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P regularly made and participated in loans to
borrowers | ocated in foreign countries, including Brazil.
It was one of hundreds of banks that were involved in the
restructuring of Brazil's foreign debt.

As required by Brazilian |aw, various non-tax-inmune
Brazilian borrowers paid Brazilian w thholding tax on
their net loan interest remttances to P during 1980
t hrough 1986. Al though the Brazilian Suprene Court had
held that, under Article 19 of the Brazilian
Constitution, tax-i nmune Brazilian governnental entities,
li ke the Central Bank, were not |iable to pay w thhol di ng
tax on their net loan interest remttances to foreign
| enders, beginning in 1984, the Central Bank purportedly
paid wi thholding tax on its Brazilian restructuring debt
interest remttances to P.
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On its incone tax returns for 1980 through 1986, P
clainmed a foreign tax credit under sec. 901, I.R C., for
the purported wthholding tax paynents nmade by the
Central Bank and other Brazilian borrowers on their net
| oan interest renmttances to P

1. Hel d: The withholding tax paid by non-tax-
i mmune Brazilian borrowers is potentially creditable to
P but nust be reduced, under sec. 4.901-2(f)(3)(ii),
Tenporary I nconme Tax Regs., 45 Fed. Reg. 75653 (Nov. 17,
1980), and sec. 1.901-2(e)(3)(ii), Income Tax Regs., by
the pecuniary benefit the borrowers received from the
Brazilian Governnent. Nissho Iwai Am Corp. V.
Comm ssioner, 89 T.C 765 (1987); Norwest Corp. V.
Comm ssioner, T.C Meno. 1992-282, affd. 69 F.3d 1404
(8th Gr. 1995); Continental Ill. Corp. v. Conm Sssioner,
T.C. Meno. 1988-318, affd. w thout published opinion sub
nom Citizens & S. Corp. & Subs. v. Conm ssioner, 919
F.2d 1492 (11th Gr. 1990), affd. in part and revd. in
part 998 F.2d 513 (7th Gr. 1993), foll owed.

2. Hel d, further: Pis not legally liable for
Brazilian tax on the Brazilian restructuring debt
interest remttances it received fromthe Central Bank
Under Brazilian law, P was not required to pay Brazilian
tax, and neither it nor the Central Bank had a |ega
liability to pay the wthholding tax. The purported
Central Bank wi thhol ding tax paynents are not creditable
to P because these purported paynents were nonconpul sory
anounts and not a tax to Brazil. Sec. 1.901-2(e)(1),
(5), Inconme Tax Regs.
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JACOBS, Judge: Respondent determ ned deficiencies in the
Federal incone tax of petitioner Riggs National Corporation &
Subsidiaries, fornerly known as Riggs National Bank and
Subsi di ari es.

The di spute involves petitioner's entitlenent to foreign tax
credit under section 901! for Brazilian taxes withheld on interest
i ncone petitioner received, during the years 1980 t hrough 1986, as
aresult of its loans to Brazilian borrowers. The primary issues
for decision are as foll ows: (1) Whether petitioner is legally
liable for the Brazilian wi thholding tax purportedly paid by its
Brazilian borrowers on their net loan interest remttances to
petitioner (the legal liability issue); (2) whether the alleged
wi t hhol di ng tax paid by the Banco do Central Brazil (Central Bank)
on its Brazilian restructuring debt interest remttances to
petitioner is a nonconpul sory anount and thus not a tax to Brazi
(the Central Bank issue); and (3) whether a subsidy, equal to a
percentage of the tax withheld, that borrowers received fromthe
Brazilian Governnent during the period from January 1, 1980,
t hrough June 28, 1985, reduces the anount of foreign tax credit
all owable to petitioner (the subsidy/pecuniary benefit issue).

To a major extent, the legal liability and subsidy/pecuniary

benefit issues have been previously dealt with in Norwest Corp. v.

! Unl ess otherw se indicated, all statutory references
are to the Internal Revenue Code in effect for the years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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Comm ssioner, T.C Meno. 1992-282, affd. 69 F.3d 1404 (8th Cr

1995); First Chicago Corp. v. Conmm ssioner, T.C Meno. 1991-44;

Continental Ill. Corp. v. Commi ssioner, T.C Meno. 1988-318, affd.

W t hout published opinion sub nom Ctizens & S. Corp. & Subs. v.

Comm ssioner, 919 F.2d 1492 (1ith CGr. 1990), affd. in part and

revd. in part 998 F.2d 513 (7th Cr. 1993) and N ssho Iwai Am

Corp. v. Comm ssioner, 89 T.C. 765 (1987). However, none of those

cases involved withholding tax paid by a tax-imune Brazilian
governnental entity/borrower, |like the Central Bank here, on its
Brazilian restructuring debt interest remttances.
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are found
accordi ngly. The parties have further stipulated in evidence

portions of the trial transcripts in the Continental Illinois and

Ni ssho Iwai cases and various exhibits related to the testinony of

certain witnesses in those cases.

A. Backgr ound

Petitioner's principal place of business was in Washi ngton,
D.C., at the tinme the petition was fil ed.

Ri ggs National Corporation is the parent conpany of a group of
corporations which filed consolidated inconme tax returns for the
years in issue. |Its wholly owned subsidiary R ggs National Bank
regularly made and participated in loans to borrowers |ocated in

foreign countries, including Brazil.
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B. Foreign Loans and the Brazilian Econony in General

In 1974, Brazil incurred a trade deficit of $4.7 billion as a
result of higher prices charged for oil due to the energy crisis.
At that tinme, a trade deficit of this size was large for Brazil
After 1974, Brazil greatly increased its reliance on foreign debt.
Its foreign debt increased dramatically from1974 to 1983, and the
ratio of Brazil's total foreign debt to its foreign currency
reserves grew larger. The Brazilian Governnent sought to reduce

Brazil's trade deficit by decreasing inports, increasing exports,

and encouraging foreign borrowing for i nt er nal donestic
devel opnent . It hoped to increase the country's productive
capacity by stinmulating greater investnent in steel, oil, pulp and

paper, alum num petrochem cal products, fertilizers, capital
goods, and other capital itens.

Brazil's currency, the cruzeiro, was not convertible to
foreign currency in international markets. Although the cruzeiro
was freely tradeable, as a practical matter, foreign parties
outside of Brazil would not accept paynent in cruzeiros.

Brazil needed to maintain adequate foreign currency reserves
to engage in international trade to finance its trade deficit.
During 1974 through 1975, the Brazilian Governnent sought to
mai ntain a foreign currency reserve of about $6 billion for this
pur pose.

During 1974, Brazilian borrowers generally were reluctant to

take out foreign | oans because the Central Bank required a m ni num
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termfor foreign | oans which varied from5 to 12 years. Although
the Brazilian Governnent sought to decrease the effects of
inflation through an indexing system in taking out a long-term
foreign loan, a Brazilian borrower incurred a substantial risk that
a decline in the exchange rate for the cruzeiro as a result of
domestic inflation could increase the cost of the |oan.

To increase foreign borrowing, the Brazilian Governnent
provided incentives to Brazilian borrowers in order to overcone
their reluctance to take out foreign | oans. These incentives
i ncl uded t he pecuni ary benefit, the Resolution 63 | oan program and
the Resolution 432 loan program all of which are nore fully
di scussed infra.

Until about 1982, lending to Brazilian borrowers was quite
profitable for many foreign lenders, including sonme mgjor US
banks. The interest rate spreads (i.e., the interest rate charged
on a loan, less the cost of the loan funds to the lender) on
Brazilian | oans were higher than the interest rate spreads on | oans
made in many other countries. In addition, the ability to claim
foreign tax credits significantly enhanced the after-tax incone
sonme foreign | enders derived with respect to their Brazilian | oans.

C. Brazilian Requl ati on of Foreign Lendi ng

Brazil inposes restrictions on the receipt and exchange of
foreign currency. By law, all loans from foreign lenders to
Brazilian borrowers nust be registered with and approved by the

Central Bank. Through the registration process, the Central Bank



- 7 -
sets the range of acceptable interest rates and periodically
establ i shes the m ni numrepaynent terns of | oans. Once the Centra
Bank approved a loan, the lender remtted the proceeds in foreign
currency to the borrower via a commercial bank in Brazil. The
Brazilian bank converted the foreign currency into Brazilian
currency by neans of an exchange contract, whereby the borrower
sold the foreign currency to the bank for Brazilian currency at the
of ficial exchange rate periodically set by the Central Bank.

The Brazilian borrower received a Certificate of Registration
that enabled the borrower to effect paynent of interest and
principal in the foreign currency in which the |oan was made. On
each paynent date, the borrower purchased foreign currency froma
Brazilian bank at the official exchange rate. The Brazilian bank
then tendered the foreign currency to the foreign | ender.

D. Paynent of the Wthholding Tax CGenerally

Wiere withholding tax is required, Brazilian |aw prohibited
remttance of an interest paynent to a foreign | ender wi thout proof
of paynent of the withholding tax on interest remtted abroad.
Under Brazilian law, the borrower initiated paynent of the
w thholding tax by submtting a Docunento de Arrecadacao de
Receitas Federais (DARF) and the acconpanying tax paynent to a
commerci al Brazilian bank. Any bank making an interest paynent in

foreign currency which was subject to Brazilian tax would require
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a conpl eted DARF and paynent of the tax as evi dence that the proper
amount of the tax had been paid.?2

E. Net Loans and Gross Loans

I n maki ng | oans to borrowers in Brazil and other countries, it
was an accepted and commopn practice anong foreign lenders to
require that interest paynments be nade to themon a "net quoted"
basis. A net loan is a loan in which the | ender and the borrower
have agreed that all specified paynents of principal and interest
to the lender, under the |loan contract, wll be made net of any
applicable Brazilian taxes.

Under Brazilian |law, when the Brazilian borrower under a net
| oan assunes the burden of the wthholding tax, the anmount of
interest remtted is considered net of tax and an adj ustnment known
as a "gross-up" is required to be nade for purposes of conputing

the wit hhol ding tax. This gross-up adj ustnment woul d be conput ed as

fol |l ows:
G ossed-up interest = Net interest
1 - Wthholding tax rate
2 The borrower prepared the DARF and delivered a copy of

it and the registration certificate to the Brazilian bank
handl i ng the paynent of interest through a foreign exchange
contract. The bank recorded the anobunt of interest and tax on
the Certificate of Registration and submtted the certificate,
exchange contract, and DARF to the Central Bank for approval.
Upon approval by the Central Bank, the bank remtted the interest
to the foreign lender and returned to the borrower a stanped copy
of the DARF, the Certificate of Registration (stanped), and a
copy of the exchange contract. The borrower sent a copy of the
DARF to the foreign | ender which then had proof (the DARF) that
the wi thhol ding tax was paid. The | ender performed no act in
Brazil for the collection of tax.
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In contrast to a net loan, a gross loan is a loan in which
there is no contractual agreenent between the borrower and foreign
| ender to pay taxes inposed by the borrower's country. Wth a
gross loan, the Brazilian borrower will deduct w thhol ding taxes
that are due fromthe interest specified under the |oan contract
and will pay the |l ender the gross interest net of taxes.

From 1970 through 1986, net |oans generally were the
predom nant type of | oan extended by foreign |lenders to borrowers
in Brazil. Wth a net loan, the foreign | ender shifts the risk of
any increase in taxes inposed by the borrower's country to the
borrower. Correspondingly, in a net |oan, the borrower, not the
foreign lender, will benefit from any reduction in or waiver of
t axes inposed by the borrower's country.

F. | nstitution of the Subsidy/Pecuniary Benefit

Under Decree-law 1,215, enacted May 4, 1972, the Brazilian
M ni ster of Finance was given discretion to grant a reinbursenent
or reduction of, or exenption from the w thhol ding tax on interest
provided: (1) The borrower's costs were reduced; (2) the | oan was
of national interest, (3) the loan nmet the m ni numrepaynent term
set by the National Mpnetary Council;?® and (4) the |loan conplied

with other conditions set forth by the Mnistry of Finance.

8 The National Mnetary Council is a Governnent agency
responsi bl e for economc prograns. Its nenbers include the
Fi nance M nister, the Central Bank's President, and
representatives of the largest Brazilian comrercial banks. The
Fi nance M ni ster presides over the council's neetings. The
council acts through the Central Bank.
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Decree-law 1,351, which was enacted on OCctober 24, 1974,
aut hori zed the National Mnetary Council to tenporarily reduce the
inconme tax on interest, conmssions, and expenses remtted to
persons residing or domciled abroad. On the sane date that
Decree-law 1, 351 was enacted (COctober 24, 1974), the Central Bank
i ssued Resolution 305, which tenporarily reduced the tax on
i nterest, conm ssions, and expenses received on currency | oans
registered with the Central Bank from 25 percent to 5 percent.

Decree-law 1,411, enacted July 31, 1975, anended Decree-| aw
1,351 and al |l owed the National Monetary Council to: (1) Reduce the
incone tax on interest, conmssions, and expenses remtted to
persons resident or domciled abroad, or (2) grant pecuniary
benefits to Brazilian borrowers receiving loans in foreign
currency.

On August 5, 1975, the Central Bank issued Resolution 334,
whi ch revoked Resol ution 305, thereby reinstating the 25-percent
w thholding tax on interest, conmm ssions, and expenses paid on
currency loans registered with the Central Bank.

G Mechani cs and Anount of the Subsi dy/ Pecuni ary Benefit

On the sane day that the 25-percent tax on interest was
reinstated (i.e., August 5, 1975), the Central Bank issued
Resol ution 335, which provided that borrowers taking out foreign
loans duly registered with the Central Bank would receive a
pecuni ary benefit equal to 85 percent of the tax paid on interest,

comm ssi ons, and expenses due on such | oans.
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Al so on August 5, 1975, the Central Bank issued Crcul ar 266,
whi ch provided in part:

a. a DARF would be used for the paynent of the 25-

percent inconme tax on interest resulting from foreign

currency | oans;

b. on the date of paynent, the banking establishnent

recei ving the paynent woul d, by neans of a credit to the

borrower's account, pay the borrower the equival ent of 85

percent of the incone tax; and

c. the banking establishnment receiving the tax paynent

woul d debit its own account entitled "Pecuniary Benefit-

D.L. 1,411," and would charge the total value of the

pecuni ary benefit against the Central Bank.

On July 26, 1979, the pecuniary benefit was reduced to 50
percent of the tax. On Decenber 7, 1979, the pecuniary benefit was
i ncreased to 95 percent of the tax; on May 8, 1980, the pecuniary
benefit was reduced to 40 percent of the tax; and on June 28,
1985, 4 the pecuniary benefit was reduced to zero.

H. Resol uti on 63 Loans

Many Brazilian conpani es that needed worki ng capital were not
able to provide foreign |l enders with adequate financial information
or proper guaranties to obtain a |oan. To provide Brazilian
conpanies with the funds needed for their developnment, and in
keeping with the Brazilian CGovernnent's efforts to develop the
country's econony and generate foreign exchange, the Central Bank
i ssued Resolution 63 on August 21, 1967. Resolution 63 permtted

certain Brazilian banks to borrow funds from abroad for the

4 The parties have stipulated and agreed to use June 28,
1985, as the date for all purposes relating to the reduction of
the subsidy to zero in this case.
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specific purpose of relending (repassing) the corresponding
borrowed funds in Brazilian currency to Brazilian conpani es (repass
borrowers). The charges paid by a repass borrower to a Brazilian
bank were in the sanme proportion as the charges paid by the
Brazilian bank to the foreign |l ender. The | oan between the foreign
| ender and the Brazilian bank was i ndependent of the |oan between
the Brazilian bank and the repass borrower. The foreign | ender had
no legal relationship with the repass borrower and in general did
not know the repass borrower's identity.

Foreign | oans which were repassed under Resolution 63 were
subject to the sane restrictions on the recei pt and exchange of
foreign currency as other foreign |oans. Crcular 266 provided
that in the case of a Resolution 63 |oan, the bank receiving the
foreign loan was required to transfer the total value of the
pecuni ary benefit to the borrower receiving the repass funds, and
in cases in which the foreign loan was transferred to severa
repass borrowers, the pecuniary Dbenefit was transferred
proportionately to each of such borrowers.

| . Details of Repass Borrow ng Under Resol ution 63

CGenerally, a foreign | ender was concerned only with the credit
risk of the Brazilian bank. The initiative to borrow foreign funds
for lending to | ocal conpani es under Resol ution 63 was that of the
Brazilian bank, which would repass loans if and when | ocal

borrowers were avail able. In making Resolution 63 loans to
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Brazilian banks, foreign lenders generally assunmed that the
Brazilian bank would repass its cost of funds (the cost of the
foreign lender's loan) and charge a spread or commission to the
repass borrower.

The Brazilian bank was allowed to charge its borrower only a
repass conm ssion. The repass conm ssion was usual ly cal cul ated as
a set percentage per year of the principal balance of the repass
| oan. The anmount of the repass conm ssion was the sane as the
comm ssion charged for other types of loans. During the years in
i ssue, there was nolimt on repass comm ssions, and the comm ssi on
was as high as 10 percent, dependi ng upon the individual repass
borrower's credit.

Except for the term of the loan, all other financial
conditions of the |oan between the Brazilian bank and the repass
borrower had to be the same as those between the foreign | ender and
the Brazilian bank. |If the interest rate charged by the foreign
| ender to the Brazilian bank was net of the Brazilian w thhol ding
tax, then the interest rate payable by the repass borrower was
i kewi se net of the Brazilian withholding tax. |If the Brazilian
bank was entitled to a pecuniary benefit, then it passed on the
benefit to the repass borrower. The transfer of the pecuniary
benefit fromthe Brazilian bank to the repass borrower reduced the
repass borrower's cost of the repass |loan and thus encouraged

forei gn borrow ng.
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Begi nning in 1974, Resolution 63 funds not utilized in repass
operations could be deposited with the Central Bank. When such
funds were deposited, the Central Bank paid the interest on the
foreign loan; and if there was a net | oan involved, no w thhol di ng
tax was paid with respect to the Central Bank's interest paynent.

J. Resol uti on 432

As a result of the historically high inflation in Brazil and
t he periodic currency exchange deval uations, the National Mnetary
Counci | issued, on June 23, 1977, Resol ution 432, which authorized
borrowers of registered foreign currency |oans to hedge cruzeiros
(intended to be used for paynents on the | oans) against currency
exchange deval uati ons by depositing foreign funds at the borrower's
Brazilian bank. Pursuant to Resolution 432, the borrower would
purchase the funds to be deposited at its Brazilian bank at the
of ficial exchange rate. The foreign funds remained on deposit
until such tinme as the borrower was required to make paynent to the
| ender. The foreign currency deposited at the borrower's bank was
then transferred to the Central Bank which paid (2 days prior to
the date the borrower was required to nake paynent to the | ender)
interest on the deposited funds at a rate equal to that payabl e by
the Brazilian borrower to the foreign I ender (as set forth in the
certificate of registration). To the extent that interest was paid
tothe foreign Il ender with funds deposited in the Central Bank, the

Brazilian borrower had no obligation to w thhold inconme taxes
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t hereon; <correspondingly, the Brazilian borrower received no
subsi dy.

|f the 432 program | oan was a gross |loan, the Central Bank
woul d pay the wi thhol ding tax due on the interest payable to the
foreign lender during the period the funds were deposited in the
Central Bank. |If the 432 programloan was a net | oan, the Central
Bank would pay no withholding tax with respect to the interest
payable to the foreign | ender.

K. Brazilian Tax Law in General

The Brazilian tax system is divided into three types of
authority: The Feder al Constitution  of Brazi | ( Feder al
Constitution), the National Tax Code, and ordi nary Federal, State,
and muni ci pal |egislation.?®

The Federal Constitution divides the authority to tax anong
the Federal Governnent, the States, and the nunicipalities of
Brazil. Pursuant to Article 21 of the Federal Constitution, the
Federal Governnment has authority to inpose all types of taxes,
including a tax on inconme, except as otherwi se granted by the

Federal Constitution to the States or nunicipalities.

5 The National Tax Code is a conplenentary | aw and has an
authoritative status below that of the Federal Constitution but
above that of ordinary |laws. Were the National Tax Code
conflicts with an ordinary |aw, the National Tax Code wl|
prevail .
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Article 19 of the Federal Constitution provides that the
Federal Governnent, States, and nunicipalities are to enjoy
immunity from taxation of their incone, assets, and operations.
Article 19 further extends this imunity from taxation to
"autarqui as" (i.e., autononous governnental entities) |ike the
Central Bank.

The National Tax Code establishes the paranmeters within which
the taxing authority of the Federal Governnent, States, and
muni ci palities my be exercised. It does not, in and of itself,
create or inpose any taxes.

Article 4 of the National Tax Code specifies that the |egal
nature of a tax is determned by its generating factor (that is,
the taxable event); the name and other formal characteristics of
the tax are irrelevant to the |l egal nature of the tax.

Article 9 of the National Tax Code generally provides that an
entity's immunity or exenption fromtax will not relieve it of its
obligation to collect wthholding taxes that are due with respect
toits income remttances to third parties.

Article 113 of the National Tax Code divides tax obligations
into principal and accessory obligations. The principal obligation
is created by the taxabl e event and has as an obj ective the paynent
of tax. The accessory obligation is derived from the tax
| egislation and has as its objective the performance of specific

acts (e.g., maintaining books and records, filing tax returns) in
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the interest of collection of tax. The taxable event which gives
rise tothe tax on incone is the economc or |egal availability of
such incone.

Under Article 45 of the National Tax Code, the person entitled
to "the economc or legal availability of incone" is called the
contribuente, or taxpayer. However, the status of contribuente can
be attributed to the holder of assets producing the inconme or
earnings. |In addition, the source maki ng paynent of the i ncone can
be liable for the tax if the source is required by lawto w thhold
and pay such tax to the Brazilian Treasury.

Under Article 121 of the National Tax Code, the person
obligated to make the paynent of tax is called the "passive
subject” of the principal obligation. The passive subject of the
principal obligationis either: (1) The contribuente, when he has
a direct and personal relationship with the taxable event or (2)
t he responsavel (responsi bl e person or person |iable) when, w thout
havi ng the status of contribuente, he has an obligation to pay the
tax by an express provision of |aw

Article 122 of the National Tax Code defines the passive
subject of an accessory obligation as the person obligated to
performthe duties which nmake up the accessory obligation.

Article 123 of the National Tax Code specifies that, except as
otherwi se provided by law, private agreenents concerning the

liability to pay taxes are not binding on the public treasury.
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Article 128 of the National Tax Code provides that the
liability for a tax claimmy be assigned to a third party who is
related to the taxable event which gives rise to the tax
obl i gati on.

Since 1943, Brazilian Federal legislation generally has
provi ded for wi thholding tax i nposed on interest paid by Brazilian

borrowers to foreign entities, at the follow ng rates:

Rat e Year s
10% 1944- 47
15 1948- 54
20 1955- 58
25 1959-74
5 1974-75
25 1975- Pr esent

Article 11 of Decree-law 401,° whi ch was enacted on Decenber
30, 1968, provides as foll ows:

Subj ect to the deduction of the I ncone Tax at source
is the value of interest remtted to a foreign country,
payabl e by virtue of purchase of goods on installnent,
even when the beneficiary of the revenue is the actual
sel l er.

6 Prior to Decree-law 401, the Brazilian Suprene Court,
in several decisions, held that remtted interest wth respect to
goods purchased abroad on an installnment basis could not be
t axed, because the interest was part of the purchase price and
had been earned abroad. Decree-law 401 was passed to clarify
that generally such interest was taxable under Brazilian | aw.

Its provision in Article 11 that the taxable event was the
remttance of the interest and the borrower was the contribuente,
gener ated consi derabl e controversy, because that provision seened
contrary to the normal rules of Brazilian tax law. In a June 14,
1972, decision, however, the Brazilian Suprenme Court upheld the
validity of Decree-Ilaw 401.
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For purpose of this article, the remttance to a
foreign country is considered the generative fact of tax,
and the remtter is considered the contribuente.

L. SRF 368 and FIRCE 80

On June 10, 1980, Secretary Francisco Dornelles (Dornelles),
the head of the Brazilian equivalent of the Internal Revenue
Service (Brazilian I RS), issued SRF 368 to the head of the Central
Bank' s Departnent of Foreign Capital Fiscalization and Registration
(FIRCE). SRF 368 was an "officio", a formal witten comuni cation
between two governnental agencies that is binding upon the
governmental agencies. SRF 368 stated, in pertinent part:

Subj ect : Notification of waiver of paynent of income
tax on rem ttances abroad

Ref. Of. Let. FIRCE-1-0-80/059, dated 6/3/80
Dear Sir:

In reply to the above nentioned official letter, of
interest to your Department, | hereby inform you, for
such neasures as you nmay deem necessary, that, in the
exercise of the powers delegated to nme by M
Adm ni strative Ruling 648/ 79, | AUTHORI ZE t he wai ver of
paynment of wthholding income tax incident on the
remttance of interest and other | egal charges on behal f
of Banco do Brasil S/ A-Grand Cayman Branch with respect
to the foreign loan transaction in the anmount of $60
mllion contracted by the Federative Republic of Brazil,
M nistry of Foreign Relations at that bank.

* * * * * * *

2. | would also like to take this opportunity to inform
you of the directive contained in SRF Oficial Letter no.
1016 dated 12/26/79 addressed to DECAM (Departnento de
Canmbi 0) [Departnent of Foreign Exchange], according to
which the Central Bank of Brazil, independently of any
prior statements made by this Secratariat, is authorized
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to waive the wthholding of said tax on remttances
abroad made by public-sector entities that prove they
have assuned the tax burden [(i.e., have net |oans)].

The Brazilian I RS s above position in paragraph 2 of SRF 368
was supported by certain decisions of the Brazilian Suprene Court
which held that public-sector entities were not required to pay
w thholding tax with respect to their net loan interest remttances
abroad, because of their imunity fromtaxation under Article 19 of
t he Federal Constitution.’

As a result of receiving SRF 368, the head of FIRCE issued
FI RCE Service Instruction No. 80 (FIRCE 80) on May 19, 1981. FIRCE
80 stated, in pertinent part:

We hereby informthe Central and Regi onal D visions

that as per Oficial Letters SRF no. 368 and DRF

(Departnento da Receita Federal) * * * [Brazilian

| RS] no. 040/81, dated 6/10/80 and 2/4/81 respectively,

the * * * [Brazilian IRS] authorized this bank to

wai ve t he paynent/col | ecti on of withhol ding inconme tax in

the case of remttances abroad of interest and other

charges originating fromcurrency | oans and fi nanci ng for

the inporting of goods, when the donestic contracting

party fulfills the follow ng requirenents:

(a) it is a public-sector legal entity;

(b) it has proven that it has assunmed t he tax burden
[(i.e., has a net |oan)];

! Brazil is a civil |aw, as opposed to a common | aw,
country. Court decisions are technically binding only upon the
l[itigants of the case. Prior simlar cases are not considered to
be strictly binding as precedents, although both the courts and
litigants will frequently cite such prior cases as representing
the correct legal reasoning to be applied and the proper hol ding
to be nade.



- 21 -

For purposes of clarification, the following are
public-sector entities:

-t he Uni on, St at es, Feder al District, and
Municipalities * * *

-federal territories * * * -

-federal, state, and nuni ci pal aut ononous gover nnent
agencies * * %

Consequently, we recomend that, in the case of
transactions with the characteristics outlined above, the
corresponding Certificates be i ssued with the additional
observati on:

"Paynment/col |l ection of wthholding tax on incone
is waived on remttance(s) (indicate the nature of
the remttance) covered by this Certificate
(Oficial Letter SRF no. 368, dated 6/10/80)."

M Latin Debt Crisis

A nunber of Latin American countries, including Brazil and
Mexi co, incurred |l arge foreign debts. Beginning in about the early
1980's, sone of these countries experienced problens in paying
their foreign debts. This Latin debt crisis persisted for a nunber
of years.

In about 1982, a large nunber of Mexico's foreign |enders
(i ncludi ng sonme maj or international banks inthe G 7 countries) and
the Mexican Governnment agreed to a restructuring of Mexico's
forei gn debt.

Brazil began experiencing simlar problens in paying its
foreign debt in 1982. In late 1982, the Brazilian Governnment
declared a noratorium with respect to the repaynent of Brazil's

forei gn debt.
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As a practical matter, the mjor international banks, I|ike
Ctibank, that held |arge anmobunts of outstanding loans in Latin
Anmeri can countries were conpelled to help Brazil, Mexico, and ot her
Latin Anerican countries work out their financial problens. These
maj or international banks and the governnental banking regul ators
in the G7 countries feared that a default by a Latin Anerican
country, especially a major debtor country like Brazil, on its
foreign debt could trigger a collapse of the international banking
system The banks and the regulators believed that a default by
one Latin Anerican country on its foreign debt could lead to
wor sening economc¢ conditions which would cause other Latin
American countries to default on their foreign debts. For instance,
in 1982, Citibank held about $4.6 billion in total outstanding
Brazilian | oans, an anobunt equal to an extrenely hi gh percentage of
Ctibank's then net equity. Ctibank thus could not afford to
wite down its Brazilian |oans, as such a witedown mght lead to
its becom ng insolvent for bank regul atory accounting purposes.
For its part, Brazil had to obtain considerable financial help
fromthe major international banks in attenpting to work out its
financi al probl ens. Brazil was desperately short of the foreign
currency needed for inports to keep its econony functioning.

N. Brazilian Foreign Debt Restructuring in General

As relevant to this <case, the Brazilian foreign debt
restructuring that took place was divided into three phases: Phase

|, phase I, and phase I11I. Initially, the major internationa
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banks i nvol ved i n negoti ati ng phase | of the Brazilian foreign debt
restructuring believed that Brazil's financial problens could be
resolved if Brazil were given sone relatively short-termfinanci al
assistance in overcomng its present shortage of foreign currency,
as Brazilian borrowers generally were continuing to nake paynents
in cruzeiros on their foreign loans. |In inposing the foreign debt
repaynment noratorium the Brazilian Governnent and t he Central Bank
were blocking rem ssion of these |oan paynents because Brazil
| acked sufficient foreign currency reserves wth which to
effectuate the foreign |oan paynents. This belief of the major
i nternational banks proved to be erroneous, and Brazil continued to
require yet additional financial assistance from its foreign
| enders, including the later phase Il and phase |1l of the
Brazilian foreign debt restructuring.

Oficials at the highest levels of the Brazilian Governnent
wer e concerned with and kept inforned of the status of the phase I,
phase 11, and phase |1l restructuring negotiations. O the
i ndi vidual s representing the Brazilian Governnment and the Central
Bank during these negotiations (the Brazilians), the principa
negotiators were Finance Mnistry officials and Central Bank
of ficials.

O Mechani cs and Negotiations of the Brazilian Foreign Debt
Rest ruct uri ng

The Central Bank served as the borrower under certain

agreenents entered into in connection with phase I, phase Il, and
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phase |1l of the Brazilian foreign debt restructuring, wth the
Brazilian Governnent being the guarantor of the Central Bank's
obl i gati ons under these agreenents. The major international banks
i nvol ved i n negotiating the Brazilian debt restructuring wanted the
Central Bank to be the borrower, as the Central Bank, unlike the
Brazilian Governnent, could be sued in foreign courts.
Additionally, the Central Bank held all of Brazil's foreign
currency reserves.

There were perhaps as nmany as 600 foreign |enders holding
out standing Brazilian |oans. Col l ectively, these |enders had
i ssued thousands of outstanding loans to nunmerous Brazilian
borrowers.

As it was not feasible to have the foreign I enders and their
Brazilian borrowers renegotiate all these |oans, the deposit
facility agreenent (DFA) mechanism was devised. The prior
outstanding loans would be left in place. VWen a prior |oan
borrower made a | oan paynent, the paynent woul d be deposited with
and held by the Central Bank pursuant to a newloan entered i nto by
the Central Bank and the foreign |ender.

As a further part of the restructuring, Brazil al so needed to
obtain additional foreign capital to enable its econony to
function. Mich of this additional foreign capital or new noney was
furni shed under the credit guaranty agreenent (CGA) entered into by
the Central Bank and sone of the foreign lenders. Only the 170

foreign lenders holding the largest anmounts of outstanding
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Brazilian loans participated in the phase | CGA In contrast,
alnost all of the foreign lenders participated in the phase I
CGA. 8

The | oans nade to the Central Bank under the phase | and phase
Il DFA's and CGA's were net |oans that had repaynent terns of 7 to
9 years. In the phase | and phase Il DFA's and CGA's, provision
was made for funds that would otherwise be lent to the Centra
Bank, as borrower, to be alternatively lent or relent to other
Brazilian persons and conpani es. Many of the foreign |enders
wanted to mai ntain their business relationships with their |ongtine
Brazilian custoners. They thus wanted their custoners to have sone
ability to borrow and take out l|oans from the |arge anount of
forei gn exchange and capital to be provided by the foreign | enders
to the Central Bank pursuant to the DFA's and CGA's. The phase
DFA, phase Il DFA, phase | CGA, and phase Il CGA each provided that
there would be an initial period of about 16 or 18 nonths during
whi ch DFA and CGA funds could be alternatively lent or relent to
ot her Brazilian persons and conpani es (the relending period).?

Phase |

After the Brazilian Governnent inposed its foreign debt

repaynment noratoriumin Decenber of 1982, Citi bank and Morgan Bank,

8 No phase |1l CGA was entered.
o As part of the later phase Ill restructuring discussed
nmore fully infra, the relending period for the phase Il DFA was

extended from June 30, 1985, to April 1986, and the rel ending
period for the phase Il CGA was extended from June 30, 1985, to
March 1986
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two major international banks holding the |argest anounts of
outstanding Brazilian | oans, took the | ead i n negoti ati ng t he phase
| restructuring of Brazil's foreign debt. The phase |
restructuring agreenents were entered into by Brazil and its
foreign | enders on February 25, 1983.

The phase | restructuring included: (1) A phase | DFA that
covered the scheduled debt paynents due in 1983 on prior
outstanding Brazilian |oans, (2) a phase | CGA under which the
Central Bank would be lent up to an additional $4.4 billion in new
nmoney, (3) a phase | trade receivable comm tnent agreenent, and (4)
a phase | interbank conmtnent agreenent.?

As indicated previously, only the 170 foreign | enders hol di ng
the | argest anounts of outstanding Brazilian | oans participated in
the phase | CGA. Their shares of this $4.4 billion of new nbney to
be provided to Brazil were based on their relative holdings of
out standi ng Brazilian | oans.

In negotiating the phase | restructuring, G tibank, Morgan
Bank, and the Brazilians were under extrenme tinme pressure to
concl ude an agreenent qui ckly because of the Brazilian Governnment's
debt repaynent noratorium |If a restructuring agreenent were not

concl uded, then many of the foreign |l enders' Brazilian | oans woul d

10 Under the phase | and |l ater phase Il trade receivable
commi t ment agreenents and interbank conm tment agreenents the
maj or i nternational banks pledged to provide short-termcredit to
Brazil in connection with certain trade receivabl es and i nterbank
lines of credit at the sane |l evels which existed prior to the
Brazilian foreign debt crisis.
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have to be placed into nonperformng status. (Cenerally, for bank
regul atory accounting purposes, once a bank loan is placed into
nonperform ng status and a specified period of tine el apses, anong
ot her things, previously accrued but uncollected interest incone
wWith respect to the |loan nust be witten down by the bank. Such
witedowns could cause the international financial conmmunity to
| ose confidence in Brazil's ability to repay its foreign debt.)
Moreover, if any foreign |lender were to declare its outstanding
Brazilian |l oans to be in default, Brazil's foreign debt crisis then
could well escalate out of control, wth disastrous consequences
for a nunber of major international banks and the internationa
banki ng system

Phase 11

During the first half of 1983, Brazil and its foreign | enders
realized that the phase | restructuring would not be sufficient to
solve Brazil's financial problens. They thus began negotiation of
what becane known as the phase Il restructuring. At about this
tinme, the head of the International Mnetary Fund (I M) announced
that he was conditioning Brazil's receipt of any further financial
assistance from the IMF upon at |least 90 percent of Brazil's
out standi ng foreign debt that was owed to private foreign | enders
bei ng restructured.

On January 27, 1984, Brazil and its foreign |enders entered
into four agreenents to effectuate the phase Il restructuring of

Brazil's foreign debt: (1) A phase Il DFA that covered the
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schedul ed debt paynents due in 1984 on prior outstandi ng Brazilian
| oans, (2) a phase Il CGA under which the Central Bank would be
lent up to an additional $6.5 billion in new noney, (3) a phase ||
trade recei vabl e conm t nent agreenent, and (4) a phase Il interbank
conmi t mrent agreenent.

During the phase Il restructuring negotiations, Brazil did not
decl are another noratorium with respect to the repaynent of its
foreign debt. As a result, although there was pressure for Brazi
and its foreign | enders to conclude a phase Il restructuring deal,
the time pressure they were under was not as severe as that which
t hey had experi enced during the phase | restructuring negotiations.

Many of the foreign I enders were unhappy with G tibank's and
Mor gan Bank's negotiation of the phase | restructuring. They felt
that they had no input into the phase | negotiations and that the
phase | restructuring agreenents had been forced upon them by
G ti bank and Morgan Bank.

As a result, the major international banks and Brazil deci ded
t hat a Bank Advisory Commttee for Brazil (BAC) should be forned to
negotiate the phase |l restructuring on behalf of the foreign
| enders. The BAC was fornmed on June 16, 1983. It had 14 nenbers,
G ti bank, Mrgan Bank, LI oyd's Bank, Arab Banki ng Corporation, Bank
of Anerica, Bank of Montreal, the Bank of Tokyo, Bankers Trust,
Chase Manhattan Bank, Chem cal Bank, Credit Lyonnais, Deutsche
Bank, Manufacturers Hanover Trust, and Union Bank of Sw tzerl and.

C ti bank served as the BAC s chai rman; Mdrgan Bank and Ll oyd' s Bank
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served as its deputy chairnen. A senior executive at Citibank
W1 1iam Rhodes (Rhodes), represented Citibank in its role as the
BAC s chai r man.

The BAC al so appoi nted certain coordinati ng banks in various
sectors of the international financial comunity. The BAC nenbers
and coordi nati ng banks woul d advi se foreign | enders of the status
of the negotiations. Al so, any foreign |ender could raise any
i ssue in connection with the proposed phase Il restructuring that
it wished with the BAC.

The BAC adopted a set of operating rules concerning its
deliberations and its negotiation of the phase Il restructuring.
The BAC woul d fornulate its position only by reachi ng a unani nous
consensus anong the BAC nenbers. It would further negotiate with
the Brazilians only those issues pertaining to the phase II
restructuring that it considered to be of inportance to all of the
foreign Il enders, as a group, in effectuating the restructuring; it
woul d not negotiate with the Brazilians those issues that it felt
concerned only sone of the foreign I|enders. However, on those
i ssues which it would not negotiate, but which it believed were
i nportant issues to certain foreign |enders, the BAC woul d advi se
the Brazilians of the issue's existence and its inportance to sone
of the foreign |enders.

During the phase Il negoti ations, perhaps the nost contenti ous
i ssue the BAC dealt with was the issue of new noney to be provided

to Brazil. Under the proposed phase Il CGA, all foreign |enders
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hol di ng out standi ng Brazilian | oans were being asked to contri bute
their pro rata share of the new noney. However, a nunber of
foreign lenders were reluctant to contribute any new noney

what soever. The BACthen inforned the foreign lenders that, inits

negotiation of a phase Il restructuring deal on the foreign
| enders' behalf, there would be "no free riders". Although each
foreign lender would still have to consent to the terns of any

restructuring deal the BAC negotiated on its behalf wth the
Brazilians, the BAC s official position was that a phase II
restructuring would be "all or none". The BAC feared that if a
| arge nunber of foreign lenders refused to contribute any new
money, its (the BAC s) efforts to conclude a phase Il restructuring
deal between Brazil and Brazil's foreign | enders m ght unravel and
fail. While the BAC could not be certain that all of the foreign
| enders would ultimately agree to participate, it hoped to obtain
as close to 100 percent participation as possible, as any shortfal
of new noney resulting fromsone foreign | enders' nonparticipation
and refusal to contribute would have to be made up by the other
participating foreign | enders.

On Cctober 6, 1983, 60 mmjor international banks agreed on a
framework for the phase Il restructuring. Under this franmework,
Brazil would be provided $6.5 billion in new noney.

On Cctober 12, 1983, the BACissued to the foreign lenders its

term sheet with respect to the proposed phase |l restructuring.
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The term sheet outlined the nmajor ternms of the proposed
restructuring that the BAC had negotiated with the Brazilians.
From about Novenber 1983 through January 27, 1984, virtually
all of the foreign lenders submtted their individual witten
commtnments to the termsheet that the BAC had negotiated on their
behalf with the Brazilians. Prior to and during this period, sone
foreign lenders, including Commercial Credit Corporation, a
subsidiary of Control Data Corporation, initially indicated that
their approval of the term sheet would be conditional upon the
Brazilians' resolving the wthholding issue favorably to them

whi ch issue is discussed nore fully infra.

Phase 111
The phase |11l negoti ati ons began in about the fall of 1984 and
continued through July 1986. Oiginally, the BAC and the

Brazilians contenplated restructuring the scheduled Brazilian
foreign debt paynments due in the 7-year period from January 1,
1985, through Decenber 31, 1991. However, no such 7-year
restructuring agreenent was ultimtely concl uded.

On July 25, 1986, Brazil and its foreign |enders signed the
phase Il DFA. The phase |11l DFA covered the schedul ed Brazilian
foreign debt paynments due in 1985 and 1986. Under the phase |11
DFA, any 1985 debt paynents would be available for relending to
ot her Brazilian persons and conpani es during a specified rel endi ng
period; 1986 debt paynents, on the other hand, would not be

avai |l abl e for rel ending.
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The phase | DFA and the phase Il DFA did not cover foreign
debt paynents that were due after January 1, 1985. During the
phase 111 negotiations, Brazil and its foreign I enders agreed to
about six interimloan arrangenents under which debt paynents due
after January 1, 1985, being made by Brazilian borrowers would be
held by the Central Bank as "interim deposits". These interim
arrangenents required the Central Bank to pay the foreign | enders
interest on such interimdeposits, on a "net quoted" basis. The
interimarrangenents thensel ves did not provide for any rel ending
period, as the Brazilians and the BAC envi sioned that these interim
deposits would ultimately be roll ed over into and covered under the
phase 111 DFA they anticipated woul d be concl uded.
P. Various Foreign Lenders' Efforts During the Phase | and Phase

|l Restructuring Neqotiations To Have the Central Bank |Issue Them
DARF's Wth Respect to Its Net Loan Interest Rem ttances

For certain U S. and other foreign |lenders who were in a
positionto claimand utilize them foreign tax credits potentially
represented a significant further source of tax benefits, wth
respect to their Brazilian |oans. Although, in the case of a net
loan, the U S. |ender would have to pay U S. incone tax wth
respect to the additional interest income resulting fromthe gross-
up, a foreign tax credit equal in anpbunt to the additional interest
incone could be utilized to reduce the lender's U S. incone tax

l[iability on a dollar-for-dollar basis.!

1 See Nissho Iwai Am Corp. v. Conmi ssioner, 89 T.C. 765,
772-773 (1987).
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As i ndicated previously, the Central Bank paid wi t hhol di ng tax
on its gross loan interest remttances abroad, but not on its net
loan interest remttances, including its Resolution 432 |oan
programnet |loan interest remttances. Prior to 1982, sone foreign
| enders, including certain mjor international banks, |Iike
G ti bank, sought to have the Central Bank pay w t hhol ding tax and
issue them DARF's with respect to the Central Bank's 432 | oan
programnet loan interest remttances, as this would enable these
foreign lenders to claimpotential foreign tax credits. However,
their efforts were unsuccessful, as officials at the Central Bank
rejected the foreign lenders' requests to have the Central Bank
i ssue such DARF's to them Central Bank officials advised the
foreign lenders that the Central Bank was not required to pay
wi thholding tax with respect to its net loan interest remttances
abroad because it was a tax-imune governnental entity under the
Brazilian Constitution.

At about the tine of the negotiation of the phase | Brazilian
debt restructuring, a nunber of foreign lenders (including sone
maj or i nternational banks, like Ctibank) intensifiedtheir efforts
to have the Central Bank issue DARF's on its net |oan interest
remttances to them including DARF's with respect to (1) the
Central Bank's 432 | oan programnet |oan interest remttances and
(2) the Central Bank's proposed phase | DFA and phase | CGA
interest remttances (the w thhol ding issue). These intensified

efforts by the foreign |l enders to have the Central Bank issue them
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such DARF's continued wuntil about the tinme the phase |
restructuring agreenments between Brazil and its foreign |enders
were entered into in |late January 1984. 12

During the phase | negotiations, the Brazilians indicated that
they would have the Central Bank issue DARF's to the foreign
| enders on the Central Bank's restructuring debt interest
remttances on sone limted basis, but they also indicated that
t hey needed additional time in which to study and arrange for the
i npl enentation of the Central Bank's paynment of such w thhol ding
tax.® On or about Decenber 28, 1982, the Central Bank requested
a ruling fromthe Brazilian IRS with respect to its paynent of
wi t hhol di ng tax during the rel ending periods of the proposed phase

| DFA and phase | CGA. The ruling request and the March 1984

12 Al exandre Leite (Leite), the head of Citibank-Brazil's
tax division, testified that he and G tibank had been seeking
DARF's fromthe Central Bank on 432 program net |oan interest
remttances since at |least 1979. Leite related that the Central
Bank officials he net with rejected G tibank's request to have
the Central Bank issue such DARF's to it. Following the Central
Bank' s i ssuance of FIRCE 80 in May 1981, Leite had concl uded that
Citi bank woul d not be able to persuade the Central Bank to issue
such DARF's, as FIRCE 80 was authorized and sanctioned by SRF
368.

13 The parties disagree over whether the Central Bank was
legally liable for and actually paid withholding tax with respect
to its restructuring debt interest remttances during the
rel ending periods of the DFA's and CGA's. The terns "paynent"
and "w t hhol ding tax" are used herein for conveni ence and are not
i ntended as ultimte findings or conclusions concerning the
Central Bank's liability for and paynent of such w thhol di ng tax.
Simlarly, the use herein of terns indicating that DARF' s or
wi t hhol di ng recei pts were issued by the Central Bank to the
foreign | enders should not be construed as our conveyi ng any
| egal conclusion concerning the Central Bank's liability for and
paynment of such w t hhol di ng t ax.
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private ruling that ultimately was issued by the Brazilian IRS to
the Central Bank are discussed nore fully infra.

During the phase Il negotiations, sone foreign |enders,
including G tibank, wanted the BAC to negotiate the w thhol ding
issue with the Brazilians. The BAC decided that it could not
negotiate the wthholding issue with the Brazilians, as the
wi t hhol ding issue, although inportant to a nunber of foreign
| enders, did not concern all of the foreign | enders.! Even those
BAC nenbers, like Ctibank and Lloyd's Bank, that would
substantially benefit from being able to claim potential foreign
tax credits realized that they could not afford to be accused of
using their positions on the BAC to further their own individual
interests at the expense of other foreign lenders.’™ The BAC,
i nstead, advised the Brazilians that the w thhol ding issue was a
very inportant issue to a nunber of foreign banks, and that the
Brazilians woul d have to resolve the withholding i ssue as a matter
of the applicable Brazilian law. The BAC further created a

subconm ttee to study the w thhol di ng issue.

14 Sone foreign | enders operated in countries which did
not allow foreign tax credits with respect to Brazilian
wi t hhol di ng tax paynments. Still other |enders were not in a tax

position to benefit fromclaimng potential foreign tax credits.

15 To a significant extent, Ctibank sought to segregate
the activities and functions of Rhodes (the Citibank senior
executive who acted as the BAC s chairman) fromthe individual
concerns and matters which Ctibank pursued during the phase 1|1
restructuring negotiations. At various BAC neetings, other
Citi bank enpl oyees (principally the top enpl oyees of G tibank-
Brazil), and not Rhodes, would represent and present Citibank's
posi tion.
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Until about the signing of the phase Il restructuring
agreenents in January 1984, Citibank continued to press the
Brazilians to reach a favorable resolution of the wthhol ding
i ssue. Top enployees of Citibank-Brazil utilized virtually every
opportunity available to them outside of the BAC s neetings, to
| obby Brazilian Governnment officials and Central Bank officials on
the withholding issue.?® O her foreign lenders, including
Comrercial Credit Corporation, also pressed the Brazilians to
resol ve the withholding issue favorably to these foreign | enders.

On Decenber 8, 1983, Citibank's in-house tax counsel met with
t he general counsel of the Central Bank and presented Citibank's
position on the withholding issue. During the neeting, the Central
Bank' s general counsel indicated that DARF' s woul d be i ssued by the
Central Bank on its restructuring debt interest remttances but
refused to address whether the Central Bank woul d i ssue DARF s on
its 432 loan programnet |loan interest remttances.?'’

On January 22, 1984, the Brazilian Planning Mnister, the

Central Bank's general counsel, and other Brazilian officials net

16 Job Maats, who functioned as Citibank-Brazil's
financial controller, served on the BAC s w thhol ding issue
subcomm ttee and played a central role in Ctibank's efforts to
obtain DARF's fromthe Central Bank, testified that Brazilian
officials were told that a favorable resolution of the
wi t hhol di ng i ssue woul d al so benefit Brazil and be in Brazil's
interest, because it would inprove the climate to concl ude a
restructuring deal.

17 Citibank estimated that, for 1979 through 1983, a
potential foreign tax credit of $30 million could be clainmed by
Ctibank with respect to the Central Bank's 432 program net | oan
interest remttances.
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wi th Rhodes (the Citibank senior executive who functioned as the
BAC s chairman) and certain other BAC nenbers to advise the BAC
with respect to how the Brazilians had decided to resolve the
wi t hhol di ng i1 ssue. During the neeting, the Planning Mnister
initially asked the Central Bank's general counsel to review and
di scuss the generally applicable Brazilian laww th respect to the
paynment of w thholding tax on interest remttances nmade abroad.
The Planning Mnister then telephoned the Brazilian Finance
M nister to find out whether the applicable Brazilian | aw had been
clarified wwth respect to the Central Bank's paynent of w thhol di ng
tax on its restructuring debt interest remttances. He | earned
that the Brazilian IRS would issue a ruling to the Central Bank,
whi ch woul d hold that the Central Bank was required to wi thhold on
interest remttances during the relending periods of the phase |
DFA, phase Il DFA, phase | CGA, and phase Il CGA, begi nning January
1, 1984.' The Pl anning M nister advi sed Rhodes and the ot her BAC
menbers of this anticipated ruling. He indicated that the Fi nance
Mnistry would shortly send a telex to the BAC confirmng this,
whi ch telex was received by Rhodes on or about January 24, 1984.

This anticipated ruling discussed at the January 22, 1984, neeting

18 The foreign | enders who were seeking DARF's fromthe
Central Bank wanted to receive DARF's with respect to the 1983
restructuring debt interest paynents nmade to them In addition
to enabling themto claimpotential foreign tax credits for 1983,
t hey believed that the Internal Revenue Service was nore |likely
to challenge the foreign tax credits clained by themw th respect
to the 1984 restructuring debt interest paynents if no simlar
foreign tax credits had been cl ainmed by them for 1983.
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was the March 1984 private ruling that the Brazilian IRSultimtely
issued to the Central Bank, which ruling is nore fully discussed
bel ow.
Not es of the January 22, 1984, neeting taken by the |ead
attorney of the law firmthat served as the BAC s counsel,
st at ed:
Rhodes
(1) Banks think 83 wll be sol ved.
(2) IRS wn't accept 84 if don't get 83.

(3) negative feeling for banks in the future.

Sobreira [Central Bank's general counsel]

(1) Tax owed by anyone paying interest or fees
abr oad.
(2) Authority that remts charged wth deduction
& payi ng.
— (3) Cent Bk agrees to pay on acct of Banks.
(4 Only way CB can pay is if law is interpreted

to require paynent. Interpretation is from
I Treasury which has issued the interpretation.
(5) Treasury legal opinion applies to 1984 but
not to 1983.
Waiting for XXXXXX

(1) Delfim[the Brazilian Planning
M ni ster] says decree will be solved by
inserting limt.

(2) W tax. Phase | and phase 1l from 1/1/84 on
during reborrow ng peri od.

- Agreenment of Delfim

Rhodes + Col eman [t he Morgan Bank seni or

executive who functioned as the BAC s deputy

chai rman] accept #1.

Rhodes says he can't guarantee Bank acceptance of
#2.
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Q The Brazilian IRS's March 1984 Private Ruling to the Centra
Bank

On or about Decenber 28, 1982, the head of FIRCE submtted a
"consulta" or ruling request by the Central Bank to the Brazilian
| RS. The Decenber 28, 1982, consulta stated, in pertinent part:

Subject: Wthholding tax levied on interest on

* * * [proposed phase | DFA and phase | CG&A.

M. Secretary,

In the next few days, the Central Bank of Brazil wll
enter into, with the international financial conmunity,
* * * Jthe proposed phase | DFA and phase | CGA].

* * * * * * *

2. In contracting these * * * [agreenents], the
Central Bank * * * wll act in the capacity of Agent
of the Federal Governnent in inplenenting the foreign
exchange policy determned by the National Mnetary

Counci | .

3. Therefore, all the financing charges resulting from
the above agreenents will be for the account of the
National Treasury, which wll be responsible for the

respective services related to paynents and rem ttances.

4. During the negotiations for such Agreenents, the
Brazilian Authorities assuned the commtnment to provide
the creditors with w thhol ding recei pts (DARF's) for the
withholding tax paid on the interest payable by the
Central Bank on the funds of * * * [the phase | DFA
and phase | CGA], during the period in which such funds
remai n deposited at the Central Bank and avail able for
relending to borrowers in Brazil.

5. In view of the special characteristics of these
transactions, we hereby request your opinion on the
matter, pointing out that the follow ng has al ready been
negotiated with the creditor bankers:

(a) issuance of the DARF' s in the names of
the agent bank of * * * [the proposed
phase | DFA and phase | CGA], considering that
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the |arge nunber of |ender bankers makes it
inpractical to issue one DARF in the nanme of
each of them

(b) the paynents are to be nmade individually
per agent/taxable event/tax rate in view of
the different tax rates available under
doubl e-taxation treaties.

6. In view of the foregoing, we hereby ask also for
your opinion regarding the foll ow ng aspects:

(a) if the Central Bank, in this case, is
entitled to the pecuniary benefit * * *

(b) the possibility of establishing a period
of 15 (fifteen) days for the paynent of the
tax, such period to start as of the date of
remttance of the interest to the foreign
creditors, on account of the conpl ex
calculation of the interest and consequently
of the tax itself;

(c) the possibility of indicating "Brazilian
Fi nancing Plan" as the reference in space 31
of the DARF as there is no Certificate of
Regi stration for these transactions;

(d) in the event that the withholding tax is
paid | ate:

(1) whether the Central Bank woul d
nevertheless be entitled to such
pecuni ary benefit;

(11) whether it woul d be possible to
wai ve the ancillary charges (default
interest and nonetary correction),
particularly as regards the penalty.

(e) whether the position to be adopted by
your O fice can be extended to agreenents of
i dentical characteristics that may be executed
inthe future in a possi bl e devel opnent of the
present negoti ati on phase.

(7) Finally, we point out that the matter is of special
inportance for the conpletion of the nentioned
Agr eenent s.
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Foll owi ng the Central Bank's subm ssion of the above ruling
request, by around June or July 1983, certain enployees of the
Brazilian I RS prepared a proposed draft ruling which held that the
Central Bank was required to pay wthholding tax on its
restructuring debt interest remttances to the foreign |enders
during the rel endi ng periods of the DFA's and CGA' s, because it was
subject to the sanme withholding tax collection and paynent rules
that were applicable to non-public-sector entities (the Doniak-
Kahan draft ruling). The Doni ak- Kahan draft ruling was hotly
debated within the Brazilian IRS and the Brazilian Governnent
because of its conflict with SRF 368 and exi sting Brazilian Suprene
Court decisions. As aresult, Dornelles (the head of the Brazilian
| RS) deci ded he coul d not approve the i ssuance of the Doni ak-Kahan
draft ruling to the Central Bank.

In about early January of 1984, Dornelles directed two top-
| evel Brazilian IRS officials to redraft and revise the Doni ak-
Kahan draft ruling. He instructed themto reach the sane hol di ng
as in the Doni ak-Kahan draft ruling (i.e., that the Central Bank
was required to pay withholding tax on its restructuring debt
interest remttances to the foreign |lenders during the rel ending
periods of the DFA's and CGA's) but to keep their revised ruling
Wi thin the provisions of SRF 368. In revising the Doni ak- Kahan
draft ruling, these two Brazilian IRS officials devised and
formul ated a new theory that the Central Bank was required to pay

w thholding tax on its restructuring debt interest remttances
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during the relending periods of the DFA's and CGA' s because until
the expiration of the applicable relending period the |oan funds
were not yet irrevocably commtted to the Central Bank, and it,
therefore, had to pay wthholding tax on behalf of future,
uni dentified "borrowers-to-be" (the borrowers-to-be theory). They
incorporated this borrowers-to-be theory into the revised draft
ruling they prepared, which revised draft ultimately becane the
final version of the ruling the Brazilian IRS issued to the Central
Bank in March 1984.

By |etter dated March 14, 1984, the Brazilian Finance M nister
forwarded to the Central Bank's President the Finance Mnister's
decision on the ruling request and the ruling the Brazilian IRS had
i ssued. The March 14, 1984, |etter stated, in pertinent part:

| refer to the inquiry nmade by your Bank regarding the

tax treatnment for the Agreenents called * * * [CGA

and DFA]

2. In this respect, | enclose a copy of the opinion of

* * * [the Brazilian IRS] on the matter, as well as of

the decision |I issued on this date on account of the

di scussions | had jointly with you for the negoti ati on of

such agreenent.

The ruling issued to the Central Bank was a private ruling that was
given limted circulation. The ruling was not nade available to
the public and was not published in the Brazilian Governnent's
Oficial Gazette.

The Finance M nister's decision stated:

Case No.
Interested Party: CENTRAL BANK OF BRAZI L
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DECI SI ON: | agree fully with the conclusions of the
attached opinion of the * * * [Brazilian IRS]. In
view of item 13 of said opinion, | direct the Centra

Bank of Brazil to inplenent the paynent of income tax on
or before the |ast business day of the nonth foll ow ng
the nonth in which the withholding is nade.

Brasilia, March 14, 1984

/ Er nane Gl veas/
ERNANE GALVEAS
M ni ster of Finance

The Brazilian IRS ruling, which he enclosed to the Central
Bank, stated:

Federal Governnent Service
M ni stry of Finance
* * * [Brazilian |IRS]

OPI NI ON
| ncome tax withheld on interest due
to parties resident or domciled
abr oad

* * * JFIRCE] of the Central Bank of Brazil requests
an opi nion about the tax treatnent of Agreenents called
* * * [CGA and DFA] under whi ch such governnent agency
[autarquia] is |liable for the paynments and rem ttances
pertaining to them in the period of availability of such
funds for rel endi ng.

(2) By virtue of the special characteristics of these
transactions, the question arises as to whether there is
an incidence of income tax, in view of the governnent
agency's [autarquia's] assunption of the burden, and if
so whet her,

(a) the DARF's may be issued in the nane of the agent
bank centralizing each project, considering that the
| arge nunber of | enders makes it inpractical to conplete
one DARF for each of them

(b) the tax rates established in the treaties signed by
Brazil to avoid double taxation may be appli ed;

(c) the pecuniary benefit * * * applies;
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(d) it is possible to establish another period for the
paynent of the tax, as fromthe date of remttance of the
interest to the foreign | enders, because of the conplex
calculation of the interest and consequently of the tax
itsel f;

(e) it is possible, in space 31 of the DARF, to indicate
"Brazilian Financing Plan" as a reference, given the
absence of a Certificate of Registration for these
transacti ons;

(f) in the event that the incone tax is paid |ate:

(f)(1) whet her the Bank will neverthel ess be entitled
to the above-nentioned pecuni ary benefit;

(f)(2) whether it would be possible to waive the
nonetary correction, delinquent interest and penalty.

(3) Interest received by individuals or | egal entities,

resident or domciled abroad, from individuals or

entities resident or domciled in Brazil, or received
froma permanent establishnent |ocated in Brazil, owned
by individuals or legal entities resident or domciled
abroad, is subject to withholding tax at the rate of 25%
* * * _ The * * * [contribuente] of this tax is an
i ndi vi dual or legal entity, resident or dom cil ed abroad,

whi ch has the legal availability of the interest. Said
tax must be withheld at the tinme of paynment or credit by
the interest paying source bearing in mnd that the * *

* [contribuente] individual or |egal entity, resident or

dom cil ed abroad - does not file an incone tax return in
Brazil . Said tax nust be withheld even if the paying
source is alegal entity of public laww th tax i nmunity,

because this is not a tax on the entity of public |aw
that has immunity but rather on parties resident or

dom ci | ed abroad.

(4) It is obvious that, if the party resident or
domciled abroad, the interest creditor, is immune or
exenpt fromthis tax, on account of international treaty
or donestic |legislation, the tax should not be w t hhel d.
In the case of the interest paid by the Central Bank of
Brazil * * * | there is an atypical situation. * *
* [ The Central Bank] is a federal governnment agency
[ aut ar qui a] responsi bl e, anong ot her duties, for issuing
currency, acting as depositary of the official gold and
foreign currency reserves, providing for the placenent of
donmestic and foreign loans, furthering the nornal
function of the exchange market, acting as a nonetary
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policy instrunment of the Governnent and exercising
control over credit in all its forns.

(5) The financial transactions conducted by * * *
[the Central Bank] are, in general, conducted on behal f
of the Federal Union or in its interest. In | oan
transactions, agreed upon with a net interest rate, the
financial burden of the tax is transferred to the
borrower. When the borrower assunes the tax burden, what
actually happens is a gross-up of the incone of the
beneficiary | ender. For this reason and in order to
cal cul ate the gross incone obtained, the | aw determ nes
that the basis of calculation of the tax - the anmount of
interest - be grossed up. In this way, the borrower pays
the incone tax to the Union on behalf of the |ender,
ensuring the net rate prom sed to the | ender by neans of
t he paynent of a greater anount.

(6) Following the sane reasoning, * * * it is
possi bl e to deduct, as an expense of a legal entity, the
anount of tax incident on incone tax paid to third
parties, when the |l egal entity contractually assunes the
burden as it is a supplenental expense and not a
wi t hhol di ng t ax.

(7) Now, when * * * [the Central Bank] acts on
behal f of the interest of the Federal Union, in cases of
transactions agreed upon with net interest rates, it
could claima reinbursenent for the anount paid in the
formof income tax. In reality, * * * [the Centra
Bank] would pay the tax to the Federal Union and the
Federal Union could returnit to * * * [the Central
Bank]. Under this scenario, the paynent of tax, as it
would be a sinple accounting transaction, could be
wai ved.

(8) It should be noted that, as regards the possibility
menti oned - | oans of funds which nust be relent to
borrowers in Brazil - said Bank nust, in substitution of
the future not yet identified debtors of the tax, pay the
income tax on the interest paid during the period in
whi ch the funds renmained avail able for relending. The
fact is that, since the | oan benefits persons which have
not yet been identified from whom the paynent of
wi thholding tax is stipulated law, * * * [the Central
Bank] nust in practice performthese acts on behalf of
such persons.

(9) Considering, therefore, the peculiarity of the
relationship * * * the Central Bank/Federal Union and
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the Central Bank/Final borrowers of the relent funds,
believe that, as regards the funds that nust be rel eased
to those as yet unidentified borrowers in Brazil, * *
* [the Central Bank] nust as a substitute for such
borrowers pay the inconme tax incident on the interest
from January 1, 1984 to the end of the period of
availability for such funds to be relent.

(10) On account of the foregoing, there are the foll ow ng
consequences to the transactions in question:

(a) paynment of wthholding tax 1is due and the
cal cul ati on base should be adjusted * * * [Ji.e.,
gr ossed- up] ;

(b) as there are innunerable lenders and incone is
recei ved t hrough an agent bank which will then distribute
it, the DARF may be issued in the nane of the agent to
sinplify the paynent;

(c) if there is a Convention to avoid double income
taxation signed with countries in which beneficiaries are
domciled, the rates established in the conventions shall
be applied to that portion of the inconme corresponding to
each;

(d) once the tax has been nade t he pecuni ary benefit
* * * js applicable * * ;

(e) in conpleting the DARF, the code to be used is code
0393 and, as no certificate of registration is issued in
these transactions, "Brazilian Financing Plan" nmay be
indicated in the appropriate space, as the reference to
the certificate is nerely a control requirenent.

(11) As regards the delay in paying the tax not w t hhel d,
if the taxabl e event occurs while the inquiry i s pending,
t he tax nust be pald Wi th nonetary correction and w t hout
penalties * * :

(12) As the termfor paynent of the tax is suspended, as
far as the taxabl e events occurring while the inquiry is
pendi ng are concerned, as a consequence, the pecuniary
benefit will be applicable inrelation to the tax paid by
the thirtieth day from the date of know edge of the
deci si on.

(13) As far as the extension of the tax paynment periodis
concerned, this matter falls under the authority of the
M ni ster of Finance * * *



For hi gher consideration.

Brasili a,
/ Ei vany Antonio da Silva/
Assi stant Secretary of * * * [the Brazilian |IRS]

| agree with the above Opinion, which | approve.
For the consideration of the Mnister of Finance.
Brasili a,

/Lui z Romero Patury Accioly/

Acting Secretary of * * * [the Brazilian |IRS]

R Foreign Lenders' Efforts During the Phase Ill Negotiations To
Have the Central Bank Issue Them DARF's in O her Situations Not
Covered in the March 1984 Brazilian I RS Ruling

During the phase |1l negotiations, a nunber of foreign | enders
sought to have the Central Bank issue them DARF's with respect to
all of its net loan interest remttances to them and not just on
its restructuring debt interest remttances during the relending
periods of the DFA's and the CGA's. The Brazilians rejected these
efforts to have the Central Bank issue DARF's to the foreign
lenders in additional situations outside the scope of the
borrowers-to-be theory enployed in the March 1984 Brazilian IRS
ruling to the Central Bank. However, the Brazilians did indicate
some willingness to negotiate a longer relending period wth
respect to the proposed phase |11 DFA

On January 5, 1985, the Brazilians submtted their witten
coments to a proposed draft of certain phase IIl basic business
terms that had been prepared by the BAC Their comments with
respect to the Central Bank's provision of DARF's were as foll ows:

W THHOLDI NG TAX RECEI PTS

In the first place, Pricing and Wthhol di ng Tax Recei pts
areintimately Iinked and shall be dealt with al t oget her.
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There is no roomfor any change as regards * * * [the
Central Bank's] tax immunity. As on Phases | and 11
wi t hhol ding tax receipts shall only be provided to the
creditors for theinitial period during which the anounts
remai n deposited wth the Central Bank for relending to
borrowers in Brazil (Relending Period), based on the
concept of "borrowers to be". No wi thhol ding tax shall be
col |l ected on anbunts redeposited with the Central Bank as
aresult of the relending flexibility referred to above,
as occurs with other simlar deposits held by the Central
Bank. Politically speaking, there is no ground for any
mat eri al change in the Brazilian wi thhol ding tax system
when Mexico negotiated their debt rescheduling wthout
having to make any change on their fiscal policies. 1In
fact, around 75% (US $36 billion) of the total amount of
debt to be rescheduled (US $48 billion) is exenpt from
wi thholding tax on the grounds of being considered
gover nnent al debt.

Furthernmore, were the Central Bank to provide the
creditors with tax recei pts during the Rel endi ng Peri od,
this woul d di sencourage [sic] the rel endi ngs t hensel ves,
w th negative consequences over the necessary regul ar
fl ow of funds for the financing of the Public and Private
Sectors. As to the subject of w thholding tax on | oans
wi th Phase Ill funds, the possibility of determ nation of
a higher Iimt (over 10 years) for w thhol ding is under
consideration and tax exenption shall be dealt wth
altogether with the level of spread. It nust always be
kept in mnd that it is essential to keep in relation
both the donestic interest rates and the financial costs
of external borrowing. The increase in the latter wll
lead to an increase in donestic interest rates, in real
terms, which is detrinmental to the econom ¢ devel opnent
and to the degree of freedom of nonetary policies.

S. Central Bank's Paynent of Wthholding Tax on Its Restructuring
Debt Interest Remttances and the Cai xa Unico System

In Brazil, Banco do Brazil, which anong ot her things operated
as a commerci al bank, was the Brazilian National Treasury's agent
for payment of taxes. During the years in issue, the Central Bank
coll ected and paid over to Banco do Brazil, for the account of the
National Treasury, wthholding taxes, export taxes, taxes on

financi al operations, and social security taxes. The w thhol ding
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taxes the Central Bank col |l ected and pai d over included w t hhol di ng
tax on the salaries of its enployees and withholding tax on its
interest remttances to foreign | enders.

Prior to 1980, the Central Bank nade tax paynments to Banco do
Brazil by issuing an adm nistrative check. The check would be
physical ly delivered to Banco do Brazil and then cashed through the
normal check |iquidation and paynment procedure. Beginning in 1980,
t here was a change in the manner by which the Central Bank made tax
paynments to Banco do Brazil. Rather than issuing an adm nistrative
check, the Central Bank credited Banco do Brazil's Banki ng Reserves
Account at the Central Bank with the amount of the tax paynent.

By law, all commercial banks were required to maintain a
Banki ng Reserves Account at the Central Bank with a m ni nrum bal ance
equal to 20 percent of their demand deposits. Banco do Brazil
however, was not subject to this requirenent because the Centra
Bank woul d, on a frequent basis, credit and advance substantia
funds to Banco de Brazil's Banking Reserves Account, due to the
governnment al functions and operations Banco do Brazil carried out.

Until 1965 when the Central Bank was forned, Banco do Brazi
served as the country's sole nonetary authority. During the tines
relevant to this case, Banco do Brazil was owned 51 percent by the
Brazilian Governnent and 49 percent by private sharehol ders. From
1965 t hrough 1986, Banco do Brazil had four primary functions: (1)
A comrerci al bank, (2) a nonetary authority, (3) managenent control

and distribution of currency, and (4) responsibility for bank
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clearing. Like the Central Bank, Banco do Brazil also functioned
as: (1) Alender of last resort to public-sector entities, (2) a
devel opnent bank responsi bl e for vari ous subsi di zed credit prograns
of the Brazilian Governnent, and (3) a fiscal authority that
managed the Brazilian Governnent's budget. Toget her, Banco do
Brazil and the Central Bank performed a nunber of governnenta
functions, including their unified managenent and operation of
Brazil's nonetary and financial systemunder what was known as the
cai xa uni co system?®

To performits various governnental functions, Banco do Brazi
needed access to funds. Such funding was provided by the Central
Bank. When Banco do Brazil, in carrying out its governnenta
functions, would draw down its Banking Reserves Account at the
Central Bank belowthe legally required mninumlevel, the Centra
Bank woul d advance Banco do Brazil sufficient funds to replenish
and maintain its reserves account at the required |evel. The
Central Bank would | evel Banco do Brazil's reserves account on a
daily basis. Banco do Brazil and the Central Bank each nai ntai ned
a novenent account in which they kept track of the funds the
Central Bank advanced to Banco do Brazil.

The Central Bank financed the Brazilian Governnent's
operations and the governnmental functions that Banco do Brazi

carried out, through its issuance of (1) Brazil's currency and (2)

19 The Brazilian term "cai xa unico" means a unified system
of cash or financial nmanagenent.
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governnmental securities in the nanme of the National Treasury.
Essentially, the automatic transfer nechani sm described above,
wher eby the Central Bank provided funds to Banco do Brazil through
crediting its Banking Reserves Account, recognized and reflected
that, under the caixa unico system the Brazilian Governnent
ultimately financed t he governnental functions and operations Banco
do Brazil and the Central Bank carried out.?

On its books, Banco do Brazil made entries reflecting the
followng: (1) Transfers of Central Bank tax paynents to Banco do
Brazil's Banking Reserves Account at the Central Bank, (2)
col l ections of Federal Governnent tax receipts, and (3) deposits of
Federal Governnent revenues payable upon denmand to the Nationa
Treasury.

On the record presented in this case it is inpossible to
determ ne what entries were nmade on the respective books of the
Central Bank and the National Treasury to reflect the Central

Bank's paynment of wthholding tax on the restructuring debt

20 The record is not entirely clear whether daily
sur pl uses or excess funds in the Banking Reserves Account were
turned back over to Banco do Brazil or whether the Central Bank
kept such surpluses in repaynent of the funds it had advanced.
When the cai xa unico systemwas ended in 1987, the Central Bank
was owed several billions of dollars by Banco do Brazil as a
result of its advancenent of funds to Banco do Brazil over the
years. This liability of Banco do Brazil to the Central Bank
however, was offset by an equivalent liability that the National
Treasury owed to Banco do Brazil. |In ending the caixa unico
system a novation was effected whereby Banco do Brazil's
l[iability to the Central Bank was cancel ed and the Nati onal
Treasury directly assunmed the previous liability that Banco do
Brazil had owed to the Central Bank.
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interest remttances. We are unable to ascertain what, if any,
entries were made to determne: (1) Whether the Central Bank was
reinbursed by the National Treasury for its wthholding tax
paynments; or (2) whether the Central Bank received the pecuniary
benefit based on those w thholding tax paynents. The Central
Bank's ruling request raised these two matters, and the March 1984
Brazilian IRS ruling discussed the two possibilities.?

Begi nning in 1984, the Central Bank i ssued DARF' s to t he agent
banks of the foreign I enders to whomit transmtted | oan paynents
under the DFA's and CGA's, reflecting its w thhol ding tax paynents
on restructuring debt interest remttances during the relending
periods of the DFA's and CGA's. From 1984 t hrough 1988 t he Central
Bank issued a total of 324 DARF s to these agent banks.

T. Foreign Tax Credit Cained by Petitioner in D spute Between The
Parti es

On its 1980 through 1986 incone tax returns, petitioner
generally reported its interest income and wi t hhol di ng tax paynents
With respect to its Brazilian | oans on a cash basis. Petitioner
clainmed a foreign tax credit and reported i nterest incone gross-up
when it received a DARF. On its returns covering the period from

1980 through June 28, 1985, petitioner reduced the anount of

21 An expert witness for petitioner acknow edged that the
Central Bank m ght be entitled to reinbursenment fromthe Nationa
Treasury for its restructuring debt w thholding tax paynents, as
the Central Bank was acting on the Brazilian Governnent's behalf
and in the national interest. However, he clained that the
Central Bank woul d have to ask the Brazilian Governnent for
rei nbursenent and that any such expenditure would require the
Brazilian Congress' approval.
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foreign tax credit it clainmed in connection with its Brazilian
| oans by an anobunt equal to the pecuniary benefit provided by the
Brazilian Governnment to Brazilian borrowers

In its anmended petition, petitioner asserted, anong other
things, that the foreign tax credit otherwise allowable to it for
1980 through 1986 should not be reduced by the pecuniary benefit
provided to Brazilian borrowers.

The total foreign tax credit clainmed by petitioner for 1980
t hrough 1986 that is still in dispute between the parties, and the
anmounts of the disputed credit attributable tothe legal liability,

Central Bank, and subsi dy/pecuni ary benefit issues, are as fol |l ows:

| ssues
Tot al Subsi dy/ Pecuni ary
Year Credit Legal Liability Central Bk Benefi t
1980 $53, 358 $53, 358 - - $21, 343
1981 545, 462 545, 462 - - 218, 185
1982 814, 969 814, 969 - - 325, 988
1983 489, 341 489, 341 - - 195, 736
1984 312, 353 312, 353 $166, 415 124, 941
1985 242,781 242,781 181, 272 93, 506
1986 355, 679 355, 679 317,019 - -
OPI NI ON

Section 901 all ows a donestic corporationto claimas a credit
against its Federal inconme tax (subject to certain limtations not
appl i cabl e herein) the anobunt of any i ncone taxes paid on behal f of
the taxpayer to a foreign country. Sec. 4.901-2(a), Tenporary

| ncone Tax Regs., 45 Fed. Reg. 75648 (Nov. 17, 1980); sec. 1.901-
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2(a), Income Tax Regs.?? The purpose of the credit is to reduce

i nternational double taxation. Amrerican Chicle Co. v. United

States, 316 U. S. 450, 452 (1942). U.S. tax principles are applied
in deciding whether a foreign levy is a creditable incone tax.

&oodyear Tire & Rubber Co., 493 U S. 132 (1989); Biddle v.

Comm ssioner, 302 US. 573 (1938); United States v. Phillips

Petrol eum Co. v. Comm ssioner, 104 T.C. 256, 295 (1995). However,

the law of the foreign state is first |ooked at to determ ne the
nature of the obligations and rights which formthe basis of the

claim of a foreign tax credit. Cf. Phillips Petroleum Co. V.

Conmi ssioner, supra; H.H Robertson Co. v. Conm ssioner, 8 T.C

1333 (1947), affd. 176 F.2d 704 (3d Gr. 1949). Al though prior
cases involving other U S. taxpayers' entitlenent to foreign tax
credits for Brazilian withholding tax paid on interest remttances
to them have generally held the Brazilian withholding tax to be a
creditable foreign incone tax for purposes of section 901, e.g.,

Continental Ill. Corp. v. Comm ssioner, 998 F. 2d at 518-519; Ni ssho

Iwai Am Corp. v. Comm ssioner, 89 T.C. at 773-774, none of those

cases squarely dealt wth the legal liability and Central Bank

i ssues to be resolved by us infra.

22 I n Novenber 1980, the Internal Revenue Service issued
tenporary regul ati ons which set forth requirenments for, and
[imtations on, the amount of foreign tax credit. Secs. 4.901-2
to 4.903-1, Tenporary |Incone Tax Regs., 45 Fed. Reg. 75647-75658
(Nov. 17, 1980). These tenporary regul ations generally were nade
applicable to taxable years ending after June 15, 1979. Final
regul ati ons under sec. 901 were nmade effective for taxable years
begi nning after Nov. 14, 1983.



The Legal Liability |ssue

A foreign tax is generally creditable for purposes of section
901 only if the donmestic corporation is legally |iable under

foreign law for the tax. N ssho Iwai Am Corp. v. Conm SSioner,

supra at 773-774; sec. 4.901-2(g), Tenporary Income Tax Regs., 45
Fed. Reg. 75655 (Nov. 17, 1980); sec. 1.901-2(f), Incone Tax Regs.
However, it is recognized that legal liability for the tax and the
obligation to pay are not necessarily the sanme. For exanple, under
a wthholding system legal Iliability for the tax and the
obligation to pay the tax are different. The Federal wage
wi t hhol di ng systemillustrates this difference--the enployer is the
person obligated to withhold the tax and to pay the withheld tax to
the Governnent; the enployee is the person legally liable for the

t ax. Ni ssho Ilwai Am Corp. v. Commi ssioner, supra at 773.

To resolve the legal liability issue, we nust exan ne
Brazilian | aw. In this regard, Rule 146 provides, in pertinent
part:

RULE 146. DETERM NATI ON OF FOREI GN LAW

* * * The Court, in determning foreign | aw, may
consider any relevant material or source, including
testinony, whether or not submtted by a party or

ot herwi se admi ssible. The Court's deternination shall be
treated as a ruling on a question of |aw
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Rule 146 is taken alnpbst verbatim fromrule 44.1 of the Federa

Rul es of Civil Procedure.?® See Note to Rule 146, 60 T.C. 1137

23 The 1966 Advisory Conmittee Notes to rule 44.1 of the
Federal Rules of Cvil Procedure, 28 U S. C. app. at 759 (1994),
state, in pertinent part:

The * * * npewrule describes the materials to
which the court may resort in determning an issue of
foreign law. Heretofore, the district courts, applying
Rul e 43(a), have |l ooked in certain cases to State | aw
to find the rules of evidence by which the content of
foreign-country lawis to be established. The State
| aws vary; sone enbody procedures which are
inefficient, time consum ng and expensive. * * * |n
all events the ordinary rules of evidence are often
i napposite to the problens of determning foreign | aw
and have in the past prevented exam nation of nateri al
whi ch coul d have provided a proper basis for the
determ nation. The new rule permts consideration by
the court of any relevant material, including
t esti nony, MAthOUt regard to its admssibility under
Rule 43. * *

* * * * * * *

In further recognition of the peculiar nature of
the issue of foreign law, the new rule provides that in
determining this law the court is not limted by
mat eri al presented by the parties; it may engage in its
own research and consider any relevant material thus
found. The court may have at its di sposal better
foreign | aw materi als than counsel have presented, or
may Wi sh to reexam ne and anplify material that has
been presented by counsel in partisan fashion or in
insufficient detail. On the other hand, the court is
free to insist on a conplete presentation by counsel.

* * * * * * *

The new rule refrains frominposing an obligation
on the court to take "judicial notice" of foreign | aw
because this would put an extrene burden on the court
in many cases; and it avoids the use of the concept of
“judicial notice" in any form because of the uncertain
neanlng of that concept as applied to foreign | aw

* * Rat her the rule provides flexible

(continued. . .)
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A. Non- Tax- |l nmune Borrowers/Liability |Issue

In prior cases involving Brazilian withholding tax paid by
non-tax-i nmune Brazilian borrowers on their net l|oan interest
remttances to donestic corporations, we and other courts,
including the U S. Courts of Appeals for the Seventh and Eighth
Circuits, have held those Brazilian wi thhol ding tax paynents to be
a potentially creditable tax to the donestic corporations for
pur poses of section 901. As the Court of Appeals for the Eighth

Crcuit explained in Norwest Corp. v. Conm ssioner, 69 F.3d at

1407:

The Comm ssioner argues that Norwest is not legally
liable for the local [Brazilian] tax, and thus is not
entitled to * * * [foreign tax credit] for the |ocal
tax, because only the borrower was legally obligated to
withhold it. * * *

W reject this argunent as did the tax court bel ow
and the other courts which have addressed this question.

See Continental Ill. Corp. v. Conm ssioner, 998 F. 2d 513,
518-19 (7th Cr. 1993) (Continental) * * * ;
Continental IIl. Corp. v. Conm ssioner, * * * [T.C

Meno. 1988-318], affd. sub nom Citizens & S. Corp. V.
Comm ssioner, 919 F.2d 1492 (11th Cr. 1990) (per
curianm); N ssho Iwai Am Corp. v. Conm ssioner, 89 T.C
765, 773-74 * * * (1987) (N ssho). It is a well-settled
principle under United States tax law that the person
obligated to pay the tax is not necessarily the sane
person to whomlegal liability attaches. N ssho, 89 T.C
at 773 * * * . N ssho, which the tax court here cites,
conpared the Brazilian system to the wage w thhol di ng
systemin the United States under which enpl oyees remain
legally |iable for incone taxes, although the enpl oyer is
t he person obligated to withhold the tax and pay the tax
to the governnent. Id. Simlarly, the Brazilian

(.. .continued)
procedures for presenting and utilizing material on
i ssues of foreign |l aw by which a sound result can be
achieved with fairness to the parties.
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borrower is only charged with an adm ni strative functi on.
As expl ained, under Brazilian law, interest paid to
foreign lenders like Norwest is subject to |local tax.
The Brazilian borrower is required to wthhold the | ocal
tax from each interest paynent. Id. at 774 * * *
citing deason Wirks v. Conmm ssioner, 58 T.C 464, 478
* * * (1972) (noting that liability for taxes "does not
rest upon a search for the person fromwhomthe tax is
collectible but rather for the person upon whomthe tax
i s inposed"). The Conm ssioner argues that in Brazil only
borrowers have an enforceable |egal obligation because
wi thholding is the exclusive neans of collection. The
Comm ssioner's argunment is unduly formalistic because
Brazilian banking authorities wll not allow the
Brazilian borrower to buy foreign currency to pay
interest to foreign lenders wi thout proof it has w thheld
and paid the |l ocal tax. The | ender thus could not escape
liability and the absence of a | aw specifically applying
to the lender is irrelevant. See Continental, 998 F.2d
at 518. "[T]he [local] tax is 'paid by the [foreign]
lender * * * even if the [Brazilian governnment's] tax
enforcement guns are trained on the agent [that is, the
Brazilian borrower, ] rather than on the pr|n0|pal [t hat
is, the foreign Iender] Id. at 519. * =*

Based on the record presented in the instant case, we see no
reason to depart from the above precedents. Brazilian |aw
i ndi sputably requires non-tax-immune Brazilian borrowers to
withhold with respect to their interest remttances to foreign
| enders. Petitioner is "legally liable" under Brazilian |aw for
the wi thhol ding tax paid by non-tax-inmmune Brazilian borrowers on
their net loan interest remttances to petitioner. W thus hold
that the Brazilian w thhol ding tax collected fromand pai d by these
borrowers on their net loan interest paynents to petitioner is
potentially creditable to petitioner for 1980 through 1986. o
course, the actual amount of this wthholding tax that is
creditable to petitioner wll depend upon our resolution of the

subsi dy/ pecuni ary benefit issue infra.
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B. Central Bank/Liability |Issue

In the instant case, petitioner was not required to file a
Brazilian tax return and had no obligation itself to pay Brazilian

tax. See Continental 11l. Corp. v. Conmm ssioner, 998 F.2d at 518-

519. Brazilian w thholding tax was purportedly collected fromand
paid by the Central Bank on its Brazilian restructuring debt
interest remttances to petitioner during the rel endi ng peri ods of
the DFA's and CGA's, beginning in 1984. For these purported
wi thhol ding tax paynents to be a potentially creditable tax to
petitioner, the Central Bank nust have a legal liability under
Brazilian lawto pay this "w thholding tax". Petitioner cannot be
considered "legally liable" under Brazilian law for Brazilian tax
if there was no legal liability onits and the Central Bank's part

to pay this "withholding tax". Nssho Iwai Am Corp. v.

Commi ssioner, 89 T.C. at 773-774; sec. 4.901-2(g), Tenporary | ncone

Tax Regs., 45 Fed. Reg. 75655 (Nov. 17, 1980); sec. 1.901-2(f),

| ncone Tax Regs.; see al so Anbco Corp. v. Conm ssioner, T.C Meno.

1996- 159; Continental Il1l. Corp. v. Conm ssioner, T.C. Meno. 1991-

66 (hereinafter sonetines referred to as the PeMex case), affd. in
part and revd. in part 998 F.2d 513 (7th Gr. 1993).

As we have determ ned in our findings, until 1984, the Central
Bank paid Brazilian wthholding tax on its gross |oan interest
remttances abroad, but not on its net |loan interest remttances.
This treatnent was authorized and sanctioned by SRF 368, an

"of ficio" that the head of the Brazilian IRS issued to the Central
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Bank in June 1980, and was consistent with certain prior decisions
of the Brazilian Supreme Court that are discussed nore fully
hereafter. Pursuant to SRF 368, the Central Bank (which in Brazi
serves an instrunental role in ensuring that the w thhol ding tax
due on interest remttances abroad is collected), following its
i ssuance of FIRCE 80 in May 1981, did not require w thhol ding tax
to be collected from and paid by public-sector entities, |ike
itself, on their net loan interest remttances abroad. Beginning
in 1984, the Central Bank purportedly paid withholding tax on its
restructuring debt interest remttances during the relending
peri ods of the DFA's and the CGA' s, pursuant to the borrowers-to-be
theory applied in the March 1984 Brazilian |IRS private ruling
i ssued to the Central Bank.

C. Brazilian Suprene Court Deci sions

The followi ng Brazilian Suprene Court decisions are apposite
i n understandi ng the respective argunents of the parties and their
experts concerning the Central Bank's liability for the paynent of
wi thholding tax on its net loan interest remttances to foreign
| enders.

On Septenber 24, 1974, a panel of the Brazilian Suprenme Court

i ssued its unani nous decision in Federal Govt. v. H ghway Dept. of

the State of Parana (hereinafter referred to for conveni ence as the

Parana |--1st Panel decision), reversing the decision of the | ower

Brazilian Federal Court of Appeals and holding that the State of

Parana was required to pay withholding tax on its remttance of
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interest abroad with respect to a loan to finance the construction
of State highways, because it was not inmmune from paying this
wi t hhol ding tax under Article 19 of the Brazilian Constitution

The loan involved in the Parana |--1st Panel decision was a gross

| oan. The Brazilian Suprene Court Justice reporting the case
reasoned that if constitutional imunity fromthe w thhol ding tax
were held to apply, then the beneficiary of the imunity woul d be
the foreign creditor, not the State of Parana. This Justice quoted
wi th approval the follow ng reasoning given in the dissent to the
| ower Brazilian Federal Court of Appeals' nmmjority decision:
If the State of Parana were the beneficiary of an
increase inits assets, on which the Uni on were demandi ng
the tax, it would be granted i mmunity, according to the
Consti tution.
But since it appears in a different capacity in the
l[itigation, nanely, as remtter of interest on behalf of
anot her, | hold that the argunent alluding to inmmunity is
i nadm ssi bl e.
On Cctober 15, 1975, the full Brazilian Suprenme Court issued

its wunaninmous decision in State of Parana v. Central Bank

(hereinafter for convenience referred to as the Parana |

decision), holding the State of Parana was not required to pay
wi thholding tax on its remttance of interest abroad with respect
to a loan to finance a railroad, because it was inmmune from such
wi t hhol ding tax under Article 19 of the Brazilian Constitution

The loan involved in the Parana Il decision was a net |loan. The
Brazilian Suprene Court Justice reporting the case distinguished

the Parana |--1st Panel decision, and reasoned as foll ows:
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There is no further debate on whether [w thhol ding of]
i nconme tax can be demanded in the remttance of interest
to anot her country, by virtue of art. 11, sol e paragraph
of Law Decree 401, of 30 Decenber 68, coupled with art.
1 of Law Decree 1215, of 4 May 72, RE 76,792- Plenary
Session (D.J. of 11 Cctober 74, p. 7480), and | ruled
this way in the RE 78,988-SP, on 18 March 75.

What is at issue, however, is the application of the
sole paragraph of art. 11 of the Law Decree 401/68
notw thstanding the imunity guaranteed to the remtter
by wvirtue of art. 19, 1Il, a, by the Federal
Constitution.

The First Division, in RE 79,157 [the Parana |--1st
Panel decision], held as foll ows:

The tax is payable, even though the
corporation * * * [Dby] constitutional law is
i mune, for otherwi se the beneficiary of the
immunity would not be the State, but the
foreign creditor. * * *

| believe that the precedent invoked [the Parana |- -
1st Panel decision] does not apply to the present case.
In fact it has been expressly stipulated that, at any
time and for any reason, any fiscal or parafiscal [(i.e.,
tax)] burden shall be the responsibility of the State of
Par ana.

It is argued that said contractual provision
* * * does not matter in the unraveling of the
di sput e, because the beneficiary of the interest woul d be
the foreign creditor, which is not imune.

But such is not so, in ny opinion, * * * pecause,
according to the sole paragraph of art. 11 of ook %
[ Decree-law 401], the constitutionality of which also is
not at issue, the creditor is not responsible for the
paynment of incone tax.

The af orenent i oned sol e paragraph states explicitly:

"For purposes of this article, it is
considered that the fact generating taxation
is the remttance to another country and the
remtter is the contribuente.”

Now, in the present case, the generating fact is the
remttance of interest on the | oan owed by the State of
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Parana, and the rem ttance being done, it is indisputable
that it will be the contribuente.

However, the State is immune by virtue of art. 19
* * * of the Federal Constitution.

In nmy view, the conclusion is incontrovertible that
the burden of the paynent falls on the remtter, and in
the present case, this, a unit of the Federation, is
i mune that is, not obligated to pay the tax.

There is no need to fear that the foreign creditor
shal |l benefit fromthe imunity of the debtor.

In view of the sol e paragraph of art. 11 of Decree-
| aw 401 * * * , neither is the creditor of the
interest abroad the contribuente, but rather the
remtter, on occasion of the remttance.

In its February 21, 1979, decision in State of Mnas Gerais

v. Federative Republic of Brazil (hereinafter for convenience

referred to as the Mnas Cerais decision), the full Brazilian

Suprene Court held that the State of Mnas Gerais and its State
H ghway Departnent were not required to pay w thholding tax on
interest remttances they nmade as repass borrowers with respect to
their Resolution 63 repass |oans, because they were immune from
such wthholding tax under Article 19 of the Brazilian

Constitution.? The reporting Brazilian Suprene Court Justice

24 In Mnas Cerais, the reporting Brazilian Supreme Court
Justice stated:

Nowadays there is no further doubt on the subject,
after * * * [Summula No. 586], establishing a
position derived fromart. 11 of Decree-law No. 401 of
Decenber 30, 1968 as follows: "[Wthholding of] Incone
tax is due on interest remtted abroad, based on a | oan
agreenent . "

We nust thus now * * * J[address the other
(continued. . .)
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reasoned that Resol ution 63, which authorizes the repassing of the
foreign |oan, confers upon the repass borrower the status of a
foreign currency borrower and concluded that the repass borrower
could avail itself of its tax immnity.2 The Brazilian Suprene

Court in Mnas Cerais further held that certain m xed capital

conpanies were required to pay wthholding tax on interest
remttances they nade as repass borrowers with respect to their
Resol ution 63 repass | oans, because these m xed capital conpanies
did not enjoy immunity fromtaxation, as they have the sane status
under the Brazilian Constitution as private conpanies. 2®

On August 30, 1979, the full Brazilian Supreme Court issued
its decision unaninously rejecting the objections of the State of

Parana Hi ghway Departnent in its appeal from the Parana |--1st

Panel decision (hereinafter for convenience referred to as the

24(...continued)

argunent] invoked by the plaintiffs: the remttances
are fromthe State of Mnas Gerais and thus [enjoy] the
benefit of reciprocal tax immunity granted under art.
19 * * * of the Constitution.

A "summul a" is a statenment of a |l egal proposition that the
Brazilian Suprenme Court feels is firmy established under
Brazilian | aw.

25 In the case of a Resolution 63 repass net |oan, the
repass borrower generally nust also provide the repass | ender
with the funds to pay the withholding tax on the repass | ender's
interest remttances to the foreign |lender. However, as noted in
our findings, if the repass lender is entitled to a pecuniary
benefit, the repass | ender nust then pass on the benefit to the
repass borrower.

26 The M nas CGerai s decision does not specifically state
whet her the Resol ution 63 repass |oans involved were net |oans or
gross | oans. However, see supra note 25.
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Parana | --Full Bench decision). The reporting Brazilian Suprene

Court Justice agreed with the Parana 1--1st Panel decision's

reasoning that the remtter's inmmunity fromtaxation under Article
19 of the Brazilian Constitution should not prevent the inposition
of the withholding tax on gross |loan interest remttances abroad,
because a contrary holding would allow the foreign creditor, and
not the State, to be the beneficiary of the immunity. He concl uded
by stating that "As this was the foundation of the chall enged
ruling, and since this issue did not consider the ruling cited for
conparison, the clained divergence does not exist in the present
case. "%

On June 17, 1988, a panel of the Brazilian Supreme Court

issued its unani nous decision in Minicipality of Santo Andre v.

Federal Union (hereinafter for convenience referred to as the Sant o

21 An expert witness for petitioner, Joao Guerra (CQuerra),
expl ai ned that the State H ghway Departnent appeal ed the Parana
| --1st Panel decision to the full Brazilian Suprene Court because
the decision's holding appeared to conflict with the Parana |
decision's holding. Although Guerra acknow edged that the
reporting Justice in Parana |--Full Bench concluded that there
was no actual conflict between the two decisions, GQuerra
mai ntai ned that this did not necessarily nmean the reporting

Justice accepted the Parana Il decision's net-|oan-versus-gross-
|l oan rationale. CQGuerra clained that (1) any points relating to
whet her the particular loan in Parana |--Full Bench was a gross

| oan or net | oan may not have been brought to the Suprene Court's
attention, and (2) the reporting Justice may not have understood
the distinction between a net |loan and a gross |loan. Wile we

agree that, in all likelihood, the Brazilian Suprenme Court in
Parana |--Full Bench was aware of the holding it reached in
Parana |1, we do not accept Cuerra's other contentions. |If the
H ghway Departnent's appeal were based on Parana I1's hol ding, as
Guerra propounded, then the Suprenme Court in Parana |--Ful

Bench, in all substantial |ikelihood, would have had to have

considered Parana I1's net-|oan-versus-gross-|oan rational e.
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Andre | decision), holding that the municipality did not have to
pay withholding tax on its interest remttances as repass borrower
wth respect to a Resolution 63 repass loan to construct a

muni ci pal supply center. The loan involved in the Santo Andre |

decision was a net loan. The reporting Brazilian Supreme Court

Justice noted the prior Parana 1--1st Panel and Parana ||
deci sions, but adopted and utilized the Parana |l decision's
rationale for distinguishing the Parana |--1st Panel decision

This Justice stated that the decision rendered in Santo Andre | was

"oriented in the sanme line of jurisprudence" as the Parana I]
deci si on.

On April 13, 1993, a panel of the Brazilian Suprene Court
issued its ruling not to recognize the Brazilian Governnment's

appeal in Federal Union v. Minicipal Prefecture of Santo Andre

(hereinafter for convenience referred to as the Santo Andre |

decision). The loan to the nunicipality in Santo Andre Il was a
Resolution 63 repass net |oan. In its appeal, the Brazilian
Government argued that the Parana Il decision was distinguishable

and did not support holding the nmunicipality to be inmune from
paynment of w thholding tax, as the foreign loan in Parana Il had
been directly made to the State of Parana.

D. The Parties' Experts

1. Petitioner's Experts.

Petitioner offered testinony on the applicable Brazilian | aw

concerning the Central Bank's liability for withholding tax onits
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restructuring debt interest remttances fromfour expert w tnesses:
(1) Ceraldo Ataliba (Ataliba), a Brazilian university professor who
specializes in constitutional taxation, (2) Eivanny da Silva (da
Silva),? a Brazilian tax | awyer who served as a top-level Brazilian
| RS official from 1982 through 1984 and was one of the principal
authors of the March 1984 private Brazilian IRS ruling issued to
the Central Bank, (3) Joao Guerra (Querra), a Brazilian tax | awer,
and (4) Jose Pedreira (Pedreira), a Brazilian tax | awer.

Petitioner's experts were of the opinion that the applicable
Brazilian law with respect to the Central Bank's paynent of
wi thholding tax on its net loan interest remttances abroad was
correctly presented in the Doniak-Kahan draft ruling that the
Brazilian I RS never issued. |In other words, they naintained that
t he Central Bank was subject to the same wi t hhol di ng tax col |l ection
and paynent rul es as non-public-sector entities and was required to
pay withholding tax on all its interest remttances abroad,
including those wth respect to the restructuring debt,
irrespective of the relending periods of the DFA's and CGA' s.

They were further of the opinion that SRF 368 did not reflect
the applicable Brazilian | aw and was conpl etel y i nsupport abl e under
Brazilian |aw. Except for perhaps da Silva, all of petitioner's
experts opined that, under Brazilian law, there was no such | egal

doctrine as the borrowers-to-be theory.

28 Petitioner offered da Silva as both a fact w tness and
an expert witness on Brazilian | aw.
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Even da Silva, the principal author of the March 1984 private
Brazilian IRS ruling issued to the Central Bank, acknow edged t hat
the borrowers-to-be theory was a "new theory" that he devised to
deal with an "atypical situation". He asserted that he and Luiz
Patury Accioly (Patury Accioly), the other top-level Brazilian IRS
official assigned by Dornelles to revise the Doni ak-Kahan draft
ruling, were trying to save face for and avoi d enbarrassnent to the
Brazilian I RS, because its prior issuance of SRF 368 |acked "any
| egal basis" under Brazilian law. ?®° According to da Silva, Patury
Accioly (who was serving as a Brazilian IRS official when SRF 368
was issued) told himthat SRF 368 had been i ssued by the Brazilian
| RS because various States and nunicipalities did not want to be
required to pay wthholding tax on their net [|oan interest
remttances abroad. Mbost significantly, da Silva further rel ated
t hat the Doni ak- Kahan draft ruling, at the time it was being hotly
debated within the Brazilian IRS and the Brazilian Governnent,

t hough supported by certain Brazilian Suprene Court decisions

29 Da Silva attributed the Brazilian IRS's "illegal"
actions in issuing SRF 368 to the fact that Brazil was under the
control of a mlitary regine. As a result, he clainmed, the
executive branch of the Brazilian Governnent |argely could do as
it pleased. The record, however, reflects that Brazil operated
under this mlitary regime until about 1985. Thus, the Mrch
1984 Brazilian IRS private ruling was issued to the Central Bank
during this period of mlitary rule. Further, on cross-
exam nation, da Silva acknow edged that Dornelles had no
connection to the mlitary regime. Mre inportantly, da Silva
did not address the fact that the position taken in SRF 368 was
consistent wwth the Brazilian Suprenme Court's Parana Il and Santo
Andre | decisions. The Santo Andre | decision was issued on June
17, 1988, a date well after the mlitary regi ne had ended. W
find this aspect of da Silva's testinony not credible.
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including the Parana 1--1st Panel and Parana 1--Full Bench

deci sions, was contrary to other Brazilian Suprenme Court deci sions,
i ncluding the Parana |1 deci sion.
Petitioner's experts were of the opinion that certain

Brazilian Supreme Court decisions, including the Parana |

deci sion, holding that public-sector entities were not required to
pay wi thholding tax on their net |loan interest remttances abroad,
were incorrectly decided. They maintained that these Suprene Court
deci sions inproperly extended and applied the taxation principles
of Decree-law 401 to foreign currency |l oans. Cuerra clained that
the net-|oan-versus-gross-loan rationale used in the Parana ||

decision to distinguish the Parana |--1st Panel decision was

erroneous, but he acknow edged that this sane rati onal e was applied

and utilized in the Santo Andre | deci sion. He clained that this

was a repetition of the error.

Sone of petitioner's experts were further of the opinion that
Article 19 of the Brazilian Constitution would not prevent the
Central Bank and ot her Federal -1 evel autarquias frombeing subject
to withholding tax on their net loan interest remttances, as
Article 19 of the Constitution, they claim prohibits taxation only
between the different governnental |[evels. According to them
Article 19 prevents the Federal Governnent of Brazil from taxing
the assets, revenues, and operations of State and nunici pal

governnmental entities, but not the assets, revenues, and operations
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of other Federal-level governnental entities, like the Centra
Bank.

2. Respondent's Experts

Respondent offered testinony on the applicable Brazilian | aw
concerning the Central Bank's liability for withholding tax onits
restructuring debt interest remttances abroad from two expert
W tnesses: Paul o Bekin and Sergi o Tostes. Both Bekin and Tostes
were Brazilian | awyers.

Respondent' s experts were of the opinion that the Central Bank
was not required to pay withholding tax on its net |oan interest
remttances because of (1) its imunity fromtaxation under Article
19 of the Brazilian Constitution, and (2) its exenption from
wi t hhol di ng tax under various ordinary |aws, including Decree-|aw
1,215 and Decree-law 4,595 (under which the Central Bank is to
enjoy the sane privileges, imunities, and exenptions as the
Nati onal Treasury).?3®

Tostes was of the opinion that the Central Bank was not
required to pay wthholding tax on its net loan interest
remttances abroad, because of its immunity from taxation under
Article 19 of the Brazilian Constitution. He clained that
Brazilian | aw di stingui shes between net | oans and gross | oans, and

that wi thholding tax would have to be paid by a public-sector

30 The parties' experts agree that, in a strict technical
sense, immunity fromtaxation derives fromthe Brazilian
Constitution, whereas an exenption fromtax typically is provided
by an ordinary | aw.
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entity, like the Central Bank, on its gross |loan interest
remttances abroad, but not on its net |loan interest remttances.
He cited as authority for this proposition the Brazilian Suprene
Court's Parana || deci sion.

Beki n mai ntai ned that the Central Bank woul d not be required
to pay withholding tax on interest fromnet | oans because it would
be granted exenption frompaynment of w thhol ding tax under Decree-
law 1, 215. He believed that Decree-law 1,215 was the authority for
the Brazilian IRS s issuance of SRF 368. However, on cross-
exam nation, he acknow edged that, in 1983 and 1984, the Nati onal
Monetary Council had set a mninuml|oan termof 10 years in order
to qualify for exenption under Decree-law 1,215, whereas the phase
| and phase Il CGA's and DFA's had loan terns of less than 10
years. Both Bekin and Tostes were of the opinion that the
Central Bank woul d be exenpt under Decree-law 4,595 frompaynent of
w thholding tax with respect to its restructuring debt interest
remttances, as the National Treasury, they maintained, would not
have to pay withholding tax toitself if it, instead, had been the
borrower under the DFA's and CGA's. They pointed out that Decree-
law 4,595 provides that the Central Bank is to enjoy the sane
privil eges and exenptions as the National Treasury. Tostes further
noted that the March 1984 Brazilian IRS ruling issued to the
Central Bank acknow edged that the Central Bank was acting as an

agent for the National Treasury.
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E. Determ nation of the Applicable Brazilian Law

Petitioner contends that the applicable Brazilian law is
correctly reflected in the Doni ak-Kahan draft ruling which was
never issued by the Brazilian I|IRS. Petitioner asserts that
Brazilian |aw does not distinguish between gross |oans and net
loans. It further maintains that certain Brazilian Suprene Court
decisions, like the Parana |11 decision, are distinguishable,
because they involved financing of inported goods subject to
Decree-1l aw 401, not foreign currency | oans.

Even if Article 19 of the Brazilian Constitution were
applicable to public-sector entities' net |l oaninterest remttances
abroad, petitioner maintains that Article 19 prevents taxation only
between the different governmental |evels. Thus, petitioner
contends, while Article 19 mght prevent the Brazilian Federal
Government from taxing certain State-level and nunicipal-Ievel

autarquias (e.g., the Mnas Gerais decision), Article 19 would not

prevent the Central Bank and other Federal -1evel autarquias from
being subject to wthholding tax on their net loan interest
remttances abroad.

Al ternatively, petitioner maintains that this Court, pursuant
to the act of state doctrine, nust accord conclusive effect to the
March 1984 Brazilian IRS private ruling issued to the Central Bank.
As even petitioner's own experts generally acknow edged that the

borrowers-to-be theory applied in the March 1984 Brazilian |IRS
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ruling did not reflect the applicable Brazilian law, we wi |l deal
wWth petitioner's act of state argunent separately infra.

Respondent, on the other hand, primarily contends that public-
sector entities, like the Central Bank, were not required to pay
w thholding tax on their net loan interest remttances abroad
because of their imunity from taxation under Article 19 of the
Brazilian Constitution. Respondent maintains that this was the
applicable law in Brazil both before and after 1984, as reflected
by the Brazilian IRS s issuance of SRF 368 in June 1980 and by
certain Brazilian Supreme Court decisions, including the Parana |

and Santo Andre | decisions. Respondent further asserts that these

Suprenme Court decisions involved foreign currency net |oans, not
net loans for the financing of inported goods. W agree wth
respondent.

The record reflects that to help neet the Brazilian
Governnment's and the Central Bank's comm tnent to provide DARF' s to
the foreign | enders during the relending periods of the DFA' s and
CGA's, top Brazilian IRS officials concocted an el aborate | ega
fiction--the borrowers-to-be theory. In light of the States,
muni ci palities, and other public-sector entities with foreign net
| oans, it was not politically feasible for the Brazilian Governnent
to change the applicable Brazilian |law and require all public-
sector entities to pay withholding tax on their net |oan interest
remttances abroad. Moreover, as these public-sector entities,

i ke the Central Bank, were imune from paying w thholding tax on
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their net loan interest remttances pursuant to Article 19 of the
Brazilian Constitution, aconstitutional anendnment presunably woul d
have been required to change the law. As a result, the Doni ak-
Kahan draft ruling was never issued.

Top Brazilian IRS officials, instead, devised the borrowers-
to-be theory in an effort to (1) circunvent the Central Bank's tax
immunity, and (2) limt narrowy the scope of the Mirch 1984
private ruling eventually issued as to the Central Bank's interest
remttances during the rel endi ng peri ods under the DFA' s and CGA' s,
beginning in 1984. By doing so, their ruling would not directly
conflict with existing Brazilian | awand woul d have very little, if
any, potential effect upon other net |oan borrow ngs by public-
sector entities.?® Indeed, in January 1985, during the subsequent
phase |1l negotiations, the Brazilians, inresisting the efforts of
a nunber of foreign I enders to have the Central Bank issue DARF s
with respect to all of its net loan interest remttances to them
advi sed the BAC that there was "no room for any change * * *
[inthe Central Bank's] tax immunity." The Brazilians noted, anong

other things, that about 75 percent of the total debt to be

31 On cross-exam nation, da Silva testified that
Dor nel I es, upon assigning himand Patury Accioly to revise the
Doni ak- Kahan draft ruling, instructed themto adhere to the
"spirit of" the Doni ak-Kahan draft ruling but to keep their
opinion within the provisions of SRF 368.
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restructured was "exenpt from wi thholding tax on the grounds of
bei ng consi dered governnental debt. "?32

Petitioner's reliance upon Article 9 and Article 123 of the
Nati onal Tax Code is m splaced. Article 9 generally provides that
an entity's imunity or exenption fromtax will not relieve it of

its obligation to collect wthholding tax that is due upon its

32 We do not find credible da Silva's testinony that the
entire technical staff of the Brazilian IRS believed that the
Doni ak- Kahan draft ruling accurately presented the applicable
Brazilian law with respect to the Central Bank's net | oan
interest remttances abroad. Additionally, da Silva clained that
it was not necessary to publish the March 1984 ruling, because
the Brazilian IRS s technical staff were well aware of the
correctly applicable Brazilian aw wth respect to public-sector
entities' net loan interest remttances abroad--presumably, as
reflected in the Doni ak-Kahan draft ruling that the Brazilian IRS
never issued. W are not convinced by his explanation as to why
the March 1984 Brazilian IRS ruling issued to the Central Bank
was a private ruling. As an expert wtness for respondent noted,
al t hough the decision to publish a Brazilian IRS ruling in the
Brazilian Governnment's O ficial Gazette is discretionary, the
March 1984 ruling's position represented such a drastic departure
fromexisting law that, in his opinion, this ruling should have
been published to provide public guidance--if the Brazilian IRS
i ndeed was changing its interpretation and position with respect
to the applicable |law pertaining to public-sector entities' net
| oan interest remttances abroad. Da Silva was silent about
what, if any, imediate efforts the Brazilian IRS took either to
(1) revoke SRF 368, or (2) at mninmum publicize, prospectively
apply, and enforce its alleged "new position" on the applicable
Brazilian | aw concerning public-sector entities' net |oan
interest remttances abroad. W do not entirely understand
petitioner's contention, on brief, that SRF 368 was revoked upon
the Brazilian IRS s issuance of the March 1984 private ruling, as
this private ruling applied only to the Central Bank, and not to
ot her public-sector entities. See infra note 33. In fact,
petitioner's failure to offer evidence concerning such Brazilian
| RS actions to enforce the latter's alleged "new position”
reasonabl y contenporaneous to its issuance of the March 1984
private ruling to the Central Bank, |eads us to conclude that
this evidence woul d have been harnful to petitioner's case. See
Wchita Term nal Elevator Co. v. Comm ssioner, 6 T.C 1158, 1165
(1946), affd. 162 F.2d 513 (10th Cr. 1947).
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income remttances to third parties. Article 123 generally
provi des that private agreenents concerning the liability to pay
taxes are not binding upon the National Treasury. However, the
National Tax Code is a conplenentary |law and cannot override a
public-sector entity's imunity fromtaxation under Article 19 of
the Brazilian Constitution.

Simlarly, petitioner's reliance upon certain "normative"
rulings® that were issued by the Brazilian IRS from 1971 through
1974 is also msplaced. These rulings generally hold that inmune
or exenpt entities are required to withhold with respect to their
remttances of income to third parties. The rationale enployed in
these rulings is that although the remtter is inmmune or exenpt
frompaynment of Brazilian inconme taxes onits inconme, this imunity
or exenption of the remtter does not extend to the beneficiary or
reci pient of the inconme. Thus, w thholding taxes nust be paid by
the remtter on behalf of the recipient, unless the recipient of
the incone is itself immne or exenpt from Brazilian incone tax.
However, these rulings were issued prior to October 15, 1975, and

June 10, 1980, the respective dates upon which the Brazilian

Suprene Court's Parana Il decision and SRF 368 were issued. 3
33 Normative rulings are published in the Brazilian

Governnent's Oficial Gazette and are intended to furnish

gui dance to and be applicable to the public at large. 1In

contrast, the March 1984 Brazilian IRS ruling issued to the
Central Bank was a private ruling that applied only to the
Central Bank and not to other public-sector entities.

34 The earlier rulings do not distinguish between gross
(continued. . .)
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On brief, petitioner argues that the Brazilian Suprene Court
decisions, |like the Parana Il decision, which hold that public-
sector entities are not required to pay withholding tax on their
net loan interest remttances abroad, are distinguishable.
Petitioner maintains that these Brazilian Suprene Court deci sions
i nvol ved financi ng of inported goods covered under Decree-|aw 401,
not foreign currency loans. Thus, it contends that these Suprene
Court decisions are not applicable to the Central Bank's
restructuring debt interest remttances, because the DFA and CGA
|l oans to the Central Bank were foreign currency | oans. However,
sonme of petitioner's own experts agreed that the | oans involved in
these Brazilian Suprene Court cases were foreign currency |oans.
One of petitioner's experts further acknow edged that several of
t hese cases involved repass | oans under Resolution 63. See infra

note 36. Indeed, in the Mnas Cerais decision, the reporting

34(...continued)
| oan interest remttances and net |oan interest remttances by
the i mMmune or exenpt entities. However, the nost recent of these
rulings, CST Normative Opinion No. 193/ 74, which was issued on
Cct. 25, 1974, dealt specifically with net |oan interest
remttances of tax-exenpt foundations. This ruling noted that
t hese foundations are generally subject to the sane tax |aw rul es
as other private entities, except that certain | egislation
exenpts themfromincone tax if prescribed requirenents are net.
It held that, notw thstanding their exenption fromincone tax,
the foundations were still required to pay w thhol ding taxes,
even where they have contractually assunmed the tax burden. This
last ruling deals with foundations that are exenpt pursuant to a
provi sion of ordinary |aw and not with public-sector entities
that are i nmmune fromtaxation pursuant to Article 19 of the
Brazilian Constitution. |In the case of a foundation with an
ordinary | aw exenption fromincone tax, Articles 9 and 123 of the
Nati onal Tax Code may well apply to override the foundation's
ordi nary | aw exenption
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Justice reasoned that Resolution 63 conferred upon the public-
sector entity/repass borrower the status of a foreign currency
borrower . %

Petitioner's experts were of the opinion that those Brazilian
Suprene Court decisions, like the Parana |1 decision, which hold
that public-sector entities are immune from having to pay
wi thhol ding tax on their net loan interest remttances abroad, were
incorrectly decided. They maintain that the |egal reasoning
enpl oyed by the Brazilian Supreme Court Justices is technically
wrong, because foreign currency |oans, not inport financing | oans,
were involved. According to petitioner's experts, Decree-law 401,
by its terns, applies only to inport financing |oans, and not to

foreign currency loans.® |In our view, the crux of Parana Il was

35 It is further to be noted that pursuant to its receipt
of SRF 368, the Central Bank issued FIRCE 80 and did not require
public-sector entities to pay wthholding tax on their net |oan
interest remttances abroad, regardless of whether such interest
remttances originated froma currency | oan or fromfinancing for
the inportation of goods.

36 Petitioner's expert Cuerra testified, on cross-
exam nation, as follows:

Q Al right. However, your view is inconsistent
with at | east some of the [Brazilian] Supreme Court
cases that we discussed yesterday, correct?

A No, | don't think it is because if you pay
attention to the * * * [Parana |--1st Panel
decision], it's--the quotation that | made says |ike--
is exactly that.

What you have there quoted from * * * [the
dissent to the | ower Brazilian Federal Court of
Appeal s’ majority decision] is that if--were the state
(continued. . .)



3¢(...continued)

of --were the state of Parana the recipient of the
interest on which the union would claima tax, | would
recogni ze the immunity. However, we are in a different
situation in this case in which the recipient of the
interest is a third party, and in this case the

i mmunity does not apply.

Q | wasn't particularly tal king about the
* * * JParana |--1st Panel and Parana |--Ful
Bench decisions]; | was tal king about some of the other

cases we di scussed.

A Oh, the other, the two, | would say they
shoul d be approached with two qualifications. The
first one is that they all concern, except for one,
Resol ution 63 |loans, which is a different thing. And
nost inportant in that, none of these | oans which were
dealt with in these other cases were inport financing;
they were all, the three or the five of them if you
conpute all of them straightforward currency | oans.
And as we were discussing yesterday, the Decree Law
401, which the court applied or argued in all these
cases, only * * * [applies] to inport financing and not
to currency | oans.

That's the two main reservations or qualifications
that apply to these precedents of the Suprene Court.

Q So you acknow edge that the Suprene Court
cases we discussed yesterday did not involve inport
financing, correct?

A Yes. In the--ny--the main criticismthey my
be subject to is that although they do not involve
i mport financing, they apply one | egal provision which
applies only to inport financing. That's the big
contradiction of these decisions, and that's their weak
poi nt .

Q That's the reason you think the decisions are
wrong or you [are in] disagreenent wiwth them right?

A Well, | disagree with them yes. Sure.
Q Ckay.

(continued. . .)
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the distinction it drew between a net |oan and a gross loan in
order to distinguish the previous holding reached in the Parana | --
1st Panel decision.®* Although the Parana ||l decision cited and
di scussed the provision in Decree-law 401 that deens the
borrower/remtter to be the contribuente where inported goods are
purchased on an install ment basis, that discussion was in rebuttal
of the losing party's argunent that the actual beneficiary of the
interest was the foreign l|ender, not the State of Parana.
Moreover, if the 1975 Parana Il decision was incorrectly decided,
as petitioner's experts claim we then find it puzzling that, over
the years, no successful challenge to its hol ding has been nade,

and that the Brazilian Suprenme Court has continued to utilize and

3¢(...continued)
A.  Except for the * * * [Parana |--1st Panel
and Parana |--Full Bench decisions], | do disagree.

Q You disagree with all the ones that held the
borrower was i mmune?

A. These are the ones. They are not different

ones.

37 Da Silva indicated in his testinony that he believed
the Parana |--1st Panel decision involved a gross | oan, whereas
the Parana Il decision involved a net loan. Pedreira testified
that the Parana Il decision definitely involved a net |oan.
Guerra nmai ntained that the Parana |--1st Panel decision possibly

did not involve a gross loan. He clained that if the case

i nvol ved a gross |oan, there then would be no reason for the
State Hi ghway Departnment to litigate and dispute paynment of the
wi thhol ding tax, as a victory would not benefit the H ghway
Departnent but only the foreign | ender. However, Guerra did
agree that the Parana Il and Santo Andre | decisions involved net
| oans. We note that both the Parana Il and Santo Andre |
decisions utilized a net-|oan-versus-gross-loan rationale to

di stinguish the Parana |--1st Panel hol ding.
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apply the case's net-|oan-versus-gross-loan rationale in simlar
cases involving foreign currency | oans.

The evidence reflects that this particular point petitioner's
experts raise involves an area of Brazilian law in which there has
been consi derabl e controversy. Although Article 11 of Decree-|aw
401, by its terns, seens to be applicable only to inport financing
| oans, even petitioner's experts acknow edge that Decree-|aw 401
and the 1972 Brazilian Suprene Court decision that upheld the law s
validity have caused a great deal of confusion and generated
controversy in the area. As petitioner's expert Qurerra rel ated:

sone key | egal principles in connectionwth the taxation
of interest remtted by * * * [Brazilian borrowers]
to * * * [foreign lenders]--nanely the *oox %
[ National Tax Code] definitions of taxable event,
t axpayer, tax base and tax responsible and the scope of
the * * * Jconstitutional] tax i munity--were neither
adequately nor consistently applied by the * * *
[Brazilian Suprenme Court].

* * * The source of this problemwas * * * [the
1972 Brazilian Supreme Court decision that upheld the
validity of Decree-|law 401], while * * * [Article 11
of Decree-law 401 in defining the borrower remtting the
i nterest abroad to be the contribuente] clearly violates
the * * * [National Tax Code] definitions of taxable
event and taxpayer; the majority opinions varied |largely
and did not express a precise understanding of the * *
* [National Tax Code] on the main issues of the case.
Subsequently, in addressing other cases dealing wth
these topics, the * * * [Brazilian Suprenme Court] was
confronted with its conclusion in * * * [Jits 1972
deci sion] and found no guidance in the varied opinions
that had fornmed the mgjority in * * * [t hat
precedent].

It is neither necessary nor appropriate for us to decide
whet her certain Brazilian Suprenme Court decisions, including the

Parana |1 decision, were technically "wong" in part of their |egal
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reasoni ng because, as petitioner's experts assert, the Brazilian
Suprene Court Justices failed to appreciate that Decree Law 401
applies only to inport financing |oans, not foreign currency
loans.*® O significance for our purposes in determning the
applicable Brazilian law is that these Brazilian Suprene Court
deci sions, notw thstandi ng petitioner's experts' criticismof them
represent the Brazilian Suprene Court's |egal position. Over the
years, the Brazilian Suprenme Court, in Parana Il and other simlar
cases involving foreign currency | oans, has consistently held that
public-sector entities, like the Central Bank, are immune from
paying withholding tax on their net loan interest remttances
abroad under Article 19 of the Brazilian Constitution.

We do not accept petitioner's contention that Brazilian |aw
fails to distinguish between net |oans and gross l|oans, in
situations in which the borrower/remtter is a public-sector entity
having an inmmunity from taxation pursuant to Article 19 of the
Brazilian Constitution. |In addition to the expert testinony the
parties have offered and the Brazilian Supreme Court cases

di scussed above, other evidence in the record confirns that the

38 W are hesitant to substitute our judgnment on a matter
of Brazilian |aw for that of the Brazilian Suprenme Court Justices
who reported these decisions. In any event, this is a matter

whi ch we need not resolve, as in its subsequent decisions (which
petitioners' experts agree involved foreign currency |oans) the
Brazilian Suprene Court has continued to utilize and apply Parana
Il1's net-loan-versus-gross-loan rationale. W further note that
even the Brazilian Governnent and the Brazilian IRS appear to
have attached little, if any, practical significance to the fact
that the | oans made to the Central Bank under the DFA's and CGA' s
were currency | oans and not inport financing |oans.
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Central Bank, under Brazilian | aw, was constitutionally i nmune from
having to pay withholding tax with respect to its net |oan interest
remttances abroad. Pursuant to its receipt of SRF 368 from
Dornell es (the head of the Brazilian IRS), the Central Bank, in My
1981, issued FIRCE 80 and did not require public-sector entities,
like itself, to pay withholding tax on their net |oan interest
remttances abroad, regardl ess of whether the interest remttances
originated froma currency loan or froman inport financing | oan.
Da Silva (a fact wtness, as well as petitioner's expert wtness,
and the author of the March 1984 Brazilian IRS private ruling
issued to the Central Bank) essentially confirnmed that, during
1983, when the Brazilian IRS s proposed issuance of the Doni ak-
Kahan draft ruling that conflicted with SRF 368 was being hotly
debated within the Brazilian Government and the Brazilian |IRS
certain existing Brazilian Suprenme Court decisions, including the
Parana Il decision, supported the position taken in SRF 368. As a
result of this debate, Dornelles decided that he could not approve
t he i ssuance of the Doni ak-Kahan draft ruling to the Central Bank.
I nstead, in the March 1984 Brazilian IRSruling that eventual |y was
issued to the Central Bank, top Brazilian IRS officials contrived
to get around the constitutional tax imunity of the Central Bank
and other public-sector entities, through applying the novel
borrowers-to-be theory. As indicated by the Brazilians' coments
to the BAC in January 1985, during the phase Ill negotiations,

al though the Brazilians were wlling to continue applying the
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borrowers-to-be theory and to negotiate a | onger rel ending period

for the phase |11l DFA, they were unwilling to make any change in
the Central Bank's tax immunity. In their comments, the Brazilians
al so advi sed the BAC t hat about 75 percent of the phase Il debt to

be restructured was not subject to wi thholding tax because it was
gover nnent al debt.

Lastly, we reject petitioner's contention that Article 19 of
the Brazilian Constitution does not prohibit the Brazilian Federal
Government from taxing the assets, revenues, and operations of
Federal -1 evel autarquias, like the Central Bank, as Article 19,
petitioner mai ntains, precludes taxation only between the different
governnmental |evels. Al t hough sonme of petitioner's experts did
give opinions to that effect, we agree with respondent's expert
Tostes that such an interpretation of the constitutional tax
i mmunity of public-sector entitiesis contrary to the provisions of
Article 19, and i s an unreasonabl e and questi onabl e constructi on of

Article 19.3% |f petitioner's interpretation of Article 19 were

39 Article 19 of the Brazilian Constitution provides, in
pertinent part:

Article 19. The Union, the states, the Federal
District, and the Municipalities, are forbidden to:

* * * * * * *

[11. Establish a tax on:

a. The assets, revenues, or services of one
anot her.

* * * * * * *

(continued. . .)
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correct, then a Brazilian State would be free to tax the assets,
revenue, and operations of other Brazilian States. Simlarly, a
Brazilian nunicipality could tax other Brazilian nunicipalities.
Petitioner has cited no persuasive Brazilian |legal authority for
this proposition. We further note other convincing evidence of
record. The Central Bank, following its issuance of FIRCE 80 in
May 1981, did not require wthholding tax to be collected with

respect to the net |loan interest remttances abroad of all public-

sector entities, including "federal, state, and nunicipa
aut ononous gover nnental agencies". In January 1985, during the
phase I'l1 negotiations, the Brazilians, inresisting the efforts of

foreign lenders to have the Central Bank issue them DARF s and
ostensibly pay wthholding tax on all its net loan interest
rem ttances abroad, advised the BACthat there was "no roomfor any
change * * * [in the Central Bank's] tax imunity."

In our opinion, the applicable Brazilian aw wth respect to
the Central Bank's restructuring debt interest remttances is as

reflected in SRF 368% and in certain Brazilian Suprenme Court

39(...continued)

Paragraph 1. The provisions of letter a of item
1l above extends to the autononous governmnent al
entities, as regards the assets, revenues, and services
connected with their essential purpose or resulting
therefrom * * *

40 On brief, petitioner asserts that, to the best of its
know edge, "no banks lending to Brazil were aware of SRF 368
until March 18, 1994, when Respondent produced a copy inits

(continued. . .)
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decisions, like the Parana Il decision. Consequently, we concl ude
that, under Brazilian |law, public-sector entities, |like the Central
Bank, are not required to pay wthholding tax on their net |oan
interest remttances abroad, because of their immunity from
taxation under Article 19 of the Brazilian Constitution.

F. The Act of State Doctrine

As indicated previously, we have determ ned that SRF 368 and
certain Brazilian Supreme Court decisions, including the Parana |
decision, correctly reflect the applicable Brazilian |aw that
public-sector entities are not required to collect and pay over

w thholding tax with respect to their net loan interest remttances

40(...continued)
Status Report filed on that date. Respondent has never explained
how or where she obtained SRF 368." Petitioner also notes
certain testinony of enployees and representatives of various
maj or international banks that the banks' Brazilian counsel had
advi sed themthat the Central Bank was required to pay
wi thholding tax on its net loan interest remttances abroad. The
record does not support petitioner's assertion that none of the
banks were aware of SRF 368 until Mar. 18, 1994. Al exandre
Leite, who headed Citibank-Brazil's tax division, testified that
after the Central Bank's issuance of FIRCE 80 in May 1981, he
concluded that G tibank woul d not be able to persuade the Central
Bank to issue DARF's with respect to its 432 program net | oan
interest remttances. He stated that with FIRCE 80 "there was a
ruling fromthe tax revenue service * * * that any imune
entity would not be obliged to * * * [issue wthholding

receipts in remtting interest]." See supra note 12. W thus do
not believe that the major international banks, |ike G tibank,

that were seeking DARF's with respect to the Central Bank's net
|l oan interest remttances to them nuch | ess these banks
Brazilian counsel, were unaware of SRF 368 until Mar. 18, 1994.
The record further fails to disclose what specifically the banks
Brazilian counsel told the banks or did not tell the banks with
respect to SRF 368.



- 87 -
abroad.*  Petitioner, nevertheless, contends that the March 1984
Brazilian IRS private ruling issued to the Central Bank nust be
accorded conclusive effect under the act of state doctrine. On
brief, petitioner asserts:

Even if Respondent were correct and * * * [the
March 1984 Brazilian IRS private ruling] represented a
change in the * * * [Brazilian IRS s] historica
position, this would not affect * * * [the March 1984
ruling' s] validity. * * * [ Respondent] regularly
defends her ability to revise her rulings as necessary
and appropriate in the circunstances.

* * * Therefore, the * * * [Brazilian |IRS woul d
not have been required to follow an erroneous prior
practice any nore than * * * [respondent] would be
required to foll ow such a practi ce.

* * * * * * *

Respondent's argunent would require this Court to
disregard * * * [the March 1984 Brazilian IRS ruling
issued to the Central Bank] and the M nister of Finance's
directive that taxes be withheld on the DFA and CGA
interest paynents. Respondent argues that the * * *
[Brazilian I RS] "conprom sed"” Brazilian tax | aw, and t hat
this Court nmust rule against the * * *[Brazilian | RS] on
a question of Brazilian tax |aw. Thus, Respondent
invites the Court to violate the Act of State doctrine by
"declar[ing] invalid, and thus ineffective as 'a rul e of
decision for the courts of this country,' the official
act of a foreign sovereign." WS. Kirkpatrick & Co. V.
Environnmental Tectonics Corp. Int'l., 493 U S. 400, 405
(1990) * * *,

41 In Anbco Corp. v. Conm ssioner, T.C Menp. 1996-159, we
hel d that an Egyptian Tax Departnent determi nation reflected the
appl i cabl e Egyptian | aw and rejected the Conmm ssioner's argunent
that this Tax Departnent determ nation could have been
successfully chall enged. W stated that whether the Tax
Department's determ nation could have been successfully
chal | enged was uncl ear, because, at the tinme, there was no
exi sting precedent that focused on the precise issue involved.
We further stated that, on the facts presented, we perceived no
reason to delve into the notives of a foreign governnent in
connection wth its tax determ nations. The instant case is
di sti ngui shabl e from Anpco.
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In the principal contenporary formul ation of the act of state

doctrine, the U S. Suprene Court in Banco Nacional de Cuba v.

Sabbatino, 376 U. S. 398, 428 (1964), stated:

rat her than | aying dowmn or reaffirmng an i nfl exi ble and

all -enconpassing rule in this case, we decide only that

the Judicial Branch will not examne the validity of a

taking of property withinits ow territory by a foreign

sovereign governnment, extant and recognized by this
country at the tinme of suit, in the absence of a treaty

or other wunanbi guous agreenent regarding controlling

| egal principles, evenif the conplaint alleges that the

taking violates customary international |aw.

The act of state doctrine thus generally precludes judicial
exam nation of the | awful ness of a taking by a foreign soverei gn of
property located in its territory, whether under the |aw of that
foreign country, under international |aw, or under the |aw or
policy of the forum 1 Restatenent, Foreign Rel ations Law 3d, sec.
443, cnt. d (1986). %

Al though the act of state doctrine has predom nantly been
applied in cases involving a foreign sovereign's expropriation of
private property, the doctrine has al so been applied to other types
of acts by foreign sovereigns. |d. cnt. ¢ & reporter's note 7.

The burden of establishing the act and its character as an act

of state is on the party invoking the doctrine. Republic of the

Philippines v. Mrcos, 806 F.2d 344, 356-357, 359-360 (2d Cr.

1986); 1 Restatenent, supra sec. 443, cnt. i & reporter's note 3.
42 The act of state doctrine is to be contrasted with the

U S. courts' well-established refusal to enforce a foreign
country's penal or revenue |laws. Banco Nacional de Cuba v.
Sabbatino, 376 U. S. 398, 413-415 (1964); 1 Restatenent, Foreign
Rel ati ons Law 3d, sec. 443, cnt. i & reporter's note 10 (1986).
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The act of state doctrine applies to acts such as constitutional
anendnents, statutes, decrees, and proclamations, and in certain
circunstances, to physical acts. 1 Restatenent, supra sec. 443,
cnt. i & reporter's note 3.

In the instant case, the March 1984 Brazilian IRS ruling
issued to the Central Bank was a private ruling. Petitioner's
experts did not elaborate on whether the Central Bank, under
Brazilian law, was legally conpelled to accept and follow the
ruling. Thus, it appears that the Central Bank possibly coul d have
disputed that it was subject to wthholding tax on its
restructuring debt interest remttances during the relending
periods of the DFA's and CGA' s, and sought reviewin the Brazilian
courts. In light of favorable existing Brazilian Suprenme Court
precedents, such as the Parana Il decision, in all substantial
i kelihood, any effort by the Central Bank to dispute the ruling by
resorting to the Brazilian judicial system would have been
successful, particularly since even petitioner's own experts
general | y acknow edged t hat there was no such | egal doctrine as the
borrowers-to-be theory under Brazilian |law. The borrowers-to-be
theory itself contravened a nunber of rules of Brazilian taxation.
The record further reflects that although Brazil was under a
mlitary regine until about 1985, the Brazilian courts still

functioned during this period of nmilitary rule.* Moreover, the

43 Al t hough petitioner's expert da Silva testified that
SRF 368 was issued in June 1980, when Brazil was under a mlitary
(continued. . .)
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March 1984 private ruling still conflicted with SRF 368, despite
the efforts of top Brazilian IRS officials, in devising the
borrowers-to-be theory, to distinguish from SRF 368 the Centra
Bank's restructuring debt interest remttances during the rel ending
peri ods of the DFA's and C&A' s. *

We conclude that petitioner has failed to establish that the
act of state doctrine is applicable. Petitioner has not shown that
the March 1984 Brazilian I RS ruling was anythi ng nore than perhaps
an adm nistrative advisory opinion.* W are thus not required to
accord conclusive effect to the March 1984 Brazilian IRS ruling

issued to the Central Bank. Rule 142(a); Republic of the

Phili ppi nes v. Marcos, supra.

G Concl usion

W hold that the Central Bank was not required, under

Brazilian law, to pay w thholding tax on its restructuring debt

43(...continued)
reginme, he also indicated that the Brazilian courts had nore
| eeway than the Brazilian Congress. He related that Brazil had
been under this mlitary regine from 1964 t hrough March 1985. W
note that the Brazilian Suprene Court's Parana |l and M nas
Gerai s decisions were issued, respectively, in 1975 and in 1979,
during this period when Brazil was under mlitary control.

44 As indicated above, the record does not reflect that
the Brazilian I RS ever revoked SRF 368. See supra note 32.

45 Al t hough the Finance Mnister "directed" the Central
Bank to begin "paying"” this "w thholding tax" by the | ast
busi ness day of the nonth follow ng the nonth in which the
Central Bank started "w thhol ding", his action was nerely in
response to the Central Bank's request, in the consulta, that it
be granted a waiver of any |ate paynent "penalties", as only the
Fi nance M nister had the authority to extend the tine for
"paynent” and to waive such "penalties".
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interest remttances to petitioner during the rel endi ng peri ods of
the DFA's and CGA's. Petitioner is thus not "legally liable" for

t hese al | eged Central Bank "w t hhol di ng tax paynents”. N ssho |wai

Am Corp. v. Conmm ssioner, 89 T.C. at 773-774; sec. 1.901-2(f),

I ncone Tax Regs.; see the PeMex case.

1. Central Bank |ssue

Qur holding on the Central Bank/liability issue requires us to
deci de the Central Bank i ssue agai nst petitioner. As petitioner is
not "legally liable" for the Brazilian tax, we hold that the
"W thhol ding tax" purportedly paid by the Central Bank on its
restructuring debt interest remttances to petitioner is a
nonconpul sory anmount and not a tax to Brazil under section 1.901-
2(e)(5), Inconme Tax Regs., and is not creditable to petitioner
Sec. 1.901-2(e)(1), Incone Tax Regs. Petitioner has not argued
that, even if these alleged w thholding tax paynents were not
requi red and exceed t he anount of petitioner's actual Brazilian tax
liability, they are still potentially creditable to petitioner

pursuant to section 1.901-2(e)(5)(i), Income Tax Regs.* W do not

46 The regul ations provide relief, in certain limted
ci rcunst ances, to taxpayers who reasonably interpret foreign | aw
but overpay their actual foreign tax liability. Anmong other
t hi ngs, the anmount of foreign tax paid nust be determ ned by the
taxpayer in a manner that is consistent wth a reasonable
interpretation and application of the substantive and procedural
provisions of foreign law. Further, an interpretation of foreign
law i s not considered reasonable if there is actual or
constructive notice (e.g., a published court decision) to the
taxpayer that the interpretation is likely erroneous. Also,
while a taxpayer generally may rely on advice obtained in good
faith fromconpetent foreign tax advisers, the taxpayer nust have

(continued. . .)
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deci de whether these alleged w thholding tax paynents, in fact,

were made by the Central Bank.?#

46(...continued)
di sclosed to themthe relevant facts. See sec. 1.901-2(e)(5)(i),
I ncone Tax Regs. In any event, on the record presented in the
i nstant case, petitioner has failed to establish it would be
eligible for such relief. As previously discussed, petitioner's
assertion that no banks lending to Brazil were aware of SRF 368
until Mar. 18, 1994, is untrue. W do not believe that certain

maj or international banks, |ike G tibank, nuch | ess these major
i nternational banks' Brazilian counsel, were unaware of SRF 368
and the Brazilian Suprene Court's Parana |l decision. See supra

note 40. Modreover, notw thstanding the March 1984 Brazilian IRS
private ruling issued to the Central Bank, even sone of the

enpl oyees and representatives of these major international banks
who testified at trial indicated that they were skeptical of the
ruling's borrowers-to-be theory.

47 The parties di sagree over whether the Central Bank
actually paid "withholding tax" on its restructuring debt
interest remttances to foreign |lenders during the rel ending
periods of the CGA's and DFA's, beginning in 1984. At trial,
petitioner offered the testinony of an enpl oyee of Banco do
Brazil, the Brazilian National Treasury's agent for paynment of
taxes. The Banco do Brazil enployee was offered by petitioner as
an expert witness with respect to the manner in which Banco do
Brazil accounted for its w thholding tax paynent collections. He
exam ned one purported w thholding tax paynment of the Central
Bank on its restructuring debt interest remttances, which he
selected at random and verified that certain entries had been
made on Banco do Brazil's books reflecting Banco do Brazil's
recei pt of the Central Bank's purported w thhol ding tax paynent.
However, as we noted in our findings, it is not known: (1)

Whet her the Central Bank was rei nbursed by the National Treasury
for its restructuring debt "w thholding tax payments", or (2)
whet her the Central Bank received the pecuniary benefit based on
such "w thhol di ng tax paynents". Petitioner's expert
acknow edged that he had not inquired into whether the Central
Bank received the pecuniary benefit or whether any other
transactions took place resulting in a "refund" being made of the
Central Bank's "w thholding tax paynments". Although we do not
deci de the paynent issue, the Central Bank's actual receipt of
t he pecuni ary benefit would be highly probative evidence
confirmng its actual paynent of this "withholding tax". |If the
Brazilian Governnent reinbursed the Central Bank for these
"w t hhol di ng tax paynents", because the Central Bank was acting
(continued. . .)
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I11. Subsidy/Pecuniary Benefit |ssue

Section 4.901-2(f)(3), Tenporary Incone Tax Regs., 45 Fed.
Reg. 75653- 75654 (Nov. 17, 1980), provides:

(f) Amount of incone tax paid or accrued-(1)
In general. A credit is allowed under section 901 for
the amount of inconme tax * * * that is paid or
accrued to a foreign country, subject to the provisions
of paragraph (f). The anount of income tax paid or
accrued is determ ned separately for each taxpayer

* * * * * * *

(3) Subsidies-(i) General rule. An anount is not
income tax paid or accrued to a foreign country to the
extent that-

(A) The amount is used, directly or indirectly, by
the country to provide a subsidy by any neans (such as
through a refund or credit) to the taxpayer; and

(B) The subsidy is determined directly or indirectly
by reference to the anount of inconme tax, or the base
used to conpute the incone tax, inposed by the country on
t he taxpayer.

(i) Indirect subsidies. A foreign country is
considered to provide a subsidy to a person if the
country provides a subsidy to another person that-

(A) I's owned or controlled, directly or indirectly,
by the sanme interests that own or control, directly or
indirectly, the first person; or

(B) Engages in a business transaction with the first
person, but only if the subsidy received by such other
person is determned directly or indirectly by reference
to the anmount of incone tax, or the base used to conpute
the incone tax, inposed by the country on the first
person with respect to such transaction.

47(...continued)
as the Brazilian Governnent's agent, then the Central Bank, in
all likelihood, would not receive the pecuniary benefit based on
such "tax paynents".
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Substantially identical provisions are made in section 1.901-
2(e)(3), Incone Tax Regs.

Pursuant to section 4.901-2(f)(3)(ii), Tenporary |ncone Tax
Regs., supra, and section 1.901-2(e)(3)(ii), Income Tax Regs., the
exi stence of an indirect subsidy does not depend upon a finding
that the U S. taxpayer derived an actual econom c benefit. It is
sufficient that another person who engages in a transaction with
the U S. taxpayer has received a subsidy that was based on the

anount of tax paid. Norwest Corp. v. Conm ssioner, 69 F.3d at

1409-1410; Continental 111. Corp. v. Commi ssioner, 998 F.2d at

519-520; Bankers Trust New York Corp. v. United States, 36 Fed. d.

30 (1996). Thus, subsidies received by Resol ution 63 repass | enders
and repass borrowers also fall "within the letter as well as the
spirit of" the indirect subsidy provision of the tenporary and
final regulations, as the repass lender is required by Brazilian
|aw to pass along the pecuniary benefit to the repass borrowers.

Norwest Corp. v. Comm ssioner, 69 F.3d at 1410; Continental 111

Corp. v. Conmm ssioner, 998 F.2d at 520, affg. on this issue T.C

Menp. 1988-318; Bankers Trust New York Corp. v. United States

supra at 36. Further, this Court and other courts, including the
U S. Courts of Appeals for the Seventh and Eighth Crcuits, have
upheld the validity of the indirect subsidy provision of the
tenporary regulations, and have held that U S. taxpayer-I|enders
are required to reduce the amount of their potentially creditable

Brazilian w thhol di ng taxes by the pecuniary benefit the Brazilian
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Governnent provided to their Brazilian borrowers. Norwest Corp. v.

Conmi ssioner, 69 F.3d at 1408-1410; Continental 111. Corp. V.

Conmi ssioner, 998 F.2d at 519-520; N ssho Ilwai Am Corp. V.

Comm ssioner, 89 T.C. at 775-777 (1989); Bankers Trust New York

Corp. v. United States, supra at 35.48

Petitioner argues that the "subsidy * * * to the taxpayer”
| anguage in the tenporary and final regulations requires an
econom ¢ benefit analysis and asserts that petitioner itself
received no economc benefit from the pecuniary benefit the
Brazilian Government provided to Brazilian borrowers. Petitioner
points out that, in the case of Resolution 63 repass loans, it did
not even know the identity of the repass borrowers who received the
pecuni ary benefit. It contends that if the regul ations are applied
to require reduction of the Brazilian w thholding tax potentially
creditable to petitioner by the pecuniary benefit the Brazilian
borrowers received, then the regul ations are invalid. W disagree.

We hold that pursuant to section 4.901-2(f)(3)(ii), Tenporary
| ncone Tax Regs., supra, and section 1.901-2(e)(3)(ii), Incone Tax
Regs., the Brazilian wthholding tax potentially creditable to
petitioner nust be reduced by the pecuniary benefit the non-tax-

i mune borrowers received. W further hold that the indirect

48 The position set forth in the tenporary and final
regul ati ons has been codified in sec. 901(i), which is effective
for foreign taxes paid or accrued in taxable years begi nni ng
after Dec. 31, 1986. Tax Reform Act of 1986, Pub. L. 99-514, sec.
1204(a), 100 Stat. 2532; see N ssho Iwai Am Corp. V.

Comm ssioner, 89 T.C. at 777 n.17.
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subsidy provisions of the tenporary and final regulations are

val i d. Norwest Corp. Vv. Commissioner, 69 F.3d at 1408-1410;

Continental Ill. Corp. v. Comm ssioner, 998 F. 2d at 519-520; Ni ssho

lwai Am Corp. v. Conm ssioner, supra at 775-777. |In light of our

hol dings on the legal liability and Central Bank issues (i.e., that
the "w thhol ding tax" purportedly paid by the Central Bank on its
restructuring debt interest remttances to petitioner is not a
potentially creditable tax to petitioner), we need not reach the
i ssue of whether any pecuniary benefit the Central Bank received
represents an indirect subsidy for purposes of section 1.901-
2(e)(3)(ii), Income Tax Regs. Conpare the PeMex case with Anpbco

Corp. v. Commi ssioner, T.C Meno. 1996-159.

To refl ect concessions by the parties,

Deci sion will be entered

under Rul e 155.




