
Practical Mexican Tax Strategies  © Thomson Reuters/WorldTrade Executive 2010 �

RepoRt on tax planning foR inteRnational Companies opeRating in mexiCo

continued on page �0

continued on page �3

In ThIs Issue

May/June 2010
Volume 10, Number 3

employee stock Plans in 
Mexico
Strategies reviews the taxation of 
employee stock plans in Mexico in part 
two of a two-part series.
Page 1

Flat Tax and Acquisitions
Strategies explores the tax issues 
inherent in acquisitions by foreigners 
involving Mexican based entities in 
light of prevailing flat tax rules.
Page 1

Mexican holding Companies
Strategies evaluates the benefits of 
Spanish companies investing in 
the U.S. through Mexican holding 
companies and also the possibility 
of U.S. investment in Spain through 
Mexico.
Page 5

non-Performing Loans
Strategies reviews one of the most 
common ways in which non-residents 
have been investing and doing 
business in Mexico which is through 
acquisition and sale transactions 
of non-performing loans (NPLs) 
portfolios. 
Page 7

Table of Contents on Page 2

WorldTrade Executive

PRACTICAL  MEXICAN
             TAX STRATEGIES

WTE

Taxation of Employee Stock 
Plans in Mexico—Part 2

By JaiME GonzálEz-BéndikSEn and GRaciEla diEdRich 
(BakER & MckEnziE México)

In the article published in the last edition of Strategies, we discussed em-
ployee stock options and employee stock purchase plans.  In this second part 
we will address the Mexican income tax effects derived from restricted stock 
units and restricted stock plans, in which individuals that are residents of 
Mexico participate. 

As we indicated in our first article, individuals resident of Mexico are 
taxed on their worldwide income, whether received in cash, in-kind, in credit, 
in services, or otherwise.  

Restricted Stock Unit Plans 
Typically, under a restricted stock unit plan, the parent company grants to 

the employees of the multinational group the right to receive cash or shares of 
the parent company, in an amount equivalent to the parent company’s shares 

Mexico’s Flat Tax and How It 
Impacts Acquisitions

By RicaRdo REndón and ERicka GonzálEz 
(chEvEz, Ruiz, zaMaRRiPa y cia., S.c.)

Tax issues may influence the decision of how to structure overseas acqui-
sitions by non-Mexican residents. Companies seek to design an acquisition 
structure to be business wise and tax-efficient. This article explores the tax 
issues inherent in acquisitions by foreigners involving Mexican based entities, 
specifically addressing the main tax implications existing in an asset acquisi-
tion (tangible and intangible) through a Mexican subsidiary vs. a straight stock 
acquisition of a preexisting Mexican corporation, in light of prevailing flat tax 
rules.

We will also mention the main tax implications for income tax purposes in 
the alternatives reviewed: an asset acquisition vs. a stock acquisition.

Overview of Mexico’s Flat Tax Rules
On October 1, 2007, the Mexican government published the Business Flat 

Tax Law (“Ley del Impuesto Empresarial a Tasa Única” or “Ley del IETU” as 
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Due to prevailing flat tax rules, an asset sale 
may be highly tax inefficient for the Seller if 
related to assets acquired before January 
2008, but efficient for the buyer.

Flat Tax from page �
per its Spanish acronym), which came into effect 
starting January 1, 2008. This tax is a form of al-
ternative minimum or “control” tax that coexists 
with the corporate income tax, which replaced the 
“tax on assets”. 

This tax is mandatory for Mexican corpora-
tions and individuals, as well as for non-Mexican 
residents with a permanent establishment in 
Mexico on a cash-flow basis, and on worldwide 
business income deriving from the transfer of 
goods, the rendering of services and the leasing 
of goods (all these activities as defined by the 
Value Added Tax Law), subject to certain excep-
tions. If income tax is higher than the business 
flat tax, only the former is paid; on the contrary, 
if business flat tax is higher than the income tax, 
the latter is paid, and the business flat tax is paid 
solely with respect to the excess of this tax over 
the income tax liability. For 2010 and onwards, the 
tax rate is 17.5%.

The tax basis is determined by deducting 
from taxable income certain allowed expenses 
and investments, such as general administration, 
sales and production expenses and costs, includ-
ing expenses related to the acquisition of goods, 
land and buildings (i.e. upfront deduction of full 
prices instead of depreciation over time), services 
expenses, rental payments, subject to compliance 
with tax requirements. Taxpayers may also deduct 
royalties in certain cases, local and federal taxes 
(with certain exceptions), authorized gifts and 
donations subject to certain restrictions, consider-
ations paid for the right to governmental conces-
sions, and losses related to bad debts (subject also 
to certain limitations), among others.

There are tax-exempt transactions, including 
leasing activities carried out between related par-
ties that result in royalty payments; financing ac-
tivities that give rise to interest payments (except 
in the case of financial entities); occasional activi-
ties undertaken by individuals; income obtained 
by Mexican entities where non-resident exempt 
pension funds have an interest stake (subject to the 
same conditions provided for in the Income Tax 
Law for such purpose), and the sale of certain se-
curities such as shares, among others. Tax-exempt 
transaction payments cannot generate deductible 
expenses, as it is a requirement that deductible 
cash payments are made for taxable concepts.

With respect to the acquisition of assets, prior 
to the enactment of the law, there were three main 
rules applicable:

a) “New investments” made in the last quarter 
of 2007 (September-December 2007), other than 

land: these new investments can be deducted in a 
three-year period (adjusted by Mexican inflation), 
starting year 2008. New assets were those used for 
the first time in Mexico.

b) Assets acquired from January 1, 1998 
through December 31, 2007, other than land and 
assets that qualified as “new investments” as 
mentioned above: there is a transitional ten-year 
credit available up to 50% of the value of the un-
depreciated balance of the assets as of December 
2007. Therefore, 50% of such un-depreciated 
balance is lost. The transitional credit may be de-
ducted annually up to 5% to the extent the assets 
are not sold; otherwise, the unused credit balance 

is lost. This credit may only offset the flat tax due 
in a given year, as it is not a deduction that may 
generate a IETU loss (deductions in excess of tax-
able income).

c) Assets acquired from January 2008 and 
onwards, including land: a full deduction is al-
lowed (including land) in the year of acquisition. If 
deductions exceed taxable income in a given year, 
such IETU loss can be carried forward via credit-
ing against flat tax liabilities during the following 
ten tax years, until exhausted. Until 2009, the 
referenced IETU loss could also offset the income 
tax liability of the current year, which is no longer 
allowed as a result of the 2010 Tax Reform.

As you can see, due to prevailing flat tax rules, 
an asset sale may be highly tax inefficient for the 
Seller if related to assets acquired before January 
2008, but efficient for the Buyer (a full upfront 
deduction on the purchase price paid). 

Moreover, the taxpayer can take tax credits 
against the flat tax due in a given year for the fol-
lowing concepts: 

(i) Income Tax Credit
Considering that this tax is intended as an 

alternative minimum tax vis-à-vis the income tax, 
the annual income tax determined by a taxpayer 
for each year is allowed as a credit against the flat 
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tax, unless income tax is “paid” through credits 
or reductions allowed by the tax laws, other than 
those expressly provided by law. Taxpayers may 
also credit, in certain cases, the tax paid upon 
distribution of dividends (untaxed retained earn-
ings) in each year.

(ii) Flat tax NOL’s credit
In case deductions exceed the taxable income 

for a given year, such excess deductions generate 
a credit that may be carried forward up to ten 
years against flat tax liabilities, until exhausted, 
save for cases in which the activity of the taxpayer 
derives from the exploitation of a governmental 
concession, in which case the credit may be carried 
forward for the same term of the concession.

(iii) Wages credit
In order to eliminate any adverse implication 

from the non-deductibility of wages and related 
contributions provided by law towards the income 
tax, taxpayers are allowed to claim a credit on 
taxable wages and social security contributions. 
However, the credit is not allowed for tax-exempt 
salary/wages payments.

(iv) Inventories credit1 
Taxpayers can claim a tax credit up to 60% of 

the value of inventories held as of December 31, 
2007 during a ten-year period, subject to Mexican 
inflation. A 6% credit may be deducted annually. 
Land and buildings may also be considered as 
merchandise when they were acquired for their 
future resale as part of the main course of busi-
ness of the taxpayer, provided that upon their 
acquisition, the one-time full deduction option 
established under the Income Tax Law was not 
elected.

(v) Income tax NOL’s credit (generated from 
2005 to 2007)1

A yearly credit system is also available with 
respect to net operating losses determined for 
income tax purposes from year 2005 to 2007, to 
the extent losses resulted from the one-time depre-
ciation deduction of investments allowed by the 
Income Tax Law, as well as those determined as a 
result of the one-time full deduction election avail-
able for the acquisition of land when acquired, to 
the extent such assets continued to be owned by 
the taxpayer as of December 2007.  A tax credit is 
allowed up to 50% of the value of unused balance 
of “adjusted net operating losses” (adjusted by 
Mexican inflation) determined in 2005, 2006 and 
2007 for a ten-year period (5% annually). There-
fore, 50% of such balance is lost. 

Stock Acquisition
When a non-Mexican resident is evaluating 

acquiring shares issued by an ongoing Mexican 
corporation, the following upsides and/or issues 
have to be considered:

— For business flat tax purposes, the sale of 
shares is a tax-exempt transaction, and therefore 
neutral for the Seller. However, Buyer inherits 
the tax attributes of the underlying assets for flat 
tax purposes and does not obtain a deduction on 
the purchase price paid in the year of acquisition. 
Buyer inherits the transitional ten-year credit 
available up to 50% of the value of the un-depre-
ciated balance of assets as of December 07, which 
as explained previously is available to the extent 
the asset is not sold (otherwise, the unused credit 
balance is lost). Also, if applicable, Buyer inherits 
the transitional ten-year credits related to inven-
tories and income tax NOL’s credit (generated 
from 2005 to 2007) referred to previously in the 
IETU section.

— Dividends distributed by Mexican corpora-
tions to non-Mexican residents are not subject to 
Mexican income tax withholding. Mexico taxes the 
profits generated by Mexican corporations only at 
the corporate level. Corporate income tax is paid 
when dividends are paid in excess to the CUFIN 
balance (retained taxed earnings account).

— All inside tax attributes of the target compa-
ny remain unchanged, such as CUFIN and CUCA 
(paid-in capital account) balances, unused carry 
forward tax losses (subject to certain limitations), 
value added tax (VAT) charges, income tax credits, 
favorable balances, etcetera. Therefore, new share-
holders may benefit from such concepts. 

— The acquisition of shares or capital contri-
butions made by non-Mexican residents is a VAT-
exempt transaction. Additionally, VAT shifted to 
the Mexican corporation by third parties and VAT 
paid on imports pending to be credited at the 
date of the acquisition can be credited after the 
acquisition date.

— No real estate transfer tax (“ISAI”) is due 
on the disposal of shares.

Likewise, certain downsides and/or issues 
may be triggered under an acquisition of stock 
scenario:

—  Shareholders assume actual and contingent 
tax liabilities recorded as of the acquisition date, 
which may impact the purchase price (escrow ac-
counts) and may cause unintended exposure. De-
tailed due diligence (financial, corporate and tax) 
advice must be addressed and indemnification 
from the selling shareholders must be requested 
regulating a broad indemnity for any failure to 
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Regarding the flat tax, buyers may want to 
buy assets rather than shares because the 
buyer will get a full deduction of the cash 
payment made for the assets.

comply with all tax obligations (including tax 
payments) that the Mexican tax authorities may 
successfully claim from the Mexican company for 
any periods preceding the date the acquisition is 
made.

— For depreciation purposes, basis of assets 
is carryover. Buyer does not get step-up in assets 
basis for income tax purposes.

— If any, tax elections made by the Mexican 
corporation prior to the acquisition date cannot 
be changed after the acquisition, as in most of 
the cases, tax elections must remain unchanged 
by the taxpayer.

— The tax cost basis of shares acquired is a 
non-deductible upfront deduction. Deduction is 
allowed upon the disposal of the Mexican shares 
in order to determine the corresponding capital 
gain or loss (gross proceeds less the adjusted 
basis on shares sold, if applicable). Please note 
that domestic legislation does not provide for 
recharacterization or election rules to treat a stock 
acquisition as an asset deal.

Asset Acquisition
When a non-Mexican resident wishes to 

acquire the assets (tangible or intangible) of the 
target company, as opposed to acquiring stock, 
the following upsides and/or considerations may 
be encountered:

— The need to use a special purpose vehicle to 
make the assets’ acquisition (i.e. to set up a newly 
formed Mexican subsidiary). Mexico offers differ-
ent types of entities and partnerships to conduct 
business activities in Mexico. In this context, a U.S. 
investor may elect to set up a Mexican limited li-
ability company (“Sociedad de Responsabilidad 
Limitada” or “S. de R.L.”) to be able to make the 
check the box election for purposes of considering 
the Mexican subsidiary as a pass-through vehicle 
(partnership) under U.S. tax legislation.

— Protects the Buyer from unexpected liabili-
ties associated to stock acquisitions.

— When an acquisition is considered a trans-
fer of an “ongoing business”, the Buyer inherits all 
past tax liabilities in connection with the activities 
performed in such business when it was owned by 
a different person, up to an amount not in excess 
of the value of that business. Generally speaking, 
partial transfers of assets should not be viewed 
as a transfer of an “ongoing business”; however, 
each case must be analyzed in order to measure 
the level of risk of each specific transaction.

— Tax elections made can be changed by 
the new owner based on new business and tax 
decisions. 

—  Buyer gets step-up basis of assets acquired 
for income tax purposes.

— Regarding the flat tax, Buyers may want to 
buy assets rather than shares because the Buyer 
will get a full deduction of the cash payment made 
for the assets. As mentioned previously, the excess 
of deduction over taxable income may generate a 
IETU loss that can be carried forward via crediting 
against flat tax liabilities during the following ten 
tax years, until exhausted.

Similarly to the abovementioned first alterna-
tive, some downsides and/or considerations may 
be applicable in an asset deal:

— As regards the flat tax impact, the Seller is 
hit with such tax because the sale beginning 2008 
of assets acquired before January 2008 is penal-
ized, as there would be no basis to reduce the 
proceeds from the sale. In addition, as previously 

mentioned, for flat tax purposes, there will not be 
a depreciation deduction for the Seller except for 
a 5% credit (transitional 10 year credit) that will 
be lost when the assets are sold.

— Any excess of the purchase price paid over 
the fair market value of the assets is typically con-
sidered as goodwill. Pursuant to statutory laws, 
good will is a non- deductible expense.

—  The Mexican’s company tax attributes 
cannot be transferred to the Buyer: CUFIN and 
CUCA balances, unused carry forward tax losses, 
VAT charges, income tax credits, favorable bal-
ances, etcetera.

— The Buyer entity that acquires immovable 
property (land and attached buildings) would be 
liable to the real estate transfer tax (“ISAI”). The 
tax is levied at the local level and determined by 
applying the local rate over the taxable value (the 
greater amount between the purchase value and 
the cadastral value) of the immovable property. 
The rates vary between 2% and 4% depending 
on the state the property is located, plus approxi-
mately another 2% to 3% of notary fees.

— For income tax purposes, purchases of mer-
chandise are a non-deductible upfront deduction. 
Deduction is allowed at the time goods are sold, 
rather than at the acquisition date.
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— VAT may be triggered at the rates of 0%, 
11% or 16% (general rate) on a cash-flow basis. 
The rate will depend on the nature of assets 
transferred and on the location of the referenced 
assets. VAT passed-on to the Mexican subsidiary 
acquirer and/or paid on imports of goods and 
services is creditable against VAT due on its own 
taxable activities, or reimbursable, at taxpayers’ 
election, to the extent the taxpayer is engaged in 
VAT activities.

— Assignment of leases and contracts, and 
other legal issues (i.e. adverse commercial conse-
quences) must be addressed, which may be costly 
and time-consuming.

Leverage Buy Out
Mexico had thin capitalization rules in 

place beginning in January 2005 that have been 
amended in 2006 and 2007 in order to restrict 
implementation of aggressive financing structures 
which increased financing expense of Mexican 
companies with a corresponding relocation of 
financial resources in other jurisdictions. Com-
pliance with thin capitalization rules is needed 
besides the general requirements established by 
law to claim interest deductions (to have sup-
porting documentation, recording the transaction 
for book purposes, having agreed market value 
interest payments, making withholdings, filing 
informative returns, etc.).

 Mexican tax laws contain rules concerning 
the deductibility of interest expense deriving from 
intra-group financing. Especially, interest deriv-
ing from loans granted by foreign related parties 
in excess of the debt to equity ratio (the debt is 
more than 3 times the equity at the year-end in 
the calendar year) are regarded as a non-deduct-
ible expense. In Mexico, the interest limitation 
rules do not apply to Mexican related parties’ 
indebtedness and unrelated party indebtedness 
(i.e. bank financing).

In this context, only foreign related party 
debt financing may be harmful. Under the in-
terest deduction limitation rules, for purposes 
of determining the 3:1 debt/capital ratio, debt 
includes all interest-bearing debt, regardless of 
the tax residence or the relationship between the 
borrower and the lender. The duration of the debt 
financing is irrelevant. 

Pursuant to the interest limitation rules, tax-
payers can obtain an advance ruling on matters 
of transfer pricing with related parties, where 
they prove the necessity of requiring more lever-
age based upon their business activity, therefore 

being allowed to exceed the equity to aggregate 
debts 3:1 ratio. 

In addition, in a shares deal, the purchase 
price paid for the shares cannot be “pushed 
down” or allocated to the underlying assets of 
the Mexican target entity. In fact, as mentioned 
previously, the tax cost basis of shares acquired 
is only allowed as a deduction upon the disposal 
of the Mexican shares in order to determine the 
corresponding capital gain or loss (gross proceeds 
less the adjusted basis on shares sold, subject to 
compliance with specific tax requirements).

As a consequence, in a leverage buy out, 
the challenge is how to push down the interest 
deduction to offset the tax profits of the Mexican 
target entity. 

Mexican tax consolidation rules can mitigate 
this issue as tax losses and/or profits of both the 
holding company and its subsidiaries would 
be considered to determine the corresponding 
consolidated income tax. The Mexican holding 
company must request authorization from the 
Mexican tax authorities to consolidate its tax 
results together with eligible subsidiaries. How-
ever, a consolidated tax return includes solely 
the corporate income tax for the Mexican group, 
excluding the flat tax. 

Derived from the 2010 Tax Reform, starting 
in 2010, the recapture taxes due from consolida-
tion have to be paid once a five-year period has 
elapsed. Accordingly, even though the benefits 
of the consolidation regime such as offsetting net 
operating losses incurred by one entity against 
profits of another entity, as well as the tax-free 
dividend payment between entities of the group 
when distributed out of retained taxes earnings, 
remain in place; the tax-deferral benefits resulting 
from the consolidation regime are now limited to 
five-year periods, subject to a set of unclear and 
complex transition rules that need to be reviewed 
in a case by case basis.

Interest payments from Mexican corporations 
to non-residents are subject to Mexican income tax 
withholding. The withholding tax rate normally 
depends on who is the effective beneficiary of the 
interest income. Under the local income tax law in-
terest payments made to foreign registered banks 
before the Mexican tax authorities are subject to 
a 4.9% withholding rate. Interest derived from 
the typical foreign parent-Mexican corporation 
debt would be subject to a 30% withholding rate, 
which may be subject to reduced withholding 
tax rates provided in tax treaty provisions. For 
instance, under the U.S.-Mexico tax treaty, the 
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30% rate is reduced to 15% for this type of inter-
est payments.

Lastly, regarding flat tax as previously men-
tioned, interest payments are non-deductible.

 As it can be seen, significant tax issues have to 
be analyzed if a Mexican investment is envisioned 
by foreigners. In this article we have discussed the 
most common concerns which are faced in stock 
acquisitions towards asset acquisitions; however, 
a case by case transaction analysis is needed to 
structure a potential Mexican acquisition.

1  This benefit is contained in a Presidential Decree 
issued on November 5, 2007 as a tax incentive, as this 
benefit is not allowed under statutory law.

Ricardo Rendón (rendon@chevez.com.mx) and Ericka 
González (igonzale@chevez.com.mx) are Partner and 
Associate, respectively, of the firm Chevez, Ruiz, 
Zamarripa y Cia., S.C., in Mexico City. 

Tax Credits

As a direct or indirect consequence of the 
globalization of economies, entities around the 
world have tended to increase their foreign-
sourced income stemming from transactions with 
entities based overseas. In this regard, foreign 
jurisdictions regularly impose taxes on income 
sourced within their territories, while at the same 
time the home jurisdiction likely imposes a levy 
on the same income.  Income tax systems that tax 
residents on worldwide income either exempt 
foreign source income from taxation (exemption 
systems), or offer a foreign tax credit (“FTC”) 
mechanism to mitigate the potential for double 
taxation (credit systems).  Under a credit system, 
a foreign tax credit typically is available for taxes 
of a similar nature to the tax being reduced by the 
credit (i.e., taxes based on income).  The credit is 
often limited to the amount of income tax attrib-
utable to foreign source income. This limitation 
may be computed by country, class of income, 
overall, and/or another manner.  Most income 
tax systems consequently contain rules defin-
ing the source of income (domestic, foreign, or 
by country) and the timing of recognition of in-
come, deductions, and taxes, as well as rules for 
associating deductions with income.  Conceptu-
ally, then, the FTC is intended to prevent dou-
ble taxation, while ensuring that foreign source 
income is taxed at least to the same extent as it 

would have been taxed on a home country basis. 
In other words, the FTC allows taxpayers to take 
a credit for foreign taxes paid on foreign source 
income and use it to offset their home country 
income tax liability on that same income.

In general terms, there are two types of FTCs 
-- direct credits and indirect credits -- and both 
are critical to taxpayers operating abroad be-
cause they alleviate the burden of paying income 
tax to both the foreign and the home jurisdiction 
on the same income. 

The direct FTC may be claimed by the per-
son or entity upon which the foreign tax is legal-
ly imposed; the most common examples of direct 
FTC are income taxes on foreign branch income, 
as well as withholding taxes on foreign divi-
dends, interest, royalties, and service payments, 
provided that the tax is imposed on the income 
recipient rather than on the payor. 

On the other hand, the indirect FTC allows 
shareholders a credit applicable when dividends 
from foreign subsidiaries are received. In gen-
eral terms, the amount of FTC is the proportion-
ate share of the foreign income taxes paid by the 
foreign subsidiary on the income distributed to 
the shareholder. 

In light of the above, although the foreign tax 
credit is simple in concept, its computation can 
be complex.

Navigating the Mexican and the U.S. Foreign Tax Credit
By adRiana RodRiGuEz, MaRio alBERTo GuTiERREz and SERGio luGo 
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