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What’s New for 2004
Holding period for claiming a credit for taxes
withheld on dividends. The period in which
you must hold the stock at least 16 days has
changed to a 31-day period. For preferred stock,
the period in which you must hold the stock at
least 46 days has changed to a 91-day period.
These changes apply to dividends paid after
September 4, 1997. For more information, see
Taxes Imposed on Certain Dividends.

Credit for foreign taxes withheld on income
or gain. You cannot claim a credit for foreign
taxes withheld on income or gain (other than
dividends) from certain property. This rule ap-
plies to income or gain paid or accrued after
November 21, 2004. For more information, see
Taxes Withheld on Income or Gain (Other Than
Dividends) under Taxes for Which You Can
Only Take an Itemized Deduction.

Carryback and carryover. Unused foreign
taxes arising in tax years beginning after Octo-
ber 22, 2004 can be carried back 1 year and
forward 10 years. In addition, the carryforward
period has been extended from 5 years to 10Get forms and other information
years for unused foreign taxes that could be

faster and easier by: carried forward under the 5-year rule of prior law
to tax years ending after October 22, 2004. See
Carryback and Carryover.Internet • www.irs.gov
Disposition of stock in a controlled foreignFAX • 703–368–9694 (from your fax machine) corporation (CFC). If you dispose of stock in
a CFC at a gain after October 22, 2004, the gain
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may be subject to recapture as U.S. source • How to carry over unused foreign taxes to foreign tax credit without using Form 1116. See
income. See Recapture of Foreign Losses. other tax years. How To Figure the Credit, later. To choose to

claim the taxes as an itemized deduction, use
Gifts to charity. Do not apportion to your for- Unless you choose not to be subject to the Schedule A (Form 1040), Itemized Deductions.
eign source gross income any deduction for foreign tax credit limit, you claim the credit by

Figure your tax both ways—claimingcharitable contributions you made after July 27, filing Form 1116 with your U.S. income tax re-
the credit and claiming the deduction.2004. You can elect to also apply this rule to turn. Two examples with filled-in Forms 1116
Then fill out your return the way thatcharitable contributions made before July 28,

TIP

are provided at the end of this publication.
benefits you most. See Why Choose the Credit,2004, but only for the tax year ending after July

Comments and suggestions. We welcome later.27, 2004. See Deductions not definitely related
your comments about this publication and yourunder Determining Taxable Income From
suggestions for future editions.Sources Outside the United States. Choice Applies to AllYou can write to us at the following address:

Qualified Foreign Taxes
Internal Revenue Service

As a general rule, you must choose to takeIndividual Forms and Publications Branch
either a credit or a deduction for all qualifiedWhat’s New for 2005 SE:W:CAR:MP:T:I
foreign taxes.1111 Constitution Ave. NW, IR-6406

If you choose to take a credit for qualifiedRate of exchange for foreign taxes. If you Washington, DC 20224
foreign taxes, you must take the credit for all ofclaim the credit for foreign taxes on an accrual
them. You cannot deduct any of them. Con-basis, you must generally use the average ex- We respond to many letters by telephone.
versely, if you choose to deduct qualified foreignchange rate for the tax year to which taxes Therefore, it would be helpful if you would in-
taxes, you must deduct all of them. You cannotrelate. However, in tax years beginning after clude your daytime phone number, including the
take a credit for any of them.2004, you can elect not to use the average area code, in your correspondence.

See What Foreign Taxes Qualify for theexchange rate for any foreign taxes for which the You can email us at *taxforms@irs.gov. (The
Credit, later, for the meaning of qualified foreignforeign tax liability is denominated in a currency asterisk must be included in the address.)
taxes.other than your functional currency. If you make Please put “Publications Comment” on the sub-

There are exceptions to this general rule,this election, use the exchange rate in effect on ject line. Although we cannot respond individu-
which are described next.the date you paid the taxes. This election is ally to each email, we do appreciate your

effective for the year you make it and all subse- feedback and will consider your comments as Exceptions for foreign taxes not allowed as a
quent years unless you revoke it with IRS con- we revise our tax products. credit. Even if you claim a credit for other
sent. foreign taxes, you can deduct any foreign taxTax questions. If you have a tax question,

that is not allowed as a credit if:visit www.irs.gov or call 1-800-829-1040. We
cannot answer tax questions at either of the • You paid the tax to a country for which a
addresses listed above. credit is not allowed because it providesReminders support for acts of international terrorism,Ordering forms and publications. Visit

or because the United States does notwww.irs.gov/formspubs to download forms andChange of address. If your address changes have diplomatic relations with it or recog-publications, call 1-800-829-3676, or write tofrom the address shown on your last return, use nize its government,one of the three addresses shown under How ToForm 8822, Change of Address, to notify the
Get Tax Help in the back of this publication. • You paid withholding tax on dividendsInternal Revenue Service.

from foreign corporations whose stock you
Useful Items did not hold for the required period of time,Photographs of missing children. The Inter-
You may want to see:nal Revenue Service is a proud partner with the • You paid withholding tax on income or

National Center for Missing and Exploited Chil- gain (other than dividends) from property
Publicationdren. Photographs of missing children selected you did not hold for the required period of

by the Center may appear in this publication on
❏ 54 Tax Guide for U.S. Citizens and time,

pages that would otherwise be blank. You can Resident Aliens Abroad • You participated in or cooperated with anhelp bring these children home by looking at the
❏ 519 U.S. Tax Guide for Aliens international boycott, orphotographs and calling 1-800-THE-LOST

(1-800-843-5678) if you recognize a child.
❏ 570 Tax Guide for Individuals With • You paid taxes in connection with the

Income From U.S. Possessions purchase or sale of oil or gas.

For more information on these items, seeForm (and Instruction)Introduction Taxes for Which You Can Only Take an Item-
❏ 1116 Foreign Tax Credit

ized Deduction later under Foreign Taxes forIf you paid or accrued foreign taxes to a foreign
See How To Get Tax Help near the end of Which You Cannot Take a Credit.country on foreign source income and are sub-

this publication for information about gettingject to U.S. tax on the same income, you may be Foreign taxes that are not income taxes.
these publications and this form.able to take either a credit or an itemized deduc- Generally, only foreign income taxes qualify for

tion for those taxes. Taken as a deduction, for- the foreign tax credit. Other taxes, such as for-
eign income taxes reduce your U.S. taxable eign real and personal property taxes, do not
income. Taken as a credit, foreign income taxes qualify. But you may be able to deduct theseChoosing To Takereduce your U.S. tax liability. other taxes even if you claim the foreign tax

credit for foreign income taxes.In most cases, it is to your advantage to take Credit or Deduction  You generally can deduct these other taxesforeign income taxes as a tax credit. The major
only if they are expenses incurred in a trade orscope of this publication is the foreign tax credit. You can choose each tax year to take the business or in the production of income. How-The publication discusses: amount of any qualified foreign taxes paid or ever, you can deduct foreign real property taxes

accrued during the year as a foreign tax credit or that are not trade or business expenses as an• How to choose to take the credit or the as an itemized deduction. You can change your itemized deduction on Schedule A (Form 1040).deduction, choice for each year’s taxes.
To choose the foreign tax credit, you gener- Carrybacks and carryovers. There is a limit• Who can take the credit,

ally must complete Form 1116 and attach it to on the credit you can claim in a tax year. If your• What foreign taxes qualify for the credit,
your U.S. tax return. However, you may qualify qualified foreign taxes exceed the credit limit,

• How to figure the credit, and for the exception that allows you to claim the you may be able to carry over or carry back the
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excess to another tax year. If you deduct quali- tax on the foreign income will be limited to the Credit for Taxes
fied foreign taxes in a tax year, you cannot use a difference between the rates. The foreign tax Paid or Accruedcarryback or carryover in that year. That is be- credit can only reduce U.S. taxes on foreign
cause you cannot take both a deduction and a source income; it cannot reduce U.S. taxes on You can claim the credit for a qualified foreign
credit for qualified foreign taxes in the same tax U.S. source income. tax in the tax year in which you pay it or accrue it,
year. depending on your method of accounting. “TaxAlthough no one rule covers all situations, itFor more information on the limit, see How year” refers to the tax year for which your U.S.is generally better to take a credit for qualifiedTo Figure the Credit, later. For more information return is filed, not the tax year for which yourforeign taxes than to deduct them as an itemizedon carrybacks and carryovers, see Carryback foreign return is filed.deduction. This is because:and Carryover, later.

Accrual method of accounting. If you use an• A credit reduces your actual U.S. income
accrual method of accounting, you can claim theMaking or Changing tax on a dollar-for-dollar basis, while a de- credit only in the year in which you accrue theYour Choice duction reduces only your income subject tax. You are using an accrual method of ac-

to tax, counting if you report income when you earn it,You can make or change your choice to claim a
rather than when you receive it, and you deduct• You can choose to take the foreign taxdeduction or credit at any time during the period
your expenses when you incur them, rather thanwithin 10 years from the regular due date for credit even if you do not itemize your de-
when you pay them.filing the return for the tax year for which you ductions. You then are allowed the stan-

Foreign taxes generally accrue when all themake the claim. You make or change your dard deduction in addition to the credit,
events have taken place that fix the amount ofchoice on your tax return (or on an amended and
the tax and your liability to pay it.return) for the year your choice is to be effective.

• If you choose to take the foreign tax credit,
Contesting your foreign tax liability. Ifand the taxes paid or accrued exceed theExample. You paid foreign taxes for the last you are contesting your foreign tax liability, you

credit limit for the tax year, you may be13 years and chose to deduct them on your U.S. cannot accrue it and take a credit until the
able to carry over or carry back the excessincome tax returns. You were timely in both filing amount of foreign tax due is finally determined.
to another tax year. (See Limit on theyour returns and paying your U.S. tax liability. In However, if you choose to pay the tax liability

February 2004, you file an amended return for Credit under How To Figure the Credit, you are contesting, you can take a credit for the
tax year 1993 choosing to take a credit for your later.) amount you pay before a final determination of
1993 foreign taxes because you now realize that foreign tax liability is made. Once your liability is
the credit is more advantageous than the deduc- determined, the foreign tax credit is allowable forExample 1. For 2004, you and your spousetion for that year. Because the regular due date the year to which the foreign tax relates. If thehave adjusted gross income of $80,000, includ-of your 1993 return was April 15, 1994, this amount of foreign taxes taken as a credit differsing $20,000 of dividend income from foreignchoice is timely (within 10 years). from the final foreign tax liability, you may havesources. None of the dividends are qualifiedBecause there is a limit on the credit for your to adjust the credit, as discussed later under

dividends. You file a joint return and can claim1993 foreign tax, you have unused 1993 foreign Foreign Tax Redetermination.
two $3,100 exemptions. You had to pay $2,000taxes. Ordinarily, you first carry back unused

You may have to post a bond. If you claimin foreign income taxes on the dividend income.foreign taxes arising in 1993 to, and claim them
a credit for taxes accrued but not paid, you mayas a credit in, the 2 preceding tax years. If you If you take the foreign taxes as an itemized
have to post an income tax bond to guaranteeare unable to claim all of them in those 2 years, deduction, your total itemized deductions are
your payment of any tax due in the event theyou carry them forward to the 5 years following $12,000. Your taxable income then is $61,800
amount of foreign tax paid differs from thethe year in which they arose. and your tax is $8,931.
amount claimed.Because you originally chose to deduct your

If you take the credit instead, your itemized The IRS can request this bond at any timeforeign taxes and the 10-year period for chang-
deductions are only $10,000. Your taxable in- without regard to the Time Limit on Tax Assess-ing the choice for 1991 and 1992 has passed,
come then is $63,800 and your tax before the ment, discussed later under Carryback and Car-you cannot carry the unused 1993 foreign taxes
credit is $9,431. After the credit, however, your ryover. back to tax years 1991 and 1992.
tax is only $7,431. Therefore, your tax is $1,500Because the 10-year periods have not

Cash method of accounting. If you use thelower ($8,931− $7,431) by taking the credit.passed for your 1994 through 1998 income tax
cash method of accounting, you can choose toreturns, you can still choose to carry forward any
take the credit either in the year you pay the taxExample 2. In 2004, you receive investmentunused 1993 foreign taxes. However, you must
or in the year you accrue it. You are using theincome of $5,000 from a foreign country, whichreduce the unused 1993 foreign taxes that you
cash method of accounting if you report incomeimposes a tax of $3,500 on that income. Youcarry forward by the amount that would have
in the year you actually or constructively receivereport on your U.S. return this income as well asbeen allowed as a carryback if you had timely
it, and deduct expenses in the year you paycarried back the foreign tax to tax years 1991 $56,000 of income from U.S. sources. You are
them.and 1992. single, entitled to one $3,100 exemption, and

have other itemized deductions of $5,400. If you Choosing to take credit in the year taxesYou cannot take a credit or a deduction
deduct the foreign tax on your U.S. return, your accrue. Even if you use the cash method offor foreign taxes paid on income you
taxable income is $49,000 ($5,000 + $56,000 − accounting, you can choose to take a credit forexclude under the foreign earned in-CAUTION

!
foreign taxes in the year they accrue. You make$3,100 − $5,400 − $3,500) and your tax iscome exclusion or the foreign housing exclu-
the choice by checking the box in Part II of Form$8,994.sion.
1116. Once you make that choice, you mustIf you take the credit instead, your taxable
follow it in all later years and take a credit forincome is $52,500 ($5,000 + $56,000 − $3,100 −
foreign taxes in the year they accrue.

$5,400) and your tax before the credit is $9,869. In addition, the choice to take the credit whenWhy Choose the You can take a credit of only $809 because of foreign taxes accrue applies to all foreign taxes
limits discussed later. Your tax after the credit is qualifying for the credit. You cannot take a creditCredit? $9,060 ($9,869 − $809), which is $66 ($9,060 – for some foreign taxes when paid and take a
$8,994) more than if you deduct the foreign tax. credit for others when accrued.The foreign tax credit is intended to relieve you

If you make the choice to take the creditIf you choose the credit, you will have un-of the double tax burden when your foreign
when foreign taxes accrue and pay them in aused foreign taxes of $2,691 ($3,500 − $809).source income is taxed by both the United
later year, you cannot claim a deduction for anyWhen deciding whether to take the credit or theStates and the foreign country. Generally, if the
part of the previously accrued taxes.deduction this year, you will need to considerforeign tax rate is higher than the U.S. rate, there

whether you can benefit from a carryback orwill be no U.S. tax on the foreign income. If the Credit based on taxes paid in earlier year.
foreign tax rate is lower than the U.S. rate, U.S. carryover of that unused foreign tax. If, in earlier years, you took the credit based on
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taxes paid, and this year you choose to take the translate the results, such as income or loss, into
1. $10,000, orU.S. dollars to report on your income tax return.credit based on taxes accrued, you may be able

to take the credit this year for taxes from more 2. 2% of the total dollar amount of the foreignFor more information, write to:
than one year. tax initially accrued for that foreign country.

In this case, you must adjust your U.S. tax in theExample. Last year you took the credit Internal Revenue Service tax year in which the accrued foreign taxes arebased on taxes paid. This year you chose to International Section paid.take the credit based on taxes accrued. During P.O. Box 920
the year you paid foreign income taxes owed for Tax years beginning after 1997. For taxBensalem, PA 19020–8518.
last year. You also accrued foreign income years beginning after 1997, a redetermination of
taxes for this year that you did not pay by the end your U.S. tax liability is required if:Rate of exchange for foreign taxes paid.
of the year. You can base the credit on your Use the rate of exchange in effect on the date

1. The accrued taxes when paid differ fromreturn for this year on both last year’s taxes that you paid the foreign taxes to the foreign country
the amount you claimed as a credit,you paid and this year’s taxes that you accrued. unless you meet the exception discussed next. If

your tax was withheld in foreign currency, you 2. The accrued taxes you claimed as a credit
Foreign Currency and use the rate of exchange in effect for the date on in one tax year are not paid within 2 years

which the tax was withheld. If you make foreign after the end of that tax year, orExchange Rates
estimated tax payments, you use the rate of 3. The foreign taxes you paid are refunded in
exchange in effect for the date on which youU.S. income tax is imposed on income ex- whole or in part.
made the estimated tax payment.pressed in U.S. dollars, while the foreign tax is

If (2) above applies to you, you will not beimposed on income expressed in foreign cur- Exception. If you claim the credit for foreign allowed a credit for the unpaid taxes until yourency. Therefore, the tax credit is affected when taxes on an accrual basis, you must generally pay them. When you pay the accrued taxes, youthe foreign currency depreciates or appreciates use the average exchange rate for the tax year must translate them into U.S. dollars using thein value in terms of U.S. dollars. to which the taxes relate. This rule applies to exchange rate as of the date they were paid.
accrued taxes relating to tax years beginning The foreign tax credit is allowed for the year to
after 1997 and only under the following condi-Translating foreign currency into U.S. which the foreign tax relates. See Rate of ex-
tions.dollars. If you receive all or part of your in- change for foreign taxes paid, earlier, under

come or pay some or all of your expenses in Foreign Currency and Exchange Rates.1. The foreign taxes are paid on or after theforeign currency, you must translate the foreign
first day of the tax year to which they re- Notice to the Internal Revenue Service (IRS)currency into U.S. dollars. How you do this de-
late. of redetermination. You must file Formpends on your functional currency. Your func-

1040X, Amended U.S. Individual Income Tax2. The foreign taxes are paid not later than 2tional currency generally is the U.S. dollar
Return, and a revised Form 1116 for the tax yearyears after the close of the tax year tounless you are required to use the currency of a
affected by the redetermination. The IRS willwhich they relate.foreign country.
redetermine your U.S. tax liability for the year or

You must make all federal income tax deter- For all other foreign taxes, you should use years affected.
the exchange rate in effect on the date you paidminations in your functional currency. The U.S. If you pay less foreign tax than you originally
them.dollar is the functional currency for all taxpayers claimed a credit for, you must file Form 1040X

except some qualified business units. A quali- and a revised Form 1116 within 180 days after
fied business unit is a separate and clearly iden- the redetermination occurred. There is no limitForeign Tax Redetermination
tified unit of a trade or business that maintains on the time the IRS has to redetermine and

A foreign tax redetermination is any change in assess the correct U.S. tax due. If you pay moreseparate books and records. Unless you are
your foreign tax liability that may affect your U.S. foreign tax than you originally claimed a creditself-employed, your functional currency is the
foreign tax credit claimed. for, you have 10 years to file a claim for refund ofU.S. dollar.

U.S. taxes. See Time Limit on Refund Claims,The time of the credit remains the year toEven if you are self-employed and have a
later.which the foreign taxes paid or accrued relate,qualified business unit, your functional currency

even if the change in foreign tax liability occurs Failure-to-notify penalty. If you fail to no-is the U.S. dollar if any of the following apply.
in a later year. tify the IRS of a foreign tax redetermination and

If a foreign tax redetermination occurs, a• You conduct the business primarily in dol- cannot show reasonable cause for the failure,
redetermination of your U.S. tax liability is re-lars. you may have to pay a penalty.
quired in the following situations. For each month, or part of a month, that the• The principal place of business is located

failure continues, you pay a penalty of 5% of thein the United States. Tax years beginning before 1998.  For tax tax due resulting from a redetermination of your
years beginning before 1998, a redetermination• You choose to or are required to use the U.S. tax. This penalty cannot be more than 25%
of your U.S. tax liability is required if:dollar as your functional currency. of the tax due.

• You must pay additional foreign taxes,• The business books and records are not Foreign tax refund. If you receive a foreign
kept in the currency of the economic envi- • You receive a refund of foreign taxes paid, tax refund without interest from the foreign gov-
ronment in which a significant part of the or ernment, you will not have to pay interest on the
business activities is conducted. amount of tax due resulting from the adjustment• There is a change in the dollar amount of

to your U.S. tax for the time before the date of
your foreign tax credit because of differ-If your functional currency is the U.S. dollar, the refund.
ences in the exchange rate at the time theyou must immediately translate into dollars all However, if you receive a foreign tax refund
foreign taxes were accrued and the timeitems of income, expense, etc., that you receive, with interest, you must pay interest to the IRS up
they were paid.pay, or accrue in a foreign currency and that will to the amount of the interest paid to you by the

affect computation of your income tax. If there is See Rate of exchange for foreign taxes paid, foreign government. The interest you must pay
more than one exchange rate, use the one that earlier, under Foreign Currency and Exchange cannot be more than the interest you would have

Rates.most properly reflects your income. You can had to pay on taxes that were unpaid for any
other reason for the same period.generally get exchange rates from banks and When redetermination of tax is not re-

U.S. Embassies. quired. A redetermination is not required if the Foreign tax imposed on foreign refund. If
If your functional currency is not the U.S. change is due solely to an exchange rate fluctu- your foreign tax refund is taxed by the foreign

dollar, make all income tax determinations in ation and the change in foreign tax liability for country, you cannot take a separate credit or
the tax year is less than the smaller of:your functional currency. At the end of the year, deduction for this additional foreign tax. How-
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ever, when you refigure the foreign tax credit constructively received while you had resident You Must Have Paid or
taken for the original foreign tax, reduce the alien status. Accrued the Taxamount of the refund by the foreign tax paid on For information on alien status, see Publica-
the refund. tion 519. Generally, you can claim the credit only if you

paid or accrued the foreign tax to a foreign
Example. You paid a foreign income tax of country or U.S. possession. However, theNonresident Aliens$3,000 in 2002, and received a foreign tax re- paragraphs that follow describe some instances

fund of $500 in 2004 on which a foreign tax of If you are a nonresident alien, you generally in which you can claim the credit even if you did
$100 was imposed. When you refigure your cannot take the credit. However, you may be not directly pay or accrue the tax yourself.
credit for 2002, you must reduce the $3,000 you able to take the credit if:

Joint return. If you file a joint return, you canpaid by $400.
claim the credit based on the total foreign in-• You were a bona fide resident of Puerto
come taxes paid or accrued by you and yourRico during your entire tax year, or

Time Limit on Refund Claims spouse.• You pay or accrue tax to a foreign country
Partner or S corporation shareholder. If youor U.S. possession on income from foreignYou have 10 years to file a claim for refund of
are a member of a partnership, or a shareholdersources that is effectively connected withU.S. tax if you find that you paid or accrued a
in an S corporation, you can claim the credita trade or business in the United States.larger foreign tax than you claimed a credit for.
based on your proportionate share of the foreignThe 10-year period begins the day after the But if you must pay tax to a foreign coun-
income taxes paid or accrued by the partnershipregular due date for filing the return for the year try or U.S. possession on income from
or the S corporation. These amounts will bein which the taxes were actually paid or accrued. U.S. sources only because you are a citi-
shown on the Schedule K-1 you receive from theYou have 10 years to file your claim regard- zen or a resident of that country or U.S.
partnership or S corporation. However, if youless of whether you claim the credit for taxes possession, do not use that tax in figuring
are a shareholder in an S corporation that in turnpaid or taxes accrued. The 10-year period ap- the amount of your credit.
owns stock in a foreign corporation, you cannotplies to claims for refund or credit based on:

For information on alien status and effectively claim a credit for your share of foreign taxes paid
connected income, see Publication 519.1. Fixing math errors in figuring qualified for- by the foreign corporation. 

eign taxes,
Beneficiary. If you are a beneficiary of an es-

2. Reporting qualified foreign taxes not origi- tate or trust, you may be able to claim the credit
nally reported on the return, or based on your proportionate share of foreignWhat Foreign Taxes income taxes paid or accrued by the estate or3. Any other change in the size of the credit

trust. This amount will be shown on the Sched-(including one caused by correcting the Qualify for the Credit?
ule K-1 you receive from the estate or trust.foreign tax credit limit).
However, you must show that the tax was im-Generally, the following four tests must be metThe special 10-year period also applies to posed on income of the estate and not on in-for any foreign tax to qualify for the credit. making or changing your choice of whether to come received by the decedent.

claim a deduction or credit for foreign taxes. See
1. The tax must be imposed on you. Mutual fund shareholder. If you are a share-Making or Changing Your Choice discussed

holder of a mutual fund, you may be able toearlier under Choosing To Take Credit or De- 2. You must have paid or accrued the tax.
claim the credit based on your share of foreignduction.

3. The tax must be the legal and actual for- income taxes paid by the fund if it chooses to
eign tax liability. pass the credit on to its shareholders. You

should receive from the mutual fund a Form4. The tax must be an income tax (or a tax in
1099-DIV, or similar statement, showing the for-lieu of an income tax).Who Can Take the
eign country or U.S. possession, your share of
the foreign income, and your share of the foreignCertain foreign taxes do not qualify forCredit?
taxes paid. If you do not receive this information,the credit even if the four tests are met.
you will need to contact the fund.U.S. citizens, resident aliens, and nonresident See Foreign Taxes for Which You Can-CAUTION

!
aliens who paid foreign income tax and are sub- not Take a Credit, later. Controlled foreign corporation shareholder.
ject to U.S. tax on foreign source income may be If you are a shareholder of a controlled foreign
able to take a foreign tax credit. corporation and choose to be taxed at corporateTax Must Be Imposed on You

rates on the amount you must include in gross
income from that corporation, you can claim theU.S. Citizens You can claim a credit only for foreign taxes that
credit based on your share of foreign taxes paidare imposed on you by a foreign country or U.S.

If you are a U.S. citizen, you are taxed by the or accrued by the controlled foreign corporation.possession. For example, a tax that is deducted
United States on your worldwide income wher- If you make this election, you must claim thefrom your wages is considered to be imposed on
ever you live. You are normally entitled to take a credits by filing Form 1118, Foreign Taxyou. You cannot shift the right to claim the credit
credit for foreign taxes you pay or accrue. Credit—Corporations.by contract or other means.

Controlled foreign corporation. A con-Citizen of U.S. possession. If you are a citi-
Foreign country. A foreign country includes trolled foreign corporation is a foreign corpora-zen of a U.S. possession (except Puerto Rico),
any foreign state and its political subdivisions. tion in which U.S. shareholders own more thannot otherwise a citizen of the United States, and
Income, war profits, and excess profits taxes 50% of the voting power or value of the stock.not a resident of the United States, you cannot
paid or accrued to a foreign city or province You are considered a U.S. shareholder if youtake a foreign tax credit.
qualify for the foreign tax credit. own, directly or indirectly, 10% or more of the

total voting power of all classes of the foreignResident Aliens U.S. possessions. For foreign tax credit pur- corporation’s stock. See Internal Revenue Code
poses, all qualified taxes paid to U.S. posses- sections 951(b) and 958(b) for more information.If you are a resident alien of the United States,
sions are considered foreign taxes. For thisyou can take a credit for foreign taxes subject to
purpose, U.S. possessions include Puerto Rico, Tax Must Be the Legal andthe same general rules as U.S. citizens. If you
Guam, the Northern Mariana Islands, and Amer-are a bona fide resident of Puerto Rico for the Actual Foreign Tax Liability
ican Samoa.entire tax year, you also come under the same

When the term “foreign country” is used inrules. The amount of foreign tax that qualifies is not
this publication, it includes U.S. possessionsUsually, you can take a credit only for those necessarily the amount of tax withheld by the
unless otherwise stated.foreign taxes imposed on income you actually or foreign country. Only the legal and actual foreign
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tax liability that you paid or accrued during the rather than a compulsory payment for a direct orIncome Tax
indirect specific economic benefit.year qualifies for the credit.

Simply because the levy is called an income tax
For more information on how to estab-by the foreign taxing authority does not make itForeign tax refund. You cannot take a foreign lish amounts paid under separate ele-

an income tax for this purpose. A foreign levy istax credit for income taxes paid to a foreign ments of a levy, write to:
an income tax only if it meets both of the follow-country if it is reasonably certain the amount
ing tests.would be refunded, credited, rebated, abated, or Internal Revenue Service

forgiven if you made a claim. International Section
1. It is a tax; that is, you have to pay it and P.O. Box 920For example, the United States has tax trea-

you get no specific economic benefit (dis- Bensalem, PA 19020-8518.ties with many countries allowing U.S. citizens
cussed below) from paying it.and residents reductions in the rates of tax of

Pension, unemployment, and disability
those foreign countries. However, some treaty 2. The predominant character of the tax is fund payments. A foreign tax imposed on an
countries require U.S. citizens and residents to that of an income tax in the U.S. sense. individual to pay for retirement, old-age, death,
pay the tax figured without regard to the lower survivor, unemployment, illness, or disabilityA foreign levy may meet these requirementstreaty rates and then claim a refund for the benefits, or for similar purposes, is not paymenteven if the foreign tax law differs from U.S. taxamount by which the tax actually paid is more for a specific economic benefit if the amount oflaw. The foreign law may include in incomethan the amount of tax figured using the lower the tax does not depend on the age, life expec-

items that U.S. law does not include, or it maytreaty rate. The qualified foreign tax is the tancy, or similar characteristics of that individual.
allow certain exclusions or deductions that U.S.amount figured using the lower treaty rate and No deduction or credit is allowed, however,
law does not allow.not the amount actually paid, since the excess for social security taxes paid or accrued to a

tax is refundable. foreign country with which the United States has
a social security agreement. For more informa-Specific economic benefit. Generally, you
tion about these agreements, see PublicationSubsidy received. Tax payments a foreign get a specific economic benefit if you receive, or
54.country returns to you in the form of a subsidy do are considered to receive, an economic benefit

not qualify for the foreign tax credit. This rule from the foreign country imposing the levy, and: Soak-up taxes. A foreign tax is not predomi-applies even if the subsidy is given to a person
nantly an income tax and does not qualify forrelated to you, or persons who participated with 1. If there is a generally imposed income tax, credit to the extent it is a soak-up tax. A tax is ayou in a transaction or a related transaction. A the economic benefit is not available on soak-up tax to the extent that liability for it de-

subsidy can be provided by any means but must substantially the same terms to all persons pends on the availability of a credit for it against
be determined, directly or indirectly, in relation to subject to the income tax, or income tax imposed by another country. This
the amount of tax, or to the base used to figure rule applies only if and to the extent that the2. If there is no generally imposed incomethe tax. foreign tax would not be imposed if the credit

tax, the economic benefit is not availableThe term “subsidy” includes any type of ben- were not available.
on substantially the same terms to theefit. Some ways of providing a subsidy are re-
population of the foreign country in gen- Taxes not based on income. Foreign taxesfunds, credits, deductions, payments, or
eral. based on gross receipts or the number of unitsdischarges of obligations.

produced, rather than on realized net income,You are considered to receive a specific eco-
do not qualify unless they are imposed in lieu ofShareholder receiving refund for corporate nomic benefit if you have a business transaction
an income tax, as discussed next. Taxes basedtax in integrated system. Under some for- with a person who receives a specific economic on assets, such as property taxes, do not qualifyeign tax laws and treaties, a shareholder is con- benefit from the foreign country and, under the for the credit.sidered to have paid part of the tax that is terms and conditions of the transaction, you

imposed on the corporation. You may be able to receive directly or indirectly all or part of the Penalties and interest. Amounts paid to a
claim a refund of these taxes from the foreign benefit. foreign government to satisfy a liability for inter-
government. You must include the refund (in- est, fines, penalties, or any similar obligation areHowever, see the exception discussed latercluding any amount withheld) in your income in not taxes and do not qualify for the credit.under Pension, unemployment, and disabilitythe year received. Any tax withheld from the

fund payments.refund is a qualified foreign tax.

Taxes in Lieu of Income TaxesEconomic benefits. Economic benefits in-
Example. You are a shareholder of a clude the following.

French corporation. You receive a $100 refund A tax paid or accrued to a foreign country quali-
fies for the credit if it is imposed in lieu of anof the tax paid to France by the corporation on • Goods.
income tax otherwise generally imposed. A for-the earnings distributed to you as a dividend. • Services. eign levy is a tax in lieu of an income tax only if:The French government imposes a 15% with-

• Fees or other payments.holding tax ($15) on the refund you received. • It is not payment for a specific economic
You receive a check for $85. You include $100 benefit as discussed earlier, and• Rights to use, acquire, or extract re-
in your income. The $15 of tax withheld is a sources, patents, or other property the for- • The tax is imposed in place of, and not inqualified foreign tax. eign country owns or controls. addition to, an income tax otherwise gen-

erally imposed.• Discharges of contractual obligations.Tax Must Be an Income Tax
.(or Tax in Lieu of Income A tax in lieu of an income tax does not have to

be based on realized net income. A foreign taxTax) Generally, the right or privilege merely to en-
imposed on gross income, gross receipts orgage in business is not an economic benefit.
sales, or the number of units produced or ex-Generally, only income, war profits, and excess

Dual-capacity taxpayers. If you are sub- ported can qualify for the credit.profits taxes (income taxes) qualify for the for-
ject to a foreign country’s levy and you also A soak-up tax (discussed earlier) generallyeign tax credit. Foreign taxes on wages, divi-

does not qualify as a tax in lieu of an income tax.receive a specific economic benefit from thatdends, interest, and royalties generally qualify
However, if the foreign country imposes aforeign country, you are a “dual-capacity tax-for the credit. Furthermore, foreign taxes on in-
soak-up tax in lieu of an income tax, the amountpayer.” As a dual-capacity taxpayer, you cannotcome can qualify even though they are not im-
that does not qualify for foreign tax credit is theclaim a credit for any part of the foreign levy,posed under an income tax law if the tax is in lieu
lesser of the following amounts.of an income, war profits, or excess profits tax. unless you establish that the amount paid under

See Taxes in Lieu of Income Taxes, later. a distinct element of the foreign levy is a tax, • The soak-up tax.
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• The foreign tax you paid that is more than income and some other income (for example, Extraterritorial Income Exclusion
the amount you would have paid if you earned income from U.S. sources or a type of

You cannot take a credit for taxes you pay onhad been subject to the generally imposed income not subject to U.S. tax), and the taxes on
qualifying foreign trade income excluded onincome tax. the other income cannot be segregated, the
Form 8873, Extraterritorial Income Exclusion.denominator of the fraction is the total amount of
However, see Internal Revenue Code sectionincome subject to the foreign tax minus deducti-
943(d) for an exception for certain withholdingble expenses allocable to that income.
taxes.Foreign Taxes for Example. You are a U.S. citizen and a cash

basis taxpayer, employed by Company X and Taxes for Which You CanWhich You Cannot living in Country A. Your records show the fol- Only Take an Itemized
lowing:Take a Credit Deduction
Foreign earned income received . . . $120,000

You cannot claim a foreign tax credit for foreignThis part discusses the foreign taxes for which
Unreimbursed business travel income taxes paid or accrued under the follow-you cannot take a credit. These are:
expenses . . . . . . . . . . . . . . . . . .  20,000 ing circumstances. However, you can claim an• Taxes on excluded income, itemized deduction for these taxes. See Choos-Income tax paid to Country A . . . . .  30,000

ing To Take Credit or Deduction, earlier.• Taxes for which you can only take an
Exclusion of foreign earneditemized deduction,
income and housing allowance . . . . 87,225

• Taxes on foreign oil related income, Taxes Imposed By Sanctioned
• Taxes on foreign mineral income, Countries (Section 901(j) Income)Because you can exclude part of your

wages, you cannot claim a credit for part of the• Taxes from international boycott opera- You cannot claim a foreign tax credit for incomeforeign taxes. To find that part, do the following.tions, taxes paid or accrued to any country if the in-First, find the amount of business expenses
come giving rise to the tax is for a period (the• Taxes of U.S. persons controlling foreign allocable to excluded wages and therefore not
sanction period) during which:corporations or partnerships, and deductible. To do this, multiply the otherwise

deductible expenses by a fraction. That fraction • The Secretary of State has designated the• Taxes on foreign oil and gas extraction
is the excluded wages over your foreign earned country as one that repeatedly providesincome.
income. support for acts of international terrorism,

• The United States has severed or does$87,225Taxes on Excluded Income $20,000 × = $14,538 not conduct diplomatic relations with the$120,000
country, orYou may not take a credit for foreign taxes paid

Next, find the numerator of the fraction byor accrued on income excluded from U.S. gross • The United States does not recognize the
which you will multiply the foreign taxes paid. Toincome. country’s government, unless that govern-
do this, subtract business expenses allocable to ment is eligible to purchase defense arti-
excluded wages ($14,538) from excluded cles or services under the Arms Export
wages ($87,225). The result is $72,687.Foreign Earned Income and Control Act.

Then, find the denominator of the fraction byHousing Exclusions
The following countries meet this description forsubtracting all your deductible expenses from all
2004. Income taxes paid or accrued to theseYou must reduce your foreign taxes available for your foreign earned income ($120,000 −
countries in 2004 do not qualify for the credit.the credit by the amount of those taxes paid or $20,000 = $100,000).

accrued on income that is excluded from U.S. Finally, multiply the foreign tax you paid by • Cuba.
income under the foreign earned income exclu- the resulting fraction.

• Iran.sion or the foreign housing exclusion. See Publi-
$72,687 cation 54 for more information on the foreign • Iraq (taxes on income arising before June$30,000 × = $21,806$100,000earned income and housing exclusions. 28).

The amount of Country A tax you cannot take aWages completely excluded. If your wages • Libya (taxes on income arising before De-
credit for is $21,806.are completely excluded, you cannot take a cember 10).

credit for any of the foreign taxes paid or ac- • North Korea.
crued on these wages. Taxes on Income From Puerto Rico • Sudan.Exempt From U.S. TaxWages partly excluded. If only part of your • Syria.wages is excluded, you cannot take a credit for If you have income from Puerto Rican sources
the foreign income taxes allocable to the ex- that is not taxable, you must reduce your foreign Income that is paid through one or more enti-cluded part. You find the amount allocable to taxes paid or accrued by the taxes allocable to ties is treated as coming from a foreign countryyour excluded wages by multiplying the foreign the exempt income. For information on figuring listed above if the original source of the incometax paid or accrued on foreign earned income the reduction, see Publication 570. is from one of the listed countries.received or accrued during the tax year by a
fraction. Waiver of denial of the credit. A waiver can

The numerator of the fraction is your foreign be granted to a sanctioned country if the Presi-Possession Exclusion
earned income and housing amounts excluded dent of the United States determines that grant-
under the foreign earned income and housing If you are a bona fide resident of American ing the waiver is in the national interest of the
exclusions for the tax year minus otherwise de- Samoa and exclude income from sources in United States and will expand trade and invest-
ductible expenses definitely related and prop- American Samoa, Guam, or the Northern Mari- ment opportunities for U.S. companies in the
erly apportioned to that income. Deductible ana Islands, you cannot take a credit for the sanctioned country. The President must report
expenses do not include the foreign housing taxes you pay or accrue on the excluded in- to Congress his intentions to grant the waiver
deduction. come. For more information on this exclusion, and his reasons for granting the waiver not less

The denominator is your total foreign earned see Publication 570. than 30 days before the date on which the
income received or accrued during the tax year waiver is granted.
minus all deductible expenses allocable to that
income (including the foreign housing deduc- Limit on credit. In figuring the foreign tax
tion). If the foreign law taxes foreign earned credit limit, discussed later, income from a sanc-

Page 7



Page 8 of 36 of Publication 514 13:24 - 25-FEB-2005

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

tioned country is a separate category of foreign 193. This Cumulative Bulletin can be found in November 14. You held the stock for only 11
many libraries and IRS offices. days. You are not entitled to the credit.income. You must fill out a separate Form 1116

for this income. This will prevent you from claim- Exception. If you are a securities dealer who
ing a credit for foreign taxes paid or accrued to actively conducts business in a foreign country,Taxes Imposed on Certainthe sanctioned country. you may be able to claim a foreign tax credit forDividends

qualified taxes paid on dividends regardless ofExample. You lived and worked in Libya
how long you held the stock or whether you wereYou cannot claim a foreign tax credit for with-until August, when you were transferred to Italy.
obligated to make payments for positions in sub-holding tax (defined later) on dividends paid orYou paid taxes to each country on the income stantially similar or related property. See sectionaccrued after September 4, 1997, if either of theearned in that country. You cannot claim a for- 901(k)(4) of the Internal Revenue Code for morefollowing applies to the dividends.eign tax credit for the foreign taxes paid on the information.

income earned in Libya. Because the income • The dividends are on stock you held for
earned in Libya is a separate category of foreign less than 16 days during the 31-day period
income, you must fill out a separate Form 1116 that begins 15 days before the ex-dividend Taxes Withheld on Income or Gain
for that income. You cannot take a credit for date (defined later). (Other Than Dividends)
taxes paid on the income earned in Libya, but

• The dividends are for a period or periodsthat income is taxable in the United States. For income or gain (other than dividends) paid or
totaling more than 366 days on preferred

accrued after November 21, 2004, on property,
stock you held for less than 46 days dur-Figuring the credit when a sanction ends. you cannot claim a foreign tax credit for with-
ing the 91-day period that begins 45 daysTable 1 (below) lists the countries for which holding tax (defined later):
before the ex-dividend date. If the dividendsanctions have been lifted. For any of these
is not for more than 366 days, rule (1) • If you have not held the property for atcountries, you can claim a foreign tax credit for
applies to the preferred stock. least 16 days during the 31-day periodthe taxes paid or accrued to that country on the

that begins 15 days before the date onincome for the period that begins after the end of When figuring how long you held the stock,
which the right to receive the paymentthe sanction period. count the day you sold it, but do not count the
arises, or

day you acquired it or any days on which you
Example. The sanctions against Country X were protected from risk or loss. • To the extent you have to make related

were lifted on July 31. On August 19, you re- payments on positions in substantially
Regardless of how long you held the stock,ceive a distribution from a mutual fund of Coun- similar or related property.

you cannot claim the credit to the extent youtry X income. The fund paid Country X income
have an obligation under a short sale or other- When figuring how long you held the property,tax for you on the distribution. Because the dis-
wise to make payments related to the dividend count the day you sold it, but do not count thetribution was made after the sanction was lifted,
for positions in substantially similar or related day you acquired it or any days on which youyou may include the foreign tax paid on the
property. were protected from risk or loss.distribution to compute your foreign tax credit.

Withholding tax. For this purpose, withhold-Amounts for the nonsanctioned period. If Withholding tax. For this purpose, withhold-
ing tax includes any tax determined on a grossa sanction period ends during your tax year and ing tax includes any tax determined on a gross
basis. It does not include any tax which is in theyou are not able to determine the actual income basis. It does not include any tax which is in the
nature of a prepayment of a tax imposed on aand taxes for the nonsanctioned period, you can nature of a prepayment of a tax imposed on a
net basis.allocate amounts to that period based on the net basis.

number of days in the period that fall in your tax
Ex-dividend date. The ex-dividend date is the Exception for dealers. If you are a dealer inyear. Multiply the income or taxes for the year by
first date following the declaration of a dividend property who actively conducts business in athe following fraction to determine the amounts
on which the purchaser of a stock is not entitled foreign country, you may be able to claim aallocable to the nonsanctioned period.
to receive the next dividend payment. foreign tax credit for qualified taxes withheld on

income or gain from that property regardless of Number of nonsanctioned days in year
Example 1. You bought common stock from how long you held it or whether you have toNumber of days in year

a foreign corporation on November 3. You sold make related payments on position in similar or
the stock on November 19. You received a divi- related property. See section 901(I)(2) of theExample. You are a calendar year filer and
dend on this stock because you owned it on the Internal Revenue Code for more information.received $20,000 of income from Country X in
ex-dividend date of November 5. To claim the2004 on which you paid tax of $4,500. Sanctions
credit, you must have held the stock for at leastagainst Country X were lifted on July 11, 2004.
16 days within the 31-day period that began on Taxes in Connection With theYou are unable to determine how much of the
October 21 (15 days before the ex-dividend Purchase or Sale of Oil or Gasincome or tax is for the nonsanctioned period.
date). Since you held the stock for 16 days, fromBecause your tax year starts on January 1, and

You cannot claim a foreign tax credit for taxesNovember 4 until November 19, you are entitledthe Country X sanction was lifted on July 11,
paid or accrued to a foreign country in connec-to the credit.2004, 173 days of your tax year are in the non-
tion with the purchase or sale of oil or gas ex-sanctioned period. You would compute the in-

Example 2. The facts are the same as in tracted in that country if you do not have ancome for the nonsanctioned period as follows:
Example 1 except that you sold the stock on economic interest in the oil or gas, and the

173 × $20,000 = $9,454 Table 1. Countries Removed From the Sanctioned List366

Sanctioned PeriodYou would figure the tax for the nonsanctioned
period as follows: Country Starting Date Ending Date

173 Afghanistan January 1, 1987 August 4,1994× $4,500 = $2,127366
Angola January 1, 1987 June 18, 1993

To figure your foreign tax credit, you would use
Cambodia January 1, 1987 August 4,1994$9,454 as the income from Country X and

$2,127 as the tax. Iraq February 1, 1991 June 27, 2004

Further information. The rules for figuring Libya January 1,1987 December 9, 2004
the foreign tax credit after a country’s sanction

Vietnam January 1, 1987 July 21, 1995period ends are more fully explained in Revenue
Ruling 92-62, Cumulative Bulletin 1992-2, page
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Determinations of whether the boycott rulepurchase price or sales price is different from the to file an annual information return. If you do not
applies. You may request a determination file the required information return, you mayfair market value of the oil or gas at the time of
from the Internal Revenue Service as to whether have to reduce the foreign taxes that may bepurchase or sale.
a particular operation constitutes participation in used for the foreign tax credit. See Penalty for
or cooperation with an international boycott. The not filing Form 5471 or Form 8865, later.Taxes on Foreign Oil Related
procedures for obtaining a determination fromIncome the Service are outlined in Revenue Procedure U.S. persons controlling foreign corpora-
77-9 in Cumulative Bulletin 1977-1. You can buy tions. If you are a U.S. citizen or resident who

You must reduce foreign taxes paid or accrued
the Cumulative Bulletin from the Government had control of a foreign corporation for an unin-

on foreign oil related income to the extent that Printing Office. Copies are also available in most terrupted period of at least 30 days during the
the tax imposed by the foreign country on such IRS offices and you are welcome to read them annual accounting period of that corporation,
income is considered to be materially greater there. you may have to file an annual information re-
than the tax imposed by that country on income turn on Form 5471, Information Return of U.S.Public inspection. A determination andother than foreign oil related income or foreign Persons With Respect To Certain Foreign Cor-

any related background file is open to publicoil and gas extraction income (discussed later). porations. Under this rule, you generally had
inspection. However, your identity and certainSee Regulations section 1.907(b)-1. The control of a foreign corporation if at any time
other information will remain confidential.amount of tax not allowed as a credit under this during the corporation’s tax year you owned:

rule is allowed as a business expense deduc-
Reporting requirements. You must file a re- • Stock possessing more than 50% of thetion.
port with the IRS if you or any of the following total combined voting power of all classes
persons have operations in or related to a boy- of stock entitled to vote, orTaxes on Foreign Mineral cotting country or with the government, a com-

• More than 50% of the total value of sharesIncome pany, or national of a boycotting country.
of all classes of stock of the foreign corpo-

You must reduce any taxes paid or accrued to a ration.• A foreign corporation in which you own
foreign country or possession on mineral in- 10% or more of the voting power of all

voting stock but only if you own the stockcome from that country or possession if you U.S. persons controlling foreign partner-
of the foreign corporation directly orwere allowed a deduction for percentage deple- ships. If you are a U.S. citizen or resident who
through foreign entities.tion for any part of the mineral income. had control of a foreign partnership at any time

during the partnership’s tax year, you may have• A partnership in which you are a partner.
Taxes From International to file an annual information return on Form• A trust you are treated as owning. 8865, Return of U.S. Persons With Respect toBoycott Operations

Certain Foreign Partnerships. Under this rule,
Form 5713 required. If you have to file a you generally had control of the partnership ifIf you participate in or cooperate with an interna-

report, you must use Form 5713, International you owned more than 50% of the capital ortional boycott during the tax year, your foreign Boycott Report, and attach all supporting sched- profits or interest, or an interest to which 50% oftaxes resulting from boycott activities will reduce ules. the deductions or losses were allocated.the total taxes available for credit. See the in-
You must file the form in duplicate when your You also may have to file Form 8865 if at anystructions for line 12 in the Form 1116 instruc-

tax return is due, including extensions. Send time during the tax year of the partnership, youtions to figure this reduction.
one copy to the Internal Revenue Service owned a 10% or greater interest in the partner-This rule generally does not apply to employ- Center, Philadelphia, PA 19255. Attach the ship while the partnership was controlled byees with wages who are working and living in other copy to your income tax return that you file U.S. persons owning at least a 10% interest.boycotting countries, or to retirees with pensions with your usual Internal Revenue Service See the Instructions for Form 8865 for morewho are living in these countries. Center. Your reports submitted as part of the tax information.
return are confidential.

List of boycotting countries. A list of the
Penalty for not filing Form 5471 or FormPenalty for failure to file. If you willfully failcountries which may require participation in or 8865. Generally, there is a dollar penalty ofto make a report, in addition to other penalties,cooperation with an international boycott is pub- $10,000 for each annual accounting period foryou may be fined $25,000 or imprisoned for nolished by the Department of the Treasury each which you fail to furnish information. Additionalmore than one year, or both.calendar quarter. As of the date this publication penalties apply if the failure continues for more

was printed, the following countries are listed. than 90 days after the day on which notice of theTaxes on Foreign Oil and
failure to furnish the information is mailed.• Bahrain. Gas Extraction Income If you fail to file either Form 5471 or Form• Kuwait. 8865 when due, you may also be required toYou must reduce your foreign taxes by a portion
reduce by 10% all foreign taxes that may be• Lebanon. of any foreign taxes imposed on foreign oil and
used for the foreign tax credit. This 10% reduc-gas extraction income. The amount of the reduc-• Libya. tion shall not exceed the greater of $10,000 ortion is the amount by which your foreign oil and
the income of the foreign corporation or foreign• Oman. gas extraction taxes exceed the amount of your
partnership for the accounting period for whichforeign oil and gas extraction income multiplied• Qatar. the failure occurs. This foreign tax credit penaltyby a fraction equal to your pre-credit U.S. tax
is also reduced by the amount of the dollar• Saudi Arabia. liability (Form 1040, line 43) divided by your
penalty imposed.worldwide income. You may be entitled to carry• Syria.

over to other years taxes reduced under this
• United Arab Emirates. rule. See Internal Revenue Code section 907(f).

• Republic of Yemen. How To Figure theTaxes of U.S. Persons
Controlling ForeignFor information concerning changes to Credit

the list, write to: Corporations and
As already indicated, you can claim a foreign taxPartnerships
credit only for foreign taxes on income, war

Internal Revenue Service If you had control of a foreign corporation or a profits, or excess profits, or taxes in lieu of those
International Section foreign partnership for the annual accounting taxes. In addition, there is a limit on the amount
P.O. Box 920 period of that corporation or partnership that of the credit that you can claim. You figure this
Bensalem, PA 19020–8518 ended with or within your tax year, you may have limit and your credit on Form 1116. Your credit is
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the amount of foreign tax you paid or accrued or, • High withholding tax interest. • Net gain from commodities transactions,
if smaller, the limit. except for hedging and active business• Financial services income.

gains or losses of producers, processors,If you have foreign taxes available for credit
• Shipping income. merchants, or handlers of commodities.but you cannot use them because of the limit,

you may be able to carry them back to the 2 • Certain dividends from a domestic interna- • Amounts you must include as foreign per-
previous tax years and forward to the next 10 tax tional sales corporation (DISC) or former sonal holding company income under sec-
years. See Carryback and Carryover, later. DISC. tion 551(a) or 951(a) of the Internal

Unused foreign taxes arising in tax Revenue Code.• Certain distributions from a foreign sales
years beginning after October 22, 2004 corporation (FSC) or former FSC. • Amounts includible in income under sec-can be carried back 1 year.CAUTION

!
tion 1293 of the Internal Revenue Code• Any lump sum distributions from employer

Also, certain tax treaties have special rules (relating to certain passive foreign invest-benefit plans for which the special averag-
that you must consider when figuring your for- ment companies).ing treatment is used to determine your
eign tax credit. See Tax Treaties, later. tax.

If you receive foreign source distributions from• Section 901(j) income.Exemption from foreign tax credit limit. a mutual fund that elects to pass through to you
You will not be subject to this limit and will be • Income re-sourced by treaty. the foreign tax credit, the income is generally
able to claim the credit without using Form 1116 considered passive. The mutual fund will need• General limitation income. This is all otherif the following requirements are met.

to provide you with a written statement showingincome not included in the above catego-
the amount of foreign taxes it elected to pass• Your only foreign source gross income for ries.
through to you.the tax year is passive income. Passive

income is defined later under Separate In figuring your separate limits, you must com-
Limit Income. However, for purposes of What is not passive income. Passive in-bine the income (and losses) in each category
this rule, high taxed income and export come does not include any of the following.from all foreign sources, and then apply the limit.
financing interest are also passive income.

• Gains or losses from the sale of inventoryPassive income also includes income that I n c o m e  f r o m  c o n t r o l l e d  f o r e i g n
property or property held mainly for sale towould be passive except that it is also corporations. As a U.S. shareholder, certain
customers in the ordinary course of yourdescribed in another income category. income that you receive or accrue from a con-
trade or business.trolled foreign corporation (CFC) is treated as• Your qualified foreign taxes for the tax

separate limit income. You are considered a • Export financing interest.year are not more than $300 ($600 if mar-
U.S. shareholder in a CFC if you own 10% orried filing a joint return). • High-taxed income.more of the total voting power of all classes of

• All of your gross foreign income and the the corporation’s voting stock. • Active business rents and royalties from
foreign taxes are reported to you on a Subpart F inclusions, interest, rents, and roy- unrelated persons.
payee statement (such as a Form alties from a CFC are generally treated as sepa- • Active business rents and royalties from1099-DIV or 1099-INT). rate limit income if they are attributable to the

related persons if they are paid or accruedseparate limit income of the CFC. A dividend• You elect this procedure for the tax year. after September 20, 2004.paid or accrued out of the earnings and profits of
a CFC is treated as separate limit income in the • Any income that is defined in another sep-If you make this election, you cannot carry
same proportion that the part of earnings andback or carry over any unused foreign tax to or arate limit category.
profits attributable to income in the separatefrom this tax year.
category bears to the total earnings and profits Export financing interest. This is interestThis election exempts you only from of the CFC. For more information, see section derived from financing the sale or other disposi-the limit figured on Form 1116 and not 904(d)(3) of the Internal Revenue Code and tion of property for use outside the United Statesfrom the other requirements describedCAUTION

!
section 1.904-5 of the Regulations. if:in this publication. For example, the election

does not exempt you from the requirements • The property is manufactured, produced,Partnership distributive share. In general, a
discussed earlier under What Foreign Taxes partner’s distributive share of partnership in- grown, or extracted in the United States,
Qualify for the Credit. come is treated as separate limit income if it is and

from the separate limit income of the partner- • 50% or less of the value of the property isship. However, if the partner owns less than aLimit on the Credit due to imports into the United States.10% interest in the partnership, the income is
Your foreign tax credit cannot be more than your generally treated as passive income. For more

High-taxed income. This is passive incometotal U.S. tax liability (line 43 Form 1040) multi- information, see section 1.904-5(h) of the Regu-
subject to foreign taxes that are higher than theplied by a fraction. The numerator of the fraction lations.
highest U.S. tax rate that can be imposed on theis your taxable income from sources outside the
income. The high-taxed income and the taxesUnited States. The denominator is your total
imposed on it are moved from the passive in-Passive Incometaxable income from U.S. and foreign sources.
come category into the general limitation incomeTo determine the limit, you must separate

Except as described earlier under Income from category. See section 1.904-4(c) of the Regula-your foreign source income into categories, as
controlled foreign corporations and Partnership tions for more information.discussed under Separate Limit Income. The
distributive share, passive income generally in-limit treats all foreign income and expenses in
cludes the following.each separate category as a single unit and

High Withholding Tax Interestlimits the credit to the U.S. income tax on the • Dividends.
taxable income in that category from all sources High withholding tax interest is interest (except• Interest.outside the United States. export financing interest) that is subject to a

• Rents. foreign or U.S. possession withholding tax or
Separate Limit Income other tax determined on a gross basis of at least• Royalties.

5%. If interest is not high withholding tax interest
You must figure the limit on a separate Form • Annuities. because it is export financing interest, it is usu-1116 for each of the following categories of

ally general limitation income. However, if it is• Net gain from the sale of non-income-pro-income.
received by a financial services entity, it is finan-ducing investment property or property
cial services income.• Passive income. that generates passive income.
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are not definitely related to either category ofFinancial Services Income Income Re-Sourced By Treaty
income.

Financial services income generally is income If a sourcing rule in an applicable income tax You figure the expenses allocable to wages
treaty treats any of the income described belowreceived or accrued by a financial services en- (general limitation income) as follows.
as foreign source, and you elect to apply thetity. This is an entity predominantly engaged in

$80,000 (wages)treaty, the income will be treated as foreignthe active conduct of a banking, financing, insur- × $4,400 = $4,241$83,000 (total income)source.ance, or similar business. If you qualify as a
The net wages are $75,759 ($80,000 − $4,241).financial services entity, financial services in- • Certain gains (section 865(h)).come includes income from the active conduct

You figure the expenses allocable to interestof that business, passive income, high-taxed • Certain income from a U.S.-owned foreign
(passive income) as follows.income, certain incidental income, and export corporation (section 904(g)(10)). See Reg-

ulations section 1.904-5(m)(7) for an ex-financing interest which is subject to a foreign or $3,000 (interest) × $4,400 = $159ample.U.S. possession withholding tax or gross-basis $83,000 (total income)
tax of at least 5%. The net interest is $2,841 ($3,000 − $159).

You must compute a separate foreign tax
Then, to figure the foreign tax on the wages,credit limitation for any such income for which

you multiply the total foreign income tax by theShipping Income you claim benefits under a treaty, using a sepa-
following fraction.rate Form 1116 for each amount of re-sourced

This is income derived from, or in connection income from a treaty country.
with, the use (or hiring or leasing for use) of any $75,759 (net wages) × $3,200 = $3,084$78,600 (total net income)aircraft or vessel in foreign commerce or income
derived from space or ocean activities. It also General Limitation Income
includes income from the sale or other disposi-

You figure the foreign tax on the interestThis is income from sources outside the Unitedtion of these aircraft or vessels. Shipping income
income as follows.States that does not fall into one of the otherthat is also financial services income is treated

separate limit categories. It generally includesas financial services income. $2,841 (net interest) × $3,200 = $116active business income that does not fall into $78,600 (total net income)
one of the other separate categories. It also

DISC Dividends includes wages, salaries, and overseas al-
lowances of an individual as an employee. Foreign Taxes From a

This dividend income generally consists of divi- Partnership or andends from an interest charge domestic interna- Allocation of Foreign Taxes S Corporationtional sales corporation (DISC) or former DISC
that are treated as foreign source income. If you paid or accrued foreign income tax for a If foreign taxes were paid or accrued on your

tax year on income in more than one separate behalf by a partnership or an S corporation, you
limit income category, allocate the tax to the will figure your credit using certain informationFSC Distributions income category to which the tax specifically from the Schedule K-1 you received from the
relates. If the tax is not specifically related to any partnership or S corporation. If you received aThese are:
one category, you must allocate the tax to each 2004 Schedule K-1 from a partnership or an S

• Distributions from a foreign sales corpora- category of income. corporation that includes foreign tax information,
tion (FSC) or former FSC out of earnings see your Form 1116 instructions for how to re-You do this by multiplying the foreign income
and profits attributable to foreign trade in- port that information.tax related to more than one category by a
come, or fraction. The numerator of the fraction is the net

income in a separate category. The denomina- Figuring the Limit• Interest and carrying charges incurred by
tor is the total net foreign income.an FSC or former FSC from a transaction

Before you can determine the limit on yourYou figure net income by deducting from thethat results in foreign trade income.
credit, you must first figure your total taxablegross income in each category and from the total
income from all sources before the deduction forforeign income any expenses, losses, and other

Lump-Sum Distribution personal exemptions. This is the amount showndeductions definitely related to them under the
on line 40 of Form 1040. Then for each categorylaws of the foreign country or U.S. possession. IfIf you receive a foreign source lump-sum distri- of income, you must figure your taxable incomethe expenses, losses, and other deductions arebution (LSD) from a retirement plan, and you from sources outside the United States.not definitely related to a category of incomefigure the tax on it using the special averaging

under foreign law, they are apportioned undertreatment for LSDs, you must make a special
the principles of the foreign law. If the foreign lawcomputation. Follow the Form 1116 instructions Determining Source of Incomedoes not provide for apportionment, use theand complete the worksheet in those instruc-
principles covered in the U.S. Internal Revenue Before you can figure your taxable income intions to determine your foreign tax credit on the
Code. each category from sources outside the UnitedLSD.

States, you must first determine whether your
The special averaging treatment for Example. You paid foreign income taxes of gross income in each category is from U.S.
LSDs is elected by filing Form 4972, $3,200 to Country A on wages of $80,000 and sources or foreign sources. Some of the general
Tax on Lump-Sum Distributions. interest income of $3,000. These were the only

TIP

rules for figuring the source of income are out-
items of income on your foreign return. You also lined in Table 2.
have deductions of $4,400 that, under foreign
law, are not definitely related to either the wages Sales or exchanges of certain personalSection 901(j) Income
or interest income. Your total net income is property. Generally, if personal property is
$78,600 ($83,000–$4,400).This is income earned from activities conducted sold by a U.S. resident, the gain or loss from the

in sanctioned countries. Income derived from Because the foreign tax is not specifically for sale is treated as U.S. source. If personal prop-
each sanctioned country is subject to a separate either item of income, you must allocate the tax erty is sold by a nonresident, the gain or loss is
foreign tax credit limitation. Therefore, you must between the wages and the interest under the treated as foreign source.
use a separate Form 1116 for income earned tax laws of Country A. For purposes of this This rule does not apply to the sale of inven-
from each such country. See Taxes Imposed By example, assume that the laws of Country A do tory, intangible property, or depreciable prop-

this in a manner similar to the U.S. InternalSanctioned Countries (Section 901(j) Income) erty, or property sold through a foreign office or
Revenue Code. First figure the net income inunder Taxes for Which You Can Only Take an fixed place of business. The rules for these
each category by allocating those expenses thatItemized Deduction, earlier. types of property are discussed later.
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U.S. resident. The term “U.S. resident,” for tions were allocable to foreign sources, the gain This rule also applies to losses recognized
this purpose, means a U.S. citizen or resident after January 7, 2002, if the foreign countryis foreign source income. Gain in excess of the
alien who does not have a tax home in a foreign would have imposed a 10% or higher tax had thedepreciation deductions is sourced the same as
country. The term also includes a nonresident sale resulted in a gain. You can choose to applyinventory.
alien who has a tax home in the United States. this rule to losses recognized in tax years begin-If personal property is used predominantly in
Generally, your tax home is the general area of ning after 1986. For details about making thisthe United States, treat the gain from the sale,
your main place of business, employment, or choice, see section 1.865-1(f)(2) of the Regula-up to the amount of the allowable depreciation
post of duty, regardless of where you maintain tions. For stock losses, see section 1.865-2(e) ofdeductions, entirely as U.S. source income.
your family home. Your tax home is the place the Regulations.

If the property is used predominantly outside
where you are permanently or indefinitely en- This rule does not apply to income sourcedthe United States, treat the gain, up to thegaged to work as an employee or self-employed under the rules for inventory property, deprecia-amount of the depreciation deductions, entirelyindividual. If you do not have a regular or main ble personal property, intangible property (whenas foreign source income.place of business because of the nature of your payments in consideration for the sale are con-

A loss recognized after January 7, 2002, iswork, then your tax home is the place where you tingent on the productivity, use, or disposition of
sourced in the same way as the depreciationregularly live. If you do not fit either of these the property), or goodwill.
deductions were sourced. However, if the prop-categories, you are considered an itinerant and
erty was used predominantly outside the Unitedyour tax home is wherever you work.
States, the entire loss reduces foreign source Determining Taxable Income FromNonresident. A nonresident is any person income. You can choose to apply this rule to Sources Outside the United Stateswho is not a U.S. resident. losses recognized in tax years beginning after

U.S. citizens and resident aliens with a for- To figure your taxable income in each category1986. For details about making this choice, see
eign tax home will be treated as nonresidents for from sources outside the United States, you firstsection 1.865-1(f)(2) of the Regulations.
a sale of personal property only if an income tax allocate to specific classes (kinds) of gross in-Depreciation includes amortization and anyof at least 10% of the gain on the sale is paid to a come the expenses, losses, and other deduc-other allowable deduction for a capital expenseforeign country. tions (including the deduction for foreignthat is treated as a deductible expense.This rule also applies to losses recognized housing costs) that are definitely related to that
after January 7, 2002, if the foreign country Sales through foreign office or fixed place income.
would have imposed a 10% or higher tax had the of business. Income earned by U.S. re-
sale resulted in a gain. You can choose to apply sidents from the sale of personal property Definitely related. A deduction is definitely re-
this rule to losses recognized in tax years begin- through an office or other fixed place of business lated to a specific class of gross income if it is
ning after 1986. For details about making this outside the United States is generally treated as incurred either:
choice, see section 1.865-1(f)(2) of the Regula- foreign source if:
tions. For stock losses, see section 1.865-2(e) of • As a result of, or incident to, an activity

• The income from the sale is from the busi-the Regulations. from which that income is derived, or
ness operations located outside the United

Inventory. Income from the sale of inven- • In connection with property from whichStates, and
tory that you purchased is sourced where the that income is derived.

• At least 10% of the income is paid as taxproperty is sold. Generally, this is where title to
to the foreign country.the property passes to the buyer.

Classes of gross income. You must deter-Income from the sale of inventory that you If less than 10% is paid as tax, the income is mine which of the following classes of grossproduced in the United States and sold outside U.S. source. income your deductions are definitely related to.the United States (or vice versa) is sourced
based on an allocation. For information on mak- Table 2. Source of Incomeing the allocation, see section 1.863-3 of the
Regulations. Item of Income Factor Determining Source

Intangibles. Intangibles include patents,
Salaries, wages, other compensation Where services performedcopyrights, trademarks, and goodwill. The gain

from the sale of amortizable or depreciable in- Business income:
tangible property, up to the previously allowable Personal services Where services performed
amortization or depreciation deductions, is Sale of inventory—purchased Where sold
sourced in the same way as the original deduc- Sale of inventory—produced Allocation
tions were sourced. This is the same as the

Interest Residence of payersource rule for gain from the sale of depreciable
property. See Depreciable property, next, for Dividends Whether a U.S. or foreign corporation*
details on how to apply this rule.

Rents Location of propertyGain in excess of the amortization or depre-
ciation deduction is sourced in the country

Royalties:where the property is used if the income from the
Natural resources Location of propertysale is contingent on the productivity, use, or
Patent, copyrights, etc. Where property is useddisposition of that property. If the income is not

contingent on the productivity, use, or disposi- Sale of real property Location of property
tion of the property, the income is sourced ac-

Sale of personal property Seller’s tax home (but see Sales or exchanges ofcording to the seller’s tax home as discussed
certain personal property, later, for exceptions)earlier. Payments for goodwill are sourced in the

country where the goodwill was generated if the Pensions Where services were performed that earned the
payments are not contingent on the productivity, pension
use, or disposition of the property.

Sale of natural resources Allocation based on fair market value of product at
Depreciable property. The gain from the export terminal. For more information, see section

sale of depreciable personal property, up to the 1.863-1(b) of the Regulations.
amount of the previously allowable depreciation,

*Exceptions include:is sourced in the same way as the original de-
a) Dividends paid by a U.S. corporation are foreign source if the corporation elects the Puerto Rico economic activity

ductions were sourced. Thus, to the extent the credit or possessions tax credit.
previous deductions for depreciation were allo- 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 arecable to U.S. source income, the gain is U.S.
declared.source. To the extent the depreciation deduc-
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income exclusion) of $5,000 or less, your inter- are U.S. assets. This $2,000 is interest expense• Compensation for services, including
est expense can be allocated entirely to U.S. allocable to U.S. source income.

wages, salaries, fees, and commissions.
source income. The interest expense for your investments is

• Gross income from business. also $2,000. It is apportioned on the basis ofBusiness interest. Apportion interest in-
investment assets. $800 ($40,000/ $100,000 ×• Gains from dealings in property. curred in a trade or business using the asset
$2,000) of your investment interest is appor-

method based on your business assets.• Interest. tioned to U.S. source income and $1,200
Under the asset method, you apportion the ($60,000 / $100,000 × $2,000) is apportioned to• Rents. interest expense to your separate limit catego- foreign source passive income.

ries based on the value of the assets that pro-• Royalties. Your home mortgage interest expense is
duced the income. You can value assets at fair $12,000. It is apportioned on the basis of all your• Dividends. market value or the tax book value. For more gross income. Your gross income is $60,000,
information about the asset method, see Tem-• Alimony and separate maintenance. $54,000 of which is U.S. source income and
porary Regulations section 1.861-9T(g). $6,000 of which is foreign source passive in-• Annuities.

come. Thus, $1,200 ($6,000 / $60,000 ×Investment interest. Apportion this interest
• Pensions. $12,000) of the home mortgage interest is ap-on the basis of your investment assets.

portioned to foreign source passive income.• Income from life insurance and endow- Passive activity interest. Apportion inter-
ment contracts. est incurred in a passive activity on the basis of State income taxes. State income taxes (and

your passive activity assets. certain taxes measured by taxable income) are• Income from cancelled debts.
definitely related and allocable to the gross in-Partnership interest. General partners and• Your share of partnership gross income. come on which the taxes are imposed. If statelimited partners with partnership interests of
income tax is imposed in part on foreign source• Income in respect of a decedent. 10% or more must classify their distributive
income, the part of your state tax imposed on theshares of partnership interest expense under• Income from an estate or trust. foreign source income is definitely related andthe three categories listed above. They must
allocable to foreign source income.apportion the interest expense according to theExempt income. When you allocate deduc-

rules for those categories by taking into account Foreign income not exempt from state tax.tions that are definitely related to one or more
their distributive share of partnership gross in- If the state does not specifically exempt foreignclasses of gross income, you take exempt in-
come or pro rata share of partnership assets. income from tax, the following rules apply.come into account for the allocation. However,
For special rules that may apply, see sectiondo not take exempt income into account to ap- • If the total income taxed by the state is1.861-9T(e) of the Regulations.portion deductions that are not definitely related greater than the amount of U.S. source

to a separate limit category. Home mortgage interest. This is your de- income for federal tax purposes, then the
ductible home mortgage interest from Schedule state tax is allocable to both U.S. sourceInterest expense and state income taxes.
A (Form 1040). Apportion it under a gross in- and foreign source income.You must allocate and apportion your interest
come method, taking into account all incomeexpense and state income taxes under the spe- • If the total income taxed by the state is(including business, passive activity, and invest-cial rules discussed later under Interest expense less than or equal to the U.S. source in-ment income), but excluding income that is ex-and State income taxes. come for federal tax purposes, none of theempt under the foreign earned income

Class of gross income that includes more state tax is allocable to foreign source in-exclusion. The gross income method is based
than one separate limit category. If the class come.on a comparison of the gross income in a sepa-
of gross income to which a deduction definitely rate limit category with total gross income.
relates includes either: Foreign income exempt from state tax. IfThe Instructions for Form 1116 have a work-

state law specifically exempts foreign income• More than one separate limit category, or sheet for apportioning your deductible home
from tax, the state taxes are allocable to the U.S.mortgage interest expense.• At least one separate limit category and source income.

For this purpose, however, any qualified resi-U.S. source income,
Example. Your total income for federal taxdence that is rented is considered a business

you must apportion the definitely related deduc- purposes, before deducting state tax, isasset for the period in which it is rented. You
tions within that class of gross income. $100,000. Of this amount, $25,000 is foreigntherefore apportion this interest under the rules

source income and $75,000 is U.S. source in-for passive activity or business interest.To apportion, you can use any method that
come. Your total income for state tax purposesreflects a reasonable relationship between the
is $90,000, on which you pay state income tax ofExample. You are operating a business asdeduction and the income in each separate limit
$6,000. The state does not specifically exempta sole proprietorship. Your business generatescategory. One acceptable method for many indi-
foreign source income from tax. The total stateonly U.S. source income. Your investment port-viduals is based on a comparison of the gross
income of $90,000 is greater than the U.S.folio consists of several less-than-10% stockincome in a class of income to the gross income
source income for federal tax purposes. There-investments. You have stocks with an adjustedin a separate limit income category.
fore, the $6,000 is definitely related and alloca-basis of $100,000. Some of your stocks (with anUse the following formula to figure the
ble to both U.S. and foreign source income.adjusted basis of $40,000) generate U.S. sourceamount of the definitely related deduction appor-

Assuming that $15,000 ($90,000 − $75,000)income. Your other stocks (with an adjustedtioned to the income in the separate limit cate-
is the foreign source income taxed by the state,basis of $60,000) generate foreign passive in-gory:
$1,000 of state income tax is apportioned tocome. You own your main home, which is sub-
foreign source income, figured as follows:ject to a mortgage of $120,000. Interest on thisGross income in separate limit category × deductionTotal gross income in the class loan is home mortgage interest. You also have a

$15,000bank loan in the amount of $40,000. The pro- × $6,000 = $1,000Do not take exempt income into account when $90,000ceeds from the bank loan were divided equallyyou apportion the deduction. However, income
between your business and your investmentexcluded under the foreign earned income or
portfolio. Your gross income from your business Deductions not definitely related. You mustforeign housing exclusion is not considered ex-
is $50,000. Your investment portfolio generated apportion to your foreign income in each sepa-empt. You must, therefore, apportion deduc-
$4,000 in U.S. source income and $6,000 in rate limit category a fraction of your other deduc-tions to that income.
foreign source passive income. All of your debts tions that are not definitely related to a specific
bear interest at the annual rate of 10%.Interest expense. Generally, you apportion class of gross income. If you itemize, these

your interest expense on the basis of your as- The interest expense for your business is deductions are medical expenses, general sales
sets. However, certain special rules apply. If you $2,000. It is apportioned on the basis of the taxes, and real estate taxes for your home. They
have gross foreign source income (including in- business assets. All of your business assets also include charitable contributions you made
come that is excluded under the foreign earned generate U.S. source income; therefore, they before July 28, 2004, unless you elect not to
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iii $146,750 if single, orapportion any of them to foreign income as ex- those qualified dividends before you take them
iv $162,700 if head of household.plained in the instructions for line 3a in the Form into account on line 1 or line 17 of Form 1116.

ii Line 23 of Schedule D (Form 1041)1116 instructions. If you do not itemize, this is See Foreign Qualified Dividends and Capital
or line 17 of the Schedule D Taxyour standard deduction. You should also ap- Gains (Losses) in the Form 1116 instructions to
Worksheet in the Form 1041portion any other deductions that are not defi- determine the adjustments you may be required
instructions is less than or equal tonitely related to a specific class of income, to make before taking foreign qualified dividends
$7,000.including deductions shown on Form 1040, lines into account on line 1 of Form 1116. See the

Note: Your foreign source net capital gain23-34a. instructions for Line 17 in the Form 1116 instruc-
is the excess of your net long-term capitalThe numerator of the fraction is your gross tions to determine the adjustments you may be gain from foreign sources over your netforeign income in the separate limit category, required to make before taking U.S. or foreign short-term capital loss (if any) from foreign

and the denominator is your total gross income qualified dividends into account on line 17 of sources. Ignore any long-term capital
from all sources. For this purpose, gross income Form 1116. gains you elected to include on Form
includes income that is excluded under the for- 4952, line 4g, in determining your foreign
eign earned income provisions but does not source net capital gain. Ignore anyCapital Gains and Losses
include any other exempt income. qualified dividends you elected to include

on Form 4952, line 4g, in determining theIf you have capital gains (including any capitalItemized deduction limit. For 2004, you may
amount of your foreign source qualifiedgain distributions) or capital losses, you mayhave to reduce your itemized deductions on
dividends.have to make certain adjustments to those gainsSchedule A (Form 1040) if your adjusted gross 3) You did not complete the Unrecapturedor losses before taking them into account on lineincome is more than $142,700 ($71,350 if mar- Section 1250 Gain Worksheet in the1 (gains), line 5 (losses), or line 17 (taxableried filing separately). This reduction does not instructions for Schedule D and you didincome before subtracting exemptions) of Formapply to medical and dental expenses, casualty not complete the 28% Rate Gain1116.and theft losses (other than losses of employee Worksheet in the instructions for Schedule

property), gambling losses, and investment in- D.Lines 1 and 5. If you have foreign sourceterest.
capital gains or losses, you may be required to If you choose not to use the instructions in thisYou figure the reduction by using the Item-
make certain adjustments to those foreign publication or in the instructions to Form 1116,ized Deductions Worksheet in the instructions
source capital gains or losses before you take see section 904(b)(2) of the Internal Revenuefor Schedule A (Form 1040). Line 3 of the work-
them into account on line 1 or line 5 of Form Code to determine the adjustments you mustsheet shows the total itemized deductions sub-
1116. You may use the instructions in this publi- make.ject to the reduction. Line 9 shows the amount of
cation under Adjustments to Foreign Sourcethe reduction. If you choose to use the instructions in this
Capital Gains and Losses to determine the ad-To determine your taxable income from publication, see Adjustments to Foreign Source
justments you must make. Use the instructionssources outside the United States, you must first Capital Gains and Losses below to determine
under Foreign Qualified Dividends and Capitaldivide the reduction (line 9 of the worksheet) by the adjustments you must make.
Gains (Losses) in the instructions for Form 1116the itemized deductions subject to the reduction
instead of the instructions in this publication if Line 17 (Form 1116). If you have U.S. or for-(line 3 of the worksheet). This is your reduction
(1), (2), or (3) applies to you. eign source capital gains, you may be requiredpercentage (expressed as a decimal rounded to

to adjust the amount you enter on line 17 ofat least four places). Then, multiply each item- 1) You do not file a Schedule D (Form 1040)
Form 1116. Use the instructions for line 17 in theized deduction subject to the reduction by your or Schedule D (Form 1041) with your tax
Instructions for Form 1116 to determine whetherreduction percentage. Subtract the result from return.
you are required to make an adjustment and tothe itemized deduction to determine the amount 2) You have foreign source capital gains or
determine the amount of the adjustment.you can allocate to income from sources outside losses in less than 3 separate categories

the United States. and one of the following applies to you.
a. You figured your tax using the Qualified

Adjustments to Foreign SourceExample. You are single and have an ad- Dividends and Capital Gains Tax
justed gross income of $150,000. This is the Capital Gains and LossesWorksheet in the instructions for Form
amount on line 5 of the worksheet. Your item- 1040 and either line 3 or line 7 of that

You may have to make the following adjust-ized deductions subject to the reduction total worksheet is zero or line 17 of that
ments to your foreign source capital gains andworksheet is equal to or greater than$20,000. This is the amount on line 3 of the
losses.line 18.worksheet. Reduce your adjusted gross income

b. You figured your tax using Schedule D(line 5) by $142,700. Enter the result ($7,300) on • U.S. capital loss adjustment.(Form 1041) and (1) line 23 is zero, (2)line 7. The amount on line 8 is $219 ($7,300 ×
line 15 is zero or a loss, or (3) line 33 is • Capital gain rate differential adjustment.3%). This amount is also entered on line 9.
equal to or greater than line 34.You have a charitable contribution deduction Before you make these adjustments, you mustc. You figured your tax using theof $12,000 shown on Schedule A (Form 1040) reduce your net capital gain by the amount ofSchedule D Tax Worksheet in thethat is subject to the reduction. You made all of any gain you elected to include in investmentinstructions for Schedule D (Formthem before July 28, 2004, and you did not make income on line 4g of Form 4952, Investment1040) or in the instructions for Formthe election discussed earlier under Deductions Interest Expense Deduction. Your net capital1041 and (1) line 17 is zero, (2) line 9 is

not definitely related. Your reduction percentage zero or a loss, or (3) line 35 is equal to gain is the excess of your net long-term capital
is 1.095% (219 ÷ $20,000). You must reduce or greater than line 36. gain for the year over any net short-term capital
your $12,000 deduction by $131 (1.095% × d. The amount of your foreign source net loss for the year.
$12,000). The reduced deduction, $11,869 capital gain, plus the amount of your
($12,000 − $131), is used to determine your foreign source qualified dividends, is U.S. capital loss adjustment. You must ad-
taxable income from sources outside the United less than $20,000 and one of the just the amount of your foreign source capital
States. following applies to you. gains to the extent that your foreign source capi-

i Line 7 of the Qualified Dividends tal gain exceeds the amount of your worldwideTreatment of personal exemptions. Do not
and Capital Gain Tax Worksheet in capital gain (the “U.S. capital loss adjustment”).take the deduction for personal exemptions, in- the instructions for Form 1040 or

cluding exemptions for dependents, in figuring Your “foreign source capital gain” is theLine 17 of the Schedule D Tax
taxable income from sources outside the United amount of your foreign source capital gains inWorksheet in the instructions for
States. excess of your foreign source capital losses. IfSchedule D (Form 1040) is less than

your foreign source capital gains do not exceedor equal to:
your foreign source capital losses, you do noti $178,650 if married filing jointlyQualified Dividends
have a foreign source capital gain and you door qualifying widow(er),

If you have any qualified dividends, you may be not need to make the U.S. capital loss adjust-ii $89,325 if married filing
separately,required to make adjustments to the amount of ment. See Capital gain rate differential adjust-
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ment later for adjustments you must make to one rate group, you must further apportion the Dennis’ net capital gain in the general limitation
your foreign source capital gains or losses. U.S. capital loss adjustment among the rate category is $400.

groups in that separate category (separate cate- ($700 - $300)Your “worldwide capital gain” is the amount
Dennis apportions $200 to the generalgory rate groups) that have a net capital gain.of your worldwide (U.S. and foreign) capital
limitation category.gains in excess of your worldwide (U.S. and The rate groups are the 28% rate group, the ($300 × $400/$600)foreign) capital losses. If your worldwide capital 25% rate group, the 15% rate group, and the

losses equal or exceed your worldwide capital short-term rate group. The 28% rate group, the
Dennis has net capital gain in more than onegains, your “worldwide capital gain” is zero. 25% rate group, and the 15% rate group are rate group in the passive category. Therefore,Your U.S. capital loss adjustment is the “long term” rate groups. Table 3 explains the the $100 apportioned to the passive categoryamount of your foreign source capital gain in rate groups. must be further apportioned between theexcess of your worldwide capital gain. (If the

You must apportion the U.S. capital loss ad- short-term rate group and the 28% rate groupamount of your foreign source capital gain does
based on the amount of net capital gain in eachjustment pro rata based on the amount of netnot exceed the amount of your worldwide capital
rate group.capital gain in each separate category rategain, you do not have a U.S. capital loss adjust-

group. Your net capital gain in a separate cate-ment.) See Capital gain rate differential adjust- Dennis apportions $33.33 to the short-term rate
gory rate group is the amount of your foreign group.ment later for adjustments you must make to

($100 × $100/$300)your foreign source capital gains or losses. If source capital gains in that separate category in
you have a U.S. capital loss adjustment, you the rate group in excess of your foreign source

Dennis apportions $66.67 to the $28% ratemust reduce your foreign source capital gains by capital losses in that separate category in the group.the amount of the U.S. capital loss adjustment. rate group. If your foreign source capital losses ($100 × $200/$300)
To make this adjustment, you must allocate the exceed your foreign source capital gains, you
total amount of the U.S. capital loss adjustment have a net capital loss in the separate category After the U.S. capital loss adjustment, Den-
among your foreign source capital gains using nis has $100 of foreign source 15% capital lossrate group.
the following steps. in the passive category, $66.67 of foreign

Example 2.  Dennis has a $300 U.S. source source short-term capital gain in the passiveStep 1. You must apportion the U.S. capital
category, $133.33 of foreign source 28% gain inlong-term capital loss. Dennis also has foreignloss adjustment among your separate catego-
the passive category, and $200 of foreignsource capital gains and losses in the followingries that have a net capital gain. A separate
source 15% capital gain in the general limitationcategory has a net capital gain if the amount of categories.
category, as shown in the following table.foreign source capital gains in the separate cat-

Incomeegory exceeds the amount of foreign source
Incomecategory 28% rate 15% rate short-termcapital losses in the separate category. You

category 28% rate 15% rate short-termmust apportion the U.S. capital loss adjustment Passive $200 ($100) $100
pro rata based on the amount of net capital gain Passive $200.00 $100.00

General $700in each separate category. -66.67 ($100) –33.33
limitation ($300) $133.33 $66.67

Example 1. Alfie has a $300 foreign source  He figures his U.S. capital loss adjustment General $700.00
capital gain in the passive category, a $1,000 limitation (300.00)as follows.
foreign source capital gain in the general limita- -200.00
tion category, a $400 foreign source capital loss $200.00Dennis’ foreign source capital gain is $600.
in the general limitation category, and a $150 (($200 + $700 + $100) − ($100 + $300))
U.S. source capital loss. He figures his net gains Dennis’ worldwide capital gain is $300.
and U.S. capital loss adjustment as follows. Capital gain rate differential adjustment.(($200 + $700 + $100) − ($100 + $300 +

$300) After you have made your U.S. capital loss ad-Foreign source capital gain = $900
justment, you must make additional adjustmentsDennis’ U.S. capital loss adjustment is $300.(($1,000 + $300) − $400)

($600 − $300) (capital gain rate differential adjustments) to
Worldwide capital gain = $750 your foreign source capital gains and losses.(($1,000 + $300) − ($400 + $150))

You must make adjustments to each sepa-Dennis must apportion his $300 U.S. capital
U.S. capital loss adjustment = $150 rate category rate group that has a net capitalloss adjustment between the passive category($900 − $750)

gain or loss. See Step 2 under U.S. capital lossand the general limitation category based on the
adjustment, earlier, for instructions on how toamount of net capital gain in each separate

Alfie must then apportion the U.S. capital loss category. determine whether you have a net capital gain or
adjustment ($150) between the passive cate- loss in a separate category rate group.Dennis’ net capital gain in the passive categorygory and the general limitation category based

is $200. How to make the adjustment. How youon the amount of net capital gain in each sepa- (($100 + $200) - $100) make the capital gain rate differential adjust-rate category. Dennis apportions $100 to the passive
ment depends on whether you have a net capitalcategory.$50 apportioned to passive category
gain or net capital loss in a separate category($300 × $200/$600)($150 × $300/$900)
rate group.

Alfie reduces his $300 net capital gain in the Table 3. Rate Groups
passive category by $50 and includes the result-
ing $250 on line 1 of the Form 1116 for the A capital gain or loss is in the... IF...
passive category.

28% rate group it is included on the 28% Rate Gain
Worksheet in the instructions for Schedule$100 apportioned to general limitation category
D.($150 × $600/$900)

25% rate group it is included on line 1 through line 13 of theAlfie reduces his $600 of net capital gain in the
Unrecaptured Section 1250 Gain Worksheetgeneral limitation category by $100 and includes
in the instructions for Schedule D.the resulting $500 on line 1 of the Form 1116 for

the general limitation category. 15% rate group it is a long-term capital gain or loss and is
not in the 28% or 25% rate group.Step 2. If you apportioned any amount of

the total U.S. capital loss adjustment to a sepa- Short-term rate group it is a short-term capital gain or loss.
rate category with a net capital gain in more than
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Net capital gain in a separate category rate capital gain is included on line 1 without adjust- Dennis’ net long-term capital loss from U.S.
group. If you have a net capital gain in a sepa- ment. sources is $300. His U.S. long-term loss adjust-
rate category rate group, you must do the follow- ment amount is $33.33 ($300 − $266.67). Den- Mary allocates $50 ($150 x $150/$450) to

nis must allocate this amount between theing. the 15% rate group in the passive category.
$133.33 of net capital gain remaining in the 28%Therefore, only $100 ($150 - $50) of her $150

1. First determine the amount of your net rate group in the passive category and the $20015% capital gain must be adjusted before it is
capital gain in each separate category rate of net capital gain remaining in the 15% rateincluded on line 1. The remaining $50 of 15%
group that must be adjusted. group in the general limitation category.capital gain is included on line 1 without adjust-

Dennis allocates $13.33 ($33.33 × $133.33 ÷ment.2. Then make the capital gain rate differential
$333.33) of the U.S. long-term loss adjustmentadjustment. See Capital gain rate differen- Capital gain rate differential adjustment
to the 28% rate group in the passive category.tial adjustment for net capital gains, later. for net capital gains.  Adjust your net capital
Therefore, Dennis must adjust $120 ($133.33 −gain (or the applicable portion of your net capital
$13.33) of the $133.33 net capital gain remain-How to determine the amount of net capital gain) in each separate category long-term rate
ing in the 28% rate group in the passive cate-gain that must be adjusted. You must adjust group as follows.
gory. Dennis includes $109.33 (($120 × 0.8) +the net capital gain in each separate category
13.33 of 28% capital gain and $66.67 of• For each separate category that has a netlong-term rate group that remains after the U.S.
short-term capital gain on line 1 of Form 1116 forcapital gain in the 15% rate group, multiplycapital loss adjustment. You must adjust the
the passive category.the applicable amount of the net capitalentire amount of that remaining net capital gain if

gain by 0.4286. Dennis allocates $20 ($33.33 × $200 ÷you do not have a net long-term capital loss from
$333.33) to the 15% rate group in the generalU.S. sources or you do not have any short-term • For each separate category that has a net
limitation category. Therefore, Dennis must ad-capital gains. If you have a net long-term capital capital gain in the 25% rate group, multiply
just $180 ($200 − $20) of the $200 net capitalloss from U.S. sources and you have any the applicable amount of the net capital
gain remaining in the 15% rate group in theshort-term capital gains, you only need to adjust gain by 0.7143.
general limitation category. Dennis includesa portion of the remaining net capital gain in • For each separate category that has a net $97.15 (($180 × 0.4286) + $20) of 15% capitaleach separate category long-term rate group. In

capital gain in the 28% rate group, multiply gain on line 1 of Form 1116 for the generalthat case, the portion you must adjust is limited
the applicable amount of the foreign limitation category.to the portion of the remaining net capital gain in
source net capital gain by 0.8.the separate category long-term rate group in Net capital loss in a separate category rate

excess of the U.S. long term loss adjustment Add each result to any net capital gain in the group. If you have a net capital loss in a sepa-
same long-term separate category rate group rate category rate group, you must do the follow-amount (if any) allocated to that separate cate-
that you were not required to adjust and include ing.gory long-term rate group. You have a net
the combined amounts on line 1 of the applica-long-term capital loss from U.S. sources if your

1. First determine the rate group of the capi-ble Form 1116.long-term capital losses from U.S. sources ex-
tal gain offset by that net capital loss. Seeceed your long-term capital gains from U.S. No adjustment is required if you have a net How to determine the rate group of thesources. capital gain in a short-term rate group. Include capital gain offset by the net capital loss,The U.S. long-term loss adjustment amount the amount of net capital gain in any short-term next.is the excess of your net long-term capital loss rate group on line 1 of the applicable Form 1116

from U.S. sources over the amount by which you 2. Then make the capital gain rate differentialwithout adjustment.
reduced your long-term capital gains from for- adjustment. See Capital gain rate differen-
eign sources under U.S. capital loss adjustment tial adjustment for net capital loss, later.Example 4. Beth has $200 of capital gains
above. If only one separate category long-term in the 28% rate group in the general limitation

How to determine the rate group of therate group has a net capital gain after the U.S. category and no other items of capital gain or
capital gain offset by the net capital loss.capital loss adjustment, your U.S. long-term loss loss. Beth must adjust the capital gain before
Use the following ordering rules to determine theshe includes it on line 1 as follows.adjustment amount is allocated to that separate
rate group of the capital gain offset by the netcategory long-term rate group. If more than one
capital loss.$200 × 0.8 = $160separate category long-term rate group has a

Determinations under the following orderingnet capital gain after the U.S. capital loss adjust-
Beth includes $160 of capital gain on line 1 of rules are made after you have taken into ac-ment, you must allocate the U.S. long-term loss
Form 1116 for the general limitation category. count any U.S. capital loss adjustment. How-adjustment amount among the separate cate-

ever, determinations under the followinggory long-term rate groups pro rata based on the
Example 5. The facts are the same as Ex- ordering rules do not take into account any capi-amount of the remaining net capital gain in each

ample 3. Mary includes the following amounts tal gain rate differential adjustments that youseparate category long-term rate group.
on line 1 of Form 1116 for the passive category. made to any net capital gain in a separate cate-

gory rate group.Example 3. Mary has a $200 15% capital
Mary includes $260 of the 28% capital gainloss from U.S. sources, a $50 15% capital gain Step 1. Net capital losses from each sepa-($200 × 0.8) + $100

from U.S. sources, and a $200 short-term capi- rate category rate group are netted against net
tal gain from U.S. sources. Mary also has a $300 capital gains in the same rate group in otherMary includes $92.86 of the 15% capital gain
28% capital gain and a $150 15% capital gain separate categories.($100 × 0.4286) + $50
from the passive category.

Step 2. U.S. source capital losses are net-Mary does not have a U.S. capital loss ad-
Example 6. The facts are the same as Ex- ted against U.S. source capital gains in thejustment because her foreign source capital

ample 2. After making the U.S. capital loss ad- same rate group.gain ($450) does not exceed her worldwide cap-
justment, Dennis has the following:ital gain ($500). Step 3. Net capital losses from each sepa-

rate category rate group in excess of the amountMary’s net long-term capital loss from U.S. Income
netted against foreign source net capital gains insources is $150 ($200-$50). Her U.S. long-term category 28% rate 15% rate short-term
Step 1 are netted against your remaining foreignloss adjustment amount is $150 ($150 - $0).

Passive $133.33 ($100) $66.67 source net capital gains and your U.S. sourceMary allocates the $150 between the 28% rate
net capital gains as follows.group and the 15% rate group as follows. General

limitation $200 Mary allocates $100 ($150 x $300/$450) to
1. First, against U.S. source net capital gainsthe 28% rate group in the passive category.

in the same rate group, andTherefore, $200 ($300 - $100) of her $300 28% Dennis now determines the amount of the re-
capital gain must be adjusted before it is in- maining net capital gain in each separate cate- 2. Next, against net capital gains in other rate
cluded on line 1. The remaining $100 of 28% gory long-term rate group that must be adjusted. groups (without regard to whether such net
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($100 × 0.4286)capital gains are U.S. or foreign source net gory, and you have income in one or more of the
capital gains) as follows. other separate categories, you must first reduce

Example 8. Dawn has a $20 net capital loss the income in these other categories by the loss
a. A foreign source net capital loss in the in the 15% rate group in the passive category, a before reducing income from U.S. sources.

short-term rate group is first netted $40 net capital loss in the 15% rate group in the
against any net capital gain in the 28% general limitation category, a $50 U.S. source Note. The amount of your taxable income
rate group, then against any net capital net capital gain in the 15% rate group, and a $50 (or loss) in a separate category is determined
gain in the 25% rate group, and finally net capital gain in the 28% rate group in the after any adjustments you make to your foreign
against any net capital gain in the 15% passive category, as shown in the following ta- source qualified dividends or your foreign
rate group. ble. source capital gains (losses). See Qualified Divi-

dends and Adjustments to Foreign Source Capi-b. A foreign source net capital loss in the Income tal Gains and Losses earlier under Capital Gains28% rate group is netted first against category 28% rate 15% rate and Losses.any net capital gain in the 25% rate
Foreigngroup, and then against any net capital

Example. You have $10,000 of income inPassive $50 ($20)gain in the 15% rate group.
the passive income category and incur a loss of

Foreignc. A foreign source net capital loss in the $5,000 in the general limitation income cate-
General15% rate group is netted first against gory. You must use the $5,000 loss to offsetLimitation ($40)any net capital gain in the 28% rate $5,000 of the income in the passive category.

group, and then against any net capital U.S. Source $50
gain in the 25% rate group. How to allocate. You must allocate foreign

losses among the separate limit income catego-Of the total $60 of foreign source net capital
The net capital losses in any separate category ries in the same proportion as each category’slosses in the 15% rate group, $50 is treated as
rate group are treated as coming pro rata from income bears to total foreign income.offsetting the $50 U.S. source net capital gain in
each separate category that contains a net the 15% rate group. (See Step 3(1).)
capital loss in that rate group to the extent Example. You have a $2,000 loss in the

$16.67 of the $50 is treated as coming from thenetted against: general limitation income category, $3,000 of
passive category.

passive income, and $2,000 in distributions from($50 × $20/60)• Net capital gains in any other separate
a FSC. You must allocate the $2,000 loss to the$33.33 of the $50 is treated as coming from thecategory under Step 1,
income in the other separate categories. 60%general limitation category.

• Any U.S. source net capital gain under ($3,000/$5,000) of the $2,000 loss (or $1,200)($50 × $40/$60)
Step 3(1), or reduces passive income and 40% ($2,000/

The remaining $10 of foreign source net capital $5,000) or $800 reduces FSC distributions.• Net capital gains in any other rate group losses in the 15% rate group are treated as
under Step 3(2). Loss more than foreign income. If youoffsetting net capital gain in the 28% rate group.

have a loss remaining after reducing the income(See Step 3(2)(c).)
Capital gain rate differential adjustment in other separate limit categories, use the re-

$3.33 is treated as coming from the passivefor net capital loss. After you have deter- maining loss to reduce U.S. source income. Forcategory.mined the rate group of the capital gain offset by this purpose, the amount of your U.S. source($10 × $20/60)
the net capital loss, you make the capital gain income is your taxable income from U.S.$6.67 is treated as coming from the general
rate differential adjustment by doing the follow- sources increased by the amount of capitallimitation category.
ing. ($10 × $40/$60) losses from U.S. sources that reduced foreign

source capital gains as part of a U.S. capital loss• To the extent a net capital loss in a sepa- Dawn includes $9.80 of the capital loss in the adjustment. See U.S. capital loss adjustment
rate category rate group offsets capital amount she enters on line 5 of Form 1116 for the earlier under Adjustments to Foreign Source
gain in the 15% rate group, multiply the passive category. Capital Gains and Losses. When you use a
capital loss by 0.4286. This is $7.14 foreign loss to offset U.S. source income, you

($16.67 × 0.4286) must recapture the loss as explained later under• To the extent that a net capital loss in a
plus $2.66. Recapture of Foreign Losses.separate category rate group offsets capi-

($3.33 ×0.8)tal gain in the 25% rate group, multiply
Recharacterization of subsequent income inthat amount of the net capital loss by Dawn includes $19.63 of capital loss in the
a loss category. If you use a loss in one0.7143. amount she enters on line 5 of Form 1116 for the
separate limit category (category A) to reducegeneral limitation category.• To the extent that a net capital loss in a the amount of income in another category or

This is $14.29separate category rate group offsets capi- categories (category B and/or category C) and,
($33.33 × 0.4286)tal gain in the 28% rate group, multiply in a later year you have income in category A,plus $5.34.that amount of the capital loss by 0.8. you must, in that later year, recharacterize some($6.67 × 0.8)

or all of the income from category A as incomeInclude the results on line 5 of the applicable
Dawn also includes $40.00 ($50 × 0.8) of capital from category B and/or category C.Form 1116.
gain in the amount she enters on line 1 of Form

Do not recharacterize the tax.No adjustment is required to the extent a net 1116 for the passive category.
capital loss offsets short-term capital gains.
Thus, a net capital loss is included on line 5 of CAUTION

!
Allocation of

the applicable Form 1116 without adjustment to
Foreign and U.S. Lossesthe extent the net capital loss offsets net capital

gain in the short-term rate group.
You must allocate foreign losses for any taxable

Example. The facts are the same as in theyear and U.S. losses for any taxable year (to theExample 7. The facts are the same as Ex- previous example. However, in the next yearextent such losses do not exceed the separateample 2. Dennis has a $100 foreign source 15% you have $4,000 of passive income, $1,000 inlimitation incomes for such year) among in-capital loss in the passive category. FSC distributions, and $5,000 of general limita-comes on a proportionate basis.
This loss is netted against the $200 foreign tion income. Since $1,200 of the general limita-

source 15% capital gain in the general limitation tion loss was used to reduce your passive
category according to Step 1. income in the previous year, $1,200 of the cur-Foreign Losses

rent year’s general limitation income of $5,000Dennis includes $42.86 of the capital loss on
must be recharacterized as passive income.line 5 of the Form 1116 for the general limitation If you have a foreign loss when figuring your
This makes the current year’s total passive in-category. taxable income in a separate limit income cate-
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come $5,200 ($4,000 + $1,200). Similarly, $800 Sources Outside the United States. But see Example. During 2003 and 2004, you were
Losses not considered, later, for exceptions.of the general limitation income must be single and a 20% general partner in a partner-

recharacterized as FSC distributions, making ship that derived its income from Country X. You
Example. You are single and have grossthe current year’s total of FSC distributions also received dividend income from U.S.

dividend income of $10,000 from U.S. sources.$1,800 ($1,000 + $800). The total income in the sources during those years.
You also have a greater-than-10% interest in ageneral limitation category is $3,000 ($5,000 − For 2003, the partnership had a loss and
foreign partnership in which you materially par-$1,200 − $800). your share was $20,000, consisting of $100,000
ticipate. The partnership has a loss for the year, gross income less $120,000 expenses. Your net
and your distributive share of the loss is loss from the partnership was $4,000, after de-
$15,000. Your share of the partnership’s grossU.S. Losses ducting the foreign earned income exclusion
income is $100,000, and your share of its ex-

and definitely related allowable expenses. ThisAllocate any net loss from sources in the United penses is $115,000. Your only foreign source
loss is related to income in the general limitationStates among the different categories of foreign income is your share of partnership income
category. Your U.S. dividend income wasincome after: which is in the general limitation income cate-
$20,000. Your itemized deductions totaledgory. You are a bona fide resident of a foreign
$5,000 and were not definitely related to any1. Allocating all foreign losses as described country and you elect to exclude your foreign
item of income. In figuring your taxable incomeearlier, earned income. You exclude the maximum
for 2003, you deducted your share of the part-$80,000. You also have itemized deductions of2. Recapturing any prior year overall foreign nership loss from Country X from your U.S.$6,100 that are not definitely related to any itemloss as described below, and source income.of income.

3. Recharacterizing foreign source income as During 2004, the partnership had net incomeIn figuring your overall foreign loss in the
described above. from Country X. Your share of the net incomegeneral limitation category for the year, you

was $40,000, consisting of $100,000 gross in-must allocate a ratable part of the $6,100 inThe amount of your net loss from sources in
come less $60,000 expenses. Your net incomeitemized deductions to the foreign source in-the United States is equal to the excess of (1)

come. You figure the ratable part of the $6,100 from the partnership was $8,000, after deduct-your foreign source taxable income in all of your
that is for foreign source income, based on gross ing the foreign earned income exclusion and theseparate categories in the aggregate, after tak-
income, as follows: definitely related allowable expenses.  This ising into account any adjustments under Quali-

income in the general limitation category. Youfied Dividends and Adjustments to Foreign $100,000 (Foreign gross income) × $6,100 = $5,545 also received dividend income of $20,000 from$110,000 (Total gross income)Source Capital Gains and Losses over (2) the
U.S. sources. Your itemized deductions wereamount of taxable income you enter on Form
$6,000, which are not definitely related to anyTherefore, your overall foreign loss for the1116, line 17.
item of income. You paid income taxes of $4,000year is $8,545, figured as follows:
to Country X on your share of the partnership

Foreign gross income . . . . . . . . . . . $100,000 income.Recapture of Foreign Losses Less:
When figuring your foreign tax credit for Foreign earned income

If you have only losses in your separate limit 2004, you must find the foreign source taxableexclusion . . . . . . . . . . $80,000
categories, or if you have a loss remaining after Allowable definitely related income that you must treat as U.S. source in-

expenses ($20,000/allocating your foreign losses to other separate come because of the foreign loss recapture pro-
$100,000 × $115,000) . . 23,000categories, you have an overall foreign loss. If visions.Ratable part of itemized

you use this loss to offset U.S. source income You figure the foreign taxable income thatdeductions . . . . . . . . . 5,545 108,545
(resulting in a reduction of your U.S. tax liability), Overall foreign loss . . . . . . . . . . . . $ 8,545 you must recapture as follows:
you must recapture your loss in each suc-

A. Determination of 2003 Overall Foreign Lossceeding year in which you have taxable income Losses not considered. You do not con-
from foreign sources in the same separate limit sider the following in figuring an overall foreign 1) Partnership loss from Country X . . . . . $4,000
category. You must recapture the overall loss loss in a given year.

2) Add: Part of itemized deductions
regardless of whether you chose to claim the allocable to gross income from• Net operating loss deduction.foreign tax credit for the loss year. Country X

• Foreign expropriation loss not compen-You recapture the loss by treating part of $100,000 × $5,000 = $4,167sated by insurance or other reimburse-your taxable income from foreign sources in a $120,000
ment.later year as U.S. source income. In addition, if, 3) Overall foreign loss for 2003 . . . . . . . $8,167

in a later year, you sell or otherwise dispose of • Casualty or theft loss not compensated by B. Amount of Recapture for 2004property used in your foreign trade or business, insurance or other reimbursement.
1) Balance in general limitationyou may have to recognize gain and treat it as

category foreign loss account . . . . . . $8,167U.S. source income, even if the disposition
Recapture provision. If you have an overallwould otherwise be nontaxable. See Disposi- 2) Foreign source net income . . . $8,000
foreign loss for any tax year and use the loss totions, later. The amount you treat as U.S. source Less: Itemized deductionsoffset U.S. source income, part of your foreignincome reduces the foreign source income, and allocable to foreign source
source taxable income (in the same separate net income ($100,000 /therefore reduces the foreign tax credit limit.
limit category as the loss) for each succeeding $120,000 × $6,000) . . . . . . . 5,000 $3,000You must establish separate accounts for
year is treated as U.S. source taxable income. 3) 50% of foreign source taxable incomeeach type of foreign loss that you sustain. The
The part that is treated as U.S. source taxable subjectbalances in these accounts are the overall for-
income is the smallest of: to recapture . . . . . . . . . . . . . . . . . $1,500eign loss subject to recapture. Reduce these

4) Taxable income in generalbalances at the end of each tax year by the loss 1. The balance in the applicable overall for- limitation category afterthat you recaptured. You must attach a state- eign loss account, allocation of foreign losses —
ment to your Form 1116 to report the balances General limitation income . . . . $8,0002. 50% (or a larger percentage that you can(if any) in your overall foreign loss accounts.

Less: Itemized deductionschoose) of your total foreign source tax-
allocable to that incomeable income for the succeeding tax year,Overall foreign loss. An overall foreign loss is ($100,000 / $120,000or × $6,000) . . . . . . . . . . . . . 5,000the amount by which your gross income from

foreign sources for a tax year is exceeded by the 3. The foreign source taxable income for the General limitation taxable
sum of your expenses, losses, or other deduc- succeeding tax year which is in the same income less allocated

foreign losses ($3,000 − 0) . . . . . . . . $3,000tions that you allocated and apportioned to for- separate limit category as the loss after the
eign income under the rules explained earlier allocation of foreign losses (discussed ear- 5) Recapture for 2004 (smallest of

(1), (3), or (4)) . . . . . . . . . . . . . . . . $1,500under Determining Taxable Income From lier).
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The amount of the recapture is shown on line 2. 100% of your total foreign source taxable to the gift is increased by the amount of gain
15, Form 1116. income for the year. deemed recognized.

Recapturing more overall foreign loss If you actually recognized foreign source
Tax Treatiesthan required. If you want to make an election gain in the same separate limit category as the

or change a prior election to recapture a greater overall foreign loss on a disposition of property
The United States is a party to tax treaties thatpart of the balance of an overall foreign loss described earlier, you must reduce the foreign
are designed, in part, to prevent double taxationaccount than is required (as discussed earlier), source taxable income in that separate limit cat-
of the same income by the United States and theyou must attach a statement to your Form 1116. egory by the amount of gain you are required to
treaty country. Many treaties do this by allowingIf you change a prior year’s election, you should recapture. If you recognized foreign source gain
you to treat U.S. source income as foreignfile Form 1040X. in a different separate limit category than the
source income. Certain treaties have specialThe statement you attach to Form 1116 must overall foreign loss on a disposition of property
rules you must consider when figuring your for-show: described earlier, you are required to reduce
eign tax credit if you are a U.S. citizen residing inyour foreign source taxable income in that sepa-• The percentage and amount of your for- the treaty country. These rules generally allowrate limit category for gain that is consideredeign taxable income that you are treating an additional credit for part of the tax imposed byforeign source taxable income in the overall for-as U.S. source income, and the treaty partner on U.S. source income. It iseign loss category and subject to recapture. If
separate from, and in addition to, your foreign• The percentage and amount of the bal- you did not otherwise recognize gain on a dispo-
tax credit for foreign taxes paid or accrued onance (both before and after the recapture) sition of property described earlier, you must
foreign source income. The treaties that providein the overall foreign loss account that you include in your U.S. source income the foreign
for this additional credit include those with Aus-are recapturing. source taxable income you are required to rec-
tralia, Austria, Canada, Denmark, Finland,ognize and recapture.
France, Germany, Ireland, Israel, Luxembourg,Deduction for foreign taxes. You must re-

Predominant use outside United States. Mexico, the Netherlands, New Zealand, Portu-capture part (or all, if applicable) of an overall
Property is used predominantly outside the gal, Slovenia, South Africa, Sweden, Switzer-foreign loss in tax years in which you deduct,
United States if it was located outside the United land, and the United Kingdom. There is arather than credit, your foreign taxes. You recap-
States more than 50% of the time during the worksheet at the end of this publication to helpture the lesser of:
3-year period ending on the date of disposition. you figure the additional credit. But do not use

• The balance in the applicable overall for- If you used the property fewer than 3 years, this worksheet to figure the additional credit
eign loss account, or count the use during the period it was used in a under the treaties with Australia and New Zea-

trade or business. land. Also, do not use this worksheet for income• The foreign source taxable income of the
that is in the “Income Re-Sourced By Treaty”same separate limit category that resulted Disposition defined. A disposition includes
category discussed earlier under Separate Limitin the overall foreign loss minus the for- the following transactions.
Income.eign taxes imposed on that income. • A sale, exchange, distribution, or gift of

You can get more information, and theproperty.
worksheet to figure the additionalDispositions. If you dispose of appreciated

• A transfer upon the foreclosure of a secur- credit under the Australia and Newtrade or business property used predominantly
ity interest (but not a mere transfer of title Zealand treaties, by writing to:outside the United States, and that property
to a creditor or debtor upon creation orgenerates foreign source taxable income of the
termination of a security interest).same separate limit category that resulted in an Internal Revenue Service

overall foreign loss, the disposition is subject to International Section• An involuntary conversion.
the recapture rules. Generally, you are consid- P.O. Box 920

• A contribution to a partnership, trust, orered to recognize foreign source taxable income Bensalem, PA 19020–8518.
corporation.in the same separate limit category as the over- You can also contact the United States Tax

all foreign loss to the extent of the lesser of: • A transfer at death. Attaché at the U.S. Embassies in Berlin,
London, and Paris, as appropriate, for assis-• The fair market value of the property that • Any other transfer of property whether or
tance.is more than your adjusted basis in the not gain or loss is normally recognized on

property, or the transfer.
Report required. You may have to report cer-• The remaining amount of the overall for- The character of the income (for example, as tain information with your return if you claim a

eign loss not recaptured in prior years or ordinary income or capital gain) recognized foreign tax credit under a treaty provision. For
in the current year as described earlier solely because of the disposition rules is the example, if a treaty provision allows you to take
under Recapture provision and Recaptur- same as if you had sold or exchanged the prop- a foreign tax credit for a specific tax that is not
ing more overall foreign loss than re- erty. allowed by the Internal Revenue Code, you
quired. must report this information with your return. ToHowever, a disposition does not include either

report the necessary information, use FormThis rule applies to a disposition whether or not of the following:
8833,  Treaty-Based Return Position Disclosureyou actually recognized gain on the disposition

• A disposition of property that is not a ma- Under Section 6114 or 7701(b).and irrespective of the source (U.S. or foreign) of
terial factor in producing income. (This ex-any gain recognized on the disposition. If you do not report this information, you may
ception does not apply to the disposition of have to pay a penalty of $1,000. This rule also generally applies to a gain on stock in a controlled foreign corporation

the disposition of stock in a controlled foreign You do not have to file Form 8833 if(CFC) after October 22, 2004, to which
corporation (CFC) after October 22, 2004, if you you are claiming the additional foreignInternal Revenue Code section
owned more than 50 percent (by vote or value) tax credit (discussed previously).904(f)(3)(D) applies.)

TIP

of the stock right before you disposed of it. See
• A transaction in which gross income is notInternal Revenue Code section 904(f)(3)(D) for

realized.more information.
The foreign source taxable income that you

Basis adjustment. If gain is recognized on Carryback andare considered to recognize is generally subject
a disposition solely because of an overall foreignto recapture as U.S. source income in an
loss account balance at the time of the disposi- Carryoveramount equal to the lesser of:
tion, the recipient of the property must increase

If, because of the limit on the credit, you cannotits basis by the amount of gain deemed recog-1. Your foreign source taxable income in the
nized. If the property was transferred by gift, its use the full amount of qualified foreign taxessame separate limit category as the overall
basis in the hands of the donor immediately prior paid or accrued in the tax year, you are allowedforeign loss, or
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a 2-year carryback and then a 10-year carryover forward the unused foreign tax from 2001 and fined earlier) for the deduction year, you must
of the unused foreign taxes. treat the unused foreign taxes carried to the2002.

deduction year as absorbed in that year. YouThis means that you can treat the unused
Effect of bankruptcy or insolvency. If your cannot actually deduct or claim a credit for theforeign tax of a tax year as though the tax were
debts are canceled because of bankruptcy or unused foreign taxes carried to the deductionpaid or accrued in your 2 preceding and 10
insolvency, you may have to reduce your un- year. But, this treatment reduces the amount ofsucceeding tax years up to the amount of any
used foreign tax carryovers to or from the tax unused foreign taxes that you can carry to an-excess limit in those years. A period of less than
year of the debt cancellation by 331/3 cents for other year.12 months for which you make a return is con-
each $1 of canceled debt that you exclude fromsidered a tax year.  Because you cannot deduct or claim a credit
your gross income. Your bankruptcy estate may for unused foreign taxes treated as absorbed inThe unused foreign tax in each category is
have to make this reduction if it has acquired a deduction year, you will get no tax benefit forthe amount by which the qualified taxes paid or
your unused foreign tax carryovers. Also, you them unless you file an amended return to re-accrued are more than the limit for that category.
may not be allowed to carry back any unused verse your choice from deducting the taxes toThe excess limit in each category is the amount
foreign tax to a year before the year in which the claiming the credit. You have 10 years from theby which the limit is more than the qualified
bankruptcy case began. For more information, due date of the return for the deduction year totaxes paid or accrued for that category.
see Reduction of Tax Attributes in Publication make this change. See Making or ChangingFigure your carrybacks or carryovers sepa-
908, Bankruptcy Tax Guide. Your Choice, under Choosing To Take Credit orrately for each separate limit income category.

Deduction, earlier.The mechanics of the carryback and carry- Time Limit onover are illustrated by the following examples.
Example. In 2004, you paid foreign taxes ofTax Assessment

$600 on income in the general limitation incomeExample 1. All your foreign income is in the
category. You have a foreign tax credit carry-When you carry back an unused foreign tax, IRSgeneral limitation income category. The limit on
over of $200 from the same category from 2003.is given additional time to assess any tax result-your credit and the qualified foreign taxes paid
For 2004, your foreign tax credit limit is $700.ing from the carryback. An assessment can beon the income are as follows:

If you choose to claim a credit for your for-made up to the end of one year after the expira-
eign taxes in 2004, you would be allowed ation of the statutory period for an assessmentYour Tax Unused foreign tax (+) credit of $700, consisting of $600 paid in 2004relating to the year in which the carrybacklimit paid or excess limit (−) and $100 of the $200 carried over from 2003.originated. 

2002 $100 $ 50 − 50 You will have a credit carryover to 2005 of $100,
which is your unused 2003 foreign tax credit2003 $200 $100 −100 Claim for Refund
carryover.

2004 $300 $500 +200 If you choose to deduct your foreign taxes inIf you have an unused foreign tax that you are
2004, your deduction will be limited to $600,carrying back to the first or the second preceding
which is the amount of taxes paid in 2004. Youtax year, you should file Form 1040X for eachIn 2004, you had unused foreign tax of $200
are not allowed a deduction for any part of theearlier tax year to which you are carrying theto carry to other years. You are considered to
carryover from 2003. However, you must treathave paid this unused foreign tax first in 2002 unused foreign tax, and attach a revised Form
$100 of the credit carryover as used in 2004,(the second preceding tax year) up to the excess 1116. 
because you have an unused credit limit of $100limit in that year of $50, and then in 2003 (the
($700 limit minus $600 of foreign taxes paid infirst preceding tax year) up to that year’s excess Taxes All Credited
2004). This reduces your carryover to laterlimit of $100. You can then carry forward the or All Deducted years.remaining $50 of unused tax.

If you claimed the deduction for 2004 andIn a given year, you must either claim a credit for
Example 2. All your foreign income is in the later decided you wanted to receive a benefit forall foreign taxes that qualify for the credit or

general limitation income category. In 2000, you that $100 part of the 2003 carryover, you couldclaim a deduction for all of them. This rule is
had an unused foreign tax of $200. Since you reverse the choice of a deduction for 2004. Youapplied with the carryback and carryover proce-
had no foreign income in 1998 and 1999, you would have to claim a credit for those taxes bydure, as follows.
cannot carry back the unused foreign tax to filing an amended return for 2004 within the time
those years. However, you may be able to carry • You cannot claim a credit carryback or allowed.
forward the unused tax to the next 10 years. The carryover from a year in which you de-
limit on your credit and the qualified foreign ducted qualified foreign taxes. Married Couples
taxes paid on general limitation income for • You cannot deduct unused foreign taxes2000–2005 are as follows: For a tax year in which you and your spouse filein any year to which you carry them, even

a joint return, you must figure the unused foreignif you deduct qualified foreign taxes actu-
tax or excess limit in each separate limit cate-Your Tax Unused foreign tax (+) ally paid in that year.
gory on the basis of your combined income,limit paid or excess limit (−)

• You cannot claim a credit for unused for- deductions, taxes, and credits.
2000 $600 $800 +200 eign taxes in a year to which you carry For a tax year in which you and your spouse

them unless you also claim a credit for2001 $600 $700 +100 file separate returns, you figure the unused for-
foreign taxes actually paid or accrued in eign tax or excess limit by using only your own2002 $500 $700 +200 that year. separate income, deductions, taxes, and cred-

2003 $550 $400 −150 its. However, if you file a joint return for any other• You cannot carry back or carry over any
year involved in figuring a carryback or carry-2004 $800 $700 −100 unused foreign taxes to or from a year for
over of unused foreign tax to the current taxwhich you elect not to be subject to the2005 $500 $550 + 50 year, you will need to make an allocation, asforeign tax credit limit. See Exemption
explained under Allocations Between HusbandYou cannot carry the $200 of unused foreign from foreign tax credit limit under How To
and Wife, later.tax from 2000 to 2001 or 2002 since you have no Figure the Credit, earlier.

excess limit in either of those years. Therefore,
Unused taxes carried to deduction year.you carry the tax forward to 2003, up to the

If you carry unused foreign taxes to a year inexcess limit of $150. The carryover reduces Continuous use of joint return. If you and
which you chose to deduct qualified foreignyour excess limit in that year to zero. The re- your spouse file a joint return for the current tax
taxes, you must compute a foreign tax creditmaining unused foreign tax of $50 from 2000 year, and file joint returns for each of the other
limit for the deduction year as if you had chosencan be carried to 2004. At this point, you have tax years involved in figuring the carryback or
to credit foreign taxes for that year. If the creditfully absorbed the unused foreign tax from 2000 carryover of unused foreign tax to the current tax
computation results in an excess limit (as de-and can carry it no further. You can also carry year, you figure the joint carryback or carryover
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These three situations are illustrated in Figure A.
In each of the situations, 2004 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 categories
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 outside
the United States in that category by the
joint taxable income from sources outside
the United States in that category. Then,
apply each percentage to its category’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
income 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 income
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 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 example.

Example. A Husband (H) and Wife (W) filed
joint returns for 2000, 2002, and 2003, and sep-

Figure A. Allocation Between Husband and Wife

You and your spouse file
separate returns for the
current tax year (2004), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed a
joint return.

2003 (Joint return—Unused foreign tax year)

2004 (Separate return—Excess limit year)

You and your spouse file
separate returns for the
current tax year (2004), 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.

2002 (Separate returns—Unused foreign tax year)

2003 (Joint return—Excess limit year)

2004 (Separate returns—Excess limit year)

You and your spouse file
a joint return for the
current tax year (2004), 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.

2002 (Joint return—Unused foreign tax year)

2003 (Separate returns—Excess limit year)

2004 (Joint return—Excess limit year)

J—Joint return filed
S—Separate return filed

J

S

J

SS

SS

J

SS

J
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�

�

�

�

�

�
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(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.)

S

arate returns for 2001 and 2004. Neither H nor
to the current tax year using the joint unused which you and your spouse filed separate W had any unused foreign tax or excess limit for
foreign tax and the joint excess limits. returns, but through a tax year for which any year before 2000. For the tax years in-

you and your spouse filed a joint return. volved, the income, unused foreign tax, excess
Joint and separate returns in different years. limits, and carrybacks and carryovers are in the3. You and your spouse file a joint return forIf you and your spouse file a joint return for the general limitation income category and arethe current tax year, to which you carry ancurrent tax year, but file separate returns for all shown in Table 4.unused foreign tax from a tax year forthe other tax years involved in figuring the car- W’s allocated part of the unused foreign taxwhich you and your spouse filed a jointryback or carryover of the unused foreign tax to from 2000 ($30) is partly absorbed by her sepa-return, but through a tax year for which youthe current tax year, your separate carrybacks rate excess limit of $20 for 2001, and then fullyand your spouse filed separate returns.or carryovers will be a joint carryback or carry- absorbed by her allocated part of the joint ex-
over to the current tax year. cess limit for 2002 ($20). H’s allocated part of

In other cases in which you and your spouse
file joint returns for some years and separate Table 4. Carryback/Carryover
returns for other years, you must make the allo-
cation described in Allocations Between Hus- Tax year 2000 2001 2002 2003 2004
band and Wife.

Return Joint Separate Joint Joint Separate

H’s unused foreign tax to be carried
Allocations Between back or over, or excess limit*
Husband and Wife (enclosed in parentheses) . . . . . $50 $25 ($65) $104 ($50)

W’s unused foreign tax to be carried
You may have to allocate an unused foreign tax back or over, or excess limit*
or excess limit for a tax year in which you and (enclosed in parentheses) . . . . . $30 ($20) ($20) $69 ($10)
your spouse filed a joint return. This allocation is Carryover absorbed: . . . . . . . . . . .
needed in the following three situations. W’s from 2000 . . . . . . . . . . . . . — 20W 10W — —

H’s from 2000 . . . . . . . . . . . . . — — 50H — —
1. You and your spouse file separate returns

H’s from 2001 . . . . . . . . . . . . . — — 15H — —
for the current tax year, to which you carry ″ . . . . . . . . . . . . . . . . . — — 10W — —an unused foreign tax from a tax year for

W’s from 2003 . . . . . . . . . . . . . — — — — 10Wwhich you and your spouse filed a joint
H’s from 2003 . . . . . . . . . . . . . — — — — 50Hreturn.

W = Absorbed by W’s excess limit
2. You and your spouse file separate returns H = Absorbed by H’s excess limit

for the current tax year, to which you carry
* General limitation income category onlyan unused foreign tax from a tax year for
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the unused foreign tax from 2000 ($50) is fully categories of income for which you claim a for- The receipt or return you keep as proof should
absorbed by his allocated part of the joint excess eign tax credit. be either the original, a duplicate original, a duly
limit ($65) for 2002. certified or authenticated copy, or a sworn copy.

• Passive income.H’s separate unused foreign tax from 2001 If the receipt or return is in a foreign language,
($25) is partly absorbed (up to $15) by his re- you also should have a certified translation of it.• High withholding tax interest.
maining excess limit in 2002, and then fully ab- Revenue Ruling 67-308 in Cumulative Bulletin• Financial services income.sorbed by W’s remaining part of the joint excess 1967-2 discusses in detail the requirements of
limit for 2002 ($10). Each spouse’s excess limit • Shipping income. the certified translation. You can buy the Cumu-
on the 2002 joint return is reduced by: lative Bulletin from the Government Printing Of-• Dividends from a DISC or former DISC.

fice. Issues of the Cumulative Bulletin are also
1. Each spouse’s carryover from earlier years • Certain distributions from an FSC or for- available in most IRS offices and you are wel-

(W’s carryover of $10 from 2000 and H’s mer FSC. come to read them there.carryovers of $50 from 2000 and $15 from
• Lump-sum distributions.2001).

Alternative Minimum Tax• Section 901(j) income.2. The other spouse’s carryover. (H’s carry-
over of $10 from 2001 is absorbed by W’s • Income re-sourced by treaty. In addition to your regular income tax, you may
remaining excess limit.) be liable for the alternative minimum tax. A for-• General limitation income—all other in-

eign tax credit may be allowed in figuring thisW’s allocated part of the unused foreign tax come from sources outside the United
of $69 from 2003 is partly absorbed by her tax. See the instructions for Form 6251, Alterna-States.
excess limit in 2004 ($10), and the remaining tive Minimum Tax—Individuals, for a discussion
$59 will be a carryover to the general limitation of the alternative minimum tax foreign tax credit.A Form 1116 consists of four parts as ex-
income category for 2005 and the following 8

plained next.
years unless absorbed sooner. H’s allocated
part of the unused foreign tax of $104 from 2003

1. Part I—Taxable Income or Loss Fromis partly absorbed by his excess limit in 2004
Sources Outside the United States (for Simple Example —($50), and the remaining $54 will be a carryover
Category Checked Above). Enter the grossto 2005 and the following 8 years unless ab- Filled-In Form 1116amounts of your foreign or possessionsorbed sooner.
source income in the separate limit cate-

Betsy Wilson is single, under 65, and is a U.S.gory for which you are completing the
citizen. She earned $21,000 working as a nightform. Do not include income you excludedJoint Return Filed
auditor in Pittsburgh. She owns 200 shares inon Form 2555 or Form 2555-EZ. Fromin a Deduction Year
XYZ mutual fund that invests in Country Z corpo-these, subtract the deductions that are def-
rations. She received a dividend of $620 fromWhen you file a joint return in a deduction year, initely related to the separate limit income,

and carry unused foreign tax through that year XYZ, which withheld and paid tax of $93 toand a ratable share of the deductions not
from the prior year in which you and your spouse Country Z on her dividend. XYZ reported thisdefinitely related to that income. If, in a
filed separate returns, the amount absorbed in information to her on Form 1099-DIV.separate limit category, you received in-
the deduction year is the unused foreign tax of come from more than one foreign country Betsy elects to be exempt from the foreign
each spouse deemed paid or accrued in the

or U.S. possession, complete a separate tax credit limit because her only foreign taxable
deduction year up to the amount of that spouse’s

column for each. income is passive income (dividend of $620)excess limit in that year. You cannot reduce
and the amount of taxes paid ($93) is not moreeither spouse’s excess limit in the deduction 2. Part II—Foreign Taxes Paid or Accrued.
than $300. To claim the $93 as a credit, Betsyyear by the other’s unused foreign taxes in that This part shows the foreign taxes you paid
enters $93 on Form 1040, line 46. (She canyear. or accrued on the income in the separate
claim her total taxes paid of $93 because it islimit category in foreign currency and U.S.
less than her “regular tax,” shown on Form 1040dollars. If you paid (or accrued) foreign tax
line 43.) She does not file Form 1116. However,to more than one foreign country or U.S.
she cannot carry any unused foreign taxes topossession, complete a separate line forHow To Claim
this tax year.each.the Credit If Betsy does not elect to be exempt from the

3. Part III—Figuring the Credit. You use this
foreign tax credit limit, she will need to complete

part to figure the foreign tax credit that isYou must file Form 1116 to claim the foreign tax a Form 1116 as follows.
allowable.credit unless you meet one of the following ex-

Betsy fills in her name and social securityceptions. 4. Part IV—Summary of Credits From Sepa- number, and checks the box for passive income.
rate Parts III. You use this part on one

Exceptions. If you meet the requirements dis- Form 1116 to summarize the foreign tax Part I—Taxable Income orcussed under Exemption from foreign tax limit, credits figured on separate Forms 1116.
earlier, and choose to be exempt from the for- Loss From Sources Outside
eign tax credit limit, do not file Form 1116. In- the United States (forstead, enter your foreign taxes directly on Form Records To Keep Category Checked Above)1040, line 46.

If you are a shareholder of a controlled for- You should keep the following records Betsy enters the name of the foreign country ineign corporation and chose to be taxed at corpo- in case you are later asked to verify the column A and shows on line 1 the amount ofrate rates on the amount you must include in taxes shown on your Form 1116 orRECORDS income ($620) and type of income (dividends)gross income from that corporation, use Form Form 1040. You do not have to attach these she received from XYZ. None of the dividends1118 to claim the credit. See Controlled foreign records to your Form 1040. are qualified dividends. Next, since Betsy doescorporation shareholder under You Must Have
not itemize her deductions, she puts her stan-• A receipt for each foreign tax payment.Paid or Accrued the Tax, earlier.
dard deduction ($4,850) on line 3a and com-• The foreign tax return if you claim a credit pletes 3b and 3c. Her gross foreign sourceForm 1116 for taxes accrued. income (line 3d) is $620 and gross income from
all sources (line 3e) is $21,620. She enters $139• Any payee statement (such as FormYou must file a Form 1116 with your U.S. in-
on line 6. Line 7 is $481, the difference between1099-DIV or Form 1099-INT) showing for-come tax return, Form 1040. You must file a
lines 1 and 6.eign taxes reported to you.separate Form 1116 for each of the following
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Itemized deductions. Robert was entitled toPart II—Foreign Taxes Paid Dividend income (U.S.) . . . . . . . . . 3,000
the following itemized deductions.or Accrued Dividend income (Country X) . . . . . 4,000

Total (Adjusted gross income) . . . . $30,400Betsy checks the “Paid” box and enters $93 on Interest on home mortgage . . . . . . . . $2,900
line A, columns (t) and (x), and on line 8. Less: Total Itemized Deductions 5,172Real estate tax . . . . . . . . . . . . . . . . 940

Since the income was reported to Betsy in
Taxable income before theCharitable contribution made beforeU.S. dollars on Form 1099-DIV, she does not
personal exemption . . . . . . . . . . . $25,228July 28, 2004 . . . . . . . . . . . . . . . . . 460have to convert the amount shown into foreign
Less: Personal Exemption . . . . . 3,100currency. She enters “1099 taxes” on line A, Employee business expenses

(See the following discussion forcolumn (o). Taxable Income . . . . . . . . . . . . . $22,128
computation.) . . . . . . . . . . . . . . . . . 872

On each Form 1116, Robert enters $25,228Part III—Figuring the Credit Total . . . . . . . . . . . . . . . . . . . . . . . $5,172
(his taxable income before the personal exemp-
tion) on line 17 of Part III.Betsy figures her credit as shown on the com- Employee business expenses. Robert

pleted form. The computation shows that she paid $3,400 of unreimbursed business ex-
may take only $49 of the amount paid to Country Part I—Taxablepenses, of which $1,000 were definitely related
Z as a credit against her U.S. income tax. The to the wages earned in the United States and Income or Loss From
remaining $44 is available for a carryback and/ $2,400 were definitely related to wages earned Sources Outside theor carryover. in Country X.

United States (for CategoryRobert must prorate the business expenses
Checked Above)related to the wages earned in Country X be-Part IV—Summary of Credits

tween the wages he includes on his U.S. taxFrom Separate Parts III In figuring the limit on both Forms 1116, Robertreturn and the amount he excludes as foreign
must separately determine his taxable incomeearned income. He cannot deduct the part of theBecause this is the only Form 1116 that Betsy
from Country X (Form 1116, line 7).expenses related to the income that he ex-must complete, she does not need to fill in lines

cludes. He figures his allowable expenses (re-22 through 30 of Part IV
Form 1116—General limitation income. Onlated to the wages earned in Country X) as
this Form 1116, Robert figures his taxable in-follows:
come from Country X for income in the general

 $20,000 limitation income category only. He does not× $2,400 = $480Comprehensive $100,000 include his passive income of interest and divi-
dends.Example — His employee business expense deduction is

$872. This is the difference between his busi- Line 1. Robert enters the wages earned inFilled-In Form 1116 ness expenses of $1,480 ($480 + $1,000 from Country X of $20,000 on line 1.
U.S. business trip) and the 2%-of-adjusted-

Line 2. The unreimbursed employee busi-Robert Smith, a U.S. citizen, is a salesman who gross-income limit ($608).
ness expenses related to these foreign sourcelived and worked in Country X for all of 2004,
wages included in income are $480, as shownexcept for one week he spent in the United Forms 1116 earlier. Robert must determine which part of theStates on business. He is single and under 65.
2%-of-adjusted-gross-income limit ($608) is al-He is a cash-basis taxpayer who uses the calen- Robert must use two Forms 1116 to figure his
locable to these employee business expenses.dar year as his tax year. allowable foreign tax credit. On one Form 1116,
He figures this as follows:he will mark the block to the left of GeneralDuring the year, Robert received income

limitation income, and figure his foreign taxfrom sources within Country X and the United  $480 × $608 = $197credit on the wages of $20,000 (Country XStates. $1,480
wages minus excluded wages). On the other
Form 1116, he will mark the block to the left of The denominator ($1,480) is the total allowableIncome from United States. Robert received
Passive income, and figure his foreign tax credit unreimbursed business expenses ($1,000 +wages of $2,400 for services performed during
on his interest income of $1,000 and dividend $480). The amount of deductible expenses defi-the one week in the United States. He also
income of $4,000. nitely related to $20,000 of taxable foreignreceived dividend income of $3,000 from

wages is $283 ($480 − $197). He enters $283 onUnder the later discussions for each part onsources within the United States. None of the
line 2. He attaches this explanation to his Formthe Form 1116, Robert’s computations are ex-dividends are qualified dividends.
1116 that he files with his tax return.plained for each Form 1116 that must be com-

pleted. Both Forms 1116 are illustrated near theIncome from Country X. Robert received the Line 3a–g. Robert enters $1,400 on line 3a.
end of this publication.following income from Country X during the year This is the sum of his real estate tax ($940) and

and paid tax on the income to Country X on charitable contributions ($460), which are item-
Computation ofDecember 31. The conversion rate throughout ized deductions not definitely related to income

the year was 2 pesos to each U.S. dollar (2:1). Taxable Income from any source. Robert must prorate these
itemized deductions by using the ratio of gross

Income Tax Before making any entries on Form 1116, Rob- income from Country X in the general limitation
ert must figure his taxable income on Form category (line 3d) to his gross income from all$100,000 wages $27,400
1040. sources (line 3e). For this purpose, gross in-(200,000 pesos) (54,800 pesos)

His taxable income is $22,128 figured as come from Country X and gross income from all$4,000 dividend income $450 follows: sources include the $80,000 of wages that qual-(8,000 pesos) (900 pesos)
ify for the foreign earned income exclusion. He

Gross Income$1,000 interest income $50 figures the ratable part of deductions, $1,268, as
(2,000 pesos) (100 pesos) follows and enters it on line 3g.Wages (Country X) . . . . . . . . . . . $100,000

Less: Foreign earned incomeForeign earned income. Robert is a bona $100,000 × $1,400 = $1,268exclusion . . . . . . . . . . . . . . . . . 80,000fide resident of Country X and figures his allowa- $110,400
ble exclusion of foreign earned income on Form $ 20,000
2555, Foreign Earned Income (not illustrated). Line 4a. Robert apportions his qualified

Wages (U.S.) . . . . . . . . . . . . . . . 2,400He excludes $80,000 of the wages earned in home mortgage interest, $2,900, to general limi-
Country X. tation income as follows:Interest income (Country X) . . . . . . 1,000
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1. Enter gross foreign source income Form 1116—General limitation income. On Line 21. The foreign tax credit on the gen-
of the type shown on Form 1116. this Form 1116, Robert enters the amount of eral limitation income is the lesser of the foreign
Do not enter income excluded on foreign taxes paid (withheld at source), in for- tax available for credit, $5,680, or the limit,
Form 2555 . . . . . . . . . . . . . . . . $20,000 eign currency and in U.S. dollars, on the wages $1,942.

2. Enter gross income from all from Country X. Form 1116—Passive income. Robert nowsources. Do not enter income
Form 1116—Passive income. On this Form figures the foreign tax credit allowable for theexcluded on Form 2555 . . . . . . . . $30,400
1116, Robert enters the amount of foreign taxes foreign taxes he paid on his interest and divi-3. Divide line 1 by line 2 and enter
paid, in foreign currency and in U.S. dollars, on dend income from Country X.the result as a decimal . . . . . . . . .6579
the interest and dividend income. By completing Part III of Form 1116, he finds4. Enter deductible home mortgage

interest (from Schedule A (Form that the limit on his credit is $524.
1040)) . . . . . . . . . . . . . . . . . . . $ 2,900 The foreign tax credit is the lesser of thePart III—Figuring

5. Multiply line 4 by line 3. Enter the foreign tax paid, $500, or the limit, $524.the Creditresult here and on Form 1116,
line 4a . . . . . . . . . . . . . . . . . . . $ 1,908 Part IV—Summary ofRobert figures the amount of foreign tax credit in

Robert enters this amount, $1,908 on line 4a. Part III on each Form 1116. Credits From
Line 6. Robert adds the amounts on lines 2, Separate Parts IIIForm 1116—General limitation income. On

3g, and 4a, and enters that total ($3,459) on line this Form 1116, Robert figures the amount of
Robert summarizes his foreign tax credits for the6. foreign tax credit allowable for the foreign taxes
two types of income on Part IV of one Formpaid on his wages from Country X.Line 7. He subtracts the amount on line 6 1116. He uses the Part IV of Form 1116—

from the amount on line 1 to arrive at foreign Line 10.  He has a carryover of $200 for General limitation income.
source taxable income of $16,541 in this cate- unused foreign taxes paid in 2003 and enters Robert leaves line 32 blank because he did
gory. Robert enters this amount on line 7. that amount on line 10. He attaches a schedule not participate in or cooperate with an interna-

showing how he figured his $200 carryover to tional boycott during the tax year. The allowableForm 1116—Passive income. On this Form
2004 after carrying back the unused $350 tax foreign tax credit is $2,442 ($500 + $1,942),1116, Robert determines the taxable income
paid in 2003 to the 2 preceding tax years. (This shown on line 33. He also enters this amount onfrom Country X for passive interest and dividend
schedule is shown in Table 5.) The unused for- Form 1040, line 46.income.
eign tax in 2003 and the excess limits in 2001

Line 1. He adds the $1,000 interest income and 2002 are in the general limitation income Unused Foreign Taxesand the $4,000 dividend income ($5,000) from category. The unused foreign tax of $200 is
Country X and enters the total ($5,000) on line 1. carried over to the general limitation income Robert now determines if he has any unused
None of the dividends are qualified dividends. category in 2004. foreign taxes that can be used as a carryback or

carryover to other tax years.Line 3a–g. Robert figures the part of his Line 12. On line 12, Robert must reduce the
itemized deductions (real estate tax and charita- total foreign taxes paid by the amount related to General limitation income. Robert has 2004
ble contributions) allocable to passive income as the wages he excludes as foreign earned in- unused foreign taxes of $3,538 ($5,480 −
follows and enters the amount on line 3g. come. To do this, he multiplies the $27,400 $1,942) and $200 of 2003 unused foreign taxes

foreign tax he paid on his foreign wages by a available as a carryover to 2005 and later years.$5,000 fraction. The numerator of the fraction is his× $1,400 = $63 (The foreign taxes related to his foreign earned$110,400 foreign earned income exclusion ($80,000) mi- income exclusion are not available for carry-
nus a proportionate part of his definitely related over.) He cannot carry back any part of the 2004Line 4a. Robert apportions the qualified business expenses ($2,400 − $480 = $1,920). unused taxes to 2002 or 2003 as shown in Tablehome mortgage interest to passive income as The denominator of the fraction is his total for- 5.follows: eign wages ($100,000) minus his total definitely

Passive income. Since the foreign tax Robertrelated business expenses ($2,400).
1. Enter gross foreign source paid on his interest and dividend income is less

income of the type shown on than the amount for which he could have $80,000–$1,920$27,400 × = $21,920Form 1116. Do not enter income claimed a credit in 2004 under the limit for this$100,000–$2,400
excluded on Form 2555 . . . . . . $ 5,000 separate income category, he has no unused

He enters the result, $21,920, on line 12.2. Enter gross income from all foreign tax and therefore no carryback or carry-
sources. Do not enter income over to other tax years.Line 13. His total foreign taxes available for
excluded on Form 2555 . . . . . . $30,400 credit are $5,680 ($200 carryover from 2003 +3. Divide line 1 by line 2 and enter

$5,480 paid in 2004 ($27,400 − $21,920)).the result as a decimal . . . . . . .1645
4. Enter deductible home mortgage Line 20. By completing the rest of Part III,

interest (from Schedule A (Form Robert finds that his limit is $1,942.
1040)) . . . . . . . . . . . . . . . . . $ 2,900

5. Multiply line 4 by line 3. Enter
the result here and on Form
1116, line 4a . . . . . . . . . . . . . $  477

He enters this amount, $477, on line 4a.

Line 6. Robert adds the amounts on lines 3g Table 5. Robert’s Schedule Showing Computation of His Carryover
and 4a and enters that total ($540) on line 6.

2001 2002 2003Line 7. He subtracts the amount on line 6
from the amount on line 1 to arrive at foreign

Maximum credit allowable under limit . . . . $450 $700 $1,200source taxable income of $4,460 in this cate-
Foreign tax paid in tax year . . . . . . . . . . 400 600 1,550gory. Robert enters this amount on line 7.
Unused foreign tax (+) to be carried over or
excess of limit (-) over tax . . . . . . . . . . . −$50 −$100 +$350Part II—Foreign Taxes
Tax credit carried back from 2003 . . . . . . 50 100Paid or Accrued Net excess tax to be carried over to 2004 0 0 +$350
Less carrybacks to 2001 and 2002 . . . . . . . . . . . . . . . 150Robert uses Part II, Form 1116, to report the
Amount carried over to 2004 . . . . . . . . . . . . . . . . . . . . $200foreign tax paid or accrued on income from for-

eign sources.
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Country Z

620

-0-
4,850

620
21,620
.0287

139

139
481

1099 taxes

93

9393

139

620
Dividends

4,850

Expenses definitely related to the income on
line 1 (attach statement)

OMB No. 1545-0121Foreign Tax Credit1116Form (Individual, Estate, or Trust)

Department of the Treasury
Internal Revenue Service

� Attach to Form 1040, 1040NR, 1041, or 990-T.
Attachment
Sequence No. 19� See separate instructions.

Identifying number as shown on page 1 of your tax returnName

Passive income Lump-sum distributions
Dividends from a DISC or former DISCHigh withholding tax

interest

Financial services income General limitation income
Certain distributions from a foreign
sales corporation (FSC) or former
FSC

Resident of (name of country) �

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part I and line A in Part II. 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)
TotalForeign Country or U.S. Possession

(Add cols. A, B, and C.)CBA

Enter the name of the foreign country or U.S.
possession �

Gross income from sources within country
shown above and of the type checked above (see
page 13 of the instructions):

1

1

Deductions and losses (Caution: See pages 13 and 14
of the instructions):

2

3 Pro rata share of other deductions not definitely
related:

Certain itemized deductions or standard
deduction (see instructions)

a

b Other deductions (attach statement)
Add lines 3a and 3bc
Gross foreign source income (see instructions)d
Gross income from all sources (see instructions)e
Divide line 3d by line 3e (see instructions)f
Multiply line 3c by line 3fg

4 Pro rata share of interest expense (see instructions):
a Home mortgage interest (use worksheet on

page 13 of the instructions)
b Other interest expense

5 Losses from foreign sources
Add lines 2, 3g, 4a, 4b, and 56 6
Subtract line 6 from line 1. Enter the result here and on line 14, page 2 �7 7

Foreign Taxes Paid or Accrued (see page 14 of the instructions)
Foreign taxes paid or accruedCredit is claimed

for taxes
(you must check one) In foreign currency In U.S. dollars

Paid (s) Other
foreign taxes

paid or
accrued

(w) Other
foreign taxes

paid or
accrued

(x) Total foreign
taxes paid or

accrued (add cols.
(t) through (w))

Taxes withheld at source on: Taxes withheld at source on:
Accrued

C
o

un
tr

y

(q) Rents
and royalties

(u) Rents
and royalties

(o) Date paid
or accrued (p) Dividends (r) Interest (t) Dividends (v) Interest

A
B
C

8 Add lines A through C, column (x). Enter the total here and on line 9, page 2 � 8
For Paperwork Reduction Act Notice, see page 18 of the instructions. Form 1116 (2004)

Shipping income

Cat. No. 11440U

Part I

Part II

a
b

c

d
e

g
h
i

k

(m)
(n)

l

Use a separate Form 1116 for each category of income listed below. See Categories of Income on page 3 of the instructions. Check only one
box on each Form 1116. Report all amounts in U.S. dollars except where specified in Part II below.

f
Section 901(j) income

j
Certain income re-sourced by treaty

(99)

2004

X

Betsy Wilson 111-00-1111

United States

X
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93

-0-

93

-0-

93

481
-0-

481

16,770

.0287

1,694

49

49

49

49

Form 1116 (2004) Page 2
Figuring the Credit

9 Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part I 9

10Carryback or carryover (attach detailed computation)10

11Add lines 9 and 1011

12Reduction in foreign taxes (see page 15 of the instructions)12

1313 Subtract line 12 from line 11. This is the total amount of foreign taxes available for credit

14 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 I (see page 15 of the instructions) 14

1515 Adjustments to line 14 (see page 16 of the instructions)

16 Combine the amounts on lines 14 and 15. 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 17 through 21. However, if you are filing more than one Form
1116, you must complete line 19.)

Individuals: Enter the amount from Form 1040, line 40. If you are a
nonresident alien, enter the amount from Form 1040NR, line 37.
Estates and trusts: Enter your taxable income without the deduction
for your exemption

17

17

18Divide line 16 by line 17. If line 16 is more than line 17, enter “1”18

Individuals: Enter the amount from Form 1040, line 43. If you are a nonresident alien, enter the amount
from Form 1040NR, line 40.

19

19

20Multiply line 19 by line 18 (maximum amount of credit)20

Enter the smaller of line 13 or line 20. If this is the only Form 1116 you are filing, skip lines 22 through
30 and enter this amount on line 31. Otherwise, complete the appropriate line in Part IV (see 
page 18 of the instructions) �

21

21
Summary of Credits From Separate Parts III (see page 18 of the instructions)

22Credit for taxes on passive income22

23Credit for taxes on high withholding tax interest23

24Credit for taxes on financial services income24

25Credit for taxes on shipping income25

26
Credit for taxes on dividends from a DISC or former DISC and certain
distributions from a FSC or former FSC

26

27

Credit for taxes on certain income re-sourced by treaty

27

28

Credit for taxes on lump-sum distributions

28

Credit for taxes on general limitation income29 29
30Add lines 22 through 2930

32 Reduction of credit for international boycott operations. See instructions for line 12 on page 15 32

33 Subtract line 32 from line 31. This is your foreign tax credit. Enter here and on Form 1040, line 46;
Form 1040NR, line 43; Form 1041, Schedule G, line 2a; or Form 990-T, line 40a � 33

Part IV

Part III

Caution: If you figured your tax using the lower rates on qualified dividends or capital gains, see
page 17 of the instructions.

16

Estates and trusts: Enter the amount from Form 1041, Schedule G, line 1a, or the total of Form 990-T,
lines 36 and 37

Form 1116 (2004)

31Enter the smaller of line 19 or line 3031

Caution: If you are completing line 19 for separate category g (lump-sum distributions), see page 18 of the instructions.
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Robert Smith 000-00-0000

X

Country X

Country X

20,000

1,400

1,400
100,000
110,400

.9058
1,268

3,459
16,541

X

12-31-04 54,800

27,400

27,40027,400

3,459

20,000

283

1,908

Expenses definitely related to the income on
line 1 (attach statement)

OMB No. 1545-0121Foreign Tax Credit1116Form (Individual, Estate, or Trust)

Department of the Treasury
Internal Revenue Service

� Attach to Form 1040, 1040NR, 1041, or 990-T.
Attachment
Sequence No. 19� See separate instructions.

Identifying number as shown on page 1 of your tax returnName

Passive income Lump-sum distributions
Dividends from a DISC or former DISCHigh withholding tax

interest

Financial services income General limitation income
Certain distributions from a foreign
sales corporation (FSC) or former
FSC

Resident of (name of country) �

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part I and line A in Part II. 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)
TotalForeign Country or U.S. Possession

(Add cols. A, B, and C.)CBA

Enter the name of the foreign country or U.S.
possession �

Gross income from sources within country
shown above and of the type checked above (see
page 13 of the instructions):

1

1

Deductions and losses (Caution: See pages 13 and 14
of the instructions):

2

3 Pro rata share of other deductions not definitely
related:

Certain itemized deductions or standard
deduction (see instructions)

a

b Other deductions (attach statement)
Add lines 3a and 3bc
Gross foreign source income (see instructions)d
Gross income from all sources (see instructions)e
Divide line 3d by line 3e (see instructions)f
Multiply line 3c by line 3fg

4 Pro rata share of interest expense (see instructions):
a Home mortgage interest (use worksheet on

page 13 of the instructions)
b Other interest expense

5 Losses from foreign sources
Add lines 2, 3g, 4a, 4b, and 56 6
Subtract line 6 from line 1. Enter the result here and on line 14, page 2 �7 7

Foreign Taxes Paid or Accrued (see page 14 of the instructions)
Foreign taxes paid or accruedCredit is claimed

for taxes
(you must check one) In foreign currency In U.S. dollars

Paid (s) Other
foreign taxes

paid or
accrued

(w) Other
foreign taxes

paid or
accrued

(x) Total foreign
taxes paid or

accrued (add cols.
(t) through (w))

Taxes withheld at source on: Taxes withheld at source on:
Accrued

C
o

un
tr

y

(q) Rents
and royalties

(u) Rents
and royalties

(o) Date paid
or accrued (p) Dividends (r) Interest (t) Dividends (v) Interest

A
B
C

8 Add lines A through C, column (x). Enter the total here and on line 9, page 2 � 8
For Paperwork Reduction Act Notice, see page 18 of the instructions. Form 1116 (2004)

Shipping income

Cat. No. 11440U

Part I

Part II

a
b

c

d
e

g
h
i

k

(m)
(n)

l

Use a separate Form 1116 for each category of income listed below. See Categories of Income on page 3 of the instructions. Check only one
box on each Form 1116. Report all amounts in U.S. dollars except where specified in Part II below.

f
Section 901(j) income

j
Certain income re-sourced by treaty

(99)

2004

Wages
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27,400

200

27,600

21,920

5,680

16,541
-0-

16,541

25,228

.6557

2,961

1,942

1,942

2,442
2,442

500

1,942

2,442

Form 1116 (2004) Page 2
Figuring the Credit

9 Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part I 9

10Carryback or carryover (attach detailed computation)10

11Add lines 9 and 1011

12Reduction in foreign taxes (see page 15 of the instructions)12

1313 Subtract line 12 from line 11. This is the total amount of foreign taxes available for credit

14 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 I (see page 15 of the instructions) 14

1515 Adjustments to line 14 (see page 16 of the instructions)

16 Combine the amounts on lines 14 and 15. 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 17 through 21. However, if you are filing more than one Form
1116, you must complete line 19.)

Individuals: Enter the amount from Form 1040, line 40. If you are a
nonresident alien, enter the amount from Form 1040NR, line 37.
Estates and trusts: Enter your taxable income without the deduction
for your exemption

17

17

18Divide line 16 by line 17. If line 16 is more than line 17, enter “1”18

Individuals: Enter the amount from Form 1040, line 43. If you are a nonresident alien, enter the amount
from Form 1040NR, line 40.

19

19

20Multiply line 19 by line 18 (maximum amount of credit)20

Enter the smaller of line 13 or line 20. If this is the only Form 1116 you are filing, skip lines 22 through
30 and enter this amount on line 31. Otherwise, complete the appropriate line in Part IV (see 
page 18 of the instructions) �

21

21
Summary of Credits From Separate Parts III (see page 18 of the instructions)

22Credit for taxes on passive income22

23Credit for taxes on high withholding tax interest23

24Credit for taxes on financial services income24

25Credit for taxes on shipping income25

26
Credit for taxes on dividends from a DISC or former DISC and certain
distributions from a FSC or former FSC

26

27

Credit for taxes on certain income re-sourced by treaty

27

28

Credit for taxes on lump-sum distributions

28

Credit for taxes on general limitation income29 29
30Add lines 22 through 2930

32 Reduction of credit for international boycott operations. See instructions for line 12 on page 15 32

33 Subtract line 32 from line 31. This is your foreign tax credit. Enter here and on Form 1040, line 46;
Form 1040NR, line 43; Form 1041, Schedule G, line 2a; or Form 990-T, line 40a � 33

Part IV

Part III

Caution: If you figured your tax using the lower rates on qualified dividends or capital gains, see
page 17 of the instructions.

16

Estates and trusts: Enter the amount from Form 1041, Schedule G, line 1a, or the total of Form 990-T,
lines 36 and 37

Form 1116 (2004)

31Enter the smaller of line 19 or line 3031

Caution: If you are completing line 19 for separate category g (lump-sum distributions), see page 18 of the instructions.
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Robert Smith 000-00-0000

X

Country X

Country X

5,000

1,400

1,400
5,000

110,400
.0453

63

540
4,460

X

12-31-04 900

500

500450

540

5,000

477

100 50

Expenses definitely related to the income on
line 1 (attach statement)

OMB No. 1545-0121Foreign Tax Credit1116Form (Individual, Estate, or Trust)

Department of the Treasury
Internal Revenue Service

� Attach to Form 1040, 1040NR, 1041, or 990-T.
Attachment
Sequence No. 19� See separate instructions.

Identifying number as shown on page 1 of your tax returnName

Passive income Lump-sum distributions
Dividends from a DISC or former DISCHigh withholding tax

interest

Financial services income General limitation income
Certain distributions from a foreign
sales corporation (FSC) or former
FSC

Resident of (name of country) �

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part I and line A in Part II. 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)
TotalForeign Country or U.S. Possession

(Add cols. A, B, and C.)CBA

Enter the name of the foreign country or U.S.
possession �

Gross income from sources within country
shown above and of the type checked above (see
page 13 of the instructions):

1

1

Deductions and losses (Caution: See pages 13 and 14
of the instructions):

2

3 Pro rata share of other deductions not definitely
related:

Certain itemized deductions or standard
deduction (see instructions)

a

b Other deductions (attach statement)
Add lines 3a and 3bc
Gross foreign source income (see instructions)d
Gross income from all sources (see instructions)e
Divide line 3d by line 3e (see instructions)f
Multiply line 3c by line 3fg

4 Pro rata share of interest expense (see instructions):
a Home mortgage interest (use worksheet on

page 13 of the instructions)
b Other interest expense

5 Losses from foreign sources
Add lines 2, 3g, 4a, 4b, and 56 6
Subtract line 6 from line 1. Enter the result here and on line 14, page 2 �7 7

Foreign Taxes Paid or Accrued (see page 14 of the instructions)
Foreign taxes paid or accruedCredit is claimed

for taxes
(you must check one) In foreign currency In U.S. dollars

Paid (s) Other
foreign taxes

paid or
accrued

(w) Other
foreign taxes

paid or
accrued

(x) Total foreign
taxes paid or

accrued (add cols.
(t) through (w))

Taxes withheld at source on: Taxes withheld at source on:
Accrued

C
o

un
tr

y

(q) Rents
and royalties

(u) Rents
and royalties

(o) Date paid
or accrued (p) Dividends (r) Interest (t) Dividends (v) Interest

A
B
C

8 Add lines A through C, column (x). Enter the total here and on line 9, page 2 � 8
For Paperwork Reduction Act Notice, see page 18 of the instructions. Form 1116 (2004)

Shipping income

Cat. No. 11440U

Part I

Part II

a
b

c

d
e

g
h
i

k

(m)
(n)

l

Use a separate Form 1116 for each category of income listed below. See Categories of Income on page 3 of the instructions. Check only one
box on each Form 1116. Report all amounts in U.S. dollars except where specified in Part II below.

f
Section 901(j) income

j
Certain income re-sourced by treaty

(99)

2004

Dividend Interest
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500

-0-

500

-0-

500

4,460
-0-

4,460

25,228

.1768

2,961

524

500

Form 1116 (2004) Page 2
Figuring the Credit

9 Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part I 9

10Carryback or carryover (attach detailed computation)10

11Add lines 9 and 1011

12Reduction in foreign taxes (see page 15 of the instructions)12

1313 Subtract line 12 from line 11. This is the total amount of foreign taxes available for credit

14 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 I (see page 15 of the instructions) 14

1515 Adjustments to line 14 (see page 16 of the instructions)

16 Combine the amounts on lines 14 and 15. 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 17 through 21. However, if you are filing more than one Form
1116, you must complete line 19.)

Individuals: Enter the amount from Form 1040, line 40. If you are a
nonresident alien, enter the amount from Form 1040NR, line 37.
Estates and trusts: Enter your taxable income without the deduction
for your exemption

17

17

18Divide line 16 by line 17. If line 16 is more than line 17, enter “1”18

Individuals: Enter the amount from Form 1040, line 43. If you are a nonresident alien, enter the amount
from Form 1040NR, line 40.

19

19

20Multiply line 19 by line 18 (maximum amount of credit)20

Enter the smaller of line 13 or line 20. If this is the only Form 1116 you are filing, skip lines 22 through
30 and enter this amount on line 31. Otherwise, complete the appropriate line in Part IV (see 
page 18 of the instructions) �

21

21
Summary of Credits From Separate Parts III (see page 18 of the instructions)

22Credit for taxes on passive income22

23Credit for taxes on high withholding tax interest23

24Credit for taxes on financial services income24

25Credit for taxes on shipping income25

26
Credit for taxes on dividends from a DISC or former DISC and certain
distributions from a FSC or former FSC

26

27

Credit for taxes on certain income re-sourced by treaty

27

28

Credit for taxes on lump-sum distributions

28

Credit for taxes on general limitation income29 29
30Add lines 22 through 2930

32 Reduction of credit for international boycott operations. See instructions for line 12 on page 15 32

33 Subtract line 32 from line 31. This is your foreign tax credit. Enter here and on Form 1040, line 46;
Form 1040NR, line 43; Form 1041, Schedule G, line 2a; or Form 990-T, line 40a � 33

Part IV

Part III

Caution: If you figured your tax using the lower rates on qualified dividends or capital gains, see
page 17 of the instructions.

16

Estates and trusts: Enter the amount from Form 1041, Schedule G, line 1a, or the total of Form 990-T,
lines 36 and 37

Form 1116 (2004)

31Enter the smaller of line 19 or line 3031

Caution: If you are completing line 19 for separate category g (lump-sum distributions), see page 18 of the instructions.
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• Sign up to receive local and national tax Walk-in. Many products and services
are available on a walk-in basis.news by email.How To Get Tax Help

• Get information on starting and operating
You can get help with unresolved tax issues, • Products. You can walk in to many posta small business.
order free publications and forms, ask tax ques- offices, libraries, and IRS offices to pick up
tions, and get more information from the IRS in certain forms, instructions, and publica-
several ways. By selecting the method that is tions. Some IRS offices, libraries, groceryFax. You can get over 100 of the mostbest for you, you will have quick and easy ac- stores, copy centers, city and county gov-requested forms and instructions 24cess to tax help. ernment offices, credit unions, and officehours a day, 7 days a week, by fax.

supply stores have a collection of productsJust call 703-368-9694 from the telephone con-Contacting your Taxpayer Advocate. If you
available to print from a CD-ROM or pho-nected to your fax machine. When you call, youhave attempted to deal with an IRS problem
tocopy from reproducible proofs. Also,unsuccessfully, you should contact your Tax- will hear instructions on how to use the service.
some IRS offices and libraries have thepayer Advocate. The items you request will be faxed to you.
Internal Revenue Code, regulations, Inter-The Taxpayer Advocate independently rep- For help with transmission problems, call
nal Revenue Bulletins, and Cumulativeresents your interests and concerns within the 703-487-4608.
Bulletins available for research purposes.IRS by protecting your rights and resolving

Long-distance charges may apply.problems that have not been fixed through nor- • Services. You can walk in to your local
mal channels. While Taxpayer Advocates can- Taxpayer Assistance Center every busi-Phone. Many services are available by
not change the tax law or make a technical tax

phone. ness day to ask tax questions or get help
decision, they can clear up problems that re-

with a tax problem. An employee can ex-sulted from previous contacts and ensure that
plain IRS letters, request adjustments to• Ordering forms, instructions, and publica-your case is given a complete and impartial
your account, or help you set up a pay-review. tions. Call 1-800-829-3676 to order
ment plan. You can set up an appointmentTo contact your Taxpayer Advocate: current-year forms, instructions, and publi-
by calling your local Center and, at the

cations and prior-year forms and instruc-• Call the Taxpayer Advocate toll free at prompt, leaving a message requesting
tions. You should receive your order within1-877-777-4778. Everyday Tax Solutions help. A represen-
10 days. tative will call you back within 2 business• Call, write, or fax the Taxpayer Advocate

days to schedule an in-person appoint-• Asking tax questions. Call the IRS withoffice in your area.
ment at your convenience. To find theyour tax questions at 1-800-829-1040.

• Call 1-800-829-4059 if you are a number, go to www.irs.gov/localcontacts• Solving problems. You can getTTY/TDD user. or look in the phone book under United
face-to-face help solving tax problems States Government, Internal Revenue• Visit www.irs.gov/advocate. every business day in IRS Taxpayer As- Service.
sistance Centers. An employee can ex-

For more information, see Publication 1546,
plain IRS letters, request adjustments toThe Taxpayer Advocate Service of the IRS— Mail. You can send your order for
your account, or help you set up a pay-How To Get Help With Unresolved Tax forms, instructions, and publications to
ment plan. Call your local Taxpayer Assis-Problems. the Distribution Center nearest to you
tance Center for an appointment. To find and receive a response within 10 business days

Free tax services. To find out what services the number, go to after your request is received. Use the address
are available, get Publication 910, IRS Guide to www.irs.gov/localcontacts or look in the that applies to your part of the country.
Free Tax Services. It contains a list of free tax phone book under United States Govern-

• Western part of U.S.:publications and an index of tax topics. It also ment, Internal Revenue Service.
Western Area Distribution Centerdescribes other free tax information services,

• TTY/TDD equipment. If you have access Rancho Cordova, CA 95743-0001including tax education and assistance pro-
to TTY/TDD equipment, callgrams and a list of TeleTax topics. • Central part of U.S.:1-800-829-4059 to ask tax questions or to

Central Area Distribution CenterInternet. You can access the IRS web- order forms and publications.
site 24 hours a day, 7 days a week, at P.O. Box 8903

• TeleTax topics. Call 1-800-829-4477 andwww.irs.gov to: Bloomington, IL 61702-8903
press 2 to listen to pre-recorded• E-file your return. Find out about commer- • Eastern part of U.S. and foreignmessages covering various tax topics.

cial tax preparation and e-file services addresses:
• Refund information. If you would like toavailable free to eligible taxpayers. Eastern Area Distribution Center

check the status of your 2004 refund, call P.O. Box 85074• Check the status of your 2004 refund.
1-800-829-4477 and press 1 for auto- Richmond, VA 23261-5074Click on Where’s My Refund. Be sure to
mated refund information or callwait at least 6 weeks from the date you
1-800-829-1954. Be sure to wait at least 6 CD-ROM for tax products. You canfiled your return (3 weeks if you filed elec-
weeks from the date you filed your return order Publication 1796, IRS Federaltronically). Have your 2004 tax return
(3 weeks if you filed electronically). Have Tax Products CD-ROM, and obtain:available because you will need to know
your 2004 tax return available becauseyour filing status and the exact whole dol- • Current-year forms, instructions, and pub-
you will need to know your filing statuslar amount of your refund. lications.
and the exact whole dollar amount of your• Download forms, instructions, and publica- • Prior-year forms and instructions.refund.

tions.
• Frequently requested tax forms that may• Order IRS products online. be filled in electronically, printed out forEvaluating the quality of our telephone serv-

submission, or saved for recordkeeping.• Research your tax questions online. ices. To ensure that IRS representatives give
accurate, courteous, and professional answers, • Internal Revenue Bulletins.• Search publications online by topic or
we use several methods to evaluate the qualitykeyword.
of our telephone services. One method is for a Buy the CD-ROM from National Technical In-• View Internal Revenue Bulletins (IRBs) second IRS representative to sometimes listen formation Service (NTIS) at www.irs.gov/

published in the last few years. in on or record telephone calls. Another is to ask cdorders for $22 (no handling fee) or call
some callers to complete a short survey at the 1-877-233-6767 toll free to buy the CD-ROM for• Figure your withholding allowances using

our Form W-4 calculator. end of the call. $22 (plus a $5 handling fee). The first release is
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available in early January and the final release is interactive CD contains all the business tax and quick and incorporates file formats and
available in late February. forms, instructions, and publications needed to browsers that can be run on virtually any

successfully manage a business. In addition, the desktop or laptop computer.
CD-ROM for small businesses. Pub- CD provides other helpful information, such as It is available in early April. You can get a
lication 3207, The Small Business Re- how to prepare a business plan, finding financ- free copy by calling 1-800-829-3676 or by visit-
source Guide, CD-ROM 2004, is a ing for your business, and much more. The de- ing www.irs.gov/smallbiz.

must for every small business owner or any sign of the CD makes finding information easy
taxpayer about to start a business. This handy,
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Worksheet.  Additional Foreign Tax Credit on U.S. income*

I. U.S. tax on U.S. source income COL. A COL. B
(U.S. source rules)

1. Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
2. Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
3. Royalties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
4. Capital gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
5. a. Gross earned income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

b. Allocable employee business expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Net compensation. Subtract line 5b from line 5a . . . . . . . . . . . . . . . . . . . . . . .

6. a. Gross rent, real property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Direct expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Net rent. Subtract line 6b from line 6a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

7. Other 
8. Add lines 1–5a, 6a and 7 in columns A and lines 1–4, 5c, 6c an 7 in column B . . . . .
9. Enter tax from Form 1040 (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

10. Enter adjusted gross income (AGI) from line 36, Form 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
11. Divide line 9 by line 10. Enter the result as a decimal. This is the average tax rate on your AGI. . . . . . . .
12. Multiply line 11 by line 8 (column B). This is your estimated U.S. tax on your U.S. source income. . . . . . .

II. Tax at source allowable under treaty
A. Items fully taxable by U.S.

13. a. Identify 
b. Multiply line 13a by line 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

B. Items partly taxable by U.S.
14. a. Identify 

b. Treaty rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Allowable tax at source (Multiply line 14a by 14b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

15. a. Identify 
b. Treaty rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Allowable tax at source (Multiply line 15a by 15b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

16. Total (Add line 13b, 14c, and 15c) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
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

III. Additional credit

17. Residence country tax on U.S. source income before foreign tax 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 from line 12. . . . . . . . . . . . . . . . . . . . . . . . .
20. a. Enter the amount from line 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

b. Enter the greater of line 16 or line 18 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Subtract line 20b from line 20a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

21. Additional credit. Enter the smaller of line 19 or line 20c. Add this amount to line 33 of Part IV 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

STEP I
Figure the estimated tax on U.S. source income using U.S. source rules.

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 43.

STEP II
Determine the amount of tax that the United States is allowed to collect at source under the treaty on income of residents of the other country who
are not U.S. citizens.

PART A — Income fully taxable by the United States. Identify the type and amount on line 13a.
PART B — Income for which treaty limits U.S. tax at source.
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 not taxable at source by the United States under the treaty.

STEP III
Figure the amount of the additional credit for foreign taxes paid 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 foreign 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. Complete Form 1116 according to the instructions. Add the
additional credit to line 33, Part IV, of Form 1116 and report that total on your Form 1040. File this worksheet with your Form 1040 as an
attachment to Form 1116.

Page 34



Page 35 of 36 of Publication 514 13:24 - 25-FEB-2005

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

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.

Dual-capacity taxpayers . . . . . . 6A G P
Accrual foreign taxes, General limitation income, Partner . . . . . . . . . . . . . . . . 5, 10, 11

adjustments . . . . . . . . . . . . . . . . 3 separate limit . . . . . . . . . . . . . 11 Passive income . . . . . . . . . . . . . 10EAccrual method of Penalties . . . . . . . . . . . . . . . . . . . . . 6
Economic benefits . . . . . . . . . . . 6accounting . . . . . . . . . . . . . . . . . 3 Failure to file Form 5471,HExamples:Allocation: 8865 . . . . . . . . . . . . . . . . . . . . . 9

Help (See Tax help)Comprehensive . . . . . . . . . . . . 23Carryback/carryover between Failure to file Form 5713 . . . . . 9
High withholding taxSimple . . . . . . . . . . . . . . . . . . . . . 22husband and wife . . . . . . . . 21 Failure to notify, foreign tax

interest . . . . . . . . . . . . . . . . . . . 10Excess limit . . . . . . . . . . . . . . . . . 20Foreign losses . . . . . . . . . . . . . 17 change . . . . . . . . . . . . . . . . . . . 4
High-taxed income . . . . . . . . . . 10Foreign taxes . . . . . . . . . . . . . . 11 Failure to report treatyExchange rates . . . . . . . . . . . . . . 4

U.S. losses . . . . . . . . . . . . . . . . 18 information . . . . . . . . . . . . . . 19Excluded income:
Alternative minimum tax . . . . 22 Pension, employment, andForeign earned . . . . . . . . . . . . . . 7 I disability fundAmended return . . . . . . . . . . . . . 20 Taxes on . . . . . . . . . . . . . . . . . . . 7

Income re-sourced by treaty, payments . . . . . . . . . . . . . . . . . . 6American Samoa, resident Exemption from foreign tax separate limit . . . . . . . . . . . . . 11 Personal property, sales orof . . . . . . . . . . . . . . . . . . . . . . . . . . 7 credit limit . . . . . . . . . . . . . . . . 10
Income tax . . . . . . . . . . . . . . . . . . . 6 exchanges of . . . . . . . . . . . . . 11Assistance (See Tax help) Export financing interest . . . . 10
Income tax bond . . . . . . . . . . . . . 3 Possession exclusion . . . . . . . . 7Extraterritorial income . . . . . . . 7
Interest . . . . . . . . . . . . . . . . . . . . . . . 6 Publications (See Tax help)B Interest expense, Purchase or sale of oil or gas,

Bankruptcy, effect of . . . . . . . . 20 apportioning . . . . . . . . . . . . . . 13F taxes in connection
Beneficiary . . . . . . . . . . . . . . . . . . . 5 International boycott . . . . . . . . . 9 with . . . . . . . . . . . . . . . . . . . . . . . . 8Financial services
Bond, income tax . . . . . . . . . . . . 3 Itemized deduction . . . . . . . . . . . 7income . . . . . . . . . . . . . . . . . . . . 11
Boycotting countries . . . . . . . . . 9 Itemized deduction limit . . . . . 14Foreign corporation–U.S. Q

shareholders, filing
Qualified business unit . . . . . . . 4requirements . . . . . . . . . . . . . . . 9C Qualified dividends . . . . . . . . . . 14JForeign country . . . . . . . . . . . . . . 5Capital gains and losses . . . . 14 Joint return:Foreign currency and exchangeCarryback and carryover: Carryback and carryover . . . . 20 Rrates . . . . . . . . . . . . . . . . . . . . . . . 4Allocations between husband Credit based on foreign tax of
Rate of exchange . . . . . . . . . . . . . 4Foreign income,and wife . . . . . . . . . . . . . . . . . 21 both spouses . . . . . . . . . . . . . 5

translating . . . . . . . . . . . . . . . . . 4 Recapture of foreignClaim for refund . . . . . . . . . . . . 20 Filed in a deduction year . . . . 22
losses . . . . . . . . . . . . . . . . . . . . . 18Foreign losses:Joint return . . . . . . . . . . . . . . . . 20

Allocation of . . . . . . . . . . . . . . . . 17 Records to keep . . . . . . . . . . . . . 22Joint return–deduction
LRecapture of . . . . . . . . . . . . . . . 18year . . . . . . . . . . . . . . . . . . . . . 22 Redetermination of foreign

Taxes all credited or tax . . . . . . . . . . . . . . . . . . . . . . . . . 4Levy . . . . . . . . . . . . . . . . . . . . . . . . . 6Foreign mineral income, taxes
deducted . . . . . . . . . . . . . . . . 20 on . . . . . . . . . . . . . . . . . . . . . . . . . . 9 Refund claims, time limit . . . . . 5Limit on credit . . . . . . . . . . . . . . . 10

Time limit on tax Foreign oil and gas extraction Refund, foreign tax . . . . . . . . . . . 6Losses, foreign:
assessment . . . . . . . . . . . . . . 20 income, taxes on . . . . . . . . . . . 9 Allocation of . . . . . . . . . . . . . . . . 17 Reporting requirements
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