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In 1997, under its most radical tax reform since 1970, Italy introduced 
the regional tax on productive activities (IRAP). Since its enactment, IRAP has 
raised serious questions as to its creditability for U.S. foreign tax credit purposes. 
2 This state of uncertainty opened the doors for a renegotiation of the U.S.-Italy 
income tax treaty, which was initialed in Washington on November 25, 1998, and 
signed on August 25, 1999. One of the main features of the new treaty is the 
insertion of IRAP among the taxes for which a tax credit will be granted. 
However, by making IRAP creditable by treaty, the new U.S.-Italy tax convention 
bypasses the fundamental question of whether IRAP should be credited under 
the foreign tax credit provisions of the Internal Revenue Code (IRC).  

This article first traces the development of the treaty-based foreign tax credit and 
its difficult coexistence with the statutory credit. Second, it analyzes the scope of 
application of sections 901 and 903 of the code as applied to IRAP and 
concludes that case law and legislative history allow a more flexible approach to 
the notion of statutory foreign tax credit than that provided by the Treasury 
regulations. The result of this narrow approach is the proliferation of treaty-based 
tax credits seeking to reach foreign taxes that are creditable under U.S. statutory 
law. This indiscriminate use of treaties increases the friction between statutory 
and treaty-based tax credits, which raises a number of tax policy and legal 
concerns. 3  

I. Statutory Foreign Tax Credit  

The statutory foreign tax credit has been the main device employed by the United 
States for alleviating the problem of double taxation of the same income by two 
or more countries. 4 The effect of the credit is to reduce the U.S. tax on foreign 
income of U.S. citizens and residents by the amount of income tax paid to foreign 
governments. The main goals that the statutory tax credit seeks to achieve are 
fostering the export of capital abroad and ensuring that foreign and U.S.-source 
income is subject to the same tax burden. 5  

Since its inception, a central issue regarding the foreign tax credit has been the 
determination of which foreign taxes should be creditable. The statutory 



approach to the foreign tax credit is to allow the credit for two classes of taxes 
paid to foreign countries. First, income, war profits, or excess profit taxes are 
eligible for credit under section 901. 6 Alternatively, a foreign tax is creditable 
under section 903 if it is imposed in lieu of an income tax. 7 To be creditable, the 
Treasury regulations promulgated under section 901 require not only that a 
foreign levy be a tax, but also that its predominant characteristic be that of an 
income tax in the U.S. sense. 8  

To qualify as a tax under the regulations, a foreign levy must be compulsory and 
levied under the authority of a foreign country. 9 The regulations provide that 
penalties, fines, and custom duties, are not taxes, regardless of how they are 
denominated by the foreign countries imposing them. In addition, if a 
specific economic benefit is received in exchange for a payment to a foreign 
country, that payment is not a tax since it is not levied under the authority of a 
foreign country. Whether a foreign levy is in fact compulsory is determined 
according to the principles of U.S. law, as opposed to those of a foreign country.  

Once it is established that a foreign levy qualifies as a tax, it must be determined 
if the foreign levy is an income tax under U.S. principles. To satisfy this second 
test, the foreign levy must be likely to reach net gain. As detailed in the 
regulations, a foreign tax is likely to reach net gain if it passes the realization, 
gross receipts, and net income requirements. 10  

A foreign tax satisfies the realization test if, by looking at its predominant 
character, it is imposed on the occurrence of what would constitute a realization 
event under U.S. tax laws. 11  

A foreign tax satisfies the gross receipt requirement if it is based either on actual 
gross receipts or on gross receipts computed under a method that is likely not to 
exceed fair market value. 12  

Finally, a foreign tax satisfies the net income test if it allows deduction of 
significant expenses incurred in the production of income. 13 These expenses do 
not have to be recovered at the same time as required under the IRC, unless the 
timing discrepancy is such that it effectively denies recovery. 14  

Alternatively, if a foreign tax is not an income tax it may still be creditable under 
section 903 if it is levied "in lieu of" an income tax generally imposed by a foreign 
country. 15 A tax in lieu of an income tax qualifies under section 903 only if it 
operates as a tax in substitution of an income tax otherwise generally imposed. 16 
Thus, a foreign tax, such as IRAP, that totally replaces another foreign tax 
otherwise generally imposed will not qualify under section 903 regulations. 17  

II. Treaty-Based Foreign Tax Credit  



Traditionally, the foreign tax credit provisions contained in tax treaties negotiated 
by the United States were used to simply confirm the tax credit rules of the 
Internal Revenue Code. 18 Starting in the late 1970s, however, a growing number 
of tax treaties have provided for the creditability of foreign taxes that were not 
creditable under the code. 19 This trend was formalized in 1977 and 1981 by the 
Treasury Department's issuance of two model treaties that provide for the 
creditability of foreign taxes irrespective of whether they would be creditable 
under sections 901 or 903 of the code. 20  

A treaty-based tax credit expands the scope of applicability of the U.S. statutory 
foreign tax credit by covering the entire income tax of a country, which contains 
taxes that are not creditable under section 901 of the code. Alternatively, a treaty 
provides a list of foreign taxes for which a tax credit will be granted.  

An example of the first category is the U.S.-Canada tax treaty, which covers all 
taxes imposed by Canada under parts I, XIII, and XIV of its Income Tax Act. 21 
Although most of these taxes are creditable under the code, serious doubts have 
been raised with respect to the Canadian corporate tax on exploitation of natural 
resources. The U.S.-Canada treaty, in fact, seems to make this tax 
creditable irrespective of whether it is deductible in computing taxable income. 22  

An early example of the second category of treaty-based creditable taxes is 
offered by the tax treaty between the United States and Sweden. 23 This treaty 
treats the Swedish "fees tax," which is based on gross income, as a creditable 
tax in the United States to the extent that it affects musicians, athletes, and 
actors. Other examples of this second category are offered by the United 
Kingdom and Norwegian treaties, which make certain taxes on oil extraction 
having the nature of production or severance taxes creditable for U.S. tax 
purposes. 24  

Yet another case of otherwise not creditable foreign levies that are made 
creditable by treaty is the Moroccan and Israeli compulsory loans. 25 Under 
Moroccan and Israeli law, businesses were required to make certain loans to 
these governments. These loans were not income taxes and, as such, were not 
creditable under sections 901 and 903 of the code. However, under the United 
States treaties with Israel and Morocco, U.S. citizens or residents who make 
such compulsory payments can elect to treat these amounts as a creditable 
foreign tax. 26  

One of the most recent examples of crediting foreign taxes by treaty is offered by 
the new U.S.-Italy tax treaty. 27 Under article 23(2) of the current Italian treaty, the 
U.S. grants its citizens and residents a tax credit for income taxes paid to the 
Italian government. Article 2 lists the Italian taxes that are to be considered 
income taxes under the treaty. Both the Italian corporate income tax (IRPEG) 
and the local income tax on profits (ILOR) are listed as income taxes for which a 
credit can be claimed. In addition, article 2(3) of the treaty provides that any tax 



that is identical, or substantially similar to a tax covered by the treaty, will be 
considered creditable. Effective January 1, 1998, Italy repealed ILOR and 
replaced it with IRAP, which allows no deductions for labor and interest 
expenses. Although the Italian authorities stated that for foreign tax credit 
purposes, IRAP had to be considered equivalent to ILOR, the U.S. Treasury 
refused to consider IRAP substantially similar to ILOR because it could not be 
regarded as an income tax under sections 901 and 903 of the code. After a 
temporary administrative agreement that made IRAP partially creditable in the 
United States, the U.S. and Italian authorities renegotiated the 1984 treaty which, 
once ratified, will include IRAP among the taxes for which a credit can be 
claimed. The result of this new treaty is to make IRAP creditable for U.S. tax 
purposes irrespective of whether it could be creditable under sections 901 and 
903 of the code.  

III. The Tension Between Statutory and Treaty-Based Foreign Tax Credits  

The tension between the statutory tax credit and the growing number of treaty-
based tax credits derives from the uneasiness in reconciling conventional legal 
analysis with modern policies. The Constitution does not settle conflicts between 
treaties and acts of Congress. The only reference to the legal status of treaties 
and statutory legislation is found in the Supremacy Clause, which declares that 
both treaties and statutory law are considered the law of the land. 28 In a series of 
cases, the Supreme Court interpreted the Supremacy Clause by ruling that 
because treaties and statutory legislation are of equal dignity, whenever a treaty 
and an act of Congress conflict the later in time prevails. 29 This doctrine has 
been codified in section 7852(d) of the code, which provides that neither 
a treaty nor a statutory law must have preferential status.  

The first issue raised by a treaty modification of the statutory foreign tax credit 
stems from the fact that the ratification of treaties is subject to a lower level of 
scrutiny than statutory legislation. While Congress plays a central role in the 
passage of statutory laws, the House of Representative has no official role in the 
treaty ratification process.  

Tax treaties are generally negotiated and drafted by the Treasury Department. 
Once a treaty is concluded, it is transmitted to the Executive to obtain the 
president's signature. The president then submits the treaty to the Senate for 
ratification. The Senate can either approve or reject the treaty in its entirety, with 
very limited opportunity to make changes. 30 In addition, neither the House nor 
the Senate tax-writing committees are involved in the ratification of treaties, 
which is conducted by the Senate Foreign Relations Committee. This lack of 
formal involvement by either the House or the Senate tax-writing committees 
could be viewed as a threat to the committees' powers. 31  

Another argument against treaty modifications of the statutory foreign tax credit is 
a possible violation of the constitutional separation of powers between Congress 



and the Executive branch. While Congress is invested with the power to make 
tax policy, the Executive has the power to negotiate treaties with other countries. 
Given the limited involvement of Congress in the ratification of tax treaties, the 
Executive could enter into a treaty reflecting a foreign tax policy inconsistent with 
that pursued by Congress. 32  

Treaty-based foreign tax credits create a disparity of tax treatment between 
investments in treaty countries and nontreaty countries. The main policy goal of 
the foreign tax credit is to subject U.S. citizens and residents to the same tax 
treatment regardless of the geographical source of their income. By making the 
availability of the foreign tax credit subordinate to the existence of treaties, the 
treaty-based foreign tax credit grants U.S. taxpayers that invest in a particular 
country an unacceptable tax advantage over those who invest in nontreaty 
countries. U.S. taxpayers that invest in treaty countries, in fact, will receive a 
credit not only for their foreign-source income taxes, but also for the foreign 
nonincome taxes made creditable by treaty.  

In addition, the treaty-based foreign tax credit does not promote the efficient 
allocation of U.S businesses' resources. The treaty-based tax credit, in fact, 
creates an incentive for U.S. businesses to shift their foreign investments to less 
cost-efficient countries that become artificially more attractive by reason of the 
treaty foreign tax credit.  

Notwithstanding the aforementioned objections, a treaty-based foreign tax credit 
appears to be an effective tool to eliminate double taxation arising from the 
meshing of different legal systems. 33 In addition, under the pretenses of 
negotiating the creditability of a foreign tax, the U.S. Treasury can bring reluctant 
countries back to the negotiation table and get concessions that it would not 
otherwise necessarily obtain. For example, in exchange for making IRAP 
creditable in the United States, the Treasury has obtained a series of major tax 
concessions from Italy. These concessions include, among others, the expansion 
of antitreaty shopping provisions and a reduction of withholding on interest, 
dividends, and royalties. 34 From this perspective, the treaty- based tax credit 
appears to be a formidable foreign tax instrument, and its conflict with the 
statutory credit the inevitable price to be paid for the achievement of foreign tax 
goals.  

Although it is not clear whether such conflict can be completely eliminated, it is 
possible to reduce the friction between the statutory and the treaty-based tax 
credit by providing a more flexible interpretation of section 901 of the code. 35 As 
will be seen for IRAP, case law seems to allow a more flexible 
interpretation of section 901 of the code than that contained in the regulations. 
This flexible interpretation would prevent the indiscriminate use of treaty-based 
foreign tax credits to reach foreign taxes that present minor deviations from the 
notion of a U.S. income tax and that could be covered by section 901 of the 
code.  



IV. Regional Tax on Productive Activities  

IRAP was introduced in Italy by Legislative Decree N. 446 on December 15, 
1997. The enactment of IRAP was a step for Italy toward aligning its tax regime 
to those of the other major European countries. One of the primary policy goals 
of the Italian legislature in enacting IRAP was the devolution of taxing powers 
from the central government to its regions, which are lower levels of government. 
36 Under this policy, IRAP, which is taxed at the regional level, replaced the old 
local income tax on profits (ILOR), which was levied as a central tax.  

Another policy goal IRAP seeks to achieve is the rationalization and simplification 
of the tax collection process. This policy goal was accomplished by replacing a 
number of preexisting taxes, such as the ILOR, the employers' compulsory 
medical contributions, the municipal tax on office premises (ICIAP), and the initial 
value added tax (VAT) with IRAP.  

In creating IRAP, the Italian legislature also sought to encourage the 
capitalization of enterprises and reduce the discrepancy between the tax 
treatment of debt and equity. Before the enactment of IRAP, Italian companies 
were often thinly capitalized by virtue of the general deductibility of interest 
expenses from ILOR's taxable income, and by the application of a tax on net 
equity of companies (imposta sul patrimonio netto). Effective January 1, 1998, 
however, both the tax on net equity of companies and ILOR have been replaced 
by IRAP, which does not tax net assets and which disallows interest expense 
deductions. From this perspective, the Italian tax system appears to be neutral, 
since it provides equal treatment for both capital and debt. 37  

Yet another concern that inspired the enactment of IRAP was to relieve 
employers from the cost of social security contributions and reduce the tax 
component of labor costs. Before 1998, employers had to pay a portion of the 
employees' health contributions (tassa salute), which was equal to 9 percent of 
the employees' gross salary. By replacing the mandatory health contributions, 
IRAP is expected to reduce direct labor costs and stimulate the creation of new 
jobs.  

From this perspective, the disallowance of interest and labor expenses in 
computing IRAP's taxable base derives from the pursuance of specific tax policy 
goals, rather than from a lack of intent to reach net income.  

As devised by the Italian legislature, IRAP should be viewed as a regional tax 
intended to reach the net value of production derived from activities conducted in 
a region. 38  

Entities subject to IRAP are partnerships and stock companies, commercial 
entities, nonresident companies with permanent establishments in Italy, 



entrepreneurs, artists and professionals, agricultural producers, and 
noncommercial entities.  

As explained by the Italian minister of finance, IRAP is a tax with a large base 
intended to approximate the difference between the production value generated 
in each region and the typical costs thereof. 39 More specifically, the taxable base 
on which IRAP is imposed depends on the nature of the taxpayer. For example, 
the IRAP tax base for a manufacturing company generally equals gross revenue 
from sales in Italy minus cost of goods sold, rent, and depreciation. However, no 
deduction is allowed for interest and labor expenses. The IRAP's taxable base for 
a bank or other financial entity generally equals interest and other income 
received minus interest expenses, rent, and depreciation. Labor costs, however, 
remain nondeductible. Foreign-source income is excluded from IRAP's taxable 
base. 40  

 

The initial IRAP tax rate is equal to 4.25 percent for manufacturing entities and 
5.4 percent for banks. However, two years after IRAP's enactment, the regions 
will be able to increase the rate of the tax by an amount not exceeding 1 percent.  

The text of the IRAP law provides that it should be treated the same as ILOR, 
which was an income tax creditable for U.S. tax purposes. 41 This unilateral 
statement by the Italian authorities was not binding on the Internal Revenue 
Service, which refused to credit IRAP either under section 901 of the code or the 
U.S.-Italy tax treaty. This was due to the fact that IRAP was not viewed as an 
income tax in the U.S. sense, because it disallowed recovery of interest and 
labor costs. 42 In March 1998, the IRS reached a temporary agreement with the 
Italian authorities for the partial creditability of IRAP against U.S. taxes. 43 This 
temporary agreement was followed, on November 25, 1998, by the initialing of 
the new U.S.-Italy income tax treaty, which was signed on August 25, 1999. This 
will ensure the continued creditability of IRAP until the new treaty and protocol 
takes effect. 44  

V. Creditability of IRAP Under Section 901  

The payment of IRAP is compulsory and based on gross receipts. 45 Thus, IRAP 
appears to meet the tax, realization, and gross receipts requirements set forth in 
the regulations. 46 However, since it includes labor and interest costs in 
computing its taxable base, IRAP does not seem to satisfy the net income 
requirement of the Treasury regulations. This rigid approach, however, begs the 
question of whether the regulations provide a test that is too narrow and that 
does not reconcile either with case law or the congressional design for the credit. 
47 A consequence of this narrow construction is the failure to allow the crediting 
of foreign taxes having the predominant character of an income tax, but that do 
not fully conform to every requirement of the Treasury regulations. 48 The real 



question is what taxes were meant to be creditable under section 901 of the 
code. Hence, it is first necessary to trace the legislative history and the 
theoretical justifications for restricting the credit under section 901 to income 
taxes. Then, an analysis of how the courts constructed the notion of income tax 
under section 901 will be provided. 49  

When Congress enacted the foreign tax credit in 1918, it did not explain the 
reasons for restricting the credit to foreign income taxes. 50 The main reason for 
granting the relief was that American corporations operating abroad were subject 
to a competitive disadvantage when compared to American corporations with no 
foreign activities. While U.S. entities operating within the U.S. territory were 
subject only to U.S. law, U.S. entities with foreign operations were subject both to 
U.S. and foreign taxation. 51  

Congress considered extending the scope of the foreign tax credit on two 
separate occasions. The first attempt, in 1942, led to the extension of the foreign 
tax credit rules to foreign taxes imposed "in lieu of" foreign income taxes. A 
comment in the 1942 hearings explains that the U.S. notion of an income tax had 
become more refined than that of many other countries. This situation, 
accompanied by the insistence on crediting only foreign taxes that 
mirrored the U.S. notion of an income tax, was resulting in double taxation, since 
it excluded the creditability of these less refined foreign taxes. 52 While the 
concept of a credit for foreign taxes paid "in lieu of" an income tax was now born, 
Congress did not enunciate a rationale for distinguishing between creditable and 
noncreditable taxes.  

The second occasion occurred in 1954, in conjunction with the recodification of 
the income tax law. In the House version of the 1954 code, the Treasury 
proposed that the credit be extended to the "principal" taxes that a taxpayer had 
to pay to a foreign country. A principal tax was defined as a non-income tax that 
was the principal burden of the taxpayer in a foreign country. 53 That proposal 
failed due to the fear that the unintended consequence of the legislation would 
have been to narrow the types of taxes creditable as income taxes.  

While the legislative history does not define the contours of creditable income 
taxes, the record shows a trend toward expanding, rather than narrowing, the 
scope of the foreign tax credit.  

The next question is why only foreign income taxes should be creditable under 
section 901 of the code. The main analytical justification for restricting the foreign 
tax credit to foreign income taxes is based on the notion of tax shifting. Simply 
stated, this theory is based on the premise that double taxation really occurs only 
when foreign taxes cannot be passed on by the taxpayer to other persons. This 
situation usually occurs when the tax is levied on profits that, unlike custom 
duties or other exercise taxes, cannot be shifted forward in terms of higher 
prices. Since income taxes normally fall on profits, the foreign tax credit should 



be limited to foreign income taxes. 54 While the principle that income taxes 
cannot be shifted may be true for individuals, economic studies indicate that 
corporate income tax is in fact shifted. 55 This suggests that there is no definite 
theoretical justification for restricting the availability of the foreign tax credit to 
foreign income taxes.  

Thus, both the legislative history and the lack of a definite theoretical justification 
for restricting the foreign tax credit to income taxes seem to warrant a flexible 
approach to the creditability of foreign taxes that, like IRAP, only partially diverge 
from the concept of U.S. income tax. This does not mean that any foreign tax 
should be credited under section 901 irrespective of whether it reaches net 
income. However, when a foreign tax is substantially similar to an income tax in 
the U.S. sense, it should be credited under section 901 of the code, rather than 
through treaty negotiation. In analyzing the judicial construction of income tax 
under section 901, an important issue is whether a foreign tax should be 
characterized under the laws of the United States or of the foreign country. In 
Keen v. Commissioner, 56 the taxpayer was an American citizen temporarily 
residing in France. Under French law, resident aliens were subject to a tax based 
on estimated income equal to seven times the rental value of the residence that 
the resident alien occupied. The taxpayer claimed a credit for the income tax paid 
to France against income taxes due to the United States. The commissioner took 
the position that this tax was not an income tax, but rather a property tax and that 
the taxpayer's payments pursuant to the tax were not creditable. The Board of 
Tax Appeals rejected the commissioner's claim and held that the French tax was 
an income tax. The court's reasoning was based on the fact that French law 
deemed the tax at issue an income tax, and the fact that it was computed 
differently from U.S. principles did not alter the nature thereof. 57  

The holding of Keen was followed in Havana Elec. Ry., Light & Power Co. v. 
Commissioner58 and New York & Honduras Rosario Mining Co. v. 
Commissioner. 59 In Havana, the taxpayer was a New Jersey corporation that 
paid a net profit tax to the Municipality and Province of Havana, Cuba. The issue 
the Board of Tax Appeals faced was whether a Cuban tax based on a 
percentage net income was an income tax for U.S. tax credit purposes. The 
government contended that the Cuban tax was not an income tax, but rather a 
privilege or concession tax. In support of this position, the government relied on 
expert witnesses on Cuban law and on an opinion of the Havana's Court of 
Appeals. 60 The taxpayer, on the other hand, argued that the Cuban tax was an 
income tax and presented evidence of several decisions of the Supreme Court of 
Cuba contradicting the government's contention. The court held that the weight of 
the evidence presented by the parties indicated that the tax at issue was an 
income tax under Cuban law and that it was creditable against U.S. taxes. 61 The 
court also held that the fact the tax was paid to the Municipality and Province of 
Havana, rather than to the Cuban central government was irrelevant.  



In Honduras Rosario, the taxpayer was a New York corporation engaged in 
mining operations in the Republic of Honduras. Under the Honduras mining laws, 
all mining enterprises were required to pay a tax equal to at least 5 percent of 
their liquid profits. This tax was characterized under Honduras law as an income 
tax and allowed cost recovery in a manner consistent with U.S. tax principles. 62 
Under said provisions, the taxpayer made a contract with Honduras fixing the tax 
rate at 7 percent and made a nonrefundable advance payment to the Honduras 
government against which future tax assessments would be charged. The 
government argued that because the tax was payable in advance and not 
refundable if the taxpayer stopped operations, it was not an income tax. The 
court conceded that both the determination of the 7 percent tax rate made by 
contract and the nonrefundable advance payment were outside the notion of U.S. 
income tax. The court, however, noted that although the Honduras tax did not 
fully conform to U.S. tax principles, it was in essence a creditable income tax. 63  

Thus, following the holdings of Keen, Havana, and Honduras Rosario, the fact 
that IRAP is regarded as an income tax under Italian law would seem a positive 
factor in establishing its creditability under section 901 of the code. 64  

The line of authority set forth in Keen, Havana, and Honduras Rosario was not 
followed in Biddle v. Commissioner65 and Keasbey & Mattison Co. v. 
Rothensies. 66 In Biddle, the issue faced by the Supreme Court was whether a 
U.S. shareholder of a British corporation was entitled to credit taxes on corporate 
earnings that were distributed to the shareholder. According to U.K. law, 
stockholders in British corporations were required to report as income not only 
the amounts of dividends actually received, but also the portion of taxes paid by 
the corporation on such distribution. 67 Pursuant to the aforementioned provision, 
the taxpayer reported to the British authorities as taxable income not only the 
amount of money actually received as a dividend, but also the tax paid by the 
corporation on such dividend distribution. The taxpayer claimed these amounts 
as a credit against her U.S. income tax liability. As a corollary of the taxpayer's 
claim, it had to be shown that the taxpayer, as opposed to the corporation, had to 
be regarded as the payer of the tax. 68 In discussing this issue, the 
Court noted that the United States law should make the determination of whether 
a foreign tax was an income tax for foreign tax credit purposes. Thus, the Court 
denied the credit on the basis that the United States tax laws "afford no scope for 
saying that the stockholder of a British corporation pays the tax which is laid 
upon and collected from the corporation." 69  

The principle set forth in Biddle was followed in Keasbey, where a tax under the 
Quebec Mining Act was held not to be creditable. More specifically, the court 
decided whether a Quebec tax based on consumption of ore was creditable in 
the United States. The court noted that although the foreign tax was designated 
by the Quebec Mining Act as a tax based on profits, it was in reality based on 
privilege, as opposed to income. This was because the tax at issue was based 



on the output of the Quebec mines, and it disallowed deductions incident to 
certain general costs related to the conduct of the mining business. 70  

Although Biddle and Keasbey provide that labels and classifications created by 
foreign governments are not controlling in determining whether a foreign tax is an 
income tax under U.S. tax principles, they are not in conflict with Keen, Havana, 
and Honduras Rosario. In Biddle, the Court did not disregard British law, but 
rather it was willing to look at U.K. law to determine whether the payments made 
to the British authorities could be the substantial equivalent of creditable 
payments under U.S. law. 71 In addition, as in Keen, Havana, and Honduras 
Rosario, Biddle and Keasbey recognize the basic principle that a creditable 
foreign tax need not conform to U.S. law in all details. 72 Thus, it can be argued 
that under Biddle, Keasbey, Keen, Havana, and Honduras Rosario a foreign tax 
can be credited under section 901 of the code even if it diverges from the notion 
of an income tax under U.S. law.  

To be creditable under section 901, IRAP must have the predominant character 
of a U.S. income tax. As mentioned above, the regulations promulgated under 
section 901 require that the "predominant character" of a foreign tax be that of an 
income tax in the U.S. sense. 73 The "predominant character test," however, is 
somehow vague and obscure since the regulations do not provide for a definition 
thereof. 74  

The issue of when a foreign tax has the predominant character of a U.S. income 
tax was addressed in Schering Corporation v. Commissioner.75 In Schering, the 
question faced by the court was whether a Swiss withholding paid pursuant to a 
settlement between the taxpayer and the commissioner was creditable. The 
taxpayer was a New Jersey corporation doing business in Switzerland through a 
wholly owned corporation, Scherico Ltd. (Sherico). Scherico was organized as a 
Swiss corporation for the purpose of collecting royalties arising from the patents 
that the taxpayer had transferred to Scherico. The commissioner sought 
reallocation of the royalties received by Scherico to the taxpayer, which was 
carried out through the payment of a dividend to the taxpayer. 76 The taxpayer 
claimed a tax credit for the Swiss tax, which Swiss law characterized as an 
income tax. The commissioner, conversely, contended that the Swiss tax was not 
an income tax since it was not levied on income, but rather on repayment of 
indebtedness.  

In rejecting the commissioner's argument, the court noted that "it is the 
predominant character of a foreign tax which controls its classification for section 
901 purposes." 77 The court also noted that in determining the predominant 
character of a foreign tax, it is not necessary to establish exact congruence 
between the foreign tax and American law. Thus, the court held that the Swiss 
withholding tax was creditable. Following Scherico, it seems that IRAP could be 
viewed as a foreign tax with the predominant character of an income tax 



because, but for the recovery of interest and labor expenses, it meets 
otherwise all the other tests set forth in the regulations.  

To credit IRAP under the section 901 regulations, it is also necessary to 
overcome the holding of Bank of America v. United States.78 This is because the 
regulations promulgated under section 901 of the code generally restate the 
standards of creditability set forth in Bank of America. 79 In Bank of America, the 
issue faced by the court was whether foreign taxes based on gross income that 
allowed no cost or expense recovery were income taxes under U.S. tax 
principles. In this case, the taxpayers claimed a tax credit for taxes paid to the 
governments of the Philippines, Argentina, and Thailand. These taxes were 
based on a percentage of the taxpayers' gross income and did not allow any 
recovery for the expenses incurred in the production of such income. The 
taxpayers relied on New Colonial Ice Co. v. Helvering80 for the proposition that a 
tax on gross income falls within the notion of income tax under U.S. principles. 
The court in Bank of America rejected the taxpayer's claim and noted that, 
notwithstanding the Supreme Court's statement in New Colonial Ice, Congress 
had always directed the income tax to reach net gain. Thus, the Bank of 
America's court concluded that a gross tax is generally not an income tax unless 
it is very likely or "reasonably intended to reach some net gain in the normal 
circumstances in which it applies." 81  

The holding of Bank of America, however, can be distinguished on two grounds. 
First, while the foreign gross taxes in Bank of America did not allow any cost or 
expense recovery, IRAP, with the exception of labor, interest, and other minor 
costs, allows recovery of production expenses from its taxable base. 82 Second, 
Bank of America did not hold that any foreign tax that does not fully conform with 
U.S. tax principles cannot be credited, but rather that for a foreign tax to be 
creditable, it must be intended to reach net gain in the normal circumstances in 
which it operates.  

As explained above, the fact that IRAP does not allow interest expenses 
recovery does not negate its character of tax intended to reach net income. The 
tax is in fact expected to operate by inducing Italian taxpayers to replace debt 
financing with equity capital, which allows cost recovery. As for the labor costs 
recovery disallowance, the Italian Ministry of Finances explains that IRAP's labor 
costs disallowance has been counterbalanced by a decrease of its tax rate. 83 
This means that where the Italian legislator had made IRAP's labor costs 
deductible, it would have raised IRAP's tax rate accordingly. 84 From this 
perspective, it appears that IRAP's labor recovery disallowance does not affect 
its capability of reaching net income since Italian taxpayers would have been 
subject to the same amount of tax under either of the two aforementioned 
alternatives. Thus, IRAP seems to reach net gain in the normal circumstances in 
which it applies and can find shelter in the doctrine of Bank of America.  



It seems, therefore, that under the standards of creditability of Schering and Bank 
of America, IRAP is covered by section 901 of the code.  

VI. Creditability of IRAP Under Section 903  

The main obstacle to crediting IRAP under the section 903 regulations is that 
IRAP does not substitute (is not "in lieu of"), but rather entirely replaces ILOR. 85 
Thus, to determine whether IRAP could be credited under section 903, 
it is necessary to analyze the scope of application of the "in lieu of" requirement 
contained in the regulations. More specifically, it must be determined whether the 
"in lieu of" requirement can be interpreted so as to include foreign taxes that 
entirely replace, as opposed to substitute, a generally applied foreign income tax. 
86 Although there are strong policy reasons for applying section 903 in cases in 
which the foreign tax fully replaces an income tax, 87 neither the scant legislative 
history of section 903 nor case law seem to support the creditability of a foreign 
tax in complete replacement of an income tax. 88 In Ingolf Motland v. United 
States, 89 the court addressed the issue of whether a Cuban export tax was 
creditable as a tax "in lieu" of an income tax. In that case the plaintiff shareholder 
received a large dividend on the liquidation of a Cuban corporation. Shortly 
thereafter, the plaintiff sought to remove the dividend proceeds from Cuba to the 
United States and paid a 2 percent export tax. In filing its U.S. tax return, the 
plaintiff claimed a tax credit based on the theory that the Cuban tax was paid "in 
lieu of" an income tax. In rejecting the plaintiff's claim, the court held that the 
Cuban export tax was not creditable because it was a not a substitute for an 
income tax. 90  

In Abbot Laboratories International Company v. United States, 91 the issue was 
whether a Colombian patrimony tax was creditable as being "in lieu of" an 
income tax. In Abbot, the plaintiff was a Delaware corporation that, among 
others, paid a patrimony tax to the Colombian government. The plaintiff claimed 
a tax credit for the Colombian tax on the basis that the patrimony tax was a 
foreign tax paid "in lieu of" an income tax. The court rejected the taxpayer's claim 
and held the Colombian tax was not creditable as a tax "in lieu of" an income tax. 
The court based its holding on the fact that the tax ran parallel to an income tax 
otherwise applied in Colombia and, as such, was not "in lieu" thereof. In addition, 
the court relied on a report of the Senate Committee on section 131(h), 92 which 
stated that a tax levied on capital without reference to production or sales would 
not be regarded as a tax "in lieu of" an income tax. 93  

In IBM Corp. v. United States, 94 the Court of Federal Claims analyzed, among 
other things, whether the Italian tax ILOR, the predecessor of IRAP, was a tax "in 
lieu of" an income tax under section 903 of the code. In this case, the plaintiff 
sought a tax credit for an Italian corporate tax (ILOR) paid on certain royalties 
received by its affiliated corporation, IBM Italy. Under Italian law, IBM Corp. was 
a nonresident corporation without a permanent establishment in Italy. The 
plaintiff's claim was based on the fact that ILOR's base, as applied to a 



nonresident corporation without a permanent establishment was different from 
the base of ILOR as applied to statutory corporations.95 More specifically, the 
plaintiff argued that as applied to a nonresident corporation without a 
permanent establishment, ILOR was imposed in substitution for the general ILOR 
that applied to resident corporations. The court noted that the plaintiff ignored the 
existence of IRPEG, which is an Italian national income tax applicable to both 
resident and nonresident corporations. Thus, the court concluded that ILOR 
failed to qualify as a tax "in lieu of" an income tax because it was not imposed in 
substitution of IRPEG. 96  

In view of the aforementioned authority, it appears that IRAP would probably fail 
to qualify as a tax "in lieu of" an income tax under section 903.  

VII. Conclusions  

The treaty-based tax credit is an important U.S. foreign tax instrument whose 
coexistence with the statutory foreign tax credit cannot be fully reconciled under 
U.S. principles. As demonstrated by IRAP, legislative history and case law allow 
a more flexible interpretation of the statutory tax credit than that provided by the 
regulations promulgated under section 901 of the code. This flexible 
interpretation could be accomplished by broadening the scope of the 
"predominant character test" contained in the regulations. This interpretation 
would also alleviate the friction between statutory and treaty tax credits by 
preventing the indiscriminate proliferation of treaty-based tax credits covering 
foreign taxes that could be credited under statutory law.  
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