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INTRODUCTION

This pamphlet! provides an explanation of the proposed income
tax treaty, as modified by the proposed protocol, between the
United States and the Republic of Italy (“Italy”). The proposed
treaty and proposed protocol were both signed on April 17, 1984,
The proposed treaty was amplified by an exchange of notes signed
the same day. The Senate Committee on Foreign Relations has
scheduled a public hearing on the proposed treaty on July 30, 1985.

The proposed treaty replaces an existing income tax treaty be-
tween the United States and Italy that was signed in 1955. It also
terminates a suspended tax arrangement between the two coun-
tries regarding shipping income that was effected in 1926.

The proposed treaty is similar to other recent U.S. income tax
treaties, the 1981 proposed U.S. model income tax treaty (“U.S.
model treaty”), and the model income tax treaty of the Organiza-
tion for Economic Cooperation and Development (“OECD model
treaty”). However, there are certain deviations from those docu-
ments.

The first part of the pamphlet summarizes the principal provi-
sions of the proposed treaty and protocol. The second part presents
a discussion of issues that the proposed treaty presents. The third
part provides an overview of U.S. tax laws relating to international
trade and investment and U.S. tax treaties in general. This is fol-
lowed in part four by a detailed explanation of the proposed treaty
and protocol.

! This pamphlet may be cited as follows: Joint C i on Taxation, E: of Pro-
posed Income Tax Treaty (and Proposed Protocol) Between the United States and the Republic of
Italy (JCS-30-85), July 29, 1985
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I. SUMMARY
In general

The principal purposes of the proposed income tax treaty be-
tween the United States and Italy are to reduce or eliminate
double taxation of income earned by citizens and residents of either
country from sources within the other country, and to prevent
avoidance or evasion of the income taxes of the two countries. The
proposed treaty is intended to promote close economic cooperation
between the two countries and to eliminate possible barriers to
trade caused by overlapping taxing jurisdictions of the two coun-
tries. It is intended to enable the countries to cooperate in prevent-
ing avoidance and evasion of taxes.

As in other U.S. tax treaties, these objectives are principally
achieved by each country agreeing to limit, in certain specified sit-
uations, its right to tax income derived from its territory by resi-
dents of the other. For example, the treaty provides that neither
country will tax business income derived from sources within that
country by residents of the other unless the business activities in
the taxing country are substantial enough to constitute a perma-
nent establishment or fixed base (Articles 7 and 14). Similarly, the
treaty contains “‘commercial visitor” exemptions under which resi-
dents of one country performing personal services in the other will
not be required to pay tax in the other unless their contact with
the other exceeds specified minimums (Articles 14, 15, and 17). The
proposed treaty provides that dividends, interest, royalties, capital
gains, and certain other income derived by a resident of either
country from sources within the other country generally may be
taxed by both countries (Articles 10, 11, 12 and 13). Generally, how-
ever, dividends, interest, and royalties received by a resident of one
country from sources within the other country are to be taxed by
the source country on a restricted basis (Articles 10, 11 and 12).

In situations where the country of source retains the right under
the proposed treaty to tax income derived by residents of the other
country, the treaty generally provides for the relief of the potential
double taxation by the country of residence allowing a foreign tax
credit. Italy, however, retains the option to mitigate double tax-
ation by exempting U.S. source income from tax.

The proposed treaty contains a “saving clause” similar to that
contained in other U.S. tax treaties. Under this provision, the
United States generally retains the right to tax its citizens and
residents as if the treaty had not come into effect. In addition, the
protocol contains the standard provision that the treaty will not be
applied to deny any taxpayer any benefits he would be entitled to
under the domestic law of the country or under any other agree-
ment between the two countries; that is, the treaty will only be ap-
plied to the benefit of taxpayers.

@



3

Difference in proposed treaty and model treaties

The proposed treaty differs in certain respects from the existing
treaty with Italy, from other U.S. income tax treaties, and from the
U.S. model treaty. Some of these differences are as follows:

(1) The United States waives the right to tax U.S. social security
payments made to U.S. citizens who are both citizens and residents
of Italy. The United States has not in any other case waived the
right to tax social security payments that it makes to U.S. citizens.
(See discussion under “Issues’” below.)

(2) U.S. citizens who are not also U.S. residents are not generally
covered by the treaty. The U.S. model does cover such U.S. citizens.
However, the United States has rarely been able to negotiate cover-
age for nonresident citizens.

(3) The proposed treaty generally covers specified Italian taxes
that the existing treaty does not cover. The existing treaty does not
purport to cover taxes that are substantially similar to the taxes
that it does cover. The proposed treaty covers the Italian local
income tax. The existing treaty does not cover the Italian local
income tax. At the time the existing treaty went into effect, Italian
local taxes were not significant.

(4) The proposed treaty covers miscellaneous matters that the ex-
isting treaty does not cover. For example, the proposed treaty
makes it clear that the United States can tax individuals who re-
nounce their U.S. citizenship even if they become Italian residents.
It specifically allows the United States to impose the personal hold-
ing company tax, the social security tax, and the accumulated
earnings tax.

The proposed treaty covers the U.S. excise tax on insurance pre-
miums. This is a departure from older U.S. tax treaties. The U.S.

odel and some recent U.S. treaties, such as those with the United

ingdom, France, and Hungary, generally cover this tax.

(5) The proposed treaty defines a number of terms that the exist-
ing treaty does not define. In general, it makes it clear that each
country includes its continental shelf. The proposed treaty provides
for the determination of a single country of residence for individ-
uals. This determination would be of considerable benefit to indi-
viduals who are residents of the United States under domestic law
but who could avoid most of the consequences of that characteriza-
tion if they could show that they are residents of Italy under the
“tie-breaker rule” of the proposed treaty, and vice versa. In amend-
ing the definition of U.S. residence in 1984, Congress contemplated
that treaty tie-breaker rules like this one would prevail over the
statutory definition.

(6) Under the proposed treaty, there is no determination of a
single country of residence for a company that is a resident of both
countries under local law. Under the U.S. model treaty, by con-
trast, a dual resident corporation is automatically considered a
resident of the country under whose laws it was first created and
is, thus, entitled to only the treaty benefits that other corporate
residents of that country receive. Read literally, the treaty might
oblige the United States to give double foreign tax credits for taxes
that a dual resident corporation pays. (See discussion under
“Issues” below.)
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(7) The definition of permanent establishment in the proposed
treaty is somewhat broader than that in the U.S. model and in
some existing U.S. treaties. The principal area in which the pro-
posed treaty departs from the U.S. model is the inclusion as a per-
manent establishment of a drilling rig or ship that is used for more
than 180 days in a 12-month period for the exploration or exploita-
tion of natural resources (rather than the U.S. model’s 12 months).
(See discussion under “Issues” below.) The existing treaty does not
specifically address the question whether a drilling rig is a perma-
nent establishment.

(8) The proposed treaty does not provide investors in real proper-
ty in the country not of their residence with an election to be taxed
on such investments on a net basis. The U.S. model allows such an
election. The existing treaty with Italy allows an annual net basis
election. Current U.S. law independently provides a net basis tax-
ation election to foreign persons. Italy taxes real property income
on a net basis.

(9) The proposed treaty does not contain a definition of the term
“business profits,” although certain categories of business profits
are defined in various articles. Many U.S. treaties, and the U.S.
model, define the term business profits to include income from
rental of tangible personal property and from rental or licensing of
films or tapes. Absence of this definition means that persons who
earn such rental or licensing income could be subject to tax on a
gross basis, not a net basis, in the source country unless they main-
tain a permanent establishment there. .

(10) The proposed treaty’s limits on gross dividend withholding
taxes that the country of source may impose differ from those of
the U.S. model. The proposed treaty provides for three levels of
limitation. These levels are, in general: five percent in the case of
dividends paid to a 50-percent corporate owner, 10 percent in the
case of dividends paid to a 10-percent corporate owner, and 15 per-
cent in other cases. These limitations contrast with the five percent
limit on dividends paid to 10-percent corporate owners and 15 per-
cent limit on other dividends in the U.S. model. Under the existing
treaty, by contrast, only 95-percent corporate shareholders are enti-
tled to the 5-percent rate, while other shareholders obtain a 15-per-
cent rate.

(11) The U.S. model treaty allows one country to tax dividends
paid by a resident company of the other country from profits of its
permanent establishment in the first country constituting 50 per-
cent or more of the company’s worldwide income. The proposed
treaty allows one country to tax dividends paid by a resident com-
pany of the other only wl;l};en the dividends are (a) paid to a resident
of the first country or (b) with respect to a stock holding or other
corporate right effectively connected with a permanent establish-
ment or a fixed base in the first country. This variation from the
U.S. model has the effect of prohibiting the United States from im-
posing its “‘second tier” withholding tax on dividends (see Code sec.
861(a)2)B)) paid by any Italian company that in the future earns
significant business profits in the United States.

(12) The proposed treaty generally limits the withholding tax at
source on gross interest to 15 percent; interest derived by the gov-
ernments of the countries, by certain government financial institu-
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tions, and by individuals on debt-claims guaranteed or insured by
the foregoing entities is exempt from source country withholding
tax. Under the U.S. model, all interest, by contrast, generally is
exempt from source country withholding tax.

Because of the recent repeal (in the Tax Reform Act of 1984) of
the U.S. gross withholding tax on interest paid on portfolio indebt-
edness held by foreign persons, Italian residents generally will re-
ceive U.S. source interest on portfolio indebtedness free of U.S. tax
in any event. However, U.S. residents generally will be subject to
Italian tax (limited to 15 percent by the treaty) on Italian source
interest on similar indebtedness.

(13) The proposed treaty allows source country taxation of royal-
ties at rates ranging from five to 10 percent. The U.S. model ex-
empts royalties from source country tax. The existing treaty with
Italy generally exempts royalties from source country tax. (S)ée dis-
cussion under “Issues” below.)

(14) The existing treaty does not cover gains from the alienation
of property, so both the source country and the residence country
may tax those gains. The proposed treaty would generally allow
source basis taxation only of real property interests and of personal
property associated with a permanent establishment or fixed base
and not of other gains.

(15) The proposed treaty would allow the source country to tax
wages and salaries of residents of the other country only if the pay-
ment arises from a source country payor, permanent establish-
ment, or fixed base, or if the recipient is present in the source
country for more than 183 days in the fiscal year. Under the exist-
fing treaty, a similar source country exemption applies for only 90

ays.

(16) The proposed treaty allows source country taxation of inde-
pendent personal service income on either of two bases: presence in
that country for more than 183 days in a calendar year, or regular
availability of a fixed base there. The U.S. model treaty does not
allow taxation on the basis of days of presence. Under the U.S.
model, independent personal service income of a nonresident is tax-
able only if the nonresident has available a fixed base in the source
country. The existing treaty treats income from independent per-
sonal services like wage or salary income (described above).

(17) The proposed treaty allows director’s fees derived by a resi-

dent of one country in his capacity as a member of the board of
directors of a company which is a resident of the other country to
be taxed in that other country. The U.S. model treaty, on the other
hand, treats directors’ fees as personal service income or as a dis-
tribution of profits. Under the U.S. model treaty (and the proposed
treaty), the country where the recipient resides generally has pri-
mary taxing jurisdiction over personal service income.
. (18) Under the proposed treaty, a source country may tax income
derived by entertainers and atglews from their activities as such
only if that income exceeds $12,000 in a fiscal year or the individ-
ual is present there for more than 90 days during a fiscal year.
Under the U.S. model treaty, entertainers and athletes mag be
taxed in the source country only if they earn more than $20,000
there during a taxable year. Most U.S. income tax treaties follow
the U.S. model rule, but use a lower annual income threshold.
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(19) The proposed treaty allows taxation of child support pay-
ments only if the payor is entitled to a deduction for the payment
in his or her residence country. Even if the payment is deductible,
the payment would be taxable only in the country where the recip-
ient resides. The existing treaty does not address child support pay-
ments specifically.

(20) The proposed treaty, like the U.S. model, allows residence
country taxation of alimony payments. Unlike the model, however,
the proposed treaty conditions imposition of residence country tax
on a source country deduction for the payment. In addition, unlike
the model, the proposed treaty overrides the saving clause for ali-
mony payments. Thus, for example, the United States cannot tax
alimony payments that a U.S. citizen makes to an Italian resident
who is a U.S. citizen. The existing treaty does not address alimony
specifically.

(21) Under the proposed treaty, the salaries of visiting teachers
and researchers are exempt from tax in the host country for up to
two years. Under the U.S. model, these salaries are subject to the
standard rules, which may result in full source country taxation. A
number of existing U.S. income tax treaties, including the existing
treaty with Italy, provide visiting teachers and researchers with a
two-year exemption from source country taxation.

(22) The proposed treaty’s exchange of information provision gen-
erally follows that of the existing treaty. It contains some signifi-
cant differences from the U.S. model. The U.S. model treaty pro-
vides for the exchange of information relating to taxes of every
kind imposed by the two countries. The proposed treaty provides
for the exchange of information only as it is relevant to the assess-
ment of taxes covered by the treaty. The U.S. model treaty requires
that, upon an appropriate request for information, the requi
country obtain the information to which the request relates in the
same manner and to the same extent as if its tax were at issue. It
also requires that, where specifically requested by the competent
authority of one country, the competent authority of the other
country provide the information in the form requested. The pro-
posed treaty does not include these requirements. The proposed
treaty, like the U.S. model (and unlike the existing treaty), makes
it clear that the appropriate Congressional committees and the
General Accounting Office are to have access to information ex-
changed under the treaty where appropriate.

(23) The proposed treaty’s anti-treaty shopping provision (added
by the proposed protocol) is less comprehensive than that of the
U.S. model treaty and recent U.S. income tax treaties. (See discus-
sion under “Issues” below.)

(24) In notes exchanged at the signing of the proposed treaty and.
protocol, Italy expressed concern about states of the United States
taxing income of Italian companies by use of the “unitary appor-
tionment” method. The United States agreed to reopen discussions
with Italy if an acceptable provision on this subject can be devised.



11. ISSUES
(1) Social security

In 1983, Congress imposed a 30-percent withholding tax on one-
half of the amount of social security benefit payments to nonresi-
dent aliens. The proposed treaty would prevent the United States
from taxing U.S. social security payments made to U.S. citizens
who are both citizens and residents of Italy. This waiver of taxing
jurisdiction is unprecedented: the United States has never before
agreed to forego completely its right to tax income that arises in
the United States and that is earned by a U.S. person (a term that
includes U.S. citizens). The United States frequently waives tax on
U.S. source income that is earned by foreigners. The United States
sometimes waives tax on foreign source income that is earned by
U.S. persons (typically, but not always, through the foreign tax
credit). In at least one case, the United States has foregone the pri-
mary right to tax some U.S. source income paid to U.S. citizens (in
the 1984 French protocol), but the United States has always appar-
ently retained at least a residual right to tax U.S. income of U.S.
citizens. The uniqueness of this treaty provision is that it waives
all the U.S. right to tax when the United States has both a source
claim and a citizenship claim to tax the income. The United States
has apparently never recognized dual nationality as reducing in
any way the U.S. claim to tax its citizens on a citizenship basis.

One might argue that the waiver of tax on social security pay-
ments in this instance is of minor importance, since the waiver
would apply to a limited class of individuals. The precedential im-
portance of this treaty provision could be significant, however. If
the United States agrees to waive tax on social security payments
for U.S. citizens who are both citizens and residents of Italy, it may
be difficult to deny equivalent treatment to other countries. In ad-
dition, allowing this treatment for social security payments in this
treaty could encourage demands for waiver of tax on other types of
income by other countries in the future. If the United States once
abandons the principle that it has at least a residual right to tax
U.S. source income of U.S. persons who reside abroad, it may be
gifﬁcult to defend that principle in the future, except on an ad hoc

asis.

The treaty also prevents the United States from taxing U.S.
social security payments made to Italian residents who are not U.S.
citizens. The treaty with Canada, to which the Senate consented
after enactment of the withholding tax on social security payments
to nonresident aliens, contains a similar restriction, so this restric-
tion in the proposed treaty with Italy appears not to present a sig-
nificant issue.

M



(2) Dual resident corporations

The proposed treaty presents the possibility of double U.S. for-
eign tax credits for taxes paid to Italy. Italy determines corporate
residence on the basis of corporate activities, while the United
States determines corporate residence on the basis of place of incor-
poration. Therefore, an Italian resident corporation under Italian
law may be a U.S. resident corporation under U.S. law; such corpo-
rations are known as dual resident corporations. A U.S. corpora-
tion is entitled to foreign tax credits for the taxes it pays directly.
It is entitled to those credits even if it is a dual resident corpora-
tion. .

The problem arises if a dual resident corporation pays a dividend
to a 10-percent U.S. corporate shareholder. On payment of a divi-
dend from an Italian corporation to a 10-percent U.S. corporate
shareholder, the proposed treaty allows the U.S. corporate share-
holder to credit its share of the Italian taxes that the Italian resi-
dent corporation paid to Italy. (The Internal Revenue Code general-
ly allows 10-percent U.S. corporate shareholders to credit their
share of foreign taxes paid by a foreign corporation from which
they receive dividends, but that treatment (the “deemed paid
credit” or “indirect credit”) does not apply to dividends from U.S.
corporations.) The proposed treaty does not specifically indicate
that the deemed paid credit is unavailable when the payor of the
dividend is a dual resident corporation. If the deemed paid credit is
available, the payor would credit the Italian taxes it paid, and the
payee could credit those same Italian taxes, while possibly exclud-
ing 100 percent or 85 percent of the dividend from income by virtue
of the dividends received deduction.

The negotiators of the proposed treaty did not intend this combi-
nation of double foreign tax credits and dividends received deduc-
tion. The language of the proposed treaty, on its face, does not pro-
hibit that result, however. One recent treaty, that between the
United States and New Zealand, contains a deemed paid credit pro-
vision similar to that of the proposed treaty with Italy but with a
crucial exception: U.S. corporate shareholders cannot credit taxes
paid by dual resident corporations. The existence of that exception
in the New Zealand treaty might lead taxpayers or a court to infer
that double foreign tax credits would be available under the pro-
posed Italian treaty. The issue is how to make it clear that the pro-
posed treaty with Italy does not allow double foreign tax credits
and to foreclose the possibility of litigation. Committee report lan-
guage, combined with Treasury’s technical explanation, might be
adequate to prevent taxpayers from claiming double credits on
their tax returns. In some cases, Congressional report language,
longstanding Treasury interpretation, and rational inferences from
the purpose of the treaty have combined to convince courts to
adopt a result that is the only one the parties to the treaty could
have meant despite an alternative reading that comported with the
%alaalgaa)ge of the treaty itself. (See, e.g., Marie G. Crerar, 26 T.C. 702

Government victory in litigation on this issue of double foreign
tax credits, however, should not satisfy the Committee as it ad-
dresses this issue. The Committee should be certain that the inabil-
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ity of taxpayers to claim double foreign tax credits is so clear that
taxpayers will suffer fraud penalties if they claim double credits on
their returns and then pay the tax actually due on audit. Other-
wise, taxpayers may well be willing to claim double credits and
then play the audit lottery, wherein they never pay the tax due if
an IRS agent does not spot the double foreign tax credit issue,
while they pay the tax plus interest and perhaps only a minor pen-
alty if an agent does deny the double credits. A reservation requir-
ing a change in the treaty would clearly achieve the result the
committee seeks.

(3) Resourcing rule of the Tax Reform Act of 1984

The Tax Reform Act of 1984 amended the foreign tax credit limi-
tation rules to prevent U.S. persons from treating as foreign source
income dividends, interest, and certain other income they derived
from a foreign corporation a significant part of whose income arose
in the United States. The proposed treaty provides that the United
States need credit taxes paid to Italy only ‘iln accordance with
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)” (Article 23, paragraph 2). The proposed treaty
also provides that “[flor purposes of the United States obligation to
avoid double taxation with respect to Italian tax under the preced-
ing paragraphs of the Article” by use of the foreign tax credit, any
income of a resident of one country (who is not a resident of the
other country) that the other country can tax shall be deemed to
Z)rise in the country that can tax the income (Article 23, paragraph

The issue is whether the proposed treaty allows the 1984 change
to the foreign tax credit limitation to operate as Congress intended.
If the 1984 change is a limitation on the foreign tax credit (for the
purpose of the treaty provisions listed above), then paragraph 2 of
Article 23 would control. In that case, the proposed treaty would
not prevent operation of the change since the treaty credit is to be
granted “subject to the limitations” of U.S. law. A strong argument
for this view is that the 1984 Act amended a Code section (904) that
deals only with the foreign tax credit limitation. If, instead, the
1984 change is a source rule for purposes of the proposed treaty,
then paragraph 4 arguably would control. In that case, the pro-
posed treaty arguably would prevent operation of the change since
that paragraph requires foreign sourcing of certain income that
would otherwise be treated as U.S. source income under the 1984
Act rule. The argument for this latter view is that the language in
paragraph 4 relates only to the U.S. obligation to credit Italian
taxes, and that it means nothing unless it obligates the United
States to credit taxes on income that the treaty treats as foreign
source income.

Thus, the proposed treaty might make payments from an Italian
corporation to a U.S. person Italian source, even if the Italian cor-
poration derived all its income from the United States. That result,
if it obtains, would defeat the purpose of the 1984 Code amend-
ment. The Treasury Department interprets the proposed treaty so
that it will not override the 1984 amendment. The issue for the
Committee is to insure that Committee report language and Treas-
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ury’s technical explanation clarify the retention of the 1984 change
to the Code.

(4) Treatment of drilling rigs as per t establish L

The proposed treaty defines permanent establishment to include
a drilling rig or ship used for the exploration or development of
natural resources in a country if it remains there for more than
180 days in a 12-month period. This treatment contrasts with the
general 12-month permanent establishment rule of the proposed
treaty. In its 1984 report on the income tax treaty with Canada,
the Senate Committee on Foreign Relations expressed its view that
the offshore activities of contract drillers are, as a general matter,
closely analogous to construction activities.? The Committee indi-
cated its strong belief that the permanent establishment threshold
for drilling contractors should be the same as that provided for en-
terprises engaged in construction activities.? The proposed treaty
once again presents the issue whether unequal treatment for drill-
ing rigs and construction activities is appropriate. On the one
hand, it might be argued that the United States should not make
concessions to developed countries like Italy of the kind typically
made to developing countries, especially in light of the Committee’s
comments just over a year ago. On the other hand, the proposed
treaty with Italy was signed before the Committee made the com-
ments described above. Therefore, it may be argued, unequal treat-
ment is appropriate in this isolated case. In addition, it might be
argued that this treatment must be viewed in the context of an
overall agreement that benefits a broad range of U.S. taxpayers
and the United States. Further, the proposed treaty may be an im-
provement from the existing treaty, which arguably provides no
permanent establishment protection for drilling contractors.

(5) Treaty shopping

The anti-treaty shopping provision of the proposed protocol dif-
fers signiﬂcantly from that of the U.S. model treaty. The U.S.
model provision is only one of several approaches that the Treas-
ury Department considers satisfactory to prevent treaty shopping
abuses, and this Committee and the Senate have not insisted that
treaties conform to the model’s language. Nonetheless, the model
provmlon is a standard against which to compare the proposed pro-
tocol’s anti-treaty shopping language. The anti-treaty shopping rule
of the proposed protocol applies only to the following treaty bene-
fits: business profits (Article 7), dividends (Article 10), interest (Ar-
ticle 11), royalties (Article 12), capital gains (Article 13), and other
income (Article 22). The model anti-treaty shopping article applies
to all benefits under the model treaty, not just to specified benefits.
The largest omission appears to be the omission of coverage of ship--
ping and aircraft income. The staff is not aware of current tax
plans wherein third country residents use Italy as a base for ship-
ping operations, however. Moreover, most foreign shipping income

2 Tax Convention and Proposed Protocols with Canada, Report of the Senate Committee on
Forelgn Relations, Exec. Rpt. No 98-22. May 21, 1984, pp.7-8.
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is already exempt from U.S. tax under reciprocal exemptions con-
templated by the Code (sec. 883).

The model contains a 75-percent ownership test, in contrast to
the 50-percent ownership test of the proposed protocol and some
recent treaties. In addition, the model contains a “base erosion”
rule that denies treaty benefits to a person when a substantial part
of that person’s gross income is used (directly or indirectly) to meet
liabilities (including liabilities for interest or royalties) to third
country residents. The proposed treaty omits this rule. This base
erosion rule prevents use of a company whose owners met the own-
ership test to pay treaty-protected interest or royalties (or other
amounts) to third-country residents.

While an argument might be made that a broader anti-treaty
shopping provision is appropriate, Italy is a relatively high tax
country with no known history as a tax haven for conduit entities
established by third country investors. At present, it is doubtful
that third country investors would seek to use Italy as a base for
treaty shopping. One concern, however, is that abuses could devel-
op in the future. It has proved difficult to renegotiate treaties once
abuses develop. Another concern is that this provision creates a
precedent that may weaken the Treasury Department’s ability to
negotiate comprehensive anti-treaty shopping provisions in future
treaties.

(6) Withholding rate on royalties

The existing treaty generally provides a zero withholding tax
rate for royalty payments. For example, Italy generally cannot now
tax a royalty payment to a U.S. person for the use of intangibles in
Italy. The proposed treaty would allow each country to tax royalty
payments made to residents of the other country, albeit at a rate
that can never exceed 10 percent or some lesser limit. The U.S.
model treaty prohibits source country taxation of royalties. In gen-
eral, more recent treaties conform more closely to the U.S. model
than the older treaties they replace. The issue is whether it is ap-
propriate to agree to source country taxation of royalties when the
current treaty prohibits such taxation. The existing treaty does not
prohibit local Italian taxes on royalties, while the proposed treaty
limits the combined Italian taxes (local and national) to no more
than 10 percent.

(7) Branch-level tax

The United States does not now impose a branch-level tax, but
the Administration’s May 1985 tax reform proposal asks Congress
to enact one. The proposed treaty does not specifically refer to a
branch-level tax. Many argue, however, that the nondiscrimination
rule protecting permanent establishments that is found in the pro-
posed treaty and in most U.S. income tax treaties forbids the impo-
sition of a branch-level type tax on permanent establishments. The
Administration has responded to this argument by asking Congress
not to override treaties. On enactment, the Administration would
seek to renegotiate treaties to allow the United States to impose
the branch-level tax that Congress enacted as a general rule in par-
ticular countries where current treaties prohibit its imposition. The
issue is whether the sequence of actions that the Administration
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asks Congress in general and the Senate in particular to take
makes sense. If the Senate agrees to a treaty with Italy, for exam-
ple, and then Congress enacts a branch-level tax that the treaty
protects Italian corporations from paying, it is unclear why Italy
would agree to allow the United States to impose that tax. Italy
could unilaterally concede the issue, but Italy could instead ask for
a quid pro quo from the United States, or Italy could instead not
yield on this point. Experience has shown that it is difficult to re-
negotiate treaties once ratified.

The Committee might address this issue in one of three ways.
First, the Committee could follow the Administration’s request and
recommend that the Senate consent to the treaty notwithstanding
on this branch-level tax issue. It is not clear if or when Congress
will enact a branch-level tax; if Congress does not do so, then there
will have been no need for the Committee to take notice of this
issue. Similarly, if Congress overrides treaties in enacting a branch-
level tax, there is no need for current adverse Commmittee action.
Overriding the treaty soon after approval could disappoint Italy’s
legitimate expectations, however. Second, the Committee could
seek a reservation allowing the United States to impose a branch-
level tax if it decides to do so. This course, while it could allow the
United States to collect the tax (if enacted), could also present a
condition that the Italian Government finds unacceptable. There-
fore, this course could delay or prevent the benefits of the treaty.
Third, the Committee could delay action on the treaty while it
awaits legislative progress on the Administration proposals for tax
reform. While the proposed treaty will be effective retroactively to
January 1, 1985, if it enters into force during 1985, this course
would delay at least the time when taxpayers will know what rules
will apply to transactions that are to occur and to some significant
transactions that have already occurred.

(8) Dividends paid deduction and imputation credit

The Administration’s tax reform proposal presents another issue.
The Administration proposal would allow a 10-percent dividends
paid deduction to U.S. corporations. The purpose of this deduction
is to reduce the burden of the two-tiered taxation of corporate prof-
its under the “classical” system of present law, which imposes a
tax at the corporate and shareholder levels. The dividends paid de-
duction would extend to some dividends paid to foreign sharehold-
ers. Absent treaty protection, however, the proposal would impose
on such dividends a compensatory withholding tax designed to pre-
vent elimination of all tax on 10 percent of corporate profits where
shareholders are not U.S. taxpayers. The proposed treaty with Italy
would prohibit U.S. imposition of this compensatory withholding
tax. So would the existing treaty with Italy. Although the Adminis-
tration proposal would not initially impose a compensatory tax on
dividends paid to protected treaty country recipients, including
Italian recipients, it would delegate to the Secretary of the Treas-
ury the authority to override treaties to impose a compensatory
dividend withholding tax on a country-by-country basis. The pur-
pose of this delegation is, in part, to seek equivalent relief from
treaty partner countries.
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Many countries which reduce the burden of the two-tier tax do so
through a mechanism other than a dividends paid deduction. These

- countries, including Italy, give resident shareholders a tax credit

when they receive dividends. Italy’s partial tax credit for resident
shareholders reflects taxes that the corporation paid on the profits
it is distributing in the form of dividends. For the shareholder, the
credit is basically the economic equivalent of a partial dividends
paid deduction. Italy gives individual Italian residential sharehold-
ers a credit for one-third of corporate taxes paid, while it gives cor-

- porate Italian resident shareholders a credit for three-sevenths of

corporate taxes paid. However, Italy, like other countries, does not
give this credit to foreign shareholders unilaterally. Some countries
have given part of this credit to U.S. shareholders by treaty, but
neither the existing treaty with Italy nor the proposed treaty does
s0. Under the Administration tax reform proposal, the Secretary of
the Treasury could impose the compensatory withholding tax if the
home country of the recipient (such as Italy) continued to den;
relief to dividends paid by local companies to American sharehold-
ers.

Here, again, the Committee and the Senate have three choices.
One possibility is consenting to the treaty as proposed. Congress
might not enact any dividend relief, or it might enact a credit
mechanism for dividend relief like Italy uses. In either of t<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>