Tropeano v. Commissioner, 76 T. C. 424 (1981)

Foreign-source capital gains are subject to the U. S. minimum tax if they receive
preferential treatment in the foreign country, which includes being taxed at a lower
rate than other income.

Summary

In Tropeano v. Commissioner, the Tax Court ruled that foreign-source capital gains
taxed at a preferential rate by a foreign country are subject to the U. S. minimum
tax. The petitioners, U. S. taxpayers, recognized a capital gain from the sale of
property in Ireland, which was taxed at a flat rate of 26%. The issue was whether
this constituted “preferential treatment” under U. S. tax law, triggering the
minimum tax. The court held that since the gain was taxed at a lower rate than
ordinary income in Ireland, it was indeed preferential, and thus, half of the net
capital gain was an item of tax preference subject to the minimum tax. This decision
clarified that the 1971 amendment to the tax code did not replace but supplemented
the original standard for determining preferential treatment.

Facts

Guy G. Tropeano and Gloria Tropeano, U. S. residents, were involved in a limited
partnership, North Atlantic Associates (NAA), which sold business property in
Ireland in 1976. The Tropeanos’ distributive share of the capital gain from this sale
was $134,640, taxed by Ireland at a flat rate of 26%, which was at the lower end of
the range for ordinary income taxation in Ireland (26% to 77%). The Tropeanos did
not report half of this gain as an item of tax preference for the U. S. minimum tax,
leading to a deficiency notice from the IRS.

Procedural History

The IRS issued a notice of deficiency to the Tropeanos for $8,598 in federal income
tax for 1976, asserting that half of their foreign-source capital gain should be
treated as an item of tax preference subject to the minimum tax. The Tropeanos
petitioned the Tax Court to contest this determination.

Issue(s)

1. Whether the capital gain recognized by the petitioners from the sale of property
in Ireland was accorded “preferential treatment” by Ireland within the meaning of
section 58(g)(2)(B) of the Internal Revenue Code, thereby subjecting it to the U. S.
minimum tax?

Holding

1. Yes, because the capital gain was taxed at a lower rate (26%) than the range of
rates applicable to ordinary income in Ireland (26% to 77%), constituting
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“preferential treatment” under section 58(g)(2)(B) and thus subject to the U. S.
minimum tax.

Court’s Reasoning

The court interpreted section 58(g)(2) of the Internal Revenue Code, which was
amended in 1971 to clarify that foreign-source capital gains are subject to the
minimum tax if they receive “preferential treatment” in the foreign country. The
court found that the 1971 amendment did not replace the original standard but
supplemented it by adding a new criterion: that “preferential treatment” is also
accorded if the foreign country imposes “no significant amount of tax. ” The court
relied on legislative history and IRS regulations to conclude that taxing capital gains
at a lower rate than ordinary income constitutes “preferential treatment. ” The court
rejected the petitioners’ argument that the sole test for preferential treatment was
whether the foreign country imposed a significant amount of tax, citing the
legislative intent to ensure that capital gains taxed at lower rates in foreign
countries would not escape the minimum tax. The court specifically noted that the
gain in question was taxed at a lower rate than it would have been if taxed as
ordinary income, thus meeting the criteria for preferential treatment under both the
original and amended standards.

Practical Implications

This decision has significant implications for U. S. taxpayers with foreign-source
capital gains. It clarifies that such gains are subject to the U. S. minimum tax if
taxed at a preferential rate in the foreign country, regardless of whether the foreign
tax imposed is significant. Legal practitioners must now consider the foreign tax
treatment of capital gains when advising clients on U. S. tax obligations. This ruling
also affects how similar cases should be analyzed, emphasizing the need to compare
the tax rate on capital gains to that on ordinary income in the foreign jurisdiction.
Businesses and individuals engaging in international transactions must account for
this potential tax liability. Subsequent cases, such as Austin v. United States, have
followed this interpretation, reinforcing the principle that preferential treatment
under foreign tax laws can trigger U. S. minimum tax obligations.
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