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Chapter 4

Creditability of
Foreign Taxes

Harvey P. Dale

A corporation formed in the United States is subject to U.S. income
- tax on its worldwide income.! It is also usually subject to tax by foreign
jurisdictions in which it does business or from which it derives income.
The foreign tax credit is the primary tool used by the United States to ac-
commadate the overlap of taxing jurisdictions.?
The credit mechanism gives taxing priority to the source jurisdiction.?
It allows the foreign country to take the “‘first bite of the apple’ and
allows that “‘bite’” directly to offset the amount of revenue raised by
the United States with respect to the same income.* In general, then,
the foreign tax credit mechanism provides an accommodation berween
sovereign taxing jurisdictions; the taxpayer is merely a middleman or
stakeholder. (We will have cause, below, to question and elaborate on
thismodely
" It'is accordingly of central importance to the credit mechanism to de-
termine what sorts of things will be creditable. Recently, there has been
an explosion of activity in this area. In 1978 alone, the Internal Revenue
Service published at least ten rulings on the question,® and a regulations
project was also initiated.® -
Although it will be necessary to discuss these rulings briefly, it is not
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the purpose of this paper to attempt a critical analysis of them.” Rather,
this paper will consider the ramifications of the procedures currently used
to determine creditability, In particular, it will be suggested that further
elaboration of detailed criteria for determining creditability is undesirable.
Several possible alternative procedures will be discussed. Finally, a few
suggestions for improving the current procedures wili be made.

Preliminary Considerations

Ever since 1918—when a credit for foreign taxes was first granted by
the United States *—creditability has been allowed for foreign “‘income,
war profits, and excess profits taxes.”” " For convenience, this article will
refer merely to foreign ‘‘income taxes.”’ It is surprisingly unclear why
foreign income taxes—as opposed to other types of foreign imposts—
were selected for creditability.'® There appears to be no a priori reason
for selecting income taxes (and thus excluding other taxes or imposts) for
creditability.

Economists have urged that credits should be granted for all taxes
which cannot be "*passed on.’" ** The notion is: if a particular payment
may be passed on by the taxpayer, there is no need for a credit mecha-
nism, since a deduction is sufficient. For example, consider a relailer
required to collect a point-of-sale sales tax. His cost of goods is $100,
and he wishes to rescll the goods for $150. The goods are so marked, but
a J percent sales tax is also charged at the cash register. The total amount
received by the retailer is accordingly $154.50. The $4.50 of tax is remit-
ted by the retailer to the taxing authority, leaving him with a net $150 as
he originally intended. Assuming that the full $154.50 is treated as his
receipts, he will compute his net income by deducting the cost of goods
sold($ 100} and also by deducring the $4.50 of sales taxes. His $50 of net
income is the correct figure, and is the same amount he would have
calculated il the sales tax had been eliminated. The true incidence of the
sales tax falls on the purchaser. '

If, however, the particular tax cannot be passed on to the purchnser;"a
deduction mechanism is not adequate to produce an identical resull, For
example, suppose that for some reason the retailer was not able to charge |
the customer more than $159, but nevertheless had to pay a $4.58 tax,
Absent that tax, his net income would have been $50. IF no credit, but
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only a deduction, is allowed for the tax, his net income would be $45.50.
Assuming (for convenience) a flat 50 percent income tax rate applicable
to the retailer, he would have paid—without the $4.50 tax—one-half of
$50 or $25 in income taxes, and would have had a net after-tax economic
gain of $25. Given the imposition of the tax, but granting no credit (and
only a deduction) for it, his 50 percent tax rate will be applied to the
$45.50 remaining, and will produce a tax of '$22.75. His net after-tax
economic gain will be only $22.75. If, inslead, a credit were granted for
that tax, instead of a deduction, the tentative tax {before credit} would
still be 50 percent of $50, or $25.'% However, instead of paying the full
$25, the $4.50 tax could be credited against it, thus reducing the net
payment te only $20.50. The credit mechanism leaves the retailer with a
net after-tax economic gain of $25, which is the desired result if the tax is
nol passed on, L.e., if the true incidence of the tax is on the retailer.

This economic analysis seems persuasive. It suffers, however, {rom
two fundamental defects. The first is that it is extremely hard to apply to
certain kinds of taxes. In particular, there is a long-standing and continu-
ing inconclusive debate in the economic literature about whether cor-
porate income taxes are passed on. And it may be that some other axes—
not denominated income taxes—are not passed on, "

The second major defect is history. If the life of the law has been expe-
rience, then perhaps as the law ages, the rules of law harden—like arte-
ries. If so, we have reached the point of total senility with respect o the
statutory category for creditability: it has been, and almost certainly wilt
continue {0 he, limiled to income taxes.

Nevertheless, policy considerations are important to the current argu-
ment. 1t is uncertain whether the “‘income tax™" category is fully respon.
sive to the policies of the foreign tax credit, Thus, we should be at least
equally uncertain whether those policies are best served by elaborating
detailed criteria for testing whether a foreign impost is or is not an in-
come tax. Accordingly, we might be more attentive to the refevant poli-
cies, rather than locusing exclusively upon scholastic elaboration of arid
statutory language.

Of course, everyone concedes that a foreign impost may be an iacome
tax even though it does not conform in every detail to the Internal Reve-
nue Code of 1954, as amended. The question is really one of emphasis.
Dry elaboration of the statutory language draws one irresistibly to a closer
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and closer mirroring of the concepts and rules of the Internal Revenue
Code. A policy approach might afford greater flexibility in selecting cred-
itable taxes. It is believed that this would be a desirable goal '

Developing Criteria

There is [ittle doubt that recent published rulings of the IRS represent
at least a new focus on detailed criteria for testing creditability, It is also
clear that these rulings are founded upon prior precedents. The intent here
is not to debate the extent to which the rulings represent a departure from
previous understandings. However, a brief description of current IRS
views may be of some value. There are two connected, but different, in-
quiries mandated by the rufings. First, it must be determined whether the
foreign impost is a tax (as opposed, for example, to a rental or royaity
payment). Second. if it is a tax, it must be determined whether it is an in-
come tax.t®

The first inquiry seems 1o be directed to the **second model” of the
operation of the foreign tax credit, discussed below: it appears to be
designed to frustrale a taxpayer effort to persunde a foreign govern-
ment—owning, for example, natural resources in place—to impose a
“tax’ instead of charging a royalty, thus producing a credit instead of a
mere deduction, but without increasing the amount paid to the foreign
sovereign, Thus, the IRS says that foreign impost is not a tax, when it is
imposed by a foreign government which owns minerals in place,® unless
(1) that government also charges ‘‘an appropriate royalty or other consid-
eration for the property that is commensurate with the value of the con-
cession,”” (2} such royalty is “*calculated separately and independently of
the foreign tax,”” and (3) payment of such royalty is also “independent of
the discharge of any foreign tax liability.” ¥

The second inquiry assumes that a foreign tax has been paid and fo-
cuses on whether it is an income tax.'® The rulings " invoke a three-part
test for this purpose. First, an income tax must be imposed upon gain
which is *‘realized in the United States sense.’” 2% Second, the tax must
be designed to reach net income, and it must be *‘so structured as to be
almost certain of doing so." 2! Third, the tax must be imposed “‘on the .
receipt of income by the taxpayer’ rather than on transactions, 22

The framework for applying these criteria is of least as important as the
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criteria themselves. Each tax must be scrutinized to see whether it is indi-
visible and singular, or divisible. Little guidance is given on how to make
this determination, except to indicate that a tax is generally divisible *“if
it is fevied on more than one separate tax base and the tax on cach base is
separately computed.” *® Then, each separaie tax is separately scrutinized
in its entirety. The search is for the overall pattern, i.c., the three relevant
criteriar are to be applied **by reference to the entire class of taxpayers
subject to the foreign tax and not on a taxpayer-by-taxpayer or transac-
tion-by-transaction basis.”"*t The tax will qualify if it meets the three
tests in most cases. It is clear that occasional aberrational elements will
not disqualify the tax, However, in o very significant sentence, the IRS
states that

When a tax is imposed on a fimiled tax base or on 1 limited class of laxpayers and
the tax includes a provision that violates one of these requirements, then the im-
portance of that aberrational provision is necessarily increased by the limited
scope of the tax base or class of taxpayers.?®

It thus is apparent that the “‘divisibility”’ question may oflen be of pro-
found impartance, for if a tax is found to be divisible, that may substan-
tially decrease its chances of being creditable since each *‘aberrational
provision”” will be deemed to have an increased (and disqualifying) sig-
nificance.?®

Competing Policies

Many legal rules represent a compromise among competing policies. If
the policies are strong and opposed, the resulting compromise is usually
in tension and accordingly less stable. In any event, anyone hoping to
design a better garment must first consider the strains to which it is sub-
jeet. At least some of the many policy considerations affecting the foreign
tax_credit mechanism—and the determination of what is a creditable
tax——wili be mentioned below,

The most fundamental policy behind the foreign tax credit is what
might be called “international neutrality.”” Tt represents a desire not to
impede international transactions, i.e., o make taxation neutral with re-
spect 1o domcestic and foreign business and investment decisions.

A second significant policy, here as elsewhere in the Code, is so-called
““domestic neutrality,” i.e., equal treatment of alt U.S. taxpayers.
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A third critical policy is protection of the revenue. Because the foreign
tax credit cedes primary taxing jurisdic!iml to the foreign country, and
abates the U.S. revenue in dircct proportion to creditable foreign taxes, it
creates the possibility of a rape of the U.S. Treasury. It is believed that
this problem, and the felt need to counter it, were particularly significant
in shaping several recent published rulings,

In this context, a reexamination of the foreign tax credit system model
mentioned above is useful. The first model posits two conflicting sover-
eigns tugging at the income of a single taxpayer who is, accordingly, a
mere stakeholder. That model is probably accurate in most cases. In some
cases, however—including some involving significant amounts of re-
venue—it may be erroneous.?” One variation views the taxpayer not as a
helpless stakeholder, but rather as an active participant in the design of
the foreign revenue system. This second model is perhaps most per-
suasive when the foreign government also owns the property {for ex-
ample, the oil or gas resources) which is the subject of the taxpayer's
operations. IT the taxpayer can persuade the foreign government to take
its cut by way of ““taxes" instead of by way of “‘royalties,”" he may be
successful in increasing his overall economic gain. The effect of this is to
leave the foreign sovereign in approximately the same position, economi-
catly, as it was when it charged a royalty. The revenue transfer is then
from the U.S. Treasury to the taxpayer, by virtue of the greater advantage
of creditability (as opposed to deductibility) of the payments to the
foreign sovereign.

A third model is also suggested. In that model, the foreign government
merely increases its revenues up to (but not in excess of) the U.S. credit.
This could be done by a so-called *‘soak-up™” tax. Alternatively, it could
be done by tmposing a tax so fashioned as to select for higher taxation
those foreign companies investing in the foreign jurisdiction for whom a
foreign tax credit would be available as an offset. In this case, the appar-
ent rape of the Treasury is conducted by the foreign sovereign. 2

Because the United States grants foreign tax credits unilaterally, it can-
aot now avoid rape merely by withholding consent. Instead, it must find
methods of preventing rape by denying creditability. The most direct way
of deing this would be to investigate the intent and motive of the tax-
payer, and of the foreign sovereign. For a variety of reasons—including
customary notions of inlernational law (with respect to the foreign sover-
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eign) and administrative convenience—il does not appear feasible 1o deal
with creditability, generally, by investigating intent. Instead, elaboration
of the criteria for creditability has been selected,

This creates at teast two problems. The first is that it may not be effec-
tive. Even assuming that the criteria, as elaborated in published rulings
and otherwise, are sustained by the courts, it is possible that well-advised
foreign countries will revise their internal laws to comply with the new
criteria. From this point of view, the elaborated criteria may amount to no
more than drafting instructions to the Toreign kawmakers, *Y

A second problem with elaboration of criterin s the problem of com-
plexity in general. Here, as elsewhere in the Code, complex rules affect
those al whom they are directed, and others us well ** Criteria set forth in
recent rtlings will almost certainly affect many taxpayers whose positions
are, in fact, properly described by our first model, rather than by either of
the latter two models. Furthermore, the criteria purport to be an explica-
tion of what is, and presumably always has been. the faw {even il the
published rulings themselves are, with respect 1o the par!fcutar taxes they
discuss, prospective}.® Thus, they will have retroactive impact on this
same class of true-stakeholder taxpayers. Because the criteria are neither
easy lo understand nor to apply, additional costs will be involved in
selecting tax advisers, and higher stakes will be tnvolved in the so-called
tax lottery.

Furthermore, fhis sort of complexity is automatically exported by the
United States. Unlike most other complex areas of the Code, the foreign
tax credit is critical to foreign jurisdictions. If creditability is denied for
their imposts, international teade and investment from the United States
into their jurisdictions may be seriously and adversely affected. Accord-
ingly, there are often significant pressures (o conform their internal lnws
to the elaborated criteria for creditability. Thus, we export complexity as
we eliborate complex criteria for creditability.

Several recent published rulings tend to require foreign jurisdictions to
increase the complexity of their inlernal tax systems. For example: with-
holding taxes on investiment income have been held not to be creditable if
the same sort of tax—that is, a flat-rate tax on gross income—is also
applied to taxpayers who are doing business in the foreign country.®® The
converse also seems true: withholding taxes will be creditable for 1.5,
purposes if, in general, they are imposed only upon faxpayers who do aot
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do business in the foreign jurisdiction. Thus, foreign jurisdictions may be
under some pressure to adopt a system for taxing foreign persons who
engage in business there on a necessarily more elaborate net-income
basis, not only to preserve crediga-biiity for such business entities, but also
to preserve creditability for passive investors!??

There s no bright line between taxing gross income and taxing net in-
come. Rather, the issue is betler perceived as a spectrum. Businessmen
are famifiar with this notion, for example in negotinting “earn outs’” or
variable lease payments. The recipient of the payment will often attempt
o negotiate a payment calculated by reference 1o the payer’s gross in-
come. This avoids the complexities and administrative difficulties of veri-
fying and calculating deductions. OFf course, it is a coroflary that the per-
centage (o be applied will be much lower if applied 10 gross ilems than
net items. Many negotiations are concerned with the exacl extent to
which the parties will move from a pure gross basis to a net basis. There
are an infinite number of possibilities along that route. In general, the fur-
ther one moves from gross toward net, the greater the complexity and ad-
ministrative difficulty, and the higher the percentage to be applied to the
reduced figure. Rates and complexity tend to vary directly in this area.

To what extent should we pressure foreign jurisdictions to adopt com-
plexity in order to ensure creditability? What good policy is served by
denying creditability to low-rate taxes imposed on amounts falling close
to the “*gross™ ead of the spectrum? Why can we not lashion a rule that
would presumptively permit creditability if the rate in question is suf-
ficiently low to make it likely that it represents an administrative decision
to achieve simplicity?

Other simifar situations may be posed by the increasingly strict elabo-
rated criteria for creditability. It is believed that many simplifying as-
sumptions of foreign tax systems would not, in general, cause alarm
within our foreign tax credit system, at least if the first model (discussed
above) is operative. It is believed that the overwhelming concern of those
responsible for the recent rulings was rape, either by taxpayers {(under the
second model) or by foreign povernments (under the third model). The
main thrust of the balance of this paper is to consider methods of protect-

ing U.S. revenues without necessarily incurring the cost of proliferating

complexity.
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Altemate Procedures -

Improvements are needed in the procedures by which we determine
creditability. Two dilferent sorts of suggestions will be made below.
First, a statutory amendment 1o the Internal Revenue Code will be sug-
gested.™ Second, various other changes to existing procedures will be
discussed.

Statutory Amendments

The major thesis of this paper is that negotiation is better than elabora-
tion. At present, however, there is no legal mechanism by which the
Treasury can precipitate negoliation, except occasionally in the context of
overall treaty negotiations. It may be desirable to enable narrower negoti-
ation, limited to the question of creditabitity.

A provision could be sdded to the Internal Revenue Code, with the fol-
lowing aspects. First, a presumption should be created that the imposts of
a foreign jurisdiction will be creditable if they are imposed by the prin-
cipal and broad-based, revenue-raising measure of that jurisdicition; if
they are caleulated generally on realized gains and income; if they gener-
atly permit appropriate deductions; and if they are imposed under a stat-
ute which is labeled an income tax. This presumption would be rebut-
table, but the burden of proof would be on the IRS.

Second, the Secretary of the Treasury would be given authority, by no-
tice, to declare any particular foreign govermment impost noncreditable.
Any such declaration would have effect only after some period of time
foltowing publication of the notice in the Federal Register, e.g., nine
months later, During that period of time, negotintions might well be pre-
cipitated. 1f satisfactory, the notification could be withdrawn prior to its
effective date. 1f no successful resolution of the question was reached, the
foreign tax would conclusively become noncreditable from and after nine
months from the date of publication of the original notice,

Third, criteria would be broadly phrased in the statute to guide the Sec-
retary of the Treasury in making the preceding determination. Most im-
portant, an explicit and brief statement of the policy of the foreign tax
credit should be made, and then (in addition) various criteria could be
fisted, much as in current Code Section 385 with respect to the
debt/equity conundrum, Regulations to elaborate the criteria should be
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specifically authorized. " On the one hand, the reference to policy and the
broad (but flexible} statement of criterin might be expecied to reduce the
pressure to grunt creditability only to mirror-image foreign tax systers.?®
On the other hand, establishment of eriteria would be usefud in preventing
development of pressures on the Secretary of the Treasury to make a de-
termination of noncreditability for reasons other than fiscal ones—for ex-
ample, for considerations of civil rights.

Finally, it might be desirable to add a provision permitting any affected
taxpayer to test the legal validity of the noncreditability determination for
a very limited period of time (e.g., six months) by a declaratory judgment
procedure or the like.?” Grounds for testing the determination would only
be conformity to the general policy and the flexible criteria for creditability
enunciated in the statute.

If adopted, such a statute might help to relieve the pressure for increas-
ing elaboration, without sacrificing the power of the United States to pro-
tect its revenues. Furthenmore, because determinations of noncreditability
would be conclusive (subject perhaps to the declaraiory judgment proce-
dure), a substantinl saving of expense in audit and Jitigation would result,
By contrast, under the current system, each taxpayer is free to litignte the
validity of any of the published rulings of the IRS; it seems guite likely
that we shall see increased litigation on this question in the future.

In addition, since the determinations would always be prospective, lax-
payers would have an opportunity to reorganize their affairs in Bght of
impending noncreditability. By contrast, ctmrent procedures are generally
retroactive, with only limited exceptions. Thus, taxpayers falling into the
first model—the innocent stakeholder—are sometimes retroactively
stripped of expected creditability,

It is important to note what this proposal does not do. It does not
replace currently available procedures for determining nonereditability,
Thus, the IRS would coatinue to be free to litigale creditability in ail
cases.™ It is hoped, of course, that the availability of a conrclusive and
prospeciive delermination of noncreditability would substantially reduce
the pressure to deat with noncreditability on a retroactive, taxpayer-by-
taxpayer basis.

Is there any precedent for this sort of idea? There is some slight prece-.
dent, although the available legal analogies have rarely if ever been used.
Currently, Section 896 of the Code provides the president with authority
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to deat with certain types of discriminatory foreign taxes, In addition, the
Code exciudes certain shipping and ajrcealt income of foreign persons
from taxation on condition that their foreign jurisdiction grant *‘an equiv-
alent exemption.”” ** Presumably, the determination of exemption equiva-
fency is made by the Treasury and perhaps the IRS. This could be in-
voked on a case-by-case basis.

Is it realistic to think such a statute might now be adopted? Congress
hus only recently amended the foreign tax credit provisions in fairly sub-
stantial ways.'® There has been too litlle experience with the revised
credit to make any further substantizl revisions desirable at this time. Al-
though the proposed statute would not make any substantial changes, it
might indirectly become the pretext for a broad congressional recon-
sideration of the area. If so, this might be undesirable. Furthermore, it is
very uncertain whether even a limited statutory amendment could be
guided successfully through the tortuous path to adoption. Accordingly,
other suggestions for improvement must be considered.

Nonstatutory Changes

Rulings. The policy of the Internal Revenue Service in issuing credi-
tability rulings is in need of reexamination. In the foreign tax credit area,
as elsewhere, published rulings are usually issued after the request of in-
dividual taxpayers. Unlike some other arcos, however, the foreign tax
credit rulings have a significant impact on many other taxpayers, and also
on foreign govermments. Published rulings on creditability might be im-
proved if more complete information and fuller discussion ol the issues
preceded their publication. It would be useful to develop a way to permit
putticipation in the ruling process by all interested taxpayers, and by rep-
resentatives of the foreign povernments in question.

This can now be doue if the party requesting the ruling is prepared to
waive the privacy provisions of Code Section 6103, In some cases, it is
understood that this has happened. In addition, representatives of foreign
governments have indirectly been allowed to participate. On an informal
basis, there have been true three-way discussions among representatives
of the Treasury, representatives of the foreign government, and laxpayer
representatives. It is understood that the IRS is actively considering the
possibility of opening up more creditability issues for public comment
and participation prior to ruling.*’ With appropriate safeguards, this
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would seem desirable. The IRS should, however, preserve enough discre-
tion so that it will not always be compelled to have such public hearings
prior to issuing a published ruling. OF course, no such hearings would be
required in the case of exclusively private rulings or technical advice. Ac-
cordingly, it is suggested that the IRS adopt policies which, in general,
permit full participation by interested parties prior to the issuance of any
published ruling dealing with creditability of foreign laxes.

Reguiations, A regulations project has been initiated in the wake of
recent published rulings.*® This is desirable for a number of reasons: it
will give interested parties an opportunity to participate in the formulation
of the final regulations, and the final regulations will have greater legal
dignity than published rulings. Even so, there will be the need to balance
the extent of elaboration of details for creditability against the desire for
preservation of both some simplicity and some discretion.

Explicit reservation of some discretion to determine creditability on g
case-by-case basis appears to be desirable. The creditability decision is
complicated, and one might feel betier if free to refer to all relevant facts
and circumstances. However, the suggestion poses problems. The im-
pulse to elaborate details is strong in 2 system, like ours, founded on
principles of stare decisis and notions of equily. This fundamental policy
problem is linked with retroactivity: because decisions involving discre-
tionary application of creditability criteria might have to be retroactive, it
might be harder to sustain the exercise of discretion if granted by regula-
tions (rather than by statute, as suggested above). If, however, it was
possible to preserve discretion but to exercise it generally on a prospec-
tive basis only, many of the objections to broader case-by-case discretion
might fall, Thus, it is suggested that the regulations reserve some discre-
tion in this area by incorporating an all-facts-amd-circumstances approach,
but that an explicit cross-reference to Section 7805(b) also be included to
indicate n.readiness to [imit retroactivity in appropriate cases. This may
strike a balance among avoiding the exporting of too rigid and complex
criteria for creditability, erecting workable defenses against a rape of the
fisc, and providing reasonably prediciable guidance 1o concerned tax-
payers.

The regulations might also contain at least one safe harbor for with- .
holding taxes at low rates imposed on passive individual investors. It has
been shown above that relatively lower rates may be an indication of a
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bona fide attempt to tax net income but to calculate the tax—Ffor reasons
of adininistrative simplicity-—against gross income. Two special concerns
combine to argue for such a safe harbor. First, an overwhelming propor-
tion of all tax returns claiming foreign tax credits involves just such
withholding taxes on foreign investment income of individuals. In 1975,
for example, about 234,000 individuals claimed Foreign tax eredits on
their refurns, in an aggrepate amount of about $382 million. Between
100,000 and 125,000 returns involved foreign-source dividends, interest,
rents, or royalties, with respect to which foreign taxes were claimed paid
in the aggregate amounting to approximately $49 million (before applica-
tion of the limitation, which could enly operate to reduce the actual
amount of available credits). By contrast, only approximately 6,000 cor-
porate returns were filed claiming foreign tax credits, but the amounts in
question aggregated approximately $20 billion. In other words, individual
returns involving foreign taxes withheld on passive investment income
represented perhaps one-hall of all returns filed claiming foreign tax
credits, but the amount of credits involved represented Jess than one-
guarter of 1 percent of the aggregate amount of such credits claimed.*® A
simplifying safe harbor rule would thus help many taxpayers while ““risk-
ing”” relatively little revenue,

The second concern arises from the unexpected effect here of the rules
affecting tax retuen preparers.* Many individuals falling within the sug-
gested safe harbor must get assistance—from accountants, lawyers, or
others—in compleling their returns. The IRS has ruled that such foreign
witliholding taxes are nor creditable if the foreign tax system imposes the
same lax on persons {other than the taxpayer in question) engaged in
business there. Accordingly, the preparer must investigate the foreign tax
system in some detail before filling out the taxpayer's return, in order to
avoid penalties imposed on the preparer for negligence. The IRS has
ruled. that the preparer may nat rely on the taxpayer's views or instruc-
tions as to the foreign faw S and may not even rely upon an attorney’s
opinion if the preparer doubls its accuracy.*® Thus, the preparer may well
be put to the task of researching an entire foreign taxing system in order
to prepare an individual’s tax return, unless the preparer is willing to risk
a penaity for not doing so. Who is to bear the cost of this effort? Recall
that the average credit claimed here is about $400 per return.

A serious effort should be made to avoid the above result. Perhaps the
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regulations could provide a presumption of creditability for withholding
taxes imposed by foreign jurisdictions if; (1) the foreign rate was at or
befow a certain percentage, e.g., 30 percent; (2) the income in question
was similar to that class of income generally described in the Internal
Revenue Code as “fixed or determinable annual or periodical’” income, *’
and (3) the taxpayer was an individual not engaged in trade or business
within the foreign jurisdiction.

This safe harbor would prebably cover virtally all foreign taxes im-
posed upon passive U.S. investors. It thus would affect a farge number of
taxpayers, but probably a relatively small amount of creditable foreign
taxes would be involved. Such a provision would minimize the need for
U.S. investors to become involved in more complex analysis of the more
detailed criteria for creditability. The safe harbor provision might also
contain language allowing the IRS to contest the creditability of an ap-
parently qualifying foreign tax, if, under all of the circumstances, there
was substantial evidence of tax avoidance abuse. This final provision
could be invoked to prevent a rape, but if properly administered, it would
not weaken the simplifying impact of the safe harbor.

Conclusion

The preceding suggestions are not intended to be exclusive. For ex-
ample, most income tax trealies to which the United States is a party con-
taint provisions dealing with creditability of foreign taxes. Such provisions
are very helpful in deciding issues of creditability "

This paper is not intended to express a view—laudatory or criticale
about the propriety of positions taken in recent published rulings. In gen-
eral, the rulings do not adopt whotly new criteria. Rather, they reorganize
and explicate previously used criteria. They may not represent “‘too
much’” detail. Nevertheless, a trend toward incrensed elaboration of ever-
more-rigid criteria can be detected. Such a trend is believed to be un-
desirable. It is hoped that the Treasury and the IRS will continue to
search for improved procedures for determining creditability,

Notes
I. Reg. §1.11-1{n). The same rule applies to U.S. citizens. Reg. &1, 1-Hb).
2. The forcign tax credit is generally governed by internal Revenue Code
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(L.R.C.) Sections 901-8, which constitute Subpart A of part 1 of subchapter N
of Chapter 1 of the Code. There are, however, vartous additional statatory provi-
sions alfecting the credit elsewhere in the Code, e.g., L.R.C. Scctions 78, 275,
960,

3. Although # is possible to quibble with this statement technically—becanse in
extremely unusual circumstances, the foreign tax credit may be available even
though the taxing jurisdiction is not the source jurisdiction, 2.z, Rev. Rul. 55.
414, 1955-1 C.B. 3835-—there is no doubt that it accurately reflects the normal
state of affairs.

4. It is the function of the foreign tax credit fimitation, now in LR.C. Section
904, 1o prevent high foreign taxes from offsetting U.5. taxes on domestic income.
{The fegistntive history states that the limitation was first imposed, in 1921, to
avoid having foreign lax credits “wipe out™ the 1.5, tax, House of Represen-
tatives (H.R.} Rep. No. 350, 67th Cong., st Sess., 1921, p. 13)) But the limita-
tion does not really operate, precisely, to identily **the same income’ which was
subject to foreign tax. First, the fimitation lraction, as amended in 1976, pools all
forcign source income in the numerator of the fraction, whether or nat such in-
come was subject to foreign tnx. Second, there is no necessary correlation be-
tween (he Hunitation fraction’s numerator, which is calculated according to U.S.
concepls and in 1S, dollars, and the actual number whick represents the foreipn
Jjurisdiction’s tax base. Indeed, it appears impossible to assign any precise mean-
ing to the concept of “‘the same income’” in this context. This, in turn, deprives
the notion of “*double taxation™ of conceptual rigor.

3. Rev, Rul. 78-61, 1978-1 C.B. 221; Rev. Rul. 78-62, 1978-1 C.B. 226; Rev.
Rut, 78-63, 1978-1 C.B. 228; Rev. Rul. 78-222, 1978-1 C.B. 232; Rev. Rul.
78-233, 1978-1 C.B. 236; Rev. Rul. 78-234, 1978-1 C.B, 237; Rev. Rui. 78-
235, 1978-1 C.B. 238: Rev. Rud. 78-238, 1978-1 C.B. 239; Rev. Rul. 78-
410, 1978-2 C.B. 3d7; Rev. Rul. 78-424, 1978-2 C.B. 197, See also the very
interesting Rev. Ruf. 78.335, 1978.2 C.B. 195, dealing with similar questions
but in a different context, and reaching an apparently more relaxed and policy-
crienfed position.

6. Announcement 78-144, 1978-39 1.R.B. 24, 43 Fed. Reg. 38429 (Aug. 28,
1978). See also Announcement 78-1653, 1978-46 [.R.B. 24, 43 Fed. Reg. 46859
(Oct. tE, 1978), extending the comment period to November 27, 1978, A sum-
mary of some of the comments received by the IRS, by carly December 1978, ap-
peats in Tax Nores (Dec. 18, 1978) 25:699. Additional cominents were filed later.
{Proposed Regulations were issued in June 1979, after this paper was completed;
they are not discussed herein. )

7. For one exiremely critical view, see Report of the Foreign Tax Credit Sub-
commitice, Commitiee on Poreign Activities of United States Taxpayers, Section
of Taxation, American Bar Association, *“The Creditability of Foreign Income
Taxes: A Critical Amalysis of Revenue Rufings 78-61, 78-62 and 78-63," Tax
Lenwyer (1978) 32:33.

8. Revenue Act of 1918, chap. 18, §240(c}, 40 Sit. 1082,
9. This triumverate marches inseparably together throughout the Code. E.g.,
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LR.C, Sections 164(0)(3), 275(u}(4), 901{by, 901{c), Y0U{e)( 1), SOUL) lguery ty-
pographical error], 901(y), 902(a), 902¢b), 802(cy, 903, 906(s), YOT(c)3),
906¢a), W60,

0. LR.C. Section 16:Ha) elearly aliows a deduction for other types of foreign
fuxes.

FEo An analysis of the cconomic liermure is beyond the scope of this article, as
well as the compeltence of its author. A useful introduction to the concept appears
in Elizubelh A, Owens, The Foreign Tax Crediv (Cambridge, Muss.: Harvard
Law School, 1961}, pp. 83-88. See also Peppy B, Musgrave, United Sues Tux-
ation of Foreign Investimens Income (Cambridge, Mass.: Harvard Law School,
1969), pp. 109-15; Douglus A. Kahno and Pamelu B, Gonn, Corporute Tavation
and Taxation af Parmerships and Parmers (St. Pauf, Minn.: West Publishing
Co., 1979), pp. 26-36.

12. 1t is fandamental to the credit mechanisim that either a deduction or a credit
but never both—is granted for o creditable amount. Thus, an election to claim a
credit operates as a deninl of o deduction for the amount in question. LR.C. Sec-
tion 273a)<). In the text example, then, the taxable income is $50, not $45.50,
if & credit is granted for the $4.50 sales wx.

13, There appears 1o be no doubt, however, that luxes imposed on nonbusiness
income of individuals are not passed on. This argues for nHowing foreign (ox
credits for foreign taxes imposed (typically by withhelding at the source} on in-
vestment income—dividends and interest, typically—of individuals. See notes 43
w47,

14, Elsewhers in this velume, John McMulty has made some extremely thooght-
ful and cogenl comments on this fine of reasoning.

15. See Rev. Rul, 76-215, 1976-1 C.B. 194, If the foreign impost is a tax, but
not an income tax, it may still be creditable if it gualifies wnder {.R.C. Section
903 as o tax “in liew of 7 an income x.

16. Although the refevant authorities discuss only natural resources in place, the
reusoning seems equally applicable to any sitwation in which the foreign govern-
ment—lhrough ownesship of any assets, or for other reasons—uppears 10 be en-
titled to a form of compensalion typically paid in privite business transactions,
{Of course, one should exclude the providing of customary public services and fa-
cilities, such as pelice, public transport, and public roud mainienance, ) This said,
ownership of notural resources in pluce is nevertheless of overwhelming current
significance, becuuse such a lurge proportion of claimed Toreign 1ax credits arises
in mineral-extiaction industries.

17, information Release 1638 (luly 14, 1976). In carlier rulings, the IRS has
also ruled that foreign imposts are not taxes (o) when poid under o labor code
with proceeds going to the “‘works council,’” L.T. 3768, 1945 C.B. 204, declared
ebsolete, Rev, Rul. 76-293, 1970-1 C.B. 282; (b) when paid as compulsory
loans, but repayable with interest, Rev. Rul. 39-70, 1959-1 C.B. 186; Rev. Rul.
60-56, t960-1 C.B. 274; Rev. Rul, 67-187, 1967-1 C.B. 185; (¢} when, instead
of paying the tax, the taxpayer exercises an option, gruated by foreign law, 10
porchase govermnest securities, Rev. Rul. 83-49, 1963-1 C.B. 124 [qguery
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i whether & taxpayer choosing not to exercise such an optien, but paying the tax in-
stead, is entitled 10 a credit? LT, 4023, 1950-2 C.B. 49, as distinguished by Rev.
Rul. 63-49, ibid., held yes. The result may be doubted. Cf. Rev. Rul. 76-508,
1976-2 C.B. 225], or (/) when tax was paid a5 a compromise of claims for royal-
ties, eic., by the foreign government, Rev. Rul. 68-149, [968-1 C.B. 341. One
i recent ruling may also touch on this issue: Rev. Rul. 78-258, 1978-1 C.B, 239,
disallows a credit for Brazilion withholding taxes on interest o the extent that
such taxes are directly puid back by the foreign government to the foreign with-
holding-agent borrower. The ruling, however, is ambiguous and may twmn, in-
‘ stead, on the question whether the tax has been property paid or accrued by the
i creditor-taxpayer. Compare Rev. Rul. 69-433, 1969-2 C.B. 153, and HMW in-
! tsiries, Inc. v. Wheattey, 504 F2d 146 (3d Cir. 1974), where the “subsidy”
: was paid back directly 1o the tuxpayer, with both the IRS and the court finding the
repayment o be a reduction in taxes paid.

SRR -

18, Abternatively, the tax might be creditable if it were a !ax lmposed “in lieu
I of "’ an income x. The L.R.C. Section 903 regulitions are quite restrictive, how-
i ever. They deny “in liew of ™" status to any 1ax unless (@) the foreign country has
| a general income tax in foree {as opposed, for example, 10 a so-calted “'schedular
tax”’ which taxes seporately differently siluated faxpayers or industries), (b) the
genert income tax would normally apply to the taxpayer, absent some special
provision, and {c} the general income tax is totally supplanted by the tax in ques.
tion. Reg. §1.903-1. Recent rulings enforee these requirements. Rev. Rul. 78-61,
1978-1 C.B. 221, denies “‘in Heu of ™' status to a rax when it supplants one but
aot all generally applicable income tax kaws of the foreign jurisdiction. Rev. Rul,
. 78-63, 1978-1 C.B, 228, denies “'In licu of * stasus 10 @ tax imposed by a jucis-
Al diction which has no single generally applicable income tax, Rev. Rul, 78-424,
1978.2 C.B. 197, denies “in lien of "' status to the UK. petroleum revenue tax,
i smce it does not suppl.mi tilc uiiu.r y:m.miiy apphcabfc UK. income taxes,

19, Pmmulariy Rev. Rul. 78- 6! 1978 1C.B. 2"f which is not only the first,
but akso the most eh,talif.d and anulytical, of the I9?8 l'tlhng,!:

i eSO A R L

20. Hid. It is unfurwnah.ty far from clc.lr when gain is rthZEd in the U S
sense! The foreign-tax-credit rulings do not choose to look at the somewhat more
clear question of recognition, perhaps to avoid exporting U.S. notions of non-
recognition events. However, realization may be a problem criterion, not anly
because of its lack of precision, but becuuse it seeras appropriate primarily in con-
nection with gain urising out of sales or exchanges, rather than o other Torms of
income.

21, fbid. Latinide is allowed for taxes on certain chasses of gross income, such as

dividends, interest, and royaliies, on the *'presumption”” that expenses refated to

these items will ordinurily be less than the income. If, however, circumstances

demonsttate that this “presumption”” is erroncous, e.g., because the interest in

guestion is received by o bank actually doing business in the foreign jurisdiction

{so that expenses auributable to the interest seceived could be quite subsiantial,
} and even result in a net loss), then the tux on such gross items will not be ered-
iable. Rev. Rul. 78-233, t978-1 C.B. 236, Rev. Rul. 78.235, 1978-1 C.B.
238.
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22, Rev. Rul. 78-6t, 1978-1 C.B. 221. This critesion is designed 10 distinguish
tncome taxes from sades taxes, use tuxes, privilege taxes, nnd the like.

23, {bid. Is Chapter | of the U.S, ftemal Revenue Code o “divisible® tax using
this test?
b Thid.
25, 1bid.

26. Indeed, it way be that the scope of judament concealed within the **divisibil-
ity issue is sufficient 1o allow far the exercise of a substuntial amount of ad-
ministrative discretion about ultimate creditability. If so, this article’s arpuments
showld also be addressed to those IRS personnel charged with exercising such
discretion.

27 Itis, of course, possible that each of the *'models’* has at least some wuth to
it, and that more than one may be involved nt any one fime.

287 A possible fourth model is suggested by MeNulty. He remarks that the

foreign tux credit may be viewed as a form of foreign aid. This perspective would
be most clearly valid if the United States were ever to agree 1o so-called *tax-
sparing”” credits. {Cowpare L.R.C. section 936.)

29, At {east some concesned foreign jurisdictions have already retuined U.S.
counsel 1o assist in redrafting their local taxes 10 achieve creditbility. Indonesia,
whose production-sharing tax was held noncreditable in Rev. Rul. 76-215, 1976-
FEB, 194, revised that rax substantially and was able i achieve creditubility for
ils revised system in Rev. Rul. 78-222, 1978-1 C.B. 232. Under the revised in-
donesian system, it seems clear that less credilable taxes will be paid. Thus, U.S.
revenues will presumably increase. If so, this example iHustrates that complinnce
with recent rulings may have 2 more substantial impuct than indicated by the
phrase “drafting instructions.”’

30. Not ull, or even mosl, of those uxpayers affected are sophisticated nnd able

10 hire expensive advisers to assist them, as mentioned later in the text. Compare
the abservations of one of the leaders of the private tax bar: Sidney §. Robens,
“Simplification Symposium—Overview: The Viewpoint of the Tax Lawyer,”
Fax Law Review {1978} 34:7-9,

retroactive impact. E.g., Rev, Rul, 78-62, 1978-1 C.13. 226; Rev. Rul. 78-63,
1978-1 C.B. 228. In the case of Indonesia’s production shuring tux, not only the
IRS but also Congress got into the act with respect (o relroactivity. See Rev, Rul.
78-410, 1978-2 C.B. 347. See also Revenue Act of 1978, §704ui(9y, Pub. L.

95-600, 92 Swt. 2763. Notwilhstnding these particulur Uprospective only”

rules, the criteria themselves, as elaborated in the rulings, purport o be expros-
stons of what the law hay been.

32, Rev. Rui. 78-233, 1978-1 C.B. 236; Rev. Rul. 78-235, 1978-1 C.B. 238,

33, Ihid. This double impact is discussed further, und a suggestion concerning i

is made later in the twext,

34, Specific swutory authority for the foltowing propusal seems desirable. This
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article is nol intended, however, to imply that the IRS and the Treasury luck
power to promulgate regulations, under the existing law, which adopt the pro-
posal,

35. The analogy 10 ER.C. Section 385 is not intended to suggest that issuance of
such regulativns should be deferred for at least eight years after cnactment of the
Statute.

he

36, The rulings do oot require exact “'mirtor imaging” for creditability, The
phrase indicates only that the rulings select, on a spectrum from total dissimilarity
to total identity, a point relatively closer 1o the laner.

37. Cf. LR.C. Section 7477, Since it is intended that the Sc,f_ru.xry s determina-
tion would be finul and binding on all taxpayers, such a remedy would allow in-
terested taxpayers a day in court oa the question.

38, Otherwise, a quick-stepping Foreign jurisdiction could continuously amend its
tax laws, every nine months, thus leaving the United Swes powerless 10 deny
credits for those tuxes, '

39, LR.C. Sections 872(b3, 883u). In a recent ruling, the IRS indicated that a
broader, policy-oriented approach would be wsed for this purpose in testing
whether the “‘equivalent exemption” was from a foreign “income wx" {as
required by the regulations). Rev. Rul. 78-355, 1978-2 C.B. 195.

40. See generally, Hurvey P, Dale, “The Reformed Tux Credit: A Path Through
the Maze,"” Tax Law Review (Winter 1978) 33:175.

41, The IRS has a general procedure for issuing published rdings, and it already
provides for conferences or solicitation of comments in appropriate cases. Rev.
Proc. 78-24, 1978-2 €.B. 503, at §7.01(6).

42, See note 6.

43, Letter from the author to Marcia Field, Office of Imernationad Tax Affaics,
Office of the Secretary of the Treasury (Sept. [2, 1978), and letter from Mrs,
Field 1o the author {Qct, 5, 1978).

44, LR.C. Section 6694 provides {or penaltics for negligent or intentional disre-
gusd of rules and segulations by tax-return prepasers.

45. Rev. Rul. 78-344, 1978-2 C.B. 334 The text stalement may be a trille oo
broad: the ruling ooly addresses the ability of the x-return preparer 1o vely upon
tuxpayer statements of law {or pethaps mixed fact and luw), Perhaps the prepurer
could rely upon the uxpuyer's description of the foreign tx system—but perhaps
aot! The regudations require the prepurer to exercise “'due diligence”’ in applying
the rules and regudations, and this standard may well be thought to require ar feast
some inguicy by the preparer into the foreign tax law, Reg. §1.6694- 1(a)1).

46, Letter ruling 7813019, The author hopes that the injunction of LR.C. Section
61180133, which provides that such fetter rulings “may nol be used or ¢ited s
precedent,” is not violuted by dhis citation, Aliematively, he trusts :Iml any
resudting punishiment will not be cruel or unusual.,

47, Reference is made particularly to ER.C. Section 871(a) 1A, It might be
preferable, however, 1o pick and choose among the items enumerated there,
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including {for examptle) interest, dividends, rents, and royalties (see Reg. §1.871-
(b)), but excluding compensation (because this almost invariably derives from
the conduct of a business; see Rev. Rul. 78.234, 1978-1 C.B. 237). A case
could be made for including other types of income, e.g., alimony. Al the least,
including dividends and imterest would seem appropriate, and would conuibute
substantially-to the cause of simplicity.

48. Of course, they are not perfect. Indeed, as soon as the foreign treaty jurisdic-
tion amends its tax laws, the question arises whether they are, as thus amended,
still creditable by virue of the treaty or otherwise.



