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Prorated Expenses,
Finally Deductible

As of October 17, 2014, expenses incurred abroad on a prorated basis with parties that are
not income tax payers in Mexico will be fully deductible to the extent certain requirements
are met. The foregoing is pursuant to a new rule issued by the Mexican Revenue Service
Administration (“SAT") and published in the Official Gazette on October 16, 2014.

This new rule is very positive for Mexican affiliates of multinational corporations that
throughout the years have struggled with the tax treatment of intercompany charges made
on a prorated basis.

For decades the Mexican Income Tax Law (“MITL") has prohibited the deductibility of said
expenses, which has forced taxpayers to either treat legitimate expenses as non-deductible
or to challenge the legal provisions in litigation.

The issuance of this rule is a bold step by SAT, given that the deductibility of these payments
is disallowed by statute, but it is also an appropriate and well-justified measure, considering
that the Supreme Court on March 19, 2014 had issued a judgment in which it concluded that
the prohibition set forth in the MITL shall not be seen as an absolute prohibition, and that

in fact the deductibility of such expenses should be allowed if the corresponding expense
meets the following three-pronged test:

(1) That the transaction that originates the expense is agreed on an arm'’s length basis and
complies with transfer pricing rules;

(2) That the taxpayer has all the necessary documentation so it can be demonstrated
that: the transaction is authentic, the amounts are correct, it is a strictly indispensable
expense, it has a reasonable business purpose and it is based on objective tax and
accounting criteria; and

(3) That there is a reasonable relation between the expense incurred and the benefit
received by the taxpayer.
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The new rule adopts the foregoing principles, elaborating on the details to comply with
each of them, and also includes two new requirements: (1) that the recipient of the
expense must be a resident of a country that has entered into a tax information exchange
agreement with Mexico, and (2) that if the payment is made in consideration for services,
that the services were effectively rendered.

Although some of the terms used in the rule are not totally clear (i.e. “objective tax and
accounting criteria’ “reasonable and adequate relation between the expense and the
benefit”), the sole possibility for Mexican companies of deducting expenses determined
on a prorated basis, without being totally exposed to a disallowance of the deduction and

a consequent tax assessment, is a good step forward.
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