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HR 4297 Update: Modification of Exclusion for U.S. Citizens and Residents Living Abroad 
By Andrew M. Short and Matt W. Walding

The Tax Increase Prevention and Reconciliation Act of 2005, 
P.L. 109-222 (“TIPRA”), was signed by President Bush on 
May 17, 2006.  TIPRA modifies the rules relating to the ex-
clusion of certain foreign-source income and foreign housing 
costs by U.S. citizens and residents living abroad under Sec-
tion 911 of the Internal Revenue Code of 1986, as amended 
(the “Code”).

Modifications to Rules Relating to the Exclusion of 
Certain Foreign-Source Income and Foreign Housing 
Costs – Section 911 of the Code

Under Code Section 911, a U.S. citizen or resident living 
abroad may exclude certain foreign-earned income and for-
eign housing costs from U.S. taxable income.  In order for an 
individual to be a “qualified individual” for purposes of such 
exclusion, the individual’s tax home must be in a foreign coun-
try and he or she must be (i) a U.S. citizen who is a bona-fide 
resident of a foreign country or countries for an uninterrupted 
period that includes an entire taxable year, or (ii) a U.S. citizen 
or resident present in a foreign country or countries for at least 
330 days in any consecutive 12-month period.  

Exclusion for Compensation

Under Code Section 911, a qualified individual may exclude 
from U.S. taxable income all foreign-source income received 
for personal services that the qualified individual performs 
during the period of foreign residence or presence described in 
the preceding paragraph.  

Prior to TIPRA, the maximum exclusion amount for 2002 
through 2007 was $80,000 and was indexed for inflation af-
ter 2007.  TIPRA accelerates the inflation adjustment of the 
maximum exclusion amount, starting in tax years after 2005 
rather than 2007.  Thus, the maximum exclusion amount for 
2006 is $82,400.

Exclusion for Housing Costs

A qualified individual may also exclude from U.S. taxable 
income certain foreign housing costs paid or incurred by or 
on behalf of the qualified individual.  To the extent that such 
foreign housing costs are not paid or reimbursed by the quali-
fied individual’s employer, the qualified individual may deduct 
such housing costs in computing adjusted gross income.  The 
amount of the exclusion for housing costs is equal to the excess 
of the qualified individual’s foreign housing expenses (subject 
to certain limitations) over a base housing amount calculated 
pursuant to Code Section 911.

For purposes of Code Section 911, “housing expenses” include 
certain reasonable expenses paid or incurred during the tax-
able year for the housing of the qualified individual and his or 
her spouse and dependents, provided such spouse and depen-
dents live with the qualified individual or live in another for-
eign country because of dangerous, unhealthful, or otherwise 
adverse living conditions.  Under TIPRA, the total amount 
of reasonable housing expenses in excess of the base housing 
amount that a qualified individual may exclude from U.S. tax-
able income is limited to 30 percent of the maximum amount 
of the  foreign-earned income exclusion under Code Section 
911.  TIPRA also provides that the Treasury Department may 
issue regulations or guidance providing for the 30 percent cap 
to be adjusted upward or downward based on geographic dif-
ferences in housing costs relative to housing costs in the United 
States.  Based on the 30 percent cap, the maximum amount of 
the foreign housing cost exclusion for 2006 is $11,536.

Prior to TIPRA, the base housing amount for the computa-
tion of the exclusion for housing costs was 16 percent of the 
annual salary (computed on a daily basis) of a grade GS-14, 
step 1, U.S. government employee, multiplied by the number 
of days that the qualified individual resided or was present in 
the foreign country during the taxable year.  TIPRA provides 
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that the base housing amount is 16 percent of the amount 
of the qualified individual’s foreign-earned income exclusion 
limitation (computed on a daily basis).  Thus, the base hous-
ing amount is no longer keyed to the annual salary of a grade 
GS-14, step 1, U.S. government employee.  

Tax Brackets

Prior to TIPRA, a qualified individual with excludable income 
under Code Section 911 was subject to U.S. income tax on all 
other income starting in the lowest tax rate bracket.  Under 
TIPRA, a qualified individual with excludable foreign-source 
income or housing costs under Code Section 911 is subject to 
U.S. income tax on all other income starting in the tax rate 

bracket that would apply to such income if no amount was 
excluded under Code Section 911.

Effective Date

The modifications to Code Section 911 under TIPRA dis-
cussed above are effective for taxable years beginning after De-
cember 31, 2005.
If you have any questions about TIPRA’s modification 
of the exclusion for U.S. citizens and residents living 
abroad, or about the Tax Increase Prevention and Rec-
onciliation Act of 2005 in general, please do not hesitate 
to contact:
Andrew M. Short 212-318-6018    andrewshort@paulhastings.com


