
The US Tax Court held in the case of Catherine S. Toulouse v. Commissioner (157 T.C. No.4, No. 19076-19L), that

US citizens / residents living abroad cannot take treaty advantage under U.S., France and Italy Tax Treaties to claim

FTC against NIIT. The relevant facts of the case, its analysis and decision are summarised as follows: -

Facts of the case:-

Catherine Toulouse (the petitioner), a U.S. citizen residing in a foreign country, filed her tax return for 2013

claiming a carryover of her foreign tax credit for tax that she paid to France and Italy in prior years to offset her net

investment income tax imposed by I.R.C. sec. 1411. Despite having NIIT in the amount of $11,540, the petitioner

claimed that her NIIT was zero. This calculation resulted because the petitioner added two lines to the return: the

first to claim an FTC against the NIIT and the second resulting in NIIT due in the amount of zero. Since under the

domestic US law, no FTC is available to offset NIIT, she relied her decision based on certain provisions of the United

States’ income tax treaties with France and Italy. She therefore disclosed her tax position by filing forms 8833,

Treaty-Based Return Position Disclosure Under Section 6114 or 7701(b), and form 8275, Disclosure Statement,

where she explained that under article 24(2)(a) of the U.S.-France tax treaty, and article 23(2)(a) of the U.S.-Italy

tax treaty, she was allowed to apply FTC against the NIIT. The IRS issued a notice of math error to the petitioner

adjusting the NIIT amount owed and eventually disallowed the FTC and issued an assessment.

Analysis:-

Section 27 of Chapter 1 of the Code allows the taxpayers to apply a credit for the amount of taxes imposed by

foreign countries against the tax imposed by “this chapter” to the extent provided in section 901. Section 901

establishes a FTC against regular tax. These two provisions state that the FTC reduces only tax imposed under

chapter 1 of the Code.

The NIIT was created as a funding source for the Affordable Care Act and has applied since January 1, 2013.

Individual taxpayers with adjusted gross incomes above a certain threshold pay 3.8% on their interest, dividends,

capital gains, rental and royalty income, and non-qualified annuities. The NIIT is in chapter 2A, subtitle A, Income

taxes. Consequently, the FTC under section 27 (applicable only for taxes under chapter 1), does not apply by its

terms to offset the NIIT. Treas. Reg. 1.411-1(a) provides that all the IRC provisions that apply for chapter 1

purposes in determining taxable income, as defined in section 63(a), also apply in determining the NIIT.

Thus, IRC Sections 27 and 901 clearly provide that the foreign tax credit allowable under the Code reduces only tax

imposed under chapter 1, such as the section 1 regular tax and IRC Section 1411 which imposes net investment

income tax, is found in chapter 2A. Therefore, the foreign tax credit under IRC Section 27 which applies to 'the tax

imposed by this chapter [1]' does not by its terms apply to offset net investment income tax.

Since the Code does not provide a foreign tax credit against the net investment income tax, the petitioner

conceded that article 24(2)(a) of the U.S. France Treaty and article 23(2)(a) of the U.S. Italy Treaty provide a foreign

tax credit independent of the Code. However, article 24(2)(a) of the tax treaty between the U.S. and France

provides the following: “In accordance with the provisions and subject to the limitations of the law of the U.S, the

U.S. shall allow to a citizen… of the U.S. as a credit against the U.S. income tax:(i) the French income tax paid by or

on behalf of such citizen…”. Art. 23(2)(a) of the tax treaty between U.S.-Italy is in similar terms.
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It is clear from the above that under the express terms of the articles of the treaties that the petitioner relies on,

any allowable foreign tax credit must be determined in accordance with the Code and is limited by the Code's

provision of a credit. The Court held that such treaties must be interpreted using their ordinary meaning and must

be construed liberally to give purpose of the treaty. Accordingly, if the Code provides for a credit, then such credit

will be allowable under the treaty.

This interpretation is further supported by the fact that the purpose of the treaties is to provide general protection

against double taxation, not to provide absolute protection. Nothing in the text of the tax treaty between the U.S.

and France and Italy, respectively, provide for the elimination of all double taxation. Thus, although the Convention

provides for a foreign tax credit, the terms of the credit are determined by the provisions of the U.S. statutory

credit at the time the credit is given”.

Decision:-

Based on the above, the Court concluded that the FTC, applicable only to the tax under section 1 (income tax) is

not applicable to the NIIT, under the terms of the texts of the U.S.-France and the U.S.-Italy tax treaties.

The Toulouse decision is a significant loss for U.S. persons residing outside the United States. Sadly, it puts to rest

arguments that a foreign tax credit should be available to offset NIIT. While we know that foreign tax credits are

granted in order to shelter taxpayers from double taxation by different taxing jurisdictions on the same income.

This is both equitable and economically efficient. There is no reason this relief should be limited to one type of

income tax and not another. However, the relevant legislation and tax treaties are drafted narrowly and the Court,

taking a literal view of the treaty, rejected this equitable position. As a result, the taxpayer was not allowed to rely

on the treaty to claim a foreign tax credit against her NIIT liability.

While it is true that until now there is no provision in the Internal Revenue Code for a foreign tax credit against this

tax. Therefore, any credit would have to be based on the terms of the income tax treaty between the United States

and the individual’s country of residence or citizenship. It is therefore said that careful consideration must be given

to the text of each treaty because relevant differences are usually found among the multiple treaties.

Interestingly, India-US tax treaty is similarly drafted to provide limitation for relief from double taxation under

Article 25 of the Treaty. The relevant part of the article has been reproduced herewith which reads as follows …‘’in

accordance with the provisions and subject to the limitations of the law of the United States (as it may be amended

from time to time without changing the general principle hereof), the United States shall allow to a resident or

citizen of the United States as a credit against the United States tax on income -

a) the income tax paid to India by or on behalf of such citizen or resident; and

b) in the case of a United States company owning at least 10 percent of the voting stock of a company which is a

resident of India and from which the United States company receives dividends, the income tax paid to India by

or on behalf of the distributing company with respect to the profits out of which the dividends are paid.”

Because the US-India treaty does not currently address the net investment income tax directly and no other

authoritative guidance exists, the plain reading of the article suggests that the provisions of utilizing FTC under the

treaty will have to be based as per the domestic laws of the U.S.

In view of the above, we understand that credit for foreign taxes paid in India will not be available to offset net

investment income tax liability for US citizens or residents living in India. As a result, many high earning US

taxpayers with net investment income that is subject to both the NIIT and foreign income tax may be faced with

double income taxation. The deduction of foreign taxes for US tax purposes could help to mitigate a double tax

situation, but this may be less favourable to the taxpayer on an overall basis.

If you have any queries, please get in touch with us at tax@knavcpa.com


