.) . . . . . . . 17 28,773
18 Individuals: Enter the amount from Form 1040, line 41, or Form
1040NR, line 39. Estates and trusts: Enter your taxable income
without the deduction for your exemption . . . . . . . 18 50,5601
Caution: If you figured your tax using the lower rates on quallfled dividends or capital gains, see
instructions.
19  Divide line 17 by line 18. If line 17 is more than line 18, enter “1” . Co ) 19 78619
20 Individuals: Enter the amount from Form 1040, line 44. If you are a nonresident alien, enter the
amount from Form 1040NR, line 42. Estates and trusts: Enter the amount from Form 1041,
Schedule G, line 1a, or the total of Form 990-T, lines 36 and 37 20 9,233
Caution: /f you are completing line 20 for separate category e (lump-sum distributions), see
instructions.
21 Multiply line 20 by line 19 (maximum amount of credit) . 21 7,219
22  Enter the smaller of line 14 or line 21. If this is the only Form 1116 you are f|||ng, sk|p lines 23
through 27 and enter this amount on line 28. Otherwise, complete the appropriate line in Part IV (see
instructions) . . . A 22 7,219
Summary of Credits From Separate Parts [l (see |nstruct|ons)
23  Credit for taxes on passive category income . . . . . . . 23 500
24  Credit for taxes on general category income . . . . . . . 24 7,219
25  Credit for taxes on certain income re-sourced by treaty . . . . 25
26  Credit for taxes on lump-sum distributions . . . . . . . . 26
27  Add lines 23 through 26 27 7719
28  Enter the smaller of line 20 or line 27 . . . 28 7,719
29  Reduction of credit for international boycott operations. See instructions for I|ne 12 . . 29
30 Subtract line 29 from line 28. This is your foreign tax credit. Enter here and on Form 1040, line 47;
Form 1040NR, line 45; Form 1041, Schedule G, line 2a; or Form 990-T,line40a . . . . . .» |30 7,719
Form 1116 (2012)
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Foreign Tax Credit OMB No. 1545-0121
Form 1 1 1 6 (Individual, Estate, or Trust) 2012

» Attach to Form 1040, 1040NR, 1041, or 990-T.
Department of the Treasury B ) . A N ; Attachment
Internal Revenue Service (99) » Information about Form 1116 and its separate instructions is at www.irs.gov/form1116. Sequence No. 19

Name Identifying number as shown on page 1 of your tax return
Robert Smith 000-00-0000

Use a separate Form 1116 for each category of income listed below. See Categories of Income in the instructions. Check only one box on each
Form 1116. Report all amounts in U.S. dollars except where specified in Part Il below.

al/] Passive category income c[] Section 901(j) income e[] Lump-sum distributions
b[] General category income d[] Certain income re-sourced by treaty

f Resident of (hame of country) » Country X
Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part | and line A in Part Il. If you paid taxes to
more than one foreign country or U.S. possession, use a separate column and line for each country or possession.

Taxable Income or Loss From Sources Outside the United States (for Category Checked Above)

Foreign Country or U.S. Possession Total
g Enter the name of the foreign country or U.S. A B c (Add cols. A, B, and C.)
possession . . . . . . . . . . . » Country X
1a  Gross income from sources within country shown
above and of the type checked above (see
instructions):
Dividends, Interest
5,000 1a 5,000
b Check if line 1a is compensation for personal
services as an employee, your total
compensation from all sources is $250,000 or
more, and you used an alternative basis to
determine its source (see instructions) . . B> O]
Deductions and losses (Caution: See instructions):
2  Expenses definitely related to the income on line
1a (attach statement) Lo
3  Pro rata share of other deductions not deflnltely
related:
a Certain itemized deductions or standard deduction
(seeinstructions) . . . . . . . . . . . 1,500
b Other deductions (attach statement) . .
¢ Addlines3aand3b. . . . .. 1,500
d Gross foreign source income (see |nstruct|ons) . 5,000
e Gross income from all sources (see instructions) . 140,500
f Divide line 3d by line 3e (see instructions) . . . 0356
g Multiply line 3c by line3f . . . . 53
4  Pro rata share of interest expense (see mstructlons)
a Home mortgage interest (use the Worksheet for
Home Mortgage Interest in the instructions) . . 650
b Other interest expense .
5 Losses from foreign sources Lo
6 Addlines 2, 3g, 4a,4b,and5 . . . . 703 6 703
7 Subtractllnerrom line 1a. Enter the result here and online15,page2 . . . . . . . . . . b 7 4297
Foreign Taxes Paid or Accrued (see instructions)
Credit is claimed
for taxes Foreign taxes paid or accrued
E. (you must check one)
‘E (h) |Z| Paid In foreign currency In U.S. dollars
g (i) |:| Accrued Taxes withheld at source on: (n) Other Taxes withheld at source on: (r) Other (s) Total fgreign
O ) - foreign taxes foreign taxes taxes paid or
(i) Date paid (k) Dividends | VRents | ierest | Paidor | (o) Dividends | PYRENS | o) inierest | paid or accrued (add cols.
or accrued and royalties accrued and royalties accrued (0) through (1)
Al 12-31-12 900 100 450 50 500
B
C
8  Add lines A through C, column (s). Enter the total here andonline9,page2. . . . . . . . b 8 500
For Paperwork Reduction Act Notice, see instructions. Cat. No. 11440U Form 1116 (2012)
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Form 1116 (2012)
g} Figuring the Credit

Page 2

9  Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part|1 . . 9 500
10  Carryback or carryover (attach detailed computation) . . . . 10 -O-
11 Addlines9Qand10 . . . . . . . . . . . . . . . 11 500
12 Reduction in foreign taxes (see instructions) . . . . . . . 12 |( -O-
13  Taxes reclassified under high tax kickout (see instructions) . . 13 -O-
14  Combine lines 11, 12, and 13. This is the total amount of foreign taxes available for credit . 14 500
15  Enter the amount from line 7. This is your taxable income or (loss) from
sources outside the United States (before adjustments) for the category
of income checked above Part | (see instructions) . . . . . . 15 4,297
16  Adjustments to line 15 (see instructions) . . . . . . . . 16 -O-
17  Combine the amounts on lines 15 and 16. This is your net foreign
source taxable income. (If the result is zero or less, you have no
foreign tax credit for the category of income you checked above
Part I. Skip lines 18 through 22. However, if you are filing more than
one Form 1116, you must complete line20.) . . . . . . . 17 4,297
18 Individuals: Enter the amount from Form 1040, line 41, or Form
1040NR, line 39. Estates and trusts: Enter your taxable income
without the deduction for your exemption . . . . . . . 18 30,601
Caution: If you figured your tax using the lower rates on quallfled dividends or capital gains, see
instructions.
19  Divide line 17 by line 18. If line 17 is more than line 18, enter “1” . e . 19 1168
20 Individuals: Enter the amount from Form 1040, line 44. If you are a nonresident alien, enter the
amount from Form 1040NR, line 42. Estates and trusts: Enter the amount from Form 1041,
Schedule G, line 1a, or the total of Form 990-T, lines 36 and 37 20 9,233
Caution: /f you are completing line 20 for separate category e (lump-sum distributions), see
instructions.
21 Multiply line 20 by line 19 (maximum amount of credit) . 21 1079
22  Enter the smaller of line 14 or line 21. If this is the only Form 1116 you are f|||ng, sk|p lines 23
through 27 and enter this amount on line 28. Otherwise, complete the appropriate line in Part IV (see
instructions) . . . A 22 500
Summary of Credits From Separate Parts [l (see |nstruct|ons)
23  Credit for taxes on passive category income . . . . . . . 23
24  Credit for taxes on general category income . . . . . . . 24
25  Credit for taxes on certain income re-sourced by treaty . . . . 25
26  Credit for taxes on lump-sum distributions . . . . . . . . 26
27  Add lines 23 through 26 27
28  Enter the smaller of line 20 or line 27 . . . 28
29  Reduction of credit for international boycott operations. See instructions for I|ne 12 . . 29
30 Subtract line 29 from line 28. This is your foreign tax credit. Enter here and on Form 1040, line 47;
Form 1040NR, line 45; Form 1041, Schedule G, line 2a; or Form 990-T, line40a . . . . . .b» 30
Form 1116 (2012)
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Worksheet. Additional Foreign Tax Credit on U.S. income*

Keep for Your Records m

I. U.S. tax on U.S. source income COL.A

(U.S. source rules)
1. DIVIdENdS . ...

COoL.B

2. Interest . ...

3. Royalties . ...

4. Capital gain . ... ..

5. Gross €arned iNCOME . . . .. oo vt e e e e e e e e

Allocable employee business expenses . .............. ...
Net compensation. Subtract line 5b fromline5a ........................
Gross rent, real property . . ...
DireCt eXpenses . .. ... ...

o oo o0 TP

Net rent. Subtractline 6b fromline6a .............. ... ... ...........
7. Other

8. Add lines 1-5a, 6a and 7 in column A and lines 1-4, 5¢, 6¢c and 7 incolumnB ... . ...

9. Enter tax from Form 1040 (S€€ INSIUCHIONS) . . . . . .. vt e e e e e e e e
10. Enter adjusted gross income (AGI) from line 37, Form 1040 .. ........... oo ..

11. Divide line 9 by line 10. Enter the result as a decimal. This is the average tax rate onyour AGI. ..........
12. Multiply line 11 by line 8 (column B). This is your estimated U.S. tax on your U.S. source income. ........

Il. Tax at source allowable under treaty
A. ltems fully taxable by U.S.
13. a. Identify

b. Multiplyline 13a by line 11 .. . ...

B. Items partly taxable by U.S.
14. a. Identify

b. Treatyrate ... ... .. ..

c. Allowable tax at source (Multiply line 14abyline 14b) .. ... ... . . ... . . . . .

15. a. Identify
b. Treatyrate .. ... ... ...

c. Allowable tax at source (Multiply line 15a by line15b) ........ ... ... ... .. .. ... ... ... ... ...

16. Total (Add lines 13b, 14C, and 15C) . . . . oo ittt e

C. Identify each item of U.S. source income from Col. A, Step I, on which the U.S. may
not, under treaty, tax residents of the other country who are not U.S. citizens

1Il. Additional credit

17. Residence country tax on U.S. source income before foreigntax credit . ..........................
18. Foreign tax credit allowed by residence country for U.S. income tax paid ..........................
19. Maximum credit. Subtract the greater of line 16 or line 18 fromline12. .. ..........................
20. a. Entertheamountfromline 17 . ... ... ... . . . . . .

b. Enterthegreaterofline16orline18 . ... ... ... ... ... . . . . ... . . . ...

c. Subtractline 20bfromline 20a . ... ... .

21. Additional credit. Enter the smaller of line 19 or line 20c. Add this amount to line 12 of Part Ill and line 30 of
Part [V Form 1116, . ..

* See the discussion on Tax Treaties for information on when you should use this worksheet.
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Worksheet Instructions. Additional Foreign Tax Credit on U.S. Income Keep for Your Records m

Note. Complete a separate worksheet for each separate limit income category.

STEP |

Figure the estimated tax on U.S. source income in the separate limit income category using U.S. rules for determining the source of income.
Lines 1-7 Enter the gross amount for each type of income in Column A, and the net amount in Column B.
Line 9 Enter the amount from Form 1040, line 44.

STEPII

Determine the amount of tax that the United States is allowed to collect at source under the treaty on income in the separate limit income category of residents of the other country who
are not U.S. citizens. (In most cases, this amount should be claimed, to the extent allowable, as a foreign tax credit on your foreign tax return.)

PART A Income in the separate limit income category fully taxable by the United States. In most cases, this includes income from a U.S. trade or business and gains from
dispositions of U.S. real property. Identify the type and amount on line 13a.

PART B Income in the separate limit income category for which treaty limits U.S. tax at source. This may include dividends, interest, royalties, and certain pensions.
Lines 14-15 Identify each type and amount of income. Use the specified treaty rate. (See Publication 901, U.S. Tax Treaties.)
PART C Identify the items in the separate limit income category not taxable at source by the United States under the treaty.

STEP Il

Figure the amount of the additional credit for foreign taxes ?aid or accrued on U.S. source income. The additional credit is limited to the difference between the estimated U.S. tax (Step
1) and the greater of the allowable U.S. tax at source (Step II) or the foreign tax credit allowed by the residence country (line 18).

Line 17 Enter the amount of the residence country tax on your U.S. source income before reduction for forei?n tax credits. If possible, use the fraction of the pre-credit residence
country tax which U.S. source taxable income bears to total taxable income. Otherwise, report that fraction of the pre-credit foreign tax which gross U.S. income bears to total
gross income for foreign tax purposes.

Line 21 This amount may be claimed as a foreign tax credit on Form 1116. First, add this amount to the reduction in foreign taxes on line 12, Part Ill, and complete Form 1116
according to the instructions. Add this amount as an additional credit to line 30, Part IV, of Form 1116 as well and report that total on your Form 1040. File this worksheet with your
Form 1040 as an attachment to Form 1116.
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How To Get Tax Help

You can get help with unresolved tax issues, or-
der free publications and forms, ask tax ques-
tions, and get information from the IRS in sev-
eral ways. By selecting the method that is best
for you, you will have quick and easy access to
tax help.

Free help with your tax return. Free help in
preparing your return is available nationwide
from IRS-certified volunteers. The Volunteer In-
come Tax Assistance (VITA) program is de-
signed to help low-moderate income, elderly,
disabled, and limited English proficient taxpay-
ers. The Tax Counseling for the Elderly (TCE)
program is designed to assist taxpayers age 60
and older with their tax returns. Most VITA and
TCE sites offer free electronic filing and all vol-
unteers will let you know about credits and de-
ductions you may be entitled to claim. Some
VITA and TCE sites provide taxpayers the op-
portunity to prepare their return with the assis-
tance of an IRS-certified volunteer. To find the
nearest VITA or TCE site, visit IRS.gov or call
1-800-906-9887 or 1-800-829-1040.

As part of the TCE program, AARP offers
the Tax-Aide counseling program. To find the
nearest AARP Tax-Aide site, visit AARP's web-
site at www.aarp.org/money/taxaide or call
1-888-227-7669.

For more information on these programs, go
to IRS.gov and enter “VITA” in the search box.
@ website at IRS.gov 24 hours a day, 7

days a week to:

® E-file your return. Find out about commer-
cial tax preparation and e-file services
available free to eligible taxpayers.

® Check the status of your 2012 refund. Go
to IRS.gov and click on Where’s My Re-
fund. Information about your return will
generally be available within 24 hours after
the IRS receives your e-filed return, or 4
weeks after you mail your paper return. If
you filed Form 8379 with your return, wait
14 weeks (11 weeks if you filed electroni-
cally). Have your 2012 tax return handy so
you can provide your social security num-
ber, your filing status, and the exact whole
dollar amount of your refund.

® Where's My Refund? has a new look this
year! The tool will include a tracker that
displays progress through three stages: (1)
return received, (2) refund approved, and
(3) refund sent. Where's My Refund? will
provide an actual personalized refund date
as soon as the IRS processes your tax re-
turn and approves your refund. Soin a
change from previous filing seasons, you
won't get an estimated refund date right
away. Where's My Refund? includes infor-
mation for the most recent return filed in
the current year and does not include infor-
mation about amended returns.

® You can obtain a free transcript online at
IRS.gov by clicking on Order a Return or
Account Transcript under “Tools.” For a
transcript by phone, call 1-800-908-9946
and follow the prompts in the recorded
message. You will be prompted to provide

Internet. You can access the IRS

Publication 514 (2012)

your SSN or Individual Taxpayer Identifica-
tion Number (ITIN), date of birth, street ad-
dress and ZIP code.

® Download forms, including talking tax
forms, instructions, and publications.

® QOrder IRS products.

® Research your tax questions.
® Search publications by topic or keyword.

® Use the Internal Revenue Code, regula-
tions, or other official guidance.

® View Internal Revenue Bulletins (IRBs)
published in the last few years.

® Figure your withholding allowances using
the IRS Withholding Calculator at
www.irs.gov/individuals.

® Determine if Form 6251 (Alternative Mini-
mum Tax— Individuals) must be filed by
using our Alternative Minimum Tax (AMT)
Assistant available at IRS.gov by typing Al-
ternative Minimum Tax Assistant in the
search box.

® Sign up to receive local and national tax
news by email.

® Get information on starting and operating a
small business.

®

® Ordering forms, instructions, and publica-
tions. Call 1-800-TAX-FORM
(1-800-829-3676) to order current-year
forms, instructions, and publications, and
prior-year forms and instructions (limited to
5 years). You should receive your order
within 10 days.

® Asking tax questions. Call the IRS with
your tax questions at 1-800-829-1040.

® Solving problems. You can get
face-to-face help solving tax problems
most business days in IRS Taxpayer As-
sistance Centers (TAC). An employee can
explain IRS letters, request adjustments to
your account, or help you set up a payment
plan. Call your local Taxpayer Assistance
Center for an appointment. To find the
number, go to www.irs.gov/localcontacts
or look in the phone book under United
States Government, Internal Revenue
Service.

® TTY/TDD equipment. If you have access to
TTY/TDD equipment, call 1-800-829-4059
to ask tax questions or to order forms and
publications. The TTY/TDD telephone
number is for individuals who are deaf,
hard of hearing, or have a speech disabil-
ity. These individuals can also access the
IRS through relay services such as the
Federal Relay Service at www.gsa.gov/
fedrelay.

® TeleTax topics. Call 1-800-829-4477 to lis-
ten to pre-recorded messages covering
various tax topics.

® Checking the status of your 2012 refund.
To check the status of your 2012 refund,
call 1-800-829-1954 or 1-800-829-4477
(automated Where's My Refund? informa-
tion 24 hours a day, 7 days a week). Infor-
mation about your return will generally be
available within 24 hours after the IRS re-
ceives your e-filed return, or 4 weeks after
you mail your paper return. If you filed
Form 8379 with your return, wait 14 weeks

Phone. Many services are available
by phone.

(11 weeks if you filed electronically). Have
your 2012 tax return handy so you can pro-
vide your social security number, your filing
status, and the exact whole dollar amount
of your refund. Where's My Refund? will
provide an actual personalized refund date
as soon as the IRS processes your tax re-
turn and approves your refund. Where's
My Refund? includes information for the
most recent return filed in the current year
and does not include information about
amended returns.

Evaluating the quality of our telephone
services. To ensure IRS representatives give
accurate, courteous, and professional answers,
we use several methods to evaluate the quality
of our telephone services. One method is for a
second IRS representative to listen in on or re-
cord random telephone calls. Another is to ask
some callers to complete a short survey at the
end of the call.

® Products. You can walk in to some post of-
fices, libraries, and IRS offices to pick up
certain forms, instructions, and publica-
tions. Some IRS offices, libraries, and city
and county government offices have a col-
lection of products available to photocopy
from reproducible proofs. Also, some IRS
offices and libraries have the Internal Rev-
enue Code, regulations, Internal Revenue
Bulletins, and Cumulative Bulletins availa-
ble for research purposes.
® Services. You can walk in to your local
TAC most business days for personal,
face-to-face tax help. An employee can ex-
plain IRS letters, request adjustments to
your tax account, or help you set up a pay-
ment plan. If you need to resolve a tax
problem, have questions about how the tax
law applies to your individual tax return, or
you are more comfortable talking with
someone in person, visit your local TAC
where you can talk with an IRS representa-
tive face-to-face. No appointment is neces-
sary—ijust walk in. Before visiting, check
www.irs.gov/localcontacts for hours of op-
eration and services provided. If you have
an ongoing, complex tax account problem
or a special need, such as a disability, an
appointment can be requested by calling
your local TAC. You can leave a message
and a representative will call you back
within 2 business days. All other issues will
be handled without an appointment. To call
your local TAC, go to
www.irs.gov/localcontacts or look in the
phone book under United States Govern-
ment, Internal Revenue Service.
@ forms, instructions, and publications to
the address below. You should re-
ceive a response within 10 days after your re-
quest is received.

Walk-in. Some products and services
are available on a walk-in basis.

Mail. You can send your order for

Internal Revenue Service
1201 N. Mitsubishi Motorway
Bloomington, IL 61705-6613
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Taxpayer Advocate Service. The Taxpayer
Advocate Service (TAS) is your voice at the
IRS. Its job is to ensure that every taxpayer is
treated fairly, and that you know and under-
stand your rights. TAS offers free help to guide
you through the often-confusing process of re-
solving tax problems that you haven’t been able
to solve on your own. Remember, the worst
thing you can do is nothing at all.
TAS can help if you can’t resolve your prob-
lem with the IRS and:
® Your problem is causing financial difficul-
ties for you, your family, or your business.
® You face (or your business is facing) an
immediate threat of adverse action.
® You have tried repeatedly to contact the
IRS but no one has responded, or the IRS
has not responded to you by the date
promised.

If you qualify for help, they will do everything
they can to get your problem resolved. You will
be assigned to one advocate who will be with
you at every turn. TAS has offices in every
state, the District of Columbia, and Puerto Rico.
Although TAS is independent within the IRS,
their advocates know how to work with the IRS
to get your problems resolved. And its services
are always free.

As a taxpayer, you have rights that the IRS
must abide by in its dealings with you. The TAS
tax toolkit at www.TaxpayerAdvocate.irs.gov
can help you understand these rights.

If you think TAS might be able to help you,
call your local advocate, whose number is in
your phone book and on our website at
www.irs.gov/advocate. You can also call the
toll-free number at 1-877-777-4778. Deaf and
hard of hearing individuals who have access to
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TTY/TDD equipment can call 1-800-829-4059.
These individuals can also access the IRS
through relay services such as the Federal Re-
lay Service at www.gsa.gov/fedrelay.

TAS also handles large-scale or systemic
problems that affect many taxpayers. If you
know of one of these broad issues, please re-
port it through the Systemic Advocacy Manage-
ment System at www.irs.gov/advocate.

Low Income Taxpayer Clinics (LITCs).
Low Income Taxpayer Clinics (LITCs) are inde-
pendent from the IRS. Some clinics serve indi-
viduals whose income is below a certain level
and who need to resolve a tax problem. These
clinics provide professional representation be-
fore the IRS or in court on audits, appeals, tax
collection disputes, and other issues for free or
for a small fee. Some clinics can provide infor-
mation about taxpayer rights and responsibili-
ties in many different languages for individuals
who speak English as a second language. For
more information and to find a clinic near you,
see the LITC page on www.irs.gov/advocate or
IRS Publication 4134, Low Income Taxpayer
Clinic List. This publication is also available by
calling 1-800-TAX-FORM (1-800-829-3676) or
at your local IRS office.

Free tax services. Publication 910, IRS Guide
to Free Tax Services, is your guide to IRS serv-
ices and resources. Learn about free tax infor-
mation from the IRS, including publications,
services, and education and assistance pro-
grams. The publication also has an index of
over 100 TeleTax topics (recorded tax informa-
tion) you can listen to on the telephone. The
majority of the information and services listed in

this publication are available to you free of
charge. If there is a fee associated with a re-
source or service, it is listed in the publication.
Accessible versions of IRS published prod-
ucts are available on request in a variety of al-
ternative formats for people with disabilities.

DVD for tax products. You can order

Publication 1796, IRS Tax Products

DVD, and obtain:

® Current-year forms, instructions, and publi-
cations.

® Prior-year forms, instructions, and publica-
tions.

® Tax Map: an electronic research tool and
finding aid.

® Tax law frequently asked questions.

® Tax Topics from the IRS telephone re-
sponse system.

® |nternal Revenue Code—Title 26 of the
U.S. Code.

® Links to other Internet-based tax research
materials.

® Fill-in, print, and save features for most tax
forms.

® [nternal Revenue Bulletins.

® Toll-free and email technical support.

® Two releases during the year.
— The first release will ship the beginning of
January 2013.
— The final release will ship the beginning
of March 2013.

Purchase the DVD from National Technical In-
formation Service (NTIS) at www.irs.gov/
cdorders for $30 (no handling fee) or call
1-877-233-6767 toll free to buy the DVD for $30
(plus a $6 handling fee).
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To help us develop a more useful index, please let us know if you have ideas for index entries.

Index “¥ See “Comments and Suggestions” in the “Introduction” for the ways you can reach us.
Dividends:
A Taxeson .........coovvvnnenn. 9 G (o)
Accrual foreign taxes, Dual-capacity taxpayers ...... 7  General category income, Overall foreignloss .......... 20
adjustments ............... 3 separate limit ............. 12
Accrual method of
accounting ................. 3 E P
Allocation: Economic benefits ............ 7 H Partner .................. 6,11, 12
Carryback/carryover between Examples: Help (See Tax help) Passive category income .... 11
husband and wife ....... 24 Comprehensive ............ 26  High-taxed income ........... 12 Penalties .................... 57
Foreign losses ............. 20 Simple ...l 25 Failure to file Form 5471,
Foreign taxes .......oirnnn. 12 Excess limit .................. 23 8865 ..t 10
U.S.10SS€S ...vvuvnnnnn.. 20 Exchangerates ............... 4 | . Failure to file Form 5713 ... 10
Alternative minimum tax ..... 1 Excluded income: Income fron:| sources in U.S. Failure to notify, foreign tax
Amended return .............. 23 Foreign earned .............. z POSSESSIONS .............. 13 change .........c.c...... 5
American Samoa, resident Taxeson ...............eeee. 7 Income re-sourced by treaty, Failure to report treaty
Of woviie i, g Exemption from foreign tax separate limit ............. 12 information ............. 23
Assistance (See Tax help) - creditlimit ................ 11 Incometax..................... 7 Pension, employment, and
Export financing interest .... 12 Incometaxbond .............. 3 disability fund
Extraterritorial income ........ g8 Interest ........................ 7 payments .................. 7
B Interest expense, Personal property, sales or
Bankruptcy, effectof ........ 23 apportioning .............. 16 exchangesof ............. 15
Beneficiary .................... 6 F International boycott ......... 9 Possession exclusion ........ 8
Bond, income tax ............. 3 Financial services Itemized deduction ........... 8 Publications (See Tax help)
Boycotting countries ......... 9 income .................... 12 Purchase or sale of oil or gas,
Foreign corporation-U.S. taxes in connection
shareholders, filing J with ..o 9
C requirements ............. 10 Joint return:
Capital gains and losses .... 17 Foreigncountry ............... 6 Carryback and
Carryback and carryover ..... o Foreign currency and exchange carryover ....... RERTERSS 24 Q
Allocations between husband rates ........ocoiiiiiiinn. 4 Credit based on foreign tax of Qualified business unit ....... 4
and Wife .onnnne o4 Foreignincome, both spouses ............ 6 Qualified dividends .......... 17
Claim for refund ..o .v..... 23 translating ................. 4 Filed in a deduction
JOINtreturm « e, 54 Foreign losses: year ......iiiiiiiiin.. 25
Joint return—deduction Allocation of ................ 20 R
VEAr i o5 Recapture of ............... 20 Rate of exchange ............. 4
Taxes all credited or ~  Foreign mineral income, taxes L Recapture of foreign
deducted ..o 3 Y | TR 9 Levy....o 7 IOSSES ..., 20
Time limit on tax ~  Foreign oil and gas extraction Limitoncredit ................ 11 Recordstokeep ............. 25
2SSESSMENt «.vovornn .. 03 income, taxeson ......... 10 Losses,foreign .............. 20 Redetermination of foreign
Choice to take credit or "~ Foreign partnerships-U.S. Allocationof ................ 20 tax ... 4
deduction: partners, filing Recapture of ............... 20 Refund, foreigntax ........... 6
Changing your choice ....... 3 requirement............... 10 Losses,US. .................. 20 Refund claims, time limit ..... 5
Choice applied to all qualified Foreign tax(es): Allocation of ................ 20 Reporting requirements
foreigntaxes ............. 2 Allocation to income Lump-sum distributions ..... 12 (international boycott) ... 10
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