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Dramatic Changes to the Capital
Flight Tax System in Ecuador

by César R. Holguin, LawNetworker S.A. Asesores Legales,
Guayaquil, Ecuador

One of the reform bills the President sent to the National Assembly for
approval, Law for the Environmental Development and Optimization
of the Government’s Income, contains dramatic changes to Ecuadorian
tax policy—for the worse—in its proposed amendment(s) to the Capital
Flight Tax System (or ISD in Spanish). The ISD was enacted some four
years ago and instituted at a rate of 0.50%. The rate was subsequently
increased to 1% and finally to 2%, which stands as the current rate.
However, the proposed legislation would increase the ISD rate to up to
5%. Traditionally, the ISD had been levied on all transfers of funds and
currency sent abroad from Ecuador. Up until now, certain payments and
transfers had been exempt from ISD. For example, payments or transfers
made from an overseas account to another overseas account abroad, and
made by either Ecuadorians or non-Ecuadorian residents in Ecuador,
Ecuadorian corporations and foreign companies, branches, subsidiaries,
were not subject to the ISD. Such payments and transfers were exempt
from ISD because such payments and transfers were deemed to not have
originated from Ecuador, but deemed to have originated from abroad.

Now, the proposed reform would change that. One of the articles of the
bill states the following:

All payments made from abroad by Ecuadorian individuals, foreigners
residents in Ecuador, Ecuadorian Corporations and foreign companies
domiciled or resident in Ecuador, shall be regarded as been effected
with resources subject to the ISD in Ecuador, even if the payments
or transfers are not effected through remittances or wire transfers, but
with financial resources maintained abroad by Ecuadorian individuals,
foreigners residents in Ecuador, Ecuadorian Corporations and foreign
companies domiciled or resident in Ecuador.

In other words, the bills means that the 5% ISD will be levied on
Ecuadorian residents, non-Ecuadorian residents present in Ecuador,
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Ecuadorian corporations, and foreign companies domiciled or resident
in Ecuador, who, for example, maintain a checking account in a US bank
and make a payment, via wire transfer, or by any other means, to a third
party in the US, without the money passing trough Ecuador. The payment
or transfer will be subject to the 5% ISD even though it did not originate
from Ecuador. This is a significant departure from current policy. This is,
therefore, going to be a huge change in the law.

1he payment or transfer will be subject to
the 5% ISD even though it did not

originate from Ecuador.

Notwithstanding the above, payments remitted abroad on account of
dividends and profits, distributed by domestic corporations and foreign
companies established in Ecuador, after the payment of the Corporate
Income Tax, to their shareholders or Parent Company abroad, shall
not be subject to the ISD, provided the beneficiary of such dividends
and profits is not domiciled in a Tax Haven Country or Lesser Taxa-
tion Jurisdiction. However this exemption will not apply in the case of
dividends and profits that are distributed on behalf of foreign corpora-
tions that at the same time have as shareholders individuals resident in
Ecuador or corporations (domestic and foreign) domiciled in Ecuador,
which are also shareholders of the Corporation domiciled in Ecuador
that distribute such dividends and profits.

Expected Impact of the Changes in the Capital Flight Tax System

The announcement that the approval of the proposed legislation is imminent
has already had an impact: it is anticipated that there will be an outflow of as
much funds as possible.

In the past, according to analysts based on statistics kept by the Central Bank
of Ecuador, announcements that legislation increasing the ISD generated be-
tween 2007 and 2009 would be approved resulted in a downfall or decrease
in Direct Foreign Investment, or DFI. Current proposed legislation is calling
for a further increase in ISD, from 2% to 5%.

It is believed that DFI decreased because the business community, and
entrepreneurs, anticipate the rate increase and seek to move their pay-
ments abroad to avoid payment of the 5% ISD before the law is enacted.
By shifting the payments overseas before enactment of the legislation,
disbursements of funds from Ecuador would exceed inflow of funds into
the country.
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When ISD was initially enacted with a tax rate of
0.5%, the DFI in the last quarter of 2007 fell to
$286 million (USD). Inbound money to Ecuador
was calculated at $643.9 million (USD) while the
outbound flow of money was calculated at $923

million (USD).

According to economic analysts with the Weekly
Analysis Publication, “people work with expectations
and as they get frightened, it might happen that they
make their payments abroad with anticipation.” Fur-
thermore, it has been pointed out that the outflow
stream of currency abroad would occur not only
before the dawn of 2012, but that the outflow trend
would most likely remain for the entire year, with the
aim of preventing further increase of ISD.

1here is, however, a notable difference
between the messages sent by Brazil and
Ecuador regarding capital inflow.

The Chamber of Commerce of Quito believes that
speculation at the threshold of the impending approval
of the tax reform and the ISD increase will generate
immediate fiscal movements. This would include not
only a quick leak of capital sent abroad but, mainly,
would cause fear among national and foreign investors
about allocating new investments in Ecuador.

The outflow of funds could also produce and/or result
in a peak in imports in the final months of the year
because the business community and entrepreneurs
are less likely to be willing to purchase goods with
increased tax. Nonetheless, the motivation will de-
pend exclusively on the liquidity of each enterprise
to anticipate their orders.

According to the Chamber of Industries of Guayaquil,
the anticipated outflow of capital abroad could well
be the policy of some corporations. Certain large
corporations maintain availability and access to their
cash reserves on account in order to amortize their
international debts.

However, for the business community, the biggest
impact of the proposed tax reform will be to put
farther away their direct foreign investment, which
encompasses not only capital for new business ven-
tures, but also repatriation of amounts and credits
obtained from abroad to finance domestic enterprises.

According to ECLAC (Economic Commission for
Latin America and the Caribbean), in 2010, Ecuador
was last in line for DFI among 10 countries. During
2010, Ecuador managed to collect $164.1 million
(USD), which is $155 million (USD) less than in 2009.

Ironically, government spokesmen keep reassuring
the public and maintain that the increase of ISD
to 5% will not affect DFI because distribution of
dividends and profits, and
repatriation of profits, would
be exempt from ISD under
the proposed legislation.

According to the IRS Chief, the
purpose of the ISD rate increase
is to avoid the outflow of currency and prevent a mon-
etary anemia due to lack of liquidity. Other experts
point out that the increase of ISD from 2% to 5% will
not result in dollars being taken out of Ecuador but, on
the contrary, ensure that dollars will not enter. In other
words, they believe there will be no outflow of funds
upon the increase of ISD to 5% but there will be no
new injections of money, or inflow of capital. They add
that the increase works conversely as compared with
the mechanism used by Brazil to ban new capital from
entering to the economy of that country. Brazil applies
a 6% tax on inbound capital entering Brazil, aimed at
restricting the excessive arrival of dollars and thus the
exorbitant revaluation of its own currency, the Real.

In the case of Ecuador, there is a desire to retain capital in
Ecuador. Measures such as the proposed legislation that
would increase ISD send the same message as that sent
by Brazil. The message: the infusion of capital resources
into the Ecuadorian economy is discouraged. There is,
however, a notable difference between the messages sent
by Brazil and Ecuador regarding capital inflow. Brazil
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wants to restrict capital inflow (to preserve the Real)
and Ecuador does not. However, the collateral effect of
enacting the proposed legislation and increasing ISD to
5% in Ecuador would be the same as enacting legislation
with the purpose of restricting capital inflow.

According to government estimations, with the in-
crease in ISD, Ecuador stands to collect $552 million
(USD) in 2012, which is 62.31% more than was
collected in 2011.

DFI in the second quarter of 2011 was $151.08
million (USD). The shortage of DFI in the second
quarter compared to the first quarter was 10%.Due
to the majority the current government holds in the
National Assembly, no one doubts that the National
Assembly will approve the tax reform, as presented,
without amendment.

2011 In Review
2011 saw several notable tax developments in Ecuador.

In 2011, as previously published, the IRS released
the procedural rules for the preparation and filing of
the Zax Compliance Report (TCR), which is the result
of the analysis made by external auditors regarding
the compliance of taxpayers subject to external audit
with their tax obligations. On the other hand, a tax
assessment is the result of the audit made by an IRS
auditor and the auditor’s team, in accordance with the
procedures set forth in the tax law, to the tax returns,
accountability and entries, aimed at establishing the
existence of a tax event, taxable base and the amount
of a determined tax.

The TCR is a document that shows the external au-
ditor’s opinion with respect to the fulfillment of the
tax laws and regulations by taxpayers subject to such
audit. Generally, the TCR must be filed by all external
auditors approved and qualified by the Superinten-
dence of Banks and Superintendence of Companies,
with respect to their clients’ taxpayers that are under
the obligation to hire such external audit. External
Auditors must file the TCR in the Regional Secretaries

of the IRS at a national level corresponding to the
jurisdiction where the audited taxpayer has its tax
residence, attaching all annexes and with the contents

required by the IRS.

New regulations were issued, calculating the Advanced
Payment of Income Tax for 2011. According to the
new regulations, several aspects must be considered
for accurate calculation, among others:

(1) APIT must be calculated and paid after the
complete second year of effective operations;

(2) Ifyouarean individual, you should not include
your personal use assets, and the total assets in
the calculation of the APIT; and

(3) If you consider that you have committed a
mistake in calculating the APIT, it is better to
proceed on correcting the calculation, with the
purpose to avoid penalties.

Corporations, individuals, and undivided inheritances
that must keep accounting records are obligated to

calculate the APIT. To calculate APIT, the taxpayer

must make a sum of the following items:

0.2% of the total equity

0.2% of the total costs and expenses
0.4% of the total assets

0.4% of the total income

Withholdings at source that were effected during the
tax period, must also be considered.

All items that constitute the equity must be included,
such as: paid-in capital, reserves, accrued results and
contributions for future capitalizations.

Once the above mentioned percentages are applied
to the items included in the calculation, the APIT is
obtained. Withholdings at source must be deducted
from the APIT in order to obtain the exact amount of
the installments to be paid in the tax year. The APIT
must be paid in three installments:

B First installment in July
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B Second installment in September
B The difference will be paid along with the tax
return corresponding to the fiscal year

A claim for payment in excess can be filed in the fol-
lowing cases:

®  For the total withholdings that exceed the pend-
ing balance of the advanced tax paid, if no tax
is due in the current tax year or if the tax due is
lesser than such advanced tax. In case that with-
holdings do not exceed the pending balance of the
advanced tax, prior to payment of this balance,
the amount of withholdings will be offset.

B For the withholdings that have been effected, in
the portion that have not been applied to the pay-
ment of the income tax, taken into consideration
he pending balance of the advanced tax, in the
event that the income tax due if bigger than the
advanced tax paid.

In 2011, the IRS also issued Resolution No. NAC-
DGECCGCI11, outlining the treatment of dividends,
profits or benefits obtained by individuals since 2010.
Highlights of this Resolution follow:

Registry of Income Where Accounting Book Main-
tenance is Required and Shares are Registered—Ec-
uadorian Accounting Standards (NEC) mandate
that dividends must be recognized when the right
of the shareholder to receive the dividends is also
recognized. Therefore, the shareholder must register
his dividends and profits at the moment when the
Corporation that distributes them recognized his
right to receive payment.

Registry of Income Where (1) Accounting Book
Maintenance is Not Required or (2) Accounting Book
Maintenance is Required But Shares Not Registered.
Registry of Income for Individuals (Not Required to
Keep Accounting Books) or Individuals Who are Re-
quired to Keep Accounting Records but do Not Have
Registered Shares —where a taxpayer is not required
to maintain accounting books or where the taxpayer
is required to maintain accounting books but, due to

their entrepreneurial activity, does not register shares
in the book (alleging that the shares do not correspond
to their business activity), the taxpayer should have
recognized the income and therefore registered the
dividends of profits in his income & expenditure ac-
count at the time he received payment.

Tax Withholding for Individuals Required and Not
Required to Maintain Accounting Records—accord-
ing to Article 50 of the Internal Revenue System Law
(the Tax Law) at source withholding must be effected
at the time of payment or credit into account which-
ever occurs first. In this case the accounting registry
made by the Corporation that distributes the profits
comes first; hence this will be the moment when the
withholding agent must withhold the applicable tax.
The tax withheld constitutes tax credit for the ben-
eficiary for the tax year in which the dividend was
received or registered.

For those anticipated payments of profits, dividends
or benefit made during the 2010 tax period, before
the enactment of the new General Regulation to the
Tax Law, the applicable withholding percentage was
of 2% of the taxable income.

According to literal e) of Article 36 of the Tax Law for
purposes of determining the tax credit to be granted
to taxpayer for the tax paid by the Corporation that
distributes the dividends, profits or benefits, it must
be considered the LESSER VALUE of the following

items must be considered:

(1) Tax paid by the Corporation, corresponding to
the dividend;

(2) Rate of Corporate Income Tax applicable to
Corporations, multiplied by the amount con-
sidered as taxable income; and

(3) The income tax due corresponding to the indi-
vidual for that income within his global income;
in other words, the resulting difference from
subtracting the tax due in his global income,
including the total amount of the dividend,
minus the tax due in his global income, if such
dividend or benefit are not considered.
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When an individual receive dividends distributed by
more than one Corporation established in Ecuador,
for purposes of determining his tax credit for the
tax paid on his behalf for the Corporations, it must
be considered:

(1) 'The sum of the corresponding portion of the
taxes paid by those companies in which he is a

shareholder;

(2) 'The corporate income tax rate applicable for
corporations, multiplied by the sum of the
amounts considered as taxable income; and

(3) 'The income tax due corresponding to the indi-
vidual for that income within his global income;
in other words, the resulting difference from
subtracting the tax due in his global income,
including the total amount of the dividends,
minus the tax due in his global income, if such
dividend or benefit are not considered. ¢

Relevant Tax Matters for Fiscal Year 2012 in MeXxico

by C.P. Miguel Ortiz Aguilar, Partner; Lic. Luis Curiel Pifia, Partner; C.P. Jorge Ricardo Flores Castillo, Associ-
ate; Lic. Pedro Gerardo Olivares Badillo, Attorney, Ortiz, Sosa, Ysusi'y Cia., S.C, Mexico City, Mexico

The purpose of this article is to make a number of
comments on the reforms proposed to the Federal
Tax Code for fiscal year 2012.

Advanced electronic signature—The Executive
Branch proposes extending the effective duration for
the certificate of the Advanced Electronic Signature
(FEA) from two to four years, computed as of the
date on which the respective certificate was issued.

Form of payment for commercial governmental
revenues and administrative revenues—In the same
way as for the payment of taxes, it is proposed that
the electronic transfer of funds should also be used
as a mean of payment of commercial governmental
revenues and other administrative revenues.

Form of making tax refunds—A proposal has been
made to eliminate the nominative check and the
special certificates as a form of carrying out refunds,
by keeping the electronic transfer of funds as the only
mean authorized for tax refunds. The proposal is justi-
fied by the increase in the number of taxpayers who
have bank accounts, the facilities currently provided
by such institutions for the opening of such accounts,
and the major effort which the Federal Government
has been making in recent years to use technological
resources in banking and financial operations, apart

from the fact that making deposits in bank accounts
represents greater legal assurance for the taxpayer.

In this regard, the Executive Branch argues that nomi-
native checks have several drawbacks, one of which is
that they are valid for only 180 days. As a resul, after
this deadline has elapsed a request must be made to
reissue the check. Furthermore, a bank account must
be opened in the name of the taxpayer in order to
cash the check and, finally, there is still the risk that
it may be cashed by third parties.

In the case of the special certificates, it is proposed that
they should be eliminated because they are obsolete,
since they have not been requested by taxpayers for
over eight years and their continued presence in the
electronic systems of the Federal Treasury generates
maintenance expenses, as well as operating expenses

with the Bank of Mexico.

Audit Report—To provide greater legal assurance for
taxpayers, the penalty established in the Regulations
of the Federal Tax Code is now incorporated into such
Code, whereby if the audit report prepared by a certi-
fied public accountant and the related information
are filed after the authorized deadlines, they will be
considered as not having been filed and will therefore
have no tax effects.
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In this regard, the Second Chamber of the Mexican
Supreme Court of Justice had declared as uncon-
stitutional the former article 49, final paragraph of
the Regulations of the Federal Tax Code in effect up
to December 7, 2009, for establishing a new and
greater penalty than that established in the Code
which it regulates.

We believe that if such reform is approved, the afore-
mentioned constitutional flaw would be corrected.

National Consumer Price Index—Reforms are pro-
posed to several provisions of the Federal Tax Code to
establish that the National Institute of Statistics and
Geography (INEGI) is the only competent authority
authorized to calculate the National Consumer Price

Index (INPC).

By way of background, in article 59, section III of
the Law of the National Statistical and Geographi-
cal Information System (LINEGI), published in
the Federal Official Gazette on April 16, 2008,
the INEGI was granted the power to prepare and
calculate the INPC.

By means of the Transitory Article First of the
LINEGI, it was established that the power of the
aforementioned Institute to calculate the INPC would
go into effect three years after the LINEGI went into
effect. In other words, on July 15, 2011.

Notwithstanding the above, the aforementioned
Law did not specify whether the procedure to be
used by the INEGI to calculate the INPC should
be the same as that established for the Bank of
Mexico in articles 20 and 20-BIS of the Federal
Tax Code, for which reason based on the reform
proposed the aforementioned legislative flaw
would be rectified.

Tax receipts— The purpose of the proposal, accord-
ing to the considerations submitted by the Executive
Branch, is to compile, simplify and unify within the
Federal Tax Code, all those requirements that have
to be included in tax receipts, which are distributed

among several different laws, regulations and general
rules issued by the authorities.

In some cases, the intention is to raise to the level
of law, provisions which are now contained in gen-
eral rules, related to the requirements of the tax
receipts and account statements issued by credit
institutions and other persons authorized to do so.
In other cases, the intention is to eliminate certain
requirements contained in tax receipts. Specifically,
for purposes of digital tax receipts, the proposal is to
continue with the general rule of issuing tax receipts
in digital form through the webpage of the Tax Ad-
ministration Service. Furthermore, it is proposed to
eliminate the data regarding the name, corporate
name or business name and fiscal domicile of the
taxpayers who issue such digital tax receipts, and
retain only their Federal Taxpayer’s Registry (RFC).

It is proposed to eliminate the option that taxpay-
ers had of issuing printed tax receipts in the case of
transactions up to $2,000. With this reform, as a
general rule, taxpayers would be obliged to issue tax
receipts in digital form through the webpage of the
Tax Administration Service for all the transactions
carried out with their clients.

Another proposal is to provide the option of indicat-
ing a generic RFC number for those cases where the
person to whom the tax receipt is issued is a foreigner
or a person who is not obligated to register with the
RFC, in which case the tax receipt issued is considered
as simplified and cannot be deducted or credited,
except for the refunds of Value Added Tax requested

by foreign tourists.

Likewise, certain additional requirements are estab-
lished which must be included in tax receipts that
support deductible donations, leasing or rental in-
come, sale of tobacco, school transportation service,
among others.

Final comments—According to article 42, section [V
of the Federal Budget and Fiscal Responsibility Law,
the Federal Tax Code must be approved by the Lower
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House at the latest on October 20, 2011 and by the
Senate at the latest on October 31, 2011.

The bill of the Federal Tax Code for fiscal year 2012
was approved by the Lower House on October 20,

2011, and by the Senate on October 26, 2011, and
turned to the Executive Branch for its approval and
publication in the Federal Official Gazette at the lat-
est 20 calendar days after the respective approval has
been granted. ¢

Uruguay Regulates Bank Secrecy

by Isabel Laventure, Ferrere, Montevideo, Uruguay

In 2010, Law No. 18,718 opened the way for
Uruguayan tax authorities to request the lifting
of bank secrecy by court order upon accrediting
the existence of objective indicia leading to a
reasonable presumption of existence of evasion.
The Uruguayan Tax Administration (Direccién
General Impositiva) will also be able to request the
lifting of bank secrecy by the courts upon request
by a foreign tax authority of a country with which
Uruguay has signed a double taxation or exchange
of information treaty.

Decree No. 282/011, regulating the relaxation of bank
secrecy, was recently approved. Under the Decree, the
Uruguayan tax authority can only turn to the courts
to obtain lifting of secrecy after having attempted to
obtain a voluntary agreement to review a taxpayer’s
bank accounts.

If the taxpayer does not expressly authorize disclosure
of the information requested, or the terms provided
lapse without a response, tax authorities may petition
the courts to lift bank secrecy.

As compensation, taxpayers giving their consent will
have the benefit of a reduction in the statute of limita-
tions period. Nevertheless, the terms of this benefit
have not yet been regulated.

The prior condition of attempting to obtain con-
sent is provided only for taxpayers having reported
their domicile to the Tax Administration, and is
not applicable for those not having established
domicile, or for persons liable for taxes or other

individuals or legal entities that could be used for
instrumental purposes.

Lifting of bank secrecy will also be applicable to
nonresident accounts in Uruguay upon request by
the depositor’s country of origin, provided there is
an information exchange or double taxation treaty
in effect between the two nations. However, the
decree does not regulate the procedure to be fol-
lowed by countries requesting information.

Taxpayer-Tax Administration
Relationship Law Approved

With a view to improving the relationship between
taxpayers and the Tax Administration, in August 2011
Parliament approved Law No. 18,788.

It tasks the Executive Branch with preparing a Bill
of Taxpayer Rights systematizing current rules on
taxpayer guarantees and duties in the context of their
relationship with the Tax Administration.

The text is to be prepared within a maximum of one
year and must be updated every two years.

The law also contains other provisions on the re-
lationship between taxpayers and Uruguayan tax
authorities. For example, it establishes that statutes
of limitations must be indicated ex officio by the Tax
Administration in the case of administrative proceed-
ings. It also sets a minimum amount for instituting
executory proceedings, and a limit for reinstating
generic attachments no more than four times in
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executory proceedings shelved due to lack of informa-
tion on attachable assets.

In turn, it repealed the regimen for updating penalties
for tax violations related to taxes collected by the Tax
Administration while administrative appeals are being
processed. That adjustment was calculated based on

the variation in the consumer price index between the
third month preceding the date of demandability and
payment. Traditionally, Uruguayan tax doctrine had
questioned the adjustment insofar as it implied discrimi-
nation against taxpayers who had exercised their right
to bring administrative appeals, given that updating of
penalties and surcharges was applicable only to them. ¢

Argentine Tax Update

by Eduardo Aguilera, Mitrani, Caballero, Rosso Alba, Francia, Ojam & Ruiz Moreno, Buenos Aires, Argentina

As we reach the final quarter of the year, we report on
a judicial downfall in the ARS’s massive suspensions
of grain export companies from the Fiscal Registry
of Grain Operators in Bunge Argentina S.A. ¢/ AFIP
— Amparo; a Supreme Court decision broadening the
standards to admit tax-free corporate reorganizations
in Frigorifico Paladini SA ¢/ AFIP s/ demanda; and yet
another Supreme Court ruling regarding the accrual
method in Comparnia Tucumana de Refrescos S.A..

Despite being a voluntary regime,

companies excluded, suspended or simply
not admitted to the FRGO stand

handicapped

Suspension from the Federal Registry of Grain
Operators: Bunge Argentina S.A. ¢/ AFIP - Amparo

During the months of February and March 2011, the
ARS imposed sanctions on the nation’s major grain
exporters, claiming that the companies were tamper-
ing with the prices of their export operations through
triangulations and therefore evading income tax.

The imposed sanctions mainly included the suspension
from the Fiscal Registry of Grain Operators (FRGO). The
FRGO is a beneficial mechanism established by General
Resolution 2300, to which grain operators may apply in
order to obtain a number of fiscal and operative benefits
including, lower withholding rates of VAT and Income

Tax and an unlimited amount of grain transport permits
and other forms required to document local operations.
Despite being a voluntary regime, companies excluded,
suspended or simply not admitted to the FRGO stand
handicapped compared to the rest of the industry as they
will face difficulties in the transport of goods—as only a
limited amount of transport permits are granted—and
an accumulation of their VAT credit—due to the higher
withholding rate, which would exceed the VAT debit thus

becoming an extra cost.

The mechanism used by the
ARS to apply the suspensions
is particularly relevant to the
case under analysis: a list,
simply containing the name
of the suspended companies,
was published in the Official
Gazette, without previous notice or any other sort of
discussion. Furthermore, the causes that led to the
suspensions were not precisely stated and the suspen-
sions were directly executed by the ARS.

One of the suspended companies, Bunge Argentina
S.A., filed an amparo action, petitioning the Federal
Court to lift the suspension. A federal court in the
Province of Cordoba granted the plaintiff's motion.
The case was appealed to the Federal Court of Appeals
of Cordoba, which confirmed the previous ruling.

According to the Court of Appeals, the ARS violated
Bunge Argentina’s right to substantial due process when

CCH Global Tax Briefing
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it was deprived from its right to be heard prior to the
imposition and execution of the sanction. This much
implies that the Court accepted that even though the
FRGO is a beneficial mechanism, the suspension from
it constitutes a sanction. The ARS had insisted that the
acceptance to the FRGO was voluntary and thus the
suspension from it simply overrides the prior acceptance.

Furthermore, the Court considered that the causes
of the suspension—the ARS had stated that Bunge
Argentina’s income tax statements were in the pro-
cess of being challenged—were unacceptable as they
violated the right of the taxpayer to appeal the future
assessment to the National Tax Court. This appeal,
pursuant to the Tax Proceeding Act, suspends the ef-
fects of the assessment and, according to the ruling,
also precludes any other collateral effect it might be
given by the ARS—i.e. invoking the assessments as a
sort of probable cause to support the sanctions.

The ruling represents a downfall in the ARS clear
intent to force companies to accept the challenges on
their transfer prices, as other companies may now seek
to obtain court ordered reinstatements to the FRGO.

Tax free corporate reorganizations: Frigorifico
Paladini SA ¢/ AFIP s/ demanda

Under Section 77 of the Argentine Income Tax Law
(ITL), capital gains arising out of mergers, divisive reor-
ganizations and the transfer of assets between afhiliated
companies are not subject to tax. However, in order to
carry on a tax-free reorganization, taxpayers must com-
ply with certain requisites established in the ITL and
its Implementing Decree and give notice to the ARS.

In the case, Frigorifico Paladini S.A. gave the ARS
notice of its plan to merge with Frigorifico Villa Diego
S.A.—an affiliated company—under Section 77 a) of
the ITL (mergers). After analyzing the scenario, the
ARS rejected the merger as a tax-free corporate reor-
ganization and pointed out that the solicitor was not
complying with two separate requisites. First, the ARS
stated that both merging companies should have been
active by the time of the merger, whereas Frigorifico

Villa Diego S.A. was an idle company. On the other
hand, while both companies should share the same
business activity, according to the ARS, Frigorifico
Paladini S.A. was a meat processing company and
Frigorifico Villa Diego S.A. a real estate company.

The rejection was challenged in court, where the
taxpayer argued that even if its reorganization did
not meet the requisites to be characterized as a tax
free merger, the ARS should be ordered to accept
the transaction as a tax-free transfer of assets between

affiliated companies under Section 77 c) of the I'TL.

Both a Federal Court and the Court of Appeals ruled
that the plaintiff had not met the statutory requisites in
order to benefit from a tax-free merger. Moreover, the
request to recharacterize the reorganization as a transfer
of assets between affiliated companies under Section 77
c) of the ITL was inadmissible, as the taxpayer already
selected the reorganization mode and could not alter
it by means of a legal action in court. And even if it
were admissible, the different business activities of the
involved companies precluded them from the benefits
of the regime even under Section 77 ¢) of the ITL.

The ruling was appealed to the Federal Supreme Court.

The Attorney General for Tax Matters, Miss Laura Mond,
elaborated an opinion that was later accepted and quoted
by the Court on its ruling. According to Miss Monti,
under the principle of formal flexibility established in the
Administrative Proceedings Law—applicable to tax law in
the absence of a clear rule indicating otherwise— formal
requirements cannot be invoked to prevent taxpayer from
exercising a right or to access a beneficial regime.

Therefore, as long as no clear rule indicates that once
the taxpayer has given notice of a merger under Sec-
tion 77 a) of the ITL he is banned from shifting to
a corporate reorganization under Section 77 ¢), the
mentioned formal requisites—previous notice—
should be bent in favor of the taxpayer.

Moving to the fact that the companies lack of an
identical business activity, Miss Monti pointed out
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that this substantial requisite should be read under
the substance over form principle. The ARS simply
argued that Frigorifico Villa Diego S.A. had stated to
the ARS officials that its business activity was related
to real estate but failed to show any evidence to that
extent. Setting aside that statement, the facts of the
case showed that both companies share their location,
administration, accounting system, machinery, etc.
Therefore, the two companies were substantially a
unit with an identical activity.

The ruling is likely to become a milestone decision on
the interpretation and analysis of the tax-free corpo-
rate reorganization regime, as it broadens the means
to verify that a certain reorganization falls within the
legal standards, in spite of the formal barriers that the
ARS usually invoke.

The Accrual Method:
Compaiia Tucumana de Refrescos S.A.

Under Section 18 of the ITL, corporate income and
expenses must be allocated according to the accrual
method which, as regards to expenses, means their
deduction is allowed when the obligation to pay
becomes fixed, regardless of when it is actually paid.

However, there has always been controversy regard-
ing the correct allocation of expenses arising out of
long term contracts. In fact, the whole concept causes
confusion among tax experts and courts due to the
lack of a definition in the ITL and because both usu-
ally forget that the accrued method is an accounting
concept and not a legal one.

In the case, Comparia Tucumana de Refrescos S.A—a
soda manufacturer company—had executed a number of
agreements with its customers, pursuant to which the lat-
ter would, during the term of the agreement, exclusively
buy sodas manufactured by the company in exchange of
a settled price. The expenses related to these agreements
were deducted in the fiscal year of its execution.

The ARS did not challenge the deduction itself but its
allocation to a single fiscal year. According to the fiscal

authority, the company should have divided the amounts
of the expenses over the term of the agreement, as the nec-
essary cost to generate or maintain the source of income
was not accrued immediately but along a period of time.

Both the National Tax Court and the Court of Ap-
peals confirmed the fiscal assessment. The case was
appealed to the Supreme Court.

Once again, the Court quoted the opinion of the At-
torney General for Tax Matters, Laura Monti. Miss
Monti’s opinion didn’t so much define the accrued
method—as lower courts tried to do—but instead
simply concluded that its application to the case im-
plies an allocation of the expenses to the year of the
execution of the agreements.

Her conclusion stands on two different arguments.
First, whereas the ITL provides for a number of ex-
ceptions to the application of the accrued method for
corporate income, none applied to the case nor had
the ARS or the lower courts argued that an exception
was applicable. Therefore, the opinion seems to sug-
gest that previous rulings simple failed to understand
the correct mechanism of the accrued method.

On the other hand, Miss Monti pointed out that
the taxpayer allocated its income using the accrued
method and that the allocation mechanisms estab-
lished in the ITL were designed to apply identically
to both income and expenses. Therefore, the ARS
challenged of the deduction was unjustified.

2011 in Review

The Argentine Supreme Court was very active in
2011. As reported in June, the Supreme Court
began the year by rendering milestone decisions on
relevant international tax issues including transfer
pricing. The Court began by rendering decisions
in Application Software S.A., Astra CAPSA, and

Autolatina Argentina.

In Application Soffware S.A., the Court ended a long

term debate regarding cross border provisions of
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software and the licensing of copyrights by corporations.
The case involved a foreign corporation that owned the
copyright to software it leased, as a grantor, to a local
entity. That the foreign corporation’s income was of
Argentine source subject to withholding at source was
not in dispute. The dispute focused on the rate of the
withholding. According to article 93 b) of the Federal
Income Tax Law, payments made to foreign beneficia-
ries for the use of copyrights are subject to an effective
withholding rate of 12.25%, as long as they comply with
the set requisites of another norm (i.e. article 20 j) of the
same statute). Otherwise, those payments are subject
to a withholding rate of 31.5% (according to article 93
h) applicable to non-specifically regulated payments).
The Court resolved the long-standing debate regarding
the possibility of corporations to be considered authors
of copyrights and decided that only individuals can be
considered authors of copyrights and, together with
their heirs, the direct taxed subjects, as required by article
20j). Therefore, payments made to foreign corporations
for the use of copyrights in Argentina are subject to a
31.5% withholding rate.

Later, in Astra CAPSA, the Court decided a matter cru-
cial to many oil companies: the deductibility of expenses
incurred to control damages in oil wells during the
exploration phase. The company deducted from its net
income the amount expended to fix a malfunctioning
well under article 82 c) of the Federal Income Tax Law,
which allows for the deduction of extraordinary losses
caused by force majeure on productive assets. The IRS
challenged the deduction arguing that in order to deduct
an extraordinary loss under article 82 ¢) the good has
to have been productive before the incident. The Court
rejected the analysis of the case under article 82 ¢) stating
that the question presented to the Court should have
been the deductibility of the cost of the procedure to
repair the well, under the general rules of deductibility
of articles 17 and 80, which establish that every expense
incurred to create, maintain or conserve a source of
income may be deducted. However, in the opinion of
the Court this was not the governing rule, rather the one
prohibiting the deduction of capital outlays. According
to the Court, the expenses incurred in this case (and
for that matter, all the costs at the exploration stage of
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a well) should have been capitalized into the value of
the well for future depletion allowances.

Finally, the Court set material standards with regards
to back-to-back international financing in Awutolatina
Argentina. In this case, the taxpayer argued that it had re-
ceived a loan for $10 million (US) from a foreign entity,
Deutsche Bank New York. The taxpayer claimed that the
company was required to place collateral abroad to secure
the debt. However, the IRS sustained that, according
to the evidence collected, Deutsche Bank was not the
actual lender, but rather an agent acting on the behalf
of another and thus undertaking no credit risk. In fact,
the IRS proved that the bank was only entitled to a half
percent annual intermediation fee, to be deducted from
the sums to be paid onto the actual lender. The Supreme
Court held that in case of back-to-back financing, even
if the taxpayer proves that the funds came from abroad,
the legal standards require a higher effort to show the
actual originator of the funds, namely the final lender
exposed to the credit risk. The lack of such evidence al-
lows upholding the assessment made by the IRS.

In 2011, court rulings also greatly impacted major Ar-
gentine industries. Some rulings can even be construed as
fiscal guidelines for their respective industries. In Union
Pak S.A. s/ recurso de apelacion, the National Tax Court
established that payments from a local courier to a foreign
courier are of Argentine source. In Banco Frances S.A., the
Supreme Court decided that the customs and usage of
banks can be taken into account to deduct bad credits.

There have also been notable transfer pricing cases the
impact of which could affect all industries. Recently,
the National Tax Court decided more transfer pricing
cases for the 1998 and 1999 fiscal periods, thus clear-
ing many of the uncertainties obtained in the statutes.

In Nobleza Piccardo, the court established a transfer
pricing methods hierarchy. By quoting tax scholars’
opinions and OECD guidelines regarding different cri-
teria to decide the applicable transfer pricing method
for a transaction, it was pointed out that a certain
majority seems to support the idea that there is a hi-
erarchy of method to determine the correct price that
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falls within the arm’s length principle. The operation
methods (Comparable Uncontrolled Price Method,
the Resale Price Method and the Cost Plus Method),
should be preferred over the profit methods (include
the Profit Split Method and the Transactional Net
Margin Method). Specially, the Comparable Uncon-
trolled Price Method should be the priority method.

In Nobleza Piccardo, the court had to decide the appli-
cable transfer pricing method for export operations from
an Argentine cigarette manufacturer (Nobleza Piccardo)
to its affiliate distributor in Chile (British American
Tobacco or “BAT”). The latter owns 70% of the shares
of the first. The assessment issued by the Argentine
Revenue Service (ARS), questioning the value of the
export operations in 1999 and 2000, was based mainly
on the fact that the prices at which BAT distributed
cigarettes in Chile and the prices at which Nobleza Pic-
cardo distributed cigarettes in Argentina were similar
as to each other but significantly higher than the price
of the transactions between Nobleza Piccardo and BAT,
violating the arm’s length principle. In its annual transfer
pricing report the taxpayer had applied the Transactional
Net Margin Method, while (according to the ARS) it
should have applied the Comparable Uncontrolled Price
Method for 1999 and the Cost Plus Method for 2000.

Regarding 2000, the ARS had argued that the Uncon-
trolled Price Method was not applicable due to the
lack of comparables for that fiscal period. The ARS
pretended to use the Cost Plus Method. The court
rejected the adjustment for the 2000 fiscal period
based on the same arguments that led it to confirm
the first one: The Uncontrolled Price Method should
be applied, if possible, by both the taxpayers and the
ARS. The need to apply a different method should be
sufficiently argued and proven by the ARS.

However, in Volkswagen Argentina S.A., the court
pointed out that 1999 was a very particular year for
the automobile industry (leading to the influx of
transfer pricing cases recently before the court). A
negative economic scenario produced a serious of
unwanted effects such as massive lay offs, default of
debtors and excess productive capacity.

In Volkswagen Argentina S.A., Volkswagen (VW)
took into account that it had chosen foreign
companies as comparables for its annual transfer
pricing reports, an adjustment had to be made in
order to adapt the financial statements of those
foreign companies—doing business in countries
with a different economic situation—with the cri-
sis situations going on in Argentina. The selected

transfer pricing method was the Transactional Net
Margin Method.

The ARS accepted the selected method but objected
to the partial adaptation carried on by the taxpayer.
According to the fiscal authority, VW should have
proven that the financial results of the comparables
had not been affected by lay offs, default of debtors
and idle capacity before adjusting the VW transfer
pricing report. In other words, the ARS had no
means to find out if the comparables were isolated
of the negative effects that VW claimed to justify the
adaptations of the financial results.

The court criticized the proceeding followed by the
ARS to question the transfer pricing report filed by
VW. The fiscal authority did not explain nor pres-
ent any evidence to show that the use of the foreign
comparables did not required and adjustment based
on the special economic situation of Argentina.

To disqualify the adjustment made by VW, the ARS
should have shown that the comparables were going
through a similar financial situation, suffering from
the same effects of the economic crisis (recession) of
Argentina. However, the transfer pricing report had
also failed to justify the selections of the adjustment
criteria, the Court said. The lack of consistency of
the transfer pricing report was equal to the lack of
consistency of the fiscal assessment.

Taking the latter into consideration, the difhculty
for taxpayers to apply transfer pricing regulations for
1999 and the fact that the self assessment principle is
the rule for the Income Tax in Argentina, the Court
decided to reject the transfer pricing adjustment

proposed by the ARS. ®
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New Peruvian Taxes & Royalties on Mining

by Cesar Luna-Victoria, Rubio, Lequia & Normand, Lima, Pert

Three new laws (29788, 29789 and 29790) have been
enacted to modify the existing mining royalty and to
introduce a new tax and an “auto tax” on mining de-
pending whether, or not, the company has subscribed
a Tax Stability Agreement. The main features of the
new royalty and taxes are as follows:

Special Mining Burden (GEM)

The GEM is applicable to mining companies subject
to stabilization agreements which voluntarily decide
to subscribe an agreement with the Peruvian govern-
ment. Quarterly payments applied on operating profit
based on a sliding scale with rates ranging from 4% to
13.12%, depending on operating margin. It is deduct-
ible as an expense for corporate income tax purposes.
Funds are considered federal government revenue.

Special Mining Tax (IEM)

The IEM is applicable to mining companies not sub-
ject to stabilization agreements. It is supplementary to

the royalty regime. Quarterly tax applied on operating
profit based on a sliding scale with rates ranging from
2% to 8.4%, depending on the company’s operating
margin. It is deductible as an expense for corporate
income tax purposes. Funds are considered federal
government revenue.

Modified Royalty

The Modified Royalty replaces existing royalty
and is applicable on operating profit, rather than
sales. It must be paid quarterly according to a
sliding scale with rates ranging from 1% to 12%,
depending on operating margin. There is a mini-
mum royalty equal to 1% of sales and is deduct-
ible for corporate income tax purposes. Funds are
considered regional government revenues in same
manner as existing royalty. 4

New Modifications to the Municipal Tax System

of Panama

by Javier Said Acufia and Raul Gonzalez Casatti, Rivera Bolivar y Castafiedas, Panama

By means of Agreement No. 73 of July 26, 2011,
published in the Official Gazette No. 26906-B, the
Panama City Council approved a series of modifica-
tions to some of the Tax Tables contained in Agree-
ment No. 40 of April 19, 2011, which resulted in a
tax reduction in some of the modified Charts, and
an increase in others, being the latter those that are
basically related to municipal public markets and
other entities and activities that are directly managed

by the City Hall.

In this sense, the Tables modified by this Agreement are:

Table 1 (Wholesale Establishments),

Table 2 (Retail Establishments),

Table 29 (Representation Agents and Distributors),
Table 81 (Farmers Market and other Municipal
Markets),

Table 82 (Street and Sidewalk Use),

Table 83 (Funerary services),

Table 84 (Soup Kitchens),
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m  Table 95 (Summit Gardens Park) and
m  Table 96 (Mi Pueblito), all of them contained in
Article 2 of Agreement No. 40.

It is necessary to remember that the Municipal Tax
Tables that impose taxes on lucrative businesses in
the District of Panama classify the taxpayers progres-
sively in different categories, according to their an-
nual sales or gross income. In this vein, the changes
made on these tables are directly reflected in specific
categories thereof.

First, Table 1 corresponding to Wholesale Establish-
ments, reflects a decrease with respect to the second
and third categories. In the second category, which in-
cludes those taxpayers with annual gross sales between
$1,000,000 and $4,000,000, a progressive tax decrease
between $200 and $400 is established, thus modifying
the previous range (between $250 and $500). In the
third category, there is a progressive decrease that estab-
lishes a maximum tax payment of $150 for those tax
payers with annual gross income of up to $1,000,000.

Table 2 covers the greatest number of lucrative activi-
ties taxed by the municipality, including activities like
retail stores, taxi businesses, consulting businesses,
perfume and cosmetics stores, jewelry stores, among
others. In the present Table, as well as in Table 1,
modifications are reflected in the second and third
categories. In this vein, we observe that the second
category, which includes taxpayers with annual gross
sales between $500,000 and $2,000,000, there is a
progressive tax decrease, with a tax range between
$200 and $400, instead of the previous range that
classified the taxpayers with a maximum tax payment
of $500. The third category of the present Table was
modified to a maximum tax payment of $175 thus
reducing the previous maximum amount of $190.

For the taxpayers engaged in the activities of Repre-
sentation Agents and Distributors listed in Table 29,
a tax decrease is introduced in relation to the first
category, which includes those taxpayers with higher
gross income, with a progressive decrease in such
category of the maximum tax to pay which will be

$1,500 for those taxpayers that report annual gross
incomes higher than $30,000,000.

Funerary Services, Municipal Public Markets
and Others

The rest of the modified Tax Tables are those which
establish fees and taxes to be paid for activities that
are directly managed by the Panama City Hall. In
those tables, unlike what happened with the tables
previously mentioned, there have been few changes,
however, they reflect an increase in charges, fees, and
all other taxes therein, in respect of services under Mu-
nicipal administration, such as the case of Municipal
markets (Farmers’ market, Seafood market, etc.), in
which some increases have been introduced regarding
the charges made by the City Hall to the markets’
operators. A similar situation can be observed with
some charges related to funerary services, and those
related to Summit Gardens Municipal Park and Mi
Pueblito Tourist Center.

The changes introduced to Tables 1, 2 and 29 by the
present Agreement became effective in November 1,
2011, and the rest of the Tables will be effective in
January 1, 2012.

The present modifications to the Municipal Tax Sys-
tem, are an addition to those previously introduced
by means of Agreement 95 of year 2011, about With-
holding Agents, a controversial issue that should be
studied deeply, regarding its application by the Mu-
nicipal Authorities in relation to the legal irregularities
(breach of law) that it would imply, in case there is
no amendment to Law 106 of year 1973 about the
Municipal Tax System.

The information previously stated is an indication that
Municipal Authorities are working in order to increase
the Municipal income to cover for the investments
needed in the District, therefore, we should pay special
attention not only to the possible changes that might
be introduced to the Municipal Tax System, but also
to the investments in infrastructures and projects de-

veloped by the City Hall that justify these measures. 4
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LATIN AMERICAN TAX & LEGAL NETWORK

ABOUT US

We are a network of advisors composed of Latin
American, Caribbean, U.S. and Canadian professional
firms. The network was formed with the goal of offering
the highest level advisory services in participating coun-
tries, with special emphasis on keeping our clients up
to date on the latest developments.

Our organizational structure allows us to share experi-
ences and professional know-how, always keeping in
mind the perspective and reality of each individual
country. Our experience with laws and tax cases at the
Hemispheric level, along with constant information
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sharing regarding the latest tax trends, ensure that our
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their tax issues.
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