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Mexico’s Undertaxed Payment Rule and Its Interplay With FDII, 
GILTI, and Subpart F

by Eduardo Brandt and Susana Jimena Avalos

Mexico has closely followed the OECD’s base 
erosion and profit-shifting action plan and has 
already adopted many of the recommendations 
stemming from the plan. As part of the country’s 
2014 tax reform and consistent with BEPS action 2, 
Mexico adopted legislation to deny deductions for 
payments that resulted in hybrid mismatch 
arrangements. Mexico adopted these rules even 

before the OECD issued its final action 2 report,1 
and as part of its effort to further update its hybrid 
payment rules, the country included a new set of 
rules in its 2020 tax reform.

While BEPS action 2 seeks to curtail taxpayers’ 
ability to exploit different tax characterizations to 
create opportunities for a mismatch, Mexico’s 
undertaxed payment rule (UTPR) goes further 
and attempts to act as a backstop for base erosion 
in the form of intragroup deductible payments to 
low-tax jurisdictions. The legislative history of the 
UTPR states that its design is consistent with BEPS 
action 2, but in reality the policy concerns 
addressed by the UTPR are more akin to the 
policy concerns that drive the UTPR in the global 
anti-base-erosion (GLOBE) proposal that is part of 
the OECD’s pillar 2 framework — that is, ensuring 
that profits are taxed at a minimum effective rate 
and curtailing taxpayers’ ability to erode a 
jurisdiction’s tax base using intragroup deductible 
payments.

The UTPR in the GLOBE proposal would 
require jurisdictions to adopt a domestic law 
mechanism (either a limitation or denial of a 
deduction) to ensure that the portion of the top-up 
tax — that is, the excess of the effective tax rate 
(ETR) in a jurisdiction over a minimum accepted 
ETR — allocated to that specific taxpayer is taxed. 
Mexico’s UTPR differs because it uses a 
transaction-by-transaction analysis and takes an 
all-or-nothing approach to deny the full deduction 
for an intragroup payment if it is not subject to a 
minimum ETR (75 percent of the tax that would 
have been imposed in Mexico), while the UTPR in 
the GLOBE proposal uses formulaic allocation 
keys to attribute a portion of the top-up tax of a 
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In this article, the authors examine Mexico’s 
undertaxed payment rule — an effort to meet 
and surpass the requirements of the OECD’s 
action 2 report — and identify the main issues 
and obstacles that taxpayers will face when 
determining whether the rule applies and 
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1
OECD, “Neutralising the Effects of Hybrid Mismatch 

Arrangements, Action 2 — 2015 Final Report” (2015) (hereinafter, “action 
2 report”).
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low-tax constituent entity to a specific taxpayer. 
However, both rules attempt to prevent base 
erosion through intragroup deductible payments.

Further, although Mexico’s UTPR is not 
limited to hybrid mismatch arrangements, the 
rule adopts several of the BEPS action 2 
recommendations, including the concept of 
structured arrangements, an imported mismatch 
payment rule, and exclusions from exceptions 
based on hybrid mismatch arrangements and 
hybrid branch mismatch arrangements. Mexico’s 
UTPR also includes several elements that are not 
part of the OECD’s recommendations in action 2 
or the GLOBE proposal, such as an active trade or 
business exception that excludes the denial of the 
deduction of payments that are made in 
connection with an active trade or business.

This article highlights the mechanics of 
Mexico’s UTPR and identifies the main issues that 
taxpayers face in determining whether a payment 
should be deductible, which is quite a challenge 
because of the lack of guidance from the Mexican 
tax authorities and because the rules cannot be 
traced to a single specific origin.

UTPR Overview

Rationale and Application

Mexico’s UTPR, which is contained in article 
28(XXIII) of the Mexican Income Tax Law (Ley de 
Impuesto Sobre la Renta, or MITL), provides a 
series of tests and exceptions to determine the 
nondeductibility of payments made by Mexican 
resident companies to foreign affiliates.

At first glance, the UTPR disallows the 
deduction of payments made:

• to related parties if they are subject to a 
preferential tax regime (PTR);

• to unrelated parties that are part of a 
structured arrangement, whenever the 
recipient of the amount in question is subject 
to a PTR; or

• to a related party (or a third party in the 
context of a structured arrangement) when 
that party is not subject to a PTR but uses the 
proceeds advanced to carry out tax-
deductible payments to another group 
member (or to a third party under a 
structured arrangement) and that party’s 
income is subject to a PTR.

Thus, a Mexican taxpayer must determine 
whether a payment made to a foreign payee is 
subject to a PTR whenever the payment is made to 
a foreign affiliate or in the context of a structured 
arrangement. The policy behind the rule appears 
to be a desire to tackle payments that are intended 
to cause base erosion, either because they involve 
a related-party payment or a structured 
arrangement.

Article 28(XXIII) of the MITL provides that a 
structured arrangement is any arrangement that a 
taxpayer or any of its related parties enters into for 
which the consideration is based on payments 
made to a PTR that benefit the taxpayer or its 
related parties or whenever, considering all the 
facts and circumstances, it can be concluded that 
the parties entered into the arrangement to take 
advantage of a payment to a PTR.

The concept of a structured arrangement 
under Mexican law stems from the OECD’s BEPS 
action 2 report. The policy rationale behind the 
structured arrangements rule seems to be to 
ensure that the transactions are subject to the 
hybrid rules because even though they are not 
entered into by related parties, it is clear from the 
facts and circumstances that both parties in the 
arrangement were aware of the hybrid mismatch 
they were creating. The BEPS action 2 report 
defines a structured arrangement as “any 
arrangement where (1) a hybrid mismatch is 
priced into the terms of the arrangement or (2) the 
facts and circumstances (including the terms) of 
the arrangement indicate that it has been 
designed to produce a hybrid mismatch.”

Notably, the definition of a structured 
arrangement under Mexican domestic law 
requires that the terms and conditions of the 
arrangement (including the price) are based on 
the tax rate disparity created by a PTR while, in 
contrast, the action 2 report requires the terms of 
the arrangement to be based on a hybrid 
mismatch.

Like the BEPS action 2 report, article 28(XXIII) 
aims to provide an objective test to assess whether 
an arrangement has been designed to benefit a 
taxpayer through base erosion. Since Mexico’s 
UTPR intends to ensure that the recipient’s profits 
are taxed at a minimum effective tax, it is not 
necessarily limited to hybrid mismatch 
arrangements. Instead of a hybrid arrangement 
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being priced into the terms of the arrangement, 
the UTPR focuses on the benefit of having 
payments made to a PTR priced into the 
arrangement.

For instance, consider Example 10.1 in the 
BEPS action 2 final report, in which a hybrid loan 
— an instrument that is debt from the borrower’s 
perspective and equity from the lender’s 
perspective — between ACo and BCo was 
considered a structured arrangement because the 
interest paid by BCo to ACo was computed by 
multiplying the market rate and the result of 1 
minus 30 percent (assuming a 30 percent 
corporate tax rate). Under the OECD BEPS action 
2 report, the arrangement is considered a 
structured arrangement because the tax benefit 
(that is, exemption for dividends in ACo’s 
jurisdiction) is factored in as a reduction 
equivalent to the applicable corporate tax rate on 
what would otherwise be a market interest rate 
for the loan. The rationale is that ACo was aware 
of the existence of the hybrid mismatch, which is 
evident from its decision to charge less than the 
market interest rate because its jurisdiction would 
characterize any interest payments as exempt 
dividends. Under Mexico’s UTPR, the transaction 
would arguably be considered a structured 
arrangement if ACo decided to reduce the interest 
rate because it was subject to a lower corporate 
rate on any interest payments.

Further, Mexican tax law recognizes that 
arrangements can be affected by several factors 
and the parties could cooperate so that a 
transaction appears not to qualify as a structured 
arrangement and might escape applicable 
correction mechanisms. Therefore, article 
28(XXIII) of the MITL also incorporates the facts 
and circumstances test for structured 
arrangements under BEPS action 2 to verify the 
taxpayer’s purpose to benefit from such an 
arrangement. Note that, in contrast with BEPS 
action 2 recommendations, the MITL, its 
regulations, and the associated administrative 
guidance do not set out a list of factors to instruct 
taxpayers on the type of activities that may fall 
within the scope of a facts and circumstances 
analysis. However, this approach may be 
intentional because any such list would not be 
exhaustive nor exclusive. Perhaps, the best source 
of guidance regarding the application of facts and 

circumstances analysis would be the examples in 
the BEPS action 2 final report.

It is worth reiterating that Mexico’s UTPR may 
apply even when payments are not subject to a 
PTR in the recipient’s hands. The rule also 
encompasses the use of proceeds by the direct or 
indirect recipient for tax-deductible payments to a 
group member or under a structured 
arrangement if its income is considered to be 
subject to a PTR. This rule traces its roots to the 
BEPS action 2 report’s recommendations in 
connection with imported mismatch rules. Under 
BEPS action 2, the goal is to deny a deduction for 
a payment made to a payee that is not subject to 
the hybrid mismatch rules when the payee sets off 
that payment against a hybrid deduction in its 
jurisdiction (that is, an imported mismatch). 
Without an imported mismatch rule, taxpayers 
would be able to create mismatches by taking 
advantage of hybridity within several 
transactions in other jurisdictions. For example, if 
a jurisdiction lacked an imported mismatch rule, 
a payment that is not subject to the hybrid 
mismatch rules could nonetheless create a 
mismatch if the recipient of the first payment 
makes a deductible payment to another 
jurisdiction that results in a hybrid mismatch.

According to the OECD in the action 2 report, 
three basic elements must converge to create an 
imported mismatch:

(i) a deductible payment by a taxpayer 
with a corresponding inclusion under the 
laws of the recipient (the imported 
mismatch payment);

(ii) a deductible payment by a person not 
subject to hybrid mismatch rules, which 
directly gives rise to a hybrid mismatch (a 
direct hybrid deduction); and

(iii) a link between (i) and (ii) such that the 
imported mismatch payments have been 
set off — directly or indirectly — by the 
direct hybrid deduction.

Consistent with the OECD’s imported 
mismatch rule recommendations, article 28(XXIII) 
of the MITL disallows the deduction of payments 
made by Mexican entities when they are used, 
directly or indirectly, by the recipient to make 
deductible payments to other members of the 
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same group or through a structured arrangement. 
Since the UTPR is not limited solely to hybrid 
mismatch arrangements, the income of the 
ultimate recipient of the deductible payments 
must be subject to a PTR.

Moreover, article 28(XXIII) introduces tracing 
criteria to link the payment and the subsequent 
deductible payment to a PTR. The denial for the 
deduction of payments subject to Mexico’s UTPR 
will remain regardless of the order in which the 
taxpayer or recipient makes their payments. The 
provision also includes a legal presumption that 
traces a payment made by a Mexican taxpayer 
with a subsequent deductible payment to a PTR 
when the recipient makes deductible payments to 
another group member (or through a structured 
arrangement) equal to or greater than 20 percent 
of the payment made by the Mexican taxpayer.

Definition of Preferential Tax Regime

In connection with the rules discussed above, 
income subject to a PTR is income that is either not 
subject to tax in a foreign jurisdiction or is subject 
to an ETR that is less than 75 percent of the ETR 
that would have been levied in Mexico (generally, 
that is an ETR of less than 22.5 percent) whether 
because of a law, administrative provision, 
regulation, authorization, tax refund, tax credit, 
or any other mechanism.

Provisions regarding PTRs are not outlined in 
article 28(XXIII) of the MITL but rather in article 
176, which contains Mexico’s anti-deferral regime 
or controlled foreign corporation rules. Although 
article 176 of the MITL would, in principle, only 
apply to outbound investments by Mexican 
residents with effective control, the provision 
defines a PTR for purposes of Mexico’s anti-
deferral regime and for other provisions within 
the statute. Therefore, all references to PTRs — 
including references in article 28(XXIII) — in the 
MITL should be interpreted using article 176 as a 
guiding principle.

Article 176 of the MITL delineates the 
procedures to determine:

(i) the income taxes levied that should be 
considered for purposes of the 75 percent 
threshold test and the process for 
determining when a foreign entity is 
subject to a PTR;

(ii) the attribution of items of income that 
may be subject to the PTR analysis for 
purposes of test (i); and

(iii) the method to compare tax rates to 
compute the 75 percent threshold test.

It should be noted that in the context of the 
Mexican UTPR, when comparing ETRs for 
purposes of the 75 percent threshold, any 
examination under the purview of PTR analysis 
must be conducted transaction by transaction and 
not by calendar year. Mexico’s CFC regime requires 
Mexican shareholders to determine whether any 
CFC in which they participate is subject to a PTR by 
considering all items of income and deduction 
during the calendar year. Conversely, article 176 of 
the MITL provides that when determining whether 
an entity is subject to a PTR for any purpose other 
than the CFC rules, the computation must be done 
transaction by transaction.

When computing the income tax that the 
recipient of the item of income would owe in 
Mexico, only the Mexican corporate tax rate of 30 
percent should be considered; thus, the 
computation of the ETR in Mexico should not 
include the additional 10 percent withholding tax 
levied on dividends or profit distributions. Also, 
all income taxes paid by the nonresident recipient 
on an item of income should be considered, 
regardless of the jurisdiction imposing such tax — 
thus, both residence and source taxes should be 
considered whether they are imposed at the 
federal, state, or local level.

That said, the test excludes taxes that are 
subject to a foreign tax credit to ensure that any 
foreign taxes paid outside the country of 
residence are not double counted once the 
residence tax liability is considered.

Generally, to determine whether a foreign 
affiliate is subject to a PTR because it is taxed at a 
rate lower than the 75 percent of the tax that 
would be levied in Mexico, taxpayers must 
consider ETRs rather than statutory rates. Article 
176 of the MITL is unusual because it allows 
taxpayers to compare statutory rates between 
jurisdictions. However, this alternative is 
conditioned on:

(i) all items of income being taxed in the 
foreign jurisdiction (except for same-
country dividends);
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(ii) all deductions being paid and also 
being included and deducted in 
accordance with the same terms that apply 
under Mexican laws;

(iii) the foreign residence jurisdiction not 
granting any credit or tax benefit that 
reduces either the taxable income or the 
amount of taxes due that would not be 
available under Mexican laws;

(iv) the applicable jurisdiction having a tax 
information exchange agreement with 
Mexico; and

(v) the foreign entity being tested not 
being subject to different statutory rates.

Since the statutory rate test is conditioned on 
the foreign jurisdiction having a tax regime 
similar to Mexico’s, this alternative may not be 
available in most instances.

Article 176 of the MITL provides that Mexico’s 
CFC regime does not apply in the context of 
foreign fiscally transparent entities or vehicles.2 
Instead, any items of income that are derived by a 
foreign fiscally transparent entity or arrangement 
should be attributed to and treated as derived by 
its members for purposes of performing the test. 
Thus, the PTR test would need to be performed at 
the level of the resident member considering all 
items of income derived through such transparent 
entities or arrangements regardless of whether 
the laws in the jurisdiction of residence of the 
member treat such entity as transparent. Further, 
if the intermediate fiscally transparent vehicle (or 
series thereof) was subject to income tax, that tax 
must be considered when computing the 75 
percent threshold for the foreign-resident 
member.

Since article 28(XXIII) of the MITL does not 
define the concept of PTR, taxpayers must 
consider the provisions under Mexico’s CFC 
regime as guiding principles. To be consistent 
with article 176 of the MITL and the principles 
used to test income derived through fiscally 
transparent vehicles for PTR status, it seems that 

the better view for payments made to a fiscally 
transparent vehicle would be to apply the UTPR 
and the PTR tests at the level of the member as if 
the member derived the item of income directly. 
However, as will be mentioned in the following 
subsection, this mandate seems to contradict 
some of the exclusions under the UTPR.

Exceptions and Exclusions: Business Activity

Even if, based on the discussion this far, it 
seems likely that the Mexican resident company 
will be denied a deduction, taxpayers may escape 
the application of article 28(XXIII) altogether 
whenever the payments made to recipients 
subject to a PTR are made in connection with an 
active trade or business or an entrepreneurial 
activity, as defined for Mexican tax purposes. 
While there are other exceptions to the UTPR, 
which are discussed later, this may be the most 
fundamental. Unfortunately, the meaning and 
scope of the active trade or business exception 
itself is unclear, and the application of important 
exclusions from the exceptions is complex.

Defining an Active Business
Mexico’s UTPR contains a carveout for any 

payments made to a foreign affiliate in connection 
with an active trade or business, but it only 
applies if the affiliate can prove that it has the 
necessary personnel and assets to carry on such 
activity and that it is incorporated and has its 
place of effective management in a jurisdiction 
that has a TIEA with Mexico. The policy behind 
this exception seems to be to avoid disallowing 
the deductibility of payments that are made in 
connection with a bona fide business, as taxpayers 
may have reasons other than base erosion to make 
such payment.

While the exception seems to be tailored to 
payments made in connection with an active 
business, the statute uses the term 
“entrepreneurial activities” as a benchmark for 
the exclusion — a term that does not necessarily 
encompass all active businesses. Traditionally, the 
Mexican tax authorities have used the term 
“entrepreneurial activities” to define “business 
profits” under treaties. This raises a question: 
Should the exception only apply to payments 
made in connection with activities that fall within 
the restrictive interpretation of entrepreneurial 

2
When Mexican residents participate solely through foreign fiscally 

transparent entities or arrangements, Mexico’s CFC do not apply. 
Instead, article 4-B of the MITL requires the Mexican taxpayers to 
recognize items of income derived through those vehicles.
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activities under domestic law or should the 
exception be read in the context of “business 
profits” and encompass all items of income 
derived from carrying on an enterprise?

Unfortunately, Mexico’s tax authorities have 
historically taken the view that “business profits” 
under tax treaties must, based on article 3(2) of 
most of Mexico’s tax treaties, be defined according 
to the source state’s law. This position has 
contributed to Mexico interpreting the term 
narrowly in an attempt to characterize items of 
income under the “other income” articles, which 
generally preserve source taxation in most of the 
treaties entered into by Mexico. Thus, Mexico’s 
view has been that “business profits” should only 
encompass income from entrepreneurial activities 
under domestic law.

Article 175 of the MITL provides that for 
income tax purposes, the definition of 
entrepreneurial activities excludes any income 
treated as Mexican-source income under 
domestic law. This broad exclusion led the 
Mexican tax authority to take the view that any 
item of Mexican-source income that was taxed 
under domestic law could not be characterized as 
business profits for tax treaty purposes. This had 
unintended results from a treaty policy 
perspective because domestic law treats as 
Mexican-source income some types of income 
that generally would not fall under a specific 
treaty article and thus would be under the 
purview of article 7.

Given these unintended results, the tax 
authority issued administrative guidance to 
clarify that article 175 of the MITL should only 
apply in the context of domestic law (not treaties) 
and the term “business profits” should be 
interpreted in accordance with the domestic law 
definition of entrepreneurial activities.3 While this 
clarification avoided overriding article 7 of 
Mexico’s tax treaties, it is far from consistent with 
the broad meaning that the OECD’s commentary 
suggests should be given to business profits. The 
term “entrepreneurial activities” is defined by 
reference to activities having a commercial nature 
under the Federal Commercial Code (Código de 
Comercio, or FCC). The FCC is a relatively old 

body of law and may not encompass all types of 
active income that an enterprise can receive; 
several transactions that would be considered 
income from the carrying on of an enterprise are 
not considered entrepreneurial activities under 
Mexico’s domestic law.

Given the lack of guidance directing that the 
UTPR exception should be read in the context of 
treaty definitions of business profits and Mexico’s 
historic interpretation of business profits, it is 
very hard to support a broader interpretation. 
Therefore, the exception to Mexico’s UTPR may be 
limited to the restrictive realm of entrepreneurial 
activities. In practice, this definition also has 
unintended results: Payments made in connection 
with a bona fide active business may not qualify 
for the exception because they are not considered 
entrepreneurial activities.

Article 75 of the FCC provides a list of 
activities considered to be acts of trade or 
commerce. The FCC list does not pretend to be 
exhaustive or exclusive, and it notes that acts that 
have a nature analogous to those expressly stated 
will also be considered commercial acts. 
Although the list contains some restrictive 
examples, such as sales contracts for specific 
assets or acts carried out by companies operating 
in a precise economic sector, there are examples 
that seem to encompass a wide variety of other 
acts. However, some items of income or activities 
still may present complications, such as income 
from rental properties or digital services. Because 
the FCC has not been amended with the times, 
income from the latter, along with other types of 
new ventures and markets, may not qualify as 
income from entrepreneurial activities despite 
seeming to derive or emanate from a trade or 
business (that is, technical assistance or other 
services covered under the Federal Civil Code). 
Additional confusion may be attributed to the fact 
that passive income has sometimes been 
considered the direct opposite of income derived 
from an entrepreneurial activity. In other contexts, 
administrative guidance has labeled interest, 
rental income, and capital gains as passive income 
and as a direct exclusion from business or 
entrepreneurial activities of a taxpayer. However, 
that guidance may not be applicable to all cases 
and for other provisions.

Faced with the practical challenge of defining 
the acts of commerce clearly, officials usually 

3
See Rule 2.1.36 of the Tax Miscellaneous Resolution (Resolución 

Miscelánea Fiscal) and Criteria 66/ISR/N.
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appeal to their characteristics — such as the profit 
purpose, the intermediation in exchange, and the 
volume of acts carried out — despite that not 
being a clear-cut solution in some cases.

Exclusions
Notably, article 28(XXIII) of the MITL also 

provides exclusions to the active trade or business 
exception. Even if the recipient of the payment is 
subject to a PTR and performs an active trade or 
business, the exception should not apply if the 
payment is considered income subject to PTR 
because of the use of a hybrid mechanism (hybrid 
mismatch exclusion). For purposes of this 
provision, a hybrid mechanism is an entity, 
vehicle, figure, item of income, or payment that is 
given a different tax treatment in Mexico than in 
the relevant jurisdiction of the payee, and this 
difference results in a deduction in Mexico 
without a corresponding inclusion of income 
abroad, whether in its entirety or in part.

The hybrid mismatch exclusion may be 
among the parts of the UTPR that are most like 
BEPS action 2. Generally, the UTPR doesn’t apply 
whenever it can be sustained that the payment is 
made in connection with a bona fide business 
carried on by an affiliate abroad. However, the 
exclusion should not be available if the affiliate’s 
jurisdiction and Mexico have different views 
regarding the characterization of an item of 
income, an entity, or the ownership of assets or 
income and the different characterization results 
in a deduction in Mexico when there is also a 
non-inclusion or exemption in the affiliate’s 
jurisdiction.

Further, the active trade or business exception 
should not apply whenever the payment is:

(A) attributable to a permanent 
establishment or branch of either:

(1) a member of the same group; or

(2) a third party under a structured 
arrangement; and

(B) such payment is not taxed in the 
jurisdiction of the recipient, the PE, or 
branch (PE/branch exclusion).

The PE/branch exclusion is also consistent 
with BEPS action 2 because it involves a branch 
mismatch arrangement in which income is 

generally not taxed — that is, the recipient’s 
jurisdiction considers the item of income 
attributable to a PE in a third country, but the 
third country does not tax the item of income 
because it either does not recognize the existence 
of the PE in its jurisdiction or does not attribute 
the income to the PE. Absent the PE/branch 
exclusion, taxpayers would be able to claim a 
deduction in Mexico without a corresponding 
income inclusion in the jurisdiction of the 
recipient or in the jurisdiction of the PE or branch.

Therefore, to summarize the interaction of 
these rules thus far, even when the UTPR would 
typically apply, taxpayers may still deduct 
payments made to the extent that the active trade 
or business exception applies. However, if the 
payment constitutes a hybrid mismatch or the PE/
branch exclusion applies, then the deduction will 
still be disallowed regardless of whether the 
recipient is engaged in an active trade or business.

Generally, neither the hybrid mismatch 
exclusion nor the PE/branch exclusion applies to 
payments made to a shareholder or member 
when the recipient’s residence jurisdiction 
considers the items of income to be nonexistent or 
not subject to tax because the taxpayers are 
considered fiscally transparent. The payment will 
not be subject to either exclusion if the 
shareholder or member receiving the payment in 
question includes it as an item of taxable income 
— including as a result of treating the payer as 
fiscally transparent — in proportion to its 
shareholding or stake and provided the income 
that is derived by the member through the 
Mexican payer is not subject to a PTR. Notably, if 
the aggregate amount of the payments made to 
shareholders or members exceeds the aggregate 
amount of the income included as taxable income 
by such shareholders or members, the excess will 
not be deductible for the Mexican resident 
company.

4

The most common fact pattern for this 
exception to the hybrid mismatch exclusion 
involves a U.S. shareholder receiving a deductible 
payment from a Mexican entity that is treated as a 

4
Under Rule 3.3.1.30 of the Tax Miscellaneous Resolution, this 

carveout to the hybrid mismatch exclusion and PE/branch exclusion also 
applies in the context of timing mismatches created by different 
inclusion rules in the jurisdiction of the payer and the member’s 
jurisdiction.
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disregarded entity for U.S. federal income tax 
purposes. Since the United States treats the 
Mexican entity as disregarded for federal income 
tax purposes, any transactions between the 
Mexican entity and its member would also be 
disregarded. Thus, the transaction would qualify 
as a hybrid mismatch since Mexico and the United 
States characterize the existence of the payment 
differently — that is, Mexico sees a payment to the 
U.S. shareholder while the United States 
disregards the existence of the payment — 
resulting in a deduction in Mexico without a 
corresponding inclusion in the United States. 
Assuming the U.S. shareholder would be entitled 
to claim the benefit of the active trade or business 
exception otherwise, the hybrid mismatch 
exclusion would — absent this exception to the 
exclusion — disallow the active trade or business 
rule. Notably, for this exception to apply, the 
taxpayers must prove that the items of income 
earned by the Mexican payer that are recognized 
by the U.S. shareholder may not be considered 
subject to a PTR, which may not always be the 
case given the U.S. corporate tax rate.

Finally, article 28(XXIII) provides for an 
exclusion in connection with payments taxed at 
the parent level under Mexico’s CFC regime or 
under article 4-B of the MITL, which outlines 
provisions mandating that Mexican taxpayers 
include income derived through foreign fiscally 
transparent vehicles whether in the form of 
entities or arrangements. The exclusion also 
applies to foreign regimes that are substantially 
similar to Mexico’s CFC regime or article 4-B of 
the MITL, and this will be elaborated upon by 
future guidance to be issued by the tax authority.

Notably, the exceptions under article 28(XXIII) 
of the MITL regarding foreign regimes that are 
substantially similar to Mexico’s CFC regime or 
article 4-B of the MITL only require an income 
inclusion, regardless of the ETR to which the 
income is subject.

Further, the exclusion concerning foreign 
regimes that are substantially similar to article 4-B 
of the MITL seems to contradict the mandate 
under article 176 of the MITL to test the member 
and not a fiscally transparent vehicle for PTR 
status.

While article 176 of the MITL provides that 
PTR status for income derived by fiscally 

transparent vehicles should be tested at the level 
of its members, article 28(XXIII) of the MITL 
provides that any item of income that is paid to a 
fiscally transparent vehicle and included by the 
member should not fall under the purview of the 
UTPR. We expect future guidance to clarify the 
interaction of these rules.

Transaction-by-Transaction Approach

The MITL provides that the determination of 
whether a payment is made to a PTR must be 
performed transaction by transaction. Despite 
intending to ensure that taxpayers only consider 
the payment received by the foreign affiliate 
rather than all items of income during the 
affiliate’s tax year, the application of the 
transaction-by-transaction standard remains 
unclear.

When determining whether a CFC is subject 
to a PTR, the MITL dictates that the ETR analysis 
must take into account taxes actually paid 
through the application of a legal or 
administrative provision, authorization, rebate, 
or any other procedure during the calendar year. 
The policy goal behind this test seems to be to 
ensure that regimes that result in a lower ETR are 
subject to the CFC regime — regardless of how 
that ETR is achieved. This requires an analysis of 
all the facts and circumstances taking place 
during the tax year to determine whether the CFC 
is subject to a low ETR. However, in the context of 
the UTPR, the MITL clearly states that the analysis 
must be done transaction by transaction, 
considering the payment received. What is not so 
clear is how far to take this transaction-by-
transaction approach, and whether taxpayers 
need to perform a conceptual analysis regarding 
how the item of income would be taxed if it was 
the only item received or whether other items, 
such as deductions, that will be taken into account 
for purposes of the tax return must be considered 
in the conceptual analysis.

Although one can analyze how the payment 
received would be taxed in the foreign affiliate’s 
jurisdiction if it was the only the item of income 
received during the tax year, it is unclear how 
deductions would be taken into account — 
whether they should be considered for purposes 
of the analysis, whether deductions that are 
attributable to the item of income should be 
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considered (without clarity as to how to attribute 
such deductions), or whether only deductions 
that reduce the item of income directly must be 
taken into account.

The lack of guidance on this particular issue is 
exacerbated when dealing with U.S. 
counterparties. The U.S. corporate tax rate is close 
to the 22.5 percent threshold (that is, 75 percent of 
Mexico’s 30 percent corporate tax rate). In some 
situations, when state and local income taxes are 
considered, it would seem unlikely that a 
payment received by a U.S. affiliate could be 
considered subject to a PTR. However, the matter 
is not so clear when the foreign derived intangible 
income deduction under section 250 of the IRC 
applies.

At a very high level, a U.S. corporation is 
allowed a deduction in a given tax year equal to 
37.5 percent of its FDII for that tax year. To 
determine the FDII for a particular year, a 
corporation must compute its deemed intangible 
income by taking its deduction eligible income 
(DEI) and subtracting a deemed tangible income 
return (DTIR). Generally, the corporation’s DEI is 
computed considering items of gross income 
(excluding subpart F, global intangible low-taxed 
income, and other types of income) minus 
deductions allocable to that income, and a 
corporation’s DTIR is calculated by considering a 
fictional 10 percent return on the tax basis of the 
corporation’s qualified business asset investment. 
Once the corporation has computed its deemed 
intangible income for the tax year, it should 
determine the portion of that amount that is 
considered foreign-source income by multiplying 
it by the ratio of the foreign-derived DEI to the 
total DEI. The foreign-derived DEI generally 
includes any DEI for that taxpayer that is derived 
in connection with both property sold to a non-
U.S. person or for foreign use and also services 
provided to a non-U.S. person or that relate to 
property outside the United States.

Ultimately, a corporation’s FDII for a tax year 
should resemble the corporation’s net income that 
is in excess of a fictional return on the 
corporation’s tangible property that is considered 
foreign source. The FDII deduction would reduce 
all types of taxable income at the corporation’s 
level — not just the foreign-source payment 
received directly from the Mexican affiliate.

A corporation’s ability to reduce taxable 
income through the FDII deduction is 
conditioned on the existence of taxable income 
without regard to the FDII and GILTI deductions 
because if the U.S. corporation does not have 
enough taxable income (without regard to the 
FDII and GILTI deductions), both deductions 
need to be scaled back. In the case of FDII, the 
deduction should be reduced by an amount equal 
to the excess of the FDII and GILTI deductions 
(that is, the sum of FDII and GILTI minus the 
taxable income) over the corporation’s taxable 
income (without regard to the FDII and GILTI 
deductions) times the ratio that the FDII bears to 
the total FDII and GILTI deductions.

Non-U.S. advisers often have the 
misconception that the FDII regime is a 
preferential rate on some types of intangible 
income; however, the reality is that the FDII is a 
benefit that can reduce all types of income when 
the foreign-source income exceeds a fictional 10 
percent return. For example, if a Mexican affiliate 
made royalty payments to a U.S. corporation, the 
royalty payment would generally be subject to the 
21 percent U.S. corporate tax rate, plus any state 
and local taxes that may apply. However, the 
royalty payment may be taken into account for 
purposes of determining the U.S. corporation’s 
FDII for that particular year because it would 
generally be considered in the U.S. corporation’s 
DEI and thus, after the FDII calculation takes 
place, would indirectly trigger a 37.5 percent 
deduction on all of the corporation’s U.S. taxable 
income.

While the FDII regime reduces a U.S. 
corporation’s ETR and arguably should be under 
the purview of the base erosion policy concerns 
that motivated Mexico’s UTPR, the interaction of 
the rule with the FDII regime is unclear. As noted, 
Mexico’s UTPR lacks guidance regarding how to 
apply the transaction-by-transaction approach to 
deductions and other concepts that are 
considered in the return. Even if the better view 
would be to take into account deductible expenses 
for purposes of the PTR analysis, this approach is 
very difficult to administer in the context of FDII.

The FDII deduction reduces all items of a U.S. 
corporation’s income in the tax year; thus, the FDII 
deduction cannot be specifically linked to a 
reduction of the payment being tested. Rather, the 
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payment that the U.S. affiliate receives from the 
Mexican counterparty would generally be subject 
to U.S. taxation at the full corporate tax rate. 
However, if specific conditions are met, the U.S. 
affiliate may be entitled to a deduction for 37.5 
percent of the FDII for the tax year, which would 
indirectly reduce the taxation of the payment 
being tested in some way.

Notably, while a payment from a Mexican 
affiliate may be treated as DEI and could increase 
the FDII deduction for a tax year, it is hard to 
argue that there is a direct correlation between the 
specific payment and the amount of the FDII 
deduction because the amount of the payment 
would get reduced in some way, given the 
existence of DTIR, expense allocation to the DEI, 
or the foreign-source ratio.

Even if taxpayers take a practical approach 
and consider the FDII deduction in proportion to 
the ratio that the item of income tested bears to all 
items of income, the approach would still be 
faulted because it would clearly deviate from the 
transaction-by-transaction approach. In that case, 
taxpayers would need to wait until the U.S. tax 
return is filed and consider all items of income for 
the tax year. Although FDII reduces the taxation 
of the payment indirectly, considering the FDII 
deduction for the tax year would be no different 
from considering depreciation deductions at the 
level of the entity; thus, it would seem that taking 
the regime into account would deviate from the 
mandate of taking a transaction-by-transaction 
approach.

Unlike other preferential regimes, such as 
patent boxes, FDII is not a reduction in tax rates 
that can be clearly traced to an item of income. The 
UTPR seems to assume that most preferential 
regimes that result in a lower ETR clearly identify 
a preferential treatment for a specific item of 
income. In the case of FDII, while a portion of the 
item of income being tested (to the extent it 
exceeds the 10 percent deemed return on tangible 
assets) may be considered when computing the 
U.S. corporation’s FDII deduction to be taken 
against all items of taxable income, the specific 
payment being tested will not be taxed in a 
different manner. Thus, it is hard to establish that 
the FDII deduction results in a direct reduction in 
the ETR of the payment being received and or 

whether it should be considered for purposes of 
Mexico’s UTPR.

Mexico seems to have implemented the 
transaction-by-transaction approach to ensure 
that taxpayers perform a conceptual analysis 
regarding how the payment would be taxed in a 
hypothetical situation without having to consider 
other items that would be used for purposes of 
computing the return. If this clarification did not 
exist, the UTPR would be impossible to 
administer because taxpayers would need to wait 
until a tax return in a foreign jurisdiction is filed 
— which may occur after the Mexican tax return 
is filed — to determine whether a payment is 
deductible. Thus, the position that the PTR 
analysis should be performed without regard for 
other deductible items that reduce all items of 
income in the return would seem consistent with 
the transaction-by-transaction approach.

Conversely, another possible view is that since 
the transaction-by-transaction approach requires 
performing a conceptual analysis of how the 
payment would be taxed if it was the only 
payment received during the tax year, the FDII 
deduction should be computed by considering 
only that payment. While this approach may be 
consistent with the mandate of a transaction-by-
transaction analysis, it seems that the process 
remains problematic because the ability of a U.S. 
corporation to use the FDII deduction hinges on 
whether the U.S. corporation’s taxable income for 
the tax year (without regard to the FDII and GILTI 
deduction) exceeds the amount of the FDII and 
GILTI deduction. Therefore, the conceptual 
analysis may take into account an FDII deduction 
that would not materialize on the U.S. 
corporation’s tax return because the deduction’s 
availability hinges on the existence of taxable 
income in the tax year.

While the PTR analysis clearly must involve a 
transaction-by-transaction analysis, taxpayers 
need additional guidance regarding what this 
means from a practical perspective, including 
whether it means determining how the item of 
income would be taxed on a wholly isolated basis 
or determining how it would be taxed on an 
isolated basis while also considering other factors 
that may reduce the taxation of that item of income.

The lack of guidance on the transaction-by-
transaction approach is also relevant in the 
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context of the FTC. In order to determine whether 
a foreign affiliate is subject to a PTR, the ETR of 
such payments must be computed. For these 
purposes, all taxes on income, whether imposed 
by Mexico or a foreign jurisdiction, must be 
considered, but any taxes that are subject to an 
FTC should not be computed for purposes of the 
analysis.

The FTC presents the same complications as 
the FDII deduction for the transaction-by-
transaction construct. Unlike the approach used 
by Mexico’s UTPR, foreign jurisdictions generally 
do not allow FTCs on the basis of each transaction. 
Rather, taxpayers must consider all their foreign-
source income and all the foreign income taxes 
they paid on that income. Even when jurisdictions 
have different FTC baskets or require computing 
FTC on the basis of each jurisdiction, this would 
still deviate from a transaction-by-transaction 
approach because income from all transactions 
would be considered in each basket.

While a withholding tax imposed by Mexico 
on an item of income could technically be 
creditable in the foreign jurisdiction, the 
creditability of that withholding tax hinges on 
whether the foreign taxpayer has reached its FTC 
limitation. Thus, it is unclear how the FTC should 
be computed for purposes of the PTR analysis 
because it is unlikely that the full withholding tax 
imposed by Mexico will be creditable in the 
payee’s tax return, either because such affiliate is 
crediting taxes paid in a third jurisdiction that 
cause it to exceed its FTC limitation or the 
taxpayer simply does not have the necessary FTC 
limitation to claim the full credit.

This issue is further complicated by the fact 
that jurisdictions generally require the FTC 
computation to be made based on net income, 
after expenses allocable to foreign sources have 
reduced foreign-source income. Since foreign-
source income needs to be reduced by expenses 
borne by the foreign payee, clearly the 
creditability of the Mexican withholding tax 
imposed at source will be reduced in some 
manner when the FTC is claimed.

The mechanical complications of computing 
the FTC at the level of the foreign payee and the 
construct of the transaction-by-transaction 
approach seem to suggest that the FTC should be 
computed on a conceptual basis, considering that, 

for those purposes, the foreign payee only 
received that item of income and paid the 
withholding tax on that income. However, the 
analysis remains problematic because the FTC 
that is considered for purposes of the PTR 
analysis will clearly be reduced in the actual tax 
return. Even if this were the appropriate 
approach, it is unclear how expenses that are 
allocable to foreign sources (which would 
normally reduce foreign-source income for 
purposes of the FTC computation) should be 
considered under the conceptual approach — that 
is, whether they should be ignored or considered 
but only to the extent they are allocable to the item 
of income being tested.

It seems that the transaction-by-transaction 
approach attempts to simplify the PTR analysis to 
help Mexican taxpayers decide the deductibility 
of an expense before the foreign affiliate’s tax 
return is filed and without considering other 
factors that may reduce the taxation of the item of 
income. However, the lack of guidance creates 
practical difficulties because it is hard to balance 
the mandate to only consider the specific 
transaction tested for purposes of the PTR 
analysis with other provisions of the PTR rules 
that require taking into account the ETR paid in 
the foreign jurisdiction considering the FTC and 
other legal provisions or mechanisms that may 
reduce the taxation of the item of income.

While the provision was enacted as part of 
Mexico’s effort to adopt the principles in BEPS 
action 2, the country’s deviation in using tax rate 
disparity as the standard for the UTPR rather than 
hybridity means the final report on BEPS action 2 
is silent on this issue.

Exclusion for Foreign CFC Regimes

Several exclusions affect the applicability of 
Mexico’s UTPR, including an exception to 
payments that end up being taxed at the parent 
level by virtue of Mexico’s CFC regime or because 
Mexico treats the foreign recipient as transparent 
and requires any Mexican shareholders to include 
any payments received in their own taxable 
income by virtue of article 4-B of the MITL.

An exclusion also applies to foreign regimes 
that are considered substantially similar to 
Mexico’s CFC regime or article 4-B under terms 
that will be set forth in administrative guidance to 
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be issued by the tax authority. Mexico’s tax 
authority is expected to issue administrative rules 
detailing to what extent a payment is excepted 
from the purview of the UTPR when the item of 
income is includable under a foreign CFC regime. 
Notably, the exception applies whenever an item 
of income is taxed under any of these regimes, 
whether or not it is subject to an ETR that is at 
least 75 percent of the Mexican rate. Given the 
prevalence of structures with a U.S. parent 
company, it will be important to see whether the 
U.S. subpart F and GILTI regimes will be included 
in this exception — to the extent the regimes are 
considered substantially similar to Mexico’s CFC 
regime, any payment made by a Mexican 
taxpayer to a foreign affiliate that is indirectly 
included in taxable income by a U.S. parent as 
subpart F or GILTI may be excluded from this 
limitation.

Subpart F income is somewhat similar to 
Mexico’s CFC regime in that the regime requires a 
U.S. shareholder to include its pro rata share of 
subpart F income received through a CFC, despite 
the fact that the income has not been distributed 
to its shareholders. There is also overlap in the 
items of income on which deferral is eliminated.

To compare, under Mexico’s CFC regime, 
Mexican controlling shareholders are required to 
compute taxable income at the level of the CFC 
considering Mexican tax principles. In principle, 
all items of income could be subject to Mexico’s 
CFC regime if they are subject to a PTR except that 
the regime provides an exclusion for income 
received from an active trade or business, which 
applies unless more than 20 percent of the income 
is considered passive income including interest, 
dividends, royalties, rents, gains from some 
property, gains from assets located outside the 
entity’s jurisdiction of residence or location, and 
income from services rendered outside the CFC’s 
jurisdiction of residence or location or to 
recipients outside this jurisdiction.

Meanwhile, U.S. shareholders are required to 
include income earned through CFCs on a current 
basis to the extent the income qualifies as subpart 
F in the form of foreign passive holding company 
income, which includes some types of passive 
income; foreign base company sales income, 
which includes income derived from the CFC 
buying or selling personal property from or to a 

related person when the property is 
manufactured outside the CFC’s country of 
incorporation and purchased or sold for use 
outside the CFC’s country of incorporation; and 
foreign base company services income, which 
includes income derived by a CFC in connection 
with the performance of services outside the 
CFC’s country of incorporation. The subpart F 
regime includes a high-tax exception applicable to 
any items of income that are taxed at an ETR that 
is at least 90 percent of the U.S. corporate rate. 
While Mexico requires current inclusion of all 
items of income that qualify as income subject to a 
PTR, the subpart F inclusion is limited to the 
CFC’s current earnings and profits for the tax year.

Given the overlap between the items of 
income for which deferral is eliminated, the effort 
of both regimes to eliminate deferral on highly 
mobile income, and that both regimes require the 
current inclusion of some items of income before 
the income is distributed, the U.S. subpart F 
regime is arguably similar to Mexico’s CFC 
regime.

Since the subpart F inclusion is made CFC by 
CFC, any U.S. shareholder would need to 
determine whether a particular payment received 
by the CFC could qualify as subpart F. 
Presumably, since the U.S. shareholder’s subpart 
F pickup will depend on its ownership under IRC 
section 958(a), the exception should be limited in 
proportion to the amounts that are actually 
required to be picked up under IRC section 951(a).

However, it is less clear how the rule could 
work when other limitations on the subpart F 
inclusion apply. IRC section 952(c)(1)(A) limits a 
U.S. shareholder’s subpart F pickup to the current 
E&P for the tax year. Thus, a U.S. shareholder 
must first determine its subpart F income for the 
tax year and any pickup will be limited to the 
current E&P at the level of the CFC. When subpart 
F income at the level of the foreign affiliate is 
triggered by payments received from a Mexican 
affiliate and other items of income, and when the 
subpart F inclusion is limited by the current E&P 
amount, it is not clear what portion of the subpart 
F pick-up derives from the payment made by the 
Mexican affiliate and what portion is derived 
from other subpart F items.

For example, assume a Mexican corporation 
(MexCo) makes a $100 royalty payment to an Irish 
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affiliate (IrishCo) that is a CFC of its 100 percent 
U.S. shareholder (USCo). IrishCo’s subpart F 
income for the tax year is $200, which includes the 
$100 royalty payment from MexCo and a $100 
royalty payment from another affiliate. Assume, 
however, that because of expenses IrishCo’s 
current E&P for the tax year is only $100. USCo’s 
subpart F inclusion would be limited to $100. It is 
not clear whether, for purposes of the exclusion 
from the UTPR, all or only a portion of the royalty 
payment made by the Mexican affiliate should be 
included as income under the subpart F regime.

While the U.S. subpart F regime is arguably 
similar to Mexico’s CFC regime, any 
administrative rules issued by Mexico’s tax 
authority should clarify how and to what extent a 
payment should be included under the subpart F 
income because the mechanics of subpart F can 
make it difficult to track whether a payment is 
effectively included as subpart F. This issue is 
exacerbated because qualified deficits in E&P can 
reduce the subpart F inclusion.

Another outstanding question is whether 
GILTI should be included in the carveout from 
Mexico’s UTPR. GILTI is an anti-deferral regime 
that requires a U.S. shareholder to include a 
portion of its profits in taxable income as if it has 
been distributed on a current basis. However, 
GILTI is substantially different from Mexico’s 
CFC regime in terms of the items it captures and 
the mechanics used to compute it.

At a high level, the GILTI regime requires that 
a U.S. shareholder include its pro rata share of 
GILTI for the tax year in its taxable income. A U.S. 
shareholder’s GILTI is equivalent to the excess of 
net CFC tested income over its net DTIR. To 
compute a U.S. shareholder’s net CFC tested 
income, taxpayers need to compute the tested 
income and tested loss at the level of each CFC 
they participate in as a U.S. shareholder. Tested 
income is the excess of gross income (without 
regard to some items of income including income 
considered subpart F) over deductions that are 
allocable to such income, and tested loss is the 
excess of the deductions over the CFC’s gross 
income. After the U.S. shareholders determine the 
tested income and tested loss of all the CFCs in 
which they are a U.S. shareholder, they must 
determine whether they have any net CFC tested 
income, which is the excess of the U.S. 

shareholder’s pro rata share of its aggregate tested 
income — that is, the tested income of all the CFCs 
in which it is a shareholder — over its pro rata 
share of its aggregate tested loss — that is, the 
tested loss of all the CFCs in which it is a 
shareholder. If the U.S. shareholder has net CFC 
tested income for the tax year, its GILTI inclusion 
is equivalent to the excess of the net CFC tested 
income over the U.S. shareholder’s net DTIR.

Similar to the mechanics of the DTIR in the 
FDII regime, the net DTIR is equivalent to 10 
percent of the U.S. shareholder’s aggregate pro 
rata share of the adjusted tax basis of tangible 
property owned by all CFCs in which it is a U.S. 
shareholder over any interest expense that is 
allocable for purposes of determining the net CFC 
tested income.

Conceptually, U.S. shareholders are required 
to include their pro rata share of GILTI, which 
intends to capture net income derived at the CFC 
level (that is not classified as subpart F) over a 
fictional return on assets of 10 percent of the tax 
basis in tangible property owned by each CFC. 
However, in contrast with subpart F, which is 
computed entity by entity, the GILTI calculation 
requires the U.S. shareholder to aggregate all the 
income and losses at the level of each CFC and 
compare it with an aggregate amount of the 
fictional return on assets over tangible property. 
Unlike subpart F, the GILTI inclusion is not 
limited to the amount of current E&P of a CFC. 
Further, while U.S. shareholder corporations will 
be required to include any GILTI for the tax year 
at a 21 percent rate, they are entitled to a 
deduction equivalent to 50 percent of the GILTI 
inclusion for the tax year, which may result in a 
lower ETR. Like FDII, the GILTI deduction would 
be scaled back if there were no other items of 
taxable income.

Thus, although the GILTI regime is an anti-
deferral regime that creates an inclusion on a 
current basis of any items of income that exceed a 
fictional return on assets over tangible property, 
its mechanics are very different from Mexico’s 
CFC regime or subpart F. It is substantially similar 
to the Mexican CFC regime in the sense that it 
creates phantom income from income earned by 
CFCs, but it captures different types of income 
and is computed on an aggregate basis, allowing 
the set off of income and losses from each CFC. 
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Notably, the fact that the GILTI inclusion may be 
taxed at a lower ETR after the application of the 50 
percent GILTI deduction to corporations should 
be irrelevant for purposes of determining whether 
the regime is substantially similar to Mexico’s 
CFC regime and whether the payment should be 
excluded because the exclusion does not require a 
minimum ETR.

Arguably, the policy behind the exclusion 
from the Mexican UTPR is to not deny 
deductibility when payments will be taxed 
somewhere along the supply chain; under this 
view, income subject to the GILTI regime should 
be excluded from the UTPR. However, given its 
mechanics, including how the GILTI inclusion is 
calculated, it would be extremely challenging to 
determine when an item of income is taxed under 
GILTI.

Because net CFC tested income is calculated 
on an aggregate basis considering all income and 
losses of all CFCs after they have been set off 
against each other, it is hard to pinpoint whether 
a particular payment made to an affiliate is 
considered for purposes of the GILTI inclusion 
because the payment could be reduced by tested 
losses before computing the U.S. shareholder’s 
net CFC tested income. Further, since the GILTI 
inclusion is equivalent to the excess of net CFC 
tested income over the net DTIR, it is hard to 
determine how to allocate the net DTIR, which 
would reduce the GILTI inclusion on any net CFC 
tested income, to a specific payment being tested 
under the UTPR.

While it may be argued that GILTI is 
substantially similar to Mexico’s CFC regime, 
guidance would be needed regarding how the 
exclusion from the UTPR would work because — 
unlike the UTPR itself, which is done entity by 
entity and tests each item of income — GILTI is 
done on an aggregate basis, setting off income and 
losses of all CFCs. Since it would be practically 
impossible for a Mexican taxpayer to prove that a 
particular payment made to a foreign affiliate was 
considered in the GILTI inclusion unless it 
disregarded any tested losses or the net DTIR, 
perhaps the right policy would be a more lenient 
approach that excludes all such payments if they 
represent tested income. However, this may be a 
risky position to take in the absence of guidance 
on this issue.

Conclusion

Mexico’s UTPR is the result of a necessary 
effort to update the provisions related to denying 
deductions of payments that result in hybrid 
mismatch arrangements in light of the final report 
of BEPS action 2. However, by incorporating 
policy concerns from the GLOBE proposal in the 
OECD’s pillar 2 framework and other concerns, 
the UTPR provides a broader application scope. 
Article 28(XXIII) of the MITL aims to prevent the 
erosion of the tax base through deductible 
payments, whether they involve intragroup 
operations or hybrid mismatch arrangements.

Nevertheless, this breadth has proved to 
create practical complications for taxpayers in 
connection with the rules, exceptions, and 
exclusions in the UTPR. Although the provision at 
hand presents a simple logical analysis to assess 
the application of the UTPR, the inclusion of 
notions outside article 28(XXIII) of the MITL 
highlights challenges within the design of this 
ambitious rule.

The UTPR’s references to PTR provisions 
under Mexico’s CFC regime, which was also 
significantly amended as part of Mexico’s tax 
reform in 2020, generate practical problems in 
light of the transaction-by-transaction approach. 
Analyzing transactions, and the ETRs that they 
entail, in an isolated manner can inadvertently 
lead to ignoring elements that affect the same ETR 
that serves as the basis for determining the 
existence of a PTR.

A similar situation applies to the exclusions 
and exceptions of Mexico’s UTPR. Mexico’s UTPR 
includes references to dated concepts for which 
no clear understanding exists (such as 
entrepreneurial activities) and exclusions that 
reference foreign regimes that are substantially 
similar to Mexican regimes, which by design may 
present challenges in practice to identify 
substantial similarities and address the remaining 
differences. In the absence of guidelines, the 
application of Mexico’s UTPR may prove 
challenging for taxpayers and tax authorities, 
including in the context of transactions with 
Mexico’s primary commercial partners. 
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