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Funding considerations in Latin America
Issues
Tax treaty network
Political, social and economic environment

►

Funding alternatives are becoming more
complex

►

Specific tax rules in each LATAM country

►

Inflationary adjustments and hyper inflation
considerations

►

Currency devaluation

►

Substance and anti avoidance rules

►

Implementation of BEPS rules

►

Constant tax reforms in the region

►

Increased scrutiny by tax authorities for all
cross-border transactions

High withholding tax rates at source country under domestic law

Tax Considerations

►

Deductibility issues and formal or substance requirements

Strict foreign exchange control regimes and Central Bank registrations in some
jurisdictions
VAT and other indirect taxes

Transfer pricing and reporting obligations

Planning opportunities
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Funding through debt – interest deductibility considerations
►

►

Strictly indispensable
►

The interest should be generally linked to the business purpose of the entity and the generation of taxable income.

►

Some jurisdictions have deductibility restrictions for interest on loans used to carry out the following:
►

Dividend distributions or capital redemptions to shareholders

►

Debt - push down (i.e., acquisition of shares)

Thin capitalisation rules
►

Most LATAM jurisdictions have deductibility restrictions for loan exceeding a specified debt-to-equity ratio. In certain countries (i.e., Brazil)
this ratio may be decreased if the payments are made to tax havens.

►

Supporting Documentation
►

Most LATAM jurisdictions have formalistic documentation requirements that should be met to support deductions of interest expense,
including requirements for supporting documentation (legal agreement), invoicing (compliance with invoicing rules and taxpayer
information in the invoices), accounting records, transfer pricing requirements, and filing information returns.
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Funding through debt – interest deductibility considerations
►

Withholding taxes
►

►

In countries, withholding tax must be paid prior to taking a deduction of the interest expense
►

Countries such as Chile, Argentina and Peru, the withholding tax must be paid upon interest payment.

►

Countries such as Brazil and Mexico, the withholding tax must be paid at the earlier of the interest being paid or due.

►

In Colombia, the withholding tax must be paid upon accrual of interest in the accounting records.

Payment
►

Certain jurisdictions allow interest deduction on an accrual basis (such as Brazil, Mexico, Colombia, Peru and Venezuela) while other
countries require the payment of the interest (such as Chile and Argentina).

►

Controversy issues
►

Controversy risk on debt push down transactions

►

Payments to tax havens

►

Withholding tax on back to back loans or substance in treaty jurisdiction
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Funding through debt – interest deductibility considerations

►

Mexican BEPS rules
►

Mexico has recently introduced BEPS-inspired provisions which restrict deductibility of interest paid to a related party that controls or is
being control by the Mexican taxpayer under the following certain circumstances:

►
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a)

The payment is made to a foreign entity that is fiscally transparent, unless the shareholders or partners are subject to tax on the
income of this entity and the payment is made at arm’s length;

b)

The payment is not deemed to exist for tax purposes in the country or territory where the entity is resident; or

c)

The foreign entity does not recognise the payment as taxable income under the applicable tax rules.

Other LATAM jurisdictions are also in the process of introducing BEPS provisions in their domestic tax legislation.
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Transfer pricing issues
►

Most of the LATAM jurisdictions have introduced or are in the process of introducing transfer
pricing rules to regulate cross-border transactions between related parties. Most of these rules
include requirements for:

►

►

Contemporaneous documentation

►

Annual informative tax returns

In general, LATAM jurisdictions follow the transfer pricing guidelines outlined in the
Organisation for Economic Co-operation and Development (OECD) Model Convention, except
Brazil, which has its own methods.

►

In Brazil, transactions carried out with a resident of a low tax jurisdiction or a jurisdiction with a
privileged tax regime are subject to transfer-pricing rules, even if the parties are not related.

►

In Mexico, taxpayers are obliged to file a detailed return related to their transactions with

related parties and a quarterly report on relevant transactions, including transfer pricing issues.
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Funding through equity - key tax considerations

Funding Jurisdiction

Recipient Jurisdiction
Registration issues and reporting obligations

Foreign tax credit considerations or participation exemption
mechanism

Withholding tax on dividend distributions
Legal and business considerations on cash repatriation
Wealth or equity Tax

Double taxation treaties
(LOB provisions, shareholding requirements)

Capital redemption rules
Treaty network
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Funding through equity - withholding tax on dividends

►

►

►

Argentina

Mexico
10% withholding tax on individuals and on non-residents (including
permanent establishments). Applies to earnings from 2014.
Dividends could also include, among others: loans to shareholders, transfer
pricing adjustments by tax authorities, non-deductible expenses.

►

10% withholding on dividends.

►

In general terms, there is currently no relief under tax treaties.

►

If the dividend distribution exceeds the after tax accumulated taxable
income, a separate 35% withholding tax may apply to the excess (known as
“equalization tax”, regardless of the application of the 10% withholding tax
on dividends.

►

.

Special rules are applicable to capital redemptions. Capital redemptions
could be deemed as a dividend if certain requirements are not met.

Review holding company location for Latin
America and reorganisation alternatives for:
► Treaty network (LOB provisions)
► Substance considerations

►

►

►

Chile
General withholding tax rate to dividend distributions is 35%. However, credit
equal to the corporate tax paid is available.

► Foreign tax credit rules
► Source income rules

►

From 2017 and onwards the 35% overall taxation could be increase to
44.45% in some scenarios.

►
►
►

Special rules are applicable to capital redemptions. Capital redemptions
could be deemed as a dividend if certain requirements are not met.
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Peru

Profits distributed to non-residents and individuals are taxed under 4.1%.
Gradual increase from 4.1% to eventually 9.3% in 2019.
Loans granted to shareholders considered dividends.
Applies from earnings as of 2015.

Funding through equity - withholding tax on dividends
Colombia
►

►

Brazil

Withholding tax rates of 0%, 5%, 14% and 33% may apply depending on
the term, type of interest and the payee.
► 0% for certain qualified loans executed before December 31,
2010.
► 5% for loans with a term equal to or exceeding eight years which
are related to infrastructure projects.
► 14% for loans with a term equal or exceeding one year.
► 33% in other cases.
Withholding tax must be remitted when interest is accrued.

►

Dividends are generally exempted from taxes.

►

The general withholding tax rate on interest on net equity under domestic
tax law is 15%. However, the withholding tax rate may increase to 25% if
the recipient is resident in a low tax jurisdiction.

►

Tax treaty benefits may apply.

Review holding company location for Latin
America and reorganization alternatives for:
► Treaty network (LOB provisions)

► Substance considerations
► Foreign tax credit rules
► Source income rules
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Mexico- SOFOM
Overview
1. Foreign entity grants a loan to MexCo in exchange for a note 1.
2. Foreign entity transfers note 1 to SOFOM in exchange for a new note
2.
Main tax implications
► Thin capitalisation rules should not be applicable to
SOFOM.
► Interest paid by MexCo to SOFOM should not be subject to withholdin
g tax.
► Interest paid by SOFOM subject to withholding tax at the 4.9% rate, re
gardless of the tax residency of the
recipient. Transfer pricing i
s highly relevant to determine the purchase price of the original note.
Normally, cash is required.
► Interest paid or received by SOFOM should be exempted from VAT.
► Back to back rules should be carefully analysed.
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Foreign Entity

1. Debt Transaction

MexCo

2. Transfer of the note in
exchange for a new note

SOFOM

Brazil - export financing
Overview
►

Brazilian sub needs financing to fund export activities (e.g., expansion of
local plants and facilities for export or working capital).

►

Brazilian sub executes an interest-bearing export financing loan
agreement with foreign co to finance its exportations.

Foreign
company

Main considerations
►

►

Withholding tax of 0% on interest payments related to the export
financing.
Interest expenses should be deductible in Brazilian sub at 34% subject
to transfer pricing and thin capitalization rules.

►

Forex gains/losses can be taxed/deducted on a cash or accrual basis
(annual taxpayer’s election).

►

Possible tax sparing with treaty countries.
0% WHT is conditioned to the applicability of export financing proceeds
on the export transactions.
0% IOF if the minimum maturity period of the loan is longer than 180
days. If shorter, 6% IOF shall be levied on the principal amount.

►

►
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Interest
0% WHT

Export financing loan

0% IOF

Brazilian
Subsidiary

Brazil - Interest on Net (INE) payment
Overview

Capital contribution of LATAM subsidiaries to the Brazilian Company, in order to increase the
interest on equity basis for future INE distributions.
Mains Considerations
►

►

Brazilian legal entities are allowed to pay INE to shareholders based on their net equity
proportionately to the shareholding interest.

►

The rate applicable to the net equity attributable to each shareholder is a long term interest
rate provided by the Brazilian government (TJLP – currently 6.5%), but the amount payable is
limited to the greatest between 50% of the retained earnings and 50% of the current earnings.

►

Although INE payments to Foreign Company would be subject to 15% WHT (if the beneficiary is
located in a low tax jurisdiction, the applicable rate would be 25%), they would be deductible
at 34% up to the aforementioned limitation (assuming that Brazilian Company would be under
Actual Profit Method for Corporate Income Tax purposes), resulting in a 19% arbitrage.

►

CFC rules should be considered.

►

Exit strategy: capital redemption at book value.

►

Capital gains on transfer of subsidiaries should be considered.

►

PIS/COFINS on foreign exchange fluctuation on equity investments in LATAM should be further
investigated.
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Foreign company
Contribution
of LATAM subsidiaries

INE Payment

Brazilian company

LATAM subsidiary
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LATAM subsidiary

LATAM region – debt push down
Overview

Foreign Holding
Company

Foreign Holding Company transfers shares of a LATAM Operating
Company 2 to LATAM Holding/Operating Company 1 in exchange
for a Note.
It could be therefore analyzed if LATAM Operating Company 2 can
be merged into LATAM Holding / Operating Company 1.

►

►

Overseas
LATAM

Interest

LATAM Operating
Company 2

Level of
substance
required

Interest non
deductibility
risk (1)

Mexico

High

High

Yes

Yes

Yes

Yes

Brazil

High

High

Yes

Yes

Yes

Yes

Chile

High

Low

Yes

Yes

Yes

Yes

Argentina

High

High

Yes

Yes

Yes

Complicated

Peru

High

Low

Yes

Yes

Yes

Yes

Country
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Same
country (2)

Different
countries (3)

Note

Sale of shares

Interest
subject to
arm´s length
principles

Capital gains

LATAM Holding /
Operating
Company 1

Tax free
merger

LATAM Operating
Company 2

Notes:
(1) Is the interest expense on a loan derived from the acquisition of shares deductible? (At least
more likely than not position.) If so, what is the risk level of the transaction? Low medium high?
(2) When LATAM Operating Company 2 is domiciled in the same jurisdiction where LATAM
Holding / Operating Company 1 is located.
(3) When LATAM Operating Company 2 is domiciled in different jurisdiction where LATAM
Holding / Operating Company 1 is located.
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