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Dear Doug:

The Investment Company Institute (“ICI”),! on behalf of the shareholders in those regulated
investment companies (“RICs”) investing in Portugal, appreciates your efforts with Portugal’s
Ministry of Finance (“MOF”) to help RICs recover the withholding tax benefits to which they are
entitled under the Portugal-U.S. income tax convention (“the Convention”). As we discussed, I have
prepared for your use the enclosed memorandum which describes the organization and operation of
RICs and explains why RICs satisty the Convention’s requirements. If we can provide you with any
additional information, please do not hesitate to contact me.

Thank you again, Doug, for your assistance.
Sincerely,

/s/ Keith Lawson

Keith Lawson
Senior Counsel — Tax Law

Enclosure

cc: Aziz Benbrahim
David Marion
Quyen Huynh

! The Investment Company Institute is the national association of U.S. investment companies, including mutual funds,
closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UI'Ts). ICI seeks to encourage adherence to
high ethical standards, promote public understanding, and otherwise advance the interests of funds, their sharcholders,
directors, and advisers. Members of ICI manage total assets of $ 13.1 trillion and serve over 90 million sharcholders.
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U.S. REGULATED INVESTMENT COMPANIES (“RICS”)
ARE ELIGIBLE FOR TAX TREATY BENEFITS
UNDER THE U.S.-PORTUGAL INCOME TAX CONVENTION

Collective investment vehicles (“CIVs”) that are organized in the United States as registered
investment companies under the Investment Company Act of 1940' (“the 1940 Act”) and taxed as
regulated investment companies (“RICs”) under the Internal Revenue Code? are persons resident in the
U.S. and the beneficial owners of their income. As such, RICs are entitled to the lower withholding tax
rates provided by income tax conventions negotiated by the U.S. Specifically, RICs are entitled to
treaty benefits under the Convention Between the United States of America and the Portuguese
Republic for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to
Taxes on Income (“the Convention”).

This memorandum describes (1) the organization and operation of RICs; (2) the tax treatment
provided to RICs and their shareholders; and (3) why RICs are (a) persons, (b) resident in the U.S., and

(c) the beneficial owners of their income.

L. The Organization and Operation of RICs

A. Legal Form

Collective Investment Vehicles (“CIVs”) in the United States may be organized, under the laws
of the 50 states, as either corporations or business trusts. All U.S. CIVs that qualify for RIC tax
treatment under Subchapter M of the Internal Revenue Code are treated for U.S. income tax purposes
as corporations.

B. Distribution

RICs may be organized as retail investment vehicles, as institutional investment vehicles, or as
combined retail/institutional vehicles (with separate classes of shares for the retail and institutional
investors). RICs typically have thousands of shareholders; some RICs have hundreds of thousands of
shareholders. Some RIC shareholders hold as nominees for their clients. Nominee accounts include
street name accounts set up by brokerage firms, banks, and financial planners for their customers and
those set up by so-called “fund supermarkets,” which are created by financial services firms to invest
their clients’ assets in other firm’s RICs. Because customer identity information is a valuable
commercial asset, firms with the customer relationship may utilize the nominee account structure to
shield the client’s identity from competitors, including RICs and the financial services firms that

' 15 US.C. §§ 80a-1 ez seq.

2 26 US.C.§§ 851 ez seq.



manage RICs. The nominee account structure, importantly, does not shield client information from
the Internal Revenue Service (“IRS”).

II. The Tax Treatment of RICs and Their Shareholders

A. U.S. (Domestic) Taxation of RICs and Their Resident Investors

1. Domestic Taxation of RICs

A CIV cannot qualify for RIC status (under Code sections 851 and 852) unless it is taxed as a
domestic corporation and meets several tests, including those regarding the sources of its income, the
diversification of its assets, and the distribution of its income. Among other things, a RIC must
distribute with respect to its taxable year at least 90 percent of its income (other than net capital gain).
The remaining 10 percent of ordinary income, and all capital gain, may be retained. All retained
income, however, is taxed at regular corporate tax rates. Because a RIC that incurs corporate tax
provides a lower return than one that does not incur such tax, RICs generally attempt to distribute all
of their income.

In addition, U.S. tax law imposes an excise tax (under Code section 4982) on any RIC that does
not distribute essentially all of its income during the calendar year in which it is earned. To eliminate
any excise tax liability, a RIC must distribute by December 31 an amount equal to the sum of: (1) 98
percent of its ordinary income earned during the calendar year; (2) 98 percent of its net capital gain
earned during the 12-month period ending on October 31 of the calendar year; and (3) 100 percent of
any previously-earned amounts not distributed during the prior calendar year. A tax of 4 percent is
imposed on the amount, if any, by which the RIC’s required distribution exceeds the amount actually
distributed. The excise tax, in effect, acts as an interest charge on undistributed amounts. RICs
typically seek to avoid this charge by electing to distribute their income currently.

2. Domestic Taxation of Resident Investors in RICs

U.S. individuals and other taxpaying persons investing in RICs are taxed upon: (1) the receipt
of RIC distributions (whether received in cash or reinvested in additional RIC shares); and (2) the
disposition of RIC shares. A RIC shareholder is taxed on a distribution whether or not the shareholder
was invested in the RIC on the date that the income was received by the RIC. In contrast, net
operating losses or net capital losses realized by the RIC do not flow through to RIC shareholders; net
capital losses are carried forward to the RIC’s next taxable year, but net operating losses expire (and are
lost).

AIIRIC distributions are taxed as ordinary dividends (because RICs are corporations for U.S.
income tax purposes), unless the tax law expressly permits the character of the income to be retained.
For example, the capital gains arising from the sale of RIC portfolio assets held for more than one year
(which are taxable at rates below the marginal tax rate) may be paid as “capital gain dividends” eligible
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for the lower tax rates. In contrast, capital gains arising from the sale of RIC portfolio assets held for
one year or less are distributed as ordinary dividends taxed at the investors’ marginal tax rates.

An important feature of RICs investing more than 50 percent of their assets outside of the U.S.
is that the RIC can flow through to its U.S. investors the ability to claim a credit against U.S. tax for the
foreign taxes paid on the distributed income. To illustrate, assume that a foreign government imposes
15% withholding tax on a treaty-eligible dividend received by the RIC. Ifa RIC sharcholder’s interest
in this dividend were $100, the RIC would pay an $85 cash dividend ($100 gross dividend less $15
foreign taxes) to the shareholder. However, the RIC would report to the shareholder and to the IRS
that the dividend received was $100 and that the shareholder paid $15 of foreign taxes. This $15
foreign tax credit would offset $15 of the taxpayer’s U.S. tax liability.

Any gain realized by a RIC investor upon the sale of fund shares is taxed as short-term or long-
term capital gain depending upon the length of time the fund shares were held.

3. Domestic Taxation of Non-Resident Investors In RICs

The U.S. tax treatment of non-U.S. investors in RICs reduces significantly the attractiveness of
RICs to non-U.S. investors. In addition, because RICs are almost never registered for sale outside of
the United States, RICs generally are owned almost exclusively by U.S. investors.

There are three significant adverse tax effects of non-U.S. investments in RICs that, in general,
limit substantially the attractiveness of RICs for non-U.S. investors. These adverse tax effects are:
(1) U.S. taxation of non-U.S. source income; (2) current distributions of income and gain; and
(3) resident-country taxation at “regular” rates of RIC capital gain distributions, where capital gains
receive favorable treatment in the investor’s residence country. Each of these tax effects, which results
in a RIC’s non-U.S. investors being disadvantaged vis-a-vis direct investors or investors in non-U.S.

CIVs, is described briefly below.

First, non-U.S. investors in RICs are taxed in the United States when the RIC invests outside
the United States. Because a RIC’s distributions are treated as U.S.-source dividends, they are subject
to U.S. withholding tax (at 30 percent or a lower treaty rate). Any non-U.S. investor investing in the
same non-U.S. securities directly or through a non-U.S. CIV would not incur any U.S. tax. Thus, the
income may be taxed in three countries (the source country, the United States, and the residence
country) when the investment is made through a RIC, whereas the income would be taxed only twice
(or perhaps once) if the investment is made directly or through a non-U.S. CIV. While a non-U.S.
investor may be able to claim a foreign tax credit for the U.S. withholding tax, such a credit in all
likelihood would not be available for the tax withheld by the source country on the payment to the
RIC.
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Second, non-U.S. investors in RICs in all likelihood will be taxed currently in their country of
residence on the RICs” annual distributions. Residence country taxation occurs irrespective of whether
that country otherwise permits deferral of tax through CIVs that do not distribute their income.

Finally, as we understand non-U.S. law, RIC capital gain dividends are treated in non-U.S.
countries as “regular” dividends; the preferential “capital gains” nature of the distribution is not
retained for non-U.S. tax purposes. Thus, RIC distributions of capital gains typically will not qualify
for any tax preference provided in a residence country for capital gains.

A recent, temporary legislative change makes certain RICs more attractive to non-U.S.
investors than they were previously. Specifically, legislation effective for 2005 through 2011 permits a
RIC to designate distributions of U.S.-source interest and short-term gain as such to non-U.S. investors
(rather than as dividend income -- which was the treatment before the legislation was enacted and will
be the treatment after it expires, unless extended by new legislation). This change has the effect of
providing RIC shareholders from outside the U.S. with tax treatment comparable to that received by
non-U.S. persons investing in the U.S. directly or through a non-U.S. CIV; these non-RIC investors
already are exempt from U.S. tax on interest and short-term gains (as well as long-term gains -- on assets
held for more than one year). Only long-term gains previously were exempt from U.S. withholding tax
when paid by a RIC to a non-U.S. investor. Importantly, this legislation does not apply to non-U.S.-
source interest income received by a RIC and distributed to its shareholders. All such income is treated
as dividend income subject to U.S. withholding tax.

One last relevant feature of U.S. tax law involves information reporting of amounts paid to
non-U.S. investors. U.S. payors (including brokers, banks, and funds) must report such payments to
investors (on IRS Form 1042-S) and to the IRS (on IRS Form 1042). This tax information is available
to resident-country governments under exchange of information provisions in U.S. tax treaties.

B. U.S. Taxation of U.S. Persons in Non-U.S. CIVs

The passive foreign investment company (“PFIC”) rules, which effectively tax PFIC gains
currently at ordinary income rates, generally apply to holdings by U.S. investors of non-U.S. CIVs.
Specifically, the value of a U.S. investor’s PFIC shares generally is: (1) marked to market (at the
investor’s election) each year; or (2) subject to an interest charge designed to eliminate any tax deferral
benefit. Mark-to-market appreciation and all distributions are taxable at ordinary income rates. Gain
from the sale of PFIC shares also is taxable at ordinary income rates. An alternative taxation regime for
PFICs that elect treatment as “qualified electing funds” (“QEFs”) provides some opportunity for capital
gain treatment; the QEF regime typically is not available to investors, however, as it requires the CIV to
calculate its income under U.S. tax principles.

The PFIC rules impose such significant tax costs that U.S. taxpayers typically do not invest in

non-U.S. CIVs. Even if the PFIC rules did not apply, U.S. securities laws prevent public offerings in
the U.S. by non-U.S. CIVs unless the U.S. securities laws applicable to U.S. RICs (which are quite
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detailed) are followed by the non-U.S. CIVs. The combination of the tax and securities law rules
provide powerful disincentives for U.S. taxpayer investment in non-U.S. CIVs.

I11. RIC Treaty Eligibility

A. Satisfaction of Treaty Requirements

RICs qualify for treaty benefits as persons, residents, and the beneficial owners of their income.

1. Person

Paragraphs 1(d) and (e) of Article 3 of the Convention define a “person” to include “any body
corporate or any entity that is treated as a body corporate for tax purposes.” To qualify as a RIC under
section 851 of the Internal Revenue Code, the CIV must be a “domestic corporation.” Thus, RICs are
persons under the Convention.

2. Resident

Paragraph 1 of Article 4 of the Convention defines resident to mean “any person who, under
the laws of that State, is liable to tax therein by reason of his domicile, residence, place of management,
place of incorporation, or any other criterion of a similar nature.” The Organization for Economic
Cooperation and Development (“OECD”) recently addressed the “liable to tax” issue in the context of
CIVs. Specifically, on 23 April 2010 the OECD’s Committee on Fiscal Affairs adopted a report
entitled “The Granting of Treaty Benefits with Respect to the Income of Collective Investment
Vehicles” in which it stated (in paragraph 29) that “a CIV that is opaque in the Contracting State in
which it is established will be treated as a resident of that Contracting State even if . . . it receives a
deduction for dividends paid to investors.” The Protocol to the Convention further addresses the
situation of partnerships and similar pass-through entities. In that (non-opaque) context, the
partnership or similar entity is treated as a resident “to the extent that income derived by such
partnership [or] similar entity . . . is subject to tax in that State as the income of a resident, either in its
hands or in the hands of its partners or beneficiaries.” Because RICs are liable to tax, and any income
distributed by the RIC is liable to tax in the hands of RIC shareholders, RICs are residents under the
Convention.

3. Beneficial Ownership

The Treasury Department’s Technical Explanation of the Convention, in discussing the
“beneficial ownership” requirement of Article 10 (Dividends) provides that “[u]se of the term
‘beneficial owner’ emphasizes that substance will prevail over form in determining the appropriate tax
treatment, so that treaty benefits may be denied to a nominal recipient not entitled to the beneficial
enjoyment of the dividend income.” RICs, as discussed above, retain full control over their income and
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are not transparent (as discussed in detail in IILD, below); in addition, they are not acting as agents for
other investors. RICs thus are the beneficial owners of their income.

B. RICs are Owned Almost Exclusively by U.S. Investors

RICs are owned almost exclusively by U.S. investors for the tax and securities law reasons
discussed above. Thus, Treasury effectively is protecting only the interests of U.S. taxpayers when it
supports the tax treaty eligibility of U.S. RICs. Moreover, significant burden would be placed on
individual RIC shareholders if they were required to claim treaty benefits on their own behalf.

C. U.S. Tax Law Protects the Interests of Both Source and Residence Countries

Additional support for the treaty-eligibility of U.S. RICs comes for those provisions of U.S. tax
law that protect the interests of the source and residence countries.

The interests of source countries are protected by the provisions of U.S. tax law (including U.S.
withholding tax on distributions by RICs of non-U.S. source income) that severely limits the use of a
RIC for treaty shopping. For example, assume the worst case scenario — in which the U.S. has treaties
with both the source country (“Country A”) and the residence country (“Country C”), but no treaty
exists between Countries A and C. In this case, a $100 dividend paid by a Country A company to a
Country C investor would be taxed at a 30% rate; the net distribution (pre-residence country tax)
would be $70. Ifinstead, the investment were made through a RIC, the net distribution (pre-residence
country tax and before fund expenses) would be $72.25 ($15 withholding by Country A at 15% rate on
the $100 dividend and $12.75 withholding by the U.S. at 15% rate on the net $85 dividend).

The interests of the residence country are protected by the provisions of U.S. tax law (discussed
above) that require information reporting to the investor and the IRS of amounts paid to non-U.S.
investors. The residence country tax authorities can access this information through exchange of
information provisions.

D. RICs are Not Transparent

While the value of a RIC’s shares includes the value of any income (such as dividends, interest,
or capital gain) earned by the RIC, a shareholder has no right to receipt of that income until a dividend
with respect to that income is declared. If an investor sells shares before the dividend is declared, the
investor is not entitled to the dividend. Conversely, if the investor buys shares after the income is
earned but before the dividend is declared, the investor is entitled to the dividend. Moreover, U.S. tax
and securities laws prevent items of income or tax benefit from being allocated specially to individual

shareholders. All shareholders in a RIC are entitled to an equal share of any tax treaty benefit received
by the RIC.
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