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Introduction
Taxation of employee compensation a critical sector of the 
international tax area, with specialized rules applicable
◦ Income generally sourced to where services are performed, but

subject to statutory/treaty exclusions of source country taxation
◦ American citizens/residents with foreign-sourced wages eligible for 

tax credits, and (potentially) earned income exclusions

Multiyear compensation arrangements – like deferred 
compensation – subject to special rules where workdays split 
between countries
◦ Treaty benefits significant in multiyear compensation context



Hypothetical Fact Pattern #1
Allison is a United States citizen who lived full-time in the United 
Kingdom in 2019.  She earned $300,000 in personal services 
income from work undertaken in London in 2019; she also earned 
passive income from United Kingdom-based investments.  
◦ Allison also maintains an interest in a tax-advantaged United 

Kingdom savings account, to which she has historically been the sole 
contributor (i.e. no employer-side contributions).
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Background Considerations
United States citizens automatically taxable on worldwide 
income, irrespective of the income’s source/taxpayer’s country of 
residence
◦ Sec. 861(a)(3) – income sourced to the country where services are 

performed
◦ Citizens not subject to tax treaty reclassification/substantial presence 

exception
◦ Lone option to avoid prospective American tax is expatriation –

which carries potential exit tax repercussions
◦ Special rules apply to deferred compensation – either subject to 

traditional mark-to-market expatriation tax (if an ineligible 
deferred compensation item) or subject to 30% withholding on 
actual distribution (if an eligible deferred compensation item)
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Poll Question #2
True or False – A United States citizen living overseas is not
taxable on foreign-sourced wage income.
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United States Taxpayers – Special 
Rules for Foreign Income
Individuals classified as United States taxpayers are taxable on 
worldwide income, irrespective of source of income/physical residency 
of taxpayer

◦ United States citizens/residents earning foreign-sourced income most often 
avoid double taxation by the United States through foreign tax credits
◦ Source-country taxation modified through income tax treaties; “residence”-country taxation 

modified through credits for taxes paid at source

◦ For qualifying individuals, the foreign earned income exclusion provides an 
alternate tax reduction which often results in greater tax savings

◦ Foreign earned income exclusion allows a full exclusion of income for American tax purposes 
(with caveats), often permitting additional tax savings compared to foreign tax credit



Foreign Tax Credit
Foreign tax credits available to United States persons for taxes paid to 
foreign jurisdictions – used by citizens/residents rather than treaties

◦ Mechanism provided to alleviate burdens of double taxation for United 
States-resident taxpayers earning income from foreign jurisdictions
◦ Idea with FTC is to not disincentivize foreign transactions by exposing them to comparatively 

high tax rates
◦ Credit available for taxes directly paid (and some indirect payments) – taxes on wages usually 

creditable

◦ Foreign tax credit allows the non-U.S. country where income is earned to 
impose the initial tax on income, with United States tax then imposed 



Foreign Tax Credit

Example: If Allison’s United Kingdom-sourced income is 
taxed at 25% by the U.K. and Allison is in the highest 
U.S. individual tax bracket, a 25% tax by the U.K. is 
imposed, with a 12% functional tax by the United 
States (37% rate minus 25% credit for U.K. taxes)
• Makes the effective global tax rate 37%
• If instead the United Kingdom taxes the income at a 40% rate, then 

FTCs apply in full to U.S. taxes (making the effective global tax rate 
40%)



Foreign Tax Credit
Foreign tax credit “baskets” group credits into baskets, with each 
basket subject to separate limitations
◦ Maximum credit allowable in any basket is the tax associated with 

that income
◦ Carryback (to prior year) and carryforwards (for up to ten years) 

available for unused credits (per Regs. Sec. 1.904-2(b))

Where credit taken on foreign taxes paid which are subsequently 
refunded, an amended American tax return is required to alter 
prior tax credits



Poll Question #3
Using the foreign tax credit, the effective global tax rate on an 
American’s foreign-source wage income is:
◦ The greater of the applicable foreign rate or the applicable United 

States rate
◦ The lower of the applicable foreign rate or the applicable United 

States rate
◦ The applicable foreign rate
◦ The applicable United States rate

11



Foreign Earned Income 
Exclusion
For earned income of United States taxpayers living overseas, the foreign 
earned income exclusion offers added benefit

◦ Exclusion available for individuals who either: 
◦ Establish they are bona-fide residents of a foreign jurisdiction for the 

tax year
◦ Meet objective presence-based requirements in a foreign country (330 

days in a twelve-month period)

Foreign earned income exclusion: 2022 maximum amount is $112,000
◦ Exclusions for housing also available (determined with reference to the 

indexed FEIE amount)

Where income exclusion used – amounts in excess of exclusion taxed 
at individual’s normal rates!



Foreign Earned Income 
Exclusion
Revised example: United Kingdom taxes Allison on earned 
income at a rate of 20%; the United States normally taxes her 
at a 37% rate.  If the foreign earned income exclusion is used, 
the first $107,600 earned by Individual A is not taxed by the 
United States.
◦ Makes effective global tax rate 20% rather than 37% - for qualified 

individuals, foreign earned income exclusion usually preferable to 
FTC!

Bona fide residency in a foreign jurisdiction claimed through filing 
Form 2555

◦ Form contains questions intended to establish whether an individual is a 
bona fide foreign resident – looks to specific factors designed to show 
taxpayer’s residency intent



Poll Question #4
Using the foreign earned income exclusion, the effective global 
tax rate on an American’s foreign-source wage income is:
◦ The greater of the applicable foreign rate or the applicable United 

States rate
◦ The lower of the applicable foreign rate or the applicable United 

States rate
◦ The applicable foreign rate
◦ The applicable United States rate
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Foreign Retirement Account –
Is It a PFIC/Foreign Trust?
How is Allison’s ISA classified?
◦ Retirement plans can (and often do) create PFIC issues based on 

treatment of the pension as a foreign grantor trust (where employee 
contributions exceed employer contributions) 
◦ Look-throughs apply to the trust’s underlying investments, which 

themselves are very often PFICs
◦ Pensions – typically treated as trusts for U.S. tax purposes, 

potentially subject to look-through rules
◦ Treatment can hinge on whether plan is classified as a grantor trust

◦ Most foreign plans are treated as “nonqualified” for U.S. tax 
purposes

◦ Current income inclusions for structure’s earnings usually needed!



Foreign Retirement Account –
Is It a PFIC/Foreign Trust?
Specific determinations – how do you start?
◦ Ascertain the type of interest at issue – is it in a simple “account” 

structure or a structure which requires separate classification?
◦ What are formation documents/involvement levels of third 

parties?
◦ If an interest (whether directly or through a separate structure) is 

maintained in a foreign corporation, looks to its activities
◦ Is it generating passive income?
◦ Financial statements can be helpful if available

◦ Need to evaluate the company’s gross income
◦ Macro-level – where asset classification is not clear on its face (i.e. 

liquid funds), often will need to do some digging



Foreign Retirement Account –
Is It a PFIC/Foreign Trust?
Treaty provisions can provide critical relief!
◦ Revised example: Allison is a noncitizen who moves to the United 

States after accruing gains/funds in ISAs (and other U.K. retirement 
plans)
◦ Allison’s ISA interest is (possibly) classified as a foreign grantor trust 

(with underlying PFICs), but under the Treaty no American tax is 
normally owed until actual distributions are made (per Art. 18(1))
◦ Per Art. 17(1)(1b), the country of residence exempts from tax any 

portion which would be exempt in the country in which the plan 
is maintained

◦ Macro-level – treaties an important option for relief re: foreign 
retirement plans (and some benefits even escape the saving clause!)



Foreign Retirement Account –
Is It a PFIC/Foreign Trust?
Reporting of interests:

◦ FBAR requirements exist where foreign retirement asset a grantor trust 
(and U.S. person has >50% interest in assets/income of trust) and holds 
reportable accounts

◦ Form 8938 – reporting requirements typically intertwined with amount 
of distributions made in given year/whether asset has readily 
ascertainable FMW

◦ Form 8621 – annual reporting required if plan treated as a foreign 
grantor trust and holds over specified limits of PFIC interests
◦ BUT where an applicable income tax treaty provides that income does 

not get taxed until paid (like the U.S./U.K. treaty), annual reporting 
required waived by regulations!

◦ Forms 3520/3520-A – generally required to be filed for U.S. owners of 
foreign trusts 



Poll Question #5
True or False – Classification of a foreign retirement asset relies 
solely on the asset’s classification in its home jurisdiction.
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Hypothetical Fact Pattern #2
Sally is a nonresident alien who is a resident/citizen of Italy.  She 
has worked for years with an Italian-based company; in 2020, she 
worked 150 days in the United States on a work project.  She 
earned $200,000 in income in 2020, and worked 300 total days in 
2020 (the other 150 days were worked from Italy).  
◦ Sally is subject to a deferred compensation plan; she was granted 

shares in the Italian company in 2020 subject to vesting in 2023.
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Nonresidents with American-
Sourced Employment Income
Under default U.S. rules, nonresident aliens performing personal services 
within the United States automatically deemed engaged in a United States 
trade or business, and taxable (at graduated rates)

◦ Income treated as effectively connected with an American trade or business (so 
taxed on a net basis at graduated rates)

Where an individual earns personal services income from services both 
inside and outside the United States in a given year (i.e. salaried employees 
splitting time between countries), allocation between countries based on 
workdays is normally required

◦ Regulations provide a facts and circumstances approach for allocation, but specify 
that in many cases apportionment on a time basis is appropriate
◦ Under the time basis approach, United States income amount is the “amount 

that bears the same relation to the individual's total compensation as the 
number of days of performance of the labor or personal services by the 
individual within the United States bears to his or her total number of days of 
performance of labor or personal services”
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Nonresidents with American-
Sourced Employment Income
Example – even if classified as a nonresident, Sally’s income 
received for days where she physically worked in the United 
States constitutes income statutorily taxable by the United States

Statutory exception to American taxation applies where 
nonresident (1) is compensated by another nonresident (i.e. is 
not compensated by a U.S. taxpayer) who is also not engaged in 
an American trade or business, (2) spends no more than 90 days 
in the United States in the year at issue, and (3) makes no more 
than $3,000 from the services provided
◦ Narrow exclusion given $3,000 limitation (not indexed for inflation)
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Nonresidents with American-
Sourced Employment Income
Significant relief available for nonresidents with American-sourced 
income through income tax treaties

◦ Example: Sally is an Italian qualified resident (eligible for Italy-U.S. tax 
treaty benefits).  Art. 15(2) of the Italy-U.S. treaty provides that 
employment income is not taxable by the United States if (1) employee 
not present in the United States more than 183 days in the fiscal year, (2) 
wages are paid by an employer who itself is not a United States resident, 
and (3) the wage is not borne by a U.S. permanent establishment or fixed 
base maintained by the nonresident employer
◦ If thresholds met, full amount becomes subject to American tax (i.e. do 

not eliminate income associated with first 183 days of presence)
◦ Macro-level – treaty provisions significantly heighten the threshold for 

American tax of nonresident wages/remuneration
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Poll Question #6
A nonresident who is not a resident of a treaty party country 
works 50 out of 200 days in the United States in a given year.  If 
the time basis approach is appropriate, she will be taxed on what 
portion of her income?
◦ 1/2
◦ 1/3
◦ 1/4
◦ 100%
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Multiyear Compensation 
Arrangements 
Multiyear compensation arrangement – arrangement under which 
compensation is taxed to an employee in one taxable year but is 
attributable to services performed in multiple years

◦ Under regulatory guidance, the source of multi-year compensation is 
determined on a time basis over the period to which the compensation 
is attributable; the determination of the relevant period is based on the 
facts and circumstances involved
◦ In the case of stock options, the regulations provide that the applicable 

period normally is the period between the grant of an option and the 
date on which all employment-related conditions for exercise have 
been satisfied (the vesting date)

Example: A three-year vesting schedule exists for Sally’s deferred 
compensation, and she works 300 days each year.  Using a strict time 
basis approach, 1/6 of the income is allocated to the United States.



Multiyear Compensation 
Arrangements 
Multiyear compensation arrangements also subject to treaty 
modifications!
◦ Example: Sally works in the United States for 150 days in 2020. Art. 

15(2) applies, and the standard for American imposition of tax is not 
met.  With this being the case, the deferred compensation income 
also may be eligible to exclusion!
◦ Revised example: Sally works 250 days in the United States in 2021.  

Art. 15(2) does not apply, and as a result both the annual income 
and the deferred compensation is subject to American tax (likely on 
a time basis)
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