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The Arm’s Length Principle Comes to
Brazil—Does Creditability Come with It?

By Julia Skubis Weber, Connor Mallon,
Ethan Kroll, and Stewart Lipeles*

Provisional Measure No. 1,152,' containing new rules (the “Proposed
Transfer Pricing Rules”) that, once enacted, would amend Brazil’s cor-
porate income tax law to apply the arm’s length principle to related party trans-
actions. The enactment of the Proposed Transfer Pricing Rules would conform
Brazil’s transfer pricing regime to the standards established by the Organisation
for Economic Cooperation and Development (‘OECD?).2
The Proposed Transfer Pricing Rules represent a major policy shift for Brazil’s
corporate income tax system and push Brazil closer to OECD membership.? They
also appear to address a fundamental issue that prevented the Brazilian corporate
income tax from qualifying as a creditable foreign income tax for U.S. federal
income tax purposes. A key question, however, is how the effective dates affect
the creditability of this tax. The Proposed Transfer Pricing Rules provide that the
new transfer pricing regime is to be considered by the National Congress of Brazil
for formal enactment later in 2023 and is not effective until January 1, 2024.* In
the meantime, however, the Proposed Transfer Pricing Rules permit taxpayers to
elect into the regime for the 2023 tax year. This article considers the separate levy
and noncompulsory payment analysis that could affect the Brazilian corporate
income tax’s U.S. creditability analysis during this one-year transition period.’

O n December 28, 2022, the Brazilian executive branch promulgated

Creditability Crackdown

At the end 0f 2021, the U.S. Treasury Department (“Treasury”) and the Internal
Revenue Service (the “Service”) released (and published in the Federal Register
in early 2022) final foreign tax credit regulations that purported to address for-
eign governments’ disregard of “international taxing norms to claim additional
tax revenue, resulting in the adoption of novel extraterritorial taxes that diverge
in significant respects from U.S. tax rules and traditional norms of international
taxing jurisdiction.”® The final regulations substantially altered important aspects
of the “net gain requirement” for foreign taxes to qualify as “income taxes” eligible
for a foreign tax credit under Code Sec. 901. These revised standards for the basic
creditability of many foreign taxes caused widespread taxpayer uproar.
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The final regulations were not Treasury’s first foray
into tinkering with the interpretation of Code Sec.
901. Proposed regulations issued in November 2020
introduced changes to the foreign tax regulations that
included tightening the net gain requirement and adding
a jurisdictional nexus requirement.” At a high level, the
2020 proposed regulations would have revised the net
gain requirement and particularly the regulatory tests for
realization, gross receipts, and net income (cost recovery)
(in Reg. §1.901-2(b)(2), (3), and (4), respectively) for
qualification as an income tax in the United States. The
proposed jurisdictional nexus rule caused the biggest stir.
That rule would have directly affected the creditability of
“digital services taxes” and any eventual tax imposed under
Pillar One of the OECD/G20 Inclusive Framework.® The
nexus rule would have looked to “traditional” notions of
nexus (i.e., a nonresident’s activities occurring physically
in the foreign country) to determine whether the amount
of income subject to tax bore a sufficient connection to
that foreign country.

The Elective Regime presents an
opportunity for willing taxpayers
to apply a version of the Brazilian
corporate income tax that would
conform to Treasury’s new
requirements in the regulations
under Code Sec. 901.

The proposed changes, in particular the jurisdictional
nexus requirement, resulted in taxpayers submitting
numerous comment letters for Treasury’s review. More
than a year after the proposed regulations were issued,
Treasury released a final regulation package, which
attempted to respond to comments by “clarifying” the
application of the requirements for qualification as
an income tax. The basic outline of the requirements
remained the same as in the proposed regulations—a tax
must satisfy the “net gain requirement,” encompassing the
realization, gross receipts, and cost recovery requirements.
However, the final regulations made some additional,
surprising changes to these tests, in particular the cost
recovery requirement. In addition, the final regulations
replaced the jurisdictional nexus requirement with the
“attribution requirement.”

TAXES The Tax Magazine®

Under the final regulations, to qualify as a foreign
income tax, a foreign levy must satisfy the attribution
requirement. The attribution requirement provides that
the amount of gross receipts and costs included in the
base of the foreign levy must be determined based on one
of the two sets of rules.'” Which rules a foreign levy must
satisfy depends on whether the taxpayer is a resident or
nonresident of the foreign country imposing the foreign
levy. A foreign levy imposed on nonresidents of a foreign
country is examined on the basis of whether the gross
receipts and costs that make up the tax base are attribut-
able to the taxpayer’s activities in the foreign country,
arise from sources in the foreign country (as determined
under rules that are “reasonably similar to the sourcing
rules that apply under the Internal Revenue Code”), or
are attributable to a disposition of property located in
the foreign country."

A foreign tax law imposing a levy on residents, on
the other hand, “must provide that any allocation to or
from the resident of income, gain, deduction, or loss
with respect to transactions between such resident and
organizations, trades, or businesses owned or controlled
directly or indirectly by the same interests (that is, any
allocation made pursuant to the foreign country’s trans-
fer pricing rules) is determined under the arm’s length
principles, without taking into account as a significant
factor the location of customers, users, or any other simi-
lar destination-based criterion.”"* While the preamble to
the final regulations did not discuss the attribution rule
for foreign taxes imposed on residents in any detail, the
broader context for Treasury’s adoption of the requirement
was Treasury’s reaction to the proliferation of “novel extra-
territorial taxes” that eschewed “consensus-based norms”
regarding physical nexus or allocations of income based
on the location of functions, assets, and risks—as opposed
to customers.'?

Taxpayers expressed concern that the final regulations’
new interpretation of the requirements for an income tax
would result in many foreign taxes—which had previously
been creditable without controversy—being ineligible
for a foreign tax credit. For example, the Alliance for
Competitive Taxation commented that the new rules’
reach extended beyond the stated target of extraterrito-
rial taxes:

The original impetus for these regulations was to deny
a U.S. foreign tax credit for novel extraterritorial taxes,
such as digital services taxes (DSTs), which were con-
sidered outside the internationally recognized income
tax system and a discriminatory tax similar to a tariff
imposed by foreign jurisdictions. However, the Final
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Regulations go well beyond this original purpose and
will deny foreign tax credits for taxes that have noth-
ing to do with DSTs and that have been creditable

for many years.'

It is likely that Treasury’s concern with foreign transfer
pricing rules that used formulary apportionment, as articu-
lated in the preamble to the 2020 proposed regulations,
formed the basis for the arm’s length requirement in the
attribution rule for taxes imposed on residents.” Even if
the attribution requirement was established to address
foreign countries’ unilateral measures taxing income on the
basis of customer location, however, the broadly drafted
rule appeared to sweep in foreign corporate income taxes
that had no such extraterritorial basis. Taxpayers specifi-
cally cited Brazil’s corporate income tax as one such foreign
tax that appeared to fail the attribution requirement for
taxes on residents, given the requirement that a foreign
country’s transfer pricing regime comply with the arm’s
length principle.'®

Brazil's Transfer Pricing System and
the Proposed Transfer Pricing Rules

The modern arm’s length principle for transactions
between related parties originates from international
efforts to address double income taxation while mitigat-
ing abusive transfer pricing.'” Technological innovation,
the 2008 financial crisis, and advanced tax planning
strategies'® created the “first structural crisis of the [inter-
national tax regime] since the 1920s” and subsequently,
in 2013, led to joint cooperation by the G20 nations
and OECD on adoption of the arm’s length principle
worldwide.' Until now, Brazil’s income tax law did not
contain transfer pricing rules that adhered to the arm’s
length principle found in the OECD’s transfer pricing
guidelines. Brazil introduced its transfer pricing regime
with Law No. 9,430 (the “1997 Law”), effective January
1,1997. The 1997 Law did not establish any arm’s length
principle for determining pricing between related par-
ties. Instead, the 1997 Law determined pricing through
statutorily fixed margins. For example, the 1997 Law
established the “resale price less profit method,” which
determined pricing benchmarks by reference to a fixed
margin rather than any arm’s length comparable trans-
action.” Statutorily fixed margins offered a developing
country like Brazil several benefits. In particular, they
promoted simplicity and certainty by allowing taxpay-
ers to mathematically determine a pricing benchmark
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without a search for comparable transactions, and thus
bypass information scarcity on comparable transactions.
A fixed margin approach also removed the need for sub-
jective determinations by tax officials, thereby reducing
administrative costs, the temptation for corruption, and
the potential for litigation.”!

Nearly 26 years after the 1997 Law, Brazil issued by
presidential decree the Proposed Transfer Pricing Rules
as part of a multi-year effort to accede to the OECD and
gain the benefits of membership.?? In 2017, Brazil initiated
accession discussions with the OECD.? After almost five
years of negotiations and planning, on January 25, 2022,
the OECD Council formally invited Brazil to open acces-
sion discussions.? As part of this accession, the OECD
will review Brazil’s elimination of double taxation through
the primacy of the “arm’s length” principle as set forth in
the OECD’s transfer pricing guidelines.” In April 2022,
Brazil announced that it was close to finalizing legislation
that would harmonize Brazil’s transfer pricing regime with
the OECD guidelines—an example of Brazil’s increasing
conformity with OECD guidelines, especially compared
to other OECD prospects.®

It is reasonable to conclude that
Brazil’s compliance with Treasury’s
demands has made the modified
Brazilian corporate income tax a
creditable income tax for those
taxpayers that elect to apply it for
the 2023 transition year.

The Proposed Transfer Pricing Rules represent a dra-
matic step toward Brazil’s accession to the OECD, setting
forth the primacy of the arm’s length principle through
calculating the taxation of “controlled” transactions by
reference to comparable transactions between unrelated
parties.” The Proposed Transfer Pricing Rules do not
incorporate the OECD transfer pricing guidelines by ref-
erence, but they set forth a framework that appears to be
generally consistent with those guidelines.?® Furthermore,
the Proposed Transfer Pricing Rules would discard the
fixed statutory margins of the 1997 Law. It is possible
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that the specific formulation of the rules as enacted and
interpreted could change over the course of the legisla-
tive and regulatory process—as it is often said, the devil
is in the details. Assuming the Proposed Transfer Pricing
Rules are enacted into law, they will apply to all taxpayers
effective January 1, 2024. Starting January 1, 2023, how-
ever, taxpayers may elect to follow the Proposed Transfer
Pricing Rules.

In aletter to the President of Brazil explaining the moti-
vations behind the Proposed Transfer Pricing Rules,” the
Executive Secretary of the Ministry of Finance, Marcelo
Pacheco dos Guaranys, made it clear that the reasons
behind promulgating the Proposed Transfer Pricing Rules
were: (i) the loss of foreign direct investment resulting from
the U.S.” policy change to make the Brazilian corporate
income tax non-creditable; (ii) strengthening the Brazilian
corporate tax system; (iii) facilitating OECD accession;
(iv) bolstering the collection of taxes, particularly those lost
due to base erosion and profit shifting; and (v) preventing
double taxation resulting from the allocation of income
to Brazilian taxing jurisdiction and allocation of the same
income, under another country’s application of the arm’s
length standard, to that other country.

Where Do Electing Taxpayers Stand
in 2023?

As recently as December 2022, business groups have peti-
tioned Treasury to reverse course on the final regulations’
arm’s length requirement for taxes imposed on residents,
citing “the growing ... risk they pose to the commercial
viability of U.S. foreign direct investment in Brazil, a
major U.S. trading partner.”® A new set of proposed
regulations that came out in November 2022 addressed
a number of complaints with respect to the attribution
rule for taxes imposed on non-residents, the cost recovery
requirement, and certain other matters in the final regula-
tions.”' But Treasury has shown no sign of relenting on
the arm’s length requirement for foreign taxes imposed
on residents.

This leaves U.S. multinationals with Brazilian subsid-
iaries in something of a quandary for 2023, the period
before Brazil plans to make the new arm’s length standard
mandatory for all corporate taxpayers, but during which
taxpayers may elect to apply the forthcoming regime
(the “Elective Regime”). Taxpayers may wonder—is the
Brazilian corporate income tax as applicable under the
Elective Regime creditable?

This question invokes other aspects of the Code Sec.
901 regulations that go to a criterion even more basic

TAXES The Tax Magazine®

than whether a levy is an income tax. That is, we must
ask when a levy is considered a single levy in the first
place. Specifically, it matters whether one tax constitutes
a “separate levy” that may be assessed on its own, and
separate from, another levy. This is important in Brazil’s
case because, under current Brazilian law, presumably
the corporate income tax does not constitute a credit-
able income tax. Thus, if the Elective Regime for 2023 is
considered the same levy as the corporate income tax, it
is questionable whether its creditability may be assessed
separately from the creditability of the corporate income
tax under current law. If the Elective Regime is not con-
sidered a separate levy, it is possible that a payment under
the Elective Regime would not be viewed as a creditable
income tax, notwithstanding the Proposed Transfer Pricing
Rules’ express intention to alter the Brazilian corporate
income tax to comply with U.S. creditability requirements.
Below we discuss several considerations in connection
with the treatment of the Provisional Measure’s Elective
Regime as a separate levy that is a creditable income tax.

A foreign levy is a separate levy if “it is described in
paragraph (d)(1)(i), (ii), (iii), or (iv) of [Reg. §1.901-2].”
Three of the four would not apply to the Elective Regime.
These include a levy imposed by one taxing authority as
opposed to another taxing authority,” a levy imposed on
nonresidents as opposed to one imposed on residents,*
and a levy that is limited or modified by an income tax
treaty to which the foreign country imposing the levy is
a party versus the levy imposed under the domestic law
(without regard to the treaty) of the foreign country.** A
foreign levy is also a separate levy, however, when it has
a different taxable base from that of another levy.> The
application of this rule in the Elective Regime context is
less clear.

The regulations also provide a special rule for contractual
modifications. Specifically, under Reg. §1.901-2(d)(2), if
a foreign country enters a contract with a taxpayer where
that contract alters the foreign levy the country imposes,
then Treasury deems every altered levy afterwards imposed
to constitute a separate levy for all persons to whom the
contractual modification applies.® It is therefore worth
considering whether Brazilian taxpayers opting into the
Elective Regime have made a “contractual modification,”
as agreed with the Brazilian government, to the applicable
corporate income tax law.

To summarize, the Elective Regime could be evaluated
as a levy separate from the current law corporate income
tax either because the base of the tax under the Elective
Regime is computed differently for different classes of
persons subject to the Elective Regime, or because making
the election constitutes a contractual modification. The
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discussion below assesses, at a high level, potential merits
and drawbacks of these two approaches.

Different Tax Bases
The single paragraph of Reg. §1.901-2(d)(1)(ii) provides

something of a laundry list of situations in which a levy
constitutes or does not constitute a separate levy because
of the taxable base, some of which are worth considering
in the context of the Elective Regime. In the first situation,
where the base of a foreign levy is computed differently
for different classes of persons subject to the levy, the
levy is considered to impose separate levies with respect
to each class of persons. The regulations provide that,
for example, foreign levies identical to the taxes imposed
by Code Secs. 1 (individual income tax), 11 (corporate
income tax), 541 (personal holding companies), 871(a)
(non-effectively connected income (“non-ECI”) of non-
residents), 871(b) (nonresidents’ ECI), 881 (non-ECI of
foreign corporations), 882 (foreign corporations’ ECI),
3101 (Federal Insurance Contributions Act (“FICA”)
taxes), and 3111 (employer FICA taxes) are each separate
levies, because the levies are imposed on different classes
of taxpayers, and the base of each of those levies contains
different items as compared with the base of each of the
others. Income included in the taxable base of a separate
levy may also be included in the taxable base of another
levy (which may or may not also include other items of
income). Levies are not separate merely because different
rates apply to different classes of taxpayers that are subject
to the same provisions in computing the base of the tax.
And, in general, levies are not separate merely because
some provisions determining the base of the levy apply,
by their terms or in practice, to some, but not all, persons
subject to the levy.

While these guidelines are somewhat helpful, they can
be hard to apply without concrete examples. In addi-
tion, nowhere do the regulations define what is meant by
“different classes of persons,” although the list of Code
sections that provide analogies to foreign separate levies
indicates how taxpayers may be divided into classes. Some
of the examples in Reg. §1.901-2(d)(3) provide additional
insight into the parameters for separate levy status when
taxes are imposed on different bases, as well as what is
meant by separate classes of taxpayers. In Example 6,
Country X imposes a net income tax as well as an alter-
native minimum tax. The taxable base for the minimum
tax is the same as that of the regular tax, increased for
certain disallowed deductions. The example concludes
that the regular tax and minimum tax are separate levies,
as each levy’s taxable base is computed separately and
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not combined as a single taxable base. The Example also
expressly provides that the separate levy “result would
be the same if under Country X tax law the Minimum
Tax equaled the alternative minimum taxable income
times the Minimum Tax rate, and residents of Country
X were required to pay the greater of the Income Tax or
the Minimum Tax (rather than the Income Tax plus the
excess, if any, of the Minimum Tax over the Income Tax).”

Contrast Example 9, in which Country X imposes a net
income tax on resident corporations. The taxable income
computation for the income tax places a cap on allowed
interest deductions for companies engaged in the extrac-
tion, production, or refinement of oil or natural gas. The
corporations engaged in these particular business activities
are likely viewed as a “class” of taxpayers (as they are in
Example 10, discussed below). The example concludes,
however, that the income tax as applied to corporations
engaged in these activities is not a separate levy from the
income tax as applied to other corporations subject to the
levy. While the example does not state it explicitly, the
reasoning that can be inferred from Example 10, below,
is that all taxpayer classes must compute their income
according to the single computation prescribed under the
income tax, and the separate class of taxpayer merely alters
the same computation by limiting its interest deduction.
Thus, the income tax is a single levy in spite of the interest
expense deduction cap applying only to some, but notall,
corporations subject to the income tax.

In Example 10, Country X imposes a net income tax and
an oil tax. The oil tax applies only to resident corporations
engaged in the extraction, production, or refinement of
oil. Resident corporations subject to the oil tax are not
subject to the income tax. The taxable base under the oil
tax is the same as that for the income tax, increased by
disallowed interest expense. Unlike Example 9, Example
10 concludes that the oil tax is a separate levy from the
income tax. The rationale for this conclusion is that the
taxable income under the oil tax is not combined with the
taxable income under the income tax as a single taxable
base. Rather, the levies are imposed separately with respect
to different classes of taxpayers, each of which must com-
pute its tax liability under either the income tax or the oil
tax, and the base of each of those levies contains different
items. This is the case even though the taxable income
base for both levies is substantially the same, with the
only difference being the disallowance of interest expense
deductions under the oil tax.

The reasoning in Rev. Rul. 2011-19” may elucidate
further the basis for finding a separate levy where the
taxable base differs for different classes of taxpayers. It
should be noted that the revenue ruling based its analysis
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on the regulations that predated the final regulations
issued in 2022, and that the standard articulated in those
regulations required that the taxable base of one levy
be “different in kind, and not merely in degree” from
the other levy.?® The revenue ruling evaluated whether
the United Kingdom’s long-term non-domiciliary levy
(the “Non-Domiciliary Levy”) constituted a separate
levy as compared to the generally applicable individual
income tax. The Non-Domiciliary Levy generally allowed
individuals who were U.K. residents but who were not
permanent residents (non-domiciliaries) to elect each
year to be taxed on an alternative basis. By default, U.K.
individuals were subject to income and capital gains taxes
on their worldwide income and capital gains. Under the
Non-Domiciliary Levy, non-domiciliaries with non-
U.K.-source income or gains could elect to be taxed
on their non-U.K.-source income and gains only when
“remitted” to the United Kingdom. Importantly, this
meant that the income and gains would be subject to tax
only in the year of remittance, even if those items arose in
previous taxable years. Electing non-domiciliaries would
also be subject to tax on their U.K.-source income and
gains under the separate statutory income tax provisions
applicable to all U.K. resident individuals, in the tax-
able year in which such items arose. Special rules also
applied to certain categories of taxpayers electing into
the Non-Domiciliary Levy. U.K.-source, remitted non-
U.K.-source, and other specially identified income or
gains, although separately computed, were combined
into a single base and taxed at the graduated rates of U.K.
income or capital gains tax that are generally applicable
in the relevant tax year.

The Service ruled that the Non-Domiciliary Levy con-
stituted a separate levy under U.S. tax principles. This is
understandable, considering the analogous U.S. separate
levies applicable to nonresidents’ ECI versus non-ECI
in Code Sec. 871(a) and (b). The ruling recognized that
both the regular income tax and the Non-Domiciliary
Levy taxed U.K.-source and non-U.K.-source income
and gains. An important difference, however, was that
the regular income tax imposed tax on worldwide income
and gains that arose or accrued in a particular taxable year.
In contrast, the Non-Domiciliary Levy subjected income
to tax only on U.K.-source income and gains and on
non-U.K.-source income or gains that were remitted in a
particular taxable year, regardless of the year in which such
items arose or accrued. Thus, the taxable bases of these
levies were “different in kind, and not merely in degree.”
The Non-Domiciliary was therefore considered a separate
levy from the regular income tax.

TAXES The Tax Magazine®

In proposing regulations in 2020, Treasury deter-
mined that the regulatory rule that applied in Rev. Rul.
2011-19—that the base of the separate levy must be
different in kind, and not merely in degree—created an
“unclear” standard, as the same rule (in the very same
sentence) also found separate levies so long as different
classes of taxpayers were subject to each levy, “regardless
of whether the base of two levies is different in kind.”?
The 2020 proposed regulations attempted to clarify this
standard by identifying “separate levies as those that
include different items of income and expense in deter-
mining the base of the tax, but in certain circumstances
separate levies may result even if the taxable base of each
levy is the same.”*® Thus, the general rule for separate
levy status did not necessarily—but could—depend on
each levy’s application to a separate class of persons.
Another implication of the change was that, if the tax-
able base is different as applied to different taxpayers,
those taxpayers are considered to be in “separate classes”
as a result of that different treatment.*' The final regula-
tions issued in 2022 implemented these changes to the
separate levy rules.*

The Elective Regime, when analyzed under this frame-
work, could be interpreted to be analogous to Example
10. In Example 10, different classes of taxpayers were
subject to levies that did not combine the taxable base.
This was the case even though the ultimate numerical
outcome of the oil tax levy—the cap on interest deduc-
tions on taxpayers in the oil business—was the same
result as that in Example 9. The difference was that all of
the taxpayers in Example 9 computed their income for
the same corporate income tax—and then the oil and
gas taxpayers merely altered their computation for that
same corporate income tax with respect to a single item
because companies engaged in the extraction, production,
or refinement of oil or natural gas were subject to a cap
on interest deductions. It is conceivable that the taxpayers
opting into the Elective Regime, constituting a separate
class of taxpayers, are now subject to a modified version
of the corporate income tax—one that applies the arm’s
length standard for related party transactions—as com-
pared to the class of taxpayers that remain subject to the
regular corporate income tax until the arm’s length rules
become mandatory in 2024.

It is admittedly unclear, however, whether the electing
corporate taxpayers would be considered a “different class”
compared to the non-electing corporate taxpayers. All of
the relevant taxpayers, whether making the election or
not, are Brazilian corporations without any character-
istics that would obviously differentiate one type from
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another—in contrast to, say, the oil and gas companies
versus all other companies in Example 10. Interestingly,
Reg. §1.901-2(d)(1)(ii) does list as examples levies that
apply to the same class of taxpayer—for example, nonresi-
dent individuals in Code Sec. 871(a) and (b), or foreign
corporations in Code Secs. 881 and 882—but that are
nevertheless considered separate levies because they sub-
ject those taxpayers to tax on different types of income
(ECI versus non-ECI). Likewise, Rev. Rul. 2011-19 deals
with a single class of taxpayer, non-domiciliaries, but the
ruling involves separate levies because one levy applied
a different system of taxation with respect to non-U.K.-
source income. This implied lack of emphasis on the
different class prong of the rule indicates, consistent with
the preamble to the 2020 proposed regulations, that hav-
ing classes of taxpayers that fall into discrete identifying
categories (e.g., according to industry, residential status,
etc.) is not critical for a separate levy determination. It
can be the different application of the tax rules, as in Rev.
Rul. 2011-19, that differentiates between one type of
taxpayer and another type of taxpayer. Thus, it is conceiv-
able that the single class of Brazilian corporations could
be sufficiently differentiated because of their separate
status of electing, or not electing, to subject themselves
to a different taxation regime in the form of the Proposed
Transfer Pricing Rules.

Importantly, the regulations provide that “[i]ncome
included in the taxable base of a separate levy may also
be included in the taxable base of another levy (which
may or may not also include other items of income).” The
emphasized language suggests that the tax bases of two
separate levies may look substantially identical. Thus, while
the Elective Regime applies to the same items of income
that are taxed under the regular income tax, the Elective
Regime subjects those items to an alternate method of
calculation (i.e., the arm’s length principle) and could still
constitute a separate levy.

Contractual Modification

The contractual modification rule has been a part of the
Code Sec. 901 regulations for 40 years, and the final
regulations issued in 2022 did not materially alter the
rule.®® The regulations, unfortunately, do not provide
any examples illustrating the application of the con-
tractual modification rule. The Service has evaluated
the contractual modification rule in several instances
of non-precedential guidance.* Generally, these pri-
vate letter rulings address taxpayer-specific agreements
entered into with a foreign country. For example, in
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LTR 9835008, the Service seemed to conclude that the
taxpayer, who derived income from oil and gas explora-
tion and production and entered into an agreement with
a foreign country, was subject to the regular tax laws of
the foreign country as amended by a “schedule” to the
income tax law:

Profits and gain from oil and gas exploration and
production are taxable under the general rules of
the Tax Law, as adjusted under a separate schedule
(“Schedule”) dealing with oil and gas taxation. The
Schedule provides that where any person (including a
corporation) carries on or is deemed under an agree-
ment with Country X to carry on any business which
consists of or includes exploration and production
of petroleum, the profits or gains of such shall be
computed separately from the income, profits or gains
from any other business. Furthermore, the sum of
payments to Country X and taxes on income subject
to the provisions of the Schedule shall be as provided
for in the agreement with the assessee.

Applying the same rationale, it may be arguable that a
taxpayer that applies the Elective Regime is entering into
an agreement with the Brazilian government to modify
the corporate income tax as applied to electing taxpayers,
even if in general the Elective Regime is treated as the
same levy as the generally applicable corporate income
tax. If the Service interprets the provision narrowly and
insists on hewing to fact patterns similar to those that
were the subject of the available non-precedential guid-
ance, however, it is possible that a taxpayer opting into
the Elective Regime would not be treated as entering
into a “contract” in the manner contemplated by the
contractual modification rule. In that case, the Service
may require some kind of separate, formal contract or
agreement, similar to those entered into in the private
letter rulings. There is no indication, as of yet, that taxpay-
ers electing to apply the Proposed Transfer Pricing Rules
would do so by entering into an actual agreement with
the Brazilian tax authority. If the Brazilian government
truly is motivated to enable foreign investors to claim a
U.S. foreign tax credit with respect to taxes paid under the
Elective Regime, it may consider establishing some type
of formal agreement mechanism so that U.S. taxpayers
may establish that they effected a contractual modifica-
tion of the corporate income tax. Even absent this kind
of formal process, however, it seems reasonable that the
contractual modification rule could be interpreted more
broadly to view the election, itself, as an agreement
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between the taxpayer and the Brazilian government. That
is, the taxpayer agrees to apply the Proposed Transfer
Pricing Rules, and Brazil agrees to apply the arm’s length
principle as proposed in those rules. This seems to be a
reasonable interpretation, particularly considering the
dearth of guidance establishing the boundaries of what
is meant by a “contractual modification.”

Compulsory Payment

Assuming the Elective Regime is a creditable income
tax, the question arises as to whether electing into the
Elective Regime causes a taxpayer to pay a noncompulsory
amount in excess of foreign tax liability that is not treated
as a creditable foreign income tax under Reg. §1.901-
2(e)(5). A taxpayer may establish that a payment is com-
pulsory by satisfying a two-pronged test. First, the foreign
payment must be determined by the taxpayer in: (a) a
manner consistent with a “reasonable interpretation and
application of the substantive and procedural provisions
of foreign tax law,” and (b) in such a way as to reduce,
over time, the taxpayer’s “reasonably expected” foreign tax
liability. Second, the taxpayer must exhaust all “effective
and practical remedies,” to reduce, over time, the taxpayer’s
foreign tax liability. A taxpayer is permitted to take costs
into account in determining whether it has exhausted
all effective and practical remedies to reduce foreign tax
liability. In particular:

[A] taxpayer is not required to reduce its foreign
income tax liability to the extent the reasonably
expected, arm’s length costs of reducing the liability
would exceed the amount by which the liability could
be reduced. For this purpose, such costs may include
an additional liability for a different foreign tax (but
not U.S. taxes) that is not a foreign income tax only
to the extent the amount of the additional liability
is determined in a manner consistent with [the non-
compulsory payment rules].

Where the foreign tax law provides an option or elec-
tion whereby an electing taxpayer would permanently
decrease its foreign income tax liability, generally, the
taxpayer is obligated to make the election.® Thus, if
electing into the Elective Regime causes a taxpayer to
increase its foreign income tax liability, and defaulting
to the regular, non-creditable corporate income tax
decreases foreign income tax liability, a taxpayer’s elec-
tion to apply the Elective Regime appears to run afoul
of the requirement that a taxpayer minimize its foreign
tax liability.

TAXES The Tax Magazine®

The regulations provide an example, however, permit-
ting a taxpayer to elect to pay a creditable foreign income
tax where the alternative option would be paying a higher
non-creditable tax.”’ In the example, corporations resident
in Country X are subject to two levies: (1) 2 20% corporate
income tax that is a creditable foreign income tax for U.S.
tax purposes and (2) a “base erosion tax,” qualifying as a
separate levy, equal to 25% of certain deductible payments
above a specified threshold made to related parties that are
not residents of Country X. CFC, a Country X corpora-
tion, makes payments to nonresident related parties $100
in excess of the base erosion tax’s specified threshold. If
CFC claimed the payments as deductions, it would result
in $25 of base erosion tax liability, and CFC would have
$60 of income tax liability. On the other hand, if CFC
elected to forgo the deductions, CFC’s base erosion tax
liability would be zero, but its income tax liability would
increase to $80. Thus, the taxpayer had to choose between
a $25 increase to its non-creditable tax liability or a $20
increase to its creditable tax liability.

The example concludes that CFC’s decision to increase
its liability for the creditable income tax does not create
a noncompulsory payment even though CFC could opt,
instead, to deduct payments that trigger liability for a
non-creditable tax. Note, however, that in this example
the total incremental non-creditable tax ($25) is greater
than the total incremental creditable tax ($20). Put
another way, the example permits a taxpayer to increase its
creditable income tax liability, provided the total tax cost
from doing so is less than opting to pay the non-creditable
tax ($80 of income tax versus $85 of total liability for
income and non-income tax). The result is therefore
consistent with the regulations” allowance for a taxpayer
to take costs—including non-income tax costs—into
account in minimizing its foreign income tax liability.
If the incremental income tax liability were higher than
the alternative non-creditable tax liability, however, the
additional income tax liability would be a noncompulsory
payment and, thus, non-creditable.*

Applying this analysis to the Elective Regime, assuming
it is a separate levy that is an income tax, the regulatory
example indicates that a taxpayer may apply the Elective
Regime, provided it is trading a higher non-income tax
amount for a lower income tax amount. The example
discussed above shows that a taxpayer appears to have a
clear path to crediting income tax even when the taxpayer
elects to pay income tax that would have been zero absent
the election, provided the total tax and cost burden is less
than not making the election. It is plausible that many
taxpayers will see their aggregate Brazilian income tax
liability under the Elective Regime decrease relative to their
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tax liability under the current rules that apply fixed mar-
gins. Establishing this as a matter of fact would be helpful
for those taxpayers seeking to claim a foreign tax credit
under the Elective Regime. Given the complexities and
interdependencies of the Brazilian tax system, this could
be a complex exercise—for example, applying the arm’s
length principle could result in deductible payments out of
Brazil, which could in turn trigger additional withholding
and value-added tax liability. But even in cases where the
income tax amount under the Elective Regime is the same
or higher than the non-income tax amount, it would be
an absurd result for the United States to penalize taxpayers
electing into a foreign corporate income tax regime that
strives to comply with the rules that Treasury itself has
set forth as establishing the only acceptable standard for
a corporate income tax.

Conclusion

The Elective Regime presents an opportunity for willing
taxpayers to apply a version of the Brazilian corporate
income tax that would conform to Treasury’s new require-
ments in the regulations under Code Sec. 901. It is reason-
able to conclude that Brazil’s compliance with Treasury’s
demands has made the modified Brazilian corporate
income tax a creditable income tax for those taxpayers that
elect to apply it for the 2023 transition year. This would
clearly be the right approach, given Brazil’s status as a
major trading partner with the United States and Brazil’s
unequivocal stated intent to comply with the U.S. rules
as quickly as possible. Nevertheless, the technical analysis
with respect to the Elective Regime’s status as a separate

ENDNOTES

levy, as well as potential issues under the noncompulsory
payment rules, raise some questions as to whether the
Elective Regime can be treated as a creditable foreign
income tax.

We recommend that Treasury and the Service clarify
in guidance that the Elective Regime is creditable. Very
recently, the Service issued similar guidance when there
was uncertainty about the creditability of taxpayers’
electing into a creditable foreign income tax when the
alternative option became non-creditable. In 2011, the
Service issued a notice provisionally allowing taxpayers
to take the position that the Puerto Rican excise tax was
creditable.” After the final regulations were issued in
2022, the Puerto Rican excise tax was non-creditable.
The Service issued Notice 2022-42,%° revoking the 2011
notice and providing additional interim guidance pend-
ing the issuance of new proposed regulations. Notice
2022-42 provided that the Service would not determine
that taxpayers made noncompulsory payments if they
amended their existing tax decrees, agreed with Puerto
Rico, to replace the existing income tax and royalty with-
holding tax framework with a new income tax and royalty
withholding tax framework meeting the creditability
requirements. We urge the Service to issue a similar notice
granting creditability, and not challenging compulsory
payment status, for the Elective Regime. Alternatively,
Treasury and the Service should delay applicability of
the attribution rule as applied to foreign taxes imposed
on residents to January 1, 2024. As U.S. multinational
companies are already underway computing their first
quarter tax provisions for 2023, this guidance cannot
come quickly enough.
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para. 101-105, dated December 26, 2022.
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