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Debt Collection in Latin America

By David Franklin and Romelio Hernandez

l. Introduction

International commerce and global trade brings with
it not only the anticipated profit and paralleled business
opportunities, but also the prospect of uncollected trade
debt: it exposes the supplier of goods and services to
financial risk. A creditor is then faced with a search for
unencumbered assets of a debtor, most likely outside the
creditor’s own jurisdiction.

In an international contest, the creditor is faced with
certain challenges that it would not find in a wholly do-
mestic dispute. This article serves to outline certain of the
obstacles to international debt collection.

International commercial debt recovery is similar to
three-dimensional chess, with the law of the creditor, the
law of the debtor, and international treaties taking impor-
tant roles.

Take, for example, a default judgment rendered in
New York against a Mexican company. Can such a judg-
ment be domesticated and recognized in Mexico? Ques-
tions that might arise are the following:

e Is there sufficient connection of the Mexican com-
pany with New York?

* Was there proper service according to the Hague
Convention of Service of Legal Proceedings?

¢ Was there sufficient and proper notification?

* [s the judgment fair and not against Mexican law?

Il. Various Considerations

The following might be useful in considering the han-
dling of an international debt collection.

A. Contingent Fees

In Canada and the United States, it is common prac-
tice to forward and accept claims between forwarders and
attorneys and creditors on a purely contingent basis; that
is “no recovery, no fee.”

However, there are many countries where the laws or
rules regulating the conduct of attorneys prohibit accep-
tance of such mandates. In such a situation, lawyers must
act on an hourly basis. Lawyers who accept claims on an
hourly rate will, invariably, require an advance retainer
against such fees.

B. Choice of Foreign Attorney

Selecting a lawyer in a foreign country must be care-
fully considered. Competency, reliability and honesty are

critical. Also, to find a law firm that is willing to accept
claims on a purely contingent fee basis, and that is enthu-
siastic in doing so, is another challenge.

That is another reason for joining the Creditors Rights
Committee of the New York State Bar Association: This
Committee is partly dedicated to international commer-
cial debt recovery, and its members can be a resource for
finding and vetting foreign lawyers experienced in debt
collection.!

C. Power of Attorney

In Mexico and most of the Latin American countries,
authorizing a foreign attorney might require a formal
power of attorney, which must be executed before a no-
tary public, accompanied by a certificate of the Secretary
of State of the jurisdiction where the notary practices, and
then sometimes authenticated by the consulate or em-
bassy of the foreign country where the foreign attorney is
located. This, however, might create problems of having
to prove foreign law regarding the power of attorney, or
having to conform with local rules where use of the pow-
er of attorney or enforcement is sought, based on different
governing law principles.

One alternative to avoid the problem is to look into
International Conventions that might provide guidance as
to the proper legal form that will be recognized in Latin
American countries. The first is the Inter-American Con-
vention on the Legal Regime of Powers of Attorney to be
Used Abroad, which was adopted by OAS members on
30 January 1975, in Panama City. To this day, most Latin
American countries have adopted this Treaty, but Canada
and the USA are not signatories. The second is the Pro-
tocol on Uniformity of Powers of Attorney to be Used
Abroad of the Pan-American Union (now OAS), also
known as the Washington Protocol of 1940. This Treaty
has a longer history and thus interpretation by courts
might be more consistent and reliable, such as the case
of Mexico, where the Supreme Court has ruled and con-
firmed the scope and applicability of powers of attorney
executed abroad under the Washington Protocol in rela-
tion to powers of attorney executed in Mexico under do-
mestic laws. The difference here is that the USA is part of
the Treaty, and therefore powers of attorney to be signed
in the USA can be executed under the Washington Proto-
col. The question is then left for Canadian parties (since
Canada is not a signatory to this Treaty): would it be wise
and possible for Canadian parties to grant powers of at-
torney in the USA under the Washington Protocol instead
of executing them in Canada?
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As stated above, after a power of attorney is ex-
ecuted, authentication will be required. The method of
authentication is determined by the country in which the
document is intended for use.

The first method of certification is by obtaining an
Apostille certificate, which is provided for under the
Hague Convention Abolishing the Legalization of For-
eign Public Documents (“HLC”). The Department of
State office where the Notary Public is commissioned is
responsible for providing said certificate. The purpose of
the Apostille is to certify the authenticity of the signature
and capacity of the public official (Notary) who signed
the document, as well as the authenticity of any stamp
or seal affixed to the document. This simpler form of
authentication only applies to the approximately sixty
member countries and states which are currently signa-
tories to the HLC. The United States is a signatory to the
HLC, but Canada is not.

Furthermore, a Letter of Authorization by the credi-
tor addressed to the foreign attorney might suffice to
demonstrate to the debtor that, indeed, the foreign at-
torney has authorization to negotiate on behalf of the
creditor. This Letter of Authorization might be enough
to attempt pre-legal collection efforts, but not necessarily
sufficient to begin formal legal proceedings.

Without this power of attorney or Letter of Au-
thorization, as the case may be, the claim often cannot
progress.

D. Arbitration Clause

Quite often, the creditor has, in its terms and condi-
tions, an arbitration clause providing for arbitration in
the jurisdiction of the creditor. There, again, such a clause
must be adhered to and legal proceedings instituted in
the jurisdiction of the debtor may be dismissed. Such
clauses are valuable in complex commercial matters and
especially if the creditor feels uncomfortable suing in the
jurisdiction of the customer/debtor-to-be.

It is questionable whether an arbitration clause is ef-
fective in modest claims of, say, $100,000.00 or less. Arbi-
tration entails the expenses of the arbitrator (there might
even be three involved on the panel). In addition, the
arbitration award would then have to be homologated
in the country of the debtor in order to be considered
as a judgment. This means that creditors will end up
retaining and paying two attorneys: one abroad where
arbitration is conducted, and another one locally, where
enforcement is sought.

Based on the writer’s experience, very often the
creditors for modest claims regret that there is an arbitra-
tion clause. However, if there is one, it cannot be ignored
and, taking legal proceedings before the ordinary courts
would, invariably, be met with an application to dismiss.

Another question is raised with clauses that provide
for arbitration as an option to the moving parties. In the
case of Mexico, clauses that give exclusive option to one
of the parties to select jurisdiction and venue are deemed
null and void. It is therefore wise to confirm the validity
of such clauses in each jurisdiction where enforcement
will be sought, and to consider an exit strategy where
such a clause might pose problems. More on this will be
discussed below in Part IL.F.

E. Applicable Law

Although the creditor may have agreed in a contract
or a credit application as to which law applies in the
event of a dispute, usually the contractual basis is merely
an exchange of a purchase order, confirmation and in-
voice, where there is total silence to the applicable law.
The question, therefore, becomes: Where was the contract
made and, therefore, which law applies? One cannot as-
sume that the legal system of the debtor will be similar to
that of the creditor. And where governing law has been
agreed to, how are these governing law clauses interpret-
ed or enforced in the local courts? Is foreign law easily
proved in Latin American countries? What are the con-
sequences of affording jurisdiction to the courts in Latin
America, but subjecting the transaction to some foreign
law? Is this always the best strategy?

F. Choice of Jurisdiction Clause

Quite often in the contract, the creditor and debtor
have agreed that all disputes will be heard before a court
of competent jurisdiction, for example, New York. This
clause cannot be ignored by taking proceedings initially
in Mexico, where the debtor is located. The lawyer for the
defendant will raise this as a preliminary objection and
have the case dismissed.

One issue of importance is the validity of jurisdiction
clauses. Are any and all jurisdiction clauses recognized
as valid and enforceable in Latin American countries?
Are there any constraints, requirements, or minimum
formalities that must be met in order for such clauses to
be considered valid and enforceable? The case of Mexico
provides just one example: Jurisdiction clauses will only
be deemed valid as long as both parties “clearly” and
“conclusively” waive any jurisdiction afforded to them by
the local governing law, provided that they choose a ven-
ue where any of its domiciles is located, or where any of
the obligations from the parties are to be performed. Are
there any such requirements under other Latin American
countries that we should be aware of?

Another problem might also come in terms of op-
tional jurisdiction and venue clauses. As stated above,
clauses that give exclusive option to one party to select
jurisdiction and venue are deemed null and void in
Mexico. What happens when we already have a defective
clause (such as this or the one discussed in the previous
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paragraph) and we have to decide where to sue? What
local remedies would allow creditors the best strategy

for reliability? Using preliminary proceedings for formal
recognition of debt as a way to confirm jurisdiction might
provide an answer in some cases, without adding the
risks of dismissal as to the merits of the case will not be
ruled on by the Mexican courts. What happens in other
Latin American countries? Are there any other strategies
that could work as a possible solution?

G. Statute of Limitations

Be aware that claims can be time barred and that the
time period might be different from that of the jurisdic-
tion of the creditor. An interesting question is whether
the prescriptive period follows the law of the contract or
that of the jurisdiction where the dispute is being heard.
Is prescription (limitation) a substantive or a procedural
issue to be considered?

H. Foreign Language

Documents which are in English will invariably have
to be translated by an official court translator into Span-
ish in Latin American countries, the official language of
most such countries except Brazil, where Portuguese is
the official language. It is generally not sufficient for the
creditor to provide a translation, since the translation
must be an authentic translation approved by the foreign
court, even though this is at an additional cost. Trials will
be held in the official language where the case is brought.

.  Claiming Attorney and Collection Charges, etc.

Just because it is written in the contract, not every
jurisdiction will award attorneys’ fees, interest, adminis-
tration charges, etc. This is all the more the case for pen-
alty clauses, which may be regarded as against the public
order of the foreign country, as they are in the United
States.

J. Personal Guarantees

A personal guarantee might be unenforceable in a
foreign country if not properly drafted or executed. It is
quite common that a personal guarantee will be incorpo-
rated as a paragraph within a corporate credit applica-
tion. An example would be a clause that states that the
person signing on behalf of the corporation is also per-
sonally liable. Some jurisdictions require that the guaran-
tee be a separate document, clearly indicating that itis a
personal guarantee.

lll. Forum Shopping: Where to Sue

If the creditor decides to institute legal proceedings
against a debtor in the creditor’s jurisdiction with the
strategy of having the judgment domesticated in the ju-
risdiction of the debtor, it is paramount to always consult
with a local attorney practicing in the jurisdiction where
the debtor is located for the following reasons.

A. Proper Service and Notification

Commencing legal proceedings against a debtor in
your own jurisdiction by service and notification to the
debtor in his jurisdiction by registered mail might not be
enforceable when trying to enforce it in the court of the
debtor. Objections may be raised that the debtor was not
properly served in the originating jurisdiction if the origi-
nal method of service does not comply with the debtor’s
jurisdictional requirements. It is advisable to conform to
the Hague Convention on Service of Legal Proceedings.

B. Description of the Parties

The local attorney should verify the correct corporate
description of the debtor. It is often the case that the credi-
tor is misinformed as to the actual correct description of
the debtor. Creditors often confuse a trade name with
the actual legal description of the debtor. A debtor that is
described improperly in the action may be unenforceable
when it is to be domesticated.

C. Role of Correspondent Lawyer

The local attorney should review the allegations of
the statement of claim or complaint so that if the foreign
court is asked to domesticate the foreign judgment, it
may view with approval that the originating court had
jurisdiction due to the facts alleged in the proceedings to
substantiate the real and substantive connection.

The local attorney should discuss with the correspon-
dent lawyer for the creditor the enforcement and recogni-
tion (domestication) of the foreign judgment. Many times
there are requirements or formalities under constitutional
due process clauses that must be considered and satisfied
upon service of process, such as the opportunity to be as-
sisted and represented by a public defendant.

The local attorney should discuss the issues dealing
with the execution of the judgment against the assets of
the debtor. In many jurisdictions, certain assets are ex-
empt from seizure, particularly if the asset to be attached
and sold is for personal use.

D. Debtor’s Assets

The local attorney should investigate the debtor
thoroughly and confirm that the debtor has any assets of
sufficient value to satisfy payment of an award. There is
nothing worse than trying to enforce a judgment against
a bankrupt debtor. Therefore, jurisdiction should be con-
sidered in terms of the place where sufficient assets are
found.

E. Remedies Sought

Injunctive relief is seldom provided in Latin Ameri-
can countries, or it is provided under a different nature
and with distinct features and limitations. Where an in-
junction proves to be the best remedy (backed up by the
power of contempt), it is wise to reconsider fully the op-

NYSBA International Law Practicum | Autumn 2011 | Vol.

24 | No.?2 89



tions of jurisdiction. Punitive damages are also of limited
availability in Latin America. Another important type of
claim to be considered is concealment of assets through
fraud, specifically, abuse of the legal entity. Complex
cases as these get different treatment in almost every
Latin American country, and in some places remedies
are either ineffective or inefficient, or both. Is this a sce-
nario, would it make more sense to sue in the creditor’s
jurisdiction, provided that conditions for effective and
efficient remedies are met?

IV. Conclusion: Strategy

In light of the above, a creditor must make several
decisions in international debt collection. But probably
the most critical one is where to sue the debtor. In a pure
debt collection, the logical choice is the jurisdiction of the
debtor. But if the creditor can foresee that there might be
a defense or even a counterclaim, the creditor must make
a strategic choice of the forum most advantageous to the

creditor. It is best to consult beforehand with a lawyer
where the debtor is located to determine if a resulting
judgment will be enforced.

The creditor may choose to institute proceedings in
its own jurisdiction, with the hope that it can convince
the local domestic court that it has jurisdiction, and that
there is sufficient connection to allow the court to render
judgment.

Endnote

1.  Inaddition, see You have a Problem Where? — Selecting and Managing
International Counsel, 24 Int’l L. Practicum 3 (2011), for a panel
discussion on the retention of legal counsel in foreign jurisdictions.
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Debt Collection in Mexico

By Romelio Hernandez

l. Introduction

This article discusses some of the legal issues relat-
ing to commercial debt collection in Mexico. Included are
some legal strategies behind the interplay of international
laws affecting both the creditor and debtor, and the im-
pact of international treaties related to international con-
tracting and litigation.

Il
A.

Issues

Fee Structure

While contingency fee mandates are common in the
United States, local bar association rules in many Latin
American countries may prohibit contingent fee arrange-
ments. However, there is no legal obligation in Mexico for
attorneys to belong or be admitted to a bar association in
order to practice law: The successful conclusion of a law
school program in Mexico is enough. Thus, Mexican law-
yers are not necessarily bound to a Code of Ethics for the
practice of law, including arrangement of fees. Typically,
each one of the states that comprise Mexico will offer
some regulation with regard to legal fees, but these will
typically apply when there is a dispute as to what amount
the attorney is entitled, and for purposes of obtaining a
court award for attorney fees against a losing party. These
laws, however, do not restrict fee arrangements between
professionals and their clients, who are free to agree on
any detail or amount, subject only to the general regula-
tions and limitations imposed by the law of contract, such
as the absence of duress, error, bad faith, arrangements
contrary to public policy, etc.

Because of this lack of limitation, attorneys and cli-
ents are free to choose any kind of fee arrangement that
best accommodates their firm structure or the clients’
needs. There is no “usual” practice. In Mexico you can
find all sorts of arrangements, from contingency to hourly
and fixed fees. Contingency fees for collection cases are
very common, and the rate will usually range anywhere
from five percent to thirty-five percent, depending on
many factors such as dollar amount of matter at hand,
nature of claim and risks involved based on supporting
documents, and the collectability estimate that is based
on the debtor’s legal and financial situation. Hourly fee
arrangements, made more prevalent due to the influence
of the large U.S. Law firms that have opened in Mexico,
also vary substantially. Some firms will have a variation
of their hourly schedules ranging from US$100 to US$400,
depending on several factors, such as involvement of
partners and associates, size and reputation of firms, etc.

The last type of arrangement that is common is based
on a fixed fee that is paid in stages. Many attorneys (usu-
ally, although not exclusively, small firms or solo practi-

tioners) use this type of arrangement to handle the case
throughout the stages of litigation, usually in the form

of a percentage of the total dollar amount of the claim.
Under this arrangement it is common to see requests for
an initial retainer or advance of fees prior to or at the time
of filing of the complaint. It is also common for attorneys
to request an advance for costs (for example, translations,
certifications, etc.), which may be substantial and must be
considered by counsel representing foreign clients.

B. Powers of Attorney

Companies that intend to pursue legal actions in
Mexico must usually appoint a legal representative
through a formal power of attorney to act on its behalf
before the courts. An exception to this rule would be in
situations where foreign creditor companies have prop-
erly assigned such credit rights to an individual who is to
act before the courts and exercise rights in its own right.
Absent such an assignment, a formal power of attorney
will be needed. Such powers of attorney must be carefully
drafted, and must also conform to either one of the fol-
lowing international treaties:

¢ The Washington Protocol on the Uniformity of
Powers of Attorney Which are to be Utilized
Abroad of 1940.

¢ The Panama Inter-American Convention on the
Legal Regime of Powers of Attorney to be Used
Abroad of 1975.

Both of these treaties provide for the minimum of
legal requirements that will have to be satisfied in order
to have full effect in Mexico. Some of the requirements
include the following:

e Certification and attest by a Notary Public. A
Notary Public must attest that the company grant-
ing the power of attorney was duly formed and is
legally existing and that the individual acting on
behalf of the company has capacity and authority
to delegate special and general powers of attorney,
etc.

Purpose and extent of the power of attorney. The
purpose and limitations of the power of attorney
must be established in precise terms, e.g., for law-
suits and collections, to buy and sell goods, to man-
age the company’s business, etc.

Language. The power of attorney may be granted
in a foreign language, but it must be submitted
with a Spanish translation.

* Authentication of power of attorney. The Notary
Public’s signature and certification must be authen-
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ticated for it to be effective in Mexico: This can be
by way of an Apostille or by consular legalization,
depending on the location of the grantor of the
power of attorney.

e Filing. Although not mandatory, it is recommend-
ed that powers of attorney be filed in the Public
Registry for Commerce in such city or state office
where the power of attorney is to be used. Al-
though the Supreme Court of Mexico has already
ruled that this is not a mandatory requirement, the
filing nevertheless will avoid challenges by defen-
dants as well as further delays in the courts while
ruling on them.

These are just some of the requirements provided un-
der the treaties. In Mexico, the issue of capacity and legal
representation is examined ex officio and sua sponte by the
courts. Therefore, securing and preparing a valid power
of attorney from clients to represent foreign companies
in Mexican courts, you should seek further legal advice
from a Mexican attorney to make sure that all require-
ments are met and that the risks of a challenge are miti-
gated as much as possible.

C. Arbitration

Any discussion of international debt collection
should consider the effectiveness or even the desirability
of an arbitration clause.

Mexico has been a party to the 1958 New York Con-
vention on Recognition and Enforcement of Foreign
Arbitral Awards since 1971. In 1993 Mexico amended its
Commercial Code substantially to incorporate the 1985
UNCITRAL Model Law on International Commercial Ar-
bitration (“Model Law”). In 2011, the Mexican congress
passed legislation to amend the Commercial Code, to
reflect some of the 2006 changes to the Model Law. These
last changes sought to bring Mexico up to date with cur-
rent international trends and eliminate the risks associ-
ated with the enforcement of arbitration clauses and arbi-
tral awards. The 2011 changes touch on key areas such as:
(i) the enforceability of the arbitration clause and, thus,
settling the Compétence-Compétence principle; (ii) identifi-
cation of specific judicial proceedings for enforcement of
arbitral awards, as well as for resolution and handling of
other important issues such as nullity actions, challenge
of venue, appointment of arbitrators, court assistance
for the taking of evidence, etc.; and (iii) state court rec-
ognition of interim measures issued by the arbitration
tribunal.

The first issue regarding Compétence-Compétence has
now been properly addressed under the Commercial
Code to settle once and for all an issue that was recurring
in litigation, which the Supreme Court had previously
left to the judicial courts. Today, the Commercial Code
overrides that principle and provides that the arbitration
tribunal will be the one with jurisdiction to hear nullity

actions or challenges against the arbitration clause or to
the agreement thereof. This is a big step in achieving cer-
tainty and in support of arbitration.

The last two issues, regarding identification of judicial
proceedings and recognition of interim measures, were
grey areas within Mexican law, and allowed for delay-
ing tactics and further litigation because of uncertainty.
Proper proceedings have now been identified to address
all these many challenges and remedies, which make for
a more predictable process, both of arbitration and of en-
forcement of arbitral awards through the state courts.

Without a doubt, the 2011 amendments have made
arbitration in Mexico—at least from a theoretical stand-
point—a much more predictable and reliable form of
dispute resolution. This is an option that should merit
serious discussion in planning or evaluating prosecution
of legal actions abroad through the courts or through ar-
bitration, when the potential of enforcing such awards in
Mexico is real.

D. Jurisdiction and Choice of Law

Often in international commercial claims, one sees
clauses, either in contracts or in credit applications, deal-
ing with “applicable law” and “choice of jurisdiction.”
These are two distinct items with distinctly different legal
meanings.

Historically, Mexican courts have resolved problems
of choice of law and choice of jurisdiction in inconsistent
ways. This is particularly so in the order of how these is-
sues are addressed, which has significant consequences.
The trend—and probably the best course of action—is to
first resolve the question of jurisdiction and leave the is-
sue of choice of law second.

Following Mexico’s adoption of the 1979 Inter-Amer-
ican Convention on Proof of and Information on Foreign
Law in 1983 (“Convention on Foreign Law”) and the 1979
Inter-American Convention on General Rules of Private
International Law in 1984 (the “Montevideo Conven-
tion”), key amendments were made to Mexico’s Federal
Civil Code in 1988 to introduce new conflict of law rules
that explicitly authorize a Mexican court to apply foreign
law. Prior to 1988, Mexico had followed a heavy territorial
or local policy approach, where foreign law was rarely
considered—as was evidenced by the lack of adoption in
the Code of a method for interpreting and incorporating
foreign law. Based on this policy, choice of law clauses
were at times interpreted as jurisdiction clauses, and ju-
risdiction and venue were subject to choice of applicable
law rules.

In other words, courts would usually assess choice
of applicable law first, and only if those rules pointed to
Mexican law would they assert and confirm jurisdiction
for adjudication in the specific matter at hand, based on
Mexican laws of procedure. Under that view, courts could
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find it difficult to assert jurisdiction over a matter with a
choice of law clause that pointed to foreign law.

Although the amendments of 1988 were intended to
change the system to make Mexican courts receptive to
foreign law, some old practices still persist. Thus some
courts are still hesitant to follow the modern trend, and
instead choose first to solve choice of applicable law,
leaving the issue of jurisdiction to be decided based on
their prior finding.! Moreover, many problems of insuffi-
cient court infrastructure, constrained budgets, and over-
whelming workload in most jurisdictions make courts
more friendly and open to challenges on jurisdiction
based on these and other related grounds.

This historical introduction is important in showing
us how some courts might react to these issues and in al-
lowing us to come up with the best strategy beforehand,
in connection with forum shopping. The lesson here is
that jurisdiction and governing law clauses in interna-
tional contracts that are to be enforced in Mexico are im-
portant, and clarity as well as consideration for Mexican
law will always be key. With this in mind, we now turn to
some drafting suggestions for enforceable clauses.

In regard to choice of law clauses, the 1994 Inter-
American Convention on the Law Applicable to Interna-
tional Contracts (the “Mexico Convention”) can provide
some insight as to the way in which these clauses will be
construed by the courts. The problem with this Conven-
tion thus far is that only five countries are signatories
(including Brazil, Bolivia, and Uruguay), and only two of
them have ratified (Venezuela and Mexico). Although the
scope of applicability is defined and limited to States that
are parties to the Convention, an argument may be made
in contracts that have points of contact or close ties with
other countries that are not parties to the Convention (for
instance, a contract that has close ties with Mexico and
the USA, which is not a party to the Convention). While
this argument could sound risky, the Mexico Convention
can still provide clear guidelines for the interpretation of
internal choice of law rules and for the policy that Mexico
is following on this matter. Based on this, it could still be
argued that any clause that is consistent with the Mexico
Convention does not constitute a threat against public
policy, and therefore, should be enforced.

Before moving to jurisdiction clauses, it is important
to point out that the Mexico Convention has also proved
helpful in making a clear distinction between jurisdiction
and choice of law issues, which will eventually help liti-
gants with the conflict of law issues discussed previously.
This comes from Article 7, which provides in the last
paragraph that the “selection of a certain forum by the parties
does not necessarily entail selection of the applicable law.” Al-
though it does not strictly follow from this provision that
choice of law does not necessarily entail selection of ju-
risdiction, in an important way it does give clarity to the
courts by distinguishing two different issues of conflict of

law that at least merit different discussions and different
reasoning in reaching a fair and correct solution to each
problem.

Finally, in regard to jurisdiction clauses, we can also
use the Hague Convention on Choice of Courts Agree-
ments (“Convention on Choice of Courts”) in helping us
draft a better clause by providing insight into how the
courts might react to these clauses or agreements. Mexico
signed the Convention in September 2007, but it has not
become effective because it has not been ratified. The EU
and the USA also became parties (since early 2009), but
ratification is still pending. As discussed in regard to the
Mexico Convention, even if the Convention on Choice
of Courts is still not binding over current matters, it will
prove helpful in showing us what the policy is in Mexico
regarding these issues. Any agreement that includes a
jurisdiction clause consistent with the Convention will at
least allow us to extend an argument that such a clause is
to public policy.

In general, the Convention on Choice of Courts ap-
plies in international settings to “exclusive” choice of
courts agreements in civil and commercial matters, rein-
forcing and confirming the jurisdiction of chosen courts,
as long as the following conditions are met: (i) it is an ex-
clusive choice (excluding jurisdiction for all other courts);
(ii) the agreement is in writing; and (iii) the agreement is
not illegal, pursuant to the law of the jurisdiction chosen.
While the Convention only addresses the law from the
jurisdiction of the chosen court (for purposes of deter-
mining the validity of the agreement), in scenarios where
enforcement of a judgment will eventually be sought in
Mexico, it would be wise to consider a couple of issues
that are of concern under Mexican law.

* What constitutes an express and voluntary choos-
ing of jurisdiction? In matters that are commercial
in nature, and thus within the scope of the Com-
mercial Code, Article 1093 provides that an express
submission to the jurisdiction of a certain court
will be recognized as long as the affected parties
(i) clearly and conclusively renounce any other
jurisdiction and venue afforded by law, and (ii) for
purposes of future controversies appoint as courts
with jurisdiction any of those relating to (x) the
domiciles of any of the parties, (y) the place where
the obligations are to be performed, or (z) the place
where the thing is located (for actions in rem). In
considering the adoption of a clause that gives ex-
clusive jurisdiction to U.S. courts in a matter that
has ties with Mexico, it is wise to make sure that
the jurisdiction clause is clearly stated and that the
parties expressly “renounce” the jurisdiction of the
Mexican courts. A weak clause might allow the oth-
er party to move first and choose a state in Mexico
as the proper forum, should the conditions under
Article 1093 be met.

NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2 93



e Are optional choice-of-courts clauses valid in
Mexico? Optional choice-of-courts clauses that
operate exclusively to the benefit of one of the par-
ties are deemed invalid, pursuant to Article 567
of the Federal Civil Procedure Code. These would
be the type of clauses that give exclusive option to
choose jurisdiction (among several stated forums)
or arbitration to a specified and predetermined
party to the transaction, such as the creditor, the
seller, Company “X”, etc. To avoid any such con-
flict it would be wise either to give any such option
to both parties (“any party acting as plaintiff”), or
to avoid the optional clause entirely. It is hard, but
sometimes we have to recognize that we can’t have
the best of both worlds.

E. Statute of Limitations

A key issue in pursuing international commercial
claims is what is the applicable statute of limitations.
While the jurisdiction of the debtor is a critical consider-
ation, what about rights created by the contract entered
into in another jurisdiction where the time period may be
longer and in favor of the creditor?

Since 1988, Mexico is a party to both United Nations
Conventions on Contracts for the International Sale of
Goods (“CISG”) and Limitation Period in the Interna-
tional Sale of Goods (“Convention on Limitation”). Thus,
in commercial transactions where the parties are sitting
in different countries that are signatories to the CISG and
to the related Convention on Limitation, the statute of
limitations will generally be four years. In cases where
these treaties do not apply and where Mexican law is the
clear choice of applicable law, either because all parties
are located in Mexico, because the parties agreed to such
choice of law, or because there is no controversy to that
effect in general, then the law applicable to address pre-
scription (limitation) is the Commercial Code (for transac-
tions that are commercial in nature) and the Civil Codes
(for transactions outside the scope of the Commercial
Code). In general, the period of limitation in most situa-
tions is ten years, with some exceptions that reduce that
period—in specific settings—to five years and two years,
the most important of these settings being torts, where a
two-year limitation period is provided.

But the challenge is in situations where the CISG or
the Convention on Limitation does not apply and the
underlying transaction or event has points of contact or

close ties with more than one country (including Mexico).

Here, the matter turns into a conflict of law issue, and
because prescription (limitation period) is considered in
Mexico a matter of substantive law, as opposed to being a
matter of procedural law (as in other countries generally
from the common law tradition), then the matter must
be settled according to the rules on choice of law that ap-
ply to the underlying transaction/event. In controversies
where Mexican law on limitation is confronted with that
of another jurisdiction where limitation is considered a

matter of procedural law, Mexican law should prevail and
the general or exceptional limitation periods pointed out
above would apply. But in situations where the conflict-
ing jurisdictions all treat limitation as a matter of substan-
tive law, then a solution is not clear beforehand and we
would have to refer to Mexican rules on conflict of law to
solve any matter at hand, either to the Mexico Convention
pointed out before, should the controversy arise out of a
contractual obligation, or to other rules from the (Federal)
Civil Code or from the 1979 Inter-American Convention
on General Rules of Private International Law (the “Mon-
tevideo Convention”), should the origin of the controver-
sy not be contractual. (For more information on conflict

of law please refer to our discussion on choice of law and
jurisdiction clauses, as well as forum shopping.)

F. Damages

Assuming that the claim goes forward in a legal pro-
ceeding, what amounts can be claimed as damages? Is-
sues such as attorney’s fees, administration and collection
charges, and, in some jurisdictions, the items of interest
and court costs should be considered.

Mexico’s legal system follows a slightly similar pat-
tern than the one in the USA in terms of attorney’s fees
and court costs (hereinafter referred jointly as “costs and
fees”). Just like the “ American Rule,” the rule in Mexico
is that each party is responsible for its attorney’s fees, but
there are several exceptions to the general rule, where the
losing party will pay the winner not just attorney’s fees
but also court costs and general expenses of the litigation.
In commercial litigation, a Mexican court will usually
award such costs and fees to the party who has litigated
in bad faith, which may be in cases where false evidence
is offered and introduced, or when a party fails to pro-
duce any evidence whatsoever to support its defenses
or claims. Costs and fees are also awarded to a winning
party in an executive type of proceeding.? In all other
cases, the winning party is awarded costs and fees when
he wins the case in first instance and the judgment is ap-
pealed and confirmed in all parts. (A further note on at-
torneys’ fees is in regard to regulation, that is, how much
can parties be awarded, was discussed initially under
Part IIA, “Fee Structure.” Please refer to that section for
additional information.)

In terms of interest, Mexican law allows parties to
agree on whatever percentage is in their best interests,
without any statutory restriction other that being mod-
erately fair and not so disproportionate that it could be
presumed that it was a result of one of the parties being
taken advantage of because of urgent necessity, inexperi-
ence, or ignorance.® Parties can agree to and ultimately
demand, simultaneously, a general or fixed interest fee
(finance charges), as well as a late interest fee (penalty
charges). If parties do not agree to finance charges before-
hand, it will be deemed that the loan or credit is free of
charge and they will not be allowed to claim any finance
charges as damages. However, when parties don’t agree
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to late interest beforehand, they are allowed to claim
them as damages during litigation, but these will be lim-
ited to the statutory (legal) late interest fee. The legal late
interest for transactions that are commercial in nature is
six percent per year. For all other transactions the legal
late interest will depend on the Civil Code of each state,
ranging usually from six to nine percent per year.

Mexican law—in both state and federal jurisdic-
tions—recognizes actual as well as consequential damages
in most settings (torts, contracts, etc.), and will award
them as long as they are properly claimed in the initial
brief of complaint. These damages can be proved dur-
ing the proceedings (before trial), or after judgment has
been rendered with a damages award. Penalty clauses
in contracts are also recognized under Mexican law, but
their nature is compensatory (such as liquidated damages
clauses), that is, to compensate for any actual and/or con-
sequential damages rather than to punish. These clauses
will be recognized and awarded as long as they do not
surpass the amount provided as the main obligation in
the contract. Finally, punitive damages are not recognized
or provided under Mexican law and will not be awarded.
Because of the compensatory nature of damages in the
Mexican legal system, it is doubtful that a Mexican court
will recognize and enforce a foreign judgment that in-
cludes an award for punitive damages. It might homolo-
gate the judgment and enforce it partially, setting aside
the part relating to punitive damages. This, however, is
not set in stone, and a plaintiff might make an argument
for enforcement that defeats that of the defendant.

It is important to keep in mind that Mexico is a party
to the CISG. Thus, under the CISG, Mexican courts will
recognize all the remedies for buyers and sellers under
articles 45 and 61, including damages pursuant to Articles
74 through 77, and interest pursuant to Article 78. This
applies, of course, to sales transactions that are “interna-
tional” in nature, where the parties have their domiciles
in different countries that are parties to the CISG.

G. Guarantees

Personal guarantees allow creditors to extend credit.
However, the question is whether such guarantees are
enforceable—no matter how well drafted. Is it necessary
that it be a separate document, or can a guarantee be in-
cluded in a commercial credit application? Are there for-
malities, such as authentification, that might be necessary
to give it effect?

In drafting a personal guarantee that is to be enforced
in Mexico, special attention should be given to the choice
of law that is to govern such an agreement. If the guar-
antee is to be included in the credit application (which is
valid and acceptable), a creditor will want to make sure
that the governing law that is to apply to the transaction
is Mexican law. If the transaction takes place in Mexico
and the effects are limited to within Mexican territory,
Mexican law will automatically govern based on Mexican

conflict of law rules,* unless a valid choice of law clause
provides differently. Under this scenario, Mexican law
does not require any kind of formality to be met in order
for the guarantee to be valid and have full binding effect
upon the parties (not even that the guarantee be made in
writing). Nevertheless, a few suggestions are in order.

Even when Mexican law does not require for the
personal guarantee to be made in writing, for practi-
cal reasons and in anticipation of litigation, we cannot
stress enough that the agreement should be in writing.
The same goes for signature or ratification before a No-
tary Public. This is not required by law, but it is heavily
recommended for the sake of avoiding time-consuming
and risk-elevating evidence such as expert witnesses in
handwriting and signature analysis, which would be re-
quired in cases where parties deny any signature thereof.
Thus, whenever possible, a ratification of the guarantor’s
signature should be requested before a Notary Public, for
assurance. Authentication is not required unless the ratifi-
cation occurs before a foreign Notary Public.

In terms of content, three things stand out:

* Type of guarantee. It is highly recommended that
the agreement is worded to commit the personal
guarantor as a joint obligor by including a state-
ment whereby the guarantor waives any right to
second order of litigation after the main debtor
has been sued (“beneficio de orden”), and to the ex-
clusion of seizure of assets until after execution
against the main debtors has been done (“beneficio
de excusion”).> Otherwise these concepts could lead
to delays in executing against any of the debtors,
whether primary debtors or personal guarantors.

Identification of main obligation. Because the per-
sonal guarantee agreement might be contained in a
different document from those relating to the terms
of sale or the main contract or transaction, specific
and clear reference needs to be made to the obliga-
tion or set of obligations that is being guaranteed,
including reference to any past, current, or future
obligations or transactions (such as sale of goods
based on a credit line), to avoid exclusion of any
such obligations.

Nature of guarantor and authorization thereof.
Corporations (legal entities) can also act as guaran-
tors, as long as the granting of guarantees is autho-
rized and expressly included within the corporate
purpose of the entity (as per the ultra vires prin-
ciple), whether in the articles of incorporation or its
bylaws. If a corporate guarantee is to be requested
from a Mexican corporation, it is a good idea to
check its corporate documents to make sure that the
act of guarantee will be a valid one as authorized
under the corporate purpose.
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Should the transaction have close ties (or points of
contact) with another country and there is potential that
such law will govern, either entirely or in part, creditors
should analyze the different alternatives in conflict of law
rules to make sure that there will be no risks in enforcing
the guarantee in Mexico. Such a situation would be, for
instance, where the guarantee is signed and/or executed
in a foreign country. Under Mexican conflict of law rules,
absent a provision or clause making Mexican law the ap-
plicable choice of law, such a guarantee agreement would
have to meet the formalities provided under the laws of
the foreign country, and this would be examined by the
Mexican courts should such a challenge or objection be
made by the litigants. Therefore, it is a good idea either
to meet the forms provided under the laws that will po-
tentially govern the agreement, or to include a choice of
law clause that refers controversies on interpretation to
the law of the state where the potential for enforcement is
greater.

H. Forum Shopping

When a decision has been made to proceed with a
particular legal action in regard to an international trans-
action (one where parties or assets are located in differ-
ent countries, or where elements of the transaction are
governed by laws of different countries), there are many
factors to consider in choosing the best forum as plain-
tiffs, that is, one that will provide a strategic advantage
in court. The key factors in such a decision are not just
to win the case, but also to execute and collect on any
resulting judgment effectively and without delay. The
following is a list of issues that should be evaluated in
regard to potential lawsuits in Mexico. These come from
the particular traits of the Mexican legal and court sys-
tems, and should be weighed against the issues arising in
other available forums. (Additional issues from the per-
spective of the Mexican forum are also evidenced from
the rest of our discussion throughout this article.)

1. Does the Mexican legal system afford parties
the legal and/or equitable remedies available in
your country?

(a) Equitable remedies.

Mexico does not recognize within its legal system
the equitable remedies generally available in common
law countries. Thus, the injunction remedy will not be
available as an equitable remedy backed up by the power
of contempt. Nor is there any other legal remedy that
is as effective or comparable as the injunction, acting in
personam. The remedy for specific performance acquires
a different legal nature, where the court will compel the
debtor to perform on the contract based on its obligation
to perform a specific act or service. Failure to comply
could result in criminal liability, but more generally will
result in an award for damages. The remedy of restitu-
tion under the unjust enrichment doctrine is very limited

in scope, with no presence of the specific remedies of con-
structive trusts and equitable liens. Therefore, “tracing”
of property is limited and ineffective (and contributing to
the ineffectiveness is the lack of equitable contempt pow-
er), and there is no priority over other creditors.

(b) Piercing the corporate veil.

There is no fixed recognized alter ego doctrine that
allows effective relief for piercing the corporate veil. A
creditor who has found out that the debtor has com-
mingled assets with the intention of turning its debtor
company bankrupt (while illegally transferring the profits
to another controlled company) will either have to sue
through a myriad of civil actions for nullity (simulation)
and civil fraud, or will have to file a criminal accusation
before the prosecutor for the crime of fraud. Neither of
these remedies is efficient or effective, and courts are not
used to dealing with these matters, which will set the tone
for the struggles ahead.

(c) Legal remedies.

Remedies that are legal in nature, including damages,
will be recognized in Mexico. However, punitive damages
are not recognized under Mexican law and enforcement
of a foreign judgment that awards them is questionable.
Penalty clauses are valid and can result in an award, but
their nature is more of a liquidated damages clause, and
thus, should be considered as such. For more information
please refer to Part IL.LF on damages, discussed previously.

2. Do the facts in the matter and the evidence sup-
porting it make for a strong case, based on the
particularities of the Mexican legal process?

(a) Pre-trial discovery.

Pre-trial discovery is not recognized in the Mexican
legal system. Consequently, additional evidence in the
defendant’s control or possession (such as documents or
information through depositions) will not be available
before the filing of the initial complaint brief. Adding to
the harshness on plaintiffs is the fact that there is no op-
portunity to amend an initial complaint. Thus, facts have
to be pleaded with particularity in order to support any
stated claim and provide full opportunity to a defendant
for producing arguments and defenses. This means that
a plaintiff will have to be ready from the outset with a
strongly argued case (stating its claims with supporting
detailed facts), and with good and reliable supporting
evidence (especially documents) to prove such a case
effectively.

(b) Jury trial.

Mexican judicial procedure does not contemplate
jury trials. Thus, the judge will always be the trier of
fact. Evidence will be considered and weighed at the end
based on a mixed system of law and free but reasoned
evaluation of fact, as specifically provided by law. Thus,
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room for persuasion on the facts is limited, based on
what the law affords the litigants. Nonetheless, the judge
is required to give a reasoned opinion as to how the facts
were determined.

(c) Standard of proof.

In civil and commercial cases, the judge must rule
based on an “intimate conviction” of the facts. That is,
for the judge, the facts will have to be fully proved. This
contrasts with the usual standard of preponderance of
evidence from common law countries (for civil cases),
which provides grounds for some attorneys arguing that
the standard is higher in Mexico. Although the Mexican
legal system appears to be built for this approach based
on the responsibilities of the trier of fact (from the mixed
system of evaluation of evidence, as discussed above in
the preceding Part I.H.2(b)), it is in a way harder to meet
that standard in many cases where documentary evi-
dence is missing.

(d) Witnesses.

Witnesses may be a key part of the adversary system
under the common law, but they carry much less signifi-
cance in Mexico. Reasons may be found both in theory
and practice. First, two witnesses will always be neces-
sary in civil cases to prove any stated fact. One witness
will carry no weight unless both litigants (jointly) offer
him as their witness. Second, a hostile witness will rarely
help build your case, as extracting truth out of cross-
examination is much harder, based on many factors,
including the intermediate and supervisory role of the
judge or secretary (which disrupts the flow of question-
ing), and the prohibition of asking leading questions to
these hostile witnesses. Therefore, either you bring two
good witnesses to the case that you can call, that are not
hostile, and which statements do not constitute hearsay,
or you will have to bring key documents that will help
bring a strong case.

3. Are the Mexican courts the best suited to hear
your complex case?

As explained before,® many courts in Mexico still fol-
low a territorialistic philosophy, which creates problems
in interpreting or applying foreign law. This situation
is more common than one would imagine, and it mer-
its serious consideration. While there are many judges
that welcome these cases (and the challenges that they
present), there are other judges who will simply ignore
foreign or international law (like the CISG). Others will
apply foreign law to the best of their knowledge, with
usual disregard upon interpretation to its international
character and the obligation to promote uniformity in its
application. But the worst case is where some judges look
to get away with the responsibility, and thus, will look
for ways to get rid of such cases through deficiencies in
jurisdiction or choice of law clauses, powers of attorney,
etc. Since this situation varies widely from jurisdiction to

jurisdiction, consultation with local counsel is of outmost
importance to determine the best strategy as to forum.

4. How difficult will it be to enforce a foreign judg-
ment in Mexico?

(a) Treaties.

Multiple international treaties regulate enforcement
of foreign judgments and make the process more predict-
able. Since 1984, Mexico is a party to both the 1979 Mon-
tevideo Inter-American Convention on Extraterritorial
Validity of Foreign Judgments and Arbitral Awards (here-
inafter the “Convention on Foreign Judgments”) and the
1984 La Paz Inter-American Convention on Jurisdiction
in the International Sphere for the Extraterritorial Validity
of Foreign Judgments (hereinafter the “La Paz Conven-
tion”). As of this date, the La Paz Convention has really
not been supported by any countries other than Mexico
and Uruguay. The Montevideo Convention on Foreign
Judgments has been signed by several countries of the
OAS, with the absence of Canada and the United States.
As usual, the Conventions come into play only when the
judgments to be enforced come from a country that is also
a party to such treaties. Thus, enforcement of judgments
from Canada, the USA, or any other country around the
globe outside of Latin America, will not be governed by
such rules. Instead, it will be Mexico’s local procedure
laws which will set the standards and the specific proce-
dures for recognition.

(b) General process.

The general process of homologation and enforce-
ment of foreign judgments is complex and carries many
risks to those parties that seek enforcement. In light of
the extensive discussion that this topic merits, we would
recommend obtaining full information by referring to a
specific paper on the topic at www.hmhlegal.com/
avoidingpitfalls.htm.

(c) Jurisdiction.

Before finalizing this discussion, we believe juris-
diction to be so important for enforcement that we will
touch on it again. In this connection, there is a key ques-
tion creditors considering suing Mexican debtors abroad
should ask themselves: Did the debtor expressly submit
to the jurisdiction of the foreign court (through a verbal
or written agreement), or did the debtor at some point in
time have a domicile in that foreign country whereby the
foreign court assumed jurisdiction? If the answer to this
question is “no,” it is wise to think twice before embark-
ing on litigation abroad, if the ultimate plan is to execute
upon the debtor’s assets in Mexico. Local procedure
laws in some states provide such grounds for jurisdiction
(express submission or domicile) as a precondition for
enforcement. Although this precondition is not provided
under federal civil procedure law, it is an open question
whether homologation of foreign judgments in Mexico is
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a matter of federal or local jurisdiction, and thus, wheth-
er federal or local law should be applied. This issue can
be argued either way, but nonetheless, it carries a great
risk, since the argument of jurisdiction will probably be
introduced by a defendant, regardless of whether the
matter of homologation is considered federal or local.

1. Service of Process

In making a decision on how to make service of pro-
cess upon a defendant located in Mexico in aid of foreign
legal proceedings, it is prudent to ask two questions to
determine the best strategy: (i) whether the defendant
has assets in Mexico; and (ii) whether the foreign legal
proceedings are being followed through a judicial court
or through arbitration.

If no enforcement will eventually be sought in Mexi-
co, there may be no need to comply with Mexican proce-
dural rules for service of process, unless the procedural
law that governs the foreign proceeding so provides. If
at least substantial formalities are required by the foreign
law, then the options provided below will be helpful.
Otherwise, you may want to stick with the simpler pro-
cess (probably by private process servers), since the of-
ficial methods provided below and available through the
judicial system and the central authorities are trouble-
some and lengthy, which will surely delay your proceed-
ings abroad.

If enforcement of that foreign judgment or award
will eventually be sought through the Mexican courts,
then consideration of the official methods for service of
process is highly recommended. Although Mexico’s Fed-
eral Code of Civil Procedure, in regulating the process
of homologation and enforcement of foreign judgments,
does not explicitly provide as a precondition for enforce-
ment that any service of process done in Mexico must
strictly comply with the formalities provided under local
procedure rules, it does provide as a precondition that
the request or petition for enforcement be supported by
authentic documents that prove that personal service of
process was properly done. This evidences that the de-
fendant was afforded its procedural due process rights
(as provided under the Constitution) as well as full op-
portunity to argue and defend its case.

Under these premises, a strong argument can be
made that the proper way to satisfy essential service of
process requirements, so as to afford procedural due
process rights, is only though the judicial courts, subject
to the specific procedure rules governing such courts. In
regard to arbitration, the argument is much weaker, since
by agreeing to the arbitration clause (and to the arbitra-
tion process in general), a counterargument exists that
the parties agreed that the specific procedure for service
of process was the one provided under the rules for such
arbitral proceedings, which, in the case of Mexico, is al-
lowed by private process servers or even by certified

mail. Thus, meeting the strict formalities under Mexican
law is more a recommendation for judicial proceedings
than for arbitration.

Should a decision be made to execute the service of
process through the Mexican courts and to satisfy the
formalities provided under Mexican procedure laws, the
best way to make sure that this is done properly is by
making a formal request from the foreign court through
letters rogatory. Mexico is a party to the 1965 Hague
Convention on the Service Abroad of Judicial and Extra-
judicial Documents in Civil or Commercial Matters since
2001 (hereinafter referred as the “Hague Convention on
Service”), and to the 1975 Inter-American Convention on
Letters Rogatory as well as its 1979 Additional Protocol,
both since 1979 (hereinafter the “Inter-American Conven-
tion on Service”). If the foreign court is a party to any of
these treaties, it is wise to channel the service of process
through the methods provided therein. Otherwise (non-
party countries), the letter rogatory from the foreign court
should at least comply substantially with the information
provided under these Treaties.

There are two things that stand out from both these
Conventions on Service. From the Hague Convention,
Mexico has confirmed through reservations that private
process servers will not be authorized to proceed with
notifications, nor will notification by mail or by foreign
judicial or police authorities be authorized, as provided
under Article 10. However, Mexico does authorize for
service of process or notifications to be executed directly
through consular authorities (avoiding the need to chan-
nel the letters through the central authorities), although
limited to notifications of foreign nationals, as per Article
8. The Inter-American Convention also has another ad-
vantage in allowing the same litigant parties to transmit
the letters rogatory directly (by themselves), thus, avoid-
ing the lengthy and troublesome process through the cen-
tral and consular authorities. When this method is chosen,
authentication and legalization of letters are required, but
the Inter-American Convention gives further discretion to
courts situated along the border to waive the legalization
requirement, as per Article 7. This is of utmost importance
because of the difference in practices of authentication
and legalization of documents between the Latin Ameri-
can countries, and those of other countries, including the
USA and Canada. This method of directly delivering the
letters by the litigant parties is also advantageous because
it allows a party’s attorney to monitor the process closely
with the local courts to make sure that there is no unjusti-
fied delay. In this sense, involvement of local counsel is
key.

Finally, although the service of process procedure for
arbitration if fairly simple and straightforward (even au-
thorized by certified mail), it is prudent to try to reinforce
it with good evidence to avoid any merit to a future chal-
lenge. This can easily be done by retaining local counsel
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to do the service of process while complying substantially
with the formalities provided under Mexico law and

with the help of a Notary Public (or Commercial Broker),
who can attest to the details and the particularity of the
service, as well as to the formalities undertaken therein.
With this, risks of potential challenges against the service
of process will be minimized upon enforcement of the
arbitral award.

J. Local Counsel

Before embarking on a lawsuit against a foreign debt-
or in the jurisdiction of the creditor, it is prudent that the
creditor contact local counsel in Latin America in order
to obtain important information such as the correct cor-
porate description of the debtor, what type of service and
notification is recommended, and what will become nec-
essary to enforce a foreign judgment in that jurisdiction.

A strong relationship with local counsel will always
be key in making the best decisions for legal action be-
cause every consideration of alternative forums of dis-
pute resolution requires local knowledge not only of the
laws, but also of current practices in the court system
that abide or deviate from the strict rule provided under
the laws. I believe this insight can only be provided by
local counsel who specializes in these issues and deals
with them in the courts on a day-by-day basis. Without
a doubt, the endeavors of the International Section of the
New York State Bar Association will prove successful
in creating the relationships necessary for elevating the
quality of the legal services in this new globalized world.

Endnotes

1.  Afew years ago (2005) there was a case in a civil court in
Tijuana that involved the application of the UN Convention on
Contracts for the International Sale of Goods (CISG). Following
final arguments, as I was discussing the case with the judge
in chambers and suggesting ways of interpreting the CISG, he
stopped me abruptly at one point and in an exasperated way
rebutted: “I will only apply Mexican law in my court, and that is
final.” Just as many judges before him, he was being very localistic
and proud of defending national sovereignty by not allowing
strange and foreign laws in his courtroom. Little did he know
that the CISG was also part of Mexican law. Another case that
comes to mind is one from the Superior Court for the State of Baja
California (2003). That case involved a contract that contained
a governing law clause along with an “optional” arbitration
clause. Both pointed to North Carolina (USA), and nothing was
provided in terms of jurisdiction. The defendant had its domicile
in Tijuana, where he continued to do business and had assets
(with no presence anywhere else at any time), so jurisdiction was

effective for the Tijuana courts based on Mexican commercial
procedure law. Jurisdiction was challenged by the defendant,

and the Superior Court (acting as a court of appeals) ruled in his
favor. In the opinion, the court said that “a case can only be heard by
a judge that has jurisdiction in the territory where the applicable law is
binding over the matter at hand.” Because that case involved North
Carolina law as the choice of law, the Court reasoned that it was

a North Carolina judge who should hear the case. The decision
was confirmed by a Federal Circuit Court in a final Amparo
proceeding.

2. The executive proceeding is a specific type of proceeding in Mexico
that is afforded to plaintiffs who hold special title for execution
(titulo ejecutivo). The executive proceeding provides many
advantages to creditors over the ordinary proceeding, which is
the regular proceeding that plaintiffs have to follow if they lack
title of execution or a specific guaranty for enforcement (such as
mortgages, security interests, or pledges). First of all, the special
title on which the proceeding is based creates a presumption
that the claim exists and that it’s legally valid, which turns the
burden of proof on the defendant. Second, the same title gives
a preliminary certitude of the plaintiff’s claims, allowing an
immediate ex parte prejudgment attachment order without placing
bond. Third, it is rather a summary proceeding in which evidence
admission and proposals are limited to the initial stages through
the complaint and answer’s briefs. This makes for a shorter and
faster proceeding in which a final resolution is usually going to be
rendered in less time.

3. Thisis provided under Article 2395 of the Federal Civil Code, and
reproduced in most states’ codes. That same provision authorizes
the judge, under such circumstances of disproportionate high
interest and acting in “equity” (or “equality”), to reduce the agreed
interest fee to the legal interest fee, as provided under the Code.
Although the provision is very subjective, it is hard to prove such
disproportionality, and courts are reluctant to grant relief based on
such defenses or claims, especially in commercial settings where
there is a high presumption that the parties know the business and
therefore knew, or should have known, what they were doing.

4, Reference for Mexican conflict of law rules is to be made to the
Federal Civil Code, specifically, Articles 12, 13, and 14. The Mexico
and the Montevideo Conventions are both consistent with the
Civil Code rules, and would apply in cases involving other States
(along with Mexico) that are parties to the Conventions.

5. Joint obligations and rights of order and exclusion are provided for
under Articles 1987, 1988, 1989, 2814, 2815, 2816, and 2822 of the
Federal Civil Code.

6.  See Part IID supra on jurisdiction and choice of law.

Romelio Hernandez is President and Director of
Litigation at HMH Legal, a law firm specialized in
credit and collection services in Mexico. He is based in
Tijuana, Baja California, México, where he works ex-
tensively with foreign exporting companies, collection
agencies, and law firms, assisting them with their out-
of-court and legal collection efforts throughout Mexico.
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Commentary:

Overcoming Language Traps in Depositions
of Chinese-Speaking Witnesses

By Geoffrey Sant

1. Introduction

In recent years, there has been an explosion of law-
suits against Chinese companies. For example, lawsuits
against Chinese reverse merger companies tripled be-
tween 2010 and 2011, and litigation against Chinese
companies represented 47.9 percent of all securities class
action filings for the first half of 2011.! The upward trend
of U.S. litigation against Chinese companies has been
continuing for years.?

As litigation increases, there is a corresponding in-
crease in the number of depositions of Chinese-speaking
witnesses.? A deposition, of course, is an opportunity for
counsel to obtain admissions intended for “later use in
court.”# As discussed below, however, when an attorney
conducts an English-language deposition of a Chinese-
speaking witness through a translator, there is a near cer-
tainty that significant miscommunication will occur. Ad-
missions may be lost due to mistranslation, or innocent
statements may be interpreted incorrectly as admissions.
In either case, the result can be devastating.

ll. Chinese-Language Testimony Is Susceptible
to Mistranslation

A. Generally

Let us consider a real-life example. In a recent de-
position, I questioned a hostile witness regarding an im-
portant conversation that he denied had ever occurred.
When I pressed him as to whether it was possible that
he had forgotten about the conversation, he responded
in Chinese, “tai yuan, tai yuan.” Literally, this means “too
far, too far.” The interpreter then translated this answer
as “You're too far off. Too far off.” Although the inter-
preter’s words were one legitimate interpretation of the
deponent’s answer, I knew that in Chinese, there was
another possible meaning—namely, that the deponent
was acknowledging that the events occurred “too far” in
the past, and thus the deponent was agreeing with me.
By following up with further questions, I established that
this was, in fact, the case: the deponent was agreeing with
my suggestion and not denying it. Here, the miscom-
munication was total. A “yes” transformed into a strong

“ ”

no.

This example is just the tip of the iceberg. Chinese
verbs do not conjugate, and so do not necessarily dis-
tinguish between present and past tense. Chinese nouns
generally do not have singular and plural forms; and

spoken Chinese does not distinguish between “he,” “she,”
and “it”"—if a phrase uses pronouns at all. Interpreters
must make assumptions about the speaker’s intended
meaning repeatedly throughout the deposition, and some
of those assumptions will likely be wrong.

B. Some Examples

To better see the problem, let us consider a couple
hypothetical Chinese-language utterances and an English-
language statement.

1.  You ren tou ta-de che.’

This sentence would likely be translated as “Some-
body stole his car.” Such a translation is so natural that
even a native Chinese speaker may not recognize its as-
sumptions and problems. In reality, every single word
in this translation is making an assumption—and each
assumption may be wrong in its own way. First, Chinese
does not necessarily distinguish between time frames, and
so it is unclear whether the speaker is saying that some-
body “stole” (past tense) or “is stealing” (present tense).
Furthermore, because Chinese generally does not distin-
guish between singulars and plurals, the speaker could be
saying “Somebody is stealing...” or “Some people are steal-
ing...” In fact, it is even possible that the thieves are steal-
ing multiple cars. Lastly, it is unclear whether the speaker
is saying that “his” or “her” car is being stolen.

2. Dang-ran dou zhi-dao.°

This statement—Tlikely to come in answer to a ques-
tion at a deposition—is even trickier. The most obvious
translation might be “Of course he knew everything.”
Once again, however, such a translation requires a laun-
dry list of assumptions. For one thing, like a number of
other languages, Chinese does not require a speaker to
mention an explicit subject, and it appears this sentence
does not have one. Thus, it is unclear if the speaker is say-
ing “he,” “she,” or “they” knew everything. But there is
actually yet another possibility. Although the word “dou”
would probably be interpreted as the object of the verb
(”...knew everything”), it could also be interpreted as the
subject (“all of them knew...”). Additionally, as discussed
above, it is not clear whether the verb “to know” should
be in the present or the past tense.

To this point, we have seen two examples of how Chi-
nese is ambiguous and susceptible to multiple, distinct
meanings in English. This not only occurs when a Chinese
statement is translated to English, but also when an at-

100 NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2



torney’s English-language statements are translated into
Chinese. Consider the following example.

3. Did the boss know?

This might be translated as “Lao-ban zhi-dao ma?” But
this Chinese translation renders ambiguous both the time
frame and the number of bosses under discussion. Thus,
the deponent could easily interpret the Chinese transla-
tion of this question as “Do your bosses know now?”
rather than “Did the boss know [then]?”

Let us examine how these ambiguities play out in a
hypothetical exchange in a deposition. The questioner
asks “Did the boss know?” and it is translated as “Lao-ban
zhi-dao ma?” The deponent then misinterprets the Chinese
translation as asking, “Do your bosses know now?” The
deponent responds with the ambiguous phrase discussed
previously: “Dang-ran dou zhi-dao.” (“Of course everyone
knows.” / “Of course he knew everything.”) The transla-
tor then interprets this answer as, “Of course he knew ev-
erything.” In this case, the deponent is merely acknowl-
edging that the bosses now know about the event being
litigated (because they have been sued), but this innocent
answer is transformed into a devastating admission that
a specific boss knew everything at a specific time in the
past.

lll. Real-Life Examples of Critical Mistranslated
Chinese-Language Testimony

For an actual example of this kind of miscommuni-
cation through a translator, consider He v. Ashcroft.” In
He, both the original Immigration Judge and the Board
of Immigration Appeals rejected as “not credible” an
asylum petition by an individual named Wang He.? The
main episode singled out as “not credible” was Mr. He’s
description of over ten men driving up and jumping out
of a single vehicle. The problem here is that Chinese does
not normally distinguish between singulars and plurals,
and it appears likely that Mr. He did not actually mean to
express that these individuals all jumped out of one car:
rather, it appears that the interpreter initially translated
Mr. He's reference to vehicle(s) as “a car” and then con-
tinued using the singular to translate Mr. He’s references
to vehicle(s) even after it became apparent that there
must have been more than one.

The problem began when Mr. He states (according to
the translator), “I saw [a] few people jump out of the car.”
Because Chinese does not distinguish singulars and plu-
rals, the interpreter guessed that Mr. He referred to only
one. The following exchange then occurred:

Q: How many people together were
there, coming in that car?

A: At that time, I was in [a] hurry. Seems
like more than ten, or ten some people.

At this point, it already appears that the interpreter’s
translation of both “few” and “car” were poor choices.
Nevertheless, the interpreter continues using the singular
to translate the Chinese term for “vehicle(s)” even as an
incredulous judge repeatedly asks Mr. He to confirm that
ten or more people arrived in a single car:

Q: Ten people in the car, more than ten
people you said?

Q: So there were ten people. But, how
many people in the car? Can you tell me
again?

Q: But, you're sure it's more than ten?

The Immigration Judge is clearly asking Mr. He to
confirm his strange description of ten or more people
jumping out of a car. But once translated into Chinese,
the import of the judge’s questions is lost. For example,
“Ten people in the car, more than ten people you said?”
becomes in Chinese, “Ten people in the car(s), more than
ten people you said?” It appears, then, that an asylum
petitioner was initially deemed “not credible” primarily
because the interpreter made unfortunate guesses as to
the speaker’s intended meaning.

In He, the problem appears to have been that the
interpreter refused to correct her translation even after
it became apparent that her initial translation was prob-
ably wrong. In other cases, the opposite problem occurs.
Sometimes interpreters will translate the same English
word in different ways on different occasions during the
same deposition. This can happen because the interpreter
is trying to “fix” an earlier translation, or because the in-
terpreter forgot the way the word was initially translated.
Sometimes this happens even in back-to-back questions.
In English, this would not be permitted: if the depo-
nent stated that he “seldom” came to work late, and the
follow-up question asked about “often” coming to work
late, the defending attorney would object that this mis-
states prior testimony. Yet when interpreters make this
sort of linguistic change, it often goes unnoticed.

The susceptibility of Chinese to multiple interpreta-
tions is evidenced by a recent case in which my client
was sued for alleged breach of contract. The plaintiff pre-
sented a translation of the key contract. We presented an
opposing translation (and also highlighted problematic
aspects of the plaintiff’s translation). The plaintiff then
submitted a new translation performed by a new transla-
tor. The end result was three differing translations, by
three translators, two of them for the same par’cy.9

For yet another example of the problematic nature
of translating Mandarin Chinese depositions, consider
Max Impact, LLC v. Sherwood Group, Inc.'® In Max Impact,
a Chinese-speaking vendor who manufactured products
for both the plaintiff and the defendant was a crucial
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third-party witness to patent and copyright infringement
claims. Although the court recognized that this third-
party manufacturer was “the person best situated to
know” whether infringement occurred, the court entirely
disregarded his testimony due to contradictory deposi-
tion answers: “It is unclear whether [his] testimony is
compromised by the translation process.... What is clear
is that [his] testimony is inconsistent, and this Court need
not give it much weight.”!!

The court reached this decision even though the
third-party witness had submitted a declaration stating
that the testimony had in fact been compromised by the
translation process: “[he] either misunderstood the ques-
tion based on the translation or [his] response was not
translated correctly.”1? The result was that the plaintiff
lost its leading witness for infringement and the court
denied a preliminary injunction for lack of evidentiary
support.'?

How then can parties avoid or minimize translation
problems in depositions? Parties defending a deposition
should consider bringing their own translator (a “check
translator”) to double-check the translations of the pur-
portedly neutral interpreter. Some courts even assert that
parties “are responsible for providing competent transla-
tors in order to participate effectively in [the] litigation,
including for their [own] depositions.”!* However, it is
not enough to simply bring along check translators and
assume that they will catch any errors or ambiguities. As
discussed above, in the majority of translation problems,
the interpreter’s translation is valid (as one legitimate
interpretation of the deponent’s words) and neverthe-
less incorrect (because it was not the deponent’s actual
intended meaning). In these circumstances, the check
translator would have no reason to think the translation
was objectively “wrong.”

The best practice is to work with check translators
ahead of time to ensure that they understand each side’s
theory of the case, as well as key contended issues. This
way, the check translator can be on guard to react when
ambiguous testimony is translated in a harmful way.

For attorneys on both sides, it is useful to consider
carefully how the following differences between the
Chinese language and English might affect deposition
testimony.

1. Time Frame. Verbs do not conjugate in Chinese.
It is possible for a questioner to be clearly discuss-
ing the past while the deponent thinks the ques-
tion refers to the present, or vice versa. Attorneys
should think ahead of time about what aspects
of the case revolve around timing (e.g., statute of
limitations defenses). Attorneys taking deposi-
tions can largely avoid timing ambiguities by us-
ing subordinate clauses to specify the exact time

period as part of the overall question (e.g., “At the
time you were working there...”; “Last year...”;
etc.). This is the way that Chinese-speakers clarify
time frame in conversation; by doing it in English,
the questioner can limit ambiguously translated
questions and answers.

2. Numbers. Nouns do not distinguish between sin-
gular and plurals. Attorneys should keep in mind
what aspects of the case involve the number of
things or the number of times events occurred.

3. Pronouns, Possessives, and Adjectives. Spoken Chi-
nese does not distinguish between “he,” “she,”
and “it” or between “his,” “hers,” and “its.” The
attorney taking the deposition can often avoid
confusion by identifying the individual being
discussed by name. Additionally, the Chinese
word shei can be troublesome because in differ-
ent contexts it can mean anything from “who” to
“whoever” to “anyone.” Another tricky word is
the adjective gita (i), “other.” Because Chinese
generally does not utilize articles (such as “the” or
“a”), it can be unclear whether gita means “the oth-

o

ers,” “any other,” or “another.”

IV. Other Practical Considerations

When depositions are conducted through a transla-
tor, it is wise to look up the opposing attorneys’ law firm
biographies ahead of time to ascertain their Mandarin
language skills, if any (which are almost always listed).

An attorney intending to object to translation may
need to have the deposition recorded. Without a record-
ing, it can be difficult to object to translation in a manner
that provides the court with a full record. For example,
the attorney may need to put ambiguous Chinese words
on the record through phonetic spelling, or to make objec-
tions that explain Chinese grammar. Yet in two recent cas-
es, Chinese-fluent attorneys were sanctioned for making
“lengthy interruptions” and “speaking objections” during
attempts to put translation problems on the record.!

Another issue is the difficulty in obtaining full an-
swers from deponents. Interpreters sometimes skip por-
tions of the answer, or worse, paraphrase. In one recent
case, the defendant alleged that “during the first hour of
the deposition, on at least two occasions, [the Mandarin
translator] left out part of [the deponent’s] answer...”%”
The flip side of this problem is that deponents often stop
in the middle of a lengthy answer give the interpreter a
chance to translate what has been said up to that point,
only to create the mistaken impression that the deponent
finished answering. The questioning attorney may then
start asking the next question. Attorneys should be aware
of this problem and, where appropriate, confirm that the
deponent has finished answering before continuing.
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Attorneys taking a deposition may wish to prepare
bilingual Chinese and English definitions of key terms
ahead of time, in order to avoid purported linguistic am-
biguities and disputes over translations.!

Finally, when working with a check translator, an
attorney may wish to prepare a list of translation-based
objections. This will allow the check translator to simply
point at the problem area, so the attorney can quickly reg-
ister an objection without it devolving into an improper
speaking objection.

V. Conclusion

Linguistic preparation is key in Chinese-language
depositions. Without linguistic preparation, an attorney
may be confronted with “admissions” and “denials”
that the deponent never intended. By preparing ahead of
time, a defending attorney can force opposing counsel to
make sure all questions and answers are unambiguous in
both English and in Chinese—a very challenging task.

Although this discussion is far from an exhaustive
list of all the linguistic challenges facing attorneys in Chi-
nese-language depositions, one thing is clear: linguistic
preparation is unambiguously helpful.
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Cross-Border Private Mergers & Acquisitions
By Carl-Olof E. Bouveng, Wayne D. Gray, Abhijit Joshi, Gregory E. Ostling, Juan F. Pardini and

Ronaldo C. Veirano

I Introduction

In this article, we examine the key issues that a buyer
in one country typically encounters when making a pri-
vate acquisition of a business located in another country.
These key issues are four-fold: (1) restriction on foreign
investments in the country of the target; (2) merger con-
trol in the target’s jurisdiction; (3) critical cross-border tax
issues; and (4) other local traps for the unwary in the tar-
get’s jurisdiction. We examine each of these issues in turn
as applied to the following selected jurisdictions: Brazil;
Canada; India; Panama; Sweden; and the United States.

Il. Restrictions on Foreign Investments

As will be seen in the discussion below, the countries
examined have each adopted their own distinctive ap-
proaches to imposing restrictions on foreign investment.
In the United States, the restrictions are directed at na-
tional security concerns. In Sweden, there are no restric-
tions on foreign investment, regardless of industry sector.
The remaining countries in the survey seek to identify
sensitive industry sectors. However, while there are some
similarities in what these countries consider to be indus-
tries where foreign investment must be regulated, they
are notable as much for their differences as for their areas
of similarity.

A. Brazil

The Brazilian foreign investment law, enacted in
1962, provides that no discrimination shall exist with re-
spect to foreign capital and foreign investment in Brazil.
However, the Brazilian Federal Constitution, enacted in
1988, establishes some restrictions on foreign investments
and ultimately delegates to the federal laws the ability to
regulate foreign investments, based on the national inter-
est. The restrictions on foreign investment currently in
place in Brazil generally relate to aviation, news media
(including newspapers, radio and television), healthcare
(including hospitals), and nuclear power.

Brazilian law currently limits foreign investment in
domestic airline companies to a maximum of twenty per-
cent of their voting capital, held directly or indirectly. In
May 2009, Brazil’s Civil Aviation Authority (Agéncia Na-
cional de Aviacio Civil—ANAC) suggested an increase in
the limit of foreign ownership in Brazilian airlines up to
forty-nine percent of their voting stock. The proposal still
awaits approval by the Brazilian Congress.

Similar restrictions apply to foreign investment in
newspapers, magazines and other type of news publica-
tions, as well as in radio and television networks. In 2002,

the Brazilian Congress amended the Federal Constitution
to allow foreigners to hold thirty percent of the voting and
total capital of companies in those businesses, while the
remaining seventy percent must be held by Brazilian citi-
zens (born in Brazil or naturalized not less than ten years
ago). Prior to 2002, the news media sector was completely
closed to foreign investments.

Other areas subject to an absolute restriction on the
participation of foreign capital include nuclear energy
and healthcare. The healthcare restriction is considered
to be broad, including hospitals and health insurance,
but there is reasonable room for debate about whether it
extends to ancillary medical activities, such as diagnostic
laboratories.

Foreign investment in the financial industry, although
not restricted as to any percentage of equity ownership, is
subject to an authorization process. The relevant Brazilian
laws have been in force for the past two decades, and they
provide that no financial, banking or credit institution
may operate in Brazil without the prior approval of the
President of Brazil. It does not appear that such authori-
zation has been denied or overly delayed due to foreign
ownership. In fact, a large number of major international
banks operate subsidiaries and/or branches in Brazil.

Rural areas have recently become an area of concern
with respect to foreign investment. Since 24 August 2010,
a legal opinion of the Attorney-General (Parecer da AGU)
ruled that certain provisions from a 1971 statute that pre-
viously had generally been considered incompatible with
the 1988 Constitution were in fact in force. Such provi-
sions make companies under foreign control subject to
prior authorization as well as a number of limitations and
formalities for the acquisition or lease of rural real estate
in Brazil, under the penalty of the acquisition being con-
sidered null and void. Even where the purchaser is willing
to apply for governmental authorization, more often than
not the lack of accurate public records on land ownership
will make it impossible to demonstrate that the acquisi-
tion is compliant with the applicable legal requirements,
particularly in regard to the concentration of foreign own-
ership in the relevant municipality. As a result, the current
scenario is one of significant uncertainty, and it is likely to
remain so until a new law is passed on the subject. (Bills
are in preparation.) Currently there is no strategy free of
legal risk that would enable a foreign investor to acquire
rural land in Brazil, and for approximately one year the
market—which had been booming for a few years—has
been inactive. In addition, Brazilian legislation imposes
certain restrictions on the purchase by foreigners of real
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estate located in border areas, which are considered es-
sential to national security. The border area consists of a
strip of land, one hundred fifty kilometers wide, which
runs along the country’s borders. Foreign individuals and
legal entities may purchase real estate situated in essen-
tial (border) areas only after prior approval by the Brazil-
ian national security authorities.

Due to governmental exchange controls, foreign
direct investments in Brazilian companies must be regis-
tered with the Brazilian Central Bank as a condition for
dividend distributions to nonresident investors, reinvest-
ment of profits and repatriation of the investment. The
registration is carried out through an online web-based
system within thirty days after the date on which the
investment flows into Brazil, and is a declaratory system
(meaning that there is no judgment passed by the Brazil-
ian Central Bank on the transactions being recorded, pro-
vided that they are legal and have economic grounds).

B. Canada

The Investment Canada Act! requires that any non-
Canadian that acquires control of a Canadian business
(whether or not that business is controlled by a Canadian
prior to the acquisition) must file either a notification
or an application for review, unless, in either case, an
exemption applies. For the purposes of this Act, a “non-
Canadian” includes any entity that is not controlled or
beneficially owned by Canadians.

If an investment meets the financial thresholds for
review, an application for review must be filed and a de-
termination made by a designated Minister of the federal
government as to whether the transaction is of “net ben-
efit to Canada.” Any transaction that is not reviewable
must be notified. Notification is made by completing a
simple two-page form any time prior to or within thirty
days after the closing.

In general, transactions are reviewable depending on
the following four factors.

* Whether the investor is acquiring control of a Ca-
nadian business.

e Whether the investor is a “WTO Investor” (i.e., con-
trolled by persons from countries that are members
of the World Trade Organization).

* Whether the target business is engaged in cultur-
ally sensitive activities (e.g., broadcasting, film,
video, audio, books, magazines).

* What is the asset-size of the target business.

In general, an investor acquires control of a Cana-
dian business by acquiring at least a majority (i.e., more
than fifty percent) of the voting shares of a company. The
acquisition of less than a majority but not less than one-

third of the voting shares of a company is presumed to be
the acquisition of control of that company unless it can be
established that, after the acquisition, the company is not
controlled in fact by the acquirer through the ownership
of voting shares.

The financial thresholds for a review are as follows.
An indirect investment (i.e., where the acquisition of the
Canadian business occurs as a result of the acquisition
of control of a corporation incorporated outside Canada)
by a WTO Investor is subject to review only if: (i) the tar-
get Canadian business is cultural in nature and its assets
are greater C$ Fifty Million or (ii) the value of the assets
of the business located in Canada represents more than
fifty percent of the total asset value of the transaction (i.e.,
where the target is in substance a Canadian business).
Indirect investments by non-WTO Investors are subject
to review if the Canadian business has assets in excess of
C$ Fifty Million. A direct investment (i.e., the acquisition
of the shares or assets of a Canadian company) by a WTO
Investor is subject to review only if the target Canadian
business (i) has assets valued at in excess of C$ Three
Hundred Twelve Million in 2011 (a figure adjusted annu-
ally according to an inflation index) or (ii) is cultural in
nature and has assets valued at greater than C$ Five Mil-
lion. Direct investments by non-WTO Investors are sub-
ject to review if the Canadian business has assets valued
in excess of C$ Five Million (irrespective of the target’s
industry sector).

A notification or application for review must be filed
with the Department of Heritage (for cultural businesses)
and the Investment Review Division of Industry Canada
(in all other cases).

In addition to the Investment Canada Act, sector-spe-
cific reviews apply in areas such as broadcasting, trans-
portation, banking and other financial services.

C. India

(1) Automatic Route and Government Route

Non-residents can invest in an Indian company
through two routes—the “Automatic Route” and the
“Government Route.”

The regulations under the Foreign Exchange Manage-
ment Act, 1999 and the circulars issued by the Govern-
ment relating to foreign direct investment (“FDI Scheme”)
prescribe, amongst other things, the sectors in which
investments are limited, to a specified percentage of the
share capital of the Indian company, and/or where prior
approval is required for foreign investment (i.e., the Gov-
ernment Route). Proposals for investments through the
Government Route as set forth in the FDI Scheme from
time to time are considered by the Foreign Investment
Promotion Board in the Department of Economic Affairs,
Ministry of Finance.
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Under the Automatic Route, the investor or the In-
dian investee company does not need to obtain any prior
approval from the Government of India or the Reserve
Bank of India (India’s central bank) for the investment.

(2) Sectoral Restrictions

Some of the sectors under the FDI Scheme in which
foreign investment is not permitted under the Automatic
Route, and requires specific approval, include broad-
casting, single-brand retail, print and news media and
defense.

The FDI Scheme also provides for sectoral caps
which determine the extent to which investments can be
made by non-residents in the share capital of a resident
entity in certain sectors. In some cases, investments up
to a particular limit are on the Automatic Route, and
investments up to a specified higher limit are on the Gov-
ernment Route. Some of the important sectors in which
caps on foreign investment are placed are: Banking (up
to forty-nine percent on the Automatic Route, and there-
after up to seventy-four percent on the Government
Route); telecommunications (up to forty-nine percent on
the Automatic Route, and thereafter up to seventy-four
percent on the Government Route); insurance (twenty-six
percent); and aviation.

Further, in certain sectors such as non-banking finan-
cial services, and certain types of construction-develop-
ment projects, entry conditions such as minimum capi-
talization, minimum lock-in periods, etc. must be met by
non-resident investors.

(3) Prohibited Sectors

Foreign investment in some sectors such as retail
trading (except single brand product retailing), lottery,
gambling, betting, etc., trading in transferrable develop-
ment rights, real estate business or construction of farm
houses, manufacture of tobacco products, atomic energy
and railway transport is completely prohibited. In busi-
nesses relating to lottery, gambling and betting activities,
even licensing by non-residents for franchise, trademark,
brand-name or the entry into management contracts is
completely prohibited.

(4) Pricing Restrictions

The FDI Scheme imposes a minimum valuation at
which a non-resident can make investments in India, as
well as a maximum valuation at which a non-resident
can sell its shares to an Indian resident or to the issuing
company (i.e., a buy-back by the issuing company). In the
case of listed companies, the minimum and maximum
valuations are based on the market price of the shares. In
the case of unlisted companies, the minimum and maxi-
mum valuations are based on valuations to be prepared
by reference to the value determined in accordance with
the discounted free cash flow (“DCF”) method of valu-
ation. Effectively, this imposes a “floor” price at which

a non-resident can make an investment in India, and

a “cap” or “ceiling” price, above which a non-resident
cannot exit its investment, if the sale is being made to an
Indian resident or if there is a buy-back of shares by the
Indian issuer.

D. Panama

In Panama, there are no restrictions on foreign invest-
ments, except for aviation, radio and television and for
companies engaged in retail trade.

E. Sweden

There are no restrictions on foreign investments in
Sweden, but there is a residency requirement for the
board of directors to the effect that at least half of the di-
rectors must reside within the European Economic Area.

F. United States

In 1988, Congress enacted “Exon-Florio,” which was
an amendment to Section 721 of the Defense Production
Act of 1950, giving the President of the United States
the authority to review all mergers, acquisitions and
takeovers that could result in foreign control of a U.S.
business and suspend, block or order divestiture of any
such transaction if it may threaten to impair national
security. Only the President can block a transaction. The
Committee on Foreign Investment in the U.S. (“CFIUS”),
which administers Exon-Florio, can enter into “mitigation
agreements,” which are remedial agreements short of a
full-stop against the transaction. Exon-Florio was recently
amended by the Foreign Investment and National Secu-
rity Act (“FINSA”). The FINSA amendments do not mate-
rially change the substance of the Act, but they do impact
process.

CFIUS has nine official members: Secretary of the
Treasury; Secretary of Homeland Security; Secretary of
Commerce; Secretary of Defense; Secretary of State; At-
torney General of the U.S.; Secretary of Energy; the Office
of the U.S. Trade Representative; and the Office of Sci-
ence and Technology Policy. There are also several other
participating members and ex officio consultants, when
necessary.

Notification under FINSA is voluntary. However, the
failure to notify transactions that are covered by FINSA
and impact national security can entail serious risks. Im-
portantly, non-notified transactions are forever subject to
review by CFIUS, mitigation and possible divestiture.

Notification hinges upon whether the transaction is a
“covered transaction.” FINSA defines “covered transac-
tion” to be “any merger, acquisition, or takeover...by or
with any foreign person which could result in foreign
control of any person engaged in interstate commerce
in the United States.” This is the fundamental threshold
question because if the transaction does not fall within the
meaning of “covered transaction,” then notification is not
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required regardless of whether the transaction may have
a national security impact. The concept of “control” un-
der FINSA is very broad and the definition encompasses
direct and indirect control and influence. Various factors
that can constitute control are set forth in the implement-
ing regulations.? Minority investments can constitute
control if the investor has the right to, among other
things, appoint directors and take action on other impor-
tant business matters. However, there is an exemption for
investments of up to ten percent of the voting interests

if the investor intends to remain passive. The exemption
for passive investments is similar to the exemption from
filing a notification and report form under the Hart-Scott-
Rodino Act.* There are various other exemptions and ex-
clusions that could apply, and parties should communi-
cate with their counsel about the applicability of any such
exemptions or exclusions.

If it is determined that a transaction is a “covered
transaction”—a foreign person could acquire control
over a U.S. business through the transaction—then the
next step in the analysis is to determine whether the
transaction may impair U.S. national security. This part
of the analysis is complicated by the fact that “national
security” is not defined in the statute or the regulations,
although the Treasury Department has disseminated
guidance to assist parties in making the assessment. In
addition, the statute itself provides a list of factors to con-
sider, including, but not limited to:

— effects on the commercial activity, capability and
capacity of domestic industries to meet national de-
fense or national security requirements, including
the availability of human resources, products, tech-
nology, materials, and other supplies and services;

— effects on U.S. critical technologies;

— effects on the long term requirements for sources
of energy and other critical resources and material;
and

— effects on critical infrastructure, including major
energy assets.

Most transaction that are notified under Exon-Florio
are cleared after a thirty-day review period. Under Exon-
Florio, CFIUS has thirty days to review a complete filing.
Pre-filing consultations between the parties and CFIUS
are encouraged because, among other things, the thirty-
day clock does not begin to run until CFIUS deems the
parties’ filing complete. CFIUS may, and in certain lim-
ited circumstances, must, initiate a formal forty-five-day
investigation of the transaction. One such circumstance is
when the buyer is a foreign government or is controlled
by or acting on behalf of a foreign government. Another
such circumstance is when the transaction involves the
acquisition of “critical infrastructure” and CFIUS believes
an investigation is warranted.

CFIUS may further recommend that certain transac-
tions be referred to the President to determine whether
to block the transaction. The President has fifteen days to
determine whether to do so. Throughout the entire pro-
cess, the parties may stop and restart the clock—pull and
refile their notification—in order to respond to questions
and make arguments to CFIUS where appropriate.

As previously mentioned, non-notified transactions
remain forever subject to review and potentially to dives-
titure, unwinding or mitigation. In contrast, transactions
that have been notified under Exon-Florio have a safe har-
bor if CFIUS advises the parties in writing that a transac-
tion is either not a covered transaction or that CFIUS has
concluded all action and does not intend to take action, or
the President has previously announced an intention not
to take action.

Only one transaction has been blocked under Exon-
Florio. However, mitigation agreements to remedy prob-
lems are common.

In addition, there are federal and state laws regulat-
ing the foreign ownership of television and radio stations
and communications satellites, commercial fishing in
U.S. waters, as well as foreign ownership of agricultural
lands, mining claims and mineral rights on public lands,
and operations in air transport and nuclear fuel facilities.
Moreover, there are various “Buy American” laws and
regulations which require some governmental entities
to buy only from U.S.-owned businesses. Finally, certain
security clearances may be required to do business in cer-
tain sensitive projects for the federal government or the
military.

lll. Merger Control

All jurisdictions have a substantive merger control
regime. As well, apart from Panama, which does not have
a mandatory process, all jurisdictions have a pre-merger
notification process of some description. The regimes
applicable in the European Union and Canada bear the
closest resemblance to the U.S. merger control regime,
including the pre-merger notification requirements of the
Hart-Scott-Rodino Antitrust Improvements Act of 1976
(“HSR Act”).

A. Brazil

Brazil’s Competition Law® requires the notification of
any mergers and acquisitions that may limit free competi-
tion, or which result in the control of significant markets
for products or services in Brazil, based on the following
criteria:

(1) one of the parties to the transaction or their re-
spective economic groups have recorded, in their
last fiscal year, gross revenues in Brazil of at least
R$400 million or its equivalent in other currencies;
or
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(2) the entity or group of companies resulting from
the transaction holds at least twenty percent of a
relevant market in Brazil.

All transactions which meet one of such legal criteria
shall be submitted to the Brazilian antitrust authorities
within fifteen business days from the date the first bind-
ing document was executed by the parties. The failure to
notify a transaction or a delay may subject the parties to
fines.

B. Canada

The Competition Act® is the statute of general appli-
cation to all mergers in Canada. Subject to certain indus-
try-specific statutes that preempt the Act (such as bank-
ing), the Act has substantive application to all mergers
(including asset and share acquisitions and amalgama-
tions) with a Canadian nexus irrespective of notifiability.

There are two distinct issues under the Competition
Act. First, is a pre-merger notification filing required?
Second, will the transaction result (or is it likely to result)
in a substantial lessening or prevention of competition
in any relevant market? If a pre-merger notification is
required, the transaction will likely be reviewed by the
Commissioner of Competition (the “Commissioner”)
to determine whether it will or is likely to result in a
substantial lessening or prevention of competition. The
procedural and substantive provisions of the Act apply
independently of each other. That is, even if the trans-
action does not raise substantive competition issues, it
may still be subject to pre-merger notification if certain
financial thresholds are exceeded. Conversely, even if the
transaction is not subject to a pre-merger notification re-
quirement, it may still be reviewed under the substantive
merger provisions of the Act.

The pre-merger notification regime is a function of
party-size, transaction-size and extent of ownership. The
pre-merger notification requirement is triggered where
the acquirer (and its affiliates):

(1) passes the threshold of thirty-five percent owner-
ship in the case of shares in a private company
operating a business in Canada (twenty percent in
the case of shares in a publicly traded company);
or

(2) passes the threshold of fifty percent ownership
where the acquirer already holds thirty-five per-
cent of such shares.

A pre-merger notification is not required unless both
party-size and transaction-size thresholds are met. The
party-size threshold is more than C$400 million in assets
in Canada or sales in, from or to Canada (i.e., domestic
sales, exports and imports) in the most recently com-
pleted financial year, taking into account the parties to
the transactions and their worldwide affiliates. For 2011,

the transaction-size threshold is more than C$73 million
of acquired assets in Canada or more than C$73 million in
revenues generated by those assets. The transaction-size
threshold is adjusted annually according to an inflation
index.

After a pre-merger notification is filed, there is an
initial thirty-day waiting period during which the parties
cannot close the transaction. The thirty-day waiting pe-
riod, which may be abridged, runs from when a complete
filing is certified. However, this thirty-day no-close period
can be extended, including as a result of a supplementary
information request from the Commissioner. Time peri-
ods for completing a merger review vary greatly depend-
ing on complexity—from as little as two weeks in the case
of non-complex mergers to as much as five months for
very complex mergers.

C. India

Acquisitions, mergers or amalgamations that meet
the thresholds prescribed under the Competition Act re-
quire mandatory pre-notification and approval from the
Competition Commission of India. The transactions that
are generally exempt from the above pre-notification re-
quirement, despite the trigger of the thresholds, include
the following.

* Acquisitions where the target enterprise either has
assets of less than Rs 2.5 billion in India or turnover
of less than Rs 7.5 billion in India.

* Acquisitions of shares or voting rights made solely
as an investment or in the ordinary course of busi-
ness, provided that the total shares or voting rights
held by the acquirer directly or indirectly do not
exceed fifteen percent of the total shares or voting
rights of the target enterprise, and there is no acqui-
sition of control of the target enterprise.

* Acquisitions of shares or voting rights by an ac-
quirer who has fifty percent or more of the shares
or voting rights of the enterprise prior to the ac-
quisition, except where the transaction results in a
transfer from joint to sole control.

* Acquisitions of assets not directly related to the
business activity of the party acquiring the assets
or made solely as an investment or in the ordinary
course of business, not leading to control of an en-
terprise, and not resulting in acquisition of substan-
tial business operations in a particular location or
for a particular product or service.

D. Panama

In Panama, there is no mandatory merger control
approval process. The process is entirely voluntary. Nev-
ertheless, with the new antitrust and competition regime
established by Law 45 of 2007 (“Competition Law”),
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economic concentrations created by mergers within the
Panamanian market have come under increasing scru-
tiny. The Competition Law does not prohibit all economic
concentrations but only those whose effects may unrea-
sonably restrict or harm competition. In addition, the
Competition Law expressly provides that the following
business combinations shall not be deemed prohibited
economic concentrations:

¢ Joint ventures formed for a definite period of time
to carry out a particular project.

® Economic concentrations among competitors that
do not have harmful effects on competition and the
market.

e Economic concentrations involving an economic
agent that is insolvent, if certain conditions are met.

E. Sweden

The Swedish Competition Act will apply if the par-
ties are involved in a concentration which will have an
effect on the Swedish market. There is no exception for
foreign-to-foreign mergers. A concentration will arise if:

- two or more previously independent companies
merge;

— one company, directly or indirectly, obtains control
over another company, by way of acquisition, by
agreement or by any other means; or

— ajoint venture performing all the functions of an
autonomous economic entity is created on a last-
ing basis (“full-function joint venture”).

When the following thresholds are met, a concentra-
tion is subject to mandatory notification to the Swedish
Competition Authority:

— the combined aggregate annual turnover in Swe-
den of the undertakings concerned exceeds SEK 1
billion in the preceding financial year; and

— each of at least two of the undertakings concerned
have a turnover in Sweden exceeding SEK 200
million in the preceding financial year.

The whole group of each undertaking is included in
the calculation of turnover. A notification must be made
prior to the completion of the concentration. Upon receipt
of a complete notification, the Competition Authority
has twenty-five working days to issue a decision either
approving the concentration or initiating a special (in-
depth) investigation. During this twenty-five-day period
the parties must not take any action to complete the con-
centration (the “stand still” period). If the Competition
Authority receives commitments from the parties, the
period will be automatically extended to thirty-five work-
ing days.

If there is a decision to initiate a special investiga-
tion, the Competition Authority has an additional three
months to review the concentration, but this period may
be extended. At the end of the three-month period, the
Competition Authority must decide either to approve the
concentration or to apply to the Stockholm District Court
for a prohibition. A concentration may be prohibited if
it would significantly impede effective competition, in
particular as a result of the creation or strengthening of a
dominant position or if a prohibition would interfere with
important national interests of security and supply of re-
sources. If a concentration is prohibited, it becomes void.
A third party cannot appeal against a decision to approve
a concentration.

Also, the competition law regime of the European
Union (“EU”) must be taken into account. EU merger con-
trol covers large-scale transactions with effect within the
EU/EEA area.” EU merger control rules also apply within
the EEA area. Again, there is no exception for foreign-to-
foreign mergers. EU merger control is based on the prin-
ciple “one-stop-shopping”—meaning that, if the thresh-
olds are met, the national competition authorities of the
member states are precluded from reviewing the merger.
Below the thresholds, the national competition authorities
in the member states may review the merger.

Concentrations are subject to mandatory notification
to the European Commission (“EC”) in accordance with
Council Regulation number 139/2004 (the “ECMR”) if the
below thresholds are met:

— the aggregate world-wide turnover of all the un-
dertakings concerned, i.e., typically the purchaser
(including the group of companies to which it be-
longs), and the target (including the group of com-
panies that it controls), exceeds €5 billion; and

— the EU-wide turnover of each of at least two under-
takings concerned exceeds €250 million.

However, the ECMR does not apply if a merger has
its primary impact within a single member state. This is
deemed to be the case when more than two-thirds of the
EU turnover of each of the parties involved in the merger
is in one and the same member state (“two-thirds rule”).
In addition, the ECMR is applicable to smaller concentra-
tions with effect within at least three member states, if all
of the following thresholds are met:

— the aggregated world-wide turnover of all the un-
dertakings concerned exceeds €2.5 billion;

— the EU-wide turnover of each of at least two un-
dertakings concerned exceeds €100 million;

— the aggregated turnover of all the undertakings
concerned exceeds €100 million in each of at least
three member states; and

NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2 109



— in each of those three member states, at least two
undertakings concerned each had a turnover ex-
ceeding €25 million, unless the two-thirds rule is
applicable (see above).

If the above thresholds are met, notification to the
European Commission is mandatory and must be made
before completing the concentration. Notification can be
made using a Form CO or, if a concentration is unlikely
to raise competition concerns, through a short Form CO
(simplified procedure). Within twenty-five working days
after receiving a formal notification, the Commission has
to decide whether the ECMR applies (“Phase 1”) and, if
so, whether to approve the merger or to open formal pro-
ceedings (“Phase I1”). The Commission has the power to
prohibit a merger if it would significantly impede effec-
tive competition in the common market or in a substan-
tial part of it.

F. United States

The HSR Act is a procedural statute that requires par-
ties to certain specified transactions to notify and submit
prescribed information to the Federal Trade Commission
(“FTC”) and the U.S. Department of Justice (“DOJ”) prior
to consummation of the transaction. Both acquiring and
acquired entities must file premerger notification forms.

Unless a statutory exemption applies, currently noti-
fication under the HSR Act is required for acquisitions of
voting securities or assets valued in excess of USD $66.0
million. For acquisitions of voting securities or assets that
do not exceed USD $263.8 million, a “size-of-person”
test also applies. The size-of-person threshold is satisfied
if one party has total assets or annual net sales of USD
$131.9 million and the other party has total assets or an-
nual net sales of USD $13.2 million or more. These size-
of-transaction and size-of-person thresholds are adjusted
annually to reflect inflation.

The HSR Act requires parties to observe an initial
waiting period prior to consummating the transaction,
unless terminated early or extended by the issuance of
a request for additional information and documentary
material, known as a “Second Request.” For most trans-
actions, the initial waiting period is thirty days; for trans-
actions involving all-cash tender offers or targets in U.S.
bankruptcy protection, a shorter fifteen-day waiting pe-
riod applies. The U.S. antitrust agencies may determine
to issue a Second Request if there is concern that the
transaction may present potential harm to competition.
Upon issuance of a Second Request, the waiting period
is suspended for an additional thirty days (or in the case
of a cash tender offer or bankrupt target, ten days) after
compliance with the request. Compliance can be burden-
some and take several months.

Exemptions may apply to acquisitions of non-U.S.
assets or securities. Acquisitions of foreign assets are ex-
empt unless the assets generated more than USD $66.0

million. Acquisitions of voting securities of a foreign is-
suer are exempt unless the issuer has U.S. assets of over
USD $66.0 million or sales in or into the U.S. of more than
USD $66.0 million. If the acquirer is also foreign, the ac-
quisition is exempt unless it confers control of the foreign
issuer. Even if the above criteria are met, acquisitions of
foreign assets or securities by foreign buyers are exempt
if the transaction is valued at USD $263.8 million or less,
and both the buyer and target have U.S. assets and sales
in or into the U.S. of less than USD $145.1 million. These
thresholds are also adjusted annually for inflation.

IV. Critical Tax Issues

The tax rules applicable to mergers and acquisitions
transactions are complex and require specialist tax advice
in each jurisdiction. Each jurisdiction accords different
treatment depending, among other things, on whether it
is a purchase of shares or assets and whether the consid-
eration for the purchase consists of cash or stock in the
buyer. In the space available, it is only possible to outline
the applicable tax regimes in each jurisdiction in the high-
est level of generality. Detailed discussion is beyond the
scope of this article.

A. Brazil

Generally, mergers and acquisitions may be accom-
plished tax free in Brazil, as long as assets are transferred
at book value and other formalities are met. However, the
sale of equity interests in Brazilian companies at a pre-
mium may be taxable—at the rate of fifteen percent of the
capital gain realized by the seller—even when buyer and
seller are outside of the country.

There is no stamp tax in Brazil. However, the inflow
and outflow of funds involving foreign investors is gen-
erally subject to tax on financial transactions—foreign
exchange (“IOF Cambio”) at the rate of 0.38%. Hence, any
merger and acquisition involving a local and a foreign
counterparty will be subject to this tax over the purchase
price, regardless of who is the buyer or seller. On the oth-
er hand, if both parties are either outside or inside Brazil,
no such tax will be levied upon the purchase price.

In addition, since October 2009 the inflow of foreign
funds into the Brazilian financial and capital markets
became subject to a tax on financial transactions (“IOF
Crédito”) at a rate of two percent. Therefore, stock acqui-
sitions of Brazilian listed companies made by foreign in-
vestors through the stock exchange are subject to this tax.

Finally, foreign loans granted to Brazilian borrowers
for a term of less than two years also became subject to
this tax (IOF Crédito), but at an increased rate of six per-
cent. However, if granted with a maturity of more than
two years, the tax rate is reduced to zero.

Recent changes in Brazilian law, brought into effect as
of 16 December 2009, introduced thin-capitalization rules.
The rules set forth requirements for the deductibility of
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interest expenses arising from foreign loans. In summary,
for tax purposes, a Brazilian subsidiary’s interest expense
will not be a deductible expense if the respective debt is
higher than:

— two times the amount of the equity ownership held
by the foreign lender (for foreign lenders not lo-
cated in tax havens); or

— thirty percent of the net equity of the borrower
(for lenders located in tax havens—being a related
party or not).

Such rules also apply when the foreign related party,
although not being the creditor, acts as guarantor, surety,
representative or intervening party in the debt. These
new rules also provide for other requirements to allow
the deductibility of interest payments to beneficiaries lo-
cated in tax havens, such as the identification of the effec-
tive beneficiary of the income (being the entity or person
not created for the purpose of avoiding taxes).

Foreign investors usually acquire Brazilian target
companies through Brazilian investment vehicles. Such
an acquisition strategy enables the foreign buyer to ben-
efit from the deductibility, for corporate income tax pur-
poses, of any premium that is paid. If the purchase price
exceeds the book value of the target company, the differ-
ence is treated as a premium. Therefore, a Brazilian pur-
chaser must segregate the purchase price into two items:
(i) net worth of the acquired company; and (ii) premium
paid upon the acquisition. The Brazilian Income Tax Law,
in certain circumstances, authorizes the premium to be
amortized for tax purposes, should the legal entity which
purchased the operating company be merged into such
an operating company. If the premium is economically
attributed to the expectation of future profitability, it may
be booked as a deferred asset after the merger and amor-
tized at a rate no faster than sixty months, i.e., not more
than twenty percent per annum.

B. Canada

In general, sellers of Canadian-controlled private
companies prefer to sell shares rather than assets be-
cause (i) each individual Canadian vendor is entitled to a
C$750,000 lifetime capital gains exemption on the sale of
shares in a qualified small business corporation and (ii) to
the extent not exempt, generally only fifty percent of any
capital gains arising from the sale are taxable in the hands
of the seller. Hence, there are often tax efficiencies to the
parties in buying and selling shares in Canadian private
companies.

When structuring a Canadian acquisition, all buyers
must be mindful that, unless exempted by an applicable
tax treaty, sellers who are non-residents of Canada are
generally liable for Canadian income tax on the disposi-
tion of “taxable Canadian property” (as defined under
the Income Tax Act (Canada)).® Taxable Canadian prop-

erty includes, inter alia (i) real property located in Canada,
(if) Canadian resource and timber properties and (iii)
shares in a Canadian company where more than 50% of
their value derives from Canadian real properties or re-
source or timber properties. Buyers must either (i) obtain
satisfactory evidence that the seller is not a non-resident
of Canada or (ii) remit a portion of the consideration to
Canada Revenue Agency unless, on or before closing,
the seller provides a certificate of compliance from the
Agency with a certificate limit that is for an amount not
less than the proceeds of disposition.

A foreign buyer must particularly bear in mind the
following four tax-related issues. First, if the foreign
buyer wishes to have a Canadian flow-through tax entity
as a component of the acquisition structure, Canada does
not have the concept of a “limited liability company” (or
LLQC). Instead, the choices for Canadian flow-through en-
tities are a partnership (typically, a limited partnership) or
an unlimited liability company (or ULC). Second, when
acquiring shares in a Canadian target, the foreign buyer
will generally wish to utilize a Canadian corporate acqui-
sition vehicle so that the full purchase price can be repa-
triated to the foreign jurisdiction free of Canadian with-
holding taxes. Third, a foreign buyer must be mindful of
ensuring that the Canadian target complies with the thin-
capitalization rules, which require a debt-equity ratio of
in respect of related party non-resident debt of not more
than 2:1. Otherwise, a portion of the subject interest ex-
pense will be disallowed in computing the income of the
Canadian target. Fourth, the foreign buyer will wish to
minimize the rate of Canadian withholding tax applicable
on dividends received from its Canadian subsidiary. The
rate under the Act is twenty-five percent, subject to reduc-
tion by virtue of an applicable treaty. In the case of a U.S.
investor eligible for benefits under the Canada-U.S. Tax
Convention, the applicable withholding rate is reduced to
five percent (in the case of a corporate dividend recipient
owning not less than ten percent of the voting shares in
the dividend payer) and fifteen percent in all other cases.

C. India

Under the Indian tax regime, tax is levied, amongst
other things, on capital gains arising out of a transfer of
capital assets, under Section 45 of the Indian Income Tax
Act. A recent judgment in the Vodafone case’ states that, if
there is a transfer of shares of a foreign company which
has substantial assets in India, then even such transfer
would have tax incidence in India. This judgment has a
far reaching effect on mergers and acquisitions transac-
tions, and as such has had a negative impact on the In-
dian investment climate.

Further, large amounts of money have come into In-
dia through Mauritius, which is a tax efficient jurisdiction.
However, the fact that the India-Mauritius Tax Treaty is
constantly under attack from the Indian Revenue Depart-
ment further dampens the investment climate.
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D. Panama

The tax treatment of a merger depends on whether
the merger is a stock-for-cash or a stock-for-stock
transaction.

Stock purchases are subject to a ten-percent capital
gains tax on Panama source gains in the same manner
that stock-for-cash transactions is taxed, including the
five-percent advance withholding tax. If the purchase
is structured as a cash transaction, it will be considered
as a gain on the difference between the cash received
and the cost of the stock sold. On the other hand, if the
transaction is structured as an in-kind transaction, to as-
certain the gain, the value of the stock or assets received
as consideration would be determined either at their fair
market value at the time of the transfer or at book value
if their market value cannot be fairly assessed.

Stock-for-cash mergers are also taxable transactions
in Panama. The law requires buyers to withhold a ten-
percent capital gains tax on Panama source gains in the
same manner that stock-for-cash is taxed, including the
five-percent advance withholding tax. On the other hand,
stock-for-stock mergers are fully tax-free, provided that
certain accounting conditions are followed. Shareholders
of the target company who receive shares of the surviv-
ing company have a tax basis on the new shares equal
to their average pre-merger tax basis on the surrendered
shares.

Asset buy-outs normally are considered as taxable
transactions. Gains resulting from the sale or disposition
of an asset are subject to a ten-percent capital gains tax.
The only exception to the latter is the sale or disposition
of real estate, which is subject to a special tax treatment.
The transfer of tangible personal assets, such as invento-
ry and equipment, is also subject to a seven-percent value
added tax based on the book value of the asset at the
time of the transfer. Real estate purchases or transfers are
subject to a two-percent transfer tax. Parties interested
in acquiring assets or ongoing businesses must be aware
that they will be jointly and severally liable for the tax
obligations of sellers on the purchased assets or business.

Mergers and acquisitions transactions frequently
involve either a pre-closing or a post-closing dividend.
Corporations are subject to a ten-percent dividend tax
(twenty percent if the shares are issued to bearer) on
Panama source income.

E. Sweden

The Swedish corporate tax system has several inter-
esting features that can be used to reduce the tax burden.
The absence of thin capitalization rules allows the use of
highly leveraged structures. A Swedish limited liability
company (“LLC”) may be financed by equity through
shareholders’ contributions and/or by loans from a for-
eign group company or from a foreign bank which is

resident in a low-tax jurisdiction. This results in advanta-
geous taxation of the interest income on the loan. Pro-
vided that the interest rate is consistent with market rate,
interest paid will normally be fully tax-deductible for the
Swedish LLC (although special rules apply if the foreign
recipient is taxed at a rate of less than ten percent on the
interest income). No withholding tax is levied on the in-
terest payments made to the foreign lender. The capital
can be used by the Swedish LLC to make investments in
Swedish and foreign subsidiaries. The Swedish tax regime
allows for a combination of no thin capitalization rules
and no capital duty, often together with full tax-deduct-
ibility of interest expenses. It is also possible to combine
group contributions paid to domestic companies with full
tax-deductibility of interest payments made to foreign
recipients to minimize income and thus reduce corporate
taxation, provided that certain requirements are met.

There are extensive exemptions from the general
Swedish withholding tax (“WHT") of thirty percent lev-
ied on dividends paid to non-residents. For legal entities
residing within the EU/EEA, normally no WHT is levied
if the shareholder holds at least 10% or more of the capital
in the distributing company. In addition, no WHT is lev-
ied on dividends paid by a Swedish company to a foreign
company on business-related shares. The last exemption
is not applicable to dividends on shares held as inven-
tory (current assets), since these shares do not qualify as
business-related shares.

F. United States

Corporate mergers and acquisitions in the U.S. may
often be structured as tax-free reorganizations, provided a
sufficient portion of the consideration paid to sharehold-
ers of the target is in the form of stock of the acquirer and
certain other requirements are met. The corporate form
of the transaction will determine in part which additional
requirements must be satisfied to achieve tax-free reorga-
nization treatment. A tax-free reorganization will gener-
ally result in the non-recognition of gain by the target and
the shareholders of the target, and the acquirer will take a
carryover basis in the stock and/or assets of the target.

Transactions involving the acquisition of a U.S. target
by a foreign acquirer will be subject to additional require-
ments to achieve tax-free treatment. Specifically, the for-
eign acquirer is required to have been engaged in the ac-
tive conduct of a trade or business for a three-year period,
the acquirer stock received by U.S. target shareholders
in exchange for their target stock can represent no more
than fifty percent of the total voting power and total value
of the foreign acquirer, and the fair market value of the
foreign acquirer must be at least equal to the fair market
value of the U.S. target, among other requirements.

If a stock acquisition cannot qualify as a tax-free reor-
ganization (for example, because the mix of consideration
includes too much cash, or because other requirements
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cannot be satisfied), the selling shareholders of the U.S.
target will generally recognize gain or loss with respect to
their stock.

A taxable asset acquisition will generally result in a
cost basis in the acquired assets to the acquirer, with the
possibility of additional depreciation and amortization
deductions in the event of a step up in the basis of the
assets. Intangible assets are generally amortizable over
a fifteen-year period. A foreign acquirer of U.S. assets
should consider whether to acquire the assets directly
(and operate the acquired business as a branch) or in-
stead acquire the assets through a U.S. subsidiary. A
foreign corporation directly engaged in the conduct of a
trade or business in the U.S. will be subject to U.S. tax on
business income which is effectively connected with the
conduct of such trade or business on the same basis as
if the foreign corporation were a domestic corporation.
In addition, such U.S. branch will be subject to a thirty-
percent branch profits tax on any amounts distributed to
the foreign parent. The branch profits tax may be reduced
under applicable treaties. If instead the foreign acquirer
acquires the U.S. assets through a U.S. subsidiary, such
subsidiary will be subject to net basis corporate income
tax on its income, just as any other domestic corporation.

In the case of a taxable stock purchase where the
target is a member of a U.S. consolidated group (or if the
target has significant net operating losses), the parties
may want to consider making an election under Section
338(h)(10) of the Internal Revenue Code. The election al-
lows the stock purchase to be treated as an asset purchase
for tax purposes, resulting in a cost basis in the assets of
the U.S. target to the acquirer.

Where a target corporation has tax attributes, includ-
ing net operating losses, from prior years that may be
carried forward, acquirers should consider the applica-
tion of the Section 382 limitation on the use of such tax
attributes. Section 382 will generally apply where there is
a greater than fifty-percent shift in ownership of the stock
of a corporation over a three-year period, and in such
cases will limit the use of pre-acquisition net operating
losses in the period following the acquisition. The appli-
cation of the Section 382 limitation can reduce the value
of such losses and should be taken into account to the
extent value is being attributed to those losses as part of
the transaction.

Foreign acquirers should be familiar with the U.S. tax
consequences of owning stock in a U.S. corporation. Gen-
erally, dividends and interest paid by a wholly owned
U.S. subsidiary of a foreign corporation will be subject
to a thirty-percent withholding tax. However, the rate of
withholding is often reduced or eliminated under appli-
cable treaties.

The sale by a foreign person of stock of a U.S. corpo-
ration will generally give rise to capital gains (or losses)

that are sourced in the jurisdiction of the seller. Therefore,
such gains will not be subject to tax in the U.S. (except to
the extent the gain is effectively connected with a trade or
business conducted by the foreign seller in the U.S.). The
principal exception is with respect to U.S. real property.
The sale by a foreign person of an interest in U.S. real
property (or a U.S. real property holding corporation) is
subject to a ten-percent withholding tax on the gross pur-
chase price.

V. Other Local Traps for the Unwary

By its nature, the topic of local traps for the unwary
foreign buyer or investor entails an element of surprise
and defies commonality.

A. Brazil

Among the issues that foreign parties should un-
derstand when making an acquisition in Brazil are the
treatment of non-compete clauses, statutes of limitations
of some specific liabilities and the choice of arbitration
versus litigation in court.

The Brazilian Administrative Council for Economic
Defense (“CADE”), the antitrust authority in Brazil, has
a particular standard for non-compete clauses. Accord-
ing to CADE, a non-compete clause should be limited to
a five-year term and to the geographic market in which
the parties really act or to the place where the transaction
might produce its effects.

With respect to statutes of limitations, severance fund
liabilities (“FGTS”) and environmental liabilities have a
very peculiar legal treatment. Severance fund liabilities in
Brazil are subject to a statute of limitation of thirty years.
Environmental liabilities have no statute of limitations
and, therefore, due diligence becomes even more impor-
tant, especially considering that such liability may arise at
the administrative, civil and criminal levels, each level be-
ing independent and possibly cumulative. Successors are
likely to be held liable for environmental liabilities caused
by predecessors in the administrative and civil spheres,
but less likely to be liable for environmental crimes
caused by predecessors (provided that successors take the
necessary steps to cease the conduct that is considered to
be a crime immediately after closing).

With respect to dispute resolution, the Brazilian court
system is considered inefficient, being significantly slow
(mostly due to understaffing and a bureaucratic appeal
system) and unprepared to deal with corporate law mat-
ters (the number of courts specialized in corporate mat-
ters is insignificant and have a very limited geographic
reach). In light of that, arbitration is generally seen as a
more efficient means of dispute resolution in Brazil. Since
the enactment of the Brazilian Arbitration Law in 1996,
several different arbitration entities have developed over
the years and have been performing well. Moreover,
Brazil has adopted the 1958 United Nations Convention
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on the Recognition and Enforcement of Foreign Arbitral
Awards (the “New York Convention”). Notwithstanding
the Convention, it is highly advisable to hold the arbitra-
tion proceedings within Brazil (even where the govern-
ing law is foreign and the language is not Portuguese),
since the Brazilian Arbitration Law requires foreign
arbitral awards to be submitted to the Brazilian Superior
Court of Justice for confirmation of its formal require-
ments (although there is no reexamination of the merits,
this proceeding takes a reasonable amount of time).

B. Canada

Among the important issues for foreign parties to
consider in a Canadian transaction are liability to em-
ployees of the target, environmental liabilities, bulk sales
and the registration requirement for purchases of book
debts.

If the target business has Canadian employees, an
analysis should be made of the potential severance ob-
ligations should any of the employees be terminated
by the buyer post-closing. Canada does not have an
employment-at-will concept. Employees are protected
from dismissal by both employment standards legisla-
tion (mandating minimum severance and termination
pay obligations which cannot be altered by contract) and
common law protections requiring reasonable notice of
termination or pay in lieu of notice (which are subject to
contract). As well, buyers of assets are subject to certain
successor employer responsibilities, including those aris-
ing under collective bargaining agreements.

If the target business owns or leases real property,
the buyer will need to consider its exposure to environ-
mental liability—Dboth for existing /historic soil or water
remediation claims and ongoing environmental contami-
nation. In Ontario, environmental liability claims are not
subject to an ultimate limitation period.

In Ontario, buyers of assets can become liable to the
seller’s unpaid creditors under bulk sales legislation.
However, if time permits, such liability exposure can be
eliminated by obtaining a judicial exemption or by other
means.

Abuyer of the accounts (including accounts receiv-
able) or chattel paper (such as leases of vehicles or equip-
ment) of a business must register a financing statement
under applicable personal property security legislation
(modeled on Article 9 of the Uniform Commercial Code
in the U.S.) even if the transfer is absolute and does not
create a security interest. Failure to do so will result in
the subordination of the buyer’s interest to the interests
of subsequently registered transferees.

C. India

Issues of particular importance to foreign parties
completing a merger and acquisition transaction in India

include the enforceability of restrictive covenants, weak
judicial and arbitral enforcement regimes, low levels of
regulatory compliance in many industries and inadequate
anti-corruption policies.

Foreign companies conducting business in India often
seek to include confidentiality, non-compete and non-
solicitation covenants in their agreements, including with
Indian joint venture partners, sellers of Indian businesses,
senior management and employees, as is customarily
done in certain foreign jurisdictions. Some of these cov-
enants are also expressed to apply after the term of the
contract. However, Indian courts have (except in the case
of one statutory exemption) consistently refused to en-
force post-termination, non-compete clauses in contracts,
viewing them as a “restraint of trade” impermissible
under Section 27 of the Indian Contract Act, 1872, and as
void and against public policy because of their potential
to deprive an individual of his or her fundamental right
to earn a livelihood.

Delay in judicial pronouncements means in effect that
there is a weak judicial enforcement mechanism. There-
fore, a prudent investor needs to factor this issue into the
price and needs to negotiate certain matters as conditions
precedent, rather than relying on representations and
warranties. This also necessitates a proper background
check on the opposite parties and generally treading cau-
tiously prior to the consummation of the deal.

Litigation in India tends to be very prolonged and
enforcement of an arbitral award is also subject to chal-
lenge at the time of enforcement. The Arbitration and
Conciliation Act, 1996 contains provisions for challeng-
ing an arbitral award in courts in certain situations. The
manner in which these provisions have been interpreted
has produced a result almost akin to an appeal from the
arbitral award.

Owing to low levels of compliance in certain indus-
tries, it is common to find companies in violation of mul-
tiple regulations. This state of affairs exposes investors
to unexpected liabilities such as financial liabilities of the
investee company, which indirectly impact investments,
or liabilities on the directors nominated by the investors.

Further, inadequate policies to restrict bribery or
other forms of corruption may also place foreign inves-
tors in a vulnerable position, particularly with respect to
anti-corruption legislative requirements imposed on them
in their home jurisdictions.

D. Panama

Panama has a civil legal system. That is, the parties
contractually address the main obligations, and Panama-
nian law fills in the gaps on other issues. This results in
transaction agreements typically running to only five to
ten pages. As the Panamanian economy began attracting
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foreign investment, mergers and acquisitions have seen
much more influence by common-law concepts. Now, in
deals regarding a Panamanian target company, parties
will encounter preliminary agreements such as letters of
intent or memoranda of understanding, as well as confi-
dentiality /non-disclosure and/or exclusivity agreements.
These preliminary agreements are typically followed by a
due diligence process dealing with both the legal, opera-
tional, financial and technical aspects of the target.

The main transaction agreement—whether a stock
purchase agreement, asset purchase agreement or merger
agreement—will address all relevant aspects of the trans-
action in detail. It will contain exhaustive representations
and warranties, detailed conditions precedent, mecha-
nisms for purchase price adjustments, escrows, remedies
for breach, non-competition, termination, confidentiality,
and so on.

E. Sweden

Some of the chief concerns for a foreign party wish-
ing to conduct a merger or acquisition in Sweden concern
consultation with unions representing the affected work-
ers, post-termination restrictive covenants, environmental
liability and the inability to obtain representations from
the target company.

The attitude towards foreign investments is very
open in Sweden, and Swedish businesses are used to an
international environment and “international style docu-
ments.” Nevertheless, Swedish agreements are tradition-
ally briefer than Anglo-American documents and there
is much to gain by presenting a document which has
been adapted to the Swedish tradition without having
to compromise on the actual scope and coverage of the
documents.

At most larger workplaces, the unions play a role
and must be taken into account. The unions in Sweden
are mostly not militant or an obstacle in pursuing a
transaction and any subsequent reorganization. They
are rather business-minded and co-operative as long as
they are kept informed, and are consulted with, as they
are entitled to under mandatory laws. If an agreement is
reached with the union, a reorganization may be much
smoother. It is the employer who eventually has the right
to decide, and the employer does not need to await the
union’s consent once the union has been duly informed
and consulted with.

Generally, in an asset transfer resulting in a transfer
of employees in Europe, the employees are entitled to be
asked whether they wish to transfer with the business or
remain employed by the seller. In Sweden, an employee
would typically consent to be transferred because the
seller may otherwise terminate the employment due to
redundancy. Upon redundancy, the employee is normally
only entitled to salary during the notice period but not to
any other severance payment, unless provided for in the

employment agreement or, if applicable, in a collective
agreement.

A non-compete provision for the period after the ter-
mination of employment may often be held unenforceable
if structured without an element of reasonable compensa-
tion. During the term of the employment, employees are
bound by strict principles of non-competition and loyalty

Abuyer will need to consider exposure to environ-
mental liability if the target’s business owns or leases real
property, as there is no ultimate statute of limitation.

A foreign investor may often wish to ask the target
company to give certain representations about itself and
its business. This is generally not permitted under Swed-
ish law, and an investor must find other avenues for com-
fort, e.g., representations may be given by shareholders or
third party indemnities may be sought.

F. United States

In the U.S,, the range of considerations in mergers
and acquisitions spans the widest possible dimensions.

(i) Political and Social

A comprehensive analysis of political implications
should be undertaken well in advance of any acquisition
proposal for a U.S. business. In the U.S., many parties and
stakeholders have potential leverage (economic, politi-
cal, regulatory, public relations, efc.) and, consequently,
it is important to develop a plan to address anticipated
concerns that may be voiced by these stakeholders in re-
sponse to the transaction. Most obstacles to a cross-border
deal are best addressed in partnership with local players
(including, in particular, the target company’s manage-
ment, where appropriate) whose interests are aligned
with those of the acquirer, since local support reduces the
appearance of a foreign threat. It is, in most cases, critical
that the likely concerns of federal, state and local govern-
ment agencies, employees, customers, suppliers, commu-
nities and other interested parties be thoroughly consid-
ered and, if possible, addressed prior to any acquisition or
investment proposal becoming public.

(ii) Transaction Structures

Acquirers should be willing to consider a variety of
potential transaction structures, especially in sensitive
deals. Structures that may be helpful in particular cir-
cumstances include no-governance and low-governance
investments, minority positions or joint ventures, possibly
with the right to increase to greater ownership or gover-
nance over time; making the acquisition in partnership
with a U.S. company or management, or in collaboration
with a U.S. source of financing or co-investor, such as a
private equity firm; or utilizing a controlled or partly-con-
trolled U.S. acquisition vehicle, possibly with a board of
directors having a substantial number of U.S. citizens and
a prominent American as a non-executive chairperson.
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Use of preferred securities (rather than ordinary common
stock) or structured debt securities should also be consid-
ered. Even more modest social issues, such as the name
of the continuing enterprise and its corporate seat, can
affect the perspective of government and labor officials.

(iii) Acquisition Currency

While cash remains the predominant (although not
exclusive) form of consideration in cross-border deals,
non-U.S. acquirers should think creatively about offering
U.S. target shareholders securities that allow them to par-
ticipate in the resulting global enterprise. For example,
publicly listed acquirers may consider offering existing
common stock or depositary receipts (e.g., ADRs) or en-
tering into dual-listing arrangements. When target share-
holders will obtain a continuing interest in an acquirer or
surviving corporation that was not already publicly list-
ed in the U.S,, the board and management of the non-U.S.
party should expect greater focus on the corporation’s
governance and other ownership and structural arrange-
ments—relative to non-U.S. jurisdictions—including
heightened scrutiny on large shareholders, especially any
de facto controllers or promoters. That said, it is important
to note that non-U.S. companies listed and traded in the
U.S. are frequently not exposed to the full panoply of reg-
ulation of the U.S. Securities and Exchange Commission
(“SEC”) and stock exchange rules applicable to domestic
companies and that listing, liquid trading and access to
the capital markets in the U.S. continues to offer a variety
of advantages. To the extent cash is part of the acquisition
currency, given the time necessary to complete a cross-
border transaction, appropriate currency hedging should
be considered.

(iv) Financing

Ongoing volatility in the credit markets has in-
creased scrutiny on the financing aspects of transactions.
Important questions to consider include: where financing
with the most favorable terms and conditions is avail-
able; how committed the financing is; which lenders have
the best understanding of the target’s business; whether
to explore alternative, non-traditional financing sources
and structures, including seller paper; and how comfort-
able the target will feel with the terms and conditions of

the financing. Note that under U.S. law, unlike the laws of
some other countries, foreign acquirers are not prohibited
from borrowing from U.S. lenders, and they generally
may use the assets of U.S. targets as collateral. Likewise,
the relative ease of highly structured financing in the U.S.
market should be a benefit to the incoming acquirer, with
both asset-based and other sophisticated securitized lend-
ing strategies relatively easy to implement and available
in the market.

VI. Conclusion

As this brief survey of local issues of note in cross-
border mergers and acquisitions shows, there is consid-
erable diversity and complexity in local issues, even on
fundamentals. The only sure guide is experienced local
counsel.
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Social Media and Discovery
By Howard Hunter

l. Introduction

Lawyers are now accustomed to the discovery and
use of electronic communications in litigation and arbitra-
tion. Most business firms have established policies on the
use and retention of electronic communications. These
policies are, in general, similar to those for traditional
hard copies of documents and other records. Lawyers
routinely request copies of, or access to, email and to
other records that are maintained in electronic format.
Forensic experts can examine hard drives to determine
whether deletions have occurred, and they often can re-
construct documents thought to have been deleted either
from the hard drive on an individual computer or from
the company’s servers.

The growing use of social media has made the situ-
ation somewhat more complicated. About half a billion
people have Facebook accounts. Millions use Twitter,
MySpace, LinkedIn or other forms of communication. The
hundreds of millions of messages, photos, and documents
posted on social media pages are not necessarily con-
trolled or stored by a specific organization or firm that is
easily brought into the discovery process.! Sometimes the
content of a profile on a social media platform may come
as quite a surprise to the organization which employs an
individual. The Government of the United Kingdom, for
example, was embarrassed by the postings on the family
Facebook page of a senior member of the British intelli-
gence community. There can be a wealth of information in
such postings, much of which may be useful in litigation
or arbitration. If a claimant in a personal injury case seeks
damages for a disabling injury and, at the same time,
posts a photo showing him running in a 10k race, the de-
fense will want to use the post to question the credibility
of his claim. One can think of many other possibilities.

But how does one gain access to such information
and how can such information be brought into the dis-
covery process? The postings may not be in the control
of a party to the litigation, and the records may be with a
third party, such as Facebook, which has a confidentiality
agreement with its clients.

The use of telephone-based applications has soared
in the past few years. Communications via SMS or other
cell phone to cell phone applications create another layer
of complexity. Such messages are not stored in a server
in the same way as email. Instead a message sent from a
mobile device goes to a tower that is maintained by one
or another of the cell phone service providers and travels
along the system until it is received by another mobile
device. If the receiving device is turned off or out of a
service area, the message will be “held” by the service

provider until it can be delivered, but, once delivered, the
contents of the message often are not kept by the service
provider, or only kept for a short time. The contents may
remain within the sending mobile device and the receiv-
ing mobile device for a time, but most devices write over
older messages after a certain volume of messages. In any
event, the sender or receiver can delete the contents eas-
ily. The service provider does maintain metadata which
show the identity of the sending device, the time of the
message, the identity of the receiving device and the time
of delivery. With relatively little effort the geographic
routing of the message can be determined if the message
is sent along its way pursuant to a standard contract with
a provider. If the sender (or receiver or both) uses a SIM
card and disposes of the card, tracking can be much more
difficult.?

Considering the number of mobile devices currently
in use and the rapidity of technological advances in ap-
plications for mobile devices, it is likely that discovery of
text messages and other communications sent from one
mobile device to another will become the next big area of
discussion.?

This article examines a few of the more interesting
recent cases and highlights problem areas for practicing
lawyers. The technology is developing so rapidly that ev-
ery lawyer needs to be up to date about methods of com-
munication before discovery begins so that clients can be
advised properly and the litigation process can proceed
smoothly and fairly.*

Personal privacy issues often arise in connection
with e-discovery. There have been discovery disputes for
decades about information that is confidential or propri-
etary, but the problems are magnified when discovery
reaches into personal computers, BlackBerrys, smart
phones and other devices. An individual may have infor-
mation relevant to the litigation on his or her PC, but that
PC is likely to contain a great deal of other information,
such as personal passwords, tax information, and medical
records. Communications from one cell phone or other
mobile device to another are not, in any real sense, differ-
ent from telephone conversations, and the expectations
of privacy may be similar. The expectation of privacy
obviously varies between a personal cell phone and a
company provided cell phone. Postings on a Facebook
profile can hardly be said to be confidential, but there
may be some difference between those posted openly and
those posted on a limited access portal. This article does
not deal with privacy issues in any detail, but a careful
lawyer will want to consider them during the process of
discovery.
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Il. General Discovery Standards

A. Relevance

The usual requirement of relevance must be shown,
no matter whether the information requested is in one
electronic format or another. A good discussion of the
relevance issues appears in EEOC v. Simply Storage
Management, LLC,° a 2010 decision from the Southern
District of Indiana. The EEOC brought an action on be-
half of certain employees alleging sexual harassment and
seeking damages for severe emotional distress and post-
traumatic stress. The defendant wanted discovery of the
social network sites of the employees. The court agreed
that postings on their social network sites might contain
information relevant to their claims for damages, but
denied wholesale access to their sites. Instead, discovery
was limited to postings, messages, photographs and oth-
er information which related generally to their emotional
health in the relevant time period. The court agreed with
the defendant that the employees’ privacy expectations
were minimal. The information requested already had
been disclosed to at least one person (if in a message to
one individual) and, in most instances, to a number of
people through postings.®

The plaintiff in a personal injury case was required
to allow access to content on her social networking sites.
She sought damages for injuries that, according to the
complaint, caused her to remain inside her house and,
for much of the time, in her bed. The defendant was able
to counter the plaintiff’s damages arguments with pho-
tographs from her MySpace and Facebook profiles which
showed her outdoors and looking happy.” Similarly, a
claimant for social security disability income based on
his asthma was challenged by a Facebook posting in
which he was shown smoking a cigarette.’

Perhaps the broadest definition of relevance in e-
discovery came from a Canadian court. The plaintiff
alleged that the defendants stole trade secrets and other
proprietary information. The court allowed forensic ex-
perts to have access to all PCs, BlackBerrys, smartphones,
Androids and other mobile devices of all relevant em-
ployees and of the spouses and children of those employ-
ees.” It is understandable that discovery of communica-
tions from the personal PCs and mobile devices of the
relevant employees could be useful. If they did, in fact,
steal trade secrets, it is unlikely that they used the com-
pany’s own computers to accomplish the theft because
an evidence trail would remain in the company’s servers.
Extending the discovery to PCs and mobile devices of
the employees’ spouses and children was exceptionally
broad.

B. Burdensomeness

The problem of burdensomeness is no less an issue
with e-discovery than with traditional document discov-

ery. How is the volume to be handled? Electronic data can
be stored easily on small devices such as thumb drives,
but someone has to look at the information and decide
what is or is not relevant. It may be more pleasant to sit
in a comfortable office with a computer than to rummage
through filing cabinets in a dusty warehouse, but that im-
provement in comfort level does not reduce the amount
of time and work needed to sift through thousands of
pages. Some discovery may be aided by search engines
that are programmed to look for certain keys. These may
be especially useful in financial or accounting cases. But
for most cases, paralegals and associates will be tasked

to do the sifting and sorting. Courts have applied the tra-
ditional requirements of specificity and clarity, which are
meant to minimize the burdensomeness of requests.

For example, a request that, as made, would have re-
quired the production of the recorded contents of 463,000
telephone calls was denied as burdensome. The request-
ing party had reason to seek information about the con-
tents of some telephone calls but the request was much
too broad and it had to be re-framed to be more specific
and detailed.!?

In another case, one party asked for information from
an opposing party’s PC. The information requested was
relevant, and the responding party provided a thumb
drive with all the relevant files. The requesting party then
demanded a forensic image of the hard drive to check
against the thumb drive in order to be certain that ev-
erything relevant had been copied and that nothing had
been deleted. The respondent objected because the hard
drive contained a great deal of purely personal informa-
tion such as tax records, SSANSs, and credit card informa-
tion. The court agreed with the respondent and said that
the requesting party should first examine the files on the
thumb drive. If not satisfied with that information, then
the requesting party would have to lay a proper founda-
tion for seeking more information from or about the hard
drive.l!

C. Authentication

Authentication of the information derived from a
search of the contents of a hard drive, a mobile phone,
or a Facebook posting can be tricky. Identifying the com-
puter or mobile device from which a message was sent
or which received a message may not be so difficult, but
how is one to know that the sender or receiver is the per-
son relevant to the litigation? A good forensic investigator
may be able to determine that a third party hacked into a
computer, but what if a third party simply had access to
the relevant individual’s cell phone or PC? This problem
seems to have arisen most often in criminal cases, but it
could occur in any case. Authentication is primarily an
issue when introducing evidence, but authenticating a
posting or an e-message during discovery can avoid sub-
sequent problems.
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A recent Maryland decision provides a good example
of inadequate authentication. At issue was the use of
a MySpace post as evidence in support of a charge of
threatening prosecution witnesses. The girlfriend of a
defendant named “Boozy” was alleged to have posted
a MySpace message on her profile which said, “Free
Boozy!!! Just remember snitches get stitches!! U know
who you are!!” The prosecution alleged that the post-
ing was a threat to witnesses against the defendant. The
girlfriend was put on the stand and examined about a
number of issues but she was not asked to identify or to
verify the posting. The only attempted verification came
from a police investigator who based his authentication
on the appearance of the post and its accompanying pic-
tures and the fact that it was on the girlfriend’s profile
page. The court noted, however, that the post could easily
have been made by anyone who had access to the profile,
such as a friend of the person who established the site or
someone who knew the password. For proper authentica-
tion, the prosecution should have asked the girlfriend di-
rectly about the post and sought to have her authenticate
it.12

Authentication issues can arise in any dispute, but
they may be especially important in criminal cases. The
burden of proof is higher and the prosecution usually
must prove the mental state—the level of intentionality—
of the defendant. Text messages, as well as e-mails and
social media postings, can be helpful to the prosecution,
but only if properly authenticated. In a North Dakota
case a wife was convicted of simple assault on her hus-
band, in part because of text messages which showed her
state of mind.!® In Virginia a defendant was convicted of
knowingly communicating a written threat because of
postings on his MySpace profile that talked about kill-
ing his former girlfriend and kidnapping their child.!* A
woman and her boyfriend were convicted of murdering
the woman’s estranged husband, and text messages they
exchanged around the time of the murder were important
evidence for the prosecution.'

lll. Knowing What to Request

A proper discovery request for social media content,
text messages, and similar items should be as specific as
possible, which means that lawyers must be up to date
on technological developments.'® Asking for the e-mails
of a company or an individual may be routine, but know-
ing how to ask the right questions to get to additional
relevant materials may not be so simple. A requesting at-
torney may, for example, inquire whether the respondent
uses or has used various “wipeclean” or other prophy-
lactic programs. One named “TigerText” is useful for the
protection and deletion of text messages. Depending on
how it is set to perform, it can allow deletion on demand
or automatically after a set time, and it can prevent mes-
sages from being saved, copied, or forwarded by the re-
cipient.!” A person who uses a program such as TigerText
may be interested in nothing more than personal privacy

and the use may be no different from physical destruction
of written materials on a regular basis. However, the use
of such a program may contravene a company’s policy on
document retention if the mobile device is used for com-
pany business, or, if used by a government employee, the
program may violate various open records laws.

A responding party will be presumed to act in good
faith and to provide the information requested, but the
requesting party should be prepared to lay a foundation
for seeking to verify the responses by doing a forensic
examination of the respondent’s hard drive or mobile de-
vice, including any SIM cards used by the respondent.'8 If
there is forensic evidence of the use of a “wipeclean” pro-
gram or of deletions contemporaneous with the request
or other relevant events, then there might be a basis for
seeking an “adverse inference” charge.!” In an employer’s
action against former employees for misappropriation of
trade secrets, a forensic examination of the employees’
mobile devices showed that there were no saved data be-
cause the devices had been deliberately wiped clean. The
evidence of deliberate wiping supported an adverse infer-
ence charge.? Ironically, if the former employees had sim-
ply waited a while after sending the messages that were
worrisome, the devices probably would have overwritten
the messages without any indication of deliberate dele-
tion. Metadata stored by the cell phone service provider
would have shown the time and date of messages as well
as the numbers of the sending and receiving devices,
but without the content there would be no way to show
that the messages were not innocent communications
about lunch or golf dates or routine business. Deliberate,
contemporaneous deletion suggested the possibility of a
guilty conscience.?!

The requesting party should know, as well, whom to
ask for relevant information. In many instances, most of-
ten those involving mobile devices, the best source of in-
formation may be a third-party service provider, such as
cell phone company.?? Text messages provided by Verizon
in response to a subpoena were important to the prosecu-
tion’s case in achieving a murder conviction of two defen-
dants.” In a copyright infringement case, a federal court
allowed early discovery of information from eight differ-
ent service providers used by the proprietors of an online
Korean pop music website.?

The growth of cloud computing will add further
complications. If an organization owns and controls its
servers, then a request for data to that company should be
sufficient to obtain pertinent records from the company’s
own e-storage files. But if the organization uses cloud
computing, then the relevant data may be under the di-
rect control of one or more third parties and in various
e-storage locations. The data should still be available, sub-
ject to policies on retention and deletion, but the process
of identifying the location of data and the specific identity
of the party with custodial responsibility may not be so
simple.
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IV. Awareness of Cultural Differences

The rapid increase in international trade during
the past thirty years has seen a similar increase in the
number of cases and arbitrations which involve parties
from varying jurisdictions. Those who are involved with
litigation and arbitration must be aware, as well, of cul-
tural differences in the uses of various forms of electronic
communications. Having lived and worked in Southeast
Asia for the better part of a decade, this author’s own
observations indicate that the use of text messaging
is greater in the Asian business world than in North
America or Europe. The use of social media has increased
dramatically in recent years, but substantive business
communications seem to occur most often—at least for
the time being—through text messaging as well as e-
mail. An unscientific survey of recent decisions from the
jurisdictions of Singapore and Malaysia disclosed that
but a single case mentioned “social media” in the context
of evidence while two hundred twenty cases mentioned
“sms.”? This small sampling does not mean that social
media postings may not contain relevant information
useful to litigants in an Asian jurisdiction. It simply in-
dicates that it is important to be aware of the degree to
which the population in one region or the other prefers
a particular form of electronic communication and to
organize discovery requests that recognize varying pref-
erences and behaviors. The portability of mobile devices
and the rapid increase in the availability of sophisticated
applications for such devices means that they are likely
to increase in popularity in those areas where business
people are especially mobile. They are inexpensive and it
is easy to upgrade from one device to another frequently,
which also causes problems for discovery because the
technology changes as rapidly as the mobile devices.?®

Keeping up to date on the many variations among
jurisdictions on privacy of communications is important
as well. This article does not address privacy issues,
except in the most general way, but different regimes
have different requirements and expectations. The rules
are evolving almost daily. In the midst of the contro-
versy in the United Kingdom about newspapers which
are alleged to have hacked into private cellphones and
other electronic devices, the UK courts are considering
new rules on the use of mobile devices, e-mail, social
media and Internet-enabled laptops within the courts
themselves.?”

V. Statutory Issues and Ethical Concerns

The Stored Communications Act of the United
States?® prohibits unauthorized access to stored electronic
communications and data. The statute is meant to protect
the privacy of those who depend upon third parties for
the storage of electronic data, such as the users of Yahoo
or Google email, as well as many more. The elements of a
claim in a civil case for violation of the Act are that:

— The defendant intentionally accessed a facility in
which an e-communication service is provided; and

— The access was not authorized or the degree of ac-
cess exceeded that which had been authorized; and

— The defendant obtained, altered, or prevented au-
thorized access to an e-communication in electronic
storage in the system; and

— The defendant’s unauthorized access caused actual
harm to the plaintiff.’

The four requirements indicate that hackers are cer-
tainly among those targeted by the legislation, but the
extent to which the Act is an impediment to discovery is
unclear. A holder of e-communications cannot knowingly
divulge the contents to a third party without the consent
of the person who created or sent the communication,
but the particular contractual relationship between the
storage party and the sending party may authorize dis-
closures, at least to some extent, in litigation contexts.
Some years ago the Florida Supreme Court held that a
trial court could order parties to sign authorizations to
allow access to medical records in cases in which medical
records were relevant.3? Once the information is available
(by whatever means), the Act does not prohibit its disclo-
sure or use:

The Act prohibits only unauthorized ac-
cessing of stored electronic communica-
tions. Section 2701 does not proscribe
unauthorized use or disclosing of that
communication, even if obtained by un-
authorized access.’!

Another federal court recently held that it is not
a violation of either the Wiretap Act or the Stored
Communications Act for Facebook to disclose to its adver-
tisers the basic personal information posted by Facebook
registrants when a user clicks on an advertisement.*?

Although the Stored Communications Act may not
be a major roadblock to discovery, it is something a law-
yer should take into account when seeking information
from a third party. If the parties agree that electronic
communications may be relevant and discoverable, then
access through a third party may be made easier by an
agreement to authorize such access, subject to the usual
requirements of relevance, reasonableness, and protection
of legitimate privacy interests.

In the meantime, a good lawyer will advise his cli-
ents not to engage in “self-help.” An employee sued
her employer for sexual harassment, and the employer
counterclaimed for business torts. During the litigation it
came out that the plaintiff’s boss had accessed, without
authorization, the plaintiff’s AOL account by using her
password. The jury was not amused by the unauthor-
ized entry into the plaintiff’s personal e-mail account
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and awarded her $400,000. The award was affirmed on
appeal.®

Lawyers should follow their own advice and not try
to engage in surreptitious discovery by “friending” an
adverse party on a social media platform or by “stalk-
ing” a party. State ethics panels have looked specifically
at such issues. In New York, it is permissible for a lawyer
to examine the public pages of a party’s social media
profile. That is essentially no different from using a clip-
ping service to gather information from newspapers,
magazines, and other public sources. (Today that would
obviously include a Google search and a look at a rel-
evant Wikipedia entry.) It is not permissible to circumvent
the privacy controls installed by a registrant on a social
media portal or to use a third party to do so or to become
a “friend” (directly or through a third party) under false
pretenses.

How one uses electronic communications person-
ally or professionally can create problems as well. A
Singapore lawyer was disciplined for “conduct unbecom-
ing a lawyer” for the content of SMS messages sent to the
complainant.?® Postings made by a Savannah firefighter
on her MySpace profile caused her to be disciplined for
unprofessional conduct.® Communications by e-mail
and SMS during the unhappy breakup of a partnership in
the jewelry business led to counter-defamation actions.”
There is a small but growing cottage industry involved
in identifying anonymous bloggers and similar users of
electronic communications who defame or disparage
businesses, products, or individuals.3® The moral of these
various cases is that the choice to use electronic commu-
nications does not necessarily shield one’s identity nor
protect one against liability for the content of the commu-
nications. Professional ethics and common sense are both
important.

VI. Client Advice

In the normal course of providing advice to clients,
lawyers should make sure that clients are aware of the
ways in which social media and other forms of electronic
communications—beyond traditional e-mail—can be
used. Employers should have explicit policies in place
about the use—or non-use—of social media, text messag-
es and other forms of electronic communication in con-
nection with the employer’s business or other activities.
Employers should be made aware that an employee’s use
of social media, even on a personal account and not dur-
ing working hours, may be discoverable in litigation if
the content is relevant to the employer’s business and to
whatever the issue may be in a particular dispute. If the
organization is professional in nature (law firm, accoun-
tancy firm, medical practice, etc.) or if there is substantial
public interest in the quality and integrity of the employ-
ees (firefighters, police, teachers, civil servants), there

may be good reasons for the employer to publish rules
about the use of social media in the employee’s personal
capacity.

Lawyers should be especially careful about the use of
social media. Personal use may affect a lawyer’s profes-
sional reputation and credibility. Of course it is always
true that what a lawyer does in his or her personal life
may affect reputation in the community, but the use of so-
cial media can have a multiplying effect. That “cute” post
of a party at the beach may not be so cute when it goes
viral on You Tube.

Furthermore, the misuse of social media can lead to
ethical problems. As noted above, an aggressive attempt
to learn more about an adverse party through social me-
dia sleuthing can violate ethical standards. Firms should
have clear policies in place and those policies should be
communicated clearly to all the lawyers and support staff.
The same should be true for public lawyers and court
staff.

VIl. Useful Additional Resources

There are many articles, websites, and blogs which
contain useful information about social media. Some pro-
vide technical details that can help lawyers understand
how to go about discovery and how to protect legitimate-
ly private information. Others provide helpful updates on
recent cases. The various law review articles tend to cover
broader issues and also contain references to many cases
and other secondary sources. Bear in mind that bloggers
and website creators often write from a particular per-
spective, but with that note of caution, blogs and websites
contain huge amounts of detailed information. Set forth
on Appendix A are a few suggestions for further reading.
Some of these articles have been cited in the notes to this
article.
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Social Networking and the Law:
Virtual Social Communities Are Creating Real Legal Issues

By Rory J. Radding

I Introduction

Millions frequent social networking platforms such
as MySpace, Facebook, YouTube, and Second Life in their
daily lives to play interactive games, chat, send messages,
and post videos and pictures among an infinitely expand-
ing list of online interactive venues and options. This ar-
ticle addresses three pressing legal challenges that social
networking Web site operators face in the development
and maintenance of their Web sites: defining and estab-
lishing the terms of use for the online service; protecting
intellectual property; and maximizing the statutory im-
munities available to site operators.

Il. End-User License Agreements

The End-User License Agreement (EULA, often la-
beled the site Terms of Service or Terms of Use) sets forth
the terms and conditions of Web site use and acts as a
Web site’s first line of defense to end-user-related claims.
EULAs received national attention in a recent criminal
trial involving Lori Drew, who was accused of creating a
fictional MySpace account for the purpose of harassing
her 13-year-old neighbor, Megan Meier, who allegedly
committed suicide as a result of Ms. Drew’s cyberbully-
ing.! Specifically, Ms. Drew was charged with conspiring
to violate the terms of MySpace’s EULA, which prohibits
both the creation of fictitious accounts with false infor-
mation and the use of the Web site’s services to harass
other members. On 26 November 2008, Ms. Drew was
convicted by a federal jury on three misdemeanor charges
of computer fraud for accessing a computer without
authorization.

The means of presenting the Terms of Use to the
end user is a critical threshold consideration for social
networking sites, requiring a balance of technical, legal,
and unique business considerations. Technically, options
for presenting the terms range widely, from merely dis-
playing a hyperlink on the Web site without collecting
any identifying information or consent, to a “clickwrap”
agreement that requires users to provide full contact
information on a registration page and to affirmatively
click “I agree” only after being visually presented with
all the terms of the agreement. There are many options
in between these extremes. As a legal matter, courts may
conclude that no binding agreement was ever formed un-
less the site’s registration process includes a step where
the user has expressed a “manifestation of assent” to be
bound by a conspicuously displayed agreement.

Although legally quite effective, many online busi-
nesses conclude that a multistep formal clickwrap reg-

istration process is too intrusive and legalistic, thereby
deterring potential users from following through with the
registration process. Many sites thus opt for intermedi-
ate means of collecting assent, such as asking users to
acknowledge that they have read the Terms of Use, which
are available for review but not required to have been
actually viewed. At the end of the day, the means of pre-
senting the EULA and collecting evidence of consent is a
decision that balances business and law, as efficiency of
the registration process is weighed against the need to cre-
ate a legally binding agreement.

Assuming the court concludes a contract was formed,
it will look to the actual terms of the agreement to de-
termine if the contract is enforceable in whole or in part.
Many courts have ruled that EULAs are contracts of adhe-
sion because subscribers are presented only the opportu-
nity to accept or reject the terms in their entirety. In decid-
ing whether to enforce such agreements, courts typically
apply a heightened scrutiny to both the manner in which
such an agreement is formed and the reasonableness of
the substantive terms.

A finding of adhesion thus begins another inquiry—
whether a particular provision within the contract should
be denied enforcement on grounds that it defeats the ex-
pectations of the weaker party or is unduly oppressive or
unconscionable. Courts may refuse to enforce a contract
or a specific contractual provision if the clauses involved
are so one-sided as to be unconscionable under the cir-
cumstances existing at the time the contract is made. To be
unenforceable, a contract must be both procedurally and
substantively unconscionable. Contracts of adhesion are
per se procedurally unconscionable because they do not
provide any meaningful opportunity for negotiation and
leave the user with no reasonably available market alter-
natives. Substantive unconscionability focuses on whether
the terms are unreasonable. Because a contract is largely
an allocation of risks, a contractual provision is substan-
tively suspect if it allocates the risks in an objectively un-
reasonable or unexpected manner.

EULA provisions commonly rejected by courts on
grounds of unconscionability include mandatory arbitra-
tion provisions, forum clauses, and prohibitions on class
actions. For example, a court has held the arbitration
clause contained with the EULA for a social networking
Web site, Second Life, to be invalid on the grounds that
the provision was both procedurally and substantively
unconscionable.? In light of this decision, those develop-
ing social networking Web sites should take care in draft-
ing their EULASs to avoid invalidation of their terms.
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As a social networking Web site matures, its business
and the ever-changing legal environment are likely to
prompt revisions to the standard posted EULA terms.
Whether and how such modified terms can be enforced
against prior registrants is another common area of con-
cern. Subsequent changes to the EULA may be unenforce-
able against users, absent reservation to modify the terms
of the agreement. Accordingly, the agreement should
include unambiguous language that places the obliga-
tion on the user to stay abreast of changes, and specifies
that continuing use of the social network constitutes as-
sent to any new terms. These precautionary measures are
designed to prevent a user from pleading ignorance (and
procedural unconscionability) when a Web site operator
attempts to enforce an amended EULA against the user.

Every social networking site will have to consider
some issues unique to its individual business model. In
short, indiscriminate copying of and pasting from EULAs
from other sites is a poor drafting choice and can lead to
liability.

lll. Copyright Violations

Social networking Web sites can be hotbeds for
copyright violations. The owner of a copyright has the
exclusive right to do and authorize any of the following:
reproduce the work; prepare derivative works; dis-
tribute copies of the work; perform the work publicly;
and display the work publicly. In the event that any
one of a copyright owner’s rights is infringed, the law
provides for criminal sanctions and civil liability against
the direct infringer. Traditionally, the law also provided
broadly that a copyright owner may be able to recover
civil damages from social networks hosting an infring-
ing work—in lieu of the direct infringer—under the
theories of “contributory infringement” or “vicarious

liability.”

Recognizing the need to address modern copyright is-
sues, Congress enacted the Digital Millennium Copy-
right Act (DMCA) in 1998.2 The DMCA provides a safe
harbor to “service providers” (e.g., social networks), pro-
tecting them from secondary criminal and civil liability.
Under the DMCA, social networks will be held harm-
less so long as three conditions are met: (1) lack of actual
knowledge of infringement, or lack of awareness of facts
or circumstances from which infringing activity is appar-
ent; (2) lack of financial benefit directly attributable to the
infringement, where the service provider has the right
and ability to control such activity; and (3) expeditious
takedown of infringing material after notice has been ap-
propriately given.

Copyright law in the social networking context re-
mains in flux because courts are facing difficult issues
arising out of rapidly advancing and evolving technolo-
gy. The ease with which Internet users are able to distrib-
ute copyrighted information has dramatically increased

the prevalence of copyright infringement. Copyright law
is being stretched to its limits in order to determine how
best to protect copyright holders as well as Internet Web
sites that merely host information.

Thus, until a resolution is reached, a Web site opera-
tor should take extra precautions to ensure protection
under the safe harbor provisions of the DMCA. To ac-
complish this end, social network operators should draft
an EULA that accomplishes dual purposes: (1) prevent
direct infringement by users; and (2) take appropriate
measures upon discovery of infringement. To prevent
direct infringement, operators should warn users of pos-
sible civil and criminal consequences of uploading copy-
righted material. If individual users are found to violate
repeatedly copyright policies, the EULA should warn that
users will be prevented from future use of the social net-
work. The EULA also should name an agent charged with
the responsibility of receiving notices and initiating the
prompt takedown of infringing material pursuant to the
DMCA. Lastly, it is best that social networks refrain from
placing any profit-generating advertisements in the same
place where copyright violations occur. Drafting an EULA
with this two-prong approach in mind will be helpful in
crafting an agreement that will provide a solid defense to
copyright infringement attacks under secondary liability
theories.

IV. Trademark Violations

A trademark encompasses virtually anything—word,
number, name, nickname, phrase, symbol, device, logo,
color, sound, scent, or design—that is used by a company
to identify its goods or services, and to distinguish them
from goods or services manufactured by others. The
owner of a trademark may generally exclude subsequent
users from using that mark or a confusingly similar mark
for the same or related products or services. If another
company uses a confusingly similar mark on the same
or related products or services, the trademark owner can
file a claim for trademark infringement, which requires
a showing that there is a “likelihood of confusion” be-
tween its trademark and the allegedly infringing mark.
An owner of a “famous” trademark also has the ability to
protect against the use of its mark on any product or ser-
vice that dilutes its distinctive quality either through blur-
ring or tarnishment of the mark. This is called trademark
dilution.

Due to the nature of content generated by social
networking Web sites, it is difficult, if not impossible,
for a social networking Web site to weed out infringing
trademark usage by users. Similar to secondary liability
for copyright infringement, social networks may be open
to attack under the theory that the network is allowing
its users to engage in trademark infringement and dilu-
tion on the network. However, the Lanham Act provides
a safe harbor for social networking Web sites—so long as
the social network is an “innocent infringer.” To qualify as
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an innocent infringer, the social network must establish
that (1) it did not actively induce or participate in the in-
fringement and (2) it did not have specific knowledge of
its users’ infringement.

The innocent infringer defense was examined by a
federal district court in California when eBay was sued
by a trademark owner, who claimed that eBay was al-
lowing users to display pictures and sell pirated copies
of his movie through the Web site.* The court held that
eBay qualified as an innocent infringer because it did not
actively induce or participate in infringement and it did
not have specific knowledge of its users’ infringement.
Perhaps more significantly, the court refused to place an
affirmative duty on eBay to monitor and remove future
infringing advertisements on its Web site.

Practically, the significance of the eBay decision is
that it shifts the burden of finding infringing marks post-
ed on social networking Web sites to the owner of the
trademark. This interpretation has the effect of creating
a trademark safe harbor procedure for social network-
ing Web sites that largely follows the procedures of the
DMCA. Like the DMCA, it is important to realize that the
innocent infringer defense does not absolve a Web site
from all secondary trademark liability. It remains critical
to include provisions in the EULA that track the safe har-
bor provisions of the Lanham Act. EULAs should contain
language that prohibits the unlawful use of trademarks
on the Web site and reserves the right of the Web site
to block repeat offenders. It is also recommended that
the Web site describe specific notice and takedown
procedures.

V. Defamation

Defamation is the publication of a false statement
about another that causes harm to reputation. The abil-
ity of users on social networking Web sites to blog,
comment, and message provides plenty of opportuni-
ties to publish false statements that damage the reputa-
tion of their targets. Users may be directly liable for the
comments they post, but absent statutory immunities,
social networking Web sites could be held liable for
publishing those defamatory comments. Fortunately,
federal law broadly protects Web sites that merely
distribute (as contrasted with authoring) information
created by a third party from liability for defama-
tion. The issue confronted by social networking Web
sites is determining where they fall within the publisher-
distributor spectrum.

Early case law found Internet service providers
(e.g., social networks) to be more analogous to publish-
ers than distributors, thus holding them liable under
the same standards as the author himself. Congress
responded with the Communications Decency Act (CDA),>
which provides a safe harbor from defamation claims to
social networking Web sites so long as (1) the defendant

is a provider or user of an interactive computer service;
(2) the asserted claim treats the defendant as a publisher
or speaker of information; and (3) the challenged commu-
nication is information provided by another information
content provider. For a social network to shelter itself un-
der the CDA, it is critical to avoid being classified as an
“independent content provider.”

Surveying recent court decisions, CDA immunity has
extended even to those exercising significant editorial
control over Web site content. However, the case law is
fairly sparse and fact-specific, making it difficult to ar-
ticulate a clear standard differentiating the roles of editor
and publisher. As a general matter, providers typically
will not lose their immunity if they merely exercise some
control over the posting of information by others, such as
enforcement of rules as to appropriate content or minor
editing. Nor will they lose immunity by merely facilitat-
ing expression of information by individual members.
However, it is unclear whether a social networking Web
site would have CDA immunity if it influences Web site
content by posing particular questions for individual
members’ response.

Many Web sites provide mechanisms for users to re-
dress defamatory statements (e.g., giving users the ability
to delete comments), while not affirmatively assuming
the responsibility of controlling content. The best advice
for social networks regarding CDA immunity is to seek
the counsel of an attorney in order to define the appropri-
ate parameters for editorial conduct based on the specific
nature of their businesses.

VI. Tread Warily

Social networking is the today and the tomorrow of
the Internet. By allowing users to generate content pub-
lished on social networks, the Internet is both creating
new legal issues as well as putting a new spin on old is-
sues. The legal considerations discussed here represent
some of the most prevalent legal issues facing today’s
social networking Web sites. With billions of dollars
at stake, there is great value in discovering your own
company’s or your client’s social networking tools and
adopting policies and procedures that help protect it from
plausible attacks.
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Recent Arbitration Trends in Latin America

By Luis Enrique Graham

l. Introduction

Over the last two decades, the tendency in a num-
ber of Latin American jurisdictions has been to become
consistently more supportive of international arbitration,
both in regard to the legislative framework and the ap-
proach of the local courts. There can be no doubt that
positive progress has been made, as illustrated by the list
of countries that have adopted national arbitration laws
in line with the UNCITRAL Model Law, the international
“gold standard.”

As part of this tendency to “internationalize” arbi-
tration, several countries have abandoned their former
usages and practices contained in their local arbitration
laws. Such usages are, for example, that arbitrations had
to be conducted in the official language spoken in that
given country or that the arbitrators had to be locals from
the seat of arbitration.

Further, although it was not established in the arbi-
tral laws, international arbitrations used to be conducted,
both by arbitrators and the parties, in a manner similar to
court litigation, since the style in which most internation-
al arbitrations are conducted was unknown. An example
of this “court style” is that it was believed that the parties
had to submit all of their arguments in their first state-
ment on the merits. Another example is that the parties
believed that access to documents in the possession of the
opponent was denied unless the party requesting such
document was able to identify, in a very precise fashion,
the document it wanted.

Il. Recent Arbitral Law Reforms in Several Latin
American Countries

A. Mexico

In January 2011 an important reform in connection
with commercial arbitration was promulgated in Mexico.
The main purpose of the reform was to improve the Mexi-
can regulations regarding judicial intervention in arbitra-
tion. This is a positive step, since it provides certainty in
regard to certain aspects of the judicial proceeding that
are related with arbitration. Moreover, such a reform
preserves the well known principles of flexibility and
promptness in arbitration.

The reform has a wide scope, and, among the several
aspects that it covers, the following establish an important
precedent for arbitration in Latin America.

1. Referral to Arbitration

The reform sets forth that, if one party requests a
court before which an action is brought, in a matter which

is the subject of an arbitration agreement, that the con-
troversy is referred to arbitration, the court is to suspend
the judicial proceedings until the arbitral tribunal has ex-
pressed its opinion on the matter. Such a motion to refer
the parties to arbitration is to be made no later than when
submitting the first statement on the merits of the dis-
pute (generally the reply to the claim). Before this reform,
Mexican law on arbitration established that the parties
could bring an action before a court to refer the parties to
arbitration at any given moment.

Further, the reform establishes that the parties’ refer-
ral to arbitrate will only be denied if there is a final resolu-
tion indicating that the arbitration agreement is null, or if
the ineffectiveness of the arbitration agreement is notori-
ous in accordance with very strict criteria.

Moreover, in order to have a prompt resolution to the
proceeding that is being revised, there is no ordinary re-
course available for challenging the referral to arbitration.
With this amendment, the Mexican regulation is now in
harmony with the formula proposed by the UNCITRAL
Model Law.!

2. Special Procedure on Commercial Transactions
and Arbitration

The reform foresees a new procedure, called “special
procedure on commercial transactions and arbitration,”
whose purpose is to solve matters related to the arbitra-
tion proceedings. Among such matters are:

— Enforcement and recognition of an arbitral award;
— Annulment of an arbitral award;

— Enforcement of interim measures ordered by the
arbitral award;

— Challenge of arbitrators;

— Jurisdiction of the arbitral tribunal, when it is deter-
mined in a resolution other than the award on the
merits; and

— Granting of interim measures prior to or during the
arbitration proceedings.

From the latter, it is important to highlight the en-
forcement and annulment of arbitral awards and the
enforcement of interim measures ordered by the arbitral
tribunal.

3. Enforcement and Annulment of an Abitral Award

The new regulation sets forth that the resolutions ren-
dered in enforcement or vacatur proceedings may only
be challenged through amparo proceedings. Further, the
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enforcement and annulment proceedings can be consoli-
dated in order to have the decision on both matters in
only one resolution.

4, Interim Measures

The granting of interim measures by an arbitral tri-
bunal may be requested and obtained through “special
procedure on commercial transactions and arbitration.”

Every interim measure ordered by an arbitral tribu-
nal will be binding upon the parties and the court may
order its enforcement without going over the merits of
the decision that ordered such interim measure.

In any event, if the arbitral tribunal does not estab-
lish the payment of a guarantee in order to enforce the
interim measure, the judge may order such payment.

A downside of the reform is that it establishes that
both the party requesting the interim measure and the
arbitral tribunal ordering it are liable for damages caused
by the enforcement of such measure. However, from a
practical standpoint, it must be taken into account that
limitation of liability in regard to arbitrator’s acts is in-
corporated into the arbitration rules that are commonly
used in arbitration in Mexico. For example, the Rules of
Arbitration of the International Chamber of Commerce
provide that:

Neither the arbitrators, nor the Court
and its members, nor the ICC and its
employees, nor the ICC National Com-
mittees shall be liable to any person for
any act or omission in connection with
the arbitration.

This limitation on the arbitrators’ liability is allowed
by Mexican law and is consistent with the practice of
commercial arbitration. Several institutions have includ-
ed in their arbitration rules provisions like the one cited
above. Some of those institutions are International Center
for Dispute Resolution (ICDR), London Court of Inter-
national Arbitration (LCIA), National Chamber of Com-
merce of Mexico (CANACO), and Arbitration Center of
Mexico (CAM).

5. Other Procedural Aspects

The reform includes a non-litigious procedure before
the courts in order to implement any measure for assis-
tance in the presentation of evidence, any inquiry about
the fees of the arbitral tribunal, and the request for the
appointment of arbitrators.

In connection with the last point, it is important to
highlight that the court is to use a system of lists in order
to appoint the arbitrators only when it is not inconve-
nient and when it is not agreed otherwise by the parties.
The court will send a list to the parties with at least three
candidates, in order for the parties to number the arbitra-
tors in their order of preference or to reject them. Such

system is commonly used in arbitration: An example of
this is contained in the ICDR Arbitration rules.

When making the list of candidates who will be able
to conduct the arbitration suitably, the court is to consult
with one or several arbitration institutions, chambers of
commerce or of industry on the appropriate candidates
to serve as arbitrators in a given dispute. Moreover, the
court has a discretionary power to appoint the arbitrator
or arbitrators if, conforming to the lists system, it is not
possible to appoint an arbitrator.

B. CostaRica

With the adoption of the Law 17.593 on international
arbitration, Costa Rica has now joined the group of arbi-
tration-friendly jurisdictions. Costa Rica’s new arbitration
law is largely based on the UNICTRAL Model Law, and
the few differences that it has with the Model Law do not
contravene the fundamental underlying principles of UN-
CITRAL’s Model Law. However, there are some aspects
and modifications that are worth mentioning.

1.  Scope of the Costa Rican Law

The Legislative Assembly decided to limit the scope
of the law to only international arbitrations where the seat
of arbitration is Costa Rica, whereas domestic arbitrations
are still governed by other legislation, which may not
reflect the principles underlying the Model Law.

2. Form of the Arbitration Agreement

The new law does require that all arbitration agree-
ments be in writing. However, this requirement can be
fulfilled in the flexible manner intended under Article 7 of
the Model Law which provides that an arbitration agree-
ment will be in writing if its content is recorded in any
form, including electronically. The agreement itself can
have been reached orally or even by conduct.

3.  Number of Arbitrators

When the parties fail to determine the number of
arbitrators, instead of adopting the default rule as estab-
lished in the Model Law, the Legislative Assembly of Cos-
ta Rica changed the fallback rule to one arbitrator rather
than three. Although parties are free to determine the
number of arbitrators, Law 17.593 states that the number
of arbitrators shall always be an odd number.

4. Interim Measures

The current wording of Article 17 was adopted in
2006 by UNCITRAL (one of the main amendments in the
Model Law) and it sets forth the possibility of granting
interim measures “whether in the form of an award or
in another form.” In Law 17.593, this amendment to the
Model Law was not followed. Instead, while not requir-
ing interim measures to be granted in the form of awards,
Law 17.593 does require that all interim measures be
“reasoned. “ It remains to be seen how arbitral tribunals
will deal with this requirement. In any event, Law 17.593
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does not impose a strict requirement of form (such as an
award, order or a resolution) on the arbitral tribunal.

5.  Arbitrability

In regard to the matters subject to arbitration, the
Model Law does not include a provision regarding arbi-
trability, a topic that is left for national laws to decide. In
Law 17.593, Costa Rica’s Legislative Assembly seized the
opportunity to state that, under the laws of Costa Rica,
individuals may submit to international commercial ar-
bitration only matters on which, based on Costa Rica’s
commercial and civil legislation, individuals are free to
agree.

6. Nationality of Arbitrators

In connection with the nationality of arbitrators, ex-
perts and lawyers, the first draft of the new law that was
discussed before the Legislative Assembly included a
requirement for foreign practitioners to seek accreditation
of their legal qualifications with the Costa Rican Bar au-
thorities before being permitted to act in international ar-
bitration proceedings where Costa Rica is the seat. While
this was intended to be a “one time registration,” this
requirement would nonetheless have caused practical
difficulties and would have resulted in a handicap to the
parties when deciding on the possible candidates to act
as arbitrators, lawyers or experts in international arbitra-
tions seating in Costa Rica. Therefore, after consultations,
the legislature agreed to remove such a requirement, and
the decision has been very well received both in the local
and international arbitration community.

Conclusively, the intention of the Legislative Assem-
bly in adopting a law on arbitration based on the Model
Law was to improve the legal framework in Costa Rica
and to try to encourage selection of Costa Rica as a seat
for international arbitrations. The Model Law is interna-
tionally recognized, and with Law 17.593 following it so
closely, practitioners and arbitration users from all over
the world will, hopefully, feel instantly at home under
the new legislation. If, as is hoped, the Costa Rican courts
also apply the new law in the way the international
arbitration community expects, then Costa Rica could
become a new, attractive spot on the “arbitration world

7

map.

C. Honduras

In July 2011, Honduras’s new Law on the Promotion
and Protection of Investment was published. The law
recognizes arbitration as a means of dispute resolution
and guarantees to investors the recognition of interna-
tional arbitral awards rendered in accordance with the
New York Convention,? the Panama Convention® and the
ICSID Rules.

Further, it provides that, when mediation and concili-
ation between the investors and the state has failed, the
parties may resort to arbitration as a means of dispute
resolution. In this sense, the dispute shall be solved under

the ICSID arbitration rules or, if the investors” country is
not a party to the ICSID convention, under ICSID’s ad-
ditional facility. Similarly, if the parties so desire, their
dispute may be solved before any of the local arbitration
institutions. It is important to highlight that, under this
law, the parties may not choose to subject their dispute to
any international arbitration institution, but only to Hon-
duran arbitral institutions.

D. Ecuador

The 2008 Ecuadorian Constitution introduced sig-
nificant changes to its arbitration regime. Even though
Ecuador has not adopted the UNCITRAL Model Law,
some positive steps have been taken regarding the arbi-
tration framework. In this sense, the new Constitution
recognized arbitration as a legitimate means for dispute
resolution, thereby giving a constitutional status to arbi-
tration. According to the above-mentioned amendment,
arbitration and mediation may only be used in cases
where it is possible to compromise or in public procure-
ment upon a favorable opinion from the Attorney General
of the relevant state pursuant to the conditions set forth in
the applicable law.

However, the reform has a downside. The Ecuadorian
constitution also introduced Article 422, which prevents
Ecuador from entering into any treaty that provides for
international arbitration to settle commercial disputes
between the Ecuadorian government and private entities.
However, international treaties and instruments provid-
ing for dispute resolution between states and citizens of
Latin America by regional arbitral venues or by jurisdic-
tional organizations designated by the signatory countries
are excused from the foregoing. In the case of disputes re-
lating to foreign debt, the Ecuadorean State shall promote
arbitral solutions, subject to principles of transparency,
equity and international justice.

However, since the true meaning and scope of Ar-
ticle 422 is still uncertain, it will be necessary to observe
closely the Constitutional Court decisions on Ecuador’s
arbitration regime in order to better understand its effects,
particularly regarding the validity of arbitration clauses in
commercial contracts to which Ecuadorian public entities
are parties.

lll. Recent Trends in Latin America Regarding
International Arbitration

A. Adoption of the Model Law and Modifications

Even though in the past two decades the number of
Latin American countries that have adopted the Model
Law has significantly increased,* several of these coun-
tries have made noteworthy changes to the Model Law
when they incorporated it into their local arbitration
framework. Often, when local legislators include a modi-
fication to the Model Law when adopting it, they do more
harm than good to the international arbitral practice.
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When model laws are made, time and effort is put
into its elaboration. In this sense, when elaborating
a model law, UNCITRAL summons experts from all
around the world in order for them to give their input
in the elaboration of a given model law and to be certain
that the model law in question will not have provisions
which are contrary to the national laws. Such was the
case of the Model Law on International Commercial Ar-
bitration. Just to give an idea, just the discussion on the
modification of the Model Law regarding the arbitration
agreement and interim measures took approximately six
years.

In light of the above, a modification to a model law
is a sensitive issue, since it will significantly alter the uni-
formity of the international regulation of that matter. In
this vein, before making a modification to a model law,
local legislators should bear in mind all the work that is
behind its elaboration and should consider whether mak-
ing such modification is absolutely necessary.

B. Creation and Strengthening of Local Arbitral
Institutions

1. Center of Arbitration and Conciliation of the
Bogota Chamber of Commerce

The Bogota Chamber of Commerce was the first
entity in Colombia that responded to the need for devel-
oping alternative methods of dispute resolution (ADR)
by creating the Center of Arbitration and Conciliation in
1983. Since then, the Center has been a great promoter in
Colombia and throughout Latin America of the applica-
tion of ADR.

Over the past years, the Center of Arbitration and
Conciliation of the Bogota Chamber of Commerce has
had significant growth. An example of this is the release
of the “e-arbitration” system, which is a technological
tool, through which the parties, attorneys, arbitrators
and administrative secretaries of the arbitral tribunal are
able to follow an arbitral process through the Internet.
Through this tool, the parties are able to file any docu-
ment through the Internet and have access to the “offi-
cial” file from anywhere in the world.

2. Arbitration Center of the Lima Chamber of
Commerce

The Arbitration Center of the Lima Chamber of Com-
merce (CCL) was founded in 1993 and is the institution
with the greatest experience in the administration of ar-
bitrations in Peru. From 1993 to 2011 the Center has re-
ceived, 2043 requests for arbitration and, according to the
statistics, this number will continue increasing.

The Center also has a system which allows the par-
ties and arbitral tribunals to follow the course of the arbi-
tration and access the “official” file through the internet.

3. Center of Arbitration and Mediation of the
National Chamber of Commerce in Mexico City

Another example of an arbitral institution that has
grown in the past years and has promoted new ways in
which arbitration may be used is the Center of Arbitration
and Mediation of the National Chamber of Commerce
in Mexico City (“CANACO”). Recently, the CANACO
implemented the ABC Arbitration,® which is intended for
low cost disputes. Parties may access CANACO’s ABC
arbitration if the total amount of their dispute is less than
approximately US$45,500. Given that it is an example of
fast track arbitration, the ABC Rules establish that the
arbitral award is to be rendered the next day after the
hearing.

C. Sophistication of the Arbitral Practice

1. Experience of Counsel and Arbitrators

For several years, it was common to see highly expe-
rienced court litigation lawyers trying their luck in arbi-
tration proceedings. As a consequence, many of the us-
ages and practices applied in court litigation were being
transferred to arbitration. Therefore, the arbitral process
was losing several of its features as it was being imple-
mented almost as a form of court litigation. For example,
one of the features of arbitration that was not being uti-
lized was the opportunity to use dispute strategies that
may not be used in court litigation, such as “free” witness
interrogatories. In arbitration, as opposed to many Latin
American judicial procedures, witness interrogatories are
not subject to formal rules and practices; therefore, inter-
rogatories in arbitration are far more flexible and allow
lawyers to use different techniques during interrogation,
whereas in court litigation, lawyers are bound to follow
the rules established for witness interrogatories, which
often hinder the process.

Further, since arbitration was still in its first stages,
the arbitrators chosen were usually lawyers that had
never sat in the judge or arbitrator chair before. Therefore,
since they were not used to seeing the dispute from an
armchair, it was fairly easy for them to lose control of the
proceedings. Furthermore, the conferences and forums,
where highly experienced practitioners gave lectures
regarding the arbitrator’s role and the parties” expecta-
tions from their arbitrators, were held. Nowadays, these
forums are common, which allow new arbitrators to learn
more about their role, rather than learning it during the
course of the proceedings.

2. The Latin American Arbitration Association

Another example of the sophistication of the arbi-
tral practice in Latin America is the creation of the Latin
American Arbitration Association. The Association’s
main objectives are, among others, (i) the dissemination
of international arbitration in Latin America as a means
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for resolving disputes, (ii) giving assistance to arbitral
institutions, (iii) the analysis and practical study of prob-
lems concerning the functioning and effectiveness of
international arbitration in the region, and (iv) the imple-
mentation of initiatives to improve and modernize the
legal framework of arbitration in the different countries
of Latin America.

Certainly, with the creation of this kind of association
the arbitral practice will continue becoming more sophis-
ticated. That will result in a benefit for parties that choose
arbitration as the means to solve their disputes.

D. Trends in Right to “Exchange of Documents”

In several Latin American countries, to have access to
documents that are in the possession of the other party,
under the procedural rules applicable to court litigation,
is almost impossible. On the other hand, in arbitration
the latter is a common practice between the parties.® In
international arbitration, the request for documents con-
stitutes an integral part of a party’s opportunity to prove
its case. However, when the exchange of documents is
not handled properly, the costs of the arbitration may
drastically increase. For this reason, the IBA Rules on the
Taking of Evidence in International Arbitration (“IBA
Rules”) establish that the entire evidentiary process will
be conducted under the principle of good faith, and if a
party fails to conduct the exchange in good faith, such
a violation may be penalized. To base the exchange of
documents in good faith will result in both not request-
ing documents which the requesting party does not need
and not producing an excessive amount of documents in
order to lose the requesting party in a truck full of irrel-
evant documents.

In this context, the North American trend is to limit
the scope of the production of documents in order to
avoid an unnecessary increase in the arbitration costs and
to serve the arbitral process well by avoiding needless
complications.

On the other hand, in Latin America the exchange of
documents is becoming more accepted and the tendency
is to implement it. The latter is not necessarily in contra-
diction with the North American tendency: It is only a
different scenario. In Latin America, document produc-
tion has been a very useful tool that was not previously

available, since the majority of the procedural court rules
in Latin American countries did not allow its implementa-
tion. Therefore, counsel and arbitrators alike are increas-
ingly becoming more acquainted with the practice of
requesting documents and allowing such requests. None-
theless, parties and counsel, regardless of where are they
from, should always keep in mind the costs of the arbitra-
tion when requesting and producing documents.

IV. Conclusion

After analyzing the several trends of arbitration in
Latin America, it is beyond question that arbitration is
increasingly becoming a more suitable option for dispute
resolution in Latin America. Because so many countries
have adopted the model law, arbitral laws are being ho-
mogenized, offering the parties certainty and assurance
when choosing a Latin American country as the seat of
their arbitration.

Finally, the efforts made to encourage arbitration are
not only the product of the work made by the legislature
of the different countries, but also are the product of the
work of the arbitral institutions that administer arbitra-
tion and of the practitioners that keep seeking to be more
prepared.

Endnotes
1. 1985 UNCITRAL Model Law on International Commercial
Arbitration.

2. United Nations Convention on the Enforcement and Recognition
of Foreign Arbitral Awards, 1958.

3. Inter-American Convention on International Commercial
Arbitration, 1975.

4. The most recent countries that have adopted the Model Law
in Latin America are: Mexico (1993), Guatemala (1995), Peru
(1996, adopted the 2006 amendments in 2008), Venezuela (1998),
Honduras (2000), Paraguay (2002), Chile (2004), Nicaragua (2005),
Dominican Republic (2008) and Costa Rica (2011, adopting the
2006 amendments).
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Very often such practice is governed by the IBA Rules on the
Taking of Evidence in International Arbitration.
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The Multinational Employer in the Age of the

Whistleblower

By Aaron J. Schindel and Daniel L. Saperstein

I Introduction

With the rise of the global workplace come concerns
for multinational employers. Indeed, one of the most
critical legal issues for any multinational employer is
the degree to which U.S. law applies in foreign offices.
Although the extraterritorial application of certain U.S.
employment laws was fairly uncertain for some time,
Congress and the courts have resolved many of the le-
gal ambiguities. Nevertheless, uncertainties continue to
arise with the passage of new statutes and the nuance of
changing circumstances.

The U.S. Supreme Court has held that there is a
presumption against the extraterritorial application of
federal employment statutes, absent an express provision
in the statute or other indication from Congress.! This
strong presumption against extraterritoriality serves at
least two public policy purposes: (1) to protect against
“unintended clashes between our laws and those of other
nations which could result in international discord” and
(2) to uphold the principle that when Congress legislates
it “is primarily concerned with domestic conditions.”? In
this vein, Congress and/or courts have determined that
many labor and employment statutes do not apply extra-
territorially (or have carefully circumscribed their extra-
territorial reach).3

A topical issue, the Supreme Court strongly affirmed
the presumption against extraterritoriality as recently as
2010 in Morrison v. National Australia Bank Ltd.,* holding
that Section 10(b) of the Securities Exchange Act (“SEA”)
and Securities Exchange Commission (“SEC”) Rule 10b-
5 do not apply to securities transactions that take place
outside the United States.’ The SEA’s general silence as
to its extraterritorial application® prompted federal dis-
trict courts in the Second Circuit and the Second Circuit
itself to apply the so-called “conduct” or “effects” tests,
discussed below, to transnational frauds under Section
10(b) in order to determine the scope of its territorial
bounds. In overturning decades of case law, the Supreme
Court concluded that “the Second Circuit never put for-
ward a textual or even extratextual basis for these tests.””
Dismissing the tests as “not easy to administer,” “vague
formulations,” and “unpredictable and inconsistent,”
the Supreme Court found that a history of criticism was
“justified.”8

Given the recent interest in and jurisprudence on ex-
traterritoriality (particularly with respect to employment
law), this article examines the still uncertain nexus of
extraterritoriality and an ever-growing niche of employ-
ment law: whistleblowing. Indeed, in the United States

(and elsewhere) a number of recently enacted or proposed
federal employment laws contain expansive employee
whistleblowing protections. Given this trend, this article
examines and analyzes the foreign applicability of the
whistleblowing provisions of laws that either target or af-
fect the multinational corporation, including the United
States” Sarbanes-Oxley Act of 2002 (“SOX”) and the Dodd-
Frank Wall Street Reform and Consumer Protection Act

of 2010 (“Dodd-Frank”), as well as the United Kingdom’s
Bribery Act of 2010.

Il. Sarbanes-Oxley Act of 2002

Enacted in 2002, SOX provides protection against re-
taliation for an employee who reports what he or she rea-
sonably believes to be fraudulent activity, including wire,
mail, bank and securities fraud, as well as violations of
SEC Rules and other federal laws relating to fraud against
shareholders. At base, under SOX, an employer may not
discharge or otherwise retaliate against an employee be-
cause that employee provided information or assisted in
an investigation of fraudulent activity (whether the inves-
tigation is done internally or by a governmental agency).
Part I of this article reviews U.S. and foreign case law and
rules regarding the extraterritorial application of SOX’s
main whistleblowing provisions.

A. SOX Section 806

Section 806 of SOX protects employees of companies
subject to the SEA who lawfully cooperate with an in-
vestigation concerning its violation. Though other SOX
provisions enjoy extraterritorial application, the majority
view of U.S. courts is that the whistleblowing protections
of Section 806 do not apply overseas.” In Carnero v. Boston
Scientific Corp., a seminal case, the plaintiff argued to no
avail that “to limit the operation of the statute to purely
domestic conduct in the United States would improperly
insulate the foreign operations of covered companies,”
and ultimately “frustrate the basic purpose of the Sar-
banes Oxley Act...to protect both the investors in the U.S.
securities markets and the integrity of those markets.”1?

Despite recognizing the plaintiff’s “argument ha[d]
some force,” the First Circuit determined that the absence
of clear congressional intent is an “insurmountable hurdle
in the well-established presumption against the extrater-
ritorial application of Congressional statutes.”!! In con-
trast to the silence of Section 806, the First Circuit stressed
that “Congress has provided expressly elsewhere in the
Sarbanes Oxley Act for extraterritorial enforcement of a
different, criminal whistleblower statute.”? Furthermore,
SOX “provided expressly for the extraterritorial appli-
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cation of certain other unrelated statutes.”!3 The First
Circuit concluded that such evidence proved “Congress
demonstrated that it was well able to call for extraterrito-
rial application when it so desired.”!4

As a minority voice, the Southern District of New
York challenged (perhaps unwittingly) the well-accepted
holding of Carnero by endorsing the application of Sec-
tion 806 to employees working overseas, so long as the
alleged wrongful conduct holds a significant nexus to
the United States. In O’'Mahony v. Accenture Ltd.,'> a self-
recognized “point of departure,” the Southern District
sought to distinguish the factual circumstances of its case
from Carnero, which it argued “offer[ed] limited guid-
ance to the Court.”!® Relying on now-overruled Second
Circuit case law, the Southern District formulated that,
when a court “is confronted with transactions that on any
view are predominantly foreign, it must seek to deter-
mine whether Congress would have wished the precious
resources of United States courts and law enforcement
agencies to be devoted to them rather than [to] leave
the problem to foreign countries.”!” Summarizing the
Morrison-overruled approach of the Second Circuit to is-
sues of extraterritoriality, the court considered (or would
have considered) (1) whether the wrongful conduct oc-
curred in the United States (the “conduct test”), and (2)
whether the wrongful conduct had a substantial adverse
effect in the United States or upon United States citizens
(the “effects test”).!® Given Morrison’s affirmation of the
doctrine of “expressed intent” and disdain for the Second
Circuit’s formulation and application of the conduct and
effects tests, O’Mahony, although not directly overruled,
is a marginalized outlier.

B. SOX Hotline Mandate

Section 301 affirmatively encourages whistleblow-
ing with a “hotline mandate,” so to speak, requiring
SOX-regulated companies to institute “procedures” for
handling “confidential, anonymous” “employe[e]” “con-
cerns” over possible corporate misdeeds, as provided
below:

Each audit committee shall establish
procedures for: (A) the receipt, retention,
and treatment of complaints received by
the issuer regarding accounting, internal
accounting controls, or auditing matters;
and (B) the confidential, anonymous
submission by employees of the issuer
of concerns regarding questionable ac-
counting or auditing matters.'

Little case law addresses the extraterritorial ap-
plication of Section 301, but one can speculate as to the
potential of such application. Section 301 applies to “issu-
ers,” some of which are based in the U.S. with extensive
employment operations abroad. Accordingly, it is widely
assumed that the Section 301 hotline mandate applies
abroad and must be made available to overseas employ-

ees of U.S. and non-U.S. companies. The SEC considers
SOX as reaching foreign private issuers and has even ex-
tended their date for SOX compliance.?’

In promulgating rules under this section, the SEC im-
plied that Section 301 applies to U.S.-based multination-
als” overseas employees:

The [reporting /hotline] procedures

that will be most effective to meet the
requirements for a very small listed is-
suer with few employees could be very
different from the processes and systems
that would need to be in place for large,
multinational corporations with thousands of
employees in many different jurisdictions.?!

The SEC’s assumption that Section 301 applies abroad
is certainly debatable. Nowhere in the text of Section 301
does it state that the statute reaches overseas employees.
This silence, coupled with the presumption against extra-
territoriality, could lead to a contrary result as discussed
above.

Indeed, the First Circuit held in Carnero that Section
301, like Section 806, is silent on its extraterritorial reach,
meaning that the Carnero analysis could well apply to Sec-
tion 301 (i.e., Section 301 would not mandate SOX hotlines
overseas). However, many multinationals note that Sec-
tion 301 differs from Section 806 in that the mandate of
Section 301 to establish employee hotlines is less related
to employment law than the prohibition of retaliation in
Section 806. Carnero itself notes that Section 301 “does
not...purport to confer enforceable rights upon employ-
ees, hence does not implicate the foreign sovereignty and
other concerns [of Section] 806....” Nevertheless, conflicts
surely have arisen (and will continue to arise) for SOX-
regulated multinationals seeking to comply with SOX and
local laws.

C. Applicability of European Labor Laws to SOX
Hotlines

In Northern Continental Europe (except Scandinavia),
workers organize themselves not only into trade unions,
but also into “works councils,” or in-house employee rep-
resentative groups, with whom management “informs”
and “consults” (bargains) on workplace issues. European
employers have a duty analogous to a U.S. “mandatory
subject of bargaining” to tell works council representa-
tives about proposed changes to the workplace, and to
consult with them in good faith regarding their opinions
to such changes. Launching a new rule or policy such
as a denunciation (whistleblowing) hotline falls under
this duty, if the rule materially changes work conditions.
Given the social taboo over denunciations, a Northern
Continental European worker will see as “material” any
rule that forces him to report on his fellows or subjects
him to a system by which his fellows can anonymously
denounce him. The case law is instructive.
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In Wal-Mart, Beschluss des Arbeitsgerichts Wuppertal ?
a German labor court invoked works council law to
strike down Wal-Mart’s SOX hotline. Wal-Mart’s policy
(like most U.S. multinationals’ policies) stated that an
employee could be fired for not taking action; that is,
it imposed an affirmative duty to blow the whistle on
coworker fraud. Further, the policy (like many U.S. mul-
tinationals’ policies) went well beyond SOX by requiring
reports of wrongdoing not only for audit and account-
ing fraud, but also for non-SOX violations like theft and
harassment. The German court thus held that Wal-Mart
had violated Section 87 1(1) of the German Works Con-
stitution Act by implementing its denunciation rule and
hotline in Germany, via headquarters mandate, without
first “co-determining” (i.e., consulting) with the German
works council. Though Wal-Mart is an Arkansas-based
multinational that implemented a global policy (at least
in core part mandated by a U.S. federal law), the German
labor court held the global policy context did not excuse
Wal-Mart’s local German subsidiary from its bargaining
obligations. The Wal-Mart decision does not rule hotlines
or policies to be illegal; rather it merely requires bargain-
ing over them.

D. Application of European Data Privacy Law to
SOX Hotlines

All European Union states have adopted (“trans-
posed”) into their national laws the EU Data Protection
Directive,?® a privacy law that imposes rules completely
unlike the data-privacy-law mandates of the U.S. These
laws reach all sorts of business recordkeeping, including
human resources personnel files. One specific interpre-
tation of EU data law reaches whistleblower hotlines.
France has been the EU member state championing this
interpretation.

In May 2005, the French data protection bureaucracy,
the Commission nationale de I'informatique et des libertés (re-
ferred to as “CNIL”), refused to grant two SOX-regulated
U.S. multinationals, McDonald’s and CEAC Technolo-
gies, permission to run whistleblower hotlines in France,
because their proposed denunciation systems violated
France’s data protection law.?* The CNIL ruled that pro-
posed U.S.-style anonymous hotlines of McDonald’s and
CEAC Technologies would threaten privacy rights of
those denounced in that the hotline and could deprive
these employees of their right to be told of the denun-
ciations against them and of a procedure to prove their
innocence.

In September 2005, a French court—the Tribunal de
Grande Instance de Libourne—decided a very similar case
the same way.? This case rested on general French em-
ployment law and due process principles—not specifical-
ly on the data privacy law. The court held that a former
unit of Owens-Illinois violated French law when it rolled
out a SOX hotline in France (GlassPack’s hotline had
been implemented directly as a SOX measure). The court
found the hotline “disproportionate” because it allowed

anonymous whistleblowing on “fraud or theft,” and
thereby endangered the “individual liberties” of potential
whistleblowing targets.

On 10 November 2005, the CNIL issued guidelines
to assist companies in developing SOX- and French law-
complaint whistleblower programs.?® On 8 December
2005, the CNIL issued a completely separate set of SOX-
hotline guidelines under its declaration procedure. These
December guidelines allow employers to launch a SOX
hotline in France without awaiting cumbersome CNIL
authorization.

Accordingly, whistleblower programs may be autho-
rized by either: (1) self-certification to the CNIL, through
an automated online system, that the whistleblower pro-
gram complies with specific requirements (the “AU-004
authorization”); or (2) CNIL’s formal approval, which
involves a longer review process and frequently company
document submissions. Under the 2005 guidelines, to sat-
isfy the requirements for the online AU-004 authorization,
the whistleblower program in France had to be restricted
to accounting, finance, banking or corruption matters,
with other “vital interests” of the company or its employ-
ees’ physical or mental integrity also admissible for hot-
line intake (so long as then transferred to the appropriate
department, such as Human Resources).

In December 2009, the French Supreme Court decided
that the AU-004 authorization should be restricted to
whistleblower programs that exclude other “vital inter-
ests” matters. In response to the decision, in late 2010 the
CNIL set forth revised guidance for the AU-004 authori-
zation. Companies must now limit the whistleblower pro-
gram to accounting, financial, banking, anti-competition
or corruption matters. Matters regarding “vital interests”
of the company or its employees” physical or mental
integrity can no longer receive online AU-004 authoriza-
tion. Such concerns may still be reported though regular
channels that are distinct from the hotline and outside the
CNIL’s rules, including supervisors or managers.

Globally speaking, each EU member state’s data
statute differs, and each data protection bureaucracy has
every bit as much power as France’s CNIL to offer its
own interpretations. Whatever each country’s interpreta-
tion, it must be taken into account when crafting a SOX
whistleblower hotline in that country before that hotline
is implemented.

As guidance, on 1 February 2006, the EU’s “Article
29 Data Protection Working Party,” an advisory EU-level
body charged with advising on EU data protection law,
issued an 18-page “Opinion 1/2006 on the application
of EU data protection rules to internal whistleblowing
schemes in the field of accounting, internal accounting
controls, auditing matters, fight against bribery, banking
and financial crime.”?” This opinion essentially ratifies the
CNIL's interpretation of data law: without taking quite
as hard-line a position as the CNIL, the Article 29 Work-
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ing Party opinion addresses (a) “protection of the person
incriminated through a whistleblowing scheme” (Section
III); (b) “assessment of the compatibility of whistleblow-
ing schemes with data protection rules” (Section IV); (c)
“provision of clear and complete information about the
scheme” (Section IV(3)); (d) “rights of the incriminated
person” (Section IV(4)); (e) “security of processing opera-
tions” (Section IV(5)); (f) “management of whistleblowing
schemes” (Section IV(6)); (g) “transfers to third countries”
(Section IV(7)); and (h) “compliance with notification re-
quirement” (Section IV(8)). Article 29 is not binding; but
many European states will likely follow it.

lll. Dodd-Frank

In the aftermath of the global economic meltdown,
the U.S. Congress passed the Dodd-Frank Wall Street Re-
form and Consumer Protection Act (“Dodd-Frank”), an
overhaul of the financial regulatory system not seen since
the Great Depression. While a number of Dodd-Frank'’s
provisions have received legal scrutiny and public fan-
fare, the Act also contains lesser-known whistleblower
provisions that provide expansive protections to covered
employees. These whistleblower provisions include Sec-
tions 922 and 748, which create new private rights of
action for whistleblowers under the SEA and the Com-
modity Exchange Act (“CEA”), respectively, and Section
1057, which creates a new private right of action for whis-
tleblowers in the financial services industry. Dodd-Frank
also expands the whistleblower protections of SOX and
the False Claims Act.

Given the recent passage of Dodd-Frank and the
dearth of litigation concerning its application, the ex-
traterritorial reach of its three main whistleblowing
provisions—Sections 922, 748, and 1057—has prompted
interest and debate. Despite the global dimension of the
economic collapse to which Dodd-Frank responded and
that many corporations subject to the Act’s purview have
a multinational presence, none of the whistleblowing pro-
visions expressly states that its protections apply over-
seas, which creates a strong presumption against extrater-
ritoriality, as recently affirmed by the Supreme Court in
overruling the Second Circuit. Based on these established
legal standards, Part III determines that Dodd-Frank’s
main whistleblowing provisions will likely not extend
abroad.

A. Section 922

Section 922 amends the SEA to prohibit retaliation
against whistleblowers for (1) providing statutorily de-
fined information to the SEC, (2) assisting in any inves-
tigation or judicial or administrative action of the SEC
based upon or related to such information, or (3) making
disclosures that are required or protected under the SEA
or SOX. An action under Section 922 may not be brought
more than six years after the date on which the violation
occurred, or, under the so-called “discovery rule,” more

than three years after the date when facts material to the
right of action are known or reasonably should have been
known by the whistleblower alleging the violation. If the
whistleblower suffers discrimination, relief includes (1)
reinstatement with the same seniority status that the in-
dividual would have had, but for the discrimination; (2)
two times the amount of backpay otherwise owed to the
individual, with interest; and (3) compensation and litiga-
tion cost, expert witness fees, and reasonable attorney’s
fees. Whistleblowers may also receive monetary rewards
directly from the SEC, on which the SEC expounded
when it issued final rules in May 2011.28

Section 922 does not explicitly mention extraterrito-
rial application, and therefore, a presumption against
such application exists.?’ As noted above, protected activ-
ity under Section 922 implicates other sections of Dodd-
Frank and securities laws administered or enforced by the
SEC, which may or may not enjoy extraterritorial applica-
tion in their own right. Nevertheless, as also noted earlier,
it is unlikely that a court will necessarily find that Section
922 applies extraterritorially if the underlying statutory
violation that is reported receives such application. As-
suming arguendo such an unlikelihood transpires, it is
still a matter of controversy whether, for instance, Section
929P(b) of Dodd-Frank even overturned Morrison to pro-
vide for extraterritorial application in anti-fraud actions
brought by the SEC or the Department of Justice.

From the plain wording of Section 929P(b), Dodd-
Frank extends the jurisdiction of U.S. district courts to
hear cases where the SEC intends to enforce the antifraud
provisions of the Securities Act of 1933, the SEA and the
Investment Advisers Act of 1940 concerning transactions
that occurred outside the United States, as long as (1) the
conduct within the United States constitutes significant
steps in furtherance of the violation (even if the securities
transaction occurs outside the United States and involves
only foreign investors); or (2) the conduct occurring out-
side of the United States has a foreseeable substantial ef-
fect within the United States. This wording is critical, for
Morrison expressly held that the extraterritorial scope of
Section 10(b) is not a “question of subject matter jurisdic-
tion,” but a “merits question.”

In other words, on its face, Section 929P(b) only
speaks to jurisdiction and, under the holding of Morrison,
likely does nothing to enlarge the territorial turf of the
government’s anti-fraud enforcement powers. That is not
to say that no court will disagree, but Morrison was espe-
cially clear to reaffirm “the wisdom of the presumption
against extraterritoriality,” stating, “Rather than guess
anew in each case, we apply the presumption in all cases,
preserving a stable background against which Congress
can legislate with predictable effects.”3! With the use of
the word “jurisdiction” in Section 929P(b), courts will
likely hesitate to imply extraterritorial application of the
anti-fraud provisions.
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According to the SEC, however, “With respect to U.S.
Government and Commission actions, the Dodd-Frank
Act largely codified the long-standing appellate court
interpretation of the law that had existed prior to the
Supreme Court’s decision in Morrison by setting forth
an expansive conducts and effects test, and providing
that the inquiry is one of subject matter jurisdiction. The
Dodd-Frank Act made similar changes to the Securities
Act of 1933 and the Investment Advisers Act of 1940.”32
Despite the SEC’s non-binding commentary and the
confident assertion by one of the authors of Dodd-Frank
that Section 929P(b) “make[s] clear that in actions and
proceedings brought by the SEC or the Justice Depart-
ment...provisions of the Securities Act, the Exchange Act,
and the Investment Advisers Act may have extraterrito-
rial application,”?® the text of the section does not disturb
and, in fact, furthers the holding of Morrison.

Finally, Dodd-Frank expressly recognizes that wheth-
er extraterritorial application extends to certain securities
laws was indeed not decided by the Act. For example,
according to Section 929Y of Dodd-Frank, the SEC will
solicit public comment and thereafter conduct a study
to determine the extent to which private rights of action
under the antifraud provisions of the SEA should extend
to (1) conduct within the United States that constitutes a
significant step in the furtherance of the violation, even if
the securities transaction occurs outside the United States
and involves only foreign investors; and (2) conduct oc-
curring outside the United States that has a foreseeable
substantial effect within the United States. But until such
a study becomes law, the extraterritorial application of
at least one of the main provisions of the SEA (concern-
ing private actions) remains limited by Morrison. And,
in light of the Morrison decision, courts will be wary to
apply the “conduct” or “effects” tests to Section 922 pro-
tected activity. Furthermore, as noted earlier, even if the
underlying conduct that the whistleblower has reported
is subject to extraterritorial application, it does not fol-
low that a court will also extend the geographical reach
of the whistleblowing protections themselves (which even
O’Mahony did not allege).

1. Foreign Corrupt Practices Act

While the whistleblower bounty exists for all securi-
ties violations, the risk that companies face is particu-
larly great relative to the Foreign Corrupt Practices Act
(“FCPA”), which broadly proscribes corruptly influenc-
ing foreign public officials. The remarkable monetary
sanctions in FCPA enforcement actions, where SEC settle-
ments in the tens or even hundreds of millions of dollars
have become increasingly common,* provide a compel-
ling incentive for individuals to contact the SEC about
suspected FCPA violations. Subject to certain limited
exceptions,® a whistleblower can be “any individual”—
companies thus face potential exposure from both corpo-
rate insiders (including any officer, director, employee,
or shareholder of the parent company and any of its sub-

sidiaries), as well as anyone with whom it does business
and, as a result, might learn about a violation (whether

a business competitor, any employee of any agent, con-
sultant, distributor, vendor, outside contractor, service
provider, or customer of the company, or otherwise). Sec-
tion 240.21F-4 of the SEC’s final whistleblower rules does,
however, restrict corporate insiders from award eligibility
if information is obtained through company investiga-
tions or certain other processes, with exceptions.

The dramatic increase in FCPA enforcement efforts,*
along with the comprehensive press coverage surround-
ing such efforts and the expected cottage industry of law-
yers and others, will ensure that potential whistleblowers
are aware of, and take full advantage of, this enticing
incentive.

This increased risk underscores the importance for
companies to consider self-reporting FCPA violations.
Previously, certain companies may have taken the cal-
culated risk of remediating, but not self-reporting, in the
hope that the problem caused by rogue employees in
some far corner of the world could be corrected. Those
companies planned that the conduct would not otherwise
see the light of day, thereby avoiding the steep costs of
defending an external investigation and any penalties
that may be imposed. Such a strategy now is riskier. Com-
panies should be cautious to not rely on the “silence” of
those who have learned about the problem. By creating
generous incentives for potential whistleblowers, some
of the hoped-for benefit of not self-reporting may have
been diminished. In light of Dodd-Frank, companies may
want to reconsider self-reporting and the benefits that it
typically offers (including, possibly, a smaller monetary
sanction).

The increased possibility that FCPA violators will face
substantial sanctions for violations that may have been
“under the radar” previously also suggests that compa-
nies have even greater reason to inhibit bribery and fraud
from occurring in the first place. The importance of effec-
tive internal controls and compliance programs to detect
and prevent FCPA and other securities violations has
intensified. With the new bounty, companies will need to
adapt to this defining change in the legal landscape.

B. Section 748

Section 748 amends the CEA to prohibit retaliation
against whistleblowers for (1) providing statutorily de-
fined information to the Commodity Futures Trading
Commission (“CFTC”), or (2) assisting in any investiga-
tion or judicial or administrative action of the Commis-
sion based upon or related to such information. Under
Section 748 an action may not be brought more than two
years after the date on which the violation is committed.
Section 748 provides the same forms of relief and incen-
tives for whistleblowers available under Section 922. On 4
August 2011, the CFTC adopted final rules regarding the
whistleblowers incentive program under Section 748.
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Section 748 also does not explicitly provide for extra-
territorial application. As with Section 922, other provi-
sions of Dodd-Frank that implicate Section 748 address
extraterritorial applicability. For instance, Section 722
of the Dodd-Frank Act sets forth that the application of
the CEA for swaps that were enacted by the Wall Street
Transparency and Accountability Act of 2010 (“WSTAA”)
(including any rule prescribed or regulation promulgated
under the Act), shall not apply to activities outside of
the United States unless those activities (1) have a direct
and significant connection with activities in, or effect on,
commerce of the United States; or (2) contravene such
rules or regulations as the Commission may prescribe or
promulgate as are necessary or appropriate to prevent the
evasion of any provision of this Act that was enacted by
the WSTAA.

Notably, in Section 722, the “jurisdictional” language
from Section 929P(b) is missing. Nevertheless, in most
other instances, the CEA is silent as to extraterritorial ap-
plication,* and Second Circuit courts have previously
applied the “conduct” or “effects” tests to the CEA in
a way that is similar to the SEA’s rejected application.®®
Therefore, in the instances where Section 748 violations
are “foreign,” courts will probably not extend the appli-
cation of the section overseas.

C. Section 1057

Section 1057 creates a new whistleblowing provi-
sion that covers financial services employers, which the
section defines with great specificity. It prohibits retali-
ation where the whistleblower (1) provided (or is about
to provide or cause to be provided) information to the
employer, the Bureau of Consumer Financial Protection
(“Bureau”), or any other government authority or law
enforcement agency relating to any violation (or the em-
ployee’s reasonable belief of a violation) of Dodd-Frank’s
financial consumer protection provisions, as well as any
other provision of the law that is subject to the jurisdic-
tion of the Bureau; (2) testified (or will testify) in any pro-
ceeding resulting from the administration or enforcement
of any provision of Dodd-Frank'’s financial consumer
protection provisions, as well as any other provision of
the law subject to the jurisdiction of the Bureau; (3) filed
(or caused to be filed or instituted) any proceeding under
any federal consumer financial law; or (4) objected to (or
refused to participate in) any activity the employee rea-
sonably believed to be in violation of any law subject to
the jurisdiction of the Bureau.

An action pursuant to this section must be brought
within one hundred eighty days from the date on which
the violation occurred. Relief includes (1) affirmative ac-
tion to abate the violation; (2) reinstating the complainant
to his or her former position, together with compensa-
tion (including back pay) and restoring the terms, condi-
tions, and privileges associated with his or her employ-
ment; and (3) providing compensatory damages to the
complainant.

There is no expressed intent in Section 1057 of ex-
traterritorial application, which creates a presumption
against such jurisdiction. Furthermore, most of the con-
sumer financial protections regulated by the Bureau, as
well as the eighteen enumerated consumer laws defined
as part of the “federal consumer financial law,” primarily
pertain to domestic issues. Indeed, a number of the enu-
merated consumer laws do not even address extraterrito-
rial application. And because a foreign branch of a U.S.
bank is not an entity located in the United States, some of
the enumerated consumer laws (pursuant to their respec-
tive regulations) expressly exclude foreign branches of
U.S. banks from coverage.

For instance, the regulations implementing the Con-
sumer Leasing Act,*’ the Truth in Lending Acts,*®and the
Home Ownership Equity Protection Acts*! expressly state
that they do not apply to a foreign branch of a U.S. bank
or to a leasing company leasing to a U.S. citizen residing
or visiting abroad or to a foreign national abroad. In ad-
dition, the regulation implementing the Equal Credit Op-
portunity Act generally does not apply to lending activi-
ties that occur outside the United States.*? According to
the regulation of the Truth in Savings Act, accounts held
in an institution located outside the United States are not
covered, even if held by a U.S. resident.*3

Not to say that reporting violations of enumerated
financial consumer laws will any way qualify for extrater-
ritorial protection, but a few of the laws suggest that their
provisions may apply to conduct abroad (albeit in limited
circumstances). For instance, the Federal Trade Com-
mission Staff Commentary on the Fair Debt Collection
Practices Act clarifies that a debt collector includes a party
based in the United States who collects debts owed by
consumers residing outside the United States.** The Of-
ficial Staff Commentary implementing provisions of the
Home Mortgage Disclosure Act indicates that branches of
foreign banks may be covered by its provisions.* The Of-
ficial Staff Commentary for the Electronic Fund Transfer
Act explains that the Act applies to all persons (including
branches and other offices of foreign banks located in the
United States) that offer EFT services to residents of any
state, including resident aliens. The Act, however, does
not apply to a foreign branch of a U.S. bank unless the
EFT services are offered in connection with an account in
a state.

IV. U.K. Bribery Act

A. Overview

By way of background, enacting a law against brib-
ery of foreign officials is not in itself new or unique. As
discussed earlier, in the U.S., such conduct is prohibited
by the FCPA. In France, Article 435 of the Penal Code ex-
pressly criminalizes both giving and receiving (or offering
and soliciting) such bribes. Other countries have similar
statutes. The U.K. embarked on the recent overhaul of its
century-old anti-bribery law primarily to bring its law up
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to the international standards set out by the 32-nation
Organization for Economic Co-operation and Develop-
ment (OECD).

The recently effective U.K. Bribery Act of 2010 con-
tains new, specific criminal offenses designed to prevent
and punish the bribery of foreign public officials for the
purpose of obtaining a competitive advantage in interna-
tional trade—once again placing public corruption in the
international spotlight. Also of significance is the pros-
pect of whistleblowing liability for both domestic and
foreign-based employers who take disciplinary action
against employees for reporting violations of the Act.

B. Whistleblowing Protections

Under U.K. law, workers and employees receive
whistleblowing protections, so that they are not deterred
from reporting wrongdoing. The Public Interest Dis-
closure Act of 1998 amended the Employment Rights
Act (ERA) of 1996, which protects “workers” (broadly
defined to include agency workers and homeworkers as
well as those attending training courses) from suffering
detriment (section 47B) and “employees” from dismissal
(section 103A) by reason of having made a protected
disclosure.

Accordingly, to establish a whistleblowing claim un-
der U.K. law, a worker must suffer detriment (or an em-
ployee must have been dismissed) by reason of (i) having
made a disclosure of information, which is both (ii) quali-
fying and (iii) protected.

The disclosure must pertain to a “relevant failure”—
a very broad standard that could conceivably relate to
any legal obligation. For example, section 43B of the ERA
references a failure to “comply with any legal obligation.”
Indeed, in Parkins v Sodexho,*” a breach of the employee’s
own employment contract fell within scope of a relevant
failure—albeit not a matter of public interest (despite the
name of the underlying legislation).

There must also be a “reasonable belief” that the in-
formation disclosed shows a relevant failure. In particu-
lar, there must be some evidence in support of disclosure,
and the belief must be based on more than an unsubstan-
tiated rumor (i.e., the quality and quantity of information
available in support of allegation). It is not fatal if that
belief is wrong or if it is proven that the facts alleged do
not amount to a relevant failure.

As for the Bribery Act in particular, HR practitioners
already need to be aware of several important aspects of
the new U.K. regime, including the introduction of a new
defense to corporate liability for bribery committed by an
employee or agent of behalf of the company. Under the
new law, businesses can avoid liability for unlawful acts
committed by their employees if they had in place “ad-
equate procedures designed to prevent...such conduct.”

On 30 March 2011, the U.K. Ministry of Justice pub-
lished long-awaited Guidance on the implementation
of “adequate procedures” under the Bribery Act. The
guidance contains six principles, and importantly, in-
cludes express reference in Principles 1 and 2 to the need
for adequate whistleblowing policies and procedures.
In other words, the guidance articulates that having a
whistleblowing regime in place—one that fosters a cul-
ture encouraging employees to report wrongdoing—is an
integral part of defending against corporate bribery.

In addition, the substance of the guidelines means
that a failure to have adequate whistleblowing proce-
dures and policies could raise the inference of a breach of
the guidelines, even where there is no express reference to
whistleblowing.

Employers must carefully draft and implement such
procedures to immunize themselves from liability. As part
of this strategy, management must consider any emerging
risks for bribery and corruption from within its corporate
structure. As an ABC compliance program matures, it will
inevitably bring to light certain areas or practices which
bear improvement in subsequent versions of the program.
In order to facilitate this discovery, companies must es-
tablish reliable methods for monitoring and reviewing the
program and its results. This includes employers making
available whistleblower mechanisms, both to in-house
and to third-party employees. Such mechanisms may take
the form of hotlines phone numbers, an e-mail system for
reporting violations, etc.

C. Extraterritorial Application

The Bribery Act has attracted significant attention
for its breadth. In particular, it has express extraterrito-
rial jurisdiction, which means bribery committed abroad
by persons ordinarily resident in the U.K. as well as U.K.
nationals and corporate bodies will become a criminal
offense in the U.K. Furthermore, any company or orga-
nization with a U.K. “business presence” is subject to its
jurisdiction, which may include foreign companies with
very limited presence or operations in the U.K. Conceiv-
ably, therefore, the Act may apply in scenarios where the
predicate bribery offense took place in a third country,
involved non-U K. nationals, and was unrelated to U.K.
operations.

V. Conclusion

Because there is a strong presumption against extra-
territorial application where there is no clear congres-
sional intent and given Morrison’s holding, U.S. courts
will likely not find (or will continue not to find) that the
whistleblowing provisions of SOX and Dodd-Frank apply
overseas. As Carnero pointed out, it is especially unlikely
that Congress intended extraterritorial application for a
particular statutory provision when it expressly mentions
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extraterritorial application in another statutory provision
of the same Act (as both SOX and Dodd-Frank did). Nev-
ertheless, to avoid lengthy litigation and steep penalties,
it would behoove multinational corporations to prepare
for the prospect that SOX’s and Dodd-Frank’s whistle-
blowing protections extend beyond the United States and
take the appropriate internal measures. This is also the
case with the U.K.’s Bribery Act, which too has the poten-
tial for expansive extraterritorial reach.

Simply put, with a multinational workforce comes
international responsibility (and headache).
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Intellectual Property Aspects of the Free Trade
Agreement Between the United States and Colombia

By Ernesto Cavalier

l. Introduction: The CTPA IP Protection

The United States signed the Free Trade Agreement
(also known as the Colombia Trade Promotion
Agreement, or CTPA) with Colombia in 2006. The Treaty
was approved by the Colombian Congress the next year,
and approved by the Constitutional Court. The United
States has now approved the Treaty.

Negotiations between Colombia and the U.S. were
carried out by the administrations of President Bush in
the U.S. and President Uribe in Colombia. Those negotia-
tions concluded on 27 February 2006, and the treaty was
signed in Washington, DC, on 22 November 2006.

Colombia and the United States have waited five
years now to see the CTPA ratified by the U.S. The pro-
cess of reaching the agreement was not an easy one, re-
quiring Colombia to pass not only one but two different
laws approving the CTPA, law 1143 of 2007 for the CTPA
itself, and law 1166 of the same year for the protocol
amending the CTPA (required by the Democrats in the
U.S. Congress). Further, to comply with Colombian con-
stitutional provisions, the CTPA was submitted to review
by the Constitutional Court, which found the CTPA was
not unconstitutional in its decisions C-750 and C-751,
both of 24 July 2008.

After all these steps, the treaty underwent a difficult
approval process in the U.S. Senate that ended with the
recent agreements between President Obama and the
leaders of the Republican party.

In the early fall of 2011, U.S. Trade Representative
Ron Kirk said that “talks on passing the free-trade agree-
ments with South Korea and Colombia depend on how
soon a deal can be reached to pass the retraining pro-
gram known as Trade Adjustment Assistance” (TAA),! a
USD 2.1 billion program intended to allay claims by U.S.
unions that the CPTA and the Korean FTA would displace
many workers from current jobs.

While discussions went on as to the US economy,
President Obama’s jobs plan and its huge cost of $447
billion were seen as “short of what's needed”? and the
United States Chamber of Commerce proposed a six-
point plan for job creation, which included in its very
first point the approval of the CTPA and the FTAs with
Panama and Korea:

Expand trade and global commerce—
Pass the three pending free trade agree-
ments with South Korea, Colombia, and
Panama to save 380,000 jobs and add

hundreds of thousands of new jobs.
Completing export control reforms, spur-
ring exports to Europe and Asia, and
protecting intellectual property through
patent reform and shutting down rogue
websites would create thousands of ad-
ditional jobs.?

While the United States Chamber made it abundantly
clear that improved intellectual property protection that
would be achieved by CTPA and similar agreements in
Korea and Panama is critical for the U.S. economy, the
issue has not received the attention it should have. It is
rightfully pointed out that web sites are a source of theft
of IP, that lack of enforcement of IP regulations is a source
of loss of jobs in the U.S., and that the higher standards
of protection of IP in the CTPA will positively impact
the U.S. economic performance. This was highlighted
recently in the eighth round of negotiations of the Trans
Pacific Partnership TPP Trade Agreement in Chicago,
when the U.S. Chamber of Commerce hosted a panel on
how “strong IP protection” plays a role “in promoting the
vitality of the manufacturing, biotech, and recording in-
dustries and the American economy.”

This is seen as crucial for continued sustainability of
the U.S. economy, since “...IP-intensive industries drive
60 percent of U.S. exports and employ more than 19 mil-
lion Americans...” and also because the economic growth
and global competitiveness of the U.S. “...hinges on
our ability to foster innovation and creativity,” which is
achieved in a large measure by offering protection to in-
novators and creators.*

Thus, it was in the interest of the United States to
finalize completion of the FTA with Colombia in order to
reap the benefits of the increased protection of intellec-
tual property in Colombia, protection that will certainly
continue to grow through measures that will be imple-
mented in the near future, such as the so called “Lleras
Law,” which complements protection of copyrights on the
Internet.

Il. Details of the CTPA: IP Protection

The relevant chapters in the CTPA in regard to intel-
lectual property are: (i) Chapter 16 — Intellectual Property;
(ii) Chapter 15—Electronic Commerce; (iii) Chapter
11—Cross-Border Trade in Services; and (iv) Chapter 6—
Sanitary and Phytosanitary Measures.

We will refer below to the Colombian implementation
of the treaty, in anticipation of its entry into force.
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A. Treaties

In Chapter 16 of the CTPA Colombia agreed to enter
into several multilateral agreements. Among these are
the following, with an indication of whether they are al-
ready in force.

* By the date of entry into force of the CTPA:

— The Convention Relating to the Distribution of
Programme-Carrying Signals Transmitted by
Satellite (1974): Colombia has not yet acceded to
this treaty.

— The Budapest Treaty on the International
Recognition of the Deposit of Microorganisms for the
Purposes of Patent Procedure (1977), as amended
in 1980: Colombia has not yet acceded to this
treaty.

— The WIPO Copyright Treaty (1996): In force for
Colombia since 6 March 2002.

— The WIPO Performances and Phonograms Treaty
(1996): In force for Colombia since 20 May 2002.

* By 1 January 2008, or by the date of entry into force
of the CTPA, whichever is later:

— The Patent Cooperation Treaty (1970), as amended
in 1979: In force for Colombia since 28 February
2001.

— The Trademark Law Treaty (1994): Colombia has
not yet acceded to this treaty, but it was ap-
proved by Law 1343 of 31 July of 2009, and ap-
proved by the Constitutional Court on 6 April
2011, by decision C-261-11.

— The International Convention for the Protection
of New Varieties of Plants (1991) (UPOV
Convention): In force for Colombia since 13
September 1996.

e A third set of multilateral treaties was subject to
“reasonable efforts” by the Parties to ratify or ac-
cede to:

— The Patent Law Treaty (2000): Colombia has not
yet acceded to this treaty.

— The Hague Agreement Concerning the International
Registration of Industrial Designs (1999): Colombia
has not yet acceded to this treaty.

— The Protocol Relating to the Madrid Agreement
Concerning the International Registration of Marks
(1989): Colombia has not yet acceded to this
treaty, but it was approved by Congress and has
been submitted to the Constitutional Court for
approval.

B. Legislation

Legislation on trademarks is already following what
is provided in the treaty. Thus legislation has been en-
acted which provides that (i) scent and sound trademarks
may be registered; (ii) collective and certification marks
may be registered; and (iii) trademark licenses do not re-
quire registration.

C. Other Steps

Colombia has taken steps required by the treaty,
among them: (i) accession to the Madrid Protocol; (ii) in-
creasing protection of clinical data for pharmaceutical and
agricultural products; and (iii) additional protection of IP
through strengthening the criminal laws.

1. The Madrid Protocol

The Colombian Congress passed legislation to accede
to the Madrid Protocol on 29 June 2011, through Law 1455
of 2011, approving the treaty. The Colombian constitution
requires all international, multilateral or bilateral agree-
ments to be scrutinized by the Constitutional Court, and
the Madrid Protocol has gone to the Constitutional Court
for review just recently: no decision has been issued yet
on the treaty. However, it is likely the Court will not raise
any constitutional issues against accession to this treaty,
or require the Government to make reservations.

The Madrid Protocol is eagerly awaited by intellec-
tual property practitioners and by trademark owners in
Colombia and around the world. In particular, export-
ers from Colombia will greatly benefit from the ability
to file for trademarks all over the world directly at the
Colombian trademark office, enjoying also the benefits of
filing at once for a large number of countries.

Just to give an idea about exports from Colombia, the
country will export a total of USD 52 billion this year, of
which about USD 16 billion are not energy and mining
related, but relate to manufactured goods, agricultural
products, food and cut flowers, for instance. Those ex-
ports reach a large number of countries: of course the
USA, Canada, and European countries, but also Central
and South America, the Caribbean, as well as in regions
or countries such as East Asia, Japan, India, China, and
also other less evident countries like Nigeria, Turkey, and
Kazakhstan. One of the “natural” markets for Colombian
goods is Central America and the Caribbean, where ex-
ports from Colombia compete head to head with Mexican
and Brazilian products.

Thus, the Madrid Protocol will be of benefit to
all Colombian exporters who have to file in multiple
jurisdictions.
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2. Protection of Clinical Data for Pharmaceutical
and Agricultural Products

This protection is provided in Colombia by Decree
2085 of 2002 for pharmaceutical products, and by Decree
502 of 2003 for agrochemicals. The former provides for a
maximum term of protection of five years, while the lat-
ter provides for a ten-year term of protection.

3. Strengthening the Criminal Laws

One of the many achievements of President Uribe’s
Government was to pass legislation on hotly debated is-
sues, such as increased protection of intellectual property.
One of the more prominent deficiencies of intellectual
property regulations of Colombia was compliance. While
legislation was there, ineffectiveness and delays in the
civil courts made it almost impossible to enforce trade-
mark and copyrights protection until recently.

The Government decided it was time to provide IP
owners stronger and more effective measures to protect
their valuable assets. Thus, legislation was passed to
criminalize some violations of IP laws, or to strengthen
existing provisions by amending them, making them
more encompassing and wider in coverage. Since ad-
ditional means to avoid trade in counterfeited goods
through regulation of border measures was already
undertaken in Decision 486, but lacked the necessary
instructions and implementing regulations for customs,
Decree 4540 of 22 December 2006 was issued regulating
the matter.

Hand in hand with regulations criminalizing IP, a
law was passed regarding cybercrime, a much debated
and awaited piece of legislation, but extremely useful and
updated.

These new criminal law provisions are discussed in
Part III below.

Ill. Criminal Law Reform

A. Crimes Involving Intellectual Property

To supplement the new provisions in the Criminal
Code, which were adopted by Law 599 of 2000, the fol-
lowing provisions were added to it regarding crimes
against intellectual property.

1.  Article 306 of Criminal Code

Article 306, which was modified by Article 4 of Law
1032 of 2006, provides protection against infringement
of the rights of breeders of plants varieties. Thus anyone
who fraudulently uses a commercial name, trademark,
patent, utility model, or industrial design, or usurps
rights of breeders of new plant varieties which are legally
protected, or creates confusion with a legally protected
plant variety, will face a prison term of four to eight years
and a fine of 26.66 times to fifteen hundred times the
monthly legal minimum wage.

2. Article 307 of Criminal Code

Article 307 protects patent owners, whether of pro-
cess or product patents. Thus, whoever manufactures
product without the authorization of those who have the
legally protected right, or uses without permission a pat-
ented process, will face a prison term of one to four years
and a fine of twenty times to twenty-one thousand times
the monthly legal minimum wage.

3. Article 308 of Criminal Code

Article 308 protects against violations of industrial or
commercial secrets. Thus anyone who uses, discloses or
divulges a discovery, scientific invention, process or in-
dustrial or commercial application, coming to his knowl-
edge by virtue of his office, or profession which must
remain in reserve, will face a prison term of two to five
years and a fine of twenty times to two thousand times
the monthly legal minimum wage.

4. Article 270 of Criminal Code

Article 270 is related to violations of moral rights. It
provides for a prison term of two to five years and a fine
of twenty times to two hundred times the legal monthly
minimum wage for anyone who

— has published, in whole or in part, without prior
express authorization of the right holder, an un-
published work of literary, artistic, scientific, film,
audiovisual or sound recording, computer program
or software;

— has registered in the Copyright Office with a differ-
ent name than the authors, or with a title changed
or deleted, or with the text altered, defaced, modi-
fied, or falsely mentioning the name of the editor or
producer of a work of literature, artistic, scientific,
audiovisual or sound recording, computer program
or software; or

- by any process changes, without express prior au-
thorization of the owner, a work of literary, artistic,
scientific, audiovisual or sound recording, comput-
er program or software.

5. Article 271 of Criminal Code

Article 271, which was modified by Article 2 of Law
1032 of 2006, protects copyrights against infringement. It
provides for a prison term of four to eight years and a fine
of 26.66 times to one thousand times the legal monthly
minimum wage for anyone who without authorization

— reproduces a work of literary, artistic, scientific,
film, or transports, stores, distributes, imports, sells,
offers, purchase for sale or distribution, or supplies
such reproductions;

— publicly displays literary or artistic works;
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— rents or commercializes phonograms, video re-
cordings, computer programs or software or cin-
ematographic works;

— reproduces or commercializes plays or musicals;

- provides, performs, or uses by any means or pro-
cess the communication, fixation, performance, ex-
hibition, marketing, dissemination or distribution
and representation of a work protected under this
article;

- retransmits, fixes, reproduces, or by any means au-
dio or audiovisual, divulges emissions from broad-
casters; or

— receives, disseminates or distributes by any means
the emissions from subscribed television.

6. Article 272 of Criminal Code

Article 272, which was modified by Article 3 of Law
1032 of 2006, states the crime of violation of the protec-
tion mechanisms of copyright and related rights, and
other frauds. Thus it provides for a prison term of four
to eight years and a fine of 26.66 times to one thousand
times the legal monthly minimum wage for anyone who

— exceeds or avoids technological measures to re-
strict unauthorized uses;

— suppresses or alters essential information of elec-
tronic rights management, or imports, distributes
or communicates copies with the information sup-
pressed or altered;

- manufactures, imports, sells, leases or distributes
to the public a device or system for decoding an
encrypted satellite signal carrier programs, with-
out authorization of the legitimate distributor of
that signal, or in any way, avoids, evades, disables
or deletes a device or system, allowing the owners
to control the use of their works or phonograms,
or enable them to prevent or restrict any unauthor-
ized use of these; or

— presents false or altered information to get the
profit of economic copyrights.”

B. Cybercrime

Regarding cybercrime, the Colombian government
submitted to Congress two bills that were passed, name-
ly, Law 1266 of 2008° and Law 1273 of 2009. The former is
a law for the protection of personal information, or habeas
data law, and the latter is a law that protects individuals
from cybercrime.

1. Law 1266 and Personal Data

Law 1266 of 2008 defined the term personal data as
“any piece of information linked to one or more specific
persons or persons to be determined, or that may be
associated with a physical or legal person.” It requires

companies to take special care in handling the personal
data of its employees, since the law requires anyone who
“extracts” and “intercepts” such data to redress its owner.

2. Law 1273 and Title VII bis

Law 1273, in force since 5 January 2009, amended the
Criminal Code so that a new area of protection of legal
rights was created, that is, data protection and informa-
tion, including systems that use information technologies
and communications, to create a new legally protected in-
terest called information and data protection. New crimi-
nal offenses related to computer crimes and the protection
of information and data, were created, imposing prison
penalties up to one hundred twenty months and fines up
to fifteen hundred times the minimum statutory monthly
wage.’

This Law 1273 criminalizes a range of behaviors re-
lated to the handling of personal data. Technological ad-
vances and their misuse to misappropriate assets of third
parties by the cloning of bank cards, alteration and hack-
ing of computer systems, and electronic transfers of funds
through manipulation of software and misuse of ATMs,
among others, is a daily occurrence worldwide. Statistics
indicate that, during 2007, companies lost more than COP
$6.6 billion in the wake of computing crime in Colombia.

Law 1273 also added a new Title VII bis to the
Colombian Criminal Code, called “Information and Data
Protection.” The new title is divided in two chapters: (i)
crimes that target computers and directly attack confiden-
tiality, integrity and availability of information systems;
and (ii) crimes facilitated by computer networks or de-
vices, the primary target of which is independent of the
computer network or device.

(a) First Chapter

The first chapter of Law 1273, on crimes that target
computers and directly attack confidentiality, integrity
and availability of information systems, added the follow-
ing articles.

(i) Article 269A: Abusive access to a computer system.

Anyone who, without permission or outside the
agreement, accesses in whole or in part a computer sys-
tem, whether or not protected with a security system, or
stays within the same, against the wishes of those who
have the legitimate right to exclude access, will be held
liable to a prison term of forty-eight to ninety-six months
and a fine of one hundred times to one thousand times
the minimum statutory monthly wage.

(ii) Article 269B: Illegitimate obstruction of computing
systems or telecommunications networks.

Anyone who, without being authorized to do so,
prevents or hinders the normal operation of or access to a
computer system, the data contained therein, or to a tele-
communications network, will be held liable to a prison
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term of forty-eight to ninety-six months and a fine of one
hundred times to one thousand times the minimum legal
monthly wage, provided that the conduct does not con-
stitute an offense punishable by a higher penalty.

(iii) Article 269C: Data interception.

Anyone who, without prior court order, intercepts
data on its origin, destination or within a computer sys-
tem, or the electromagnetic emissions from a computer
system transporting them, will be held liable to a prison
term of thirty-six to seventy-two months.

(iv) Article 269D: Computer damage.

Anyone who, without being authorized to do so,
destroys, damages, deletes, deteriorates, alters or deletes
computing data, or an information processing system
or its parts or logical components will be held liable to a
prison term of forty-eight to ninety-six months and a fine
of one hundred times to one thousand times the mini-
mum legal monthly wage.

(v) Article 269E: Malicious code (malware).

Anyone who, without being authorized to do so, cre-
ates, traffics in, acquires, distributes, sells, sends, imports
into or exports from the country malicious software or
other computer programs producing harmful effects, will
be held liable to a prison term of forty-eight to ninety-six
months and a fine of one hundred to one thousand times
the minimum legal monthly wage.

(vi) Article 269F: Violation of personal data.

Anyone who, without being authorized to do so, for
its own benefit or for the benefit of a third party, obtains,
compiles, subtracts, offers, sells, exchanges, sends, buys,
intercepts, discloses, modifies or uses personal codes,
personal data contained in files, archives, databases or
similar means, will be held liable to a prison term of for-
ty-eight to ninety-six months and a fine of one hundred
times to one thousand times the minimum legal monthly
wage.

(vii) Article 269G: “Phishing” (a form of fraud and
identity theft for capturing personal information).

Anyone who, with the illegal purpose of “phishing”
and without authority to do so, designs, develops, traffics
in, sells, runs, programs, or sends electronic pages, links
or pop-ups, will be held liable to a prison term of forty-
eight to ninety-six months and a fine of one hundred to
one thousand times the minimum legal monthly wage,
provided that the conduct does not constitute an offense
punishable by a higher penalty.

The same penalty will apply to anyone who uses or
modifies domain names, so that the user enters a differ-
ent Internet Protocol (IP) address in the belief that it is
accessing its bank or another personal or trusted site, if
the conduct does not constitute an offense punishable by
a higher penalty.

The penalty specified in Article 269G will be in-
creased by one-third to one-half if the agent has recruited
victims in the chain of crime.

Article 269G defines what is commonly called “phish-
ing” as a scheme or scam that uses e-mails, but scammers
are increasingly using other means of propagation, such
as instant messaging and social networks. According to
the Computer Crimes Unit of the Colombian Judicial
Police (Dijin), millions of dollars are stolen through the
use of “phishing” schemes.

(viii) Section 269H.

Article 269H increases the penalty by one-half to
three-quarters for aggravating circumstances when any of
the following conduct occurs.

¢ The license is cancelled on networks or computing
systems belonging to the state.

The criminal is a public servant acting in his official
capacity.

The criminal takes advantage of the trust placed by
the holder of the information in the criminal, or on
the individual who has a contractual relationship
with it.

The criminal reveals or publicizes the content of in-
formation to the detriment of another.

e The criminal obtains benefits for himself or a third
party.

* The criminal acts with terrorist purposes or creates
a risk to safety or national defense.

The criminal uses a third party acting in good faith
as an instrument.

The criminal is a person engaged in the administra-
tion, management, or control of that information. In
this event, the person will also be disqualified from

the exercise of any profession related to information
systems, for up to three years.

(b) Second Chapter

The second chapter of Law 1273 related to crimes
facilitated by computer networks or devices, the primary
target of which is independent of the computer network
or device, and includes the following new articles.

(i) Article 2691: Theft through computers and the like.

Anyone who, breaking computer security measures,
engages in the conduct described in Article 2398 by ma-
nipulating a computer system, an electronic, computing
or other similar network or impersonating a user to the
established authentication and authorization systems will
be liable for the penalties mentioned in Article 240 of the
Penal Code’ (a prison term of three to eight years).
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(ii) Article 269]: Transfer of assets through computer
or device manipulation without the consent of the
owner.

Anyone who, for profit and using any computer ma-
nipulation or similar device, achieves the transfer of any
assets without the consent of the owner, to the detriment
of another, provided that the conduct does not constitute
an offense punishable by heavier penalty, will be liable
to a prison term of forty-eight to one hundred twenty
months and fine of two hundred times to fifteen hundred
times the minimum legal monthly wages.

The same sanction will be imposed upon anyone
who manufactures, introduces, has or gives a computer
program aimed to the perpetration of the crime described
in the preceding paragraph, or to the perpetration of a
scam.

If the conduct described in the two preceding para-
graphs has a value exceeding two hundred times the
minimum legal monthly wage, the penalty will be in-
creased by one-half.

Likewise, Law 1273 adds as an aggravating circum-
stance under Article 58 of the Criminal Code for the
performance of punishable acts by using electronic or
computing means.

IV. Conclusion

The protection of intellectual property in Colombia,
as a result of entering into the CTPA, has been improved
substantially in the following respects: (i) state-of-the-art
protection for U.S. trademarks; (ii) protection for copy-
righted works in a digital economy; (iii) stronger protec-
tion for patents and test data; and (iv) tough penalties for
piracy and counterfeiting.

The Treaty also contemplates agreements on other
important subjects which were entered in side letters,

including (i) biodiversity and traditional knowledge, and
(ii) retransmission of television signals (whether terres-
trial, cable, or satellite) on the Internet.
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Perspectives on Utilizing Tax Incentives for Infrastructure
Ventures in Latin America: A Case Study

Editor’s Note: The articles that follow deal with utilizing tax incentives for infrastructure ventures in Latin America, as viewed from
the perspective of four different Latin American countries, namely, Argentina, Brazil, Colombia and Mexico. The articles include
discussion of general tax treatment, as well as incentives available for investing in the construction, operation, and maintenance of a
highway in each of the four countries. The following is the case study that forms the basis of each of the four articles.

The governments of Argentina, Brazil, Colombia,
and Mexico (hereinafter individually referred to as the
“investment jurisdiction”) have opened public bids for
the construction, operation, and maintenance of a high-
way connecting two major cities in each of the countries.
According to the terms of the public bids, the correspond-
ing governments will grant a concession over the high-
way for thirty years. The relevant governments will own
the highway and installations at all times.

Highways, Inc., is a United States corporation whose
primary business is the construction of highways in the
U.S. and abroad. Highways, Inc., operates in most coun-
tries of the world, except in Latin American countries.

Due to the world’s financial situation, Highways,
Inc., has recently decided to expand its business to Latin
American countries and has identified the public bids
opened by the aforementioned governments. Highways,
Inc., is willing to participate in just one of the public bids.
Its decision to participate in only one of the bids is mainly
driven by financial reasons and, therefore, it is seeking
advice in each of the jurisdictions to determine which of
them would offer the best conditions to maximize the fi-
nancial benefit of its investment (i.e., return of capital).

Highways, Inc., has considered three possible struc-
tures to participate in the public bids:

— to participate as a foreign entity;

— to form a branch or incorporate a domestic entity,
such as a special purpose vehicle (SPV), in the
relevant jurisdiction and participate through such
branch or SPV; or

— to enter into a joint venture agreement with a lo-
cal company either to incorporate an independent
domestic SPV and participate through the latter, or
to participate through a noncorporate joint venture
vehicle.

In all three possible structures, Highways, Inc., or one
or more of its subsidiaries will have to deploy personnel
in the corresponding country so it can perform under the
government contract.

The infrastructure project will be financed totally by
the private sector—either through equity contributed
by Highways, Inc., or through debt. In the latter case,
traditional loans could be granted by independent local
or foreign financial institutions. Other independent local
or foreign parties (not financial institutions) could also
grant traditional loans to the SPV. The SPV could also is-
sue bonds and place them in the local public market to be
acquired by both foreign tax and domestic tax residents.
Finally, the SPV could also receive loans from Highways,
Inc.
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Utilizing Tax Incentives for Infrastructure Ventures in
Latin America: The Argentinian Perspective

By Bastiana T. Locurscio

I Introduction

The purpose of this article is to analyze the case study
set out at the beginning of this series of articles. This anal-
ysis, submitted for discussion, is divided into six topics.
These topics are dealt with in Parts II-VIL

Il. The Vehicle

In choosing the best vehicle to participate in an Ar-
gentine contract bid, the kind of vehicle and the time to
establish it are factors for consideration. Any decision on
these factors should be based on consideration of tax and
corporate issues and may be affected by domestic rules
and regulations, as described below.

A. When to Establish the Vehicle

Argentine corporate law does not require that a ve-
hicle be previously established in order to participate in
a bidding process. However, establishing a vehicle at an
early stage of the bidding process may be mandatory in
accordance with administrative laws regulating a par-
ticular bidding procedure and the bidding documents. If
there is no such registration requirement, Highways, Inc.
could incorporate the Special Purpose Vehicle (SPV) at
closing in order to minimize expenditures in case it is not
the successful bidder.

The Argentine Corporation Law establishes that the
law of the place of incorporation governs the existence
and legal form of companies incorporated outside Ar-
gentina.! These companies may act in Argentina on an
irregular time basis, such as by participating in a bidding
process. They must register with the Office of Corpora-
tions only if they intend to act in Argentina on a regular
basis.? Developing a project or taking part in an unincor-
porated joint venture to develop a project implies a regu-
lar conduct of business in Argentina and therefore it is in
that moment when registration is mandatory pursuant to
the Argentine Corporation Law.?

Nevertheless, certain administrative permits are gen-
erally required to participate in the bidding process. Ob-
taining such permits may or may not require registration.
In case obtaining such permits requires registration as a
preliminary step, then registration of the vehicle is neces-
sary, even if such registration is not explicitly required in
the bidding conditions. In connection with construction
activities, there are two certificates that generally apply:
(i) an Enrollment Certificate in the State Suppliers Data-
base (SIPRO, as per its acronym in Spanish); and (ii) an
Enrollment Certificate in the Federal Registry of Builders

of Public Works Constructors.* Both certificates can only
be obtained by submitting proof of registration in the Reg-
istry of Commerce. The former Certificate is not required
for foreign companies,® while the latter certificate may or
may not be waived, depending on the technical and finan-
cial capacity of the participants.®

The bidding documents may also require registration.
That is the case for bidding documents that demand that
the participants have a tax identification number, which in
turn requires registration with the Office of Corporations.”
That is also the case of National Bidding Proceedings
(as opposed to International Bidding Proceedings), since
foreign companies can only participate in them once they
have set up a branch in Argentina.?

Lastly, certain Argentinian laws, called “Contract Do-
mestic Laws,” establish that the Government should hire
domestic companies to perform construction activities or
to be suppliers of construction and other services.’ A do-
mestic company is defined as a company domiciled and
authorized to act in Argentina and that has eighty percent
of its directors, senior leaders and professionals domiciled
in the country. Only in exceptional cases can the Govern-
ment hire foreign companies. Therefore, bidding docu-
ments usually establish that participants must be domestic
companies. These bidding documents also establish that
foreign investors are to set up a domestic company—in
the manner described—prior to taking part in the bidding
proceedings.!” The compatibility of these laws and com-
promises made by Argentina at an international level—es-
pecially the standard of national treatment—is beyond the
scope of this analysis.!!

B. Choosing the Vehicle

Commonly, the vehicle can be a UTE (a kind of unin-
corporated joint venture!?), a branch, or a subsidiary. Bid-
ding documents may require participants to be associated
with a domestic entity or foster such association by evalu-
ating the offers and considering previous performance
of similar activities in the domestic market.!3 Changing
the SPV during or after the bidding process is not advis-
able for tax, cost, and time consumption reasons.!* Also,
assignments between different structures may require
governmental authorization.'> Therefore, the pros and
cons for a certain vehicle should be weighed at the begin-
ning. If the bidding conditions do not require a specific
structure, a subsidiary is generally the best option, for the
reasons discussed below.
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1. UTEs

Highways, Inc. may take part in a UTE. A joint
venture with a third party can adopt the form of a com-
pany (a partnership, a corporation, a de facto entity, etc.)
or the joint venture can be structured as an associative
agreement without the establishment of a new legal en-
tity (such as under a temporary union of companies or
“UTE”).' Since a UTE does not have legal capacity, acts
are directly attributed to its members. However, a limited
legal capacity is assigned for tax purposes to UTEs, as
well as to other business structures, even when they are
not considered legal entities under the Argentine Corpo-
ration Law. Thus, UTEs are qualified as taxpayers in the
Value Added Tax Law!” and most Turnover Taxes Laws.
UTEs are also appointed as withholding and collection-
at-source agents.!’

18

UTEs are regulated under the Argentine Corporation
Law as associative agreements, whereby two or more
entities join in order to carry out work, services or sup-
ply.2° The agreement must be registered with the Office
of Corporations in a proceeding that is much simpler
and cheaper than the proceeding applicable to branches
and subsidiaries, and this is an important advantage of
this type of vehicle. Also, new members can be added
while a project is being developed within a UTE structure
in order to fund it. This alternative is not available to
branches.

However, prior to participating in a UTE, Highways,
Inc. must register with the Office of Corporations. In the
event Contract Domestic Laws apply to the bidding pro-
cess, the SPV to be registered must qualify as a domestic
company in the manner specified in Part II.A above.?!

There is no consensus on whether the liquidation
process, which is mandatory for companies, is appli-
cable to UTEs. In the event that the liquidation process is
not considered applicable to UTEs, an advantage of the
UTE would be that certain costs and a time-consuming
liquidation process might be avoided once the project is
completed.?

However, there are some drawbacks to be consid-
ered. The members must appoint a UTE representative.
This representative must be invested with enough power
to exercise rights and undertake obligations to carry out
the business purpose of the vehicle.?? One of the disad-
vantages of a UTE is that all members must agree unani-
mously to revoke powers granted to the representative
without cause. Even if there is cause, an absolute majority
is needed.?*

Another disadvantage relates to the operative fund.
The members of the UTE must constitute an operative
fund. This fund belongs to the members, since the UTE
has no legal capacity. Therefore, creditors of a member
can claim their rights over the portion of the fund that be-

longs to that member. This may lead to a lack of funds for
the UTE to keep on operating.?®> Arrangements with credi-
tors and bankruptcy proceedings related to any members

will also affect the UTE fund.

Under the Argentine Corporation Law, members are
not presumed to be jointly and severally liable.? How-
ever, bidding documents generally require the members
of a UTE to be jointly and severally liable toward the
grantor.”” Also, members of the UTE are jointly and sever-
ally liable for unpaid taxes due by the UTE.?® Members of
other business structures do not have to bear such liabil-
ity. Thus, for example, stockholders of a corporation are
generally not responsible for the corporation’s taxes.

Assuming that members of the UTE are corporations,
limited liability companies and UTEs bear almost the
same tax burden. However, since UTEs do not qualify as
taxpayers for most taxes that UTE members are directly
responsible for, in certain particular situations the effect of
taxes may change.?

2. Branches

Highways, Inc. may do business in Argentina by set-
ting up a branch. For that purpose, Highways, Inc. must
register with the Office of Corporations, proving its regu-
lar incorporation in its country of origin, establishing an
Argentine domicile, and appointing a person who will be
in charge of the branch. This registration is simpler and
cheaper than the registration required for subsidiaries.
However, the timing and costs differences are so insignifi-
cant so as to have little if any impact on the decision of
choosing the vehicle. Additionally, in the event Contract
Domestic Laws are applicable to the bidding process, the
vehicle to be registered must qualify as a domestic com-
pany as specified in Part II.A above. Other aspects that
should be kept in mind are the following.

(a) Capital: The Argentine Corporation Law does not
require branches to have capital assigned to them.
However, special laws (such as the Argentine Law
on Insurance Institutions® and the Law on Finan-
cial Institutions®!) require a certain capital to per-
form determined activities. In all other cases, for-
eign entities can choose whether to assign capital
to the branch. Assigning capital lets capital assign-
ments be clearly differentiated from loans. This is
useful both for foreign exchange control and for
tax purposes.’? When the branch has an assigned
capital, it cannot be diminished and the net equity
must exceed such amount.® The capital is a means
of recourse for contract parties that there are as-
sets in Argentina to execute upon in the event of a
breach of the relevant agreements.?* In the case of
an arrangement with creditors or bankruptcy, local
creditors have a priority claim on the assets located
in Argentina.®
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(b) Liability: Even when there is capital assigned to
the branch, the foreign entity is wholly liable for
the activities undertaken in Argentina.3® This li-
ability can be limited by means of a subsidiary
structure.

(c) Funding: Unlike UTEs and subsidiaries, the partic-
ipation of new members in the business structure
is not possible, since branches are not legal entities
different from the foreign entities that establish
them. For the same reason, they cannot go public.
However, branches of joint stock corporations
incorporated abroad can issue private bonds.

(d) Taxes: Taxes applicable to branches are similar
to the taxes levied on subsidiaries.’” However, a
subsidiary may have some tax advantages when
a foreign entity wishes to exit the project. Sales
of shares made by foreign entities are exempted
from income tax,* while transfers of on-going
concerns in a branch scenario are subject to in-
come tax. Also, there may be tax differences based
on the tax treatment of the investment in the
investor’s county of residence or incorporation
(such as U.S. tax laws). An example is treatment of
losses and the possibility to offset Argentine losses
against U.S. income with a branch as opposed to a
subsidiary.

3. Subsidiaries

Highways, Inc. may establish an Argentine subsid-
iary. The Argentine Corporation Law requires at least
two partners.?* The most common types of legal entities
are joint stock corporations (“sociedades andnimas”) and
limited liability companies (“sociedades de responsabilidad
limitada”). In both cases the partners’ liability is limited to
the capital they contributed.*

As an additional advantage, the management of sub-
sidiaries is simpler than the management of a UTE. This
is because the stability of the UTE representative may
become an obstacle in the development of the project,
and because the UTE decision-making process is usually
more complex. Also, the SPV will have legal capacity so
as to directly enter into agreements with contractors and
keep an equity different from the equity of their partners,
aspects that may lead to better and simpler contracting
terms in its relations with third parties. The management
is also simpler than that of a branch, since most decisions
in a branch must be taken abroad and documents related
to them must be legalized and registered before being
valid and legal in Argentina.

Large-scale investments generally adopt the form
of a joint stock corporation because of the financial
tools available to them: they can go public, issue private
bonds, easily include new partners, etc.

As for the disadvantages—and depending on the
relationship between the stockholders or members—it

must be considered that under the form of a company, the
stockholders have a common equity subject to the risks

of the business. The amount of this equity must be appro-
priate to the purposes of the entity. Also, Highways, Inc.
should consider how the awarder evaluates previous per-
formance of similar activities to decide which vehicle to
choose. If the experience of the bidders’ shareholders (as
Highways, Inc. may be in case it uses a subsidiary) is not
taken into account, a branch will have more chances to be
the awardee than a subsidiary.*! This is so because par-
ticipating through a branch will let Highways, Inc. benefit
from its prior experience.

Please note that the following discussions of the vari-
ous topics are based on the premise that the vehicle is a
subsidiary.

Ill. The Stockholders

Argentine Corporation Law establishes that compa-
nies incorporated outside Argentina intending to become
stockholders of Argentine companies must register such
status with the Office of Corporations.*?

Argentina does not have a general Double Taxation
Treaty, or DTT, with the United States.*® Therefore, if
Highways, Inc. directly incorporates the SPV (being one
of its shareholders), no DTT will apply to the relationship
between the SPV and Highways, Inc.*

Shareholders may be taxed: (i) on the dividends they
are paid; (ii) on the shares they own in the domestic en-
tity; (iii) on the remittances they received in a liquidation
process; and (iv) on the sale of their shares or equity inter-
ests in the domestic entity.

The lack of a DTT means that the general tax treat-
ment applies to these aspects of the stockholder-SPV re-
lationship. Royalties, interest and other income received
by shareholders is not received in their capacity as stock-
holder and therefore is not included in this specific topic
for discussion. From a tax planning perspective, taxation
of the items listed in (i) to (iv) of the foregoing paragraph
must be considered both in the country of the SPV and in
the country of residence of the stockholder. This analysis
will lead to a determination whether it is better to in-
vest directly through Highways, Inc. or instead to make
such investment through a subsidiary of Highways, Inc.
located in a jurisdiction that has executed a DTT with
Argentina.

A. Taxation of Dividends

Argentina does not tax dividends,* except for some
special cases.*® Only in these special cases is tax plan-
ning on dividends worthy of attention from an Argentine
standpoint.

Dividends are taxed if accounting income that ex-
ceeds taxable profits?’ is distributed (this tax is called the
“equalization tax”). The same rule applies to the remit-
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tance of funds by branches of foreign entities located in
Argentina.

When dividends are taxed, a substitution regime ap-
plies and the domestic entity must pay the tax applicable
to the shareholders. The tax rate is thirty-five percent on
the amount of accounting income that exceeds taxable
profits. Dividends distributed by domestic corpora-
tions are considered to be Argentine source income and
therefore subject to a withholding tax when paid to non-
resident persons. This rate may change to ten or fifteen
percent if the shareholder resides in a country that has ex-
ecuted a treaty to avoid double taxation with Argentina.*

Therefore, tax planning with an investor in a third
country with a DTT with Argentina may be considered in
case the equalization tax will have to be repeatedly paid
for any reason. Nevertheless, if the investment is made
through a subsidiary with the main purpose of using this
tax benefit, the concepts of abuse of treaties and effective
beneficiary will come into play, and therefore must be
carefully analyzed.*

B. Taxation of Shares

Legal entities incorporated in Argentina and local
branches pay a tax on the shares and equity interests
held by their owners. This substitution regime applies to
cases in which the equity owners are (i) individuals, (ii)
undivided inheritances and (iii) legal entities domiciled
abroad. The tax rate is one-half percent on the propor-
tional equity value of the shares and equity interests.

Most DTTs executed by Argentina do not include
personal assets clauses restricting the application of taxes
on shares to the country where their owner is domiciled.
However, DTTs like the one executed between Argentina
and Spain include this type of clause. Considering that
Spain has also entered into a DTT with the United States,
the combination of the Argentine, Spanish and United
States tax burden in those circumstances should be com-
pared with the tax burden on a Highways, Inc. direct
investment in order to determine the most convenient
tax planning structure. Nevertheless, whether the DTT
is being abused shall be carefully considered in design-
ing the structure. The substance of the entity in the DTT
country and its decision capacity on the investment are
among the aspects that should be taken into account for
such purpose.

C. Taxation of Sales of Shares

Sales of shares made by foreign entities are not sub-
ject to income tax,” which makes tax planning with a
third entity between the SPV and Highways, Inc. not
worthy of consideration from an Argentine standpoint.
This type of planning should be done considering the
level of taxation of this income in the United States (as
opposed to alternative third countries).

IV. Funding

There are different instruments that may be used for
funding the entity. Choosing a certain instrument should
be based not only on a tax analysis but also on market
conditions, type of activities being undertaken, and the
like. The Argentine Tax Authorities have recharacterized
many funding instruments, disregarding the classifica-
tion that has been made by the parties to the agreement.
For example, debts have been recharacterized as capital
contributions, and preferred shares have been classified
as debts. The recharacterization results not only in a dif-
ferent tax treatment and the obligation to pay interest
but it is also commonly accompanied by fines and other
punishments. Therefore, the nature of the instrument to
be used shall be carefully analyzed. Some of these instru-
ments, their tax treatment and the opinions issued in rela-
tion to them, are analyzed below.

A. Capitalization

Funds can be obtained through capitalization. Differ-
ent types of shares can be issued. For example, the SPV
can issue privileged stock (i.e., stock that grants more
than one vote per share) or preferred stock (i.e., stock that
grants additional economic rights such as priority over
common stock in the payment of dividends or a fixed
dividend per year, etc.). Also, the SPV can choose between
private equity financing and going public.

Income tax is not generally levied on dividends paid
by domestic entities or on funds remitted by branches.
However, dividends are taxed at thirty-five percent if the
SPV distributes accounting income exceeding taxable
profits. In these cases, a thirty-five percent rate of income
tax applies. This rate may be reduced if a DTT applies.
Instruments related to the capitalization process are gen-
erally exempted from the stamp tax.

Benefits derived from capitalizing the entity are mani-
fold: there are generally fewer restrictions on the use of
the money than the restrictions set by lenders; capitaliza-
tion enables the entity to improve its debt-equity ratio
and borrow on better terms, if necessary; and there is no
value added tax involved.

However, payments made to investors cannot be de-
ducted by the domestic entity and increasing the capital
increases both Minimum Presumptive Income Tax pay-
ments as well as the amount due for the Personal Assets
Tax on shares.>!

1.  Going Public

The SPV can go public. Nevertheless, this alternative
may not be available from the very first moment, since it
is generally understood that only companies with a rea-
sonable history of positive cash flow are good candidates
for going public.>?
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Complying with requirements established by the
stock exchange and regularly providing public access
to information about the company may enhance the
SPV’s reputation and improve the terms of contracting.>®
Nonetheless, going public has some drawbacks, such as
reporting requirements, public disclosure of information,
and separation of ownership and control.>*

2. Preferred Stock

Issuing stock generally implies having third parties
involved in the management and operation of the busi-
ness. However, issuing preferred stock allows entities to
obtain funds without granting voting rights similar to the
rights granted by common stock. Lenders do not have
voting rights either. Also, preferred stock entails lower
risks in the event of insolvency, which is characteristic of
loans as well.

These voting rights and risks differences have led the
Federal Administration of Public Revenue (by its Spanish
acronym AFIP) to inspect closely this kind of stock. This
inspection is made in order to determine whether what
is really a loan is being disguised with a preferred stock
structure. Preferred stock meeting the following criteria
might not be considered a capital contribution:>

- Fixed compensation.

— Stock redemption guaranteed after a certain period
of time.

— Lack of voting rights.

B. Loans

Funding with loans is the most common alternative
to capitalization. Loans can be granted for a specific pur-
pose (e.g., for financing purchases of certain assets) or
without a specific aim.

1. Stamp Tax

The Stamp Tax is levied on instruments related to the
loan at a rate of around one percent. If the main instru-
ment pays the tax, guarantees are generally exempted.

2. Income Tax

(a) Deduction of Interest

Interest can be deducted by the payor upon accrual.
Nevertheless, payments made to related parties residing
abroad may only be deducted upon payment (and not
upon accrual, as the general rule establishes). There are
some authors who argue for the application of the ac-
crual method for payments made to parties residing in
a country that entered into a DTT with Argentina,*® but
this is still a minority position.

Thin capitalization rules may apply when (i) there
is an inadequate relation between the net equity and the
liabilities of the domestic payor, under the parameters set

forth ad hoc in the Income Tax Law; (ii) the interest paid
is not subject to a thirty-five percent effective withholding
rate (that is, a thirty-five percent rate on a legally pre-
sumed income of one hundred percent);*” and (iii) the in-
terest is paid on debts to controlling non-resident persons.
In these cases, a portion of the interest may not be deduct-
ible for the local entity and may be treated as dividends.>®
Some of the DTTs executed by Argentina specifically al-
low the application of thin capitalization rules in treaty
contexts.”” However, there is not a general agreement on
whether thin capitalization rules may apply in DTT con-
texts whenever such an allowance was not made.*

The AFIP has recharacterized loans as capital contri-
butions and has therefore denied deduction of interest
under certain circumstances. For this purpose, the AFIP
has considered whether the loan instruments were duly
dated, whether there was interest set, whether the capital
was cancelled or was capitalized, and the debtor’s high
debt/equity ratio, among others.®!

(b) Income Tax on Interests

If the lender is a domestic entity, the income must be
included in its declaration of income for income taxation.
Domestic entities are generally subject to a thirty-five
percent rate. If the lender is a foreign entity, income tax
is withheld by the payor at a thirty-five percent rate on
the portion of the payments presumed to be income. The
tax may be reduced if a DTT applies. The portion pre-
sumed to be income varies depending upon, among other
parameters, the origin of the income, the parties to the
relevant agreement, the registration or non-registration
of the agreement. In relation to interest on loans taken by
domestic entities that are not financial entities, the por-
tions of the payments presumed to be income are:

(i) Interest derived from import financing granted
by suppliers of depreciable fixed assets (except
for automobiles): forty-three percent;

(ii) Interest paid to a bank or financial institution
located in a jurisdiction where standards of the
Basel Committee on Banking Supervision ap-
ply: forty-three percent;

(iii) Interest not included in (i) and (ii): one hundred
percent.

A grossing-up calculation must be done in case a pay-
or residing in Argentina (the withholding agent) assumes
the payment of the tax applicable to the non-resident per-
son. However, grossing up does not apply in the case of
payments of interest related to loans applied to industrial,
extractive or primary production activities.®?

Interest derived from loans granted by international
agencies to foster Argentine economic development is
exempted from the tax. This treatment is also applicable
to loans granted by the International Finance Corpora-
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tion, the Inter-American Investment Corporation and the
Andean Development Corporation, among other interna-
tional corporations and agencies.

() Transfer Pricing Rules

If the loan is executed between related parties or
with an entity located in a jurisdiction of low or no taxa-
tion, the arm’s length principle applies. That is, the loan
should be executed under conditions similar to those
which would be made between independent parties. Any
payment exceeding the amounts that would have been
agreed upon between independent parties is not deduct-
ible for the domestic company.

The determination of the arm’s length compensation
requires a case-by-case analysis, which includes the com-
parison of the agreement with similar agreements signed
between independent parties. This analysis, and the back-
ground information that supports a certain amount of
compensation between related parties, is shown in trans-
fer pricing affidavits that should be prepared by indepen-
dent accountants.

3. Value Added Tax

A value added tax, or VAT, is levied on sales and im-
ports of goods, leases, works and performance of services
except for those services performed in the country but
with no effective use or exploitation in Argentina.®® As for
loans taken by the SPV to perform activities in Argentina,
they are subject to taxation no matter where the money
comes from.

A VAT is levied on the interest at either a 10.5 percent
or twenty-one percent rate, depending on the loan char-
acteristics. For example, the 10.5 percent rate may apply
when the lender is a domestic financial entity or a finan-
cial institution located in a jurisdiction where standards
of the Basel Committee on Banking Supervision apply.®*
In the case where the lender is a foreign entity, the per-
formance of services is deemed an import and subject to
tax as a consequence of the domestic use of the funds.
The payment must be made by the domestic entity, which
can later use this amount as a credit in assessing its VAT
balance.

4. Personal Assets Tax and Minimum Presumptive
Income Tax

Funding with a loan as opposed to a capital contribu-
tion diminishes the burden of the Personal Asset Tax on
shares. The value of the shares is determined consider-
ing the difference between the assets and the liabilities.
Therefore, by increasing liabilities the difference is small-
er, which increases a correspondingly smaller tax base.
Certain discussions have recently started on whether the
credit itself is taxed with Personal Assets at a 1.25 percent
rate. There is no conclusive position on the matter yet.

As for Minimum Presumptive Income Tax, the tax
burden is the same regardless of whether a loan or a capi-
tal contribution is preferred. This is so because liabilities
are not considered in determining the tax base.

5. Other Taxes

Taxes on debits and credits should also be considered,
since there may be a difference between the taxation of
capital contributions as opposed to loans. The credits on
bank accounts are generally subject to a 0.6 percent tax.
However, credits on current accounts arising from domes-
tic bank loans are exempt from the tax.%®

Also, domestic lenders are subject to a turnover tax
on the interest. The tax rate varies from jurisdiction to
jurisdiction and generally ranges from five to six percent.

6. Foreign Exchange Rules

Even when from a tax perspective a loan is generally
more advantageous than a capital contribution, exchange
rules applicable to loans may discourage the use of this
type of funding. The foreign exchange control rules regu-
late the inflow and outflow of funds to and from Argen-
tina and they establish a series of requirements and limits
that apply to inflows and outflows. These requirements
vary, depending upon, among other things, the kind of
transaction to which the movement of funds is related,
the provenance and destination of the money, and the as-
sets involved.

In regard to loans, exchange rules establish a thirty-
percent mandatory non-remunerated deposit on loans
taken abroad.® The deposit is kept for 365 days. Certain
loans are excluded from this treatment, such as, for ex-
ample, loans taken by non-financial entities with an aver-
age life of at least two years, including capital and inter-
est and that have been taken to invest in non-financial
assets.®”

C. Private Bonds

Tradable bonds publicly offered have some tax incen-
tives if the funds received through their sale are used (i)
to invest in tangible assets located in Argentina, (ii) to
generate working capital formation in Argentina, (iii) to
refinance loans, or (iv) to achieve the consolidation of
related entities” stock in order that the entities can use the
funds to accomplish the transactions specified in the pre-
ceding (i) through (iii).%

These incentives are the following:
¢ Financial transactions related to the issuance, sub-
scription, placement, transfer, amortization, pay-

ment of interest and cancelation of bonds and their
guarantees are VAT exempted.

¢ Income derived from the sale, change, swap, con-
version and disposition of bonds is exempted from
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income tax. The exemption also applies to interest,
inflation adjustments and capital adjustments.

¢ The issuer may fully deduct interest and infla-
tion adjustments accrued as well as any cost and
discount related to the issuance and placement.
This benefit may not apply in the event the finan-
cial cost borne by the issuer is disproportionate to
the typical cost in the market on similar risks and
terms.

However, the restriction of the last two incentives
solely to individuals makes this financial instrument not
very attractive to investors organized as companies.®’
Additionally, formalities and obligations that must be
fulfilled by companies that place the bonds may discour-
age the use of this tool.

V. Tax Treatment

The Argentine tax regime falls into three categories:
federal taxes; provincial taxes; and municipal taxes. The
main taxes applicable to a domestic entity at a federal
level are Income Tax (domestic entities are subject to a
thirty-five percent rate), Value Added Tax (twenty-one
percent or 10.5 percent rate, depending on the transac-
tion), Minimum Presumptive Income Tax (one percent on
the amount of the assets),”® Personal Assets Tax (one-half
percent on the shares; the domestic entity pays the tax
under a substitution regime), and Tax on Bank Debits
and Credits (0.6 percent on the bank debit or credit).”!

At a provincial level, the activity is taxed with Turnover
Tax at a rate that varies, depending upon the jurisdiction
in which the construction is performed. Turnover Tax
rates for construction range between 1.5 percent and four
percent.

Even when there is no promotional regime applicable
to a construction project, there are specific rules for the
assessment of the taxes. They are described below, based
on the tasks of the project to which they correspond.
Also, some tax benefits may be granted in the bidding
documents.

A. Income Tax

There is a special allocation rule for construction,
which is also applicable to public works.”? In general,
income and expenditures must be allocated upon accrual.
However, gross income generated by construction activi-
ties must be allocated according to one of the two follow-
ing allocation methods:”?

— Margin over Payments: Allocating to each tax pe-
riod the gross income that results from multiply-
ing the payments received during the period by
the gross income margin estimated for the whole
project.”*

-  Work Completed: Allocating to each tax period
the gross income that results from adding all pay-

ments to be received for the work made during the
tax period and deducting costs incurred to make
them.

In both methods, (i) expenditures that have an indi-
rect relation with the construction must be allocated to
the tax year they accrued in, following the general rules of
income tax;”® and (ii) any difference that may result from
comparing the gross income determined once the project
is completed with the gross income previously estimated
must be allocated to the year in which the project is
completed.

In the case of public works compensated with a con-
cession, the income to be received is very hard to deter-
mine before the work is completed and the exploitation
initiated. For this reason scholars consider that the income
should be declared in the exploitation period and with the
first method specified above, that is, taking into account
the payments received in each period. Since the work is
wholly completed, it is not possible to apply the second
method, outlined above.”® For adjusting the estimate with
the income of the concessionaire, the length of the project
is considered to include the exploitation period.””

The AFIP has stated that, if the income derived from
the construction activities can be differentiated from the
income derived from the exploitation, the treatment de-
scribed above may only apply to the income derived from
construction activities.”®

Since Highways, Inc. is not the owner of the project,
it cannot depreciate the construction. This depreciation
may only be made by the owner of the construction. Costs
generated by the construction are not the acquisition price
of an asset but an investment for obtaining the exploita-
tion of the bridge.” Nevertheless, fixed assets bought to
perform construction and maintenance activities can be
depreciated. The useful life to be considered must be de-
termined on the base of technical and factual aspects and
may or may not be equal to the length of the concession.®

B. Value Added Tax

In the case of construction activities on a third party’s
property, VAT debits are generated when (i) the certificate
of work completion is partially or totally accepted, (ii) the
price is partially or totally paid, or (iii) the invoice is is-
sued, whichever comes first.

Conversely, if the construction activities are compen-
sated with an exploitation concession, VAT debits are gen-
erated when revenues (as tolls) are received.’!

C. Social Security

Employees and employers must pay social security
contributions. In both cases the contributions are calcu-
lated as a percentage on salaries, regular bonuses and
some incentives paid to employees, within certain limits
(caps and minimum amounts). Employers that are Small
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and Medium Enterprises and employers whose main
activity is not commerce or provision of services (such as
construction entities) pay a reduced amount of contribu-
tions.®2 The comparison of contributions is shown in the
following chart.

EMPLOYER CONTRIBUTION
Employers that are
not PYMEs*and Other
CONCEPT employers whose | employers,
main activity such as
is commerce construction
or provision of enterprises
services
SIPA** 12.71% 10.17%
Family Allowance 5.56% 4.44%
National o o
Employment Fund 1.11% 0.89%
INSSJP*** 1.62% 1.5%
Health Insurance 6% 6%
TOTAL 27% 23%

* Small and Medium Enterprises
(PYMES, as per its acronym in Spanish)

** Integrated Social Security System
(SIPA, as per its acronym in Spanish)

*** National Department of Social Services for Retired
Persons (INSSJP, as per its acronym in Spanish).

VI. Equipment

If Highways, Inc. needs equipment to build the high-
way, the first issue to deal with is whether Highways, Inc.
needs to buy the assets.

From a tax efficient standpoint (and independently of
availability and prices in the domestic and international
market), if Highways, Inc. only needs the equipment for
a limited period of time, a lease may be the best option.
However, it should be noted that used capital equipment
cannot be definitively imported without a prior authori-
zation of the Administration and such an import would
be subject to certain conditions. The suspensive import
can be prohibited, depending on the tariff item number
of the equipment involved.® Also, it should be noted that
public concessionaires are subject to the Buy Argentinean
Act? and will grant a preference for Argentine goods in
their leases and purchases.® As in the case of the Con-
tract Domestic Laws, the compatibility of this kind of law
with the compromises undertaken by Argentina at the
international level—especially the standard of national
treatment—is beyond the scope of this analysis.’® None-
theless, it should be noted that the BIT executed between
Argentina and the United States specifically states that
“[n]either party shall impose performance requirements
as a condition of establishment, expansion or mainte-

nance of investments, which require or enforce commit-
ments to export goods produced or which specify that
goods or services must be purchased locally, or which impose
any other similar requirements.”’

Also, in the case of complete lines of businesses there
is a promotional regime that may apply to reduce or
eliminate taxation.%® The regime is available for imports of
new and used lines.

A. If the Equipment Is to Be Bought

If the equipment is to be bought, then the equipment
can be acquired in the local market. The price will include
VAT at 10.5 percent or twenty-one percent depending on
the asset involved,® and, eventually, excise taxes. The
seller, resident in Argentina, will be subject to Turnover
Tax and Income Tax.

Alternatively, the equipment can be acquired abroad
and imported, subject to the Buy Argentinian Act. In Ar-
gentina, customs regimes for imports fall into two main
categories, which are as follows.

* Definite Importation, which allows the equipment to
circulate freely in Argentina for an indefinite period
of time. Import duties are paid on the equipment
when it is imported and if there is an export, it will
also be charged with export duties. The definite
importation can be accomplished by paying the fol-
lowing taxes:

— Value Added Tax: 10.5 percent or twenty-one
percent, depending on the asset involved. A five-
percent advanced payment is also required.

— Import Duties: about fourteen percent for ma-
chines used in constructing activities, depending
on the asset involved and whether it is new or
used.”

— Excise Taxes: 20.48 percent in the event excise
taxes are levied on the asset imported. This rate
applies to a tax base equal to the customs value
of the products increased by the import duties
and multiplied by 1.3.

Non-resident aliens are subject to the Argentine In-
come Tax only in the event the source of the income they
receive is Argentine. Therefore, the payment made to the
non-resident alien will not be subject to Income Tax, since
the source of the income derived from the sale is deemed
foreign source income. Nor does the Turnover Tax apply,
since the seller is not performing regular activities inside
Argentina.

On a subsequent export, the following taxes apply:

— Value Added Tax: 0%. VAT does not apply to
exports, and reimbursement of VAT credits paid
to acquire the equipment can be requested.
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— Export Duties: about five percent, depending on
the asset involved.

® Suspensive Importation, which limits the circulation
of the equipment and/or the period the equipment
may stay in Argentina. When the term expires, the
equipment must be exported. This suspensive im-
portation is in turn divided into three categories:

— Suspensive Importation for Transit, which allows
the equipment to only circulate inside Argen-
tina.

— Suspensive Importation for Warehousing, which al-
lows the equipment to stay in a fiscal deposit.

— Suspensive Temporary Importation, which allow
the equipment to stay in Argentina for a certain
period and for a specific use. The importer can-
not be the owner of the equipment. This means
that only a definite destination can be used if the
equipment is bought and imported.

B. If the Equipment Is to Be Rented

The equipment can be rented in the local market.
Rents will include VAT at 10.5 percent or twenty-one per-
cent depending on the asset involved.” The lender is to
include the payments in the lender’s annual Income Tax
assessment.

Alternatively, the equipment can be rented abroad
and imported, subject to the Buy Argentinean Act. A
suspensive temporary importation can be arranged if: (i)
Highways, Inc. does not need the equipment for a period
longer than three years;?? and (ii) the specific use is le-
gally allowed.”

Neither import duties nor VAT are applicable on sus-
pensive imports. However, the importer must guarantee
the value of import duties that would have to be paid in
the event the suspensive temporary importation becomes
a definite importation.

Non-resident aliens renting assets in Argentina are
subject to VAT, but there are some difficulties in register-
ing the non-resident alien before AFIP, which results in
this payment not being made in some cases.” The same
criterion applies to the Turnover Tax. As for the Income
Tax, payments will be subject to withholding at thirty-
five percent on the forty percent of the payment (which is
the percentage presumed to be income). The Income Tax
rate may vary in the event a DTT applies to the relation-
ship between lender and payor.

Apart from taxes, if the SPV is funded with credits of
a development bank, there can be restrictions on where
the assets may be acquired. Commonly, these banks set
certain restrictions on the place of purchases or leases
to grant credits to make such acquisitions possible. For
example, the Export-Import Bank of the United States

(Ex-Im Bank) only assists in financing acquisitions of U.S.
goods and services.”

VIl. Cross Border Services

As mentioned before, income tax is imposed on non-
resident aliens without a permanent establishment in
Argentina only in regard to that portion of their income
whose source is Argentine. The income tax is withheld at
a thirty-five percent rate on the portion of the payments
presumed to be income. This rate may vary if a treaty for
the avoidance of double taxation applies.

In the event a non-resident alien has a permanent
establishment, the permanent establishment is taxed as if
it were a domestic corporation.

Therefore, in order to give a better idea on what
would be the treatment of the cross border services ren-
dered by Highways, Inc., it should be determined (i)
whether the service is provided from abroad, (ii) if the
foreign entity provides services through a permanent es-
tablishment located in Argentina, and (iii) which type of
service is involved. Aspects (i) through (iii), among other
things, are crucial to know: (i) the source of the income
received by the foreign entity; (ii) if the entity that renders
the services is subject to tax as a non-resident entity or
under the general tax regime; (iii) the portion of the pay-
ment presumed to be income (and therefore subject to the
thirty-five percent rate) if the foreign entity does not oper-
ate through a permanent establishment; (iv) the portion of
the payment that the domestic payor can deduct; (v) how
to apply transfer pricing rules; (vi) if VAT is levied on the
service; and (vii) if personnel will be temporarily assigned
to Argentina.

A. Source of the Income

Additionally to specific provisions of the Income
Tax Law, the Argentine source income category includes
income derived from (i) assets located, placed or used in
Argentina; (ii) services or acts performed in Argentina;
and (iii) facts that took place in Argentina.”®

As for services, the Argentine source income category
encompasses the income only if the service is rendered in
Argentina. However, income derived from consultancy
activities for the benefit of an Argentine company is con-
sidered to be Argentine source income, even if the service
is rendered from abroad.”” Whether the service is a con-
sultancy activity or not will therefore be a key aspect in
regard to locating the source of the income.

This understanding is shared by scholars,’® but there
is some recent jurisprudence that has considered that the
source of the income derived from services rendered by
foreign entities in relation to activities performed in Ar-
gentina by a domestic entity is Argentine. The ground for
saying that was that Argentina was the place of use of the
service.”?
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B. Applicable Tax Regime

As previously mentioned, foreign entities are subject
to tax on their Argentine source income. This tax is paid
through a withholding regime.

Conversely, the general tax regime applies if the for-
eign entity has a permanent establishment in Argentina.
If this is the case, the permanent establishment must
register with the AFIP and be assessed income tax annu-
ally. Whether a permanent establishment exists depends,
among other aspects, on the length of time in Argentina
and the corporate purpose of the entity and the activities
performed within Argentina. If the foreign entity is locat-
ed in a country that has executed a DTT with Argentina,
the permanent establishment definition contained therein
will prevail.

C. Taxable Income

In case the withholding regime applies, the nature
of the service will determine what is the taxable income.
This issue is only relevant in case the source of the in-
come is deemed of Argentine origin.

The withholding rate is thirty-five percent and the
tax base, which is determined by the legally presumed
income in each case, varies between sixty percent and
ninety percent, depending upon the service involved and
whether the agreement was registered with the Technol-
ogy Transfer Office (INPI, as per its acronym in Spanish),
if such registration is required.

Such a registration must be made if the service quali-
fies as technical assistance, which is determined by the
following criteria:

e The technical assistance follows prudent engineer-
ing practices.

¢ The technical assistance is provided as an intellec-
tual work or service.

e The technical assistance is remunerated in relation
to the length or the amount of the work.

¢ The technical assistance providers undertake the
obligation of including a technical knowledge di-
rectly applicable to the business performed in Ar-
gentina by the domestic entity.

Notwithstanding the previous analysis, the domestic
tax may be reduced if a DTT executed with Argentina
applies. But there is no DTT with the United States and,
therefore, the general aspects previously described apply
if Highways, Inc. is the service provider.

On the other hand, if the service is rendered by a sub-
sidiary of Highways, Inc., a DTT may apply and diminish
or eliminate the burden of the tax. The tax may be dimin-
ished, for example, if the service provided falls within
the concept of royalty included in the relevant DTT. The

Argentine tax may not apply in case the income received
by the foreign entity is considered as a business profit
and the entity does not have a permanent establishment
in Argentina. Courts have not yet decided which is the
classification of services in DTTs when the royalties article
does not apply. Generally, scholars understand that the
business profits article rules in that case.

In the case of permanent establishments, the service
provider will be assessed a tax annually, which shall ap-
ply at a thirty-five percent rate on the tax base.

D. Deductibility
1. Generally

The payments will be deducted as expenditures or
depreciated as an investment, depending on the nature of
the service. Also, domestic Specific Anti-Avoidance Rules
(SAARs) limiting the deduction of certain expenditures
may apply. The most important of these limitations is the
one applicable to consultancy.

To analyze if the full deduction of payments is al-
lowed, the following general aspects must be considered:

e Commissions and expenditures incurred abroad are
deductible if they are fair and reasonable.

* The compensation paid by the domestic company
must be similar to the compensation that might
have been agreed between independent parties,
under the arm’s length principle.

¢ Commissions and expenditures must be paid in
compensation for services effectively rendered and
useful for the activity performed by the SPV.

* No deduction can be made in the event the registra-
tion of the agreement with the INTI was not made,
when such registration is required.

For deducting the cost and expenditures, the SPV
must have documentation that evidences that the services
rendered are related to and for the benefit of the Argen-
tine company. Also, the Argentine company must receive
invoices with a breakdown of each service hired and its
price. Fees should not be calculated as a result of math-
ematical allocations with no support.

Courts are quite restrictive in regard to the admission
of deductions of generic expenditures encompassed in
a unique accounting entry. They have required that the
expenditures be real, reasonable and necessary for the
local company in order to obtain, maintain and keep its
income. 1%

Specifically, courts understood that if the guidelines
followed by the headquarters to distribute expenditures
among different subsidiaries were not specified, the na-
ture of the expenditures could not be determined. The
lack of certainty in the specific nature of the expenditures

NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2 157



prevented the courts from identifying whether the ex-
penditures were necessary for the local activities of the
domestic company or were made in view of the head-
quarters’ interest to keep its investment safe. Neither the
reasonableness of the expenditures nor the necessity to
incur them could be examined under these circumstances
and led courts to disallow deductions claimed by domes-
tic companies.!?!

2. Limitation of Deductions: Consultancy

A service is characterized as consultancy if it is in-
tended to transfer scientific or empiric knowledge to be
used in the performance of economic activities in Argen-
tina.!? In these cases, the following limits of deductions
apply when the service is rendered from abroad:

e Three percent of sales of revenues that are used in
the calculation of the consideration paid for the
technical assistance.

e Five percent of the amount of the investment made
pursuant to such assistance.

These limits may not apply if the payments were
made to an entity residing in a country that has executed
a DTT with Argentina. However, not every Argentine
DTT restricts the application of this SAAR. That is true
only in the case of DTTs with non-discrimination clauses
which say that disbursements paid by an enterprise of
a contracting state to a resident of the other contracting
state shall be deducted under the same conditions as if
they had been paid to a resident of the first-mentioned
state.1®

E. Transfer Pricing

For income tax purposes, agreements executed be-
tween related parties should follow the arm’s length
principle, i.e., they are to be negotiated and be executed
under conditions similar to those which would be made
between independent parties. Any payment made
exceeding the amounts that would have been agreed
between independent parties is not deductible for the
domestic company.

The determination of what constitutes arm’s length
compensation requires a case-by-case analysis, which
includes a comparison of the agreement with similar
agreements signed between independent parties. This
analysis, and the background information that supports a
certain amount of compensation between related parties,
is to be shown in transfer pricing affidavits that should
be prepared by independent accountants.

F. VAT

VAT is levied on the so-called “imports of services”
at a 10.5 percent or twenty-one percent rate, depending

on the case. Such imports are deemed to exist if (i) such
services are provided abroad; (ii) the effective use or ex-
ploitation of the services takes place in Argentina; and
(iii) the persons receiving the services are VAT taxpayers
as a consequence of other taxable events and are enrolled
under VAT.

Although there is no legal definition of “effective use
or exploitation,” the AFIP considers that effective use or
exploitation of the services in Argentina exists when, for
instance, the service provided abroad by a foreign compa-
ny is incorporated into the activity that a domestic com-
pany develops in Argentina.!? The AFIP has also stated
that the software adapting services provided by a foreign
company were effectively used in Argentina because they
were hired by a domestic company for the activities the
latter performed in Argentina.l%®

Additionally, in a case related to export of services,
the Tax Court has decided that, given that there was no
activity developed in Argentina by the foreign companies,
the service was effectively used abroad.!%

Since the SPV will use the services in order to carry
out its construction and maintenance activities, these
services will be within the scope of VAT and subject to a
twenty-one percent tax rate.

The SPV must pay this tax within ten business days
after the completion of the service or the total or partial
payment for the service, whichever occurs first. The fol-
lowing month, the Argentine company will credit this
payment in its VAT account.

G. Temporary Employment

Income derived from services rendered in Argentina
is considered Argentine source income. Therefore, the
income is subject to tax in Argentina even if the recipient
is a non-resident person.

As mentioned above, non-resident persons generally
pay this tax under a withholding regime. For temporary
employments, the portion of the payments presumed
income is seventy percent for workers that stay in the
country for six months or less, and ninety percent when
the stay is longer. Therefore, the withholding rates are
24.5 percent (thirty-five percent of seventy percent)
and 31.5 percent (thirty-five percent of ninety percent),
respectively.

Foreign non-resident aliens that reside in Argentina
for work-related reasons for up to five years are not con-
sidered Argentine tax residents. Even when they are not
Argentine residents, they must pay the tax on their Ar-
gentine source income under the general tax regime.!?”
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Utilizing Tax Incentives for Infrastructure Ventures in
Latin America: The Brazilian Perspective

By Tatiana S. O. Falcao

I Introduction

This article discusses tax planning options for High-
ways, Inc. to start doing business in Brazil and, from
Brazil, perhaps also in other Latin American countries.
Prior to that discussion, it is important to focus some at-
tention on the interesting political, social and economic
period that Brazil is currently experiencing. Brazil has
enjoyed record growth for the past eight years. The coun-
try was hardly affected by the 2008-2009 world crisis and
is facing only mild repercussions from the current 2011
recession. Much of Brazil’s growth derives from internal
consumption. One of the past Administration’s great-
est triumphs was granting a stimulus (through money
injections marketed as a social program called the family
scholarship or “bolsa familia”) for the lower classes to con-
sume and hence ascend socially to what is being referred
to as the new Brazilian middle class.

The newly acquired buying power of the lower class-
es allowed the economy to grow on internal consump-
tion, hence diminishing the effects of the global crisis.
For the first time in Brazilian history, the country was
not entirely dependent on the exportation of commodi-
ties, allowing the country to run its own individual path,
alien to the effects of the world economy. Other policies,
which had begun long before President Lula’s adminis-
tration, also contributed to the favorable scenario: (i) for
the first time, Brazil had enough international currency
reserves to protect the national currency (the Real) from
dollar fluctuations; (ii) sound monetary and inflationary
policies had been ongoing since 1994, and President Lula
upheld those policies; (iii) Brazil managed to honor and
hence extinguish its debt with the International Monetary
Fund; and (iv) the Brazilian foreign policy diplomatic
body (often referred to as “Itamaraty,” after the palace
that houses the Ministry of Foreign Affairs) made a leap
into the world’s spotlight, shifting its role—from that of
a mere spectator to that of a major player in international
relations.

Perhaps because of this stable economic background,
Brazil was chosen to host two of the biggest sports events
in the upcoming decade. In 2014, Brazil will host the FIFA
Soccer World Cup and, in 2016, Rio de Janeiro will host
the Olympics. Brazil’s current reality contrasts deeply
with the crisis scenario that the rest of the world is facing.
Although the country is not bound to be immune forever,
it is unlikely for it to experience the full effects of the cri-

sis before 2016. With most of the developed world experi-
encing negative growth, businesses are fleeing to Brazil to
profit from some the boom derived from the major infra-
structure investments that are being made in many of the
main Brazilian cities.

The world has been kind to Brazil, but Brazil has also
been kind to foreign businesses. As will be seen through-
out this article, one of the biggest disincentives to invest
in Brazil is the complex tax system. Several Brazilian taxes
are based on a cascading system, causing the overall tax
burden on a business (among federal, state and munici-
pal taxes) to sometimes be as high as 33.4%.! To put this
number into perspective, it is important to note that a
mean OECD country (i.e., a developed country) carries an
overall gross tax rate of 35.1%, only slightly above the Bra-
zilian average.? Additionally, most of the heavy taxation
is levied on goods and services, accounting overall for
47.36% of the taxes levied by the government.® As will be
seen below, the cascading system is to blame for the high
tax yield on goods and services, since it causes some taxes
to integrate or incorporate the taxable basis of other taxes,
hence increasing the effective tax burden of a transaction.

In order to counter that effect and to provide a remedy
for the lack of long-awaited tax reform, the government
has recently created a series of tax incentives for the devel-
opment of infrastructure projects and for projects that are
connected to the 2014 World Cup and the 2016 Olympics.
Additionally, the government has on many occasions part-
nered with private parties in order to develop more com-
plex infrastructure projects (such as, for instance, the Rio
de Janeiro-Sao Paulo high speed train). All this, associated
with the discovery of new pre-salt reserves on the coast of
Brazil, has made the country a major magnet for external
investment.

Clearly, Brazil is the place to be at the moment. If
not to explore the ever growing and consuming internal
market, then as a bridge to other Latin American coun-
tries. The present case study demonstrates that even in a
national project, such as a highway, there are several tax
incentives and tax benefits from which to choose. The
choice for one or another jurisdiction will be an economic
one (and will depend on the effective tax burden applied
by the other countries). However, at this moment, Brazil
would certainly be a heavy contender to receive one such
type of investment. The country is definitely open for
business.
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II. How to Invest in Brazil: The Choice of
Investment Vehicle

A. Introduction

First and foremost, it is important to mention that
foreign or nondomiciled companies are allowed to par-
ticipate in public bidding proceedings in Brazil, either
individually or as part of a consortium.* The rules and
procedures (edital) of the bidding will specify whether the
bidding is open to national and foreign companies alike.
In case the bidding is open to foreign companies, as well
as national companies, the public agent will be precluded
from discriminating against either of them.> Likewise, the
rules of the bidding procedure will determine whether
the participation of consortiums will be allowed.® In the
event that consortiums are allowed, and the consortium
involves the participation of foreign entities, leadership
in the consortium will always belong to the Brazilian
entity.” All of members of the consortium will have joint
responsibility over the acts undertaken by the consortium
during the bidding and execution of the contract.?

B. Branch or Local Subsidiary?

Although it is admissible for foreign entities to partic-
ipate in Brazilian public bidding procedures, depending
on the nature of the project, it might not be recommended
to do so. This is so because, if two or more companies
(Brazilian or foreign) are regarded to be of equal standing
(i.e., in the event of a tie), the criteria to determine the bid
winner are based on an analysis of whether the good or
service will be produced or rendered in the country by
a Brazilian entity.’ Therefore, depending on the activity
subject to the bidding, if there are many competitors apt
to provide the same service, it might be more appropri-
ate for a foreign entity to form an SPV or a subsidiary,
since, under the rules, the tie-breaker will be Brazilian
residence.

From a tax perspective, if the foreign company has
to habitually perform business activities in Brazil, it will
have to either establish a branch or form a Brazilian sub-
sidiary in order to avoid being irregular when perform-
ing its activities in the country. If the foreign legal entity
is deemed to be operating irregularly in Brazil, Brazilian
tax authorities could be able to tax the profits derived
from its activities. Additionally, it should be noted that
forming a subsidiary or SPV may be preferable, since
setting up a branch involves more bureaucracy and,
depending on the individual case, may also involve dis-
putes about taxable revenues and deductible expenses.

The company’s actual activity will determine wheth-
er it will be better for it to form a subsidiary or simply
be admitted into the country as a branch. Brazilian law
tends not to stimulate business done through an agency,
branch or a permanent establishment: it does this by add-
ing a layer of bureaucracy to the operation of a business
through one of these vehicles. By law, foreign legal enti-

ties interested in doing business in Brazil through agen-
cies or branches must submit a petition to the Ministry of
Commerce, Industry and Development requesting the au-
thorization to operate in Brazil through a highly bureau-
cratic procedure.!? Several documents must be presented
for the plea to be considered, such as:

(i) afull version of the foreign legal entity’s statute
or articles of incorporation (or other organiza-
tional document);

(ii) a list of its partners or shareholders, containing
their names, professions, domiciles, and num-
ber of quotas or shares owned;

(iii) a resolution that authorized the operation in Bra-
zil and approved the capital to be invested in
the country;

(iv) aresolution appointing the representative of the
foreign legal entity in Brazil;

(v) the foreign legal entity’s most recent financial
statement; and

(vi) proof of payment of processing fees.!!

Additionally, any modification made by the company
in its articles of incorporation or statute (or other organi-
zational document) should be notified to and approved
by the federal government to be effective in Brazil. Any
publication of an official notice that was made in the par-
ent company’s home country related to financial state-
ments, balance sheets, and administrative acts should also
be published in a Brazilian newspaper of wide circula-
tion in the area where the branch or agency is located in
Brazil.!? Failure to do so may lead to cancelation of the
license to operate in Brazil. Such cancelation can also be
ordered at any other time, regardless of the application of
other penalties, in the event of a violation of legislation
in the public interest or acts or practices contrary to the
public interest.

The main difference between establishing a branch
and forming a subsidiary is that, when forming a sub-
sidiary, the company will not need to require the federal
government’s approval prior to formation. A subsidiary
is also more easily managed, as the rules provide much
more flexibility for amending the company’s statute or
articles of incorporation (or other organizational docu-
ment). Therefore, foreign entities tend to prefer to do
business in Brazil through a subsidiary. Opening a branch
can be quite time-consuming, because of all the legal
requirements that must be met. The reason why the law
favors subsidiaries is so that the foreign entity establishes
residency in the country, and Brazil acquires the right to
tax the company’s revenues on a worldwide basis.

Having said that, it should be noted that Brazilian
subsidiaries are taxed on their worldwide income. The
two main types of subsidiaries used by foreign inves-
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tors to conduct business in the Brazil are (i) Sociedade
Andnima (which is a corporation);!® and (ii) Sociedade de
Responsabilidade Limitada (which is a limited liability
company).!4

Brazilian subsidiaries are independent entities for all
legal and tax purposes. The liability of the shareholders
in a corporation is limited to the issue price of the shares
subscribed or acquired by them? (in case there is no evi-
dence of fraud, wrongful administration or illegality).
The rules of the bid (edital) may prescribe a minimum
amount of capital as a prerequisite for participating in
the bidding procedure. In the case of limited liability
companies, the liability of the quota holders is limited to
the amount of their respective quotas, but all quota hold-
ers are jointly liable for any unpaid portion of the quota
capital.!® Quota holders in limited liability companies
will likewise not be held responsible for the company’s
debt in excess of the capital they have respectively con-
tributed, unless there is evidence of fraud, wrongful
administration or any illegality in the administration or
liquidation of the company.

C. As Government Partner

Another way of entering the country and participat-
ing in an infrastructure project is as a government part-
ner, through a public-private partnership arrangement.
Brazil has a Public-Private Partnership Law (PPP) for
projects exceeding twenty million Reais.!” In this case, an
SPV must be formed.!® All private parties will be subject
to a normal bidding process.!® Under the PPP, the Brazil-
ian Federal Government is allowed to grant incentives
pursuant to the Incentive Program for Implementation of
Programs of Social interest (PIPS).2

D. Differentiated Hiring Regime

Another point to be made is that Brazil has recently
been taking several measures to open up to foreign busi-
nesses and facilitate their entry into the country. For that
purpose, Brazil has recently created a Differentiated Hir-
ing Regime (Regime Diferenciado de Contratagio) for the
conclusion of projects that are related to the World FIFA
Cup of 2014, the Confederations Cup of 2013, and the
Olympic and Paralympic games of 2016.2! Under this
regime, the government may either hire private parties
through a public bidding procedure, which is simpler
and more straightforward when compared to the regular
bidding procedure, or determine that there is no need for
such a bid and hire a private entity independently (with-
out undergoing a bid) in specific cases.??

Ill. Form a Business in Brazil or Use an
Investment Jurisdiction?

If Highways, Inc. opts to form a direct SPV in Bra-
zil, the main concern revolving the relation between
Highways, Inc. and the SPV is that Brazil has so far not
entered into a double taxation treaty (DTT) with the
United States. Therefore, if the SPV is directly formed by

Highways, Inc., there will be no DTT governing this rela-
tionship. Normal domestic residence-based tax rules will

apply.

However, Brazil does not tax dividend distributions,
regardless of who the beneficiary of the dividend is (i.e.,
regardless of whether the beneficiary is a resident or
nonresident, or is in a country with or without a DTT).%
Therefore, a dividend distribution would not be greatly
affected if there were a Brazil—U.S. DTT in force. Gener-
ally, remittance of income (e.g. interest) and capital gains
to foreign individual or corporate entities domiciled
abroad will be subject to withholding for income tax pur-
poses (WHT) at the rate of fifteen percent,? regardless of
the application of a DTT.® Tax on Financial Transactions
will also be levied at the general rate of 0.38%2° upon
closing of the exchange rate for remittance of revenues or
distribution of profits abroad (this rate may vary depend-
ing on the nature of the remittance made abroad, 0.38%
being the most commonly applied tax rate).” Therefore, if
Highways, Inc. does form an SPV, the best option would
probably be to contribute capital to it (instead of capital-
izing the company using debt).

In case Highways Inc is incorporated in the United
States as an LLC, composed of nonresidents of the U.S.
and not subject to federal taxes in the U.S., transfer pric-
ing regulations and thin capitalization rules will apply,
even if the LLC does not qualify as a related party. That is
because in 2010 Brazil classified this type of LLC, among
other foreign entities and holding companies, as a “privi-
leged tax regime.”?8

Privileged tax regimes are those that meet one or
more of the following requirements: (i) they do not tax
income, or tax income at a maximum rate lower than
20%; (ii) they provide tax advantages to nonresidents
(individuals or legal entities) conditioned upon the non-
performance of substantial economic activities in the rel-
evant jurisdiction, or without requiring the performance
of substantial economic activities in the relevant juris-
diction; (iii) they do not tax income earned outside the
relevant territory or tax such income at a maximum rate
lower than 20%; and/or (iv) they do not allow access to
information about the shareholding (or other ownership)
structure of legal entities, ownership of assets and rights
or economic transactions performed.?

Because the concept of what is deemed to be a “privi-
leged tax regime” is quite broad, in 2010 the government
listed what types of entities are to be considered as fall-
ing under “privileged tax regimes”* (comprising, among
others, the LLC regime described above).3! This list is cur-
rently interpreted as an all-inclusive list.??

Brazilian domestic income tax rules allow, on a recip-
rocal basis, a Brazilian subsidiary to offset against Brazil-
ian income taxes the income tax levied on revenues and
capital gains paid abroad, limited to the income tax that
would have been levied in Brazil on the same revenues
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and capital gains if they were taxed in Brazil 3® Brazil has
formally recognized such reciprocity of treatment with re-
spect to U.S. federal income taxes.?* Therefore, the foreign
tax credit is recognized in spite of there not being a DTT
with the USA.

For all the reasons cited above (0% tax rate on divi-
dend distributions, right to recognize a foreign tax credit,
etc.), U.S. companies generally invest in Brazil directly,
without interposing an intermediary company. The
advantages of interposing an intermediary company
between the United States and Brazil would probably
depend on the terms of the DTT between the U.S. and
the intermediary country. It is almost impossible to deter-
mine whether using an intermediary jurisdiction would
be better from a Brazilian tax perspective.

The reason why American companies tend to use di-
rect investment structures with Brazil is multifold:

(i) as previously mentioned, most remittances are
subject to a fifteen-percent WHT, regardless of a
DTT;

(ii) dividend distributions are not taxed, regardless
of DTT provisions;

(iii) Brazil does not provide that the profits clause
(DTT clause 7) would be applicable to profits
derived from the rendering of services;

(iv) Inits DTTs, Brazil generally adopts the ordinary
credit method to eliminate the double taxation;
however, this is also provided under domestic
legislation; and

(v) certain Brazilian DTTs have tax-sparing provi-
sions for passive income (e.g., the Spain-Brazil
DTT adopts tax-sparing provisions for the
payment of interest; accordingly Spain should
grant a credit for the Brazilian income tax levied
on interest as if the tax were paid at a twenty-
percent rate, despite the application of a fifteen-
percent rate as a rule). However, it is not easy,
from a practical and economic perspective, to
take advantage of tax-sparing clauses, given
that normally the source country (e.g., Brazil)
taxes gross income, whereas the residence coun-
try (e.g., Spain) taxes net income and, therefore,
the taxes imposed by the latter may be lower
than the taxes imposed by the former, such that
it may not be possible to offset, in total or in
part, the taxation levied in the source country
(i.e., Brazil), against that imposed in the resi-
dence country (i.e., Spain).

Despite the foregoing, Spain could probably be used
as an intermediary jurisdiction for such an investment.
There are a number of reasons that could uphold the use
of Spain as an intermediary jurisdiction:

(i)  there is a provision in the Brazil-Spain DTT that
provides for a reduction in the WHT paid in
Brazil to ten percent in certain cases (e.g., in re-
gard to interest paid to financial institutions on
loans granted for a ten-year year term for the
acquisition of equipment);

(ii)  there is a tax-sparing clause in the DTT with
Brazil, which may be employed as a practical
matter; and

(iii)  the large network of DTTs that Spain has with
other Latin American countries, and the ben-
efits offered by the Spanish ETVE regime.*®
From the Brazilian perspective, Spanish ETVEs
used to be deemed to be privileged tax regimes,
but since 2010, they have been temporarily sus-
pended from the list (although they might re-
turn after further analysis).? It is not advisable
to use any tax haven jurisdiction (as included in
the Brazilian tax haven list¥”) as an intermedi-
ary country for remittances made to tax haven
jurisdictions (as included in the Brazilian defi-
nition of tax havens), since they are subject to
WHT of twenty-five percent. It should be noted
that Spain does not fall within the definition of
a tax haven.

The conclusive remark is that, since the investment
is coming from the United States, the appropriateness of
using an intermediary jurisdiction or a holding company
should be analyzed from a U.S. perspective, with respect
to U.S. DTT partners.

IV. Capitalizing an SPV in Brazil
A. Equity

As previously mentioned, if Highways, Inc. opts to
form a direct subsidiary (or SPV) in Brazil, it would be
best to use equity to capitalize the Brazilian subsidiary.
This is so because dividend distributions are not subject
to taxation in Brazil.*®® Additionally, gains on the disposal
or liquidation of the investment, or gains derived from
capital redemptions are generally taxed at fifteen percent,
except for the application of a twenty-five percent WHT
on payments made to tax-haven jurisdictions.

B. Debt

On the other hand, from a tax perspective, using debt
would probably not be the optimal approach because
interest remittances abroad are generally subject to WHT
of fifteen percent, regardless of DTT provisions. This tax
may be increased if interest is sent to a financial institu-
tion, corporate entity or individual located in a tax-haven
jurisdiction, in which case it will be subject to WHT of
twenty-five percent.
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In spite of that, interest paid to Brazilian financial
institutions, individuals or corporate entities in Brazil is
generally tax deductible for the Brazilian SPV (provided
that it is necessary and usual to the corporate business)
but could be subject to tax by the interest recipient.®

It should be noted that Brazil has recently developed
thin-capitalization rules (which are enforceable but are
still largely unregulated) to determine the deductibility

of interest in loan transactions between (i) related par-
ties; %0 (ii) parties located in tax havens; (iii) parties located
in privileged tax regimes; and (iv) certain transactions
carried out with the intervention of covered parties or cer-
tain back-to-back transactions.*! The general debt/equity
ratio is 2:1 in Brazil. However, the table posted in item (v)
below may best illustrate the indebtedness limits among
the aforementioned parties:

Creditor

Related Party not domiciled

in a tax haven and not subject

Related party not domi-

ciled in a tax haven and Related or unrelated

legal entity

Limit to a preferred tax regime, with
equity stake in the Brazilian

not subject to a preferred
tax regime, without equi-
ty stake in the Brazilian

party domiciled in a tax
haven or subject to a
preferred tax regime

legal entity

Individual

tity’s net worth

Debt must not exceed twice the
value of the creditor’s equity
stake in the Brazilian legal en-

Debt must not exceed
twice the Brazilian legal
entity’s net worth

Collective (debts with re-
lated parties with equity
stakes in the Brazilian legal
entity or debts with related
parties with and without
equity stakes in the Brazil-
ian legal entity)

Debt must not exceed

Debt must not exceed twice the value of the creditors” equity | thirty percent of the Bra-
stakes in the Brazilian legal entity’s net worth

zilian legal entity’s net
worth

Collective (exclusively for
debt with related parties
without equity stakes in the
Brazilian legal entity)

Not applicable

Debt cannot exceed twice
the Brazilian legal entity’s
net worth

If interest is paid to a foreign related entity, its de-
ductibility may also be subject to the application of
transfer-pricing rules.*? It should be noted however, that
the application of transfer-pricing rules is only an issue if
the loan is not registered with the Brazilian Central Bank
(the “Bacen”). Since loans granted by foreign individu-
als or financial and non-financial institutions to Brazilian
legal entities shall be registered with the Bacen, transfer-
pricing provisions do not tend to pose a problem when
remitting back the interest levied on those loans. Transfer
pricing tends therefore to reach loans granted by Brazil-
ian parties to foreign counterparties (because these loans
cannot be registered with the Bacen). It should be noted
that this would not be the case under the proposed struc-
ture. Brazilian rules are not clear on how transfer-pricing
rules and thin-capitalization provisions are to interact.

It is also important to mention that Brazilian tax law
presumes the nondeductibility of costs and expenses de-

rived from foreign entities residing in tax-haven jurisdic-
tions (the U.S. is not characterized as such a jurisdiction)
or derived from transactions carried out under privileged
tax regimes, unless certain requirements are met (e.g.,
where the taxpayer proves the need for the cost, expense,
good, service or right acquired, and the operational ca-
pacity of the non-resident to enter into the transaction).

V. Tax Treatment of the Infrastructure
Project in Brazil in Each of the Phases of
Operation (i.e., Construction, Operation, and
Maintenance)

A. In General

Brazil has two main regimes for calculating corporate
taxes (a twenty-five-percent corporation income tax or
IRPJ and a nine-percent social contribution on net profits
or CSLL), as follows:
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(1) the deemed-profit regime (which involves
taxation based on presumed profit margins
over gross revenues from sales of goods and
services); and

(ii)  the actual-profit regime (which involves taxa-
tion based on accounting profits, calculated in
accordance with the Brazilian accounting rules
in force as of 31 December 2007, adjusted for
tax purposes).

However, Brazilian civil construction companies
whose total revenues in the previous tax base period
exceed BRL forty-eight million or that benefit from recog-
nizing revenues based on budgeted costs of the construc-
tion work are obligated to calculate corporate taxes based
on the actual-profit regime. Thus, they are precluded
from opting for the deemed-profit regime.

Under the actual-profit system, tax losses can be car-
ried forward, and no statute of limitations applies for this
purpose (carry-backs are not allowed). However, tax loss-
es cannot reduce the taxable profits by more than thirty
percent. This provision might be important, depending
on the facts of the case at the time.

The Brazilian SPV would be characterized as a whol-
ly Brazilian entity and, as such, subject to all other taxes
levied on a Brazilian entity; these are mainly as follows:

(1) Import Tax (IT)—IT is levied at variable rates
according to the tax classification of imported
goods;

(ii)  Excise Tax (IPI)—IPI is levied on imports and
the sale of goods imported or manufactured
by the taxpayer, at variable rates depending on
the tax classification and nature of the goods
(e.g., goods of primary need are taxed at lower
rates, whereas other goods are taxed at higher
rates);

(iii)  State Tax on the Circulation of Goods and Ser-
vices (ICMS)—ICMS is levied on imports of
goods and certain services, and on the circula-
tion of goods and certain services within the
national territory, at variable rates per state and
type of the taxable good or service. Normally,
an eighteen percent tax rate applies to imports
of goods, intrastate transactions, and interstate
transactions with goods shipped to non-ICMS
taxpayers. Interstate transactions with goods
shipped to ICMS taxpayers are subject to a
seven or twelve percent rate. The seven percent
tax rate applies to shipments of goods from
the south and southeast regions of Brazil to
the north, northeast or middle west regions of
Brazil, or to the State of Espirito Santo, and the
twelve percent rate applies to all other cases
(the state law allocates to the recipient of the

good the responsibility to pay the difference be-
tween the interstate and the intrastate tax rate);

(iv)  Municipal Service Tax (ISS)—ISS is generally
levied on imports of services, and on the pro-
vision of services within the domestic market
at rates varying per municipality and type of
service, generally ranging from two to five per-
cent; and

(v)  Social Integration Program Contribution (PIS)
and Contribution to Finance Social Security
(COFINS)—PIS and COFINS are levied on
imports of goods and services (generally at
the combined rate of 9.25%) and on the turn-
over of Brazilian legal entities (generally at the
combined rates of 3.65% under the cumulative
regime, or 9.25% under the non-cumulative
regime).

IPI and ICMS are non-cumulative taxes, that is, the
taxpayer may book credits for the taxes paid on imports,
or passed on by being included in the price of goods pur-
chased in the domestic market, to offset debts of the same
taxes resulting from other taxable transactions.

PIS and COFINS levied on sales (gross income) of
Brazilian legal entities may be cumulative or noncumula-
tive taxes, generally depending on the method used by
the legal entity to calculate its business taxes. If the actual-
profit method applies, certain tax credits can be used to
offset PIS and COFINS debts, and if the deemed-profit
method applies, the taxpayer is not entitled to PIS and
COFINS credits. However, civil construction companies
are subject to the cumulative regime, thereby allowing
them to, until 2015, tax under the lower combined rate of
3.65%. Unfortunately, this also means that civil construc-
tion companies are not entitled to compute credits, pursu-
ant to specific legal provisions of their special regime.

The other taxes are levied in cascade fashion.

The regime and taxes described above are those
which would be levied under normal conditions, were
the company (or SPV) not to be entitled to any special tax
regime or tax benefit. However, as mentioned in the intro-
duction, Brazil has recently been creating a series of tax
incentives to draw foreign investment attention towards
the country, especially in the area of infrastructure devel-
opment (transport is considered to be one of the priority
areas by the current government). This means that an
SPV recently formed in Brazil wishing to explore a public
highway concession would probably not be subject to all
of the taxes described above at their full tax rate.

B. Special Tax Incentive Regimes for Infrastructure
Development (REIDI)

The following is a brief description of the main spe-
cial regimes and tax incentives currently available under
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the Brazilian legislation for the development of an infra-
structure project.

REIDI benefits apply, among others, to corporate
entities wishing to implement infrastructure projects in
the transport sector. However, Highways Inc, through its
Brazilian SPV, would still have to observe some eligibility
requirements provided by law.*?

In general terms, REIDI suspends the incidence of
PIS/COFINS on the acquisition, the leasing and sale of
new equipment and construction materials from the in-
ternal market or from abroad, as long as these products
and materials are incorporated into the infrastructure
project. PIS and COFINS are also suspended on the acqui-
sition of local services or imported services, when those
services are destined to be incorporated into the infra-
structure project.**

C. Financial Investments in Infrastructure Projects

1. Overview

The government of Brazil encourages financial in-
vestments in infrastructure projects. This happens, for
example, with investments in infrastructure funds, such
as the so-called FIP-IEs (Fundos de Investimento em Partici-
pacoes em Infra-Estrutura), and investments in debentures
issued by SPVs that develop infrastructure projects.

2. Investments in an FIP-IE

The objective of this fund is to invest in national in-
frastructure projects, such as the transport sector.*>

Income paid by an FIP-IE to a Brazilian tax resident
(individual or legal entity) is subject to a fifteen percent
WHT (which is a final tax for individuals) upon redemp-
tion of the shares from the fund or liquidation of the
fund. 6

Capital gains verified upon the sale of the fund’s
shares are subject to zero percent WHT if earned by indi-
viduals residing in Brazil, and are exempt from taxation
on the annual individual income tax. The same capital
gain is subject to a fifteen percent WHT if earned by a
Brazilian legal entity.*”

It should be mentioned that there are arguments to
support treating income (and capital gains) earned by
non-residents from their investments in an FIP-IE as be-
ing subject to zero percent WHT. ¢ However, the most
conservative approach would result in a WHT rate of
fifteen percent on income and capital gains earned by
nonresidents.

3. Investments in Debentures to Finance
Infrastructure Projects

The government also allows SPVs (that are nonfinan-
cial institutions) to issue debentures connected to infra-

structure projects, whose revenues are taxed with (i) zero
percent WHT if paid to non-residents or individuals who
are Brazilian tax residents;* or (ii) a fifteen percent WHT
if paid to Brazilian legal entities.*

The same taxation applies to investment funds that
invest in the debentures described above, as long as such
investment represents at least eighty-five percent of the
fund’s net worth.5!

D. Other Tax Benefits and Incentives

Brazilian legislation also provides fixed, regional in-
centives for projects of interest, aimed at the development
of the north and northeast regions. Therefore, if the high-
way cuts through any of those two regions (e.g., Colom-
bia has borders with the northern part of Brazil, which
would be relevant if the highway is an international
highway), it will most likely be eligible to request benefits
under one of these programs.

Municipal and state incentives may be granted on a
case-by-case basis, based on the project’s estimated gener-
ation of jobs, need for construction of the highway, profit
forecast, annual turnover, and the like.

Since the beginning of the Lula Administration in
2000, the government has been focusing on the dissemi-
nation of social programs, which are intended to provide
faster growth and infrastructure development, while pro-
viding optimal conditions for upward social mobility by
the lower classes (by giving them jobs, education, secu-
rity, basic sanitation, and the like). Two major government
programs have been launched since then: the Growth
Acceleration Program (PAC), initiated under the Lula
administration and carried through by the current Dilma
administration; and (ii) the Bigger Brazil Program (Pro-
grama Brasil Maior), which has recently been launched
by President Dilma. These two programs were designed
to advance the government’s aim to develop new infra-
structure. The agenda for these two programs may lead to
the creation of additional benefits in the near future, es-
pecially under the context of the 2014 World Cup and the
2016 Olympic games in Rio de Janeiro.

VI. Importing the Equipment Needed to
Construct the Highway in Brazil

When one thinks about importing the equipment
used for construction and operation of the highway in
Brazil, the question always arises as to whether the bet-
ter option would be to lease the equipment or just import
it permanently into the country. Leasing the equipment
could be the most interesting option if the SPV were able
to adhere to a special customs regime to import the ma-
chinery and equipment needed for the highway construc-
tion and maintenance. The determination of whether it
will be better to import or lease the equipment or machin-
ery will depend on the term of duration of the lease.
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One such special customs regime is called the tem-
porary admissions regime.® The temporary admissions
regime may be granted upon the proportional payment
of taxes levied on imports (in this case, the taxes would
be levied proportionately to the time the equipment is
supposed to remain in the country).> The importer may
have to provide the government with a guarantee (cor-
responding to the amount of suspended taxes) and will
have to sign an agreement of responsibility. The imported
product has got to be re-exported by the end of the fixed
term of permanence of the product in the country. Penal-
ties apply if the beneficiary of the regime is unable to re-
export the product or import it (by paying the suspended
taxes) to the internal market.>*

By contrast, the following taxes would be levied if
the goods were to be imported directly into Brazil (with-
out the use of a special customs regime): 11, IPI, ICMS
and PIS and COFINS, as explained above.

Therefore, the facts of the case and the circumstances
of the product will in fact determine whether it would
be better for the SPV to lease or to import the good or
acquire it in the internal market. Importing a product
would only be beneficial if the SPV is eligible for one of
the admissible special customs regimes. In light of import
and transport costs (to and from the country), it might be
less expensive to effectively acquire some of the goods
(consumables, for example) from the internal market.

Please note that under no hypothesis should the SPV
consider the possibility of importing used equipment
or material. Although there is legislation admitting the
importation of (some) used products and materials,?
the process is absolutely enmeshed in bureaucracy. The
imported product has to undergo the scrutiny of local
producers (who may refute applicability of the legisla-
tion through a public consultation phase), and this is
very time-consuming. For this reason, it is not advisable
to import used equipment, machinery or products into
Brazil 5

VIl. Importing Services into Brazil

If Highways, Inc. provides cross-border services to
the local SPV, the following taxes will be levied upon re-
mittance of revenues from SPV to Highways, Inc. in pay-
ment of the services:

(i)  WHT at the rate of fifteen percent;”

(i) PIS/COFINS-Import at the combined rate of
9.25%,%8

(iii) Contribution for Intervention on Economic Do-
main (CIDE), at the rate of ten percent; and

(iv) ISS, at a maximum rate of five percent, depend-
ing on the municipality in which the recipient
(i.e., the SPV) is located.>

Therefore, the main issue in the fact pattern at hand is
the heavy tax burden imposed on imports of services by
a Brazilian legal entity, which may reach approximately
fiftty percent if there is a gross-up provision. Additionally,
issues related to the irregular presence of the foreign legal
entity in Brazil could arise in specific circumstances.

If local workers are hired to help render the cross-
border services, local labor and social security laws on
employment may apply with respect to the SPV.

VIIl. Conclusion

Two main conclusions may be derived from the fore-
going discussion. The first one is that Brazil has a really
complex and burdensome tax system. The second is that,
despite the tax burden, the Brazilian government has
been going out of its way to make conditions favorable
for foreign direct investments. It is impossible to deter-
mine whether Brazil would be the best jurisdiction among
those under consideration to receive the highway project.
However, as far as tax benefits go, it would probably be
one of the better options.
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Utilizing Tax Incentives for Infrastructure Ventures in
Latin America: The Colombian Perspective

By Lucas Moreno Salazar

l. Introduction

This article analyzes some of the main tax consider-
ations that a foreign investor should bear in mind when
investing in Colombia. These main considerations are
covered in the Highways, Inc. case study set out above.

Il. The Choice of Investment Vehicle: a
Domestic SPV or a Branch?

Highways, Inc. should form a local entity in
Colombia. In fact, foreign non-domiciled entities are al-
lowed to participate directly in a bidding process and to
enter into contracts with public entities under the same
conditions as Colombian bidders. However, if a foreign
non-domiciled entity, after the bidding process, is selected
to enter into a public contract with the Colombian gov-
ernment or a public entity, it will be deemed to undertake
“permanent activities”! in Colombia. Under Colombian
tax law, foreign nondomiciled entities must undertake
“permanent activities” through a Colombian vehicle and,
therefore, Highways, Inc. may form any of the following
legal entities to execute the public contract: (i) it could es-
tablish a Colombian branch, or (ii) it could incorporate a
Colombian subsidiary. The Colombian corporate income
tax rate is of 3372 and it applies irrespective of whether
the Colombian entity is a branch or a subsidiary.?

A Colombian branch is taxed exclusively on its
Colombian source income.* Additionally, it is deemed to
be an extension of its foreign home office and, therefore,
the foreign entity has unlimited liability for the tax obliga-
tions of the Colombian branch. The foreign entity (i.e., the
home office) does not have to file a separate income tax
return. Its Colombian branch will have to file a tax return,
with its income tax based (exclusively) on its Colombian
source income.

Colombian subsidiaries are taxed on their worldwide
source income. The three main types of subsidiaries used
by foreign investors are (i) Sociedades Anénimas (the equiv-
alent of corporations), (ii) Sociedades de Responsabilidad
Limitada (the equivalent of limited liability companies),
and (iii) Sociedades por Acciones Simplificadas® (also the
equivalent of corporations). For all legal and tax pur-
poses, Colombian subsidiaries are legal entities that are
independent from their shareholders, members or part-
ners.® Consequently, shareholders of Sociedades Andnimas
and Sociedades por Acciones Simplificadas are, in principle,
liable for the subsidiary’s tax obligations to the extent

of the amounts they have contributed to the subsidiary.
However, in the case of Sociedades de Responsabilidad
Limitada members or partners are liable for the company’s
tax obligations in proportion to their participation in the
subsidiary’s capital.

It is advisable for Highways, Inc. to incorporate a
Sociedad por Acciones Simplificada (simplified stock company)
because this legal entity does not require a public deed
of incorporation public deed (unless real estate assets are
being contributed); it can be incorporated with a single
shareholder; and its capital may be divided into different
kinds of shares, which can be, in general, freely negoti-
ated by a simple endorsement, unless the company’s
bylaws provide for rights of first refusal in favor of the
remaining shareholders.”

A foreign non-resident entity that is party to a public
contract through a joint venture agreement (or a similar
association agreement) with a local entity is required to
incorporate a Colombian entity since it would otherwise
be deemed to undertake permanent activities in the
country.?

lll. Form an SPV in Colombia or Use an
Investment Jurisdiction?

It is advisable for Highways, Inc. to hold its participa-
tion in the Colombian entity through one of its subsid-
iaries located in a jurisdiction that is party to a double-
taxation treaty (DTT) and/or a bilateral investment treaty
(BIT) with Colombia.’

In general terms, BITs provide general investment
protection mechanisms, including fair and equal treat-
ment, most-favored-nation clauses, and protection against
direct and indirect expropriation not fairly compensated
for by the Colombian government.

BITs also provide for arbitration with the
International Center for Settlement of Investment
Disputes Convention (ICSID) under the ICSID’s Rules
of Procedure for Arbitration Proceedings or under the
arbitration rules of the United Nations Commission on
International Trade Law.

The following is a list of the DTT and BIT agreements
that Colombia has entered into or is in the process of ne-
gotiating or entering into.
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Jurisdiction DTT with BUIRSIt
Colombia Colombia

Spain Enforceable Enforceable
Signed. Pending:

Chile Enforceable 1er>1(sct}1} 3rr;gjn?£ of
ratification

Andean

&%ﬁ?ﬁ?&?&or Enforceable Enforceable

and Bolivia)

Switzerland Enforceable Enforceable

Canada Signed Enforceable

South Korea Signed Signed

Mexico Signed Enforceable

India Signed Signed

France Negotiated N.A.

Belgium Negotiated Negotiated

Czech Republic | Negotiated N.A.

United States Being negotiated | Signed

Japan Being negotiated | Being negotiated

Germany Being negotiated | N.A.

The Netherlands | Being negotiated [ N.A.

There are two main issues that should be considered
by Highways, Inc. if the Colombian entity’s holding
company is located in a jurisdiction that has no DTT with
Colombia. Firstly, capital gains derived from a further
sale of the Colombian entity will be subject to income tax
in Colombia at a thirty-three percent rate.!? Secondly, the
Colombian general rules on taxation of dividends will
apply. In this regard, the Colombian tax law provides for
an imputation tax system, according to which income tax
is only levied on dividends paid out of profits that were
not taxed at the corporate level. Therefore, dividends
paid out of profits that were not taxed at the level of the
subsidiary will be subject to income tax at a thirty-three
percent rate upon distribution as dividends (normally
collected through income tax withholdings at the same
thirty-three percent rate if the investor is not domiciled in
Colombia)."!

If the Colombian entity’s holding company is located
in a jurisdiction with an enforceable DTT with Colombia,
different rules regarding taxation of capital gains and
dividends may apply. Consequently, it is advisable to
analyze the possibility of investing in Colombia through
Spain, since that country has a convenient tax system
for holding companies (e.g. a participation exemp-
tion regime and a tax regime for the so-called Empresas
Tenedoras de Valores Extranjeros or ETVE). Pursuant to the
Spain-Colombia DTT, income derived from the sale of
shares in Colombian companies is only subject to taxes
in Spain. However, such income may also be taxed in
Colombia if fifty percent or more of the value of the

shares is comprised of real estate located in Colombia.!?
It is worth analyzing whether the concession rights to be
eventually granted to the Colombian entity are consid-
ered real property in order to determine whether capital
gains derived from the sale of the local entity will be
taxed in Colombia or not.

As far as dividends are concerned, the Spain-
Colombia DTT sets forth zero percent income tax with-
holding on dividends paid to shareholders domiciled in
Spain holding at least twenty percent of the shares of a
Colombian company. As of December 2011, dividends
are subject to a special dividend tax in Colombia at a
zero percent rate and, therefore, the DTT would, in prin-
ciple, not provide any benefit. However, it is important
to take into account that the special dividend tax rate in
Colombia could be increased by the Colombian govern-
ment at any time and, therefore, the zero percent income
tax withholding under the DTT could become beneficial.

If Highways, Inc. decides not to hold its participation
in the Colombian entity through a company located in a
DTT jurisdiction, it should study the possibility of using a
subsidiary located in a tax haven jurisdiction as a holding
company. In principle, there are no significant differences
between having a holding company in a non-treaty juris-
diction or in a tax haven jurisdiction since the tax treat-
ment applicable to (i) capital gains derived from the sale
of the Colombian subsidiary or (ii) payments of dividends
does not change if the shareholder is located in a tax
haven jurisdiction. However, it is important to mention
that Colombian tax law does provide for rules limiting
the deduction of certain payments (not usually made to
holding companies—e.g., royalty payments or payments
as consideration for services) if the payment’s recipient
is located in a tax haven jurisdiction.!® For example, only
payments that have been subject to income tax withhold-
ings are deductible for tax purposes.

IV. Tax Treatment of Funding

The Colombian entity may be funded with equity
or debt. If funded with debt, it is worth noting that
Colombia does not have thin-capitalization rules; how-
ever, the Colombian government is planning to propose
a tax bill in 2012 that may include thin-capitalization
rules."* Consequently, Colombian legal entities could be
funded with debt to the extent desired. The Colombian
Central Bank has recently changed the foreign exchange
regime, allowing foreign nonfinancial entities to grant
loans to Colombian entities.!®

Interest payments to foreign nonresidents from loans
granted to Colombian entities are deemed Colombian
source income and subject to income tax (collected by
way of income tax withholding). In the case of short-term
loans (i.e., loans for less than one year) the applicable in-
come tax withholding rate is thirty-three percent, while
long-term loans are subject to a fourteen percent rate.'
In both cases, the withheld amounts would become the

172 NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2



foreign lender’s tax liability in Colombia (i.e., no obliga-
tion to file an income tax return in Colombia arises), pro-
vided that (i) all the foreign lender’s Colombian source
income is subject to income tax withholding and (ii) such
withholding is effectively applied.!” A foreign tax credit
may be available to the foreign lender in its residence
jurisdiction.

If the loan is granted by an entity domiciled in Spain,
interest payments may be subject to a reduced income
tax withholding since such payments will be subject to
the tax treatment set forth under the DTT with Spain. In
general terms, interest payments to a resident of Spain
may be taxed in Spain. However, such interest could also
be taxed in Colombia. If the beneficial owner of the inter-
est payments is a resident of Spain, the tax so charged
shall not exceed ten percent or zero percent of the gross
amount of the interest (i.e., ten percent withholding tax
with a nonfinancial institution or zero percent with-
holding tax with a financial institution or supplier or
governmental entity). Consequently, under the DTT the
tax withholding rate on interest applicable in Colombia
could decrease from thirty-three or fourteen percent to
ten or zero percent (applicable to financial institutions).

Interest payments between related entities are subject
to the Colombian transfer pricing regime. According to
this regime, income taxpayers who carry out transactions
with related parties domiciled outside Colombia are re-
quired to determine their ordinary and extraordinary in-
come, cost and deductions, considering prices and profit
margins that would have been used with or between in-
dependent parties (i.e., on an arm’s-length basis).!8

Under the transfer pricing regime there are several
circumstances or scenarios under which two entities (or
individuals) are deemed to be related parties:'”

e A parent company and its subordinate.
* Two subordinates of the same parent company:.

e Two entities whose shares are directly or indirectly
owned, to the extent of fifty percent or more, by the
same shareholder.

* Two companies, one of which owns, directly or
indirectly, fifty percent or more of the capital of the
other.

* Two companies, whose capital belongs, to the ex-
tent of fifty percent or more, to individuals related
to each other by marriage or parenthood, including
the second level of consanguinity or affinity; or by
civil law.

e A company and one of its partners or shareholders
that owns fifty percent or more of the capital of the
company.

e A company and one of its partners or shareholders
who is entitled to manage the company.

¢ Two companies whose capital belongs, to the extent
of fifty percent or more, to the same persons or to
their spouses or relatives within the second level of
consanguinity, affinity; or by civil law.

A producer selling to one same company or to
companies that are related reciprocally, through the
purchase and sale of fifty percent or more of the
producer’s production, in which case each of the
companies will be taken as an economically related
company.

Based on the above, the Colombian entity and the
foreign related lender must set up the interest yield on an
arm’s-length basis (i.e., at fair market value).

The Colombian entity should file an annual informa-
tive transfer pricing return listing the operations carried
out with its related parties, and it should also prepare
supporting documentation, if the following requirements
are met:

e It has gross equity on the last day of the taxable
year or period equal to or in excess of the equiva-
lent in Colombian pesos to one hundred thou-
sand Tax Assessment Units (approximately USD
$1,322,737 for 2011); and

e Its gross income for the fiscal year exceeds the
equivalent in Colombian pesos to sixty-one thou-
sand Tax Assessment Units (approximately USD
$806,869 for 2011).

The Colombian entity will have to prepare transfer
pricing supporting documentation if the transaction
with the foreign related party exceeds the equivalent in
Colombian pesos to ten thousand Tax Assessment Units
(approximately USD $132,273 for 2011).

Finally, interest payments to the Colombian entity’s
foreign related entity would be tax deductible if general
requirements on tax deductions are met; (i) the expense
(i.e., interest payments) is related to the taxpayer’s
income-generating activity; (ii) it is needed to undertake
the income-generating activity (this condition would be
evaluated under commercial criteria); and (iii) it is pro-
portional to the taxpayer’s taxable income (in the relevant
fiscal year).

Additionally, in the case of interest payments to a for-
eign parent, such payments are tax deductible if they are
subject to the transfer pricing regime and the correspond-
ing income tax withholding is applied.

The Colombian Tax Code provides that interest pay-
ments are only deductible up to an amount not exceeding
the highest interest rate that the Colombian financial enti-
ties are authorized by the government to charge during
the corresponding taxable year.

If funded with equity, the Highways, Inc. group
should bear in mind that contributions to the Colombian

NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2 173



entity can be made to either the entity’s capital account
or its share premium account. Capital contributions to
the entity’s capital account are subject to registration tax,
notary fees and value-added tax (VAT) on the notary fees
at an aggregate tax burden of 1.048% applicable to the
contributed amounts. However, as mentioned above, in
the case of simplified stock companies, no public deed is
required and, therefore, notary fees and VAT do not ac-
crue (i.e., the aggregate burden is 0.7%).2°

On the other hand, contributions to the share pre-
mium account are not subject to registration tax, notary
fees or VAT on the notary fees. Consequently, the amount
contributed as share premium is not subject to the 0.7%
or 1.048% aggregate tax burden. Additionally, pursuant
to current tax rules share premiums do not constitute
taxable income for the Colombian entity, as long as such
amounts are accounted for as capital surplus that is not
eligible for distribution to the company’s shareholders.?!
Consequently, future repatriation of such amounts via
capitalization of the share premium account followed by
a capital reduction may trigger income tax at a 33% rate
applicable on the repatriated amount. With this in mind,
note that contributions as share premium would repre-
sent a tax saving in the short term (0.7% or 1.048%), but
would lead to a tax inefficiency when repatriating such
funds in the future (i.e., 33% income tax).

V. Tax Treatment of the Project in Each of the
Phases of Operation (i.e., Construction,
Operation, and Maintenance)

A. In General

The Colombian entity will be subject to the following
principal Colombian taxes: (i) income tax, (ii) VAT, (iii) a
local industry and commerce tax, and (iv) a debit tax.

Corporate income taxes currently are payable at a
rate of thirty-three percent of the taxpayer’s taxable in-
come. In addition to general deductions,?? taxpayers are
allowed to deduct loss carryovers readjusted for inflation
indefinitely or without limitation. There is an alternate
income tax computation, whereby an alternative mini-
mum taxable income is computed at three percent of the
Colombian entity’s equity in the previous year (whereby
it is noteworthy that tax rules must be taken into account
in determining the Colombian subsidiary’s equity).?®

Local sales and imports of personal property are sub-
ject to VAT in Colombia at the general rate of sixteen per-
cent.?* Formally, the VAT is ultimately borne by the final
consumer under an input VAT credit mechanism.

The industry and commerce tax (which, as noted
above, is local) is levied on the taxpayer’s gross revenue
earned from any industrial, commercial or service activi-
ties undertaken in each municipality, at rates that range
from 0.2% to three percent depending on the location and
type of activity.

Finally, the debit tax is a national tax levied on fi-
nancial transactions at 0.4% on the gross amount of the
transaction.?

In addition to these taxes that are generally applicable
to a Colombian entity, parties to governmental or public
agreements under which highways or other types of im-
movable construction are built are subject to a special
duty levied at a 0.25% on the gross amounts being col-
lected under the concession.?

B. Tax Incentives

Colombian tax law does not provide significant tax
incentives applicable to investors participating in infra-
structure projects. One of the few incentives is related to
the possibility of treating financial lease agreements as
operating leases, which means that the financial yield
component is not differentiated from the capital compo-
nent, and, therefore, the total payment amount can be
deducted by the lessee.”” However, this special treatment
may apply only to lease agreements entered into before 10
January 2012.28

Investors may apply for legal stability agreements to
be entered into with the Colombian government, whereby
the state guarantees the stability of certain rules deemed
vital to a given investment project. Consequently, dur-
ing the term of the legal stability agreements, investors
are entitled to apply the rules defined as crucial to their
investments, even in the case in which those rules are
modified (in a way that adversely affects the investor).
On the other hand, investors are obliged to (i) make new
investments for an amount higher than USD $1,411,824;%
and (ii) pay the corresponding legal stability premium de-
termined by the Government in accordance with the tax
rules that are stabilized.*

VI. Acquiring the Equipment

The Highways, Inc. group should decide whether it
is going to sell or lease the equipment to the Colombian
entity or whether it will procure the funds for the
Colombian entity so that it can locally acquire the equip-
ment needed to build the highway. If the Highways, Inc.
group decides to sell the equipment to the Colombian en-
tity, the purchase agreement should be clear as to where
the equipment will be located when legal title passes to
the buyer (i.e., Colombian entity). If the equipment is lo-
cated outside Colombia, any gain on the sale would not
be deemed Colombian source income and, therefore, the
seller would not be subject to income tax in Colombia.3!
The importation of the equipment will be subject to VAT
at a rate that may vary depending on the nature of the
equipment.

If the equipment is leased to the Colombian entity, it
is important to determine whether such lease qualifies as
a financial lease.?? If that is the case, the lease payments
will be subject to fourteen percent income tax withhold-
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ing on the financial yield component.®® This means that
no income tax withholding should be applied on capital
payments. Additionally, under a financial lease agree-
ment, the financial yield component, as well as the depre-
ciation allowance, is fully deductible. Moreover, interna-
tional leasing agreements do not trigger VAT.3

If the lease does not qualify as a financial lease, any
lease payments will be subject to income tax withhold-
ing at the rate of thirty-three percent. The lease payment
should be tax deductible as long as the income tax with-
holdings are applied.®

If the Highways, Inc. group decides to procure the
funds for the Colombian entity so it can acquire the
equipment in the local market, the discussion above in
connection with the mechanisms to fund the Colombian
entity (i.e., equity or debt) should be considered.

There are certain foreign-trade tools that may offer
important savings in connection with customs duties (i.e.,
tariffs and VAT) on goods and equipment to be imported
by the Colombian entity, and, therefore, should be re-
viewed on a case-by-case basis. These include the follow-
ing: (i) temporary imports (short and long term), and (ii)
imports under free trade agreements.

The discussion above regarding the Colombian trans-
fer pricing regime should be considered in connection
with the foregoing.

VIl. Rendering Cross-Border Services

If the Highways, Inc. group is planning to have one
of its foreign nondomiciled entities render services to the
Colombian entity so that the latter can perform under the
public contract, it is important to determine the nature of
the services and where they are physically rendered in or-
der to be able to determine the applicable tax treatment.

Although the concept of a “permanent establish-
ment” has not yet been introduced into the Colombian in-
ternal tax rules, Colombian commercial law provides that
foreign nondomiciled entities undertaking “permanent
activities” within Colombian territory are required to es-
tablish and perform such activities through a Colombian
branch. The legal concept of permanent activities is
broad, so that a case-by-case analysis has to be done in
order to determine whether the Highways, Inc. group’s
foreign entity could be deemed to be undertaking perma-
nent activities in Colombia. As a mere reference, perform-
ing activities in Colombia for a period greater than six
months could be considered as performing permanent
activities.

If the activities to be undertaken by the Highways,
Inc. group’s foreign entity do not qualify as perma-
nent activities, the Highways, Inc. group must bear in
mind that, as a general rule, services provided within
Colombian territory generate Colombian source income
subject to income tax.* This tax normally is collected by

means of income tax withholding that must be applied at
different rates, depending on the nature of the service. For
example, payments for technical services, technical as-
sistance and consultancy services are subject to a ten per-
cent income tax withholding rate whereas payments for
professional services are subject to a rate of thirty-three
percent.¥” In both cases, withholding is applied on the
gross payment or accrual. Additionally, services provided
within Colombian territory are subject to VAT at a gen-
eral rate of sixteen percent. This tax normally is collected
through a reverse-charge mechanism according to which
the beneficiary of the service (i.e., the Colombian entity)
should directly pay the VAT to the Colombian govern-
ment. This VAT (i.e., input VAT) may be credited against
the VAT generated by the Colombian beneficiary when

it renders services (i.e., output VAT) if certain require-
ments are met.* The VAT that is not creditable against the
output VAT in accordance with Colombian law shall be
treated as a higher cost of the goods and services acquired
by the Colombian entity.

On the other hand, there are some services that are
deemed to generate Colombian source income even if ren-
dered outside Colombian territory (i.e., technical services,
technical assistance and consultancy services).” Payments
as consideration for these types of services are subject to
income tax withholdings at a rate of ten percent, as previ-
ously mentioned. Likewise, technical assistance and con-
sultancy services trigger VAT even when rendered out-
side Colombian territory to a Colombian beneficiary. This
tax also is collected and paid to the Colombian govern-
ment through a reverse-charge mechanism as explained
above.

Payments for services should be one hundred per-
cent tax deductible by the Colombian entity so long as
the corresponding income tax withholding is applied.*
In the case of payments that are not subject to income tax
withholding because, for example, they are not deemed
Colombian source income, they will be tax deductible up
to an amount that does not exceed fifteen percent of the
Colombian entity’s taxable income calculated before such
expenses are computed.

The Highways, Inc. group should also consider the
possibility of rendering services to the Colombian entity
through a subsidiary located in a DTT jurisdiction. In fact,
it may occur that the income tax withholding to be ap-
plied by the Colombian entity on payments for services
provided outside Colombia could not be credited in the
foreign entity’s home jurisdiction because, for example,
such jurisdiction only allows a credit for foreign taxes ac-
crued on foreign-source income. The DTTs entered into by
Colombia may include rules limiting this kind of double
taxation.

Finally, please consider the discussion above regard-
ing the Colombian transfer pricing regime as it may apply
to the rendering of services to the Colombian entity.
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Colombian Code of Commerce (CCC) §§ 471 and 474. The

CCC expressly provides that an entity that has been granted a
concession by the Colombian government is deemed to undertake
permanent activities in Colombia. CCC § 474-5.

Colombian Tax Code (CTC) § 240.
CTC§§ 12, 13 and 14.
CTC §12.

Sociedades por Acciones Simplificadas or simplified stock companies
were incorporated into Colombian law by means of Law 1258 of
2008. Even though this type of entity shares most of its features
with corporations, it has some flexible requirements; for example,
corporations require a minimum of five shareholders while
simplified stock corporations need only have one shareholder.

CTC§12.
Section 10 and 13 of Law 1258, 2008.
CCC §§471 and 474.
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Chile, Peru, Ecuador and Bolivia. The Colombian government has
signed other DTTs but they have not yet come into force.

CTC §§ 12 and 24. Capital gains obtained by foreign investors
from the sale of shares of Colombian companies are subject to
income tax in Colombia, at a rate of thirty-three percent of the
difference between the sale price and the tax basis of the shares.

CTC § 245, para. 1.
Section 13 of the Spain-Colombia DTT.

CTC § 124-2; § 408. As of December 2011, the Colombian
government has not issued a tax haven blacklist. However, the
Colombian government is willing to join the Organization for
Economic Cooperation and Development (OECD), and, therefore,
a blacklist is expected to be issued soon as it is a requirement to
join such organization.

Please note that, even though there are no capitalization rules
in Colombia, there are some restrictions regarding the full
deductibility of interest. For example, Section 124-1 of the

CTC provides that interest paid by a subsidiary to its parent
will only be deductible if such interest has been subject to the
Colombian transfer-pricing regime. Additionally, for Colombian
tax purposes, debts acquired with foreign related parties are
considered as equity of the Colombian debtor, in which case the
minimum presumptive income is not reduced by the amount of
such debts (CTC § 289). However, such rule is not applicable in
the case of foreign creditors located in a jurisdiction with a DTT.

Boletin No. 43, amending Regulation DCIN-83, issued by the
Colombian Central Bank. It should be noted that, before Boletin
No. 43, under Colombian foreign exchange regulations, foreign
lenders had to be financial institutions duly recognized by the
Colombian Central Bank. Resolution 8 of 2000 and Regulation
DCIN-83 issued by the Colombian Central Bank. In other words,
under Colombian law no intercompany loans could be made if
the lender was a foreign non-domiciled entity that had not been
recognized as a financial institution. There were alternatives for
foreign parents or foreign related entities to fund their Colombian
subsidiaries via foreign debt (which is no longer needed after
Boletin No. 43). One alternative was to enter into a back-to-back
loan with a foreign financial institution which would be the one
disbursing the loan proceeds. Immediately after disbursement,

a “creditor substitution” would be carried out, as a result of
which a member of the Highways, Inc. group would become the
creditor.
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CTC § 408.

CTC § 592-2. It is assumed that the entire lender’s Colombian
source income is subject to some of the income tax withholdings
set forth under CTC §§ 407 to 411.

CTC § 260-1.

CTC §§ 450 and 452; CCC §§ 260, 261, 263 and 264.
Decree 650 of 1996.

CTC § 36.

Note that ordinary expenses incurred during pre-operating stages
should be accounted for as a deferred expense that should be
amortized and deducted once the entity generates taxable income.

Colombian taxpayers are not subject to the alternate income tax
computation during their pre-operative stage. CTC § 189.

Tolls and contributions paid to the Colombian Government or to
private entities when the Government has granted a concession
are excluded from VAT. See Section 10 of Decree 1372 of 1992.

CTC § 870.

Section 6 of Law 1106 de 2006 as modified by Law 1421 of 2010.
See Law 223 of 1995, § 89.

See Law 1111 of 2006, § 66.

5,000 monthly legal wages.

See Law 1450, § 48.

CTC § 24.

This treatment suggests that the leasing agreement is in fact a
financing operation not very different from an ordinary loan and,
as such, the lessee should account for a liability, as well as an asset,
to reflect the fact that the asset under the leasing agreement is
being controlled and used by the lessee. The booking of both the
asset and the liability should be made for the value of the asset
under the leasing agreement.

Once the lessee pays each periodical rental fee, the lessee must
divide each rental fee into the portion pertaining to the financial
yield and the portion pertaining to capital amortization. The
financial yield portion would constitute an expense for accounting
purposes, which would be deductible, provided that the asset
participates in the income-producing activity of the lessee. The
capital amortization portion should be used to reduce the liability
accounted for upon execution of the contact. Finally, upon exercise
of the purchase option, the strike price should be used to reduce
the remaining balance of the liability initially recorded by the
lessee. Once the strike price of the option is paid, the balance of the
liability should be zero.

CTC §§ 420 and 476-3.
CTC §§ 121 and 121.
CTC§24.

CTC § 408.

CTC §§ 485 and 488.
CTC§24.

CTC §§ 121 and 123.
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Utilizing Tax Incentives for Infrastructure Ventures in
Latin America: The Mexican Perspective

By Mariana Eguiarte-Morett

I.  Introduction to Highway Infrastructure
Projects in Mexico

7

President Calderon’s “National Development Plan,”
prepared by his government, included infrastructure
as an important part of the agenda. The National Infra-
structure Program 2007-2012 derives from that National
Development Plan. This program sets forth objectives,
strategies, goals, and actions that must be carried out to
increase the coverage, quality, and competitiveness of
infrastructure in the country.!

Because the 2006-2007 report issued by the World
Economic Forum had positioned Mexico in sixty-fourth
place out of one hundred twenty-five countries in terms
of its infrastructure competitiveness, the National Infra-
structure Program was conceived as a way of improving
the results of future reports.

A significant action that has been taken by President
Calderon’s government to incentivize infrastructure in-
vestments in Mexico (closely related to the National Infra-
structure Program 2007-2012) has been a proposed Public-
Private Partnership Law presented to Congress back in
November, 2009 and approved in December of 2011. The
purpose of the law is to regulate public and private in-
vestment in infrastructure projects and to provide legal
certainty to potential private investors. It is expected that
Mexico could substantially increase infrastructure com-
petitiveness if the private sector finances the construction,
maintenance, and operation of infrastructure projects
through its own sources.

Concerning highway infrastructure, Mexico has gen-
erally adopted both the internationally known “private
finance initiative” through the PPS? structure and the
public-private partnership or PPP structure through a
model designed by the Ministry of Communications and
Transportation (known as the “Structure of Tolled Road
Concession”). Under a PPS structure, the project is wholly
financed by the private sector, and under the Structure of
Tolled Road Concession the government contributes re-
sources to finance the project.

A PPS structure in the context of highway infrastruc-
ture has generally the following characteristics:3

¢ Along-term service agreement is entered into be-
tween the private investor and the Mexican gov-
ernment. These service agreements are granted
through public bidding processes;

¢ The private investor is engaged in the design, fi-
nancing, operation, and maintenance so that the

government renders a public service. The govern-
ment makes periodical payments regarding effec-
tively rendered services;

¢ The private investor must construct the infrastruc-
ture with its own assets or with assets owned by
third parties, but it must always contribute the in-
frastructure;

¢ The private investor renders the services to the
Mexican government while the Mexican govern-
ment is directly liable for the rendering of the pub-
lic service;

e The risk is shared between the Mexican govern-
ment and the private investor, with each party
thereby assuming the risk that can be better con-
trolled or mitigated by that party. In all cases, the
private investor takes the risk of the design, financ-
ing, operation and maintenance of the assets used
to render the service;

e The Mexican government registers current expens-
es (i.e., the obligation to pay for services rendered
by the private investor) rather than the assumption
of public debt.

The Structure of Tolled Road Concession has gener-
ally the following characteristics:*

¢ Concessions are granted through public bidding
processes;

¢ To ensure that tolls are compatible with users’
willingness to pay, the government establishes the
average maximum tolls to be charged on the high-
way and the rules for periodic updates according to
inflation;

* The concession term is fixed, up to a maximum of
thirty years, in accordance with the Roads, Bridges,
and Federal Transportation Law;

* The government makes an initial contribution of
public funds to each project;

* The government is committed to make a subor-
dinate contribution, if necessary, to ensure pay-
ment of the credits used for the construction of the
works;

* The project is adjudicated to the bidder who
presents a technical and financial proposal that
complies with the requirements established in the
bidding documents and requests the smallest total
amount of public funds or offers the highest consid-
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eration payable to the government for the conces-
sion.

This article analyzes the general tax issues arising
from a highway infrastructure project in Mexico under
the facts and circumstances set forth in the case study.
Firstly, the foreign investor (Highways, Inc.) must choose
the appropriate investment vehicle, corporate structure,
and SPV’s capital structure (see Parts II, III, and IV).
Secondly, the Mexican investment vehicle (SPV) will be
subject to tax obligations in Mexico and will also benefit
from certain tax incentives during the preoperative, con-
struction, and operational stages (see Part V). Thirdly, the
SPV will face other tax issues arising from the execution
of the highway infrastructure project such as resolving
who the owner of the construction equipment should be
(see Part VI) and how to deal with cross-border services
rendered during the project (see Part VII). The analysis
contained in this article is not intended to be comprehen-
sive, and, in some cases, it reflects the academic opinion
of the author. It should also be noted that this article is
based on the Mexican laws and regulations in force as of
10 January 2012.

II. How to Invest in Mexico: the Choice of
Investment Vehicle

Foreign entities intending to directly undertake
business activities in Mexico (i.e., without incorporat-
ing a Mexican entity) must establish a branch.’ The mere
participation in a public bid should not be regarded as a
business activity, and, therefore, it would be unnecessary
to establish a branch merely for purposes of the bid.

However, concessions for the construction, exploita-
tion, operation, and maintenance of federal roads and
bridges can only be granted to Mexican individuals or
entities incorporated under Mexican law.°

Highways, Inc. could participate directly in the pub-
lic bid with no need of incorporating a Mexican entity or
establishing a branch and without triggering any adverse
tax consequence (such as being considered to have a per-
manent establishment in Mexico).” Typically, rights from
public bids cannot be assigned to third parties, except
upon authorization by the government to do so.8 In the
case of the Structure of Tolled Road Concession that has
been recently implemented by the Mexican government
as a mechanism for public-private partnerships in the
area of infrastructure, the general instructions of the pub-
lic bid typically provide that, if the government contract
is granted, a special purpose vehicle (SPV) would have
to be incorporated and, thereafter, the rights of the public
bid would be assigned to the SPV.?

The SPV generally could be incorporated in any of
the legal forms prescribed by law. The typical legal forms
are Sociedad Anénima (S.A.) and Sociedad de Responsabili-
dad Limitada (SR.L.).1° The U.S. regards S.A.s as “per se

corporations” and therefore not eligible for pass-through
treatment while S.R.L.s could qualify for such treatment.
Highways, Inc. could be better off incorporating an S.R.L.
if its intention is to get current use of foreign losses, while
it would be better off incorporating as an S.A. if its inten-
tion is to achieve income tax deferral (a thirty percent
Mexican income tax rate versus a thirty-five percent or
higher U.S. income tax rate). Highways, Inc. should suc-
ceed in achieving deferral given that the SPV would con-
duct an active trade or business in Mexico, and, therefore,
the U.S. should typically not claim application of its Con-
trolled Foreign Corporation rules.

It should be noted, however, that, in the case of the
Structure of Tolled Road Concession, the general instruc-
tions of the public bid typically provide that the SPV is
required to be incorporated in the form of an S.A. without
any possibility of choosing a different legal form."! What
is more, S.R.L.s cannot issue bonds and place them in the
local public market.

There is no restriction regarding foreign investment
pertaining to the construction, operation, and mainte-
nance of highways in Mexico.!? Therefore, the SPV could
be held by Highways, Inc. with no further restrictions,
except for the fact that the law forbids the incorporation
of entities held by only one shareholder or partner.!3

Should Highways, Inc. intend to participate with a
local party in the infrastructure project, it could enter into
a joint venture agreement whereby both entities agree to
incorporate an independent domestic SPV from the outset
to participate in the public bid. The general instructions of
a public bid designed under the recent Structure of Tolled
Road Concession generally allow making the incorpora-
tion of the SPV subject to the condition that it be awarded
the government agreement.'*

Alternatively, Highways, Inc. could participate with
a local party in the public bid through a consortium,
thereby presenting joint offers. If the consortium wins
the bid, Highways, Inc. and the local party could jointly
incorporate an independent domestic SPV to execute the
government agreement and hold the concession, thereby
participating in such SPV in the proportion established
within the joint offer. This is also typically provided for
in the general instructions of a public bid designed under
the recent Structure of Tolled Road Concession."

Another option is for the local party to participate
in the public bid and merely subcontract Highways, Inc.
to render services related to the project. The local party
would execute the government agreement and hold the
concession while Highways, Inc. would act as a mere
subcontractor for the local entity. It should be noted that
the local party would be obliged to carry out directly
the essential activities involved in the execution of the
government agreement because otherwise it would be
materially assigning the rights arising from the public bid
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to Highways, Inc., and rights from public bids cannot be
assigned to third parties. Therefore, the scope of work for
Highways, Inc. (as subcontractor) would be limited.

lll. Choice Between Investing Directly and
Interposing an Investment Jurisdiction

A. Direct Investment

Mexico currently has forty-two Double Taxation Trea-
ties (DTT) in force, including a DTT with the U.S.1

The SPV could be incorporated directly by High-
ways, Inc. and take advantage of the U.S.-Mexico DTT
when payments are made by the SPV to Highways, Inc.
For example, service fees (arising from the rendering of
independent professional services) are subject to a twen-
ty-five percent domestic withholding rate, but, if paid to
an entity resident in a tax treaty partner (like Highways,
Inc.), those fees would qualify for no withholding tax
rate at source (i.e., Mexico) upon application of the U.S.-
Mexico DTT."”

The case study assumes that Highways, Inc. is a cor-
poration in the U.S. and, therefore, the application of the
U.S.-Mexico DTT is unquestionable. However, even if the
U.S. entity were a Limited Liability Company and it re-
ceived tax transparency treatment for U.S. purposes, the
benefits of the U.S.-Mexico DTT would still apply, pro-
vided that the Mexican-source income was subject to tax
as the income of a U.S. tax resident according to the Mu-
tual Agreement entered between Mexico and the U.S. of
December 2005 (the “Mutual Agreement”). Indeed, under
the Mutual Agreement, if Mexican source payments are
made to a U.S. entity that is treated as fiscally transparent
for U.S. tax purposes, reduced DTT withholding tax rates
will only be available if the U.S. taxes the entity’s mem-
bers on such income as U.S. tax residents and in propor-
tion to the members’ participation in such entity.

B. Investment Jurisdiction

As a matter of tax planning for an exit strategy, a non-
Mexican tax resident entity could be interposed between
the SPV and Highways, Inc.

From a Mexican tax-efficiency standpoint, this would
open up the possibility of having Highways, Inc. sell its
shares of the intermediary entity rather than directly of
the SPV. Mexico only taxes at source the transfer of shares
issued by Mexican tax resident entities or shares the
value of which is represented in more than fifty percent
(directly or indirectly) of Mexican real property.!® Mexico
would not tax the sale of shares of the non-Mexican tax
resident intermediary entity considering that the conces-
sion is regarded as personal property rather than real
property under law.'

The intermediary entity could be either a U.S. tax
resident or a tax resident of a country having a DTT
with the U.S. that foregoes taxation at source upon the

sale of the entity’s shares. In the latter case, the proposed
structure would also need to be tax-efficient both from

a U.S. tax standpoint and from the perspective of the in-
termediary entity’s country of residence. A participation
exemption regime would be preferred to the extent that
any dividends flowing from the SPV to the intermediary
entity and from the intermediary entity to Highways, Inc.
would be tax-free. Additional comments apply from a
U.S. tax standpoint pertaining to the feasibility of this exit
strategy, particularly with regard to the tax treatment in
the place of residence applicable to the transfer by High-
ways, Inc. of its shares in the intermediary entity and also
with regard to the potential application of U.S. rules per-
taining to controlled foreign corporations on a corporate
structure like the one proposed.

A tax-efficient structure where a two-tier chain of
intermediary entities (i.e., where the first-tier entity holds
the second-tier entity) is interposed between the SPV and
Highways, Inc. might also be available depending on the
tax residence of each entity, the availability of participa-
tion exemption regimes, and the particular tax benefits
provided in the applicable DTTs (e.g., a corporate struc-
ture allowing dividends to flow tax-free from the SPV up
to the two intermediary entities and then to Highways,
Inc., and also allowing the transfer of shares done by the
first tier-entity of its shares in the second-tier entity to be
tax-exempt both at residence and source). From a U.S. tax
standpoint, controlled-foreign-corporation rules would
need to be analyzed to determine the feasibility of the
strategy.

Alternatively, the intermediary entity could sell the
shares of the SPV and claim the benefit of the DTT be-
tween Mexico and its country of residence. A planning
strategy like this could be useful, instead of having High-
ways, Inc. sell the shares of the intermediary entity, to
the extent that it is feasible to defer U.S. capital gains tax
because the capital gains tax at the intermediary entity’s
country of residence is lower than that in the U.S. Also,
the capital gains tax rate provided in the DTT between
Mexico and the intermediary entity’s country of residence
should be beneficial. The Netherlands-Mexico DTT is a
good example because Mexico would only tax capital
gains at ten percent of the net proceeds, and the Nether-
lands should not tax capital gains under its participation
exemption regime.

IV. SPV’s Capital Structure
A. Equity

Dividends distributed by Mexican tax resident legal
entities (i.e., the SPV) must either have been subject to
income tax previously or be subject to income tax at the
moment of distribution. Mexico follows an integrated sys-
tem of taxation, whereby corporate profits are only taxed
once at the corporate level. Dividends paid to the equity
investor (i.e., Highways, Inc.) would not be subject to an

NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2 179



additional withholding tax rate, regardless of the inves-
tor’s country of tax residence.?’

B. Debt

1.  Interest Payee

Interest paid by Mexican tax resident legal entities
(i.e., the SPV) is sourced in Mexico.?!

(a) Traditional Loans

If interest is paid on traditional loans granted by non-
Mexican tax-resident financial institutions, the applicable
withholding rate could be 4.9% (if the bank is registered
with the Foreign Bank Registry and is a tax resident of a
tax treaty partner),? a reduced DTT withholding tax rate
(if the bank is not registered with the Foreign Bank Reg-
istry and is a tax resident of a tax treaty partner),?® ten
percent (if the bank is registered with the Foreign Bank
Registry and is not a tax resident of a DTT partner),?*
or thirty percent (if the bank is not registered with the
Foreign Bank Registry and is not a tax resident of a DTT
partner).? Import VAT would be triggered on the interest
charges, but there would be no economic impact on the
interest payee or the interest payer. VAT arising from the
import of services (as in this case) works as a “virtual”
entry from the interest payer (Highways, Inc.) because,
on the one hand, the interest payer is subject to import
VAT on the import of services (which is the “virtual”
input VAT), and, on the other, the interest payer has the
right to a credit for it (which is the “virtual” output VAT)
in the same monthly return; thus, there is a net effect of
“zero,” as illustrated by A — B in the following example:?®

Interest $100,000 |Interest (value $100,000
(value of the of the service)

service)

Tax rate 16% Tax rate 16%
“Virtual” in-| $16,000 (A) | “Virtual” $16,000 (B)
put VAT on output VAT on

the import of the import of

services services

If interest is paid on traditional loans granted by
non-Mexican tax residents (not financial institutions), the
applicable withholding tax rate would usually be fifteen
percent if the lender is a tax resident of a tax treaty part-
ner? or thirty percent if the lender is not a tax resident
of a tax treaty partner.?® The withholding tax rate would
be forty percent if the lender is a related party to the
interest payer, the lender is a tax resident of a tax haven
jurisdiction, and such jurisdiction has not entered into a
comprehensive exchange of information agreement with
Mexico.?? Import VAT would be triggered on the interest
charges, but there would be no economic impact on the
interest payee or the interest payer, pursuant to the same
reasoning described in the preceding paragraph.3

If interest is paid on traditional loans granted by a
Mexican tax-resident financial institution, the financial
institution would be subject to income tax on the interest
income and to a flat tax®! on the intermediation margin
(i.e., the difference between the interest receivable and
the interest payable).>? VAT would not be triggered on the
interest charges.

If interest is paid on traditional loans granted by a
Mexican tax resident (that is not a financial institution),
the lender would be subject to income tax on the relevant
interest income. VAT would be transferred to the SPV on
the interest charges.?

(b) Bonds

If the SPV (incorporated in the form of an S.A.)% is-
sues bonds on the Mexican stock exchange, non-Mexican
tax resident bondholders would be subject to a 4.9% with-
holding tax rate on interest, provided that certain condi-
tions are met.* If those conditions are not met, a ten per-
cent withholding tax rate would apply.* A thirty percent
withholding tax rate would apply instead if the effective
beneficiaries, directly or indirectly, individually or jointly
with related parties, receive more than five percent of the
interest paid on the bonds and (1) own directly or indi-
rectly, individually or jointly with related parties, more
than ten percent of the voting stock at the SPV; or (2) are
entities twenty percent or more of whose stock is owned
directly or indirectly, individually or jointly, by parties
related to the SPV.%

If the bondholders are Mexican tax residents, they
would be taxed on the relevant interest income. No VAT
would be triggered.

The issuance of bonds to finance the project could be
supported by the securitization of the net present value of
future collection rights.

2. Interest Payer

The SPV generally would be able to deduct inter-
est for income tax purposes to the extent that (1) inter-
est is agreed to at arm’s length and evidence of such
circumstance is retained;* (2) thin capitalization rules
are met (i.e., a three-to-one debt-to-equity ratio must be
maintained);*! (3) it withholds and pays the appropriate
income tax from the payment to the interest payee;*? (4) it
invests the borrowed funds for purposes of the business;
(5) it agrees to the same or a higher interest rate if it uses
the borrowed funds to grant loans; and (6) it timely files
certain information returns with the Tax Administration
Service.** Requirements described in items (1) and (2)
only apply to the deductibility of interest paid by the SPV
to Highways, Inc. because both are related parties, and
Highways, Inc. is a non-Mexican tax resident.
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Concerning VAT, the relevant consequences depend
on the nature of the lender (i.e., whether it is a non-Mex-
ican tax resident financial institution, a non-Mexican tax
resident, a Mexican tax resident or a Mexican tax resident
financial institution). (See Part 1 above for more details.)

Interest will not be deductible for flat tax purposes
regardless of whether it is paid to related or independent
parties.* The foregoing could trigger important differ-
ences between the taxable basis for flat tax purposes and
the taxable basis for income tax purposes, thereby trigger-
ing a significant risk of increasing the SPV’s effective tax
rate in Mexico. See Part V.C for information on flat tax.

V. Tax Treatment of the Infrastructure Project
in Mexico

A. Preoperative Stage

1. Preoperative Expenses

Preoperative expenses are deductible at a ten percent
rate per year, unless they relate to benefits realized in the
same tax year.*> As a general rule, input VAT can only
be credited against output VAT when input VAT paid
by the taxpayer is related to activities subject to VAT. It
is possible, however, to recover input VAT incurred in a
preoperative stage regardless of the fact that the activities
subject to VAT have not been performed yet. Input VAT
paid in a preoperative stage on investment and expenses
may be credited pursuant to an estimate made by the
taxpayer of the activities that will be subject to VAT after
the preoperative stage.*

2. Federal Tax Exemptions and Tax Holidays; Legal
and Tax Stability Agreements

There are generally no federal tax exemptions or tax
holidays in Mexico. Also, there are no legal and tax stabil-
ity agreements, but the government assumes a portion of
the legal risk in infrastructure projects.

3. Government Grants

The Federal Government, through Promexico,* cre-
ated a fund in 2009 to support major foreign investment
projects and strategic investment projects (including in-
frastructure, buildings and construction). Eligible projects
of foreign entities or Mexican entities with a majority of
foreign participation can receive government financial
grants of up to (i) five percent of the total cost of the proj-
ect, in major projects; or (ii) ten percent of the total cost of
the project for strategic projects.*8

The Federal Government also created the National
Fund of Infrastructure (known by its Spanish acronym,
“Fonadin”) in 2008 as a mechanism for implementing the
National Infrastructure Program. Fonadin grants both
recoverable and nonrecoverable grants under particular
circumstances and provided several requirements are
met.#

4. Local Taxes

Some states of the Mexican Republic have issued
specific laws for public-private partnerships that provide
benefits for private investors. Payroll tax exemptions
could be negotiated with governments of the states where
the highway project is executed if certain requirements
are met (e.g., establishing a domicile in the state and
creating jobs). Also, real estate tax exemptions could be
negotiated with the governments of the states and mu-
nicipalities involved on a case-by-case basis.

5.  Profit Sharing

Employers are compelled to provide profit sharing to
their employees at the rate of ten percent of their taxable
profit. Profit sharing is deductible in the year it is paid.*
Newly incorporated companies are not obliged to pay
profit sharing during the first year of operation.”!

6. Thin Capitalization Rule

There are no specific thin capitalization rules for
highway projects, but through the negotiation of an “ad-
vanced pricing agreement” it is possible to apply for an
extension of the three-to-one leverage threshold if the tax-
payer is able to demonstrate that the activities performed
demand higher leverage.®

B. Construction Stage

1. Consideration Paid for Concessions

Typically, concessions are granted to private investors
for a consideration divided into two types of payments:
(1) an initial payment for the granting of the concession,
and (2) annual payments for the exploitation of the con-
cession. The initial payment qualifies as an investment
(and is a deferred expense) and must be amortized pro-
portionally during the life of the concession.>® Annual
payments qualify as deductible expenses in the corre-
sponding year.>*

2. Special Features in Construction Tax Regimes

There are special features in construction tax regimes
that would also apply to the highway project. Taxpayers
involved in construction projects are allowed to defer the
accrual of income until they effectively collect payment,
provided that collection occurs more than three months
after the date in which the estimates for executed works
are approved for payment.>

Taxpayers involved in building real estate projects or
executing an agreement for the construction of immov-
able property also are allowed to deduct estimated ex-
penses related to the direct and indirect cost of the works.
Such estimated expenses are calculated through a deduc-
tion factor. At the end of the project, taxpayers that opted
to apply this benefit must review whether there is a dif-
ference between the estimated deductions and the actual
deductions and must pay the difference in income tax, if
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any, thereby also paying surcharges if the estimated de-
ductions exceeded five percent of the actual deductions.
Taxpayers must file a notice with the tax authority to take
advantage of this option.*

3. Special Rules for Investments in Public Works

A taxpayer will be eligible to apply special rules for
depreciation of investments under the following condi-
tions: (1) the taxpayer is granted a concession for the con-
struction, operation, and maintenance of public works
(e.g., a highway); (2) the investment in construction or
installations done for the construction, operation, and
maintenance of public works is not financed by the gov-
ernment or, if it is financed by the government, then the
value of the investment for depreciation purposes must
be reduced by the amount of the government contribu-
tion (i.e., taxpayers are only entitled to depreciate invest-
ments in the amount that has been effectively financed
by them); and (3) the construction or installations must
revert in favor of the government once the term of the
concession elapses.””

Under the general depreciation rules, the taxpayer
would be able to depreciate the investment by applying
regular rates for the straight-line depreciation method
(e.g., five percent yearly for construction, thus requir-
ing twenty years of concession to depreciate one hun-
dred percent of the investment) or for the accelerated
depreciation method.”® Under the special depreciation
rules, the taxpayer will be able to choose between (1) the
straight-line depreciation method by using rates adjusted
to the number of years of the concession instead of the
regular rates (e.g., ten percent yearly where concession
was granted for ten years, 3.33% yearly where concession
was granted for thirty years);* (2) the regular accelerated
depreciation method (e.g., eighty-five percent for indus-
trial construction);®® or (3) the accelerated depreciation
method by using adjusted rates (e.g., ninety-four percent
where the concession is granted for one year, seventy-
four percent where the concession is granted for ten
years, forty-six percent where the concession is granted
for thirty years).!

In addition, a taxpayer applying the accelerated de-
preciation method (either regular, or adjusted), will be
entitled to take the deduction for purposes of calculat-
ing estimated monthly income tax payments. Note that
under regular circumstances, taxpayers should consider
nominal income (i.e., income for which no deductions
are allowed) when calculating the estimated monthly
payments.®?

Where the Mexican government has contributed
funds to finance the infrastructure project and the tax-
payer applies the special depreciation rules to the value
of the investment effectively financed by the taxpayer
(i.e., the original amount of the investment minus the
government contribution), such taxpayer may also opt

to exclude government contributions as debt for comput-
ing inflationary income if the taxpayer does not keep the
right to participate in the revenues of the concession or
the taxpayer’s participation begins when the concession
finishes and the taxpayer has complied with all payment
obligations agreed to in the concession (including reim-
bursement of the venture capital contributed by the gov-
ernment and its yields). The taxpayer will additionally be
allowed not to consider government contributions as ac-
cruable income if the taxpayer does not take a deduction
of the inflationary effect arising from not having consid-
ered such contributions as debt for computing inflation-
ary income.®

4. Special Rule on the Amortization of NOLs

A taxpayer being eligible to apply special rules for
depreciation of investments (as described in the preced-
ing Part V.B.3) will also be eligible to amortize the NOLs
arising from the exploitation of the concession during the
life of the concession rather than during the regular ten
fiscal year carryforward period.®

5. Other Investments

Investments can be amortized for income tax pur-
poses either through the regular straight-line depreciation
method, where the taxpayer depreciates the asset over
time by applying the relevant percentage provided by
law, or under an accelerated depreciation method, where
the taxpayer is allowed to take an immediate deduction
of the cost of the fixed asset at a reduced rate. Accelerated
depreciation is not available for certain assets, such as
office equipment and supplies, certain automobiles and
aircraft. It is generally available for fixed assets used per-
manently within Mexican territory, excluding the Federal
District, Guadalajara and Monterrey (the latter restric-
tion does not apply if a taxpayer adopts environmental
measures and the activities performed are low water
consuming).®

Fixed assets would be deductible on a cash basis for
flat tax purposes. The timing difference between income
tax and flat tax should not lead to undesirable conse-
quences because, while there would be a taxable basis for
income tax purposes, there also would be NOL:s for flat
tax purposes that can be carried forward over the follow-
ing ten fiscal years.

C. Operational Stage

1. Interaction Between Income Tax and Flat Tax

The flat tax entered in force on 1 January 2008 and
replaced the asset tax. The main attributes of the flat tax
are as follows: (1) minimum exemptions; (2) a low rate;
and (3) the deductibility of expenses necessary to create
income. Taxpayers must also calculate both income tax
and flat tax and pay the higher of the two. The following
chart shows interaction between income tax and flat tax
calculations:
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Income Tax

Flat Tax

Purpose of tax

Taxes net profits and is levied on an accrual basis

Taxes the return of investment on production
factors and is levied on a cash basis

Rate

30% for 2010 to 2012, 29% for 2013 & 28% for
2014 and thereafter

17.5%, but, as part of its phase-in, the rate was
reduced to 16.5% for 2008 and 17% for 2009

Taxable Income

Income from whatever source derived received
in cash, kind, services or credit, inflationary
gain-loss, and exchange rate gain-loss

Income from the sale of goods or services and
leasing or letting the use of assets of any kind

Deductions

Business expenses that are strictly indispens-
able to the development of the taxpayer’s busi-
ness, gradual depreciation or amortization of
investments, and COGS for inventories

Business expenses, investments, and invento-
ries all fully deductible upon payment thereof

Nondeductible items

Interest paid by independent or related par-
ties, royalties paid by related parties, payroll
(tax credit granted instead), labor benefits

Annual calculation

Taxable Income

(-) Deductions

(-) Mandatory profit sharing payments
(-) NOLs

BASE / PROFIT

* Rate (30% for 2011)

(-) Estimated monthly Income Tax payments
INCOME TAX FOR THE YEAR

Taxable Income
(-) Deductions

BASE

* Rate (17.5% as of 2011)

FLAT TAX DUE

(-) Credits of deductions in excess of income
(equivalent of NOLs)

(-) Credits for salaries and social security con-
tributions for the year

(-) INCOME TAX FOR THE YEAR

FLAT TAX FOR THE YEAR

(-) Estimated monthly FLAT TAX payments
PAYMENT OF BALANCE OR FAVORABLE
BALANCE

The flat tax was also conceived as an alternative
minimum tax although it has more of an impact as an ad-
ditional tax. Indeed, the total tax burden increases where,
given the structural differences between the income tax
and flat tax, the taxable profit for flat tax purposes turns
out to be higher than the taxable profit for income tax
purposes. In such case, the taxpayer pays the flat tax on
the excess portion of taxable profit and it cannot recover
such tax or apply it as a credit in the future. The main
structural differences between the income tax and the flat

tax are as follows:

(1) The flat tax is assessed on a cash-flow basis, while
the income tax is assessed on an accrual basis
meaning that the moment of income and expense
recognition could be different for purposes of each

tax; and

(2) Certain deductions are allowed only for income
tax purposes and are denied for flat tax purposes,
i.e., interest (whether paid to related or indepen-

dent parties),® royalties paid to related parties,®’
salary paymen’rs,68 social security contributions,
and social welfare fringe benefits.

Even though salary payments and social security
contributions are not deductible for flat tax pur-
poses,® taxpayers are entitled to take a tax credit,
provided that such payments are subject to income
tax in the hands of the payee (“salaries tax credit”).
The salaries tax credit is calculated by multiplying

the factor 0.175 by the sum of (i) social security
contributions paid in Mexico for the relevant tax

year, plus (ii) salary payments, assimilated salary
payments, and in general any payment made by
the employer to the employee as consideration for
the subordinated services. The salaries tax credit

is applied after the NOL tax credit and it cannot

be carried forward for ensuing fiscal years, which
means that the taxpayer could eventually lose the
right to take the salaries tax credit if it has an NOL
tax credit.”
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As a general rule, social welfare fringe benefits are
not deductible concepts for flat tax purposes, and
they cannot be included on the salaries tax credit
because they are income tax-exempt items of in-
come for employees.”!

The flat tax will not be an issue to the extent that (1)
the taxpayer balances properly the interaction between
cash flow of income and deductions; and (2) the taxpayer
manages expenses that are only deductible for income
tax purposes. This is to make sure that the taxable profit
subject to income tax is always higher than the taxable
profit subject to the flat tax, so that an additional tax (i.e.,
flat tax) is not triggered. In a nutshell, a difference in the
taxable profit of both taxes might occur as follows:

(1) If the taxpayer deducted an item for income tax
purposes that is not deductible for flat tax purpos-
es (i.e., royalties paid to related parties or interest);

(2) If the taxpayer recognized as income a cash inflow
for flat tax purposes that had already been ac-
crued for income tax purposes in a previous tax
year (e.g., when the taxpayer issues an invoice to
recognize the income in 2010 and it does not re-
ceive payment until 2011);

(3) If the taxpayer recognized a deduction upon a
cash outflow for flat tax purposes that is deducted
on an accrual basis for income tax purposes in the
following years;”?

(4) If the taxpayer deducted salary payments or social
security contributions for income tax purposes
and the salaries tax credit is lost because the tax-
payer has an NOL tax credit;

(5) If the taxpayer deducted social welfare fringe
benefits for income tax purposes that could not be
credited for flat tax purposes because such pay-
ments are income tax-exempt items of income for
employees.

The following example shows how the effective tax
rate increases if a proper balance between the taxable
profit for income and flat tax purposes is not achieved,
as well as how the effective tax rate remains the same if
such balance has been achieved.

During the operational stage, the SPV will be subject
to income tax and flat tax obligations. If the SPV is grant-
ed the right to collect toll fees in the relevant concession,
such toll fees would qualify as accruable income both for
income tax and flat tax purposes. As mentioned above, for
income tax purposes income is recognized on an accrual
basis while for flat tax purposes income is recognized on
a cash-flow basis. However, at least concerning the col-
lection of toll fees, there would typically be no temporary
difference arising from the moment of income recognition
because toll fees would be collected and accrued at the
same time for both income tax and flat tax purposes.

Under a PPS model, it could well be the case that the
SPV acts as a mere collector of the toll fees and receives a
consideration from the Mexican government for the man-
agement of the highway. The SPV would also be subject
to income tax and flat tax obligations in this case concern-
ing the accrual of its fees, but in this case the moment of
income recognition could be different if the fees are col-
lected from the government after being invoiced.

Aside from the income tax and flat tax treatment of
toll fees, note that it will depend on the facts and circum-
stances of the SPV whether the interaction between in-
come tax and flat tax results in increasing its effective tax
burden.

2. Other taxes

If the SPV is granted the right to collect toll fees and it
collects them in cash, it could be subject to a three percent
cash deposits tax on the cash deposits to its bank accounts
exceeding fifteen thousand Mexican pesos (approximately
U.S. $1,110), either as a single deposit or in the aggregate
of all deposits.”

Toll fees would be subject to VAT that must be trans-
ferred to the user of the highway.

VI. Ownership of Construction Equipment

A. Ownership by the SPV

If purchased by the SPV, the equipment would be
depreciated over time under a straight-line deprecia-
tion method for income tax purposes and deducted
immediately upon payment for flat tax purposes.” An
isolated analysis of the equipment purchase leads to the
conclusion that the timing differ-

ence between income and flat taxes

should not lead to undesirable

consequences because, while there
100 would be taxable basis for income

tax purposes, there would also be

NOLs for flat tax purposes that can
17.5 be carried forward over the follow-

ing ten fiscal years.

Without achieving balance | Where balance is achieved
Income Tax Flat Tax Income Tax Flat Tax
Taxable profit 100 300 100
Nominal tax rate 30% 17.5% 30% 17.5%
Tax due 30 52.5 30
Final tax due 30 22.5(52.5-30) 30 0(17.5-17.5)
Effective tax rate 52.5 /100 = 52.5% 30/100 = 30%

If the equipment is purchased

abroad and thereafter imported on
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a permanent basis, the SPV would pay VAT and import
duties and countervailing duties, if applicable, upon

the importation.” VAT triggered upon the importation
would be regarded as an input tax, thereby being credit-
able for the SPV against output VAT charged to its cus-
tomers.”® In this scenario, the SPV would not be able to
import the equipment on a temporary basis.

B. Ownership by Highways, Inc.

If the equipment is purchased by Highways, Inc.,
the SPV would have to pay an arm’s length rental fee to
Highways, Inc. because the entities are related parties.”
The equipment would be regarded as industrial, commer-
cial, or scientific equipment under the royalty definition
as provided both by law and by the U.S.-Mexico DTT.”®
The twenty-five percent domestic withholding rate
would be reduced to ten percent under the U.S.-Mexico
DTT.” The lease payment would be deductible for in-
come tax purposes on an accrual basis and for flat tax
purposes on a cash flow basis.®

Highways, Inc. could purchase the equipment in
Mexico or abroad. If purchased abroad and thereafter
imported, SPV would have to register with the import-
ers’ registry and become the importer of record at the
Mexican General Customs Administration. In such case,
the equipment also would have to be imported on a per-
manent basis, and the applicable VAT, import and coun-
tervailing duties, as the case may be, would have to be
paid. No temporary importations are allowed under this
scenario.

The lease payment would be exempted from VAT
because the lessor (Highways, Inc.) would be a non-
Mexican tax resident, provided that import VAT was paid
upon import of the equipment in Mexico.8!

From a pure Mexican tax perspective, it seems more
efficient for the SPV to own the equipment, having pur-
chased it within Mexican territory, because otherwise
Highways, Inc. would be subject to income tax in Mexico
on the rental fees received. From a global perspective, if
U.S. tax considerations are also analyzed, the conclusion
might be different (e.g., the group might be better off by
having Highways, Inc. receive rental payments if it is in a
loss position in the U.S. even if it could not take a foreign
tax credit on the income tax withheld in Mexico).

VII. Cross-Border Services Rendered During the
Project

A. Introduction

If Highways, Inc. (or any of its subsidiaries or affili-
ates) renders services to the SPV, the tax treatment will
depend on the nature of the services and on whether
those services are rendered abroad or within Mexican
territory. The tax issues ought to be analyzed from the
following three perspectives: (1) Highways, Inc. (whether
it could be deemed to have a level of permanent estab-

lishment exposure in Mexico); (2) the SPV (if Highways,
Inc. is not regarded as having a permanent establishment
or if the relevant income is not attributable to the perma-
nent establishment, withholding tax rates might apply
depending on their nature and on whether the services
are deemed sourced in Mexico); and (3) the personnel of
Highways, Inc. through which Highways, Inc. renders
services to the SPV.

B. From the Perspective of Highways, Inc.

1.  Construction and Maintenance Stage

Both under law and the U.S.-Mexico DTT, a building
site or construction or installation project, or supervisory
activity in connection therewith triggers a permanent es-
tablishment for non-Mexican tax residents if such services
last more than six months.8?

Mexico follows OECD Commentaries to interpret its
treaties. Pursuant to the OECD Commentaries, the term
“building site or construction or installation project” in-
cludes not only the construction of buildings but also the
construction of roads, bridges or canals, the renovation
(involving more than mere maintenance or redecoration)
of buildings, roads, bridges or canals, the laying of pipe-
lines and excavating and dredging. On-site planning and
supervision of the erection of a building are also covered.
Therefore, during the construction and maintenance stage
of the highway, Highways, Inc. could be regarded as hav-
ing a permanent establishment in Mexico if it renders, for
more than six months, on-site planning and supervision
services, or other services within Mexican territory and
concerning the construction of the highway.

2. Operational Stage

Regarding the operational stage, general rules of
taxation should apply. Indeed, under general rules, hav-
ing employees from Highways, Inc. travel extensively in
Mexico could lead to permanent establishment exposure,
because such entity would be rendering services to the
SPV through its own employees and within Mexican
territory. A service agreement in which a market fee is
agreed would have to be entered into between Highways,
Inc. and the SPV (because they are related parties).?® The
fee would be attributable to the permanent establishment
of Highways, Inc. in Mexico, but there is also a risk of
having the Mexican authorities claim more income attrib-
utable to such permanent establishment under the “force
of attraction” principle.?*

The level of permanent establishment exposure in
this case would depend on the facts and circumstances
(i.e., whether Highways, Inc. is given access to the SPV’s
facilities to the extent that such facilities are deemed a
“place of business,” and whether the number of days that
Highways, Inc. is present in Mexico through its employ-
ees results in a “fixed” place of business in Mexico).® The
risk could be managed through a secondment agreement
between Highways, Inc. and the SPV.
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C. The SPV’s Perspective
1.  Withholding Rates

(a) General Concepts

Revenues from the rendering of professional ser-
vices are those that are paid in consideration of an inde-
pendent personal service and that are not regarded as
revenues from the rendering of subordinated personal
services (i.e., salaries).5

Technical assistance is the rendering of independent
personal services by which the party rendering it under-
takes to provide nonpatentable knowledge—which does
not imply the transmission of confidential information—
regarding industrial, commercial, or scientific experience
(i.e., know-how), such that the service provider under-
takes the obligation to the service beneficiary to apply
such knowledge. If an independent personal service
meets these qualifications, the relevant payment ought to
be regarded as revenue from technical assistance.?”

Royalties are payments of any kind made for the
temporary use or enjoyment of patents, certificates of
invention or improvement, trademarks, trade names,
copyrights for literary, artistic or scientific works, as well
as drawings or models, plans, formulas or industrial,
commercial or scientific procedures and equipment, and
the amounts paid for the transfer of technology or in-
formation relating to industrial, commercial or scientific
experience (i.e., know-how or the transfer of technology),
or any other similar right or property.5

(b) Domestic Withholding Tax Rates

Depending on the facts and circumstances, High-
ways, Inc. (and any of its subsidiaries or affiliates) could
render independent personal services or technical assis-
tance (show-how), transfer technology (know-how), or a
combination of all of these.

The source of revenues from fees and generally
from the rendering of independent personal services is
deemed to be in Mexico if the service is rendered within
Mexican territory.®” Unless otherwise proved, the service
is deemed rendered in Mexico if the payments for it are
made by a Mexican tax resident to a non-Mexican tax
resident that is regarded as a related party under law.”
Indeed, to the extent service fees are sourced in Mexico
either because the services have been in fact rendered
within Mexican territory or because such presumption
has not been rebutted, income tax will be due and pay-
able in Mexico generally at a twenty-five percent with-
holding rate applicable to the gross service fees.

Revenues from a transfer of technology (i.e., royal-
ties) or technical assistance are deemed sourced in Mex-
ico if paid by a Mexican tax resident or by a permanent
establishment of a non-Mexican tax resident. If the rev-
enues from transfer of technology (royalties) or technical

assistance are sourced in Mexico, the Mexican tax resident
payer or the permanent establishment, as the case may
be, must withhold twenty-five percent of the gross pay-
ment.”! As opposed to the treatment of service fees, pay-
ments in regard to technical assistance and transfers of
technology (royalties) are sourced in Mexico merely be-
cause the payer is a Mexican tax resident or a permanent
establishment of a non-Mexican tax resident, regardless of
whether the technical assistance or transfer of technology
has been rendered within Mexican territory or not.

(c) DTT Reduced Withholding Rates

The U.S.-Mexico DTT would apply to reduce domes-
tic withholding rates to the extent that a U.S. tax resident
is the effective beneficiary of the relevant payments. If the
beneficiary of the payments resides in another country,
the availability of reduced withholding rates will depend
on the enforceability of a DTT between Mexico and the
relevant country.

The consideration paid for independent personal
services or technical assistance is regarded as business
income and is thus not taxed by the source country
(Mexico) under the U.S.-Mexico DTT, provided that such
consideration is not paid for information concerning in-
dustrial, commercial or scientific experience (i.e., know-
how). As such, the income received from the rendering of
independent personal services or technical assistance will
be taxable in Mexico only if the provider of the service
has a permanent establishment located in Mexico through
which such a service is rendered.”?

Payments obtained in consideration of transfers of
technology or information concerning industrial, com-
mercial, or scientific experience are royalties under the
U.S.-Mexico DTT. The source country (Mexico) would be
entitled to a ten percent withholding tax rate, instead of
the general twenty-five percent withholding rate foreseen
under domestic law.

2. Other Issues
(a) VAT

The SPV technically would be obliged to pay VAT un-
der the concept that services were imported when it took
advantage of the services rendered by Highways, Inc. in
Mexico.”? Also, the SPV would technically be obliged to
pay VAT under the concept that intangibles were import-
ed when it received know-how from a non-Mexican tax
resident (i.e. Highways, Inc.).”* However, the economic
effect of this tax is neutralized because the importer of
services (i.e., the SPV) triggers the VAT upon the importa-
tion and credits it in the same monthly return, thereby
effectively paying zero VAT.” The VAT effect will be neu-
tralized only to the extent that the services rendered by
Highways, Inc. are regarded as “strictly essential” for the
SPV to conduct activities burdened by this tax.”
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(b) Income Tax and Flat Tax Deductions; VAT
Creditability

The SPV would generally be able to deduct the ser-
vice fees and technical assistance fees for both income
and flat tax purposes and credit the VAT triggered upon
the importation of services (thereby reaching a net effect
of zero VAT) to the extent that the fees are regarded as
“strictly essential” expenses®” and evidence exists as to
the fact that the services and technical assistance were
materially rendered or provided by Highways, Inc.”® The
same applies for payments under the know-how (royal-
ties) concept pertaining to income tax and VAT; however,
arguably, royalties would not be regarded as deductible
expenses for flat tax purposes to the extent that they are
paid to related parties (i.e., Highways, Inc.).”

Certain formal requirements for the deductibility of
the service fees, technical assistance fees, and royalties
also must be met. These requirements include having the
SPV withhold the appropriate income tax to Highways,
Inc. (if applicable),'? file information returns on pay-
ments made to Highways, Inc.,'"! and obtain and retain
evidence demonstrating that Highways, Inc. has the tech-
nical wherewithal to render the relevant services, techni-
cal assistance, or transfer of technology.!®? Regarding the
latter, the evidence must also show that Highways, Inc.
rendered the services directly and not through a third

party.

Given that Highways, Inc. and the SPV are related
parties,'% the relevant fees would need to be agreed to on
an arm’s length basis.!* Evidence of such circumstance
must be retained.!%®

D. Personnel of Highways, Inc.

1. Individual Tax Residence

It must be analyzed whether the individuals will
remain tax residents of their country of residence (be it
the U.S. or others) or whether their level of presence will
amount to a change of tax residence to Mexico. This will
depend on the facts and circumstances relating to each
individual. For example, if they retain their permanent
home, bank accounts, and personal and professional rela-
tions in their country, they will typically continue being
tax residents there and pay taxes in Mexico only on their
Mexican-source income.

Individuals are considered Mexican tax residents
if they establish their home in Mexico. In the event that
they have also established a home in another country,
they will be considered Mexican tax residents if their
“center of vital interest” is located in Mexico (i.e., if more
than fifty percent of the total income obtained by the in-
dividual in a calendar year is Mexican-source income or
if their principal center of professional activities is located
in Mexico). Income paid for services provided in Mexi-
can territory is deemed to be Mexican-source income.!%

Assuming that more than fifty percent of the employees’
total income in the calendar year will be Mexican source
income because they will travel in Mexico extensively to
provide services, domestic law would tend to attribute
Mexican tax residence to them.

DTTs concluded by Mexico include a tax-residence
tiebreaker rule based on the place where an individual’s
permanent home is established. Employees usually
would be considered nonresidents for Mexican tax pur-
poses by having their permanent home located in the
other country under the tiebreaker provisions.!?”

Under a scenario where the employees are traveling
constantly from their countries to Mexico, stay a couple
of days at a hotel room and then go back, there would be
arguments to demonstrate that the employees retained
their permanent home in their own countries. If employ-
ees stay in Mexico for longer periods of time (e.g., years),
thereby leasing or even purchasing a home in Mexico, it is
possible that the authorities would assert that they have a
permanent home both in Mexico and in the other country,
and therefore their country of tax residence will depend
on where their “center of vital interests” remains located.

2. Taxation of Employees

(a) General Rule

Taxation of the employees in Mexico will depend on
whether they remain tax residents in their countries or
become Mexican tax residents.

(b) Mexican Tax Resident Individuals

If employees become Mexican tax residents, they will
be taxed on their worldwide income with the result that
they will not only be obliged just to pay taxes in Mexico
at a progressive rate of up to thirty percent on the salaries
received from the employer, but also on any other income

they receive, regardless of the place where they receive
it.108

() Non-Mexican Tax Resident Individuals

If employees remain non-Mexican tax residents, taxa-
tion in Mexico will depend on whether they are employed
by a Mexican tax resident (e.g., the SPV) or by a foreign
tax resident (e.g., Highways, Inc., its subsidiaries or affili-
ates) and on whether they stay in Mexico for more than
one hundred eighty-three calendar days (whether con-
secutive or not) within any twelve-month period (includ-
ing not only days worked at the facility, but also days of
presence within the national territory of Mexico, and also
fraction of days) (“required calendar days”).

No taxation at source. If they are employed by a for-
eign tax resident and stay in Mexico for fewer than the
required calendar days, the employees will not be taxed
in Mexico on their Mexican source salaries, both under
Mexican law and DTTs.!%
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Taxation at source. Conversely, if employed by a 12. Foreign Inv. Law arts. 4-9.
Mexican tax resident (regardless of the time of stay in 13.  Gen. Com. Entities Law arts. 89, § I and 229, § IV. In practice, a
Mexico) or by a foreign tax resident having stayed in nominal shareholder or partner that could be another subsidiary
Mexico the re qu ired number of calendar d ays, em pl oy- within the group holds a minimum participation in the corporate
. X r / capital of the relevant legal entity.
ees would be taxed on their Mexican source salaries (i.e., P & i

. . . 14. Infraestructura en Mexico, note 3 supra, at 27.
those salaries that correspond to services rendered in P

Mexico), both under Mexican law and DTTs.!"0 The law 15. Id.at28.
provides the following progressive schedule: 16.  Mexico’s current DTT network is as follows: (1) Australia, (2)
Austria, (3) Barbados, (4) Belgium, (5) Brazil, (6) Canada, (7) Chile,
* Non-resident individuals with income of up to ;8) lChi(?a(ll(;))FCZECh R(tlez)uglicr (10) D(t;l;;licark, (}31) Ecuag(;, C(;12)

. inland, rance, ermany, reat Britain, reece,
$125,900.00 Pesos (approximately US310,500.00), (17) Holland, (18) Hungary, (19) Tocland, (20) India, (21) Indonesia,
received during the tax year, are exempt from in- (22) Ireland, (23) Israel, (24) Italy, (25) Japan, (26) Korea, (27)
come tax; Luxembourg, (28) New Zealand, (29) Norway, (30) Panama, (31)

Poland, (32) Portugal, (33) Romania, (34) Russia, (35) Singapore,

e If the income exceeds the above amount but is (36) Slovak Republic, (37) South Africa, (38) Spain, (39) Sweden,

less than $],000,00000 Pesos (approximately (40) Switzerland, (41) U.S., and (42) Uruguay. Information based
US$83,330.00), received durin g the tax year, su ch on the list of DTTs published by the Tax Administration Service on

its webpage (www.sat.gob.mx) and updated to January 2012.
17.  Income Tax Law art. 183; U.S.-Mexico DTT arts. 7 and 14.
e Income in excess of $1,000,000.00 Pesos would be 18. Income Tax Law art. 190.
taxable at a thirty percent rate. 19.

income would be taxed at a fifteen percent rate;

There are elements to argue under Mexican law that a concession

s . . . of a highway qualifies as personal property. See Fed. Civ. Code
The actual obligation to pay income tax arises if and arts. 750, 754, and 759.

when the non-resident employee has completed one
hundred eighty-three days of work or presence in Mexico
in the last twelve months. The first withholding is made
on the basis of all salaries earned from day one to the
month when the one hundred eighty-three day period is

20. Income Tax Law arts. 10, 11, 88, and 193.
21. Income Tax Law art. 195.

22. Article 21, Section I, number 2, of the Revenue Law for 2012. In
prior years, a transitory provision has been consistently enacted
yearly as a temporary income tax provision to be enforceable in

completed. Thereafter, the withholding is based on each the relevant fiscal year. This provision is expected to continue in

month’s payment if the employee has worked or has force on a going forward basis.

been present for one hundred eighty-three or more days 23. Income Tax Law art. 195(V). If the foreign financial institution
p ghty y g

during the twelve-month period ending on each such is a tax resident of a tax treaty partner and it is not registered

month with the Foreign Bank Registry, it could be interpreted that the

benefit of a reduced ten percent rate (usually foreseen under the
DTTs entered into by Mexico) would not be available in regard

Payment should be made no later than the seven- to the withholding, but that instead a thirty percent rate would

teenth day of the month immediately fOHOWing the sal- be withheld by the Mexican tax resident payer and the foreign
ary payments. Payments made after the seventeenth day financial institution would subsequently be entitled to request a
are subject to interest. refund of the difference.

24, Id. art. 195, (I)(a)(2).

Endnotes 25. Id.art.195,§ V.
1. See National Infrastructure Program 2007-2012, available 26. VAT Law art. 24, § V; VAT Law Reg. arts. 48 and 50.
at http:/ /www.infraestructura.gob.mx/index9ef4. 27.  Article 11 of the DTTs entered into by Mexico and its tax treaty
html?page=english-version (last visited 10 Jan. 2012). partner. Typically, DTTs entered into by Mexico provide for a
2. “PPS” stands for the Spanish term Proyectos para la Prestacion de fifteen percent withholding rate, but there are some DTTs that

provide for a ten percent withholding rate (e.g., Luxembourg-
Mexico DTT).

28. Income Tax Law art. 195, § V.

Servicios or Projects for the Rendering of Services.

3. See M. Barquin, M. & F. Trevifio, LA INFRAESTRUCTURA PUBLICA
EN MEXICO (REGULACION Y FINANCIAMIENTO) (1st ed. Mexico,

2010) at 280-82. See also ASOCIACIONES PUBLICO-PRIVADAS 29. Treas. Reg. Rule 1.3.17.15.
PARA EL DESARROLLO CARRETERO DE MEXICO 2006 (Ministry
30. VATL t. 24, § V; VAT Law Reg. arts. 48 and 50.

of Communication & Transp.) at 85-107 (hereinafter, awar 8 aw eg. atts. o an

“Infraestructura en Mexico”). 31. The flat tax is discussed in Section V.C.1 infra.
4. Infraestructura en Mexico, note 3 supra, at 17-54. 32.  Income Tax Law art. 17; Flat Tax Law arts. 2; 3, § IL
5. L.LE. (Foreign Inv. Law) arts. 17 and 17-A; Gen. Comm. Entities 33. VAT Law art. 15, § X(b).

Law arts. 250 and 251. 34. Id.arts. 14,§1,18.
6. Roads, Bridges, and Fed. Transp. Law art. 6. 35.  S.R.L.s cannot issue bonds and place them in the public market.
7. Income Tax Law art. 2; U.S.-Mexico DTT art. 5. 36. The documents setting forth the financial operation are recorded
8 Roads, Bridges, and Fed. Transp. Law arts. 13 and 14. in the Special Section (Seccién Especial) of the National Registry of

. Securities (Registro Nacional de Valores) maintained by the National

9 Infraestructura en Mexico, note 3 supra, at 27-28.

Commission of Banking and Securities (Comisién Nacional Bancaria
10. Gen. Com. Entities Law art. 1. y de Valores); and the information requirements established in the

11.  Infraestructura en Mexico, note 3 supra, at 27 general rules issued for this purpose by the Tax Administration

188 NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2



37.
38.
39.
40.

41.

42.
43.

44.
45.

46.
47.

48.

49.

50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.
61.
62.
63.
64.
65.
66.

Service should be complied with (e.g., information regarding the
placement of the instruments).

Income Tax Law art. 195, § II(a).
Id. art. 195,99 12, 13.
VAT Law art. 15, § X(i).

This requisite applies only if the SPV pays interest to a related
party (e.g., Highways, Inc.). Failure to comply would lead to a
recharacterization of the interest payment as a dividend. Income
Tax Law arts. 31, § (XIV); 86, §§ XII and XV; and 92, § II.

This requisite applies only if the SPV received loans from a related
party (e.g., Highways, Inc.) and failure to comply with it would
deny deduction of interest paid to related parties. However, all
interest-generating debt (whether granted by related or unrelated
parties) must be considered in calculating the three-to-one ratio.
The ratio can be increased if an advanced pricing agreement is
obtained and it is demonstrated that a higher leverage ratio is
needed due to the taxpayer’s particular activities. Income Tax Law
art. 32, § XXVL

Income Tax Law art. 31, § V.

These requisites apply only if the SPV received loans from non-
Mexican tax residents. Id. arts. 31, § XIX; and 86, §§ VII and IX(a).

Flat Tax Law art. 3, § L.

Preoperative expenses are those incurred in research and
development related to the design, elaboration, improvement,
package or distribution of products or services to be rendered,
incurred before taxpayers receive income for the first time. Income
Tax Law arts. 38; and 39, § II.

VAT Law art. 5, § II.

Promexico is a trust created by the Federal Government in

June 2007 for purposes of coordinating strategies aimed at
strengthening Mexico’s participation in the international economy
and actions aimed at the attraction of foreign investment.

Guidelines for the Granting of Financial Support to Strategic
Projects for the Attraction of Foreign Investment.

See Rules of Operation of Fonadin, available at http://
www.fonadin.gob.mx/work/sites/fni/resources/
LocalContent/559/10/Reglas_de_Operacion_2011_09.pdf (last
visited 10 Jan. 2012).

Income Tax Law arts. 10 and 16.

Labor Law art. 126, § I.

Income Tax Law art. 32, § XXVI.

Id. art. 39, § IV.

Id. art. 31, 8§ .

Income Tax Law art. 19.

Income Tax Law art. 36.

Treas. Reg. Rule 1.3.3.2.4, first paragraph.
Income Tax Law art. 40, § I.

Treas. Reg. Annex 2, Table 1.

Income Tax Law art. 220, § L.

Treas. Reg. Annex 2, Table 2.

Id. Rule 1.3.3.2.4, second paragraph.

Id. Rules 1.3.3.2.5 and 1.3.4.1.

Id. Rule 1.3.3.2.4, fifth paragraph.
Income Tax Law arts. 220, 221 and 221-A.

Exceptions to the rule are as follows: (i) interest paid as part of

the price of a good upon its purchase directly from the vendor;
and (ii) interest paid by financial institutions, because they are
generally taxed on the intermediation margin (i.e., they are taxed
on the interest earned and are allowed to deduct the interest paid).

67.

68.

69.
70.
71.
72.

73.

74.

75.
76.
77.
78.
79.
80.
81.
82.
83.
84.
85.
86.
87.
88.
89.

Royalties are those paid for the temporal use or enjoyment

of certain intangible goods (e.g., patents, commercial names,
trademarks, etc.). The tax authority has also interpreted that
royalties paid in connection with the transfer of technology (know-
how) are not deductible when paid to related parties. Royalties

do not include, however, payments in consideration of the
temporal use or enjoyment of industrial, commercial, or scientific
equipment.

Salary payments include any payment made by the employer
to the employee as consideration for the subordinated services
rendered by the employee.

Flat Tax Law art. 5§ I; and II.
Flat Tax Law art. 10.
Id.

For example, (1) unrendered services paid in advance by the
taxpayer to a nonresident service provider would be deductible

on a cash basis for flat tax purposes while they would only be
deductible for income tax purposes as the services are consumed;
and (2) fixed assets would be deductible on a cash basis for flat tax
purposes while they would be depreciated over time for income
tax purposes. The timing difference between income and flat

taxes in these cases would not lead to undesirable consequences,
provided that, while there is taxable basis for income tax purposes,
there are also NOLSs for flat tax purposes that can be carried
forward as a tax credit over the following ten fiscal years. Note,
however, that in example (2), where the fixed assets are sold before
they had been depreciated for income tax purposes and once

the NOLs have been lost (after the ten fiscal year carryforward
period), the sale could be burdened by a flat tax if the cost basis
for income tax purposes is very high, since there would be no cost
basis for flat tax purposes.

Cash Deposits Tax Law arts. 1, 3, 4, 7 to 9. The cash deposits

tax applies to deposits made in Mexican pesos or in foreign
currencies in any type of account opened with institutions of the
financial system. It is withheld by the institutions of the Mexican
financial system (banks, stock exchanges, investment companies,
etc.). These institutions must provide taxpayers with monthly
and annual certificates of the tax withheld. Note that the cash
deposits tax is creditable against income tax (including income
tax withheld) and the remainder can generally be compensated
against other federal taxes. If after applying the credit and
compensation a remainder still exists, the taxpayer can request a
refund. The cash deposits tax is not an additional tax burden, but it
does have an impact from a cash-flow perspective.

Income Tax Law arts. 37, 40 and 42; Flat Tax Law arts. 5, § I; and 6,
§I; and III.

VAT Law art. 24, § [; Customs Law arts. 95, 96.
VAT Law art. 4.

Income Tax Law art. 215.

Tax Code art. 15-B; U.S.-Mexico DTT art. 12.
Income Tax Law art. 200; U.S.-Mexico DTT art. 12.
Income Tax Law art. 31; Flat Tax Law art. Article 3, § I.
VAT Law art. 20, § IV.

Income Tax Law art. 2; U.S.-Mexico DTT art. 5(3).
Income Tax Law art. 215.

Id. art. 4.

U.S.-Mexico DTT art. 5.

Income Tax Law arts. 180 and 183.

Fed. Tax Code art. 15-B, fourth paragraph.

Fed. Tax Code art. 15-B, first paragraph.

Income Tax Law art. 183. The rendering of services occurs in
Mexico when the service provider is physically present at such
rendering.
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90. Two or more persons shall be deemed related parties when one 101. Id. arts. 31, § XIX; and 86, § IX(a).

participates directly or indirectly in the administration, control or 102. Id. art. 31,§ XI
capital stock of the other(s); and when another person or group of Lo Te
persons participates directly or indirectly in the administration, 103. Id. art. 215.
control, or capital stock of both persons. Income Tax Law art. 215. 104. Id.
91. Id. art. 200. 105. Id. art. 86, §§ XII and XIII.
92. U.S.-Mexico DTT arts. 7, 14. 106. Id.art.9,§1.
93. VAT Law art. 24, § V; VAT Reg. art. 48. 107. E.g., U.S.-Mexico DTT art. 4.
94. VAT Law art. 24, § III; VAT Reg. art. 48. 108. Income Tax Law tit. IV.
95. VAT Reg. art. 50. 109. Id. art. 181; U.S.-Mexico DTT art. 15(2).
96. VAT Law art. 5, § 1. 110. Income Tax Law art. 180; U.S.-Mexico DTT art. 15(1).

97.  Income Tax Law art. 31, § I. The term of art “strictly essential”
has no definition under Mexican law, but several precedents

(although not constituting jurisprudence) have been issued by the Mariana Eguiarte-Morett is a senior Associate with
courts generally providing that expenses are “strictly essential” the firm of Sanchez Devanny Eseverri, S.C., in Mexico
if they are necessary for the taxpayer to perform its activities City. The author wishes to thank Rosario Huet for her

and omitting them could lead to a decrease in the taxpayer’s : . .
productivity. In other words, the payment of these expenses does guldance on the research used to prepare this article and

not appear pointless or superfluous. for her review of its content.
98. Income Tax Law art. 31, § XL

99. Id.art. 31, 8§ I and XI; Flat Tax Law art. 3, § I; Treas. Reg., Annex 3,
01/Flat Tax.

100. Income Tax Law art. 31, § V.

NEW YORK STATE BAR ASSOCIATION

L Adoption in New York
L EGA LEase TI tles Animal Law in New York State

LEGALEase The Attorney’s Role in Home
Brochure Series 1 Display Them, Send Them, Use Them Purchase Transactions
Bty i Buying and Selling Real Estate

e . LEGALEase brochures give you excellent flexibility of use. Display a
. L . . . Child Support — Determining the
full set in your lobby or waiting area in one of our display racks. Mail bro- Amount
chures to prospects in a standard envelope. Hand them out during consul- Divorce and Separation in
tations. Use them any way you want. Plus, there’s a space on the back of New York State
each brochure where you can stamp or sticker your firm’s name. Guideline for Guardians
If You Have an Auto Accident
Informative, Inexpensive, Invaluable Intellectual Property
At a cost of only $25.00 per packet of 50 brochures for New York State Living Wills and Health Care Proxies

Bar Association Members, and $40.00 for Non-Members, the LEGALEase Long —Term Care Insurance
Marriage Equality in New York

Rights of Residential Owners
and Tenants

Tenant Screening Reports and Tenant

Blacklisting
Order your LEGALEase brochures today! Thmgé i

Serious or Chronic lliness
Why You Need a Will

. ) You and Your Lawyer

e Charge by phone at 800-582-2452 or 518-463-3724 II I I Your Rights as a Crime Victim

brochure series is an outstanding value — and an outstanding way to
educate your clients and promote your practice.

3 ways to order!

® Order online @ www.nysba.org/legalease

Your Rights if Arrested

¢ Fax a completed order form to 518-463-8844

NYSBA Your Rights to an Appeal in a
New York State Bar Association, Order Fulfillment Allow 4-6 weeks for delivery. Civil Cése ;
One Elk Street, Albany, NY 12207 Your Rights to an Appeal in a

Criminal Case

190 NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2



International Section Officers

CHAIR

Andre R. Jaglom

Tannenbaum Helpern Syracuse &
Hirschtritt LLP

900 Third Avenue, 12th Fl.

New York, NY 10022-4728
jaglom@thshlaw.com

CHAIR-ELECT

Andrew D. Otis

Curtis, Mallet-Prevost, Colt & Mosle
LLP

101 Park Avenue

New York, NY 10178-0061
aotis@curtis.com

EXECUTIVE VICE-CHAIR/CIO
Glenn G. Fox

Alston & Bird LLP

90 Park Avenue

New York, NY 10016
glenn.fox@alston.com

FIRST VICE-CHAIR

Thomas N. Pieper

Chadbourne & Parke LLP

30 Rockefeller Center, Room 3541
New York, NY 10112
tpieper@chadbourne.com

SECRETARY

Neil A. Quartaro

Watson Farley & Williams LLP

1133 Avenue of the Americas, 11th Fl.
New York, NY 10036-6723
nquartaro@wfw.com

TREASURER
Lawrence E. Shoenthal
Lawrence Shoenthal

6 Dorothy Dr

Spring Valley, NY 10977
Ibirder@aol.com

EXECUTIVE COMMITTEE LIAISON

Stephen P. Younger

Patterson Belknap Webb & Tyler LLP
1133 Avenue Of The Americas

New York, NY 10036
spyounger@pbwt.com

VICE CHAIR/CHAPTERS
Eduardo Ramos-Gomez

Duane Morris LLP

1540 Broadway

New York, NY 10036
eramos-gomez@duanemorris.com

Calvin A. Hamilton

Hamilton Abogades

Espalter, 15, 1 Izq

E-28014 Madrid

SPAIN
chamilton@hamiltonabogados.com

Gerald ]. Ferguson

Baker Hostetler

45 Rockefeller Plaza

New York, NY 10111
gferguson@bakerlaw.com

Jonathan P. Armstrong

Duane Morris LLP

10 Chiswell Street

London EC1Y 4UQ

UNITED KINGDOM
jparmstrong@duanemorris.com

VICE-CHAIR/ LIAISON W/
AMERICAN SOCIETY OF
INTERNATIONAL LAW
Christopher Joseph Borgen

St. John’s University School of Law
8000 Utopia Parkway

Belson Hall, Room 4-24

Jamaica, NY 11439
borgenc@stjohns.edu

VICE-CHAIR/CLE

Daniel J. Rothstein

Law Offices of Daniel J. Rothstein
747 Third Avenue, 32nd Fl.

New York, NY 10017
djr@danielrothstein.com

Timo P. Karttunen

Baker & Hostetler LLP

45 Rockefeller Plaza

New York, NY 10111
tkarttunen@bakerlaw.com

Christopher J. Kula
Phillips Nizer LLP

666 Fifth Avenue, 28th Fl.
New York, NY 10103-0084
ckula@phillipsnizer.com

VICE-CHAIR/CO-CHAIR,
PUBLICATIONS EDITORIAL
BOARD

David W. Detjen

Alston & Bird LLP

90 Park Avenue, 14th Fl.

New York, NY 10016-1302
david.detjen@alston.com

VICE-CHAIR/COMMITTEES
Michael J. Pisani

167 Rockaway Avenue

Garden City, NY 11530
mjpisani@optonline.net

Neil A. Quartaro

Watson Farley & Williams LLP

1133 Avenue of the Americas, 11th FI.
New York, NY 10036-6723
nquartaro@wfw.com

VICE-CHAIR/DIVERSITY
Kenneth G. Standard
Epstein Becker & Green, P.C.
250 Park Avenue

New York, NY 10177
kstandard@ebglaw.com

VICE-CHAIR/DOMESTIC
CHAPTERS

Benjamin R. Dwyer

Nixon Peabody, LLP

40 Fountain Plaza, Suite 500
Buffalo, NY 14202-2229
bdwyer@nixonpeabody.com

VICE-CHAIR/LAW STUDENT
OUTREACH

Howard A. Fischer

Securities & Exchange Commission
3 World Financial Center

New York, NY 10281
FischerH@Sec.gov

NYSBA International Law Practicum | Autumn 2011 | Vol. 24 | No. 2

191



VICE-CHAIR/LAWYER
INTERNSHIPS

William H. Schrag

Duane Morris LLP

1540 Broadway

New York, NY 10036-4086

VICE-CHAIR/LIAISON U.S. STATE
BAR INTERNATIONAL SECTIONS
Michael W. Galligan

Phillips Nizer LLP

666 Fifth Avenue, 28th Fl.

New York, NY 10103-5152
mgalligan@phillipsnizer.com

VICE-CHAIR/LIAISON W/
INTERNATIONAL LAW SOCIETY
Nancy M. Thevenin

Baker & McKenzie LLP

1114 Avenue of the Americas, 42nd FI.
New York, NY 10036
nancy.thevenin@bakermckenzie.com

VICE-CHAIR/LIAISON W/
AMERICAN BAR ASSOCIATION
Mark H. Alcott

Paul, Weiss, Rifkind, Wharton &
Garrison LLP

1285 Avenue of the Americas, 28th Fl.
New York, NY 10019-6064
malcott@paulweiss.com

VICE-CHAIR/LIAISON W/NY CITY
BAR ASSN

Paul M. Frank

Hodgson Russ LLP

1540 Broadway, 24th FL.

New York, NY 10036
pmfrank@hodgsonruss.com

VICE-CHAIR/MEMBERSHIP
Allen E. Kaye

Office of Allen E. Kaye, PC

111 Broadway, Suite 1304

New York, NY 10006
akaye@kayevisalaw.com

Eberhard H. Rohm

Duane Morris LLP

1540 Broadway

New York, NY 10036-4086
ehrohm@duanemorris.com

Daniel J. Rothstein

Law Offices of Daniel J. Rothstein
747 Third Avenue, 32nd Fl.

New York, NY 10017
djr@danielrothstein.com

Joyce M. Hansen

Federal Reserve Bank of New York
33 Liberty Street

Legal Group, 7th Fl.

New York, NY 10045

joyce. hansen@ny.frb.org

VICE-CHAIR/SPECIAL PROJECTS
A. Thomas Levin

Meyer, Suozzi, English & Klein P.C.
990 Stewart Avenue, Suite 300

P.O. Box 9194

Garden City, NY 11530-9194
atl@atlevin.com

VICE-CHAIR/SPONSORSHIP
Diane E. O’Connell

Price Waterhouse Coopers LLP
300 Madison Avenue, 34th Fl.
New York, NY 10017
diane.oconnell@us.pwc.com

DELEGATE TO HOUSE OF
DELEGATES

Carl-Olof E. Bouveng
Advokatfirman Lindahl KB
P.O. Box 1065

Stockholm SE-101 39 SWEDEN
carl-olof.bouveng@lindahl.se

Michael W. Galligan

Phillips Nizer LLP

666 Fifth Avenue, 28th Fl.
New York, NY 10103-5152
mgalligan@phillipsnizer.com

John Hanna Jr.

Whiteman Osterman & Hanna LLP
One Commerce Plaza

Albany, NY 12260
jhanna@woh.com

192

NYSBA International Law Practicum | Autumn 2011 | Vol.24 | No. 2



International Section Committees and Chairs

To view full contact information for the Committee Chairs listed below please visit our website at
http://www.nysba.org/Intl/CommChairs

Africa
George Bundy Smith
Janiece Brown Spitzmueller

Asia and the Pacific Region
Lawrence A. Darby II1

Awards

Michale Maney
Lester Nelson
Lauren D. Rachlin

Central and Eastern Europe
Daniel J. Rothstein
Serhiy Hoshovsky

Chair’s Advisory
Carl-Olof E. Bouveng
Michael Galligan

Corporate Counsel
Barbara M. Levi
Allison B. Tomlinson

Europe
Salvo Arena

Foreign Lawyers
Timo P. Karttunen
Maria Tufvesson Shuck

Immigration and
Nationality

Jan H. Brown
Matthew Stuart Dunn

International Antitrust and
Competition Law

Boris M. Kasten

Olivier N. Antoine

International Arbitration
and ADR
Nancy M. Thevenin

International Banking
Securities and Financial
Transactions

Joyce M. Hansen
Eberhard H. Rohm

International Contract and
Commercial Law

Albert L. A. Bloomsbury
Leonard N. Budow

International Corporate
Compliance

Carole L. Basri

Rick F. Morris

International Creditors
Rights
David R. Franklin

International Cross Border
M&A and Joint Ventures
Gregory E. Ostling

International Distribution,
Sales and Marketing
Andre R. Jaglom

International Employment
Law
Aaron J. Schindel

International Entertainment
and Sports Law
Howard Z. Robbins

International Environmental
Law

Andrew D. Otis

Mark F. Rosenberg

John Hanna Jr.

International Estate and
Trust Law

Michael W. Galligan
Glenn G. Fox

International Family Law
Rita Wasserstein Warner
Jeremy D. Morley

International Human
Rights

Cynthia Lynn Ebbs
Santiago Corcuera-Cabezut

International Insolvencies
and Reorganizations

Tom H. Braegelmann
Garry M. Graber

International Insurance/
Reinsurance

Stuart S. Carruthers
Chiahua Pan

Edward K. Lenci

International Intellectual
Property Protection
(International Patent
Copyright and Trademark)
Eric Jon Stenshoel

L. Donald Prutzman

International Investment
Christopher J. Kula
Lawrence E. Shoenthal

International Law Practice
Management
James P. Duffy III

International Litigation
Thomas N. Pieper

Jay Safer

Jennifer R. Scullion

International Privacy Law
Lisa J. Sotto

International Real Estate
Transactions
Meryl P. Sherwood

International Tax
James R. Shorter Jr.

International Trade
Robert J. Leo
Dunniela Kaufman

International
Transportation

Neil A. Quartaro
William Hull Hagendorn

International Women'’s
Rights

Denise Scotto

Shannon Patricia McNulty

Inter-American
Carlos E. Alfaro
Alyssa A. Grikscheit

Publications Editorial
Board

Thomas Backen
Lester Nelson

Publications-International
Chapter News

Dunniela Kaufman
Richard Scott

Public International Law
Mark A. Meyer
Christopher Joseph Borgen

Seasonal Meeting
Alvaro J. Aquilar
Alyssa A. Grikscheit
Juan Francisco Pardini

United Nations and
Other International
Organizations
Edward C. Mattes Jr.
Jeffrey C. Chancas

Women'’s Interest
Networking Group
Meryl P. Sherwood
Birgit Kurtz
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International Section Chapter Chairs

To view full contact information for the Chapter Chairs listed below please visit our website at
http://www.nysba.org/Intl/ChapterChairs

ALGERIA
Abd El Karim Khoukhi

ARGENTINA
Juan Martin Arocena
Guillermo Malm Green

AUSTRALIA
David Russell
Richard Arthur Gelski

AUSTRIA
Christian Hammerl
Otto Waechter

BAHRAIN
Ayman Tawfeeq Almoayed

BRAZIL
Isabel C. Franco

BRITISH COLUMBIA
Donald R.M. Bell

CAMEROON
Irene Mabune Ntetmen

CHILE
Fernando A. Eyzaguirre
Francis K. Lackington

CHINA

Jia Fei

Song Huang
Chi Liu

COLOMBIA
Carlos Fradique-Mendez
Ernesto Cavelier

COSTA RICA
Hernan Pacheco

CYPRUS
Christodoulos G. Pelaghias

CZECH REPUBLIC
Andrea Carska-Sheppard
Jiri Hornik

DENMARK
Finn Overgaard

DUBAI
Peter E. Stewart

ECUADOR
Evelyn L. Sanchez

FINLAND
Ami Kiira Paanajarvi
Juha J. Koponen

FLORIDA
Leslie N. Reizes

FRANCE
Pascale Lagesse
Yvon Dreano

GERMANY
Rudolph E. Coelle
Mark Devlin

Axel Heck

HUNGARY
Andre H. Friedman

ICELAND
Asgeir A. Ragnarsson

INDIA
Sudhir Mishra
Anand Desai

IRELAND
Eugene P. Carr-Fanning

ISRAEL
Ronald A. Lehmann

ITALY
Cesare Vento
Marco Amorese

JAPAN
Shirou Kuniya
Junji Masuda

KOREA
Hye Kyung Sohn

KUWAIT
David M. Pfeiffer
Nora Musaed Alharoun

LUXEMBOURG
Ronnen Jonathan Gaito

MALAYSIA
Yeng Kit Leong

MEXICO
Santiago Corcuera-Cabezut
Juan Carolos Partida

NETHERLANDS
R.A.U. Juchter Van Bergen
Quast

NIGERIA
Lawrence Fubara Anga

ONTARIO
Stephen ]. Maddex
Chris MacLeod

PANAMA
Juan Francisco Pardini
Alvaro J. Aguilar

PERU
Jose Antonio Olaechea
Guillermo J. Ferrero

PHILLIPINES
Efren L. Cordero

POLAND
Szymon Gostynski

PORTUGAL
Pedro Pais De Almeida

QUEBEC
David R. Franklin

ROMANIA
Corin Trandafir

RUSSIA
Jennifer I. Foss
Maxim Barashev
William Reichert

SINGAPORE
Eduardo Ramos-Gomez

SLOVAK
Roman Prekop
Miroslava Obdrzalkova

SPAIN

Albert Garrofe
Calvin A. Hamilton
Clifford J. Hendel

SWEDEN
Carl-Olof E. Bouveng
Peter Utterstrom

SWITZERLAND
Patrick L. Krauskopf
Pablo M. Bentes
Martin E. Wiebecke
Nicolas Pierard

TAIWAN
Ya-hsin Hung

THAILAND
Ira Evan Blumenthal

TUNISIA
Mohamed Zaanouni

TURKEY
Mehmet Komurcu

UKRAINE
Oleg Samus

UNITED KINGDOM
Randal John Clifton Barker
Anne E. Moore-Williams
Jonathan P. Armstrong

URUGUAY
Andres Duran Hareau

VIETNAM
Suong Dao Dao Nguyen

WESTERN NY
Eileen Marie Martin
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A wealth of practical resources at www.nysba.org

The International Section publications are

also available online
Go to

www.nysba.org/IntiChapterNews (New York International Chapter News)

www.nysba.org/IntlPracticum (International Law Practicum)

www.nysba.org/IntlLawReview (New York International Law Review)

to access:
e Past Issues (2000-present)*
e Searchable Indexes (2000-present)

e Searchable articles that include links
to cites and statutes. This service
is provided by Loislaw and is an
exclusive Section member benefit*

*You must be an International Section member and
logged in to access.

Need password assistance? Visit our Web site at www.
nysba.org/pwhelp. For questions or log-in help, call
(518) 463-3200.

My HYSBA | Login | Join | Renew | Web Survey | FAQ | Online Store | Search
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Inside the Currant Issue
Winter 2041

Articles
The

of
Judges: Tampered With or Well Tempered?
Fabien Gélinas

and

" menational L

" New

c

The State of the ADR Movement in ltaly: The
Advancement of Mediation in the Shadows of the
Stagnation of Arbitration

788 Henry Maruzcella I

Past Issuas
{Section Members Oniy)

Ploase click ha issue dale for each publicaion balow
to open the POF file.

Inside the Current Issue
{Autumn 2010)

HNewi York to Sydney: Navigating Currents in
International Law
% Hon Janathan Lippman

The MOU Batwaaen New York and New South Wales
The Honourable J.J. Spigelman AC

Memorandum of Understanding Between the Chie!

Justice of Bew South Wabes and the Chief Judge of

Past Issues
[Section Members Only)
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