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Calculating the Foreign Earned Income Exclusion for Self-Employed Individuals  

 (edited transcript) 
 
 
Today, I'm here to talk with you about how to calculate the foreign earned income 

exclusion for a self-employed individual. How many of you have clients who either have 
business operations in a foreign country – 

 
 
or who are thinking about having business operations in a foreign country? Okay, I see a 
number of you with your hands raised. This session will hopefully provide you with some 
valuable information that will help you to take some tax benefits provided under IRC 
Section or Internal Revenue Code Section 911 for individually who have foreign earned 
income. The U.S., unlike some other foreign countries, taxes its citizens and its resident 
aliens on a worldwide income regardless of where they live or work. So, if a U.S. citizen 
lives and works in a foreign country or a resident alien lives or works in a foreign 
country, they are going to be taxed on worldwide income. This raises some issues 
because individuals may also be subject to tax by the foreign country where they're living 
and working on that same income. One of the relief provisions in the Internal Revenue 
Code is Internal Revenue Code Section 911, - 
 
which permits qualifying individuals to exclude some or all of their foreign earned 
income and/or their foreign housing costs. The foreign earned income exclusion is 
claimed on Form 2555 or Form 2555 EZ. A sole proprietor or a self-employed individual 
not eligible to use the 2555 EZ, instead they must complete the regular Form 2555. 
 
Today we're going to talk about the requirements for claiming the foreign earned income 
exclusion under Internal Revenue Code Section 911. We're going to talk about how you 
determine foreign earned income for a self-employed individual, how the foreign earned 
income exclusion is calculated for a self-employed individual – and we're going to focus 
on a sole proprietor who's filing Schedule C for purposes of our discussion today.  
 
We're going to complete a Form 2555 for a fictional taxpayer that's a sole proprietor. And 
we're going to talk about how to determine if a self-employed individual is subject to 
U.S. self-employment taxes. The handouts for this presentation are available for 
download on the Nationwide Tax Forum website, and included in those materials is the 
Form 2555 that we'll be using for our example today. So, if you can't – if you need to 
reference it, you can always go to the Nationwide Tax Forum website and download it. 
 
 
 
So, let's are our discussion. In order to claim a foreign earned income exclusion, there are 
four requirements that must be met. Whether you're an employee or self-employed, 
whether you're claiming the foreign earned income exclusion or deducting or excluding 
foreign housing – 
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costs, you must meet all four of these requirements. The first is that you must have 
foreign earned income. The second is you must have a foreign tax home and not have an 
abode in the United States. The third requirement is that the individual must meet either 
the bona fide resident test or the physical presence test. That involves either a person 
being a resident of a foreign country for an entire year or meeting a physical presence test 
which is being in a foreign country for 330 in a consecutive 12-month period. Then the 
final, and fourth requirement, is that individual must make a valid election. That is 
typically done by filing the Form 2555 or 2555 EZ if they're eligible. 
 
 
We're going to start off with talking about foreign earned income. For an employee, the 
determination of the amount of foreign earned income and whether the individual does 
have foreign earned income is a lot more straight forward than it is for a business owner. 
For an employee, foreign earned income is going to be income for services performed in 
a foreign country. So, if I go as an employee and I'm sent to a foreign country to do 
accounting work, the pay that I receive for the accounting work I do while in the foreign 
country will be foreign earned income. If we're talking about a business and particularly a 
sole proprietor business, it's a little more complicated because you need to know whether 
or not capital is a material income-producing factor for that business, because how the 
foreign earned income is determined is going to vary depending on whether to not capital 
is a material income-producing factor.  
 
 
If the business income consists primarily of personal services – so income from services 
provided – then all of the foreign gross receipts are foreign earned income. So, I'm sent 
over to do accounting work. I'm a self-employed individual. All the income I receive is 
for services I do in accounting. I'm not selling any software or doing any – selling any 
product. So, in that case, all my income earned while I was in the foreign country for 
those services I perform as an accountant would be foreign earned income. If personal 
services are only a part of producing the income, but it's the main part, and capital 
investment is minimal, then only the part of the gross receipts that's for services in a 
foreign country will be foreign earned income. So, say I have a client and that client is in 
information technology.  
 
 
They are working as a consultant in a foreign country providing information technology 
services. In addition to the work they do providing those services, they also may sell, on 
an occasional basis, some software. If those sales of software are minimal, then the 
majority of the income then I have as a sole proprietor will be foreign earned income. It 
will be from the services. Only the part that represents the sales of the software would be 
considered not to be foreign earned income, for purposes of calculating the foreign 
earned income exclusion under Internal Revenue Code Section 911.  
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Now I mentioned that we need to know if capital is a material income-producing factor. 
The reason for that is if it is a material income-producing factor, the calculation or the 
determination of – 
 
 
the amount of the individual's foreign earned income is going to be more complex. If 
capital investment is an important factor, then you need to compare the lesser of 30 
percent of that individual's share of the net profits from that business reduced by one-half 
of their deduction – their one-half deduction for self-employment tax; two, the reasonable 
allowance that they would have received as compensation for services performed in the 
foreign country. I'm going to talk a little bit more in-depth about both of these before we 
move on. So, if capital is a material income-producing factor, we need to know – how do 
we know that it is? Well, capital is a material income-producing factor – 
 
 
if most of the income for the business is being generated by things and not people. So, the 
way I normally think of this is I contrast two different types of businesses. A 
manufacturing business has plant, it has equipment, it has raw material, it has a work in 
progress, and it has finished goods. In that case, they invest a lot of money in those 
things. Most of the income received for that business is generated from the sale of the 
goods, not from the additional work put into manufacturing those goods by the 
employees or by the owner. So, in that example, capital would be a material income-
producing factor. Let's contrast that with a doctor. A doctor who operates a clinic in a 
foreign country may have  
 
 
some equipment that they use, but when you think about what is really generating that 
doctor's income, it's his expertise and his knowledge as a doctor in treating and curing 
diseases, not the equipment he's using to diagnose those diseases. So, in that case, the 
manufacturer capital is a material income-producing factor whereas for the doctor, it 
probably isn't. So, in order to make this determination, you'll need to know about your 
client's business. You'll need to get some information as to what kind of assets they're 
using, how much investment they have in physical things as opposed to skills and know-
how. That will help you reach a decision.  
 
 
For a sole proprietor, in order to calculate the foreign earned income exclusion, you have 
to have some basic information. First, you need to know the Schedule C net profit and the 
deduction for one-half self-employment tax. So, what does that mean? That means you 
must complete the Schedule C and Schedule SE for a sole proprietor before you even 
think about doing the Form 2555 to calculate their foreign earned income exclusion. The 
reason for that is, first of all, some of the calculations in determining the individual's 
foreign earned income exclusion come off of figures on the Schedule C and Schedule SE, 
but also because the foreign earned income exclusion does not in any way affect the 
amount of gross receipts or business expenses that the individual will report on his or her 



   
 

  Page 4 of 16 
 

Schedule C. So, the foreign earned income exclusion does not reduce foreign gross 
receipts on Schedule C – 
 
 
nor does it affect deductible business expenses reported on Schedule C. If you are 
reducing Schedule C gross receipts or reducing or affecting business expenses on 
Schedule C because of a foreign earned income exclusion, you are doing it incorrectly. 
You must complete the Form 2555 to figure out the person's foreign earned income 
exclusion and the amount of their excludable foreign earned income will then be taken as 
an adjustment to gross income on line 21 of Form 1040. In addition to that, the Schedule 
C profit, net profit and the deduction for one-half of self-employment taxes, there's some 
other information that you need to obtain and you're going to have to obtain this from 
your client. You're going to need to know the amount of their foreign earned income and 
their foreign gross receipts, their foreign source gross receipts.  
 
 
If a business is operating or doing transactions both in a foreign country and the United 
States, absent any other records that would be used to figure out the amount of foreign 
versus U.S. source income, we would normally do that allocation based on a pro rata 
basis based on the number of foreign days worked over the total number of days worked 
in the year. You also need to know the expenses that are definitely related to the foreign 
earned or foreign source gross income. So, you would need to talk to your client about 
what they're doing, where are their business operations taking place, where are they 
performing services, how much time were they in the United States, did they transaction, 
did they do any work here in the United States or transact any business here in the United 
States. You'll need that information in order to figure out what their foreign sourced 
income is, - 
 
 
what their foreign earned income is, and any expenses that are related or allocable to that 
foreign sourced gross receipts.  
 
 
There are limitations on the amount of foreign earned income that an individual can 
exclude. The maximum foreign earned income that an individual can exclude is not the 
total amount of their foreign source gross receipts or their wages they receive for working 
in a foreign country. Instead, it's limited. It's limited to the lesser of their foreign earned 
income for the year, minus any foreign housing exclusion or the number of qualifying 
days in their tax year which are qualifying foreign days, divided by 365 if it's a regular 
year of 366 if it's a leap year, multiplied by the maximum exclusion amount for each 
year. For 2016, the maximum exclusion amount is $101,300.00.  
 
 
So, if an individual was in the foreign country for the entire year and did not come to the 
United States and did not perform any services in the United States or outside a foreign 
country in the year, their maximum foreign earned income exclusion for 2016 would be 
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$101,300.00 or the amount of their foreign earned income minus their foreign housing 
exclusion, if they had one. So, it's going to be the lesser of those two.  
That calculation is done in part 7 of the Form 2555. So, you need to walk through and do 
– complete the Form 2555 to actually know what a person's foreign earned income 
exclusion, foreign housing exclusion, and/or foreign housing deduction will be. Now 
you've heard me say housing exclusion – 
 
 
and housing deduction. They're really an allowance or a reduction to the taxpayer's 
taxable income. They're both reductions to the taxpayer's taxable income for purposes of 
computing their taxable income for the year. So, they both reduce taxable income, 
however how they're taking it is different. If you're an employee, you can take a foreign 
earned income exclusion – I'm sorry, a foreign housing exclusion. Let me clarify. I'm 
talking about housing costs. So, employees can take foreign housing exclusions. Self-
employed individuals can take foreign housing deductions. Employees cannot take 
deductions; the foreign housing deduction and sole proprietors cannot take the foreign 
housing exclusion. The only time an individual could take both is if they're both an 
employee and self-employed in that same tax year – 
 
 
and meet all the other requirements of IRC 911. In that case, they would have to prorate 
their foreign housing costs between that which is attributable to their work as an 
employee versus that which is attributable to their work as a self-employed individual. 
Likewise, if someone is both an employee and self-employed and they want to take a 
foreign earned income exclusion, the foreign earned income exclusion must be allocated 
between the work they're doing as an employee versus their self-employment income. So, 
they're not going to be able to take more than the maximum amount when you combine 
those two things.  
 
 
Form 2555 Part A is where you actually figure the amount of the individual's exclusion, 
foreign earned income exclusion. That is going to be the amount of – 
 
 
their foreign earned income that is excluded or eligible for exclusion minus any 
deductions allowed in figuring adjusted gross income that are allocable to the excluded 
income. That will be the amount that they will carry to line – to Form 1040, line 21 as 
their exclusion amount. Again, the Form 2555 will help you reach that – figure that 
amount out.  
 
 
Okay, to illustrate this – because we're all numbers people, right – we're going to walk 
through an example of a fictional taxpayer. Our fictional taxpayer is named Pike Bluegill 
and he is a U.S. citizen and a bona fide citizen of a fictional foreign country called 
Zinnia. He has been in Zinnia since 2010. In fact, he moved there in March of 2010 with 
no intent to return to the United States. He hasn't given up – 
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his U.S. citizenship, so he's still going to be subject to tax on his worldwide income. 
When he moved to Zinnia, he purchased a home. He's single and lives alone. He operates 
a business in Zinnia. It's a specialty food store. All the sales from the specialty food store 
– he actually has a physical shop in a major city in Zinnia and all the sales occur at that 
shop. For 2016, he had gross receipts of $1,200,000.00. He had Schedule C expenses of 
$700,000.00. His Schedule C net profit was $500,000.00. Based on is net profit, his self-
employment tax would be $28,085.00 and his deduction for one-half of self-employment 
tax is – 
 
$14,043.00. Pike would like to take both a foreign earned income exclusion and a foreign 
housing deduction. He did not work as an employee, so he's not eligible for a foreign 
housing exclusion. He can take a deduction instead. For purposes of this example, we'll 
assume that Pike's qualified housing costs, the costs that are eligible for the foreign 
housing deduction would be $21,000.00.  
 
So, the first thing we need to consider is whether the income, the business income that 
that specialty food store is generating is attributable to a capital investment that's material 
or immaterial. So, what is he being – what is that business income resulting from?  
 
It's resulting from the sales of the food. Right? It's not generating significant income from 
the services that are provided by either Pike, as the manager of his business, nor from any 
employees he may have, the stock boy or the cashier who runs the register. So, in this 
case, capital would be a material income-producing factor. So, then we have to figure out 
how much foreign earned income Pike has in order to figure the amount of his foreign 
earned income exclusion for 2016. So, we need to know two things. We need to know his 
Schedule C net profit and his deduction for one-half of self-employment tax and we also 
need to know the amount of the reasonable compensation he would have for services. In 
order to determine the amount of – 
 
 
the reasonable compensation for the services, you would need to consider what an 
employee of a similarly sized business and a similar type of business in that same foreign 
country would receive for the same type of services that Pike is performing in his 
specialty food store. So, I would be looking at, "Okay, what does a manager of a 
specialty food store in Zinnia who is an employee, how much are they paid on an annual 
basis in U.S. dollars?" In this case, let's assume we did some Internet research and we 
found out that number would be $125,000.00. That amount would be what an employee 
of a specialty food store of the same size and type that Pike has would be earning in 
Zinnia.  
 
Then we need to compare that amount, that reasonable compensation figure, to 30 
percent of his net profit less the deduction for one-half of self-employment tax. The 
reason we're doing this comparison is because for the specialty food store, most of the 
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income is generated from the sale of the food. That means capital is a material income-
producing factor. So, we would take – 
 
30 percent of $500,000.00, his Schedule C net profit. Give us $150,000.00. From that, we 
would subtract he deduction for one-half of self-employment tax, which was $14,043.00. 
That gives us a total of $135,957.00. You compare $135,957.00 to the reasonable 
compensation amount of $125,000.00 – and in this case and for the purposes of our 
example – the lesser of the two is the reasonable compensation that an employee of a 
specialty food store who is managing that store and doing similar work to what Pike is 
doing would receive. That's – 
 
 
$125,000.00. So, for our example for Pike's 2016 foreign earned income is $125,000.00. 
 
 
Now I also mentioned that Pike wanted to take a foreign housing deduction. Similar to 
the foreign earned income exclusion, there's limits to how much of a foreign housing 
deduction or exclusion someone can take. It's going to be the lesser of their foreign 
housing cost amount or their foreign earned income minus the foreign earned income 
exclusion minus any foreign housing exclusion if they have one. Remember, that only 
comes into play, the foreign housing exclusion only come into play if that individual's an 
employee. So, for purposes of our example, we're going to assume that Pike's foreign 
housing cost amount is $21,000.00. We're going to be walking through – 
 
the Form 2555, in particular we're going to be looking at parts 6, 8, and 9 to help us 
figure the amount of his deductible foreign housing deduction.  
 
Again, the foreign housing deduction would go to the Form 1040 and be reported on line 
36. 
 
 
So, let's start out with the Form 2555. Again, remember, this is in the handout material 
that's available for download. Part one of the form asks for general information. You 
need to provide the name of the taxpayer for whom you're completing the Form 2555. In 
this case, it's Pike. So, you're going to enter his name in the first top of the form and his 
Social Security Number. Even if the business has an employer identification number, you 
must enter the individual who's claiming the foreign – 
 
earned income exclusion, you must enter their Social Security Number on this form. We 
don't want the EIN. You may have instances where both the husband and the wife are 
eligible and want to claim a foreign earned income exclusion. In that case, you would 
need two Forms 2555; one for the husband and one for the wife. You would complete 
each one based on their separate incomes and expense amounts.  
 
Continuing through part one of the Form 2555, we would enter his foreign address in the 
Country of Zinnia – so we put Zinnia on line one – his occupation, which in this case is, 
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"Retail; specialty food store." We're not going to complete lines three of four because that 
relates to people who are employees. He's not an employee. So, we're not going to 
complete those sections.  
 
On line five, you will enter the kind of entity or employer that the individual has. An 
employer is kind of a generic term. What they're asking really, "Is the person working for 
a foreign entity, a foreign affiliate, a U.S. company, or," in Pike's case, we would check 
C, self. He's working for himself. 
 
In line 6A is ask if he previously filed a Form 2555 or 2555 EZ in the most recent year 
that the individual filed it. Since Pike has been in Zinnia since 2010, has claimed the 
foreign earned income exclusion for each year he was eligible, the last year he would 
have filed it would have been in 2015. So, we would enter 2015 on line 6A. On line 6C, it 
asks if he's ever revoked either the foreign earned income exclusion – 
 
 
or an exclusion or deduction of foreign housing cost. In this case, we answer no because 
he has not. If you have an individual that has revoked his or her foreign earned income 
exclusion or foreign housing cost exclusion or deduction in a previous year, you need to 
be careful because if an individual revokes a benefit under IRC 911 that they claimed 
then they're ineligible to claim the foreign earned income exclusion for five years after 
that. 
 
It asks their country of citizenship. In this case, he's a United States citizen. It asks if he 
maintained a separate foreign residence for family because of adverse conditions. In this 
case, no. He lives alone. He doesn't have any family for which he's maintaining a separate 
residence. It asks us on line nine to put the individual's tax home and the year that they 
established their tax home. In this case,  
 
 
his foreign tax home is Zinnia and he established that in March of 2010. Once we're done 
providing general information, we then go to part two of the form. You would either go 
to part two or part three next, depending on whether the individual is claiming that they're 
eligible for the foreign earned income exclusion under the bona fide residence test or the 
physical presence test. In this case, Pike is claiming the foreign earned income exclusion 
under the bona fide residence test. So, we're completing part two. We'll leave part three 
blank because he's not claiming he needs the physical presence test. You need to fill out 
one or the other; don't fill out both. 
 
 
So, in part two, it asks questions about the bona fide residence. It asks them the date he 
began. In this case, for purposes of our example, it's March 25, 2010 and ends. Because 
he's still in Zinnia and he intends – 
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to stay there, we're going to put, "Continues." On line 11, it asks about the types of living 
quarters the individual has. In this case, we're going to check purchased house since he 
purchased a home in Zinnia and that's where he resides. Line 12A asks, "Did you or did 
any of your family live with you abroad during the tax year?" Well, he's single and lives 
alone. So, we're going to say no. Line 13A asks whether Pike has ever made a statement 
to foreign authorities that he is not a resident of Zinnia. In this case, he has not. So, we're 
going to say no. If an individual says yes to that question, that they actually went to the 
government of that foreign country and said, "I'm not a resident of your country; for tax 
purposes, I'm a non-resident," – 
 
 
then the resident cannot claim the foreign earned income exclusion under the bona fide 
residence test. On line 13B, it asks if they're required to pay income tax to the foreign 
country. In this case, the answer is yes because as a resident of Zinnia, he is paying 
foreign income tax to Zinnia. Line 14 or section 14 asks about travel and time spent in the 
United States. In this case, we don't have anything to enter there because he did not, 
based on the facts that we were provided in this example, either travel or work in the 
United States in 2016. On line 15B, it asks about the type of visa that the individual's in 
the foreign country under. So, just like when foreign individuals come to the United 
States to live or work, they need to require a visa – 
 
 
issued by the State Department to come here and live or work. It says what type, what 
purpose they're here for. Usually, foreign countries require the same thing on their side. 
So, in this case, Pike, in order to live and work in Zinnia has to have a resident visa. So, 
the country granted him a resident visa. So, we entered that on line 15B. Then it asks 
some questions about the visa on 15C and D, well particularly 15C. It asks, "Does the 
visa limit the length of time that he's allowed to stay in the foreign country?" If yes, we 
have to attach an explanation. Some countries have various restrictions on the visas they 
issue to foreign individuals to come into their country. So, as a U.S. citizen going to 
Zinnia, he's foreign to Zinnia. So, if there were any types of restrictions, we would have 
to say what those were. Some countries require you to leave the country 180 days and 
stay out – 
 
 
for 30 days before you can return, for example. If that was the case, we'd have to explain 
that. Then 15D asks if he maintained a home in the United States while living abroad. In 
this case, he has not. So, we're going to say no. Again, we're going to skip part three 
because that deals with the physical presence test and he's not claiming that he needs the 
physical presence test.  
 
 
So, we move on to part four. This is where we had to make the determination of what the 
amount of foreign earned income was that Pike had from his business because that 
number of $125,000.00 that we figured earlier in this presentation, needs to be put in part 
four of the Form 2555. Because he's a sole proprietor, we're going to enter the amount of 
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his foreign earned income on line 20A, because his – it's income for personal services 
that he performed in a business.  
 
 
If he was an employee, we would have put the amount of his foreign earned income on 
line 19. None of the items in lines 21 through 23 apply to Pike. So, we're going to leave 
those blank. The amount of foreign earned income comes down to line 24. Line 25 also 
doesn't apply to him so we leave that blank. Then line 26 is the amount of his foreign 
earned income of $125,000.00 which then gets carried to line 27 in part 5 on page 3 of 
the form. Also on line 27 in part 5, it asks us, "Is he going to – is the individual who's 
completing this form going to claim a foreign housing exclusion or foreign housing 
deduction?" You answer yes or no. Pike is going to claim a housing deduction. So, we 
answer yes. That means – 
 
 
then we need to go to part six.  
 
 
Okay, so I'm going to skip that slide and we're going to go back and look at part six.  
 
 
Part six is where we start entering information about the foreign housing.  
 
 
We enter the qualified housing expenses for the year on line 28. In this case, it's 
$21,000.00 based on the facts I gave you earlier in the presentation. On line 29B, there is 
a maximum amount of foreign housing costs that an individual may be allowed to 
consider as eligible housing costs for purposes of figuring his foreign housing exclusion 
or deduction. It's going to be based on the location of the taxpayer's foreign home. So, 
that information, that number of what the maximum –  
 
 
- the location limit on housing costs or the maximum housing costs associated with 
particular locations is found each year in the instructions to Form 2555. So, we look in 
the back of the instructions to Form 2555 and, for our purposes of our fictional example, 
we're going to say that the maximum of foreign housing costs that are allowed for Zinnia 
is going to be $24,000.00 for tax year 2016. We then compare that to our actual qualified 
housing expenses and we take the lesser of the two. The lesser of the two is $21,000.00. 
We enter that on line 30. On line 31 through 32, what we're doing in this section of the 
form is there is a base housing amount which people are not allowed to deduct. It's based 
on a set dollar amount per day in their –  
 
- per qualifying foreign day in their tax year. Since Pike was in Zinnia for the entire year, 
all his days are qualifying days. 2016 is a leap year, so we enter 366 on line 32. We 
would take 366 times $44.28 and that gives us $16,208.00. That is the base housing 
amount that he cannot deduct. He can only deduct or exclude housing costs in excess of 
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the base amount. They can still be further limited based on the amount of his foreign 
earned income. So, we take the $21,000.00 which is his qualified housing minus 
$16,208.00 which is the base amount that he's not allowed to deduct. It gives us 
$4,792.00. We enter that on line 33. Lines 34 – 
 
 
through 36 pertain to employees only, because they deal with the housing exclusion. 
Since he's not an employee, we enter 0 on lines 34 through 36.  
 
 
In part 7 of the Form 2555 is where you figure out the maximum foreign earned income 
exclusion the individual can take. In order to do that, first on line 37, preprinted on the 
form, is the annual maximum exclusion amount. So, each year, the 2555 form changes 
because the maximum exclusion amount is indexed each year for inflation. So, for 2016, 
that's preprinted. It's $101,300.00. Then you have to prorate the maximum exclusion 
based on the number of qualifying days that the individual has in that tax year. Because 
Pike had 366 – 
 
 
qualifying days in 2016, his ratio is 1 percent – is 1, I'm sorry. 100 percent. So, 100 
percent of the $101,300.00 is his maximum excludable amount. That's shown on line 40. 
If it was less than 100 percent, he would have a lesser amount on line 39, a lesser 
percentage, and then that would reduce the maximum amount as foreign earned income 
exclusion for the year. We then compare that to the amount of his foreign earned income, 
which we bring down from line 27, which is $125,000.00. So, his maximum foreign 
earned income exclusion is going to be the lesser of the two. In this case, it's 
$101,300.00. Even though his foreign earned income is $125,000.00, he's going to be 
limited to $101,300.00. But that's not going to be the amount that we're going to carry to 
line – 
 
 
21 of the 1040. We still have to work through the rest of the form. The reason for that is 
that we have to do a calculation that's done off form. We need to figure out the amount of 
expenses that are allocable to the excluded income of $101,300.00. Now remember back 
a few slides ago where we talked about his Schedule C expenses? His Schedule C 
expenses were $700,000.00. All those expenses are allocable to his foreign sourced 
income, because all his business operations were in Zinnia. So, we would have to prorate 
or determine how much of that $700,000.00 in business expenses is allocable to the 
excluded income. The formula for doing that is shown here on the slide, but it's nowhere 
contained in the actual Form 2555 itself. It's explained in the instructions to the form. So, 
we're going to go off form and do this calculation. 
 
 
 
You take your Schedule C expenses, plus your deduction for one-half of self-employment 
tax. So, you take $700,000.00 plus $14,043.00 and then you're going to multiply that by a 
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ratio. The ratio is the excluded gross receipts – in this case $101,300.00; that's the amount 
from line 42 of the 2555 – over his total gross receipts, which is $1,200,000.00. That 
gives us $60,277.00 of business expenses that are allocable to the excluded income. Well, 
you're probably wondering why we need to know that number. We need to know that 
number in order to complete part eight. Sorry. Part 8 of the Form 2555.  
 
 
 
In part 8, we're going to actually figure the amount that Pike is going to carry to line 21 
of his Form 1040 in which it's going to be subtracted from his income in arrived at his 
adjusted gross income and then his taxable income. So, on line 43, we enter the 
maximum amount of his foreign earned income exclusion which is $101,300.00. From 
that, we subtract the deduction allocable to the excluded income. In this case, his 
allocable business expenses of $60,277.00, which gives us a difference of $41,023.00. 
That is the amount that we're going to report on line 21 of Pike's Form 1040. We're going 
to write $41,023.00 in parenthesis and next to it we're going to write from 2555. That is 
going to – 
 
 
be the amount that's going to reduce his income that's reported on the 1040 and not be 
subject to U.S. tax. So, it's going to reduce the amount that's going not be subject to tax. 
You are not going to take the $101,300.00 and subtract it from the Schedule C gross 
receipts nor are you going to adjust the Schedule C business expenses of $700,000.00 by 
this $60,277.00 of business expenses that are allocable to excluded income. If you do so, 
that's incorrect. The final piece that we need to go through is to complete his foreign 
housing deduction. We do that in part nine of the form. We bring down on line 46 the 
amount from line – the difference between line 33, which was $4,792.00 – 
 
 
minus the amount from line 36 which is his foreign housing exclusion. He didn't have 
one. So, that's zero. So, it's $4,792.00. Then we need to figure out how much foreign 
earned income Pike still has available against which to take that foreign housing 
deduction. So, it's the difference between his foreign earned income of $125,000.00 
minus his foreign earned income exclusion of $101,300.00. That gives us $23,700.00. 
The lesser of the two is what he's going to take as a housing deduction. In this case, it's 
going to be $4,792.00. That's on line 48. If he had a foreign housing deduction carry-over 
from a prior year, he would enter it on line 49. Then subtract that. Well, then he would 
use that to figure his housing deduction for 2016 which is on line 50 which is $4,792.00.  
 
 
The $4,792.00 of housing deduction would be carried to the Form 1040, line 36 and, 
again, would reduce his income that's subject to U.S. tax.  
 
 
The final piece we're going to talk about is self-employment tax. Generally, U.S. citizens 
and resident aliens who have net earnings from self-employment in excess of $400.00, 
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$400.00 or more will have to pay self-employment tax to the United States. Now I said 
generally. That's because there's an exception. The exception is if the individual is a 
resident of a foreign country and is subject to the terms of a totalization agreement.  
A totalization agreement is similar to a treaty in that it's negotiated between the U.S. and 
a foreign country to determine who is going to cover an individual for Social Security 
purposes.  
 
 
Is the individual going to be subject to Social – covered by Social Security in the foreign 
country or are they going to be covered by U.S. Social Security? So, it avoids dual 
coverage and it also avoids people to having to pay both the foreign country and the 
United States for the Social Security contributions. Totalization agreements govern 
whether self-employment tax must be paid to the U.S. or the foreign country. There is a 
list of countries with which the United States has totalization agreements published on 
IRS.gov, also on the Social Security Administration's website. Most recently, there was a 
country added in 2016. In 2016, the U.S. entered into a totalization agreement with 
Hungary.  
 
 
If an individual is covered by a totalization agreement – so therefore, they're going to be 
not – they're not subject to self-employment tax by the United States or Social Security 
taxes by – 
 
 
the United States, instead they're going to be covered under that foreign country's Social 
Security-type system.  
 
They have to attach a certificate of coverage from the foreign country or, if unable to 
obtain them, a statement from the U.S. Social Security Administration, they have to 
attach one of those to their tax return every year. So, you need to – if a person has a 
certificate of coverage or a statement from Social Security saying that they're covered by 
a totalization agreement, you should be making copies because you're going to need that 
as long as that individual is a resident of that foreign country.  
 
In addition, you would write, "Exempt; see attach statement," on the line for self-
employment tax on their 1040. That will key us or let us know that we're not going to 
issue a notice to the individual, a letter saying, "Hey, you forgot to pay your self-
employment tax." It's going to tell us that they're not required to pay self-employment 
tax.  
 
 
 
This slide just has a few reminders of other items that are affected by individuals 
claiming a foreign earned income exclusion. There are certain credits that cannot be 
claimed if an individual's taking an exclusion under IRC 911.  
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Our final slide here provides some resources. I know that we went through a lot of 
material pretty quickly. Publication 54 has a good explanation of the requirements for 
claiming the foreign earned income exclusion, has information about the housing 
deduction and what costs might be qualified housing costs. It has a lot of good 
information if you have clients that are working abroad. We also have pages on IRS.gov 
that deal with the foreign earned income exclusion, and we have practice units which are 
topics – they're kind of write-ups of issues done by Internal Revenue Service employees 
that – 
 
 
explain the technical issues that we provide both to our internal employees for reference 
when they're looking up at an issue or dealing with an issue in an audit as well as to you 
as practitioners. They're available to you. They're published on IRS.gov. In fact, we have 
one on the topic of calculating the foreign earned income exclusion for self-employed 
individuals. We also have one on the topic of calculating foreign earned income 
exclusion if the individual is a partner in a partnership. So, those are good reference 
materials, too. 
 
 
Okay, I have a little bit of time before the next session to take any questions. If you have 
a question, please, come forward to the microphone and I'll be happy to answer it. 
Anybody that isn't comfortable coming to the microphone, I can always take your 
question later on, either outside or, if you catch me in the hallway, feel free to stop me. I 
think she has a few announcements. Thank you for your time. 
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Glossary 
 
Foreign earned income exclusion – Once a taxpayer has established that his or her  tax 
home is in a foreign country and meets either the bona fide residence test or the physical 
presence test, he or she may elect to exclude from their income all or some of the amount 
of their foreign earned income. 
 
Housing Exclusion- If you meet certain requirements, you may qualify for the foreign 
earned income and foreign housing exclusion. 
 
Housing Deduction- If you meet certain requirements, you may qualify for the foreign 
earned income and foreign housing deduction. 
 

Totalization agreements – A Bilateral Social Security Agreement with the IRS and 
several foreign countries to eliminate dual coverage and dual contributions to the social 
security system for the same work. Totalization agreements tend to be with the most 
important trading partners of the U.S. with significant cross-border movements of labor 
and where the problem of double social security taxation is the most acute. 
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