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Escalante & Asociados (E&A Legal) is a boutique tax
law firm with a team of highly specialised practition-
ers, focused on tax controversy and non-contentious
tax matters. Established in 2015 by its managing part-
ner, Angel Escalante Carpio, the firm operates from
offices in Mexico City and Houston, Texas, provid-
ing strategic advice on complex domestic and cross-
border tax matters, particularly in the Mexico-US
corridor. The firm is recognised for its expertise in tax
audits, administrative proceedings, and high-stakes
tax litigation, as well as in international tax planning,
restructuring, compliance, and AML matters, offer-
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ing an integrated approach that combines techni-
cal sophistication with a strong business-oriented
perspective. Its practice also covers foreign trade,
real estate tax structuring, estate planning for HNW
individuals, and double taxation issues. E&A Legal
regularly represents clients in disputes before Mexi-
can tax authorities and advises multinational and do-
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of robust tax structures to mitigate risks and support
their long-term business objectives, including cross-
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LEGAL & TAXES

1. Sources and Principles

1.1 Domestic Sources of International Tax
Law

The Mexican tax legal system is primarily grounded in
the Political Constitution of the United Mexican States
(the “Federal Constitution”), particularly in Article 31,
section IV, which establishes the obligation of indi-
viduals to contribute to public expenditure in a pro-
portional and equitable manner. These constitutional
principles operate as substantive limits on the taxing
power of the state and apply equally in the context of
international taxation.

In addition, Article 133 of the Federal Constitution
establishes the hierarchy of legal norms within the
Mexican legal system, providing that international
treaties concluded by the executive and approved by
the senate form part of the supreme law of the union.

The principal legislative source governing internation-
al taxation is the Mexican Income Tax Law (MITL),
which regulates, among other things:

« the taxation of non-residents on Mexican-source
income;

« the concept and taxation of permanent establish-
ments (PEs);

« transfer pricing rules applicable to related party
transactions; and

* preferential tax regimes.

The Federal Fiscal Code (FFC) complements this
framework by establishing general procedural provi-
sions, including the audit powers of the tax authorities
and interpretative rules applicable to tax legislation.
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Administrative interpretation is primarily issued by
the Mexican Tax Administration Service (Servicio de
Administracion Tributaria or SAT), particularly through:
() the annual Miscellaneous Tax Resolution and its
annexes; and (i) non-binding interpretative criteria.

Judicial precedents issued by the federal judiciary as
well as decisions of the Federal Administrative Justice
Court constitute another important source of interna-
tional tax rules in Mexico.

Finally, Mexico maintains an extensive network of
double taxation treaties (currently exceeding 60
agreements). These treaties aim not only to eliminate
double taxation but also to prevent tax evasion and
allocate taxing rights between contracting states.

1.2 Hierarchy of Sources

From a theoretical perspective, Mexico is generally
regarded as following a monist approach, since inter-
national treaties become part of domestic legal order
upon their approval by the senate and do not require
further legislative transformation. This is expressly
recognised in Article 133 of the Federal Constitu-
tion, which establishes that treaties concluded by the
executive and approved by the senate form part of the
supreme law of the union.

However, the hierarchy position of treaties within
the national legal system has been clarified through
Supreme Court of Justice jurisprudence which has
established that: (i) international treaties on human
rights have a constitutional hierarchy; and (i) other
international treaties, including tax treaties, are hier-
archically below the Federal Constitution but above
federal legislation.
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This constitutional framework must be read together
with the principle of tax legality, derived from Arti-
cle 31, section IV of the Federal Constitution, which
requires that taxes be established by law. Under this
principle, only a formal legislative act may determine
the essential elements of taxation, including the tax-
able event, the tax base and the applicable rate.

As a result, tax treaties cannot create taxes or estab-
lish new taxable events, since this would exceed the
limits imposed by the principle of legality. Instead,
they operate as instruments that allocate and limit
taxing rights between jurisdictions, thereby prevent-
ing double taxation and reducing instances of double
non-taxation.

Accordingly, in the national legal system, the interac-
tion between domestic law and tax treaties follows a
structured approach:

+ domestic tax law determines the existence of a
taxable event and the applicable tax liability;

- tax treaties subsequently operate to restrict or allo-
cate taxing rights between contracting states; and
« where applicable, treaties may provide relief mech-
anisms, such as reduced withholding tax rates or

exemption methods.

This reflects the dual function of tax treaties in the
Mexican system: they form part of domestic law but
operate primarily as co-ordination instruments rather
than independent sources of taxation.

1.3 OECD Model/United Nations Influence on
Treaty Practice

Mexico generally follows the OECD Model Tax Con-
vention, although its treaty practice also incorporates
elements of the United Nations Model Double Taxa-
tion Convention, particularly in areas where source-
based taxation is emphasised.

This is reflected, for example, in provisions relating
to to: (i) PE definition; (ii) taxation of services; and (jii)
certain categories of income where broader source
taxing rights are preserved.

Mexican courts have also recognised that the OECD
Model Commentary constitutes soft law. While it is not
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legally binding, it is frequently used as an interpreta-
tive tool when applying tax treaties, particularly where
treaty language aligns with the OECD Model.

1.4 Multilateral Instrument

Mexico is a signatory to the Multilateral Instrument
(MLI), adopted as part of the OECD/G20 BEPS Pro-
ject, which was designed to simultaneously modify
multiple bilateral tax treaties, incorporating provisions
intended to combat base erosion and profit shifting
(BEPS).

The MLI was approved by the Mexican Senate on 12
October 2022 and published in the Official Gazette on
22 November 2022. Mexico deposited its instrument
of ratification before the OECD on 15 March 2023 and
the MLI came into force in Mexico on 1 July 2023.

However, its provisions only became effective as of 1
January 2024.

2. Territoriality, Residence and
Permanent Establishment

2.1 General Principle of Territorial Taxation
The Mexican tax system is based on a combination of
residence and source principles, which determine the
territorial scope of the state’s taxing power.

Mexican tax residents are subject to taxation on a
worldwide income basis, meaning that all income is
taxable regardless of where it is generated. This prin-
ciple is established in Article 1 of the MITL.

To mitigate potential situations of international dou-
ble taxation, Article 5 of the MITL allows taxpayers
to credit foreign taxes paid against their domestic
income tax liability, subject to certain limitations.

By contrast, non-residents are taxed only on Mexican-
source income, in accordance with Title V of the MITL.
In this context, the existence of a PE in Mexico is a
key factor in determining the applicable tax regime.

2.2 Tax Residence of Individuals
According to Article 9 of the FFC, an individual is con-
sidered tax resident when: (i) they have a permanent
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home in Mexico; or (ii) their centre of vital interests is
located in Mexico.

The concept of centre of vital interests is determined
through objective economic criteria. An individual is
deemed to have their centre of vital interests in Mexico
when: (i) more than 50% of their total income during
the calendar year is derived from Mexican sources;
or (ii) their principal professional activities are carried
out in Mexico.

In practice, Mexican law relies primarily on these eco-
nomic indicators, rather than on broader personal or
family ties.

In addition, Mexican nationals are generally presumed
to remain tax resident in Mexico, unless they formally
notify the tax authorities of a change of tax residence.
Accordingly, the loss of Mexican tax residence requires
not only a change in factual circumstances but also
compliance with formal administrative requirements,
including the filing of a notice before the tax authority.

2.3 Taxation of Resident Individuals

As mentioned above, individuals who are tax resident
are subject to income tax on their worldwide income,
which is calculated by applying a progressive rate
schedule established in Article 152 of the MITL, under
which the applicable tax rate increases according to
the level of income earned.

The taxable base is determined by subtracting allow-
able deductions from gross taxable income. These
deductions may include certain personal expenses,
contributions, and other deductions expressly author-
ised under domestic tax law, such as medical expens-
es, transportation expenses, and similar items.

In the international context, the principal mechanism
used to avoid double taxation is the foreign tax credit,
which allows taxpayers to credit foreign taxes paid
against domestic income tax liabilities, within the lim-
its established by Mexican legislation.

2.4 Taxation of Non-Resident Individuals

Non-residents deriving income from Mexican sources
are subject to income tax in accordance with Title V of
the MITL provisions. In general terms, such income is
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taxed through withholding at source, applying specific
rates depending on the income, including: (i) employ-
ment income; (i) interest; (iii) dividends; (iv) royalties;
and (v) capital gains.

The applicable withholding rates will depend on the
type of income and the specific conditions established
under domestic law. However, when an applicable
double taxation treaty exists, the taxpayer may benefit
from reduced withholding rates or alternative alloca-
tion of taxing rights provided under the treaty.

2.5 Tax Residence of Legal Entities

Pursuant to Article 9 of the FFC, a legal entity is con-
sidered tax resident when its principal place of busi-
ness administration or place of effective management
is located within Mexican territory.

This criterion is complemented by Article 4-A of the
MITL, which provides that foreign transparent legal
entities may also be treated as Mexican tax residents
when their place of effective management is located
in Mexico.

This criterion aims to identify the jurisdiction where
key strategic and managerial decisions are effectively
made, reflecting the approach generally adopted in
international tax law for determining the residence of
legal entities.

2.6 Definition of Permanent Establishment
Under Article 2 of the MITL, a permanent establish-
ment is defined as any place of business through
which business activities are wholly or partially carried
out, or through which independent personal services
are rendered.

Examples of PEs include branches, agencies, offices,
factories, workshops, installations, mines, quarries
and any place where natural resources are explored,
extracted or exploited.

The MITL also recognises the existence of a depend-
ent agent PE in cases where a person in Mexico habit-
ually acts on behalf of a foreign resident and performs
activities leading to the conclusion of agreements that:

« are concluded in the name of the foreign resident;
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« involve the transfer of ownership rights or the
granting of the use or enjoyment of property owned
by the foreign resident; or

* require the foreign resident to provide services.

PE domestic definition is aligned with the OECD Mod-
el Tax Convention definition, particularly regarding the
existence of a fixed place of business through which
the enterprise carries on its activities.

However, Mexico introduced some reservations and
observations with respect to the OECD Model, par-
ticularly concerning:

« the recognition of a PE in construction or supervi-
sion projects exceeding certain time thresholds;

« taxation of services performed in the source state
for extended periods; and

« the interpretation of preparatory or auxiliary activi-
ties.

These positions reflect Mexican policy stance as
a source-oriented jurisdiction seeking to preserve
broader taxing rights over income generated within
its territory.

3. Taxation of Cross-Border Income

3.1 Income From Immovable Property
Taxation of Residents

Resident legal entities

Resident legal entities are taxed on their worldwide
income under the general corporate income tax
regime. Accordingly, income derived from immov-
able property, whether through transfer or leasing,
is included in the taxable base and is subject to the
general corporate income tax rate of 30%.

Capital gains are determined on a net basis, by sub-
tracting the tax basis and allowable deductions from
the sale price. This gain is tax at the corporate income
tax rate of 30%.

Resident individuals

Resident individuals are also taxed on a worldwide
income basis, but subject to a progressive rate sched-
ule under Article 152 of the MITL.
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In the case of real estate leasing, individuals can
choose between: (i) deduction of the proven expenses
like maintenance, insurance and property tax; or (i) a
so called “blind deduction” under which a statutory
35% deduction of the gross income plus property tax
applies.

In the case of capital gains from the transfer of real
estate, the taxable gain is calculated by subtracting
the cost of acquisition and authorised deductions
from the sale price. Capital gains derived from the
transfer of real estate are determined by subtracting
the tax basis (cost of acquisition) and certain allowa-
ble deductions from the sale price. The corresponding
tax is calculated using the progressive rate schedule
established in Article 152 of the MITL.

Additionally, the MITL provides that if the real estate
is the taxpayer’s primary residence, the sale may
be exempt up to 700,000 UDIs or investment units
(approximately USD320,000).

Taxation of Non-Residents

For non-residents, Article 160 of the MITL provides
that the tax is determined by applying a 25% with-
holding tax on the gross proceeds, without allowing
deductions.

However, non-residents may elect to be taxed on a
net basis (ie, on the actual capital gain) applying the
general tax rate, provided certain formal requirements
are met. These include the requirement that the trans-
action be formalised through a public deed before a
notary public and that the relevant reporting obliga-
tions be satisfied.

In addition, certain state-level taxes on the acquisition
of real estate may apply depending on the jurisdiction
where the property is located.

Rental income from real estate located in Mexico
For non-residents, withholding tax at source is applied,
typically at a 25% rate on the gross income, without
allowing deductions.
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3.2 Business Profits

Pursuant to Article 9 of the MITL, business profits
earned by resident legal entities are subject to corpo-
rate income tax at a rate of 30%.

Resident legal entities are taxed on a worldwide
income basis, meaning that all income must be
included in the tax base regardless of the jurisdiction
in which it arises. Income tax is paid through monthly
advance payments calculated based on accumulated
profits during the fiscal year.

For non-residents, business profits are generally tax-
able only if they are attributable to a PE located in
Mexican territory, according to Article 2 of the MITL
and applicable tax treaties.

Rule 2.1.33 of the Miscellaneous Tax Resolution estab-
lishes that, for the purpose of applying tax treaties, the
term “business profits” refers to income derived from
business activities, which pursuant to Article 16 of the
FFC, are defined as those of a commercial, industrial,
agricultural, livestock, fishing or forestry nature; there-
by providing a functional domestic reference for the
interpretation of the treaty concept of business profits.

3.3 Passive Income
Passive income (eg, dividends, interest and royalties)
is generally taxed through withholding at source.

Dividends

Dividends distributed by Mexican companies to resi-
dent individuals are subject to an additional withhold-
ing tax of 10% in accordance with Article 140 of the
MITL.

Dividends paid to non-residents are also subject to a
10% withholding tax, subject to potential reductions
under an applicable tax treaty.

Interest

Interest income is subject to different withholding
rates depending on the nature of the lender and the
financial instrument involved. In general terms, with-
holding rates range approximately between 4.9% and
35%, pursuant to Title V of the MITL provisions.
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For tax residents, interest income is treated as taxable
income and included in the taxpayer’s taxable base.

Royalties

Royalties paid to non-residents are subject to with-
holding taxes that may range between 1% and 25%,
depending on the nature of the underlying rights
involved (eg, copyrights, patents, trade marks or tech-
nical assistance) (Article 167 of the MITL).

Withholding Tax

The withholding tax rates established under domes-
tic legislation may be reduced or eliminated under an
applicable double taxation treaty.

In practice, treaty benefits are generally applied direct-
ly at the withholding stage by the payer (withholding
agent), who is responsible for applying the appropri-
ate reduced rate, provided that the recipient demon-
strates tax residence in the relevant contracting state
and complies with the applicable procedural require-
ments under national law.

In this context, the withholding agent assumes a posi-
tion of joint liability for the correct application of the
treaty provisions. Accordingly, if treaty benefits are
applied incorrectly, the withholding agent may be held
liable.

3.4 Capital Gains
Capital gains are generally treated as taxable income
for income tax purposes.

Residents

For resident individuals, capital gains are taxed under
the progressive rates established in Article 152 of the
MITL, while resident legal entities are taxed at the cor-
porate income tax rate of 30%.

Non-Residents

For non-residents, capital gains derived from the dis-
posal of assets located in Mexico or shares issued by
Mexican companies may be subject to withholding
taxes under Title V of the MITL, unless an applicable
tax treaty provides otherwise.
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3.5 Employment Income

Employment income is taxed in Mexico under the
progressive rate schedule established in Article 152
of the MITL. The tax is withheld and remitted by the
employer, who acts as the withholding agent.

Pursuant to Article 154 of the MITL, for non-resident
employees, income is considered to have a Mexican
source when the services are performed within Mexi-
can territory. However, when: (i) the salary is paid by
a foreign employer without a PE in Mexico; and (i) the
employee remains in Mexico for less than 183 days
within a 12-month period, the income may be exempt
from Mexican taxation, provided that the statutory
conditions are satisfied.

Currently, Mexican tax legislation does not contain
specific rules addressing cross-border remote work,
and therefore the tax treatment generally depends on
the physical location where the services are effectively
performed.

3.6 Other Income

There are other categories of income subject to spe-
cific rules under Mexican law, such as: (i) independ-
ent personal services; and (ii) technical assistance. In
certain cases, the tax treatment may differ from that
contemplated in the OECD Model Tax Convention,
particularly with respect to the definition and taxa-
tion of royalties and technical assistance, in relation
to which, Mexico has applied reservations in its treaty
practice.

4. OECD/G20 Global Tax Reform

4.1 Pillar One - Amount B

Amount B of Pillar One was developed by the OECD
as a mechanism designed to simplify the application
of the arm’s length principle in certain baseline mar-
keting and distribution activities.

Specifically, Amount B proposes a standardised return
for routine marketing and distribution functions con-
sidered low risk, with the objective of reducing transfer
pricing disputes and enhancing tax certainty.
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To date, Mexico has not formally adopted a specific
domestic regime implementing Amount B within its
tax legislation. Consequently, distribution activities
carried out by multinational enterprises continue to
be analysed under the general transfer pricing rules
under the MITL, as well as under the OECD Transfer
Pricing Guidelines.

4.2 Pillar One - Amount A

Amount A of Pillar One represents a structural shift
from the traditional international tax framework based
on the PE concept.

Under this approach, a portion of the residual profits
of certain multinational enterprise groups would be
reallocated to market jurisdictions where consumers
or users are located, even in the absence of physical
presence.

The purpose of this mechanism is to adapt the inter-
national tax system to highly digitalised business
models capable of generating significant revenues in
a jurisdiction without substantial physical presence.

Mexico has participated actively in the development
of Pillar One as a member of the OECD/G20 Inclusive
Framework and has generally supported the objective
of partially reallocating taxing rights to market jurisdic-
tions.

Nevertheless, the effective implementation of Amount
A depends on the entry into force of a multilateral con-
vention, which would subsequently need to be incor-
porated into domestic law following the constitutional
procedure applicable to international treaties.

4.3 Pillar Two

Pillar Two introduces a global minimum tax system
designed to ensure that multinational enterprises pay
a minimum level of taxation regardless of where they
operate.

The system is based on the Global Anti-Base Erosion
Rules (GloBE), which establish a minimum effective
tax rate of 15% for multinational enterprise groups
with consolidated revenues exceeding approximately
EUR750 million.



MEXICO [ AW AND PRACTICE

Contributed by: Angel Escalante, Gabriel Rojas, Daniel Colunga and Brenda Favela, Escalante & Asociados

The mechanism operates by determining the effective
tax rate (ETR) in each jurisdiction where the multina-
tional group operates. When the ETR in each jurisdic-
tion falls below the 15% minimum rate, a top-up tax is
triggered in order to increase the effective tax burden
to the agreed minimum level.

At the time of writing, Mexico has not formally imple-
mented Pillar Two rules in its domestic legislation, and
therefore the global minimum tax does not currently
apply within the Mexican tax system.

4.4 Specific Features or Deviations of Pillar
Two
See 4.3 Pillar Two.

4.5 Digital Services Tax

Mexico has not adopted a specific digital services tax
(DST) comparable to those implemented in certain
jurisdictions within the European Union. However, in
2020, domestic legislation introduced a special value
added tax (VAT) regime applicable to digital services
supplied by non-resident providers without a PE in
Mexico.

Under this regime, foreign digital service providers
supplying services to users located in Mexico (ie,
streaming platforms, digital intermediation platforms
or online services) must:

* register before SAT,;
« charge and remit VAT on the services provided; and
« comply with reporting and information obligations.

The objective of this regime is to ensure tax neu-
trality between domestic and foreign digital service
providers and secure VAT collection within the digital
economy.

5. Anti-Avoidance and Anti-Evasion
Measures

5.1 Definition and Identification of Tax

Fraud, Evasion, Tax Avoidance and Abusive
Schemes

Under Article 108 of the FFC, a person commits tax
fraud when, through deceit or by taking advantage
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of errors, they wholly or partially omit the payment of
taxes or obtain an undue benefit to the detriment of
the federal treasury. In addition, Article 109 of the FFC
establishes a series of conducts treated as equiva-
lent to tax fraud, which are punishable with the same
penalties.

By contrast, the concepts of tax evasion and tax
avoidance are not expressly defined in domestic tax
legislation. However, under a doctrinal perspective, a
distinction is typically made between:

* tax evasion, which involves the unlawful failure to
comply with tax obligations through concealment,
misrepresentation or falsification; and

- tax avoidance, which refers to the reduction or
deferral of tax liabilities through formally lawful
arrangements that exploit gaps or inconsistencies
in the law, for the primary purpose of obtaining a
tax advantage.

The latter category is addressed primarily through the
General Anti-Avoidance Rule (GAAR) established in
Article 5-A of the FFC, which provides that legal acts
lacking a valid business purpose and generating a
direct or indirect tax benefit may be recharacterised
for tax purposes, assigning them the tax effects that
would reasonably correspond to the transactions that
would have been carried out to obtain the expected
economic benefit.

The provision also establishes a rebuttable presump-
tion that a transaction lacks a business purpose when
the quantifiable economic benefit is lower than the tax
benefit obtained.

Cross-Border Transactions

In cross-border transactions, the identification of
abusive arrangements is further supported by sev-
eral specific anti-avoidance mechanisms. First, Arti-
cles 179 and 180 of the MITL require that transactions
between related parties be conducted in accordance
with the arm’s length principle, meaning that a devia-
tion from arm’s length pricing may constitute an indi-
cator of base erosion or artificial profit shifting.

Second, preferential tax regime rules established in
Articles 176 to 178 of the MITL aim to prevent the
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artificial deferral or diversion of profits to low-tax juris-
dictions.

Finally, Article 28, section XXIlI of the MITL denies
the deductibility of certain payments made to related
parties or under structured arrangements when the
corresponding income received by the related party
is subject to a preferential tax regime, including situ-
ations involving hybrid structures.

Principal Legal Indicators of Tax Abuse
In summary, the principal legal indicators used to
identify abusive tax arrangements include:

« the absence of a valid business purpose under
Article 5-A of the FFC;

« the lack of economic substance or material capac-
ity in documented transactions;

* non-compliance with the arm’s length principle in
related-party transactions; and

« the use of structures involving low-tax jurisdictions
or hybrid arrangements.

5.2 Anti-Avoidance Mechanisms

The Mexican legal framework includes both general
and specific anti-avoidance mechanisms aimed at
addressing tax fraud, evasion and aggressive tax
planning, provisions primarily established in the FFC
and the MITL.

General Anti-Avoidance Rule (GAAR)

The GAAR, contained in Article 5-A of the FFC, allows
the tax authorities, within the exercise of their audit
powers, to presume that certain legal acts lack a busi-
ness purpose and their tax consequences can there-
fore be recharacterised according to the economic
benefit reasonably expected by the taxpayer.

Importantly, this provision does not invalidate the legal
act itself, but rather allows the tax authorities to rede-
fine its tax effects for the purpose of determining the
appropriate tax treatment.

Specific Anti-Avoidance Rules (SAARs)

In addition to the GAAR, Mexican tax law includes
specific anti-avoidance rules (SAARs) designed to
address types of tax planning structures, especially
in a cross-border context.
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For example, in interest payments the following
SAARs apply:

Interest deduction limitation (earnings-stripping
rule)

Pursuant to Article 28, section XXXl of the MITL, the
deductibility of net interest expense is limited to 30%
of the taxpayer’s adjusted taxable profit (tax EBITDA).
Net interest exceeding this threshold is non-deducti-
ble in the relevant fiscal year, although it may generally
carry forward for up to ten years, subject to certain
conditions.

Thin capitalisation rules

Under Article 28, section XXVII of the MITL, interest
paid on debt contracted with foreign related parties is
non-deductible to the extent that the taxpayer’s debt-
to-equity ratio exceeds 3:1.

Non-deductibility of payments to low-tax
jurisdictions and hybrid structures

In accordance with Article 28, section XXIll of the
MITL, payments made to related parties, or under
structured arrangements, are non-deductible when:

+ such income is subject to a preferential tax regime;

+ the payment gives rise to a hybrid mismatch,
resulting in non-taxation or double deduction; or

+ the income is not effectively subject to taxation
abroad.

The Transfer Pricing Regime

The transfer pricing regime, primarily set forth in
Articles 179 and 180 of the MITL, requires taxpay-
ers engaged in transactions with related parties to
determine their taxable income and allowable deduc-
tions based on the arm’s length principle (prices or
consideration that would have been agreed upon by
independent parties in comparable transactions).

These rules represent the primary mechanism for pre-
venting artificial profit shifting in cross-border related-
party transactions.

Preferential Tax Regime Rules
Under Article 176 of the MITL, income obtained
through foreign entities or legal arrangements subject
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to low taxation may be treated as income derived from
preferential tax regimes.

Income is considered subject to a preferential tax
regime when it is either not taxed abroad or taxed at
an effective rate lower than 75% of the tax that would
have been payable in Mexico. In such cases, the tax-
resident taxpayer must recognise the income in the
fiscal year in which it is generated, in proportion to
its direct or indirect participation in the foreign entity,
even if the income has not been distributed.

Additionally, Article 178 of the MITL establishes spe-
cific reporting obligations, including the submission of
an annual informative return regarding income derived
from preferential tax regimes.

This regime is complemented by Article 28, section
XXIII of the MITL, which denies the deductibility of cer-
tain payments made to related parties or under struc-
tured arrangements when the corresponding income
is subject to a preferential tax regime. This rule oper-
ates as a specific anti-hybrid and anti-base-erosion
mechanism in international tax structures.

Presumed Non-Existence of Transactions

Another significant anti-avoidance mechanism is con-
tained in Article 69-B of the FFC, which allows the
tax authorities to presume the non-existence of trans-
actions documented through tax invoices when the
issuer lacks the assets, personnel, infrastructure or
material capacity necessary to perform the activities
or services described.

Taxpayers identified under this procedure may be
included in a public list of entities issuing simulated
invoices, published by the SAT and in the Official
Gazette, making this provision one of the most vis-
ible tools used to combat invoice-based tax evasion
schemes.

Reportable Tax Schemes (Mandatory Disclosure
Rules)

Mexico also operates a mandatory disclosure regime
for reportable tax schemes, established in Articles 197
to 202 of the FFC.
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Article 197 identifies tax advisers who are required to
disclose reportable arrangements, while Article 198
provides that in certain circumstances the disclosure
obligation falls on the taxpayer itself.

These provisions require the disclosure of tax arrange-
ments that may generate a tax benefit in Mexico and
that have certain characteristics associated with
potential tax avoidance risks.

5.3 Blacklists and Non-Cooperative
Jurisdictions

Mexico does not maintain a formal blacklist of non-
cooperative jurisdictions comparable to those adopt-
ed by certain international organisations.

Instead, it relies primarily on the preferential tax regime
(regimenes fiscales preferentes, or REFIPRES) frame-
work, provided by Articles 176 to 178 of the MITL,
which identifies income derived from low-tax jurisdic-
tions and operates through a substance-based, case-
by-case analysis of foreign income.

Under such framework, income obtained through
foreign entities or legal arrangements is considered
subject to a preferential tax regime when it is: (i) not
subject to taxation abroad; or (ii) subject to an income
tax rate lower than 75% of the tax that would have
been payable in Mexico on the same income.

This determination is made on a case-by-case anal-
ysis, requiring a comparison between: (i) the effec-
tive tax burden in the foreign jurisdiction; and (i) the
Mexican income tax that would have been due under
domestic rules.

In such cases, a taxpayer must include the income in
its taxable base in the year in which it is generated,
proportional to its direct or indirect participation in
the foreign entity receiving the income, regardless of
whether the income has been distributed.

For this purpose, the taxpayer must determine the
taxable result of the foreign entity under domestic tax
rules, to determine the taxable base and calculate the
corresponding tax liability.
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In addition, taxpayers must comply with specific
reporting obligations, including the filing of an inform-
ative return in February of each year reporting income
obtained from preferential tax regimes during the pre-
ceding fiscal year.

This approach is aligned with an effective taxation test
rather than a jurisdictional blacklist.

5.4 Reporting Obligations and Disclosure
Regimes

National law combines traditional reporting obliga-
tions with mandatory disclosure regimes designed to
detect and prevent tax evasion and tax avoidance.

Related-Party Reporting

Under Article 76 of the MITL, taxpayers must maintain
and submit information regarding transactions carried
out with foreign related parties.

Furthermore, Article 76-A of the MITL introduced the
obligation to complete master file, local file and coun-
try-by-country reports for certain multinational groups,
in line with Action 13 of the OECD BEPS Project.

Preferential Tax Regime Reporting

As previously discussed, Article 178 of the MITL
requires taxpayers to file an informative return in
February of each year reporting income generated
through preferential tax regimes during the preced-
ing fiscal year, whether obtained directly or through
foreign entities.

Reportable Tax Schemes (Mandatory Disclosure
Rules)

Mexico also operates a mandatory disclosure regime
for reportable tax schemes, established in Articles 197
to 202 of the FFC.

Under this regime, certain tax arrangements must be
disclosed to the tax authorities when they generate,
or are expected to generate, a tax benefit in Mexico
and exhibit specific characteristics associated with
potential tax avoidance risks.

Pursuant to Article 199 of the FFC, a reportable tax

scheme is defined as any arrangement that produc-
es or may produce a tax benefit in Mexico, and that
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falls within a set of predefined characteristics, which
among other things includes:

« arrangements that avoid the exchange of financial
information;

» mechanisms to prevent the identification of the
ultimate beneficiary of income or assets;

« transactions involving loss transfers or the use of
tax attributes to reduce the tax base;

* hybrid or cross-border structures that generate
double non-taxation; and

+ arrangements that recharacterise income or exploit
mismatches in tax treatments between jurisdic-
tions.

Pursuant to Article 197 of the FFC, the obligation to
disclose generally falls on tax advisers who design,
promote, organise or implement the reportable
scheme. However, pursuant to Article 198 of the FFC,
the obligation may shift to the taxpayer in certain cir-
cumstances, including when:

+ the adviser is not required to disclose;
« the adviser is located abroad; or
* legal privilege or confidentiality rules apply.

Reportable schemes must be disclosed generally
within 30 days from the date on which the scheme
is made available or implemented, depending on the
nature of the arrangement.

5.5 Role of Tax Authorities and Enforcement
Measures

Audit Powers

Tax authorities may exercise audit powers to verify
taxpayers’ compliance with tax obligations. These
powers include:

+ on-site tax audits conducted at the taxpayer’s reg-
istered tax domicile;

+ desk audits requiring the taxpayer to provide docu-
mentation and information at the tax authority’s
offices; and

« electronic audits carried out based on information
contained in the tax authority’s electronic data-
bases.
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Recharacterisation of Transactions

Tax authorities may also apply Article 5-A of the FFC
to recharacterise transactions lacking a business pur-
pose and Article 69-B of the FFC to presume the non-
existence of transactions supported by tax invoices
when the issuer lacks sufficient economic substance.

Furthermore, the tax authorities may determine the
simulation of legal acts for tax purposes and reclassify
them accordingly, particularly in the context of related-
party transactions and transfer pricing adjustments. In
such cases, the authorities may recharacterise trans-
actions according to their true economic substance,
assigning the tax consequences that would reason-
ably correspond to the transaction capable of gener-
ating the expected economic benefit.

Under Article 69-B of the FFC, the tax authorities may
presume the non-existence of transactions document-
ed through electronic tax invoices when the issuing
taxpayer lacks the assets, personnel, infrastructure or
material capacity required to carry out the activities or
services described in such invoices.

6. Penalties and Sanctions

6.1 Tax Penalties
Penalties are primarily established in the FFC and the
MITL.

The FFC
Under the FFC, several administrative penalties are
established, including monetary fines for the failure
to comply with formal tax obligations, for example
failure to:

« file informative returns concerning related-party
transactions;

* report payments made to foreign entities; or

« comply with reporting obligations related to prefer-
ential tax regimes.

The FFC also provides fines in cases of late payment
or omission of taxes, and in certain circumstances the
tax authorities may impose administrative measures
such as the restriction or cancellation of the digital
certificate required to issue electronic tax invoices. In
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addition, it establishes tax crimes, including tax fraud
and equivalent tax fraud offences, which may result in
criminal sanctions including imprisonment and mon-
etary penalties.

The MITL

The MITL also provides specific consequences in
the context of international transactions. For exam-
ple, if transactions between related parties are not
conducted at arm’s length, the tax authorities may
recharacterise the transactions according to their eco-
nomic substance and determine the taxable profits
that would reasonably have been obtained between
independent parties.

Similarly, under the preferential tax regime, income
obtained through foreign entities subject to low taxa-
tion must be recognised in the fiscal year in which
it is generated, in proportion to the taxpayer’s direct
or indirect participation, even if such income has not
been distributed.

For these purposes, the taxable result of the foreign
entity must be determined in accordance with domes-
tic tax rules, calculating the corresponding tax using
the applicable domestic tax rate.

Finally, national tax law also allows the tax authorities
to deny treaty benefits under double taxation agree-
ments when substantive requirements are not satis-
fied, such as the existence of a valid business purpose
or beneficial ownership of the income.

Sanctions

Administrative sanctions are imposed and enforced
by SAT, while criminal offences are investigated by the
Federal Public Prosecutor’s Office and adjudicated by
the criminal courts.

6.2 Criminal Penalties

Article 108 of the FFC establishes tax fraud offence,
which is committed when a person, through deception
or by taking advantage of errors, wholly or partially
omits the payment of a tax or obtains an undue benefit
to the detriment of the federal treasury.

The applicable penalties vary depending on the
amount of tax evaded but may include:
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« imprisonment (three months to nine years); and
* monetary fines.

These penalties may be increased in the presence of
aggravating circumstances such as:

« failure to withhold or remit taxes that were col-
lected on behalf of third parties;

« the simulation of legal acts or transactions for tax
purposes; and

« the use of false invoices to reduce taxable income.

In addition, Article 109 of the FFC regulates equivalent
tax fraud offence, through which the same penalties
applicable to tax fraud may be imposed on individuals
who, for example:

« report false deductions or reduce taxable income
in tax returns;

« improperly benefit from a tax subsidy or incentive;
or

- fail to file mandatory tax returns for more than 12
months when such returns are required to be filed
on a final basis.

6.3 Interaction Between Tax and Criminal
Procedures

Pursuant to Article 93 of the FFC, when tax authorities
become aware of facts that may constitute a criminal
tax offence, they are required to notify the Federal
Public Prosecutor’s Office and provide the documen-
tation and evidence collected during the administra-
tive proceedings.

The investigation and prosecution of tax crimes there-
fore fall within the jurisdiction of the Federal Public
Prosecutor’s Office, while criminal penalties are
imposed by the competent criminal courts. Impor-
tantly, the Mexican legal system follows a principle
of independence between administrative and criminal
proceedings. Accordingly, tax audits and administra-
tive determinations of tax liabilities are conducted
independently from criminal investigations and pros-
ecutions; therefore, one does not necessarily depend
on the outcome of the other.
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7. Administrative Co-Operation

7.1 Legal Framework for Administrative Co-
Operation

Mexico participates in a broad range of international
legal instruments aimed at facilitating administrative
co-operation in tax matters, including mechanisms for
exchange of information, mutual assistance and co-
ordinated efforts to prevent base erosion and profit
shifting.

Most Relevant Instruments
Muiltilateral Instrument (MLI)
This aims to:

« prevent the abuse of tax treaties;

+ eliminate tax avoidance through treaty structures;

+ introduce measures designed to discourage BEPS
practices; and

« improve the efficiency of dispute resolution mecha-
nisms.

Double taxation treaties
Most of these include provisions on exchange of infor-
mation and administrative co-operation.

The relationship between the MLI and bilateral tax
treaties can be summarised as follows: (i) both instru-
ments co-exist and share the same legal nature under
international law; and (i) where potential conflicts
arise, they must be resolved through the interpretative
mechanisms and conflict clauses established under
treaty law.

In practice, the application of international tax rules
generally follows a three-step approach:

+ analysis under domestic tax law;

+ analysis under the relevant double taxation treaty;
and

+ analysis under the MLI, where applicable.

The Supreme Court of Justice has also clarified that
the taxable events and tax rates applicable within the
national legal system are established in domestic tax
law, particularly the MITL. Accordingly, tax treaties do
not create tax obligations, but rather determine which
contracting state has the right to tax a given category



MEXICO [ AW AND PRACTICE

Contributed by: Angel Escalante, Gabriel Rojas, Daniel Colunga and Brenda Favela, Escalante & Asociados

of income and establish limitations on domestic taxa-
tion.

Therefore, when applying a tax treaty in conjunction
with domestic law, the following steps generally apply:

« the taxpayer must demonstrate tax residence in
one of the contracting states;

« the taxable event must first be determined under
domestic law;

« the applicable treaty provision must then be identi-
fied; and

« if the treaty provides a maximum withholding tax
rate lower than the domestic rate, the treaty rate
may be applied directly by the withholding agent.

Country-by-Country Reporting Multilateral
Competent Authority Agreement

On 27 January 2016, Mexico signed the Multilateral
Competent Authority Agreement on the Exchange of
Country-by-Country Reports (CbCR).

This agreement facilitates international tax transpar-
ency and the exchange of information between tax
authorities, and its implementation within domestic
law is aligned with OECD BEPS Action 13, which con-
cerns transfer pricing documentation and country-by-
country reporting.

7.2 Exchange of Information Clauses in Tax
Agreements

Mexico participates in the Common Reporting Stand-
ard (CRS) developed by the OECD for the automatic
exchange of financial account information between
tax administrations.

Under the CRS framework, financial institutions annu-
ally report information regarding financial accounts
held by foreign tax residents, which is automatically
exchanged with the tax authorities of participating
jurisdictions.

Mexico also exchanges information through the CbCR
framework.

In addition, domestic legislation and international

agreements also allow for spontaneous exchange of
information, where relevant information discovered
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during a tax audit may affect taxation in another juris-
diction, as well as the exchange of information upon
request.

These exchanges are conducted in accordance with
international agreements such as tax treaties (in par-
ticular Article 26) and the Multilateral Convention on
Mutual Administrative Assistance in Tax Matters.

In particular, exchange of information upon request
(EOIR) operates through a formal procedure whereby
the competent authority of a foreign jurisdiction sub-
mits a specific and justified request to the competent
Mexican authority, demonstrating that the requested
information is foreseeably relevant for the administra-
tion or enforcement of its domestic tax laws, in line
with the standard set forth in Article 26 of the OECD
Model Tax Convention.

Upon receipt of such request, SAT is empowered to
obtain the requested information by exercising its
domestic audit and information-gathering powers,
including those provided under Article 42 of the FFC,
which allow the authority to request information from
taxpayers, financial institutions and third parties.

At the domestic level, the exchange of taxpayer infor-
mation is further supported by Article 69 of the FFC,
which, while establishing the general principle of tax
secrecy, expressly permits the disclosure of such
information when required under international agree-
ments to which Mexico is a party.

The entire process is subject to strict confidential-
ity and use limitations, ensuring that the exchanged
information is used exclusively for tax purposes and
in accordance with the applicable treaty provisions.

7.3 Other Forms of International Tax
Collaboration

Although Mexico does not currently participate in the
OECD’s International Compliance Assurance Pro-
gramme (ICAP), it does participate in other forms of
multilateral tax co-operation.

In particular, tax authorities may conduct simultane-
ous or joint tax audits with other jurisdictions in cases
involving multinational enterprises or cross-border
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transactions. These activities are typically supported
by international legal instruments such as the Multilat-
eral Convention on Mutual Administrative Assistance
in Tax Matters and bilateral tax treaties containing pro-
visions on exchange of information and administrative
co-operation.

Also, as a member of the OECD, Mexico also active-
ly participates in international working groups and
forums on tax administration, exchange of information
and the development of international tax standards.

8. Mutual Agreement Procedures and
Arbitration

8.1 Availability and Legal Basis

Mexico operates a mutual agreement procedure
(MAP) framework under its tax treaties. Therefore,
the national tax administration has issued a specific
administrative procedure for requesting the initiation
of a MAP under a double taxation treaty. This pro-
cedure is described in administrative form 102/CFF,
which is included in Annex 2 of the Miscellaneous Tax
Resolution for 2026.

The procedural requirements and legal basis for the
MAP are provided in both the FFC and the MITL, as
well as in the relevant tax treaties.

8.2 Application Deadlines

The deadline for submitting a MAP request is primarily
determined by the provisions of the relevant double
taxation treaty, which typically follow Article 25 of the
OECD Model Tax Convention and provide a time limit
generally three years from the first notification of the
action that resulted in taxation not in accordance with
the treaty.

This treaty based time limit is expressly recognised
in domestic administrative provisions, particularly in
Rule 2.1.29 of the Miscellaneous Tax Resolution and
the corresponding Form 102/CFF contained in its
Annex 2.

8.3 Mandatory Binding Arbitration

From an international tax perspective, mandatory
arbitration is not generally available in Mexico.
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Mexico has not adopted arbitration clauses as a
standard feature in its double taxation treaties, and
therefore disputes arising under the MAP are typically
resolved through negotiations between competent
authorities, without recourses to binding arbitration
mechanisms.

At a domestic level, however, Mexican law provides
several alternative dispute resolution mechanisms,
which, while not equivalent to arbitration, aim to facili-
tate the resolution of tax controversies and include:

+ Administrative Conclusive Agreements — an ADR
mechanism that allows taxpayers to reach an
agreement with the tax authorities, during a tax
audit, in order to regularise their tax situation
before a final determination is issued.

* The General Law on Alternative Dispute Resolu-
tion Mechanisms (Los Mecanismos Alternativos
de Solucidn de Controversias or MASC) — enacted
in Mexico in 2024, this introduces mechanisms
such as negotiation, mediation and conciliation in
administrative matters.

9. Dispute Prevention

9.1 Advance Pricing Agreements

Under Article 34 of the FFC, tax authorities may issue
binding rulings regarding the methodology used to
determine transfer prices or the amount of considera-
tion in transactions between related parties, provided
that the taxpayer submits the information and docu-
mentation necessary for the authorities to evaluate
the request.

These rulings may be made conditional upon the tax-
payer demonstrating that the transactions covered by
the agreement are conducted at arm’s length, consist-
ent with the prices or margins that would have been
agreed upon by independent parties in comparable
transactions.

Such ruling may have effect:
« in the tax year in which the request is filed;

* in the immediately preceding tax year; and
« for up to three subsequent tax years.
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Following a 2022 tax reform, legal entities operat-
ing under an IMMEX tax incentive programme are no
longer allowed to request or renew advance pricing
agreements (APAs) as a transfer pricing compliance
mechanism. Instead, they must comply with Safe Har-
bour rules, which have become the exclusive compli-
ance framework for maquilas (foreign-owned manu-
facturing plants in Mexico).

9.2 Other Mechanisms

From an international tax perspective, Mexico does not
currently offer formal programmes aimed at obtaining
tax certainty that are comparable to the co-operative
compliance frameworks or enhanced engagement
models implemented in other jurisdictions.

However, at the domestic level, Mexican law provides
certain mechanisms that may contribute to tax cer-
tainty, particularly through the possibility of obtaining
advance rulings from the tax authorities.
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Taxpayers may submit binding consultations to SAT
regarding the interpretation and application of tax pro-
visions to specific factual situations. These rulings are
generally binding on the tax authorities with respect to
the requesting taxpayer, provided that the facts pre-
sented are accurate and complete.

Notably, such rulings are not subject to appeal,
meaning that taxpayers cannot challenge their con-
tent through administrative or judicial means. As a
result, while they may provide a degree of certainty,
they do not constitute a negotiated or co-operative
compliance mechanism, nor do they involve ongoing
engagement between taxpayers and the tax authori-
ties.

Accordingly, Mexico’s approach to tax certainty in
international matters remains primarily rule-based
and transactional, rather than based on continuous
or co-operative relationships between taxpayers and
the tax administration.
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In recent years, Mexico’s international tax landscape
has undergone a significant transformation, driven
by a combination of OECD-led reforms (particularly
the base erosion and profit shifting (BEPS) Project),
increased audit activity by tax authorities, and struc-
tural economic developments such as nearshoring
and supply chain reconfiguration.

These developments have resulted in a more sub-
stance-oriented, enforcement-driven and internation-
ally aligned tax environment, in which traditional tax
planning structures are subject to increasing scrutiny.

The following trends reflect the most relevant develop-
ments currently shaping tax practice in Mexico, par-
ticularly in cross-border scenarios.

Interest Deduction Limitations and Financial
Structuring

One of the most significant developments in Mexican
tax practice has been the strengthening of interest
deduction limitation rules, reflecting Mexico’s align-
ment with BEPS Action 4 (limiting base erosion involv-
ing interest deductions and other financial payments).

As a starting point, interest expenses must comply
with general deductibility requirements under Mexi-
can tax law, which requires that expenses be strictly
indispensable for the taxpayer’s business activity,
duly supported by tax invoices, properly recorded in
the accounting records, and effectively paid through
authorised means.

Earnings-stripping rule

The most relevant provision is contained in Article 28,
section XXXII of the Mexican Income Tax Law (MITL),
which establishes an earnings-stripping rule. Under
this rule, net interest expense is deductible only up
to 30% of the taxpayer’s adjusted taxable profit (tax
EBITDA). Any excess interest is disallowed in the rel-
evant fiscal year but may generally be carried forward
for up to ten fiscal years, subject to certain limitations.

This rule applies broadly to both domestic and cross-
border financing. It represents a shift from transac-
tional analysis to a global limitation approach, as it
considers the taxpayer’s overall financial position
rather than individual transactions.
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Thin capitalisation rule

In parallel, Mexico maintains a thin capitalisation rule
under Article 28, section XXVII of the MITL, which
specifically targets related-party debt. This provision
limits the deductibility of interest when the taxpayer’s
debt-to-equity ratio exceeds 3:1, effectively disallow-
ing interest attributable to excess leverage. This rule is
particularly relevant in multinational group structures
where debt is concentrated in Mexican entities.

Limitations on deductions

Additionally, Article 28, section XXIIl of the MITL intro-
duces limitations on deductions in cases involving: (i)
hybrid mismatch arrangements, where differences in
tax treatment between jurisdictions result in double
non-taxation; and (ii) payments to entities subject to
preferential tax regimes.

Importantly, these rules do not operate in isolation but
rather apply cumulatively, creating a complex frame-
work in which multiple limitations may simultaneously
restrict the deductibility of a single financing arrange-
ment.

Layered limitation framework

From a practical perspective, these rules operate
cumulatively, creating a layered limitation framework.
Taxpayers must therefore analyse interest deductibility
from several angles simultaneously, including:

+ quantitative limitations (EBITDA test);

» structural limitations (thin capitalisation); and

+ anti-avoidance provisions (hybrids and low-tax
jurisdictions).

Mexican tax authorities have increasingly focused on
intra-group financing arrangements, particularly in
audits involving multinational groups. Areas of scru-
tiny include:

+ whether the borrower has the capacity to assume
and service the debt;

* whether the financing structure reflects a genuine
business need; and

» whether the interest rate complies with the arm’s
length principle.
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In many cases, the authorities have challenged financ-
ing arrangements on the basis that they lack econom-
ic substance or business purpose, particularly where
debt appears to be artificially introduced to generate
tax deductions.

As a result, taxpayers have begun to restructure
financing models, moving towards:

« increased use of equity funding;

* more conservative leverage ratios; and

» enhanced documentation to support the commer-
cial rationale of financing transactions.

In practice, this reflects a broader shift towards a sub-
stance-over-form approach, where legal structuring
alone is no longer sufficient to sustain tax benefits.

Real Estate Investment and Nearshoring Dynamics
Mexico has emerged as a key destination for for-
eign direct investment in real estate, largely driven
by nearshoring trends and the strategic relocation of
manufacturing and logistics operations closer to North
American markets.

This shift has resulted in a significant increase in
demand including industrial and logistics infrastruc-
ture, particularly in northern and central regions,
warehousing and distribution facilities; and commer-
cial and hospitality developments linked to industrial
expansion.

From a tax perspective, Mexico offers a relatively
attractive framework for real estate investment, com-
bining structural flexibility with specific tax incentives.

One of the most important features of the Mexican
system is the widespread use of trusts (fideicomisos)
as investment vehicles. Trusts are generally treated
as tax transparent, meaning that income is attributed
directly to the beneficiaries rather than taxed at the
trust level. This allows investors to structure invest-
ments in a flexible manner while maintaining tax effi-
ciency.

In addition, Mexico has developed a sophisticated

market for real estate investment trusts (Fideicomisos
de Infraestructura y Bienes Raices or FIBRAs), which
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are publicly traded vehicles designed to facilitate
investment in income-generating real estate.

FIBRAs offer several tax advantages, including:

« deferral of taxation upon contribution of assets;
- access to capital markets; and
+ a single level of taxation at the investor level.

Recent government initiatives, particularly the “Infra-
structure Investment Plan for Development with Well-
being 2026-2030” programme, have further enhanced
the attractiveness of real estate and infrastructure
investment by introducing tax regimes for certain
types of assets, including construction and infrastruc-
ture investments. The programme also outlines poten-
tial use of specialised funds and structures aimed
at attracting institutional capital, reducing financing
costs, and enhancing transparency standards.

Despite these advantages, real estate investments in
Mexico involve a high degree of complexity due to the
interaction between: (i) federal taxes (income tax and
VAT); and (i) local taxes, including property taxes and
transfer taxes, which vary significantly across states
and municipalities.

VAT treatment can be complex in cases involving
mixed-use properties, where some activities are tax-
able, and others are exempt. This may result in non-
creditable VAT, which can significantly impact project
profitability.

Furthermore, real estate structures must carefully
consider the potential creation of a permanent estab-
lishment (PE), particularly where foreign investors are
involved in active management or development activi-
ties.

Under domestic law, a PE is deemed to exist when
construction, installation, or related activities exceed a
period of 183 days within a 12-month period. Notably,
this threshold is broadened by rules that require the
aggregation of time spent by subcontractors, signifi-
cantly increasing the likelihood of triggering a PE.

Overall, while Mexico presents significant opportuni-
ties for real estate investment, it also requires a highly
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structured and multidisciplinary approach, integrating
tax, legal and operational considerations.

Substance, Materiality and Related-Party
Transactions

A defining feature of the current Mexican tax envi-
ronment is the increasing emphasis on economic
substance and materiality, particularly in relation to
related-party transactions.

General Anti-Avoidance Rule (GAAR)

This approach is anchored in the introduction of the
General Anti-Avoidance Rule (GAAR) under Article 5-A
of the Federal Fiscal Code (FFC), which allows tax
authorities to disregard or recharacterise transactions
that lack a valid business purpose and generate a tax
benefit.

Transfer pricing rules

In addition, transfer pricing rules under Articles 179
and 180 of the MITL require that transactions between
related parties be conducted in accordance with the
arm’s length principle, consistent with OECD stand-
ards.

Scrutiny of intercompany transactions

In practice, Mexican tax authorities have significantly
increased their scrutiny of intercompany transactions,
particularly those involving:

« place of effective management (POEM) and admin-
istrative services, where the benefit to the recipient
is often questioned;

* royalties and licensing arrangements, especially
in cases involving intangible assets with unclear
ownership or value creation; and

- financial transactions, including loans and guaran-
tees.

A key aspect is the concept of materiality, which
requires taxpayers to demonstrate that transactions
have a real economic impact and are not merely for-
mal arrangements designed to achieve tax benefits.

This has led to a more substance-driven analysis,
where tax authorities evaluate:
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» whether the transaction would have been entered
into by independent parties;

» whether it generates a measurable economic ben-
efit; and

» whether it aligns with the functions, assets and
risks (FAR analysis) of the entities involved.

This approach is closely aligned with OECD trans-
fer pricing guidelines, particularly the emphasis on
value creation and DEMPE functions (development,
enhancement, maintenance, protection and exploita-
tion) in relation to intangible assets.

In cross-border contexts, this has resulted in increased
challenges to structures involving:

* low-substance entities in foreign jurisdictions;
* back-to-back arrangements; and
* centralised service or IP holding structures.

As a result, taxpayers are increasingly required to
maintain adequate documentation and functional
analyses, and to ensure that their structures reflect
genuine economic activity.

Evolving Interpretation of “Business Activities”
Another important development in Mexican tax prac-
tice is the evolving interpretation of “business activi-
ties”, which plays a central role in determining the tax
treatment of cross-border income.

Under Articles 14 and 16 of the FFC, business activi-
ties are broadly defined to include commercial, indus-
trial, financial and service activities, among others.
This broad definition has allowed tax authorities to
adopt an increasingly expansive interpretation of what
constitutes business activity.

This concept is particularly relevant in the context of:

+ the determination of business profits under tax
treaties;

+ the identification of a PE; and

« the classification of income as active or passive.

In recent years, Mexican tax authorities have adopted
a more substance-oriented approach, focusing on
the actual conduct of the taxpayer rather than formal
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legal structures. This has led to the recharacterisation
of passive income as business income, particularly
where the taxpayer is actively involved in generating
such income; a broader interpretation of dependent
agent permanent establishments, particularly where
local agents play a key role in contract negotiation
or conclusion; and increased scrutiny of digital and
remote business models, where economic presence
may exist without a traditional physical footprint.

In practice, this is consistent with broader internation-
al developments, including the OECD’s work on the
digital economy and nexus rules, although Mexico has
not fully implemented all aspects of these initiatives.
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In practice, foreign investors must carefully assess:

« their level of activity in Mexico;

« the role of local personnel or intermediaries; and

* the risk of being deemed to carry out business
activities in Mexico, thereby triggering tax liability.

Failure to properly assess these factors may result in
the unexpected recognition of a taxable presence (PE)
and the recharacterisation of income, with significant
tax implications.
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