(H. B. 3070)
(No. 1-2011)
(Approved on January 31, 2011)
AN ACT

To establish the “Internal Revenue Code for a New Puerto Rico,” in order to
provide for an annual 1.2 billion-dollar tax relief to individuals and
corporations, so as to stimulate the creation of jobs; to set forth transitory
provisions to repeal Act No. 120 of October 31, 1994, as amended, known as
the “Puerto Rico Internal Revenue Code of 1994”; and for other purposes.

STATEMENT OF MOTIVES

“We believe in the Puerto Rican worker; therefore, we have a plan that
rewards and incentivizes labor. Our plan transfers power from the government to
workers . . . because a dollar has a higher yield in the hands of the People of
Puerto Rico than in the hands of the government.” Emphasis supplied. The
Hon. Luis G. Fortufio, January 21, 2008 [Our translation].

During the 1990s, Puerto Rico enjoyed a strong and dynamic economy,
owing to progressive measures launched by the government administration in
power at that time, whose economic policies were set forth under the leadership of
the present Governor of all Puerto Ricans, the Hon. Luis G. Fortufio, who was then
the first to hold office as Secretary of the Department of Economic Development
and Commerce. Such economy rested on the groundwork laid by a tax reform that
represented a $400 million-a-year tax relief by virtue of reductions on taxes to be
paid by our workers: Act No. 120 of October 31, 1994, as amended, known as the
“Puerto Rico Internal Revenue Code of 1994 (hereinafter, the Internal Revenue
Code of 1994). Furthermore, Act No. 157 was approved in the year 2000 in order

to further the aforementioned measures by increasing such tax reliefs.
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However, in 2000, before the most beneficial measures provided by Act No.
157 took effect, the government administration changed. The incoming
government, constituted in great part by the architects of the lavish spending of the
1980s, deserted the philosophy that predicated that “one dollar in the hands of
citizens has higher yields than one dollar in the hands of government,” which had
so furthered the economy of the Island and benefited all Puerto Ricans.

In 2001, the government administration in office at that time began to repeal
provisions of the tax reform which had taken effect in 1995, thus revoking tax
reliefs which had been extended to the working class. Under Act No. 172 of
December 6, 2001, said administration forced thousands of married couples to pay
higher taxes by virtue of revoking the elimination of the so-called “marriage
penalty.” Subsequently, Act No. 134 of August 8, 2002, postponed the
implementation of lower tax rates, as previously set forth through legislation, and
the third phase of the tax reform of 1994 was eliminated. In fact, hundreds upon
thousands of taxpayers had to pay higher taxes. In 2003, Act No. 165 of July 22,
provided for the adoption of new tax rates which, according to the administration,
would result in lower taxes for everyone. The measure, as it turns out, had the
opposite effect. In 2006, Act No. 117 imposed an additional tax burden of $180
million a year on the People of Puerto Rico. Even though the 6.6% general excise
tax was eliminated, the administration in office at that time established a 7%
general sales and use tax (IVU, Spanish acronym). Income tax rates remained the
same.

Meanwhile, beginning with fiscal year 2001-2002, the government was
spending uncontrollably, with no restraint, and at a bewildering pace. Such
irresponsible and reckless behavior left in its wake: (i) a budget deficit of $3.306
billion; (ii) a current account deficit of $4.459 billion; and (iii) $960 million in

overdraft government checks. In fact, in the year 2006, much before the effects of
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the global economy crisis were palpable, Puerto Rico entered a recession, as a
manifest result, to a great extent, of the government shutdown brought on by the
administration in office during that year.

This was, in part, the ruinous economic picture that we encountered when, in
January 2009, we assumed the sacred duty of leading Puerto Rico. With the
welfare of our people as our only guiding principle, we have taken the measures
necessary to achieve the fiscal stabilization of the government and to put the
economic development of the Island back on track. We have cleaned house and
salvaged our credit, thus managing to save hundreds upon thousands of jobs. Even
though the past few years have been hard, a new sense of optimism has already
began to emerge; after nearly one lost decade, the worst is over and we usher in a
new era of hope and well-being—a new era in which all Puerto Ricans hold in their
hands the power to change their future.

For the first time in decades, we have been able to improve Puerto Rico’s
credit, which was on the brink of being rated as “junk”—the worst rating of any
state. Puerto Rico’s credit was rated as A3 as a result of the implementation of the
fiscal plan of the current administration. Credit rating agencies, such as Standard
and Poor’s and Moody’s, have given improved ratings in terms of the credit
capacity of our government, while others, such as Fitch, have issued their first
evaluation on our credit. The achievements of this administration include, among
others: (i) a reduction in the highest deficit throughout the nation, from 44% to
11%; (ii) an injection of over $3.75 billion to our economy; and (iii) the creation of
thousands of new jobs under the Strategic Model for a New Economy.

We approved the Public-Private Partnerships Act, which shall provide an
additional boost of billions of dollars to our economy, while generating new jobs in

the construction industry by making major infrastructure projects feasible.
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We have also resumed works on infrastructure projects that are necessary for
the progress of our people, among which are: (i) the extension of the expressway
to Aguadilla and of Route 66 to Fajardo; (ii) the restoration of over 150 miles of
highway; (iii) the construction of over 60 projects for new highways, bridges, and
avenues; and (iv) the completion of the commuter train from Toa Baja to Bayamon
by the end of 2012.

Furthermore, we are building the first 6-star hotel in the Municipality of
Dorado and we have also inaugurated 12 new hotels, for a total of 2,400 rooms.

We are injecting over $750 million into the creation or total renovation of
100 schools through the Escuelas para el Siglo XX1 [Schools for the 21* Century]
Program.

We have adopted the Puerto Rico Permit Process Reform Act, in order to
streamline and simplify the processing of permits for all our development projects
and works.

Through the Hogar Digno [Decent Home] Program, we are investing over
$350 million in affordable housing. Furthermore, we have implemented the most
aggressive plan in our history in order for our working class to be able to buy a
home. Thus we are providing a boost to the housing and construction sectors,
which shall generate thousands of additional jobs.

With Puerto Rico Verde [Green Puerto Rico], we have implemented—for
the first time ever—strategies at all government levels to protect our environment.
We have acquired over 40 hybrid buses and 2,038 LED (light-emitting diode)
traffic lights, as well as installed the first wind turbines and photovoltaic panels to
generate electric power. We have also put a stop to rising water utility prices,
which the past administration had the intent to charge, and we have taken concrete
steps for a significant reduction in electric power utility pricing. With the

establishment of Via Verde [Green Passageway], we shall ensure a lower
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dependency on oil by replacing it with natural gas, which shall lower electric
power bills by over 20% before 2012.

Through Mi Salud [My Healthcare]—the most ambitious and successful
healthcare services program in the history of Puerto Rico—we have accorded
200,000 Puerto Ricans with the ability to effectively care for their health.

Today, we can responsibly fulfill the promise we made to all workers in
Puerto Rico: the most comprehensive, equitable, fair, and progressive tax reform
ever to be adopted in Puerto Rico. A reform grounded on our firm commitment to
“provide relief for the pockets of Puerto Ricans by establishing fair tax rates and

K

controlling government spending,” as the formula for our economic growth. In
essence, Méas Dinero en tu Bolsillo is a tax reform that, at long last, delivers justice
to all Puerto Ricans by lowering taxes, rewarding labor, and leaving more money
in people’s pockets.

On November 15, 2010, Act No. 171 took effect, which constituted the first
step toward fulfilling that promise. By virtue of said Act, we granted a credit of:
(i) 15% to taxpayers with an income of up to $40,000; (ii) 10% to taxpayers with
an income ranging between $40,001 and $100,000 ($150,000 for married couples);
and (iii) 7% to taxpayers with an income of over $100,000. In addition, we have
granted a credit of 7% to all businesses (nonexempt corporations) that are to pay
the Christmas Bonus in full to all their employees. We have also provided an
extension, from seven (7) to ten (10) years, on the term for carryovers so as to
lessen operating losses incurred between 2005 and 2011. We have likewise
provided no deductions on Christmas Bonuses or salary checks for December
2010.

Moreover, we eliminated the 2 payments corresponding to fiscal year 2011-

2012 on account of the temporary supertax on real property taxes.
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With this first phase of the tax reform, we delivered reliefs totaling $240
million to our taxpayers; that is, $306 per taxpayer on average.

This Act, which is a part of our Mas Dinero en tu Bolsillo public policy,
constitutes the second and last phase of the tax reform that we had promised to the
People of Puerto Rico. With this Act, we provide a relief to taxpayers that shall
average $1.2) billion a year for the next 6 years (over $1,500 a year per taxpayer),
which constitutes, without a doubt, the greatest tax relief granted in our history (3
times greater than the 1994 tax reform). The Mas Dinero en tu Bolsillo policy is
geared toward fulfilling our programmatic commitments to our People:

1. To provide financial relief by dramatically lowering tax rates for ALL
Puerto Ricans;

2. To establish a fair and simple taxation system with tools to aggressively
fight tax evasion;

3. To provide work incentives and reliefs for the elderly; and

4. To promote economic development and job creation.

Tax reliefs are already becoming palpable. As of the issue for the first
biweekly term of January 2011, all Puerto Ricans shall see a raise in their payroll
checks, owing to a substantial lowering of the rates for taxes to be withheld by
employers. Taxpayers shall thus have more money in their pockets all year round.
This adjustment—made possible by the tax reform introduced by our
administration—equals a pay raise for all the People, a raise that each and every
taxpayer is able to measure in dollars and cents.

Mas Dinero en tu Bolsillo includes countless changes which dramatically
lowers taxes for individuals. For example, taxpayers with a gross income of less
than $20,000, which constitutes the income of 46% of taxpayers in Puerto Rico,

shall not pay taxes.
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Firstly, the personal exemption shall be increased. Under the Internal
Revenue Code of 1994, the personal exemption is $1,300 for single persons,
$1,500 for married couples that file their returns separately, and $3,000 for married
couples that file a joint tax return, or for heads of household. Under Mas Dinero en
tu Bolsillo, the exemption is raised to $3,500 per taxpayer (including individuals
and married couples that file their tax returns separately). As for married couples
that file a joint tax return, the exemption shall be $7,000 ($3,500 per taxpayer).

The deduction for dependents shall remain at $2,500 per dependent. We are
also providing a new, additional personal exemption of $1,500 for each taxpayer
who is also a veteran.

Furthermore, a deduction is established for taxpayers whose sole source of
income is their compensation for services as employees, professional services,
business ownership, profits made from selling properties, pensions, or alimony.
For taxable years 2011, 2012, 2013, and 2014, the deduction shall be $9,350;
$7,850; $5,350; $2,350, respectively. As for married couples in which both
spouses work, each spouse, as an individual, shall be entitled to this deduction.
This deduction shall be available, in full, to taxpayers whose income does not
exceed $20,000, but the same shall be reduced at a rate of fifty cents ($0.50) for
each dollar earned as income over $20,000.

In terms of tax credits, the earned income tax credit is kept and raised, and
the limit on income is raised as well, to promote work and to boost our economy.
Under the Internal Revenue Code of 1994, the earned income tax credit is three
percent (3%) of income earned up to a maximum of $300. Under this measure, the
maximum amount of this credit shall be raised by $50 (0.5%) each year, until
reaching 6% of income earned in Taxable Year 2016 and a maximum credit of
$600. At present, 330,000 people benefit from this credit under the Internal
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Revenue Code of 1994. With the approval of this Act, 547,000 people shall benefit
by the year 2016.

Moreover, all taxpayers shall see substantially lowered tax rates. These tax
rates shall be lowered by broadening the schedules so that taxpayers with the
highest tax burdens at this time may pay taxes at a lower rate. As of taxable year
2011, the following fringe tax rates shall be implemented on taxable net income:

* The first $5,000 earned as net income shall be tax exempt;

* 7% -- for taxpayers earning between $5,001 and $22,000;

* 14% -- for taxpayers earning between $22,001 and $40,000;

* 25% -- for taxpayers earning between $40,001 and $60,000; and

* 33% -- for taxpayers earning over $60,000.

* However, taxpayers earning up to $20,000 shall not be under the
obligation to pay taxes by virtue of the raise in the personal exemption, the

deduction for salaried workers, and the earned income tax credit, as seen below:

Taxable Year 2011
Income $20,000
Personal Exemption ($3,500)
Deduction for Salaried Workers ($9,350)
Tax-exempt Income ($5,000)
Taxable Income $2,150
Assessed Tax $150
Earned Income Tax Credit ($150)
Tax Liability $0

For taxable year 2016, the following fringe tax rates shall be implemented
on taxable net income:

* 0% -- for taxpayers earning up to $16,500;

* 7% -- for taxpayers earning between $16,501 and $26,500;

* 14% -- for taxpayers earning between $26,501 and $66,500;
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* 25% -- for taxpayers earning between $66,501 and $121,500; and

* 30% -- for taxpayers earning over $121,500.

In other words, taxes to be paid on the same income shall become
progressively lower by virtue of lower tax rates. On the other hand, the 5%
supertax and the special tax on real property which was applicable for Fiscal Year
2011-2012, are hereby eliminated.

In keeping with lower tax rates, the Gradual Adjustment shall be
progressively eliminated. This change shall be implemented by stages, by
increasing the minimum income subject to the gradual adjustment, from $75,000 to
$100,000 for Taxable Year 2011 and so on, to $200,000 for 2012, $300,000 for
2013, $500,000 for 2014, until its complete elimination by taxable year 2015. The
elimination of this adjustment shall benefit over 40,500 taxpayers.

Likewise, with the purpose of lowering taxes and providing fair and equal
treatment to all taxpayers, Mas Dinero en tu Bolsillo eliminates the last remnants
of the marriage penalty, by providing that, in the case of married taxpayers who
file separate tax returns and married couples in which both spouses work and who
choose to use the optional computation for their income taxes, the 50% limits
applicable to the cap on net income subject to gradual adjustment and to the cap on
income subject to the alternative basic tax are hereby eliminated. The applicable
cap in these cases shall be the same cap that applies to individual taxpayers.
Moreover, the separate tax schedules, which penalized married taxpayers who
chose to file separate tax returns, are hereby eliminated.

In addition to lowering tax rates, another purpose that this reform pursues is
making the process easier for our taxpayers. Therefore, this Act simplifies many of
the Internal Revenue Code provisions in order to facilitate compliance with
taxation laws. For example, the number of personal statements for tax returns

is lowered from five to three. Likewise, only certain deductions shall be allowed,
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so the separation between itemized deductions and additional deductions shall be
eliminated.

The deductions allowed hereunder are subordinate to the compelling interest
of this Administration to seek the welfare and quality of life of our citizens. The
objectives pursued by each of the allowable deductions are:

* To enable all individuals to acquire a home (deduction for mortgage
interest);

* To promote education among citizens so they may have higher
expectations with better job opportunities (deduction for student loan interest);

* To enable our elderly to enjoy their retirement with dignity
(deductions for contributions to retirement plans);

* To safeguard the welfare of our citizens who incur special medical
expenses (deduction for medical expenses and medications);

* To recognize that nonprofit organizations provide citizens with
important services which the government is unable to provide, or unable to provide
as efficiently (deduction for gifts); and

* To mitigate the impact of natural disasters so as to make a speedier
recovery possible (deduction for loss of main residence and certain personal
property due to fortuitous causes).

In recognizing the particular needs of our citizens in their golden years, the
$300 credit is maintained for pensioners whose sole source of income is a pension
for services rendered when the amount received does not exceed $4,800. A $400
credit is hereby added to the aforesaid credit for persons over the age of 65 whose
annual gross income does not exceed $15,000, including nontaxable income, such
as social security benefits. This measure should have an impact on over 440,864

Puerto Ricans in their old age.
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Mas Dinero en tu Bolsillo also increases the limits on contributions to
qualified pension plans, in order to promote retirement savings. For taxable years
starting after January 1, 2011, 2012, and 2013, limit amounts shall be $10,000,
$13,000, and $15,000, respectively.

However, the most effective way to envision the tax reliefs to be provided
under Mas Dinero en tu Bolsillo is by presenting concrete examples, to wit:

* An employee being paid the Federal minimum wage who earns
$15,000 a year... paid $619 in taxes last year. In the year 2010, he/she shall pay
$93 less and, starting in 2011, he/she shall no longer pay taxes. In 2011, he/she
shall receive a tax refund of $248... which shall progressively increase every year,
until reaching the amount of five hundred dollars ($500), to be received each year
thereafter,;

* An unmarried nurse with no dependents, whose income is $22,050,
paid $1,421 in taxes last year. With Mas Dinero en tu Bolsillo, this nurse shall pay
$213 less this year. Next year, instead of paying $1,421 in taxes, she shall pay
$257, for a tax relief of $1,164. Within five years, she will be receiving a tax
refund instead of paying taxes.

* A family with an income of $61,490, in which both spouses work and
have 3 dependents, paid $4,318 in taxes for the past years. With Mas Dinero en tu
Bolsillo, they shall receive a $648 tax relief this year. Next year, their taxes shall
be lowered to less than half the original sum, from $4,318 to $2,032. Within six
years, this family shall only pay $609 in taxes, for a tax burden reduced by 86%.
During this term, this family shall save $16,816.

* A family with an income of $100,000, in which both spouses work
and have one dependent, paid $14,675 in taxes last year. With Mas Dinero en tu
Bolsillo, they shall receive a $1,386 tax relief this year. Next year, their taxes shall
be lowered by 32%, from $14,675 to $10,045, for savings of $4,630. For the year
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2016, their taxes shall be lowered to less than half their original amount, paying
only $6,650. In six years, this family shall save $38,846.

The changes presented above shall provide our citizens with a $1 billion
annual tax relief on average for the next 6 years, thus lowering income taxes
imposed on individuals in a fair and equitable manner, while making it easier for
taxpayers to comply with tax laws and promoting activities and interests that boost
our economy. Even so, if the taxpayer believes that this is not the case, this Act
provides the option to compute his/her taxes and to file his/her return
corresponding to Taxable Year 2011, and for the 4 taxable years that follow, based
on the provisions of the Internal Revenue Code of 1994.

On the other hand, the high tax rates paid by businesses in Puerto Rico
constitute one of the greatest hurdles for our economic development. Due to these
rates, our small and medium sized businesses are left with no incentive to expand
and grow. As with our working class families, the government withholds too much
money from our enterprises. This will not stand—it is time to set the venturous
and creative spirit of the Puerto Rican business owner free. The time has come for
us to compensate business owners—who invest their best efforts in their business
and in the creation of jobs—in the same manner in which we seek to benefit our
working class.

In keeping with the lowering of taxes that apply to individuals, this bill seeks
to substantially lower the taxes to be paid by corporations. Under the Internal
Revenue Code of 1994, corporations pay taxes at a fixed rate of 20% plus surtax if
the net taxable income exceeds $25,000. The rate for this surtax ranges from 5%
to 19%) which means that a corporation that generates $275,000 or more in net
taxable income pays taxes at an effective rate of 39% (41% when we take the
gradual adjustment into consideration). Mas Dinero en tu Bolsillo provides a

corporate relief by lowering rates on this surtax and by broadening the schedules.
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Consequently, a corporation that generates a net taxable income of $750,000 or
less shall pay, under the new Code, a tax totaling 20%. This surtax, which shall
apply to corporations that generate over $750,000 in net taxable income, shall be
applied as follows: (i) 5% if the net taxable income is equal or less than
$1,750,000, and (ii) 10% in all other cases. The result is a maximum combined rate
of 30%, which is substantially lower than the present 39% rate.

This tax reform is particularly advantageous for small and medium sized
businesses (PyMES, Spanish acronym) in Puerto Rico, which contribute greatly to
the creation of jobs and to economic activity. Over 35,000 PyMES that report a net
income of $750,000 or less shall pay taxes at a fixed rate of 20%, whereas, at
present, their income is taxable at a maximum rate of 41% (including the gradual
adjustment).

These initiatives shall provide an average annual tax relief of $260 million
over the next four years and a relief of 30% on the tax burden, which shall allow
for the creation of more jobs and a better investment climate.

In addition, as of taxable year 2014, the 10% surtax shall be eliminated,
which would place the combined tax rate for corporations at 25% as of that date.

As pertains to corporate reorganizations, amendments are made to certain
provisions to eliminate loopholes in the Internal Revenue Code of 1994. For
example, the corporate reorganization provisions in effect are not clear as to the
treatment for corporate breakup reorganizations. This bill incorporates a provision
equal to those in Federal rules, with the purpose of allowing corporate breakup
reorganizations in which part or all of the assets in a spin-off, split-off or split-up
are transferred to one or more corporations within the same controlled group, and
such transfer is tax-exempt. Thus, if a transaction falls within the corporate
breakup reorganization provisions, stockholders who receive only stock shall not

be under the obligation to acknowledge profits or losses in that respect. We also
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provide for detailed rules for the carryover of operating losses in certain
reorganizations, and the terms “controlled group of corporations” and “related
party” are hereby consolidated so as to dispel the confusion generated by the
existence of various definitions for the same term throughout the entire Code.

As pertains to sources of income, we hereby establish that (i) income
generated from the sale of personal property other than inventory by a Puerto Rico
resident shall be deemed to be income from sources within Puerto Rico, and (ii)
income from the sale of personal property by a Puerto Rico nonresident shall be
deemed to be income from sources outside Puerto Rico. Furthermore, we are
simplifying the rules on sources of income related to air and sea transportation, so
that if the trip in question starts and ends in Puerto Rico, 100% of the income may
constitute income from sources within Puerto Rico, whereas, if the trip in question
Is between Puerto Rico and a destination other than Puerto Rico, 50% of the
income may be deemed to be income from sources within Puerto Rico.

Likewise, in order to make doing business in Puerto Rico easier, this Act
conforms the provisions on partnerships to the provisions in the Federal Code. For
this reason, a new chapter on partnerships is included herein, in order to provide
the new taxation rules for partnerships in Puerto Rico. This Chapter provides that
partnerships shall not be taxable as entities separate from their partners, and
therefore, partnerships shall not be subject to payment of income taxes. Partners
shall pay taxes on their distributive share in income and partnership expenses as
reported in their tax returns. Besides, the special partnership vehicle turns moot,
since the tax treatment for these shall be available to any business that wishes to
organize under such system. Therefore, no elections for new special partnerships

shall be allowed for taxable years beginning after December 31, 2010.
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In addition, this Act also provides greater flexibility to limited liability
companies and establishes the tax treatment for certain trusts which, among other
things, shall prevent a disruption in the tax treatment for trustees based upon the
current differences between the tax treatment for Federal and local purposes.

In order to ease the tax return collection process and to enable individuals to
receive their information returns on time (to file their individual tax returns),
different dates are established for the filing of income tax returns for partnerships,
special partnerships, limited liability companies, corporations of individuals, trusts,
and pension plans.

Insofar as this is a comprehensive tax reform, measures to prevent tax
evasion must be implemented. An example of this is the express prohibition on
certain expenditures that are currently claimed as regular and necessary
expenditures. Expenditures related to the ownership, operation, and maintenance of
boats, airplanes, and helicopters and expenditures related to the ownership, use,
and maintenance of residences outside Puerto Rico shall be expressly prohibited
for being considered lavish rather than regular or necessary expenditures for the
operation of a business.

On the other hand, it has been noted that provisions related to special
partnerships and corporations of individuals establish different rules without any
rational explanation, in addition to allow room for certain modalities of abuse. For
this reason, various provisions which apply to these entities are hereby amended.
For example, provisions are hereby included to require stockholders or partners of
these entities to declare a reasonable amount as salary in their individual tax
returns in proportion to the income of their respective entities. On the other hand,
this Act also limits the use of special partnerships by leasing businesses that lease
to third parties (except when the property is destined for personal use or is leased

to related persons). Furthermore, this Act sets forth that personal use for over 14
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days in one year shall cause the business to become disqualified as special
partnership.

History has taught us that, without a doubt, one dollar in the hands of
citizens has a far higher yield than one dollar in the hands of the government. By
adopting this Act, we are putting more money in the pockets of our workforce, in
recognition of the fact that it is the exclusive prerogative of our workers—and not
our Government—to determine what is best for them and their loved ones.

BE IT ENACTED BY THE LEGISLATIVE ASSEMBLY OF PUERTO RICO:

Section 1000.01.— Short Title.—

This Act, divided into Subtitles, chapters, subchapters, parts, and sections,
shall constitute and be known as the “Internal Revenue Code for a New Puerto
Rico,” and shall be cited hereinafter as the “Code.”

Section 1000.02.— Classification of Provisions.—

The provisions of this Code are hereby classified and designated as:

Taxpayer Bill of Rights

Subtitle A—Income Taxes

Subtitle B.—Estate and Gift Taxes

Subtitle C.—Excise Taxes

Subtitle D.—Sales and Use Tax

Subtitle E.—Beverages

Subtitle F.—Administrative Provisions, Interest, Penalties, and Additions
to Taxes

Section 1000.03.— Application of this Code.—

The provisions establishing the effectiveness and application of this Code
are found in Chapter 10 of Subtitle F.
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TAXPAYER BILL OF RIGHTS

Section 1001.01.— Taxpayer Rights.—

In interviews, investigations, claims for tax refund and credit, and other
matters that are carried out by the Department of the Treasury, hereinafter the
“Department,” every taxpayer shall be entitled to:

(@) Receive a fair, proper, and unbiased treatment by all officials and
employees of the Department during any proceedings carried out at the
Department.

(b) Have the confidentiality of the information furnished to the
Department by the taxpayer or the person authorized to act on his/her behalf
guaranteed. No person outside the Department who is not authorized by the
taxpayer, except as expressly allowed under the Internal Revenue Code for a New
Puerto Rico, shall have access to such information. The taxpayer shall also be
entitled to know the purpose for which such information is requested, the use to be
given thereto, and the consequences of failing to provide the same. In the case of
information requested by the Department which is incidental to an investigation for
purposes of determining the tax liability of the taxpayer, such information shall be
used solely for such purposes, and only relevant information in connection with the
case under investigation shall be requested.

() Require that every interview be carried out at a reasonable time and
place, in coordination with the official or employee of the Department.

(d) Have the interview or investigation not be utilized to harass or
intimidate the interviewee in any way.

(e) At the beginning of an investigation, receive a clear and simple
explanation of the procedure to which he/she will be submitted and the rights to

which he/she is entitled.
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(f)  Be assisted by an attorney, accountant, certified public accountant, or
any person authorized to represent registered taxpayers before the Department, or
authorized by law, subject to the provisions of subsection (n) of this Section.

(g) Be informed, prior to the interview, investigation, administrative
hearing, or any other proceedings, of the intent to record the same and to be
provided with an exact copy of that recording at his/her request, subject to payment
of its cost.

(h) Be notified of the nature of his/her tax liability as part of the
procedures carried out by the Department with the purpose of determining such
responsibility.

(i) In the event that he/she might be exposed to a criminal action, be
advised of his/her right not to incriminate him/herself through his/her own
testimony, to remain silent, and not to have this taken into account nor have it
taken against him/her.

(j))  Consult, at any time during the interview or tax proceeding, with an
attorney, public accountant, or agent authorized to represent him/her before the
Department, or to end the interview even after it has begun.

(k)  Be notified in writing of any adjustment made by the Department as a
result of a tax investigation when this involves adding interest, penalties, and
surcharges, as provided by law, as well as the exact amount of the adjustment and
the grounds for such changes.

()  Pay the corresponding tax in accordance with the law; if unable to
make such payment in full within the time required, the taxpayer shall be entitled
to request an installment plan.

(m) Waive the rights described above if this waiver is made voluntarily

and knowingly.
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(n) Execute a written power of attorney to any registered person
authorized to represent taxpayers before the Department, or legally authorized to
represent him/her during an interview or tax proceeding, which person shall
receive treatment equal to that of the taxpayer for purposes of the interview. The
Department shall notify the taxpayer if the person is responsible for unreasonable
delays or negligence in connection with the investigation, in order for the taxpayer
to be able to take the necessary corrective action to protect his/her interests.

(0) Not be discriminated against by reason of race, color, sex, birth, origin
or social condition, nor for political or religious ideas, or association with any
taxpayer or person whom he/she represents. It shall be guaranteed that no records
which contain tax information for these purposes shall be maintained.

Nothing set forth in this Section should be construed as a limitation of
the powers of the Secretary to carry out investigations, provided that these are
carried out without violating the constitutional rights of the taxpayer or the person
who represents him/her.

Section 1001.02.— Taxpayer’s Rights Protection Office.—

(@) The Taxpayer’s Rights Protection Office is hereby created within the
Department to be charged with addressing the problems and claims of the taxpayer,
in addition to other functions set forth in this Section. The Office shall be
administered by a Director, appointed by the Governor.

The Office shall carry out the following functions:

(1) Oversee compliance with the provisions of the “Taxpayer Bill
of Rights.”

(2) Facilitate matters between the taxpayer and the Department in

any complaint related to a violation of any right granted under this Subtitle.



20

(3) Promote the swift, effective solution of the problems faced by
the taxpayer that cannot be resolved through the regular procedures of the
Department.

(4) Issue Taxpayer Assistance Orders, motu proprio or at the
request of the taxpayer, if it determines that the taxpayer is suffering or is about to
suffer a significant hardship as a result of the violation of the provisions contained
in the Taxpayer Bill of Rights. The term “significant hardship,” as used in this
subsection, shall be understood as a serious privation caused or about to be caused
as a result of the improper administration of tax laws and their regulations by the
Department. However, a mere economic or personal inconvenience caused to a
taxpayer shall not constitute a “significant hardship.”

(b)  The Secretary shall establish through regulations the criteria that shall
regulate the issue and processing of Taxpayer Assistance Orders. Noncompliance
with a Taxpayer Assistance Order by an official or employee of the Department
shall result in a disciplinary action according to the provisions of the Personnel
Regulations.

(c) Likewise, the Secretary shall by regulation establish the parameters
that shall govern the procedures between the Office and the taxpayers

(d) The Director shall be responsible for the internal operations of the
Office, subject to the norms and regulations established by the Secretary for the
operations of the Department.

() The budget appropriation of the Department of the Treasury shall
include a separate item for the operations of the Office.
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SUBTITLE A-INCOME TAXES
CHAPTER 1 - DEFINITIONS AND GENERAL PROVISIONS
Section 1010.01.— Definitions.—
(@ As used in this Subtitle, where not otherwise manifestly incompatible
with the intent thereof-

(1) Person.— The term “person” shall be construed to mean and
include an individual, trust or estate, partnership or corporation.

(2) Corporation.— The term “corporation” includes limited
company, joint-stock companies, private corporations, insurance companies and
any other corporations organized under Act No. 164 of December 16, 2009,
as amended, known as the “General Corporations Act,” receiving income or
earning profits taxable under this Subtitle. The terms “association” or “partnership”
also include other similar entities, any organization other than a partnership created
for purposes of carrying out transactions or achieving certain purposes, which in
like manner as corporations, may continue to exist regardless of the changes in the
membership or stockholders, and whose business is directed by one person,
committee, board or any other body acting in a representative capacity. The terms
“association” and “corporation” also include voluntary associations, business
trusts, Massachusetts trusts, and common law trusts, and except as otherwise
provided in this Code, limited liability companies. The term ‘“‘corporation” also
includes those entities not otherwise incompatible with the provisions of
Subchapter M of Chapter 3 of this Subtitle A to Special Employee-owned
Corporations.

(3) Limited Liability Company.— The term “limited liability
company” means those entities organized under Chapter XIX of Act No. 164 of
December 16, 2009, as amended, known as the “General Corporations Act,” or

under similar laws of any state of the United States of America or foreign country.
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For purposes of this Chapter, limited liability companies shall be subject to
taxation in the same manner and form as corporations; provided, however, that
they may elect to be treated as partnerships for tax purposes under the rules
applicable to partnerships and partners contained in Chapter 7 of this Subtitle, even
when the company has only one single member. The Secretary shall establish
through regulations, the form and manner of making such election, as well as the
deadline for the filing thereof.

(A) Exception.— Any limited liability company that, for
reasons of an election or provision of law or regulation under the Federal Internal
Revenue Code of 1986, Title 26 of the United States Code, as amended, or similar
provision of a foreign country, is treated as a partnership or whose revenues and
expenses are attributable to its members for federal or foreign country income tax
purposes, shall be treated as a partnership for purposes of this Subtitle, subject to
the provisions of Chapter 7, and shall not be eligible to pay taxes as a corporation.

(B) The exception provided in paragraph (A) of this
subsection shall not apply to a limited liability company that, as of the effective
date of this Code, is covered under an exemption decree issued under Act No. 73
of May 28, 2008, known as the “Economic Incentives Act for the Development of
Puerto Rico,” or any other analogous law, or under Act No. 78 of September 10,
1993, known as the “Puerto Rico Tourist Development Act,” as amended and any
other preceding or subsequent analogous law.

(4) Partnership.— The term “partnership” includes general or
limited, civil societies, business, industrial, agricultural, professional partnerships
or of any other kind, whether or not its organization is set forth by public
instrument or private document; and it shall include, further, two or more persons,
whether under a common name or not, engaged in a joint venture for profit except

as provided with regard to special partnerships. The term “partnership” includes
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any other unincorporated organization through which any trade or business is
carried on.

(A) Exception for Partnerships Existing on the Effective Date
of this Code.— In the case of partnerships existing on the effective date of this
Code, may elect to be treated as corporations for purposes of the tax imposed under
this Subtitle, in accordance with the provisions of subsection (e) of Section
1061.03.

(5) Special Partnership.— The term “special partnership” includes a
partnership or corporation engaged in any of the activities listed in Section 1114.01
that has elected to avail itself of the provisions of Sections 1114.01 to 1114.28 of
this part. A partnership whose only partners are persons married to each other
shall not be recognized as a special partnership.

(6) Domestic.— The term “domestic” when applied to a corporation
or partnership means created or organized in Puerto Rico or under the laws of
Puerto Rico.

(7) Foreign.— The term “foreign” when applied to a corporation or
partnership means a corporation or partnership which is not domestic.

(8) Fiduciary.— The term “fiduciary” means a guardian, trustee,
executor, administrator, receiver, conservator, or any person acting in any fiduciary
capacity for any person.

(9) Stock.— The term “stock” includes shares in an association,
limited company, joint-stock company, private corporation or insurance company.

(10) Shareholder.— The term “shareholder” includes a member of a
limited company, joint-stock company, private corporation or insurance company.

(11) Partner— The term “partner” includes a member of a

partnership, special partnership or participant therein.
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(12) Secretary.— The term “Secretary” means the Secretary of the
Treasury of Puerto Rico.

(13) Collector.— The term “collector” means an internal revenue
collector.

(14) Taxpayer.— The term “taxpayer” means any person subject to
any tax imposed under this Subtitle.

(15) Withholding Agent.— The term “withholding agent” means any
person required to deduct and withhold any tax under the provisions of Sections
1023.06, 1023.07, 1023.04, 1023.05, 1062.02, 1062.03, 1062.04, 1062.05,
1062.08,I[sic] 1062.09, 1062.10, and 1062.11.

(16) Spouse.— The term “spouse,” as used in Sections 1032.02 and
1083.09, means, wherever appropriate, husband or wife. If the spouses therein
referred to were divorced, such term shall mean “former spouse.”

(17) Taxable Year.— The term “taxable year” means:

(A) the taxpayer’s annual accounting period, whether a
calendar or fiscal year;

(B) the calendar year, if subsection (g) of Section 1040.01 is
applicable; or

(C) the period for which the tax return is filed, if the return
covers a period of less than twelve (12) years.

(18) Economic Year— “Economic year” means an accounting
period of 12 months ending on the last day of any month other than December. In
the case of any taxpayer who has chosen the option provided in paragraph (1)
subsection (f) of Section 1040.01, such term means the annual period thus chosen

(that fluctuates between 52 and 53 weeks).
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(19) Paid or Incurred, Paid or Accrued.— The terms “paid or
incurred” and “paid or accrued” shall be construed according to the method of
accounting upon the basis of which the taxable income is computed under this
Subtitle.

(20) Trade or Business.— The term “trade or business” includes the
performance of the functions of a public office.

(21) Nonresident Alien.— “nonresident alien” means an individual
who is not a United States citizen and is not a resident of Puerto Rico.

(22) Court of First Instance, Court of Appeals and Supreme Court.—
The term “Court of First Instance” means the Court of First Instance of Puerto
Rico, the term “Court of Appeals” means the Court of Appeals of Puerto Rico, and
the term “Supreme Court” means the Supreme Court of Puerto Rico.

(23) International  Organization— The term  “international
organization” means a public international organization entitled to enjoy
privileges, exemptions, and immunities as an international organization under the
International Organizations Immunities Act, approved on December 29, 1945.

(24) Hotel.— A building or group of buildings mainly and bona fide
devoted to the furnishing of accommodation for pay, primarily to transient guests,
in which no less than fifteen (15) rooms are furnished for accommodation of such
guests, and having one or more dining rooms where meals are served to the general
public; provided, that such facilities are operated in Puerto Rico under conditions
and standards of sanitation and efficiency that meet the requirements of the
applicable laws of the Government of Puerto Rico.

(25) Shipping Business.— The term “shipping business” means:

(A) A business engaged in the transportation of freight
between ports in Puerto Rico and ports in foreign countries;
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(B) A business leasing ships which are used in said
transportation, or personal and real property utilized in relation with the operation
of said ships when the transportation meets the above requirements.

(26) Gross Income.— The term “gross income” shall have the
meaning provided in Section 1031.01.

(27) Adjusted Gross Income.— The term “adjusted gross income”
shall have the meaning provided in Section 1031.03.

(28) Net Income.— The term “net income” shall have the meaning
provided in Section 1031.05.

(29) Industrial Development Income.— The term “industrial
development income” shall have the same meaning as in the Act No. 73 of may 28,
2008, known as the “Economic Incentives Act for the Development of Puerto
Rico,” and as in the term “industrial development income” under the various
Puerto Rico Industrial Incentives Acts or analogous laws.

(30) Resident Individual.— The term “resident individual” means an
individual who is domiciled in Puerto Rico. It shall be presumed that an individual
Is a resident of Puerto Rico, if he/she has been present in Puerto Rico for a period
of one hundred eighty-three (183) days during the calendar year.

The Secretary shall establish by regulations to that effect the
factors to be considered in determining domicile for purposes of this paragraph.

(31) Account or Social Security Number.— The term “account or
social security number” shall mean the number assigned by the Secretary to a
person under Act No. 50 of June 6, 1963, as amended or the social security number
assigned to a person under the U.S. Social Security Act.

(32) Fiscal Year.— The term “fiscal year” means an accounting year
of the Government of Puerto Rico that comprises a period of twelve (12) months

beginning on July 1 and ending on June 30 of the following year.
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(b) Includes.— The term “includes” when used in a definition contained in
this Subtitle shall not be deemed to exclude other things otherwise within the
meaning of the term defined.

Section 1010.02.— Types of Taxpayers.—

(@)  The provisions of Subtitle A shall apply to each one of the following
special types of taxpayers, subject to the additional provisions set forth in this
Subtitle that apply to each type, as follows:

(1) Individuals, corporations and associations;

(2) Partnerships and partners (See Chapter 7);

(3)  Trusts and estates (See Chapter 8);

(4) Foreign taxpayers (See Chapter 9);

(5  Nonprofit entities (See Chapter 10); and

(6) Other special entities (See Chapter 11).

In the case of other special entities, the provisions of this Subtitle A
shall be applied as provided in subsection (b) of this Section.

(b) For purposes of this Section, the term “other special entities” shall
include the following:

(1) Insurance Companies (See Chapter 11, Subchapter A);

(2) Registered Investment Companies (See Chapter 11, Subchapter
B);

(3)  Special Employee-Owned Corporations and regular and special
members (See Chapter 11, Subchapter C);

(4)  Special Partnerships (See Chapter 11, Subchapter D)

(5) Corporations of Individuals (See Chapter 11, Subchapter E)

(6) Entities with an Exemption Decree under the Special Tax

Incentive Laws (See Chapter 11, Subchapter F);
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(7) Claims Against Transferees and Fiduciaries (See Chapter 11,
Subchapter G).

Section 1010.03.— Classification of Individual Taxpayers — Determination
of Filing Status.—

(@) In the case of individual taxpayers, for purposes of the provisions of
this Subtitle, the taxpayer shall be subject to taxation under one of the following
categories:

1) Individual Taxpayer.— For purposes of this Subtitle.— an
individual shall be considered an “individual taxpayer” if at the close of his/her
taxable year:

(A) Is unmarried, whether because he/she has never been
married, he/she is a widower or widow or divorced; or

(B) Is married, but before the celebration of the marriage
he/she has entered into a prenuptial agreement that expressly provides for the
division of assets; or

(C) Is married, but separated from his/her spouse. An
individual shall be deemed to be separated from his/her spouse if at the close of the
taxable year he/she were not living with his/her spouse, and during an
uninterrupted period of twelve (12) months including the close date for the taxable
year, he/she was not living under the same roof with his/her spouse uninterruptedly
for one hundred eighty-three (183) days.

(2) Married Individual.— The term “married individual” includes
couples that have celebrated their marriage in accordance with the Civil Code of
Puerto Rico or who are treated as married couples under the body of laws of Puerto
Rico. Those spouses that, before the celebration of their marriage executed a

prenuptial agreement, expressly providing that the marital property regime is the
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full division of assets, shall pay taxes each individually as single taxpayer for
purposes of the provisions of this Subtitle A.

(3) Married Individual Filing a Separate Return.— The term
“married individual filing a separate return” includes those spouses entitled to file
as married individuals as provided in paragraph (2) of this subsection, who elect to
file separate returns. In these cases, spouses shall determine their income as
provided in Section 1021.03(a).

(b)  For purposes of determining the personal status of an individual for a
taxable year, such determination shall be made at the close of his/her taxable year;
provided, that in the case one of the spouses dies during such taxable year, such
determination shall be made as of the date of death.

Section 1010.04.— Controlled Group of Corporations.—

(@ Controlled Group of Corporations.— For purposes of this Subtitle, the
term “controlled group of corporations” shall mean:

(1) A Parent-subsidiary Controlled Group.— One or more chains of
corporations connected through stock ownership with a common parent
corporation if-

(A) stock possessing at least eighty percent (80%) of the total
combined voting power of all classes of stock entitled to vote or at least eighty
percent (80%) of the total value of shares of all classes of stock of each of the
corporations, except the common parent corporation, is owned (within the meaning
of subsection (d)(1)) by one or more of the other corporations; and

(B) the common parent corporation owns (within the
meaning of subsection (d)(1)) stock possessing at least eighty percent (80%) of the
total combined voting power of all classes of stock entitled to vote or at least

eighty percent (80%) of the total value of shares of all classes of stock of at least
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one of the other corporations, excluding, in computing such voting power or value,
stock owned directly by such other corporations.

(2) Brother-sister Controlled Group.— Two or more corporations if
five (5) or fewer persons other than corporations own stock possessing (within the
meaning of subsection (d)(2)) at least fifty percent (50%) of the total combined
voting power of all classes of stock entitled to vote or at least fifty percent (50%)
of the total value of shares of all classes of stock of each corporation.

(3) Combined Group.— Three or more corporations each of which
Is a member of a group of corporations described in paragraph (1) or (2), and one
of which-

(A) is a common parent corporation included in a group of
corporations described in paragraph (1), and also
(B) is included in a group of corporations described in
paragraph (2).
(b) Component Member.—

(1) General Rule.— For purposes of this Subtitle, a corporation is a
component member of a controlled group of corporations on December 31 of any
taxable year (and with respect to the taxable year which includes December 31 ) if
such corporation—

(A) is a member of such controlled group of corporations on
December 31 included in such year and is not treated as an excluded member
under paragraph (2), or

(B) is not a member of such controlled group of corporations
on December 31 included in such year but is treated as an additional member under

paragraph (3).
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(2) Excluded Members.— A corporation which is a member of a
controlled group of corporations on December 31 of any taxable year shall be
treated as an excluded member of such group for the taxable year including such
December 31 if such corporation-

(A) is a member of such group for less than one-half the
number of days in such taxable year which precede such December 31 , is exempt
from taxation under Chapter 10 (except a corporation which is subject to tax on its
unrelated net business taxable income under Section 1102.01) for such taxable
year,

(B) is a foreign corporation subject to tax not engaged in
trade or business in Puerto Rico, or

(C) is an insurance company subject to taxation under
Subchapter A of Chapter 11.

(3) Additional Members.— A corporation which-

(A) was a member of a controlled group of corporations at
any time during a calendar year,

(B) is not a member of such group on December 31 of such
calendar year, and

(C) is not described, with respect to such group, in
subparagraph (B), (C), or (D) of paragraph (2),
shall be treated as an additional member of such group on December 31 for its
taxable year, including such December 31, if it was a member of such group for
one-half (or more) of the number of days in such taxable year which precede such
December 31.

(4) Corporation Member of More than one Controlled Group.— If a
corporation is a component member of more than one controlled group of

corporations with respect to any taxable year, such corporation shall be treated as a
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component member of only one controlled group. The determination as to the
group of which such corporation is a component member shall be made under
regulations prescribed by the Secretary which are consistent with the purposes of
this section and this Subtitle.
(c) Certain Stock Excluded.—
(1) General Rule.— For purposes of this Section, the term “stock”
does not include-

(A) nonvoting stock which is limited and preferred as to
dividends,

(B) treasury stock, and

(C) stock which is treated as “excluded stock™ under
paragraph (2).

(2) Stock Treated as “Excluded Stock”.—

(A) Parent-subsidiary Controlled Group.— For purposes of
subsection (a)(1), if a corporation (referred to in this paragraph as “parent
corporation”) owns (within the meaning of subsections (d)(1) and (e)(4)), fifty
percent (50%) or more of the total combined voting power of all classes of stock
entitled to vote or fifty percent (50%) or more of the total value of shares of all
classes of stock in another corporation (referred to in this paragraph as “subsidiary
corporation”), the following stock of the subsidiary corporation shall be treated as
excluded stock-

(i)  stock in the subsidiary corporation held by a trust
which is part of a plan of deferred compensation for the benefit of the employees
of the parent corporation or the subsidiary corporation,

(i)  stock in the subsidiary corporation owned by an
individual (within the meaning of subsection (d)(2)(A)) who is a principal

stockholder or officer of the parent corporation. For purposes of this paragraph, the
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term “principal stockholder” of a corporation means an individual who owns
(within the meaning of subsection (d)(2)(A)) five percent (5%) or more of the total
combined voting power of all classes of stock entitled to vote or five percent (5%)
or more of the total value of shares of all classes of stock in such corporation, or

(ili) stock in the subsidiary corporation owned (within
the meaning of subsection (d)(2)(A)) by an employee of the subsidiary corporation
If such stock is subject to conditions which run in favor of such parent (or
subsidiary) corporation and which substantially restrict or limit the employee’s
right (or if the employee constructively owns such stock, the direct owner’s right)
to dispose of such stock.

(B) Brother-sister Controlled Group.— For purposes of
subsection (a)(2)(A), if a person other than a corporation (referred to in this
subparagraph as “common owner”) owns (within the meaning of subsection
(d)(2)(A)), fifty percent (50%) or more of the total combined voting power of all
classes of stock entitled to vote or fifty percent (50%) or more of the total value of
shares of all classes of stock in a corporation, the following stock of such
corporation shall be treated as excluded stock-

(i)  stock in such corporation held by an employees’
trust described in Section 1081.01 which is exempt from tax under Section
1101.01(a)(4)(D) or Section 1081.01, if such trust is for the benefit of the
employees of such corporation,

(i) stock in such corporation owned (within the
meaning of subsection (d)(2)(A)) by an employee of the corporation if such stock
IS subject to conditions which run in favor of any of such common owners (or such
corporation) and which substantially restrict or limit the employee’s right (or if the
employee constructively owns such stock, the direct owner’s right) to dispose of

such stock. If a condition which limits or restricts the employee’s right (or the



34

direct owner’s right) to dispose of such stock also applies to the stock held by any
of the common owners pursuant to a bona fide reciprocal stock purchase
arrangement, such condition shall not be treated as one which restricts or limits the
employee’s right to dispose of such stock.

(d) Rules for Determining Stock Ownership.—

(1) Parent-subsidiary Controlled Group.— For purposes of
determining whether a corporation is a member of a parent-subsidiary controlled
group of corporations (within the meaning of subsection (a)(1)), “stock owned” by
a corporation means-

(A) stock owned directly by such corporation, and

(B) stock owned with the application of subsection (e)(1).

(2) Brother-sister Controlled Group.—

(A) Corporations.— For purposes of determining whether a
corporation is a member of a brother-sister controlled group of corporations
(within the meaning of subsection (a)(2)(A)), “stock owned” by a person other than
a corporation” means—

(1) stock owned directly by such person, and
(ii) stock owned with the application of subsection (e).
(e)  Constructive Ownership.—

(1) Options.— If any person has an option to acquire stock, such
stock shall be considered as owned by such person. For purposes of this paragraph,
an option to acquire such an option, and each one of a series of such options, shall
be considered as an option to acquire such stock.

(2) Stock Owned by Partnerships.— Stock owned, directly or
indirectly, by or for a partnership shall be considered as owned by any partner

having an interest of five percent (5%) or more in either the capital or profits of the
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partnership in proportion to their interest in capital or profits, whichever such
proportion is the greater.

(3) Stock Owned by Estates or Trusts.—

(A) Stock owned, directly or indirectly, by or for an estate or
trust shall be considered as owned by any beneficiary who has an actuarial interest
of five percent (5%) or more in such stock, to the extent of such actuarial interest.
For purposes of this subparagraph, the actuarial interest of each beneficiary shall
be determined by assuming the maximum exercise of discretion by the fiduciary in
favor of such beneficiary and the maximum use of such stock or partnership shares
to satisfy his/her rights as a beneficiary.

(B) Stock owned, directly or indirectly, by or for any portion
of a trust of which a person is considered the owner under Section 1083.05 and
1083.06 shall be considered as owned by such person.

(C) This paragraph shall not apply to stock owned by any
employees’ trust described in Section 1081.01 which is exempt from tax under
Section 1101.01 or Section 1081.01.

(4) Stock Owned by Corporations.— Stock owned, directly or
indirectly, by or for a corporation shall be considered as owned by any person who
owns (within the meaning of subsection (d)) five percent (5%) or more in value of
its stock in that proportion which the value of the stock which such person so owns
bears to the value of all the stock in such corporation.

(5) Stock Owned by Spouse.— An individual shall be considered as
owning stock in a corporation owned, directly or indirectly, by or for his/her
spouse (other than a spouse who is separated from the individual), except in the
case of a corporation with respect to which each of the following conditions is

satisfied for its taxable year-
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(A) The individual does not, at any time during such taxable
year, directly own any stock in such corporation;

(B) The individual is not a director or employee and does not
participate in the management of such corporation at any time during such taxable
year;

(C) Not more than fifty percent (50%) of such corporation’s
gross income for such taxable year was derived from royalties, rents, dividends,
Interest, and annuities; and

(D) Such stock in such corporation is not, at any time during
such taxable year, subject to conditions which substantially restrict or limit the
spouse’s right to dispose of such stock and which run in favor of the individual or
his/her children who have not attained the age of 21.

(6) Stock Owned by Children, Grandchildren, Parents, and
Grandparents.—

(A) Minor Children.— An individual shall be considered as
owning stock owned, directly or indirectly, by or for his/her children who have not
attained the age of twenty-one (21), and, if the individual has not attained the age
of twenty-one (21), the stock owned, directly or indirectly, by or for his/her
parents.

(B) Adult Children and Grandchildren.— An individual who
owns (within the meaning of subsection (d)(2), but without regard to this
subparagraph) more than fifty percent (50%) of the total combined voting power of
all classes of stock entitled to vote or more than fifty percent (50%) of the total
value of shares of all classes of stock in a corporation shall be considered as
owning the stock in such corporation owned, directly or indirectly, by or for his/her
parents, grandparents, grandchildren, and children who have attained the age of

twenty-one (21) years.
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(C) Adopted Children.— For purposes of this Section, a
legally adopted child of an individual shall be treated as a child of such individual
by blood.

(f)  Other Definitions and Rules.—
(1) Definition of Employee.— For purposes of this section the term
“employee” has the same meaning such term is given in Section 1062.01.
(2) Operating Rules.—

(A) In General .— Except as provided in subparagraph (B),
stock constructively owned by a person by reason of the application of paragraphs
(1), (2), (3), (4), (5), or (6) of subsection (e) shall, for purposes of applying such
paragraphs, be treated as actually owned by such person.

(B) Members of Family.— Stock constructively owned by an
individual by reason of the application of paragraph (5) or (6) of subsection (e)
shall not be treated as owned by him/her for purposes of again applying such
paragraphs in order to make another the constructive owner of such stock.

(3) Special Rules.— For purposes of this Section—

(A) If stock may be considered as owned by a person under
subsection (e)(1) and under any other paragraph of subsection (e), it shall be
considered as owned by him/her under subsection (e)(1).

(B) If stock is owned (within the meaning of subsection (d))
by two or more persons, such stock shall be considered as owned by the person
whose ownership of such stock results in the corporation being a component
member of a controlled group. If by reason of the preceding sentence, a
corporation would (but for this sentence) become a component member of two
controlled groups, it shall be treated as a component member of one controlled

group. The determination as to the group of which such corporation is a component
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member shall be made under regulations prescribed by the Secretary which are
consistent with the purposes of this Section.

(C) If stock is owned by a person within the meaning of
subsection (d) and such ownership results in the corporation being a component
member of a controlled group, such stock shall not be treated as excluded stock
under subsection (c)(2), if by reason of treating such stock as excluded stock the
result is that such corporation is not a component member of a controlled group of
corporations.

Section 1010.05.— Affiliated Group, Related Party.—
(@ An Affiliated Group.— For purposes of this Subtitle an “affiliated
group” means:
(1) A controlled group of corporations, as such term is defined in
Section 1010.04; or
(2) One or more chains of corporations connected through stock
ownership with a common parent corporation, if-

(A) the parent corporation owns directly stock with at least
fifty percent (50%) of the total voting power of the stock of such corporation or
stock is owned directly by at least one (1) of the corporations within the group of
corporations.

(B) For each of the corporations within the group, other
corporation within such group owns fifty percent (50%) or more of the voting
stock or shares or of the total value of all classes of stock of such corporation.

(b) Related Party.— A person shall be considered as a taxpayer’s “related

party” if such person is:
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(1) A component member of a controlled group of corporations, as
such term is defined in Section 1010.04, except that, for these purposes, paragraph
(2) of subsection (b) of such Section shall not be taken into account to exclude
corporations described therein; or

(2) A corporation in which the taxpayer owns directly or indirectly
fifty percent (50%) or more of the value of the stock of such corporation; or

(3) A corporation that owns directly or indirectly fifty percent
(50%) or more of the value of its stock; or

(4) A corporation in which fifty percent (50%) or more of the value
of its stocks is owned by a person who also owns, directly or indirectly, fifty
percent (50%) or more of the value of the stock of the taxpayer; or

(5) A brother or sister (whether by the whole or half blood), the
spouse, ancestor or lineal descendant.

CHAPTER 2 - TAX RATES
SUBTITLE A - INDIVIDUAL TAX

Section 1021.01.— Normal Tax on Individuals.—

There shall be imposed, charged and paid on the net income of every
individual in excess of the exemptions provided in Section 1033.18, and on the net
income of an estate or a trust in excess of the credit provided in Section 1083.03, a
tax which shall be determined according to the following tables:

(@ Regular Tax.—

(1) Tax for taxable years beginning after December 31, 2010 but
before January 1, 2012:

If the net taxable income is: The tax shall be:
Not more than $5,000 0 percent
In excess of $5,000 but 7 percent of

not over $22,000 the excess over $5,000



In excess of $22,000 but
not over $40,000

In excess of $40,000 but
not over $60,000

In excess of $60,000

(2) Tax for taxable years beginning after December 31 , 2011, but
before January 1, 2013:
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If the net taxable income is:

Not more than $6,500

In excess of $6,500 but
not over $23,000

In excess of $23,000 but
not over $41,300

In excess of $41,300 but
not over $61,500

In excess of $61,300

(3) Tax for taxable years beginning after December 31, 2012, but
before January 1, 2014:

If the net taxable income is:

Not more than $9,000

In excess of $9,000 but
not over $25,000

In excess of $25,000 but
not over $41,500

$1,190 plus 14 percent of
the excess over $22,000

$3,710 plus 25 percent of
the excess over $40,000

$8,710 plus 33 percent of
the excess over $60,000

The tax shall be:
0 percent

7 percent of
the excess over $6,500

$1,155 plus 14 percent of
the excess over $23,000

$3,717 plus 25 percent of
the excess over $41,300

$8,717 plus 33 percent of
the excess over $61,300

The tax shall be:
0 percent

7 percent of
the excess over $9,000

$1,120 plus 14 percent of
the excess over $25,000



In excess of $41,500 but
not over $61,500

In excess of $61,500

(4) Tax for taxable years beginning after December 31, 2013, but
before January 1, 2015:
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If the net taxable income is:

Not more than $12,000

In excess of $12,000 but
not over $26,000

In excess of $26,000 but
not over $42,750

In excess of $42,750 but
not over $62,750

In excess of $62,750

(5) Tax for taxable years beginning after December 31, 2014, but
before January 1, 2016:

If the net taxable income is:

Not more than $16,500

In excess of $16,500 but
not over $26,500

In excess of $26,500 but
not over $47,250

In excess of $47,250 but
not over $67,250

$3,430 plus 25 percent of
the excess over $41,500

$8,430 plus 33 percent of
the excess over $61,500

The tax shall be:
0 percent

7 percent of
the excess over $12,000

$980 plus 14 percent of
the excess over $26,000

$3,325 plus 25 percent of
the excess over $42,750

$8,325 plus 33 percent of
the excess over $62,750

The tax shall be:
0 percent

7 percent of
the excess over $16,500

$700 plus 14 percent of
the excess over $26,500

$3,605 plus 25 percent of
the excess over $47,250



In excess of $67,250

$8,605 plus 33 percent of
the excess over $67,250

(6) Tax for taxable years beginning after December 31, 2015:

If the net taxable income is:

Not more than $16,500

In excess of $16,500 but
not over $26,500

In excess of $26,500 but
not over $66,500

In excess of $66,500 but

The tax shall be:
0 percent

7 percent of the excess
over $16,500

$700 plus 14 percent of
the excess over $26,500

$6,300 plus 25 percent of

not over $121,500 the excess over $66,500

In excess of $121,500 $20,050 plus 30 percent of

the excess over $121,500

For taxable years beginning after December 31, 2013, the tax imposed
under paragraphs (4), (5), and (6) of this subsection, shall be subject to compliance
with the test established in Section 6100.03 of Subtitle F on expenditure control, as
certified by the Office of Management and Budget of the general fund’s net
income as certified by the Department of the Treasury, and economic growth, as
certified by the Planning Board.

(b) Gradual adjustment of tax rates lower than the rate of thirty-three
percent (33%) and the personal exemption and exemption for dependents.

(1) For taxable years beginning after December 31, 2010, but
before January 1, 2012, the tax imposed under paragraph (1) subsection (a) of this
Section (determined without taking this subsection into account) shall be increased
by five percent (5%) of the excess of the net income subject to taxation over one
hundred thousand dollars ($100,000).
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(2) For taxable years beginning after December 31, 2011, but
before January 1, 2013, the tax imposed under paragraph (2) subsection (a) of this
Section (determined without taking this subsection into account) shall be increased
by five percent (5%) of the excess of the net income subject to taxation over two
hundred thousand dollars ($200,000).

(3) For taxable years beginning after December 31, 2012, but
before January 1, 2014, the tax imposed under paragraph (3) subsection (a) of this
Section (determined without taking this subsection into account) shall be increased
by five percent (5%) of the excess of the net income subject to taxation over three
hundred thousand dollars ($300,000).

(4) For taxable years beginning after December 31, 2013, but
before January 1, 2015, the tax imposed under paragraph (3) subsection (a) of this
Section (determined without taking this subsection into account) shall be increased
by five percent (5%) of the excess of the net income subject to taxation over five
hundred thousand dollars ($500,000).

(5) Limitation.— The increase determined under paragraphs (1),
(2), (3), and (4) of this subsection (b) with regard to any taxpayer:

(A) For taxable years specified in paragraph (1) of subsection
(a), shall not exceed nine thousand four hundred forty dollars ($9,440) plus thirty-
three percent (33%) of the personal exemption and the exemption for dependents
admissible for the taxpayer under Section 1033.18.

(B) For taxable years specified in paragraph (2) of subsection
(a), shall not exceed nine thousand three hundred sixty-seven dollars ($9,367) plus
thirty-three percent (33%) of the personal exemption and the exemption for

dependents admissible for the taxpayer under Section 1033.18.
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(C) For taxable years specified in paragraph (3) of subsection
(a), shall not exceed eight thousand eight hundred ninety-five dollars ($8,895) plus
thirty-three percent (33%) of the personal exemption and the exemption for
dependents admissible for the taxpayer under Section 1033.18.

(D) For taxable years specified in paragraph (4) of subsection
(@), shall not exceed eight thousand four hundred twenty-three dollars ($8,423)
plus thirty-three percent (33%) of the personal exemption and the exemption for
dependents admissible for the taxpayer under Section 1033.18.

(6) In the case of married individuals living with their spouses and
filing separately, and in the case of married individuals living with their spouses
and filing jointly who elect the optional tax computation as provided in Section
1021.03, the income levels for purposes of the gradual adjustment provided in this
subsection shall be determined separately for each spouse as if he/she were a single
taxpayer.

(7)  The provisions of this subsection (b) shall not apply for taxable
years beginning after December 31, 2014.

Section 1021.02.— Alternative Basic Tax on Individuals.—
(@) Imposition of Alternative Basic Tax on Individuals.—

(1) General Rule.— There shall be imposed, collected, and paid by
every individual for each taxable year, in lieu of any other tax imposed under this
part, a tax on the net income subject to Alternative Basic Tax, determined
according to the following table and minus the basic optional credit for taxes paid
abroad (when greater than the regular tax):

If the adjusted gross income
subject to alternative basic tax is: The tax shall be:

From $150,000 but not
over $250,000 10 %
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In excess of $250,000 but
not over $500,000 15 %

In excess of $500,000 20 %

(2)  Net Income Subject to Alternative Basic Tax.— For purposes of
this subsection, the term “net income subject to alternative basic tax” shall mean
the taxpayer’s gross income for the taxable year, determined according to the
provisions of Section 1031.01 of this Subtitle, minus the exemptions established in
paragraphs (1), (2), 3)(A), (3)(B), (3)(L), B)(M), (4)(D), (6), (7), (10), (11), (12),
(15), (16), (17), (18), (20), (22), (23), (24), (25), (26), (27), (29), (30), (32), (33),
and (34) of subsection (a) of Section 1031.02, the sum of the exempt income
received from registered investment companies, in accordance with Section
1112.01, the deductions allowed under Section 1033.15 and 1033.16 and the
deductions granted for personal exemptions and exemption for dependents
provided in Section 1033.18, except that, for purposes of determining the amount
of the net income subject to alternative basic tax shall not apply to income
exclusions or exemptions arising from this Subtitle, notwithstanding the same
are granted under special laws, except for those provided in Act No. 225 of
December 1, 1995, as amended, known as the “Agricultural Tax Incentives Act,”
Act No. 73 of May 28, 2008, known as the “Economic Incentives Act for the
Development of Puerto Rico,” or any previous or subsequent similar law, or in
Act No. 78 of September 10, 1993, as amended, known as the “Puerto Rico Tourist
Development Act of 1993,” or any successor law, including the “Puerto Rico
Tourist Development Act of 2010.”

(3) Regular Tax.— For purposes of this subsection, the term
“regular tax” means the tax liability imposed by Section 1021.01 before the credit
granted by Section 1051.01, and the special taxes provided in Sections 1023.06,
1023.07 (related to the compensation paid by international sports associations or
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federations), 1023.08 (related to special tax on variable annuities in separate
accounts), 1023.04, 1023.05, and 1023.02 of this Subtitle.

(4) In the case of married individuals living with their spouses and
filing separately, and in the case of married individuals living with their spouses
and filing jointly who elect the optional tax computation as provided in Section
1021.03, the levels of net income subject to alternative basic tax provided in
paragraph (1) for purposes of the alternative basic tax shall be determine separately
for each spouse as if he/she were a single taxpayer.

(5) Credit for Taxes paid to the United States, Possession of the
United States and Foreign Countries.— A credit against the alternative basic tax
determined in paragraph (1) of this subsection, for taxes paid to the United States,
possessions of the United States and foreign countries may be claimed as follows:

(A) In General.— The credit against the alternative basic tax
paid to the United States, possessions of the United States and foreign countries for
any taxable year shall be the credited that would be determined under Section
1051.01(b) of this Subtitle for such taxable year, if-

(i)  The sum determined under paragraph (1) of this
subsection (b) were the tax against which such credit was claimed for purposes of
Section 1051.01(b) of this subtitle with respect to such taxable year and all
preceding taxable years; and

(i)  Section 1051.01(b) of this Subtitle would have
applied on the basis of the net income subject to alternative basic tax in lieu of the
net income.

(6) Credit for Alternative Basic Tax of Previous Taxable Years.—

(A) Granting of Credit.— An amount equal to the credit for
alternative basic tax of previous years shall be allowed as a credit against the tax
imposed by Section 1021.01.
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(B) Credit for Alternative Basic Tax of Previous Taxable
Years.— For purposes of subparagraph (A) of paragraph (6), the credit for
alternative basic tax of previous years is the excess, if any, of:

(1) The sum of the net alternative basic tax determined
for all previous taxable years beginning after December 31, 2008.

(2)  The sum of the net alternative basic tax determined
for all such previous taxable years beginning after December 31, 2008.

(C) Limitation.— The credit allowed under paragraph (6) of
this subsection for any taxable years shall not exceed the excess, if any, of:

(1) The net regular income, as defined in this
subsection, on

(2)  The net alternative basic tax for such taxable year

(D) Definitions.— For purposes of this paragraph (6):

(i) Net Alternative Basic Tax.— The term “net
alternative basic tax” means the amount of the net income subject to alternative
basic tax for each taxable year multiplied by the applicable alternative basic tax
rate, and reduced by the credit against the alternative basic tax paid to the United
States, possessions of the United States and foreign countries provided in
paragraph (5) of this subsection (b).

(i) Net Regular Tax.— The term “net regular tax”
means the regular tax, as reduced by the credit granted by Section 1051.01 of this
Subtitle.

(7) In addition to the provisions of paragraphs (1), (2), (3), (4) and
(5) of this subsection, and paragraphs (1) and (4) of subsection (b) of Section
1061.01, those individuals whose net income subject to alternative basic tax is one
hundred fifty thousand dollars ($150,000) or more for the taxable year, shall be

bound to file an income tax return under Section 1061.01.
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(8) Any person, acting in any capacity, who credits or make
payments to any individual on account of interests, rents, dividends, interest, and
annuities or any other income item subject to alternative basic tax, shall be bound
to report such payments to the Secretary and the individual, in such forms, date and
manner established by the Secretary through regulations, circular letter or other
determination or general administrative communication.

Section 1021.03.— Optional Tax Computation in the Case of Married
Individuals Living Together, Filing a Joint Return and Both of Whom Work.—

(@) In the case of spouses both of whom work, and who live together and
file a joint return, the tax under Sections 1021.01 and 1021.2[sic] shall be, at their
choice, the sum of the taxes determined individually, in the form provided to such
purposes by the Secretary, as follows:

(1) The personal exemption shall be that provided in subparagraph
(A) of paragraph (1) of subsection (b) of Section 1033.18;

(2) Each spouse shall be entitled to claim fifty percent (50%) of the
total sum of the exemption for dependent granted by Section 1033.18(b);

(3) The gross income of each spouse shall be determined as
follows:

(A) The income earned from services rendered shall be that
generated by each spouse individually. For purposes of this paragraph, income for
rendered services shall be deemed to be the wages, daily pay, salaries, professional
fees, commissions, annuities and pensions incomes, the profit attributable to a
trade or business and the income pertaining to distributive shares in partnerships,
special partnerships and corporations of individuals, among other; and

(B) The income not covered under subparagraph (A) shall be

attributed to each spouse on the basis of fifty percent (50%) of the total;
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(4) Deductions allowed under paragraphs (1) through (6) and (10)
of subsection (a) of Section 1033.15 shall be attributed to each spouse on the basis
of fifty percent (50%) of the total.

(5) Deductions allowed under paragraphs (7), (8), and (9) of
subsection (a) of Section 1033.15 shall be granted to the spouse to whom they
individually belong, up to the limits and subject to the provisions of such
paragraphs; and

(6) Each spouse shall determine his/her normal tax under Section
1021.01(a), the gradual adjustment under Section 1021.01(b) and the alternative
basic tax as provided in Section 1021.02 as if he/she were a single taxpayer.

Section 1021.04.— Option to File the Income Tax Return under the
Provisions of the Internal Revenue Code of 1994, as amended.—

(@) Every taxpayer, who is an individual, shall have the option to compute
his/her taxes and file the corresponding tax return to his/her first taxable year
beginning after December 31, 2010, and before January 1, 2012 and during the
following four taxable years, on the basis of the appropriate provisions of Act No.
120 of October 31, 1994, as amended known as the Internal Revenue Code of
1994, in effect as of December 31, 2010.

(b) The taxpayer shall elect the option provided in this Section by filing
the income tax return for the first taxable year beginning after December 31, 2010,
and before January 1, 2012. Once such option is elected, the same shall be final
and binding for the taxable year in which he/she made such election and for each
of the following four years.

SUBCHAPTER B - TAX ON CORPORATIONS
Section 1022.01.— Normal Tax on Corporations.—
(@) Definition of Net Income Subject to Normal Tax.— For purposes of

this Subtitle, the term “net income subject to normal tax,” when used in respect to
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corporations, shall mean the net income minus the credits for dividends received as
provided in Section 1033.19(a). In the case of a foreign corporation engaged in the
operation of a trade or business, the term “net income subject to normal tax” shall
mean the net income actually related to the operation of a trade or business in
Puerto Rico.

(b) Imposition of Tax.— There shall be imposed, collected and paid for
each taxable year on the net income subject to normal tax of every regular
corporation a tax of twenty percent (20%) of the net income subject to normal tax.

(c) Regular Corporation.— Definition.— For purposes of this Section and
Section 1022.05, the term “regular corporation” means any corporation other than:

(1) A corporation subject to the tax imposed by Subchapter A of
Chapter 11,

(2) A special employee-owned corporation subject to the
provisions of Subchapter C of Chapter 11,

(3) A special partnership subject to the provisions of Subchapter D
of Chapter 11,

(4) A corporation of individuals subject to the provisions of
Subchapter E of Chapter 11,

(5) A foreign corporation not engaged in the operations of a trade
or business in Puerto Rico, subject to the tax imposed by Section 1092.01, or

(6) A Limited Liability Company subject to the provisions of
Chapter 7 of this Subtitle.

Section 1022.02.— Surtax on Corporations.—

(@  Net Income Subject to Surtax.— For purposes of this Subtitle, the term
“net income subject to surtax,” when used in respect to regular corporations, means
the net income subject to normal taxes minus the credit provided in subsection (c)

of this Section.
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(b)  Imposition of Tax.— It shall be imposed, collected, and paid for each
taxable year, on the net income subject to surtax of every corporation of every
“regular corporation” (as such term is defined in subsection (c¢) of Section
1022.01):

(1) For taxable years beginning after December 31, 2010, but
before January 1, 2014:

If the net income subject

to surtax is: The tax shall be:

Not over $1,750,000 5 percent

Over $1,750,000 $87,500 plus 10 percent of
the excess of $1,750,000

(2) For taxable years beginning after December 31, 2013, five
percent (5%) of the net income subject to surtax, subject to compliance with the
test date established in Section 6100.03 of Subtitle F on expenditure control,
certified by the Office of Management and Budget of the general fund’s net
income as certified by the Department of the Treasury, and economic growth, as
certified by the Planning Board.

(c) In the case of a controlled group of corporations, under Section
1010.04 or affiliated group under Section 1010.05, for purposes of determining the
surtax rate established in this subsection applicable to each one of the corporations
members of said group, the total sum of the net income subject to normal tax of
each one of the corporations member of the controlled group or affiliated group
that are required to file an income tax return under this Subtitle shall be taken into
account, minus the deduction provided in subsection (d), subject to the limitations

of subsection (e).
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(d) For purposes of the surtax, a seven hundred fifty thousand dollars
($750,000) deduction shall be granted, except that, in the case of a corporation to
which this Section and Section 1010.04 apply, such deduction shall be equal to the
amount determined under subsection (e).

(e) Determination of the Deduction Applicable to Certain Controlled
Corporations under this Section.— If a corporation is a member of a controlled
group of corporations on a December 31, then, for purposes of subsection (d) of
the deduction allowed under said subsection for such corporation for the taxable
years that includes said December 31, shall be equal to-

(1) seven hundred fifty thousand dollars ($750,000) divided by the
number of corporations that are component members of the group on such
December 31, or

(2) if all component members of said controlled group consent (on
such date and in such manner as the Secretary by regulations prescribed) to an
apportionment plan, such portion of the seven hundred fifty thousand dollars
($750,000) allocated to each member in accordance with the plan.

The sum of the prorated amounts under paragraph (2) among the
component members of any controlled group or affiliated group shall not exceed
seven hundred fifty thousand dollars ($750,000).

(f)  Certain Taxable Years of Less than Twelve Months.— If a
corporation:

(1) Has ataxable year of less than twelve (12) months that does not
include a December 31 , and

(2) Is a component member of a controlled group of corporations
with respect to such taxable year, then for purposes of subsection (d), the deduction
allowed under the same of such corporation for such taxable year shall be equal to
seven hundred fifty thousand dollars ($750,000), divided by the number of
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corporations which are component members of such group on the last day of such
taxable year. For purposes of this subsection, Section 1010.04 shall be applied as
If such last day were substituted for December 31.

Section 1022.03.— Alternative Minimum Tax Applicable to Corporations.—

(@ General Rule.— It shall be imposed, collected, and paid for each
corporation (except foreign corporations not engaged in trade or business in Puerto
Rico whose election under Section 1092.01(d) of this Code is not in effect) for
each taxable year, in addition to any other tax imposed by this Subtitle, a tax equal
to the excess (if any) of-

(1) the tentative minimum tax for the taxable year, over

(2)  the regular tax for the taxable year.

(b)  Tentative Minimum Tax.— For purposes of this Section, the term
“tentative minimum tax” for the taxable year shall be the greater of:

(1) Twenty percent (20%) of so much of the net alternative
minimum taxable income for the taxable year as exceeds the exemption amount,
reduced by the alternative minimum tax foreign tax credit for the taxable year; or

(2) One percent (1%) of the value of the personal property
purchases of a related party.

(c) Definitions.— For purposes of this Section:

(1) Alternative Minimum Net Income.— For purposes of this
Section, the term “alternative minimum net income” means the net income subject
to normal tax for the taxable year reduced by the deduction granted in Section
1022.02(d), determined on the basis of the adjustments provided in Section
1022.04.

(2) Regular Tax.— For purposes of this Section, the term “regular
tax” means the regular tax liability for the taxable year, as established in Sections

1022.01 and 1022.02, reduced by the credit granted by Section 1092.01.
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(3) Exemption Amount.— For purposes of this Section, the term
“exemption amount” means the amount of fifty thousand dollars ($50,000) (but not
to less than zero), reduced by twenty-five percent (25%) of the excess of the
alternative minimum net income in excess of five hundred thousand dollars
($500,000).

(4) Personal Property.— The term “personal property” means
tangible personal property used or to be used in connection with the operation of a
trade or business in Puerto Rico, except for raw material and intermediate products
to be used by the acquirer in manufacturing process in Puerto Rico. The term
personal property does not include any property subject to the provisions of
Subtitle E.

(5) Value of the Personal Property.—

(A) General Rule.— If a bill is rendered to the taxpayer, the
amount on which the tax shall be determined shall be the sum collected for the
property included in the bill.

(B) If No Bill is Rendered.— If the taxpayer acquires
personal property in a transaction in which no bill is rendered, the amount on
which the tax shall be determined shall be the fair market value of such property.

(6) Related Party.— The term “related party” shall have the same
meaning as in Section 1010.05(b).

(7) Gross Receipts.— The term “gross receipts” shall have the
meaning given to such term in Section 1123(h)(6) of the Puerto Rico Internal
Revenue Code of 1994, as amended.

(d) Exceptions for the Tentative Minimum Tax in Subsection (b)(2) of
this Section.— The tentative minimum tax imposed by subsection (b)(2) of this

Section shall not apply to:
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(1) When the acquirer of the personal property has gross receipts
derived from the operation of a trade or business in Puerto Rico of less than fifty
million dollars ($50,000,000) for any of the three preceding taxable years.

(2)  The personal property acquired for tax exempt operations under
a tax exemption decree under Act No. 73 of May 28, 2008, or any previous or
subsequent similar law.

(3) When the acquirer or any member of the controlled group of
which he/she is a member is subject to excise taxes provided in Chapter 7 of
Subtitle B of the Internal Revenue Code of Act No. 120 of October 31, 1994, as
amended, known as the “Puerto Rico Internal Revenue Code of 1994.”

(4) When the Secretary determines that the value of the personal
property acquired from the related party is equal to or substantially similar to the
value for which such related party sells such property to a nonrelated party in
Puerto Rico.

(5) In the case of the acquisition of a personal property from a
related party in tax-exempt exchanges under Subtitle A of this Code, or incidental
to the sale or exchange of all or substantially all of the assets of a business outside
the ordinary course of business.

() Anti-abuse Rule.— For purposes of the tentative minimum tax in
subsection (b)(2) of this Section, no transaction, or series or transactions the
principal purpose of which is to avoid the application of this section, including but
not limited to, the use of corporations, partnerships, and other affiliated entities, the
use of other Commission arrangements, or the use of any plan resulting in the non-
application of this Section shall not be deemed to be valid, and any transaction in
which market prices with respect to a personal property are not used shall be

rendered invalid.
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Section 1022.04.— Alternative Minimum Net Income Computation
Adjustments.—

(@) Adjustment.— In determining the amount of the alternative minimum
net income for any taxable year, the following treatment shall apply, in lieu of the
treatment applicable for purposes of determining the regular tax.

(1) Depreciation.—

(A) Accelerated Depreciation.— In the case of a taxpayer that
elected to use the alternative accelerated depreciation method authorized under
Section 1040.11, the straight-line depreciation method authored by Section
1033.07 shall be used.

(B) In the case of a taxpayer that is not specifically excluded
In subsection (e) of this Section, who pursuant to a special law, has used an
alternative accelerated depreciation method or other exemptions to the
capitalization or depreciation requirements established in this Code, the straight-
line depreciation method authorized under Section 1033.07 shall be used.

(2) Installment Sales.— In the case of a dealer in personal property
who, after December 31, 1986, disposes of personal property through the
installment sales plan as contemplated in Section 1040.05, the income from said
disposition shall be determined without taking into account the installment sales
method, and all payments to be received shall be deemed as received in the taxable
year of such disposition.

(3) Long-term Contracts.— In the case of a taxpayer who uses the
contract completion method to declare income under long-term contracts as
provided in Section 1040.06, the gross taxable income related to such contract
shall be determined through the accounting method known as percentage of

completion method.



S7

(4) Interest Expense.— In the case of a financial institution,
Section 1033.17(f) shall apply with regard to the proportional assignment of
interest expenses attributable to the interest income from exempt liabilities,
regardless of their date of acquisition, except that the term “exempt liability”
subject to this assignment shall not include liabilities consisting of mortgage loans
granted or secured before September 1, 1987, by the Government and its agencies,
municipalities, and instrumentalities, whose interest would have been deductible
from gross income for purposes of the taxes imposed by Act No. 34 of June 4,
1975, as amended.

(5) Deduction of Net Operating Loss.— In determining the
alternative tax, the deduction of a net operating loss shall be allowed, as provided
in subsection (d), in lieu of what is provided in Section 1033.14.

(6) Deduction for Expenses for Services Rendered Outside of
Puerto Rico.— In determining the alternative minimum tax no deduction shall be
allowed for expenses incurred or paid to a related party, as such term is defined in
Section 1091.01(a)(3) or 1092.01(a)(3) of this Subtitle, whichever applies, for
services rendered outside of Puerto Rico if such payment for services are not
subject to income taxes under this Code.

(b)  Adjustment for Excess Net Income on the Books.— The alternative
minimum net income shall be increased by fifty percent (50%) of the amount, if
any, by which the adjusted net income on the books exceeds the alternative
minimum net income, determined without considering the increase provided
herein, nor the deduction for net operating loss admissible for purposes of the
alternative tax. For purposes of this subsection, the following is provided:

(1) In General.— The term “adjusted net income on the books” shall
mean the net income or net loss determined in the income statement of the

taxpayer, adjusted as provided in this subsection.
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(2) Tax-exempt Interest.— The taxpayer shall exclude income from
interest derived from tax-exempt liabilities under the provisions of Section
1031.02(b)(4) or under the provisions of any special law. The net income on the
books shall be increased by the amount of interest expense assigned to exempt
interest under subsection (a)(4) and any amount that can be attributed to said
exempt interest pursuant to the provisions of Section 1033.17(a)(5). Those
expenses (including interest expenses) incurred upon the acquisition or retention of
exempt liabilities consisting of mortgage loans granted or secured before
September 1, 1987, by the Government and its agencies, municipalities, and
instrumentalities, which would have been deductible from gross income for
purposes of the tax imposed by Act No. 34 of June 4, 1975, as amended, known as
the “Financial Institutions Franchise Act,” shall not be taken in consideration in the
determination of this adjustment.

(3) Adjustment for Amortization of Goodwill and Other Intangibles
Other Than Goodwill.— The taxpayer shall adjust his/her costs or expenses for any
difference between the cost of the amortization of goodwill and other intangibles
taken in the determination of his/her net income on the books and the deduction for
amortization of goodwill and other intangibles allowed by Section 1033.07.

(4) Dividends.— The taxpayer shall exclude the total amount
received as dividends from a domestic corporation or from industrial development
income or tourist development income (as defined in the Puerto Rico Tourist
Development Act of 1993, as amended, or any previous or subsequent similar law)
up to the amount that such dividends have not been included in the net income for
regular tax purposes.

(5) Industrial Development Income and Tourist Development
Exempt Income.— Net income on the books shall not include net industrial

development income or net income that constitutes net tourist development



59

income, as said term is defined in the Puerto Rico Tourist Development Act of
1993, as amended, or any previous or subsequent similar law.

(6) Bona-fide Agricultural Business Income.— Net income on the
books shall be reduced by the amount of the deduction for income derived from a
bona-fide agricultural business allowable under the provisions in Section 1033.12.

(7)  Adjustment for Use of the Equity Method.— The taxpayer shall
exclude or include, as the case may be, the amount of any income or loss items
attributable to his/her investment in another corporation that have been computed
by the accountant in the taxpayer’s income statement, having used the equity
method.

(8) Adjustments for Certain Taxes.— The taxpayer shall exclude
any Puerto Rico income taxes and any income and excess profit taxes imposed by
the United States, any United States possessions, or any foreign country, that were
directly or indirectly taken into account in the taxpayer’s income statement. The
preceding sentence shall not apply to taxes imposed by a foreign country, the
United States, or United States possessions, if the taxpayer elects not to avail
him/herself of the benefits of Section 1051.01.

(9) Foreign Corporations.— In the case of a foreign corporation, the
necessary adjustments shall be made for the net income on the books to reflect
only the income, expense, and loss items that are actually related to the operation
of a trade or business in Puerto Rico.

(10) Catastrophe Loss Insurance Reserve.— The net income on the
books shall be reduced by the amount provided as reserve for payment of
catastrophe loss insurance required by Chapter XXV of Act No. 77 of June 19,

1957, as amended, known as the Insurance Code of Puerto Rico.
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(11) Secretary’s Authority to Adjust Items.— The Secretary shall,
through regulations to that effect, adopt the necessary provisions to avoid the
omission or duplication of any item when determining the adjusted net income on
the books.

() Income Statement.— For purposes of this Section, the term “income
statement” shall have the meaning provided in subsection (c) of Section 1061.15.

(d) Definition of Net Operating Loss Deduction for Determining the
Alternative Tax.—

(1) In General.— For purposes of subsection (a)(5) of this Section,
the term “net operating loss deduction for determining the alternative tax” means
the net operating loss deduction allowed under Section 1033.14, except that—

(A) The amount of such deduction shall not exceed ninety
percent (90%) of the alternative minimum net income, determined without regard
to such deduction; and

(B) in determining the amount of such deduction, the net
operating loss for any taxable year, within the meaning of Section 1033.14(a), shall
be adjusted as provided in subsections (a) and (b) of this Section.

() Exception for Certain Corporations.— The provisions of Sections
1022.03 to 1022.04 shall not apply to:

(1) special partnerships that have an election in effect for the
taxable year under the provisions of Section 1114.12;

(2) corporations of individuals who have an election in effect for
the taxable year under the provisions of Section 1115.02;

(3) the registered investment companies that pay taxes according to
the provisions of Subchapter B of Chapter 11;

(4) real estate investment trusts exempt under Section
1101.01(a)(8)(F);
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(5) special employee-owned corporations organized pursuant to
Act No. 164 of December 16, 2009, as amended, known as the “General
Corporations Act,” or any other similar or subsequent law;

(6) corporations that are operating or operate under the provisions
of Act No. 73 of May 28, 2008, known as the “Economic Incentives Act for the
Development of Puerto Rico,” or any other preceding or subsequent similar law,
or under Act No. 78 of September 10, 1993, known as the “Puerto Rico Tourist
Development Act,”, or any other preceding or subsequent similar law, or under the
provisions of any other special law that grants a tax exemption with regard to
income derived from its operations, but only with regard to income derived from
its operations covered under a tax exemption decree, resolution or grant conferred
under said laws, or up to the amount of the exemption granted by any special law;
and

(7)  corporations that operate a bona fide agricultural business up to
the limit that the income derived from such activity is allowed as a deduction under
the provisions of Section 1033.12.

Section1022.05.— Surtax on Corporations Improperly Accumulating Surplus
or Benefits.—

(@) Imposition of Tax.— If a corporation, however created or organized, is
formed or utilized for the purpose of avoiding the imposition of the surtax upon its
shareholders or the shareholders of any other corporation by permitting earnings
and profits to accumulate instead of being divided or distributed, there shall be
imposed, collected, and paid for each taxable year, in addition to other taxes
imposed by this Subtitle, upon the net income of such corporation, a surtax equal
to fifty percent (50%) of the amount of the “net income determined by Section
1022.05.”
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(b) Prima Facie Evidence.— The fact that any corporation is a mere
holding or investment company shall be prima facie evidence of the purpose to
avoid the income tax with respect to shareholders.

(c) Evidence of Purpose.— The fact that the earnings and profits of a
corporation are permitted to accumulate beyond the reasonable needs of the
business shall be determinative of the purpose to avoid the income tax with respect
to shareholders, unless the corporation by the preponderance of the evidence shall
prove to the contrary. In determining the reasonable needs of the business, exempt
income or income that has been exempt, referred to in subsection (f), shall not be
taken into account.

(d)  Definition of Net Income Determined by Section 1022.05.— As used
in this subtitle, the term “net income determined by Section 1022.05” means the
net income computed without the capital loss carry over benefit set forth in Section
1034.01(e), of a taxable year beginning after June 30, 1995, and computed without
the net operating loss deduction set forth in Section 1033.14, minus the sum of-

(1) Taxes.— Income Taxes imposed by the Government of Puerto
Rico, paid or accrued during the taxable year up to the amount not allowable as a
deduction by Section 1033.04; but not including the tax imposed by this Section or
the corresponding section of a prior income tax law.

(2) Disallowed Charitable Contributions.— Contributions or gifts
payments made within the taxable year, not otherwise allowed as a deduction, to or
for the use of donees described in Section 1033.10, for the purposes therein
specified. For purposes of the preceding sentence, payment of any contribution or
gift shall be considered as made within the taxable year if and only if it is
considered for purposes of Section 1033.10, as made within such year.

(3) Disallowed Losses.— Losses from sales or exchanges of capital

assets which are disallowed as a deduction by Section 1034.01(d).
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() Income Not Placed on Annual Basis.— Section 1040.10 shall not
apply in the computation of the tax imposed by this Section.

() Exempt Income.— The term “net income determined by Section
1022.05” shall not include the income exempt or that has been exempt from taxes
under Act No. 73 of May 28, 2008, known as the “Economic Incentives Act for the
Development of Puerto Rico,” or under Act No. 78 of September 10, 1993, known
as the “Puerto Rico Tourist Development Act,” and any other preceding or
subsequent similar law.

() The surtax to which this Section refers shall not apply to any
corporation having at least eighty percent (80%) of its “net income determined by
Section 1022.05” invested in: obligations of the Government of Puerto Rico or
any of its instrumentalities or political subdivisions.

Section 1022.06.— Election to File under the Provisions of the Internal
Revenue Code of 1994, as amended.—

(@) Any taxpayer that is a corporation, including limited liability
companies, are hereby granted the option of computing its taxes and filing the
Income tax return pertaining to its first taxable year beginning after December 31,
2010, and before January 1, 2012, and during the following four taxable years, in
accordance with the provisions of Act No. 120 of October 31, 1994, as amended,
known as the “Internal Revenue Code of 1994, in effect as of December 31, 2010.

(b)  Any partnership organized before the effective date of the Code, for
purposes of Subtitle A, is hereby granted the option of computing its taxes and
filing the income tax return pertaining to its first taxable year beginning after
December 31, 2010, and before January 1, 2012, and during the following four
taxable years, in accordance with the provisions of Act No. 120 of October 30[sic],
1994, as amended, known as the “Internal Revenue Code of 1994,” in effect as of
December 31, 2010.



64

(c) The taxpayer shall elect the option provided in this Section by filing
the income tax return for the first taxable year beginning after December 31, 2010,
and before January 1, 2012. Once such option is elected, the same shall be final
and binding for the taxable year in which he/she made such election and for each
one of the following four (4) years.

SUBCHAPTER C - PREFERRED RATE TAXES

Section 1023.01.— Special Surtax on Separate Accounts.—

(@ A tax shall be imposed and collected, in addition to other taxes
imposed by law to life insurance companies, in the amount of point ten percent
(.10%) on the total amount of assets at the close of its taxable year in the separate
accounts maintained by said life insurance company established under the terms
and conditions provided in Sections 13.290 to 13.350 of the Insurance Code of
Puerto Rico, as shown on the annual report required from the life insurance
company under the Insurance Code of Puerto Rico.

(b) The tax imposed by this Section for any taxable year shall be reported
and be payable in its entirety by the life insurance company not later than the due
date prescribed by Subtitle A to file its income tax return for that taxable year.

Section 1023.02.— Special Tax to Individuals, Estates, and Trusts on Net
Long-term Capital Gains.—

(@ Ten Percent (10%) Tax Rate.— Any individual, estate, or trust shall
pay, in lieu of any other taxes imposed by this Subtitle, a ten percent (10%) tax on
the excess amount of any net long-term capital gain on any net short-term capital
loss, as said terms are defined in Section 1034.01, or may opt to pay taxes
according to the normal tax rates, whichever is of greater benefit to the taxpayer.

(b) Form of Payment.— The tax imposed by subsection (a) shall be paid
as provided in Section 1061.19 and 1061.20.
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Section 1023.03.— Alternative Tax to Corporations on Net Long-Term
Capital Gains.—

(a) If, for any taxable year, the net long-term capital gain of any taxable
year exceeds the short-term capital loss, there shall be imposed, collected and paid,
in lieu of the tax imposed by Sections 1022.01, 1022.02, and 1022.03, a tax
determined as follows, but solely if such tax were lower that the tax imposed by
said Sections:

(1) Firstly, a partial tax shall be computed on the net income
without including the total amount of the excess of the net capital gain at the rate
and in the manner as if this section did not exist.

(2) Then, an amount equal to fifteen percent (15%) of such excess
shall be determined.

(3) The total tax shall be the partial tax computed under paragraph
(1), plus the amount computed under paragraph (2).

Section 1023.04.— Tax on Individuals, Estates, and Trusts with Regard to
the Interest Paid or Credited on Deposits in Interest Bearing Accounts.—

(a) Tax Rate.—

(1) Special Tax Rate.— Any individual, estate or trust may avail
itself of the option to pay, in lieu of any other taxes imposed by this Subtitle, a tax
equal to ten percent (10%) or to seventeen percent (17%) in the case of an
individual retirement account, on the total amount of nonexempt interest paid to it,
or credited on deposits to the interest-bearing accounts in credit unions, savings
associations authorized by the Federal Government or the Government of Puerto
Rico, commercial and mutual banks, or any other banking institution located in
Puerto Rico, provided that said taxpayer meets the requirements of subsection (b).

(2) Normal Tax Rate.— Any individual, estate or trust may opt to

pay a tax determined according to the normal tax rates.
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(3) Excess of Withheld Tax.— In the event that the tax withheld in
accordance with this Section is greater that the tax resulting from the application of
the applicable preferred tax rate provided in paragraph (1) of this subsection (a),
the net income subject to such preferred tax rate, may be applied to such excess as
a credit against the regular tax.

(4) Special Rules.—

(A) Brokerage House as Nominee.— This section applies to
the interest paid or credited on deposits in interest-bearing accounts belonging to
one (1) or more individuals, estates and trusts and are registered in the name of a
brokerage house as nominee.

(B) Individual Retirement Account.— The seventeen percent
(17%) tax shall apply to the portion of any amount paid or distributed from an
individual retirement account consisting of interest described in this section.

(C) In the cases described in subparagraphs (A) and (B), said
provisions shall apply only to interest paid or credited with respect to shares in said
account owned by individuals, estates and trusts.

(b)  Requirements to Avail Oneself of the Provisions of this Section.—

(1) Option.—

(A) The option to pay only the ten percent (10%) tax referred
to in paragraph (1) of this subsection (a) is available to those recipients of interest
that not later than April 15 of each taxable year or on the opening date of an
interest-bearing account authorize the payer thereof to withhold the tax imposed by
subsection (a).

(B) The interest paid or credited to the taxpayer on accounts
in effect between January 1 of each year and the date on which the option is
exercised, provided that the latter is exercised within the term prescribed, may be

taxed at the rate of ten percent (10%) when filing the income tax return.
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(C) Inthe case of an individual retirement account (IRA), the
option to pay the seventeen percent (17%) tax may be exercised at the time of
making the payment or the distribution of the account.

(D) When an individual, estate, or trust has one or more
interest-bearing accounts in one or more financial institutions, the same shall be
bound to select the financial institution or account where the exemption on paid or
credited interest shall be applied as established in Section 1031.02(a)(3)(K) and to
notify the latter, and each of the other institutions in which said accounts are held,
of the selection. In these cases, the institution thus selected shall be required to
deduct and withhold the ten percent (10%) tax or the seventeen percent (17%) tax,
as applicable, on the amount paid or credited for interest in excess of the first five
hundred dollars ($500) accrued in each quarter. The other financial institutions
shall withhold said ten percent (10%) or seventeen percent (17%), as applicable,
taking as the base the total amount of interest paid or credited.

(E) Every individual, estate or trust that does not exercise the
option provided herein shall be required to pay the income tax based on the normal
rates.

(F) The withholding agent shall proceed to withhold, with
regard to interest paid or credited from the date the option is exercised according to
the procedure established in Section 1062.09 and shall be subject to the provisions
thereof.

(G) Once exercised, this option shall continue in effect until
the recipient of the interest chooses otherwise.

(2) Manner of Exercising the Option.— For purposes of claiming
the benefits of the option provided in paragraph (1), the recipient of interest shall
deliver to each payor of the same a written authorization in which it is stated under
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his/her signature that he/she opts for the withholding of the tax imposed by
subsection (a).

(3) Special Procedure in the Case of Accounts in Brokerage
Houses. —

(A) For the purpose of applying paragraphs (1) and (2), in the
case of an account belonging partially or wholly to one (1) or more individuals,
estates or trusts, which has been acquired through a brokerage house and is
registered in the name of a brokerage house as nominee, or of interest attributable
to the distributive share in a partnership, special partnership or corporation of
individuals, all references in said paragraphs to the phrases “payor of interest,”

29 (13

“financial institution that shall apply the exemption on interest,” “selected
Institution,” and “withholding agent” include the brokerage house in whose name
the account is registered, the partnership, special partnership, or the corporation of
individuals, as the case may be.

(B) With regard to the portion of an account that belongs to
one (1) or more individuals, estates or trusts, said brokerage house can act as the
withholding agent and may receive the authorization of each individual, estate or
trust to withhold the ten percent (10%) or the seventeen percent (17%), as
applicable, on interest paid or credited by the financial institution to the brokerage
house, and in turn, paid or credited to the taxpayer by the brokerage house, and can
be the institution selected to deduct and withhold the ten percent (10%) tax or the
seventeen percent (17%) tax, as applicable, on the amount paid or credited on
account of interest in excess of the first five hundred dollars ($500) accrued in each

quarter.
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Section 1023.05.— Tax on Individuals, Estates, and Trusts with Regard to
the Interest Paid or Credited on Bonds, Notes, or other Obligations of Certain
Corporations or Partnerships and on Certain Mortgages.—

(a) Tax Rate.—

(1) Special Tax Rate.—~ Any individual, estate, corporation,
partnership or trust may avail itself of the option to pay, in lieu of any other taxes
imposed by this Subtitle, a tax equal to ten percent (10%) on the total amount of
nonexempt eligible interest paid to it, or credited on bonds, notes, or other
obligations issued by a corporation or partnership described in paragraph (1) of
subsection (b), on mortgages constituted on residential property located in Puerto
Rico described in paragraph (2) of said subsection.

(2) Normal Tax Rate— Any individual, estate, corporation,
partnership or trust may opt to pay a tax determined according to the normal tax
rates.

(3) Excess of Withheld Tax.— In the event that the tax withheld in
accordance with this Section is greater that the tax resulting from the application of
the preferred tax rate provided in paragraph (1) of this subsection (a), the net
income subject to such preferred tax rate, may be applied to such excess as a credit
against the regular tax.

(b)  Definition of Eligible Interest.— For purposes of this Section, the term
“eligible interest” means:

(1) Bonds, Notes, or other Obligations.— Any interest on:

(A) Bonds, notes and other obligations issued:
(i) By adomestic corporation or partnership; or
(i) By a foreign corporation or partnership when not
less than eighty percent (80%) of its gross income derived during the three (3)

taxable year period ending with the close of the taxable year prior to the date of
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payment or crediting of the interest, constitutes income that is actually related to
the operation of a trade or business in Puerto Rico.

(B) Shares in trusts that represent an interest on the bonds,
notes or other obligations described in subparagraph (A), provided, that the
proceeds of said bond, note or other obligation is solely and exclusively used in the
trade or business in Puerto Rico of said corporation or partnership, whether
domestic or foreign, or its subsidiaries, within a period of not more than twenty-
four (24) months following the date of issue of said bond, note or other obligation.

(2) Mortgages on Residential Property Located in Puerto Rico.—

(A) Any mortgage loan interest on residential property
located in Puerto Rico, whose mortgage has been executed after July 31, 1997, and
insured or secured by virtue of the provisions of the National Housing Act,
approved on June 27, 1934, as amended, or by virtue of the provisions of the
Servicemen’s Readjustment Act of 1944, as amended.

(B) Any interest on mortgage loans on residential property
located in Puerto Rico, that is not exempt under Section 1031.02 and shares in
trusts that represent an interest on said loans (or any other instrument that
represents an interest on said loans), provided, that the interest recipient is not a
financial institution as such term is defined in Section 1033.17(f).

(c) Requirements to Avail Oneself of the Provisions of this Section.—

(1) Investment Report.— Every domestic or foreign corporation or
partnership shall be bound to render a report to the Secretary on the investments
made within ninety (90) days following the twenty-four (24) months from the date
of issue of the bond, note or other obligation, or after having made the total
investment, whichever occurs first.

(2)  Manner of Exercising the Option.—
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(A) The option to pay only ten percent (10%) of the tax
referred to in paragraph (1) of subsection (a), is available to the recipients of
eligible interest that, on the date of acquiring the bond, note, or other obligation or
mortgage loan described in the above subsection (b), authorize the payer thereof to
withhold the tax imposed by said subsection (a).

(B) Any individual, estate, corporation or trust that does not
exercise the option provided herein shall be bound to pay the income tax based on
the normal rates.

(C) The withholding agent shall make the withholding with
regard to interest paid or credited as of the date on which the option is exercised
pursuant to the procedures established in Section 1062.09 and shall be subject to
the provisions thereof. This option, once exercised, shall continue in force until the
interest recipient should opt otherwise.

(D) Manner of Exercising the Option.— In order to avail
him/herself of the option provided in subparagraph (A), the interest recipient shall
render to each payor thereof a written authorization stating under his/her signature
that he/she opts for the withholding of tax imposed by subsection (a).

Section 1023.06.— Special Tax over Dividend Distribution of Certain
Corporations.—

(@ Imposition of Tax.— There shall be imposed, collected and paid, in
lieu of any other taxes imposed by this Subtitle, on the total amount received by
any eligible person (as said term is defined in subsection (d)), derived from any
eligible distribution (as said term is defined in subsection (c)) of dividends:

(1) of adomestic corporation, or
(2) of dividends of a foreign corporation when not less than eighty
percent (80%) of its gross income derived during the three (3) taxable year period

ending with the close of the taxable year prior to the statement of such dividends,
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constitutes income that is actually related to the operation of a trade or business in
Puerto Rico, the special tax provided in subsection (b), without taking into
consideration any deduction or credit provided by this Subtitle. This section shall
not apply to the amounts distributed in a total or partial liquidation of a
corporation.

(b)  Special Tax.— The special tax provided in subsection (a) shall be ten
percent (10%) of the total amount received by every eligible person derived from
any eligible distribution made by a corporation.

(c) Definition of Eligible Distribution.— For purposes of this Section, the
term ‘“eligible distribution of dividends” means any distribution made by a
corporation described in subsection (a), to an eligible person, be it in money or in
property, from its earnings or profits accumulated after February 28, 1913. In the
case of an eligible person who is a resident of Puerto Rico or a Citizen of the
United States, the term “eligible distribution of dividends” shall include the
distributive share or proportional share, as the case may be, of said eligible person
in such portion of the net income of a partnership, special partnership or
corporation of individuals from eligible distributions.

Notwithstanding the above, the term “eligible distribution of
dividends” shall not include the distributions totally or partially exempt by
subparagraphs (A), (B), (C), and (D) of paragraph (4), subsection (b) of Section
1031.02, or by Act No. 73 of May 28, 2008, better known as the “Economic
Incentives Act for the Development of Puerto Rico,” or any other preceding or
subsequent similar law, and that portion of the distribution received by a
nonresident of Puerto Rico which is deemed to be from sources outside Puerto
Rico under Section 1035.02. Eligible distributions shall not include those made by
corporations under Subchapter E of Chapter 11, except with respect to a
distribution described in Section 1115.06 (c)(1), or those effected by real estate
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Investment trusts exempt under the provisions of Section 1101.01(a)(8)(F) or
Section 1082.01.

(d) Definition of Eligible Person.— For purposes of this Section, the term
“eligible person” means any individual, resident or nonresident, trust or estate.

() Requirement to Deduct and Withhold at the Source and Pay or
Deposit the Tax Imposed by this Section.—

(1) Requirement to Deduct and W.ithhold.— Every person,
notwithstanding the capacity in which the person is acting, that has control, receipt,
custody, disposition or payment of eligible distributions described in subsection (c)
shall deduct and withhold from said distributions an amount equal to ten percent
(10%) of the total amount of each distribution of dividends of corporations. A
partnership, special partnership or a corporation of individuals receiving an eligible
distribution shall be the person required to meet the requirements of this
subsection. For these purposes, the distributive share or proportional share of an
eligible person in the net income of a partnership, special partnership or
corporation of individuals derived from eligible distributions shall be treated as if
received by said eligible person at the same time that the distribution is received by
the partnership, special partnership or corporation of individuals.

(2) Requirement to Pay or Deposit Deducted or Withheld Taxes.—
Every person required to deduct and withhold any tax under the provisions of this
section, under regulations prescribed by the Secretary in accordance with this
Subtitle, and to remit the payment of said tax to the Government of Puerto Rico,
shall pay the amount of tax so deducted and withheld in the Internal Revenue Tax
Collection Offices of Puerto Rico, the Treasury Department, or shall deposit the
same in any of the banking institutions designated as depositories of public funds

that have been authorized by the Secretary to receive said tax. The tax shall be paid
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or deposited on or before the fifteenth day of the month following the date in
which the eligible distribution was made.

(3) Liability for the Tax.— Every person required to deduct and
withhold any tax under the provisions of this section shall be liable to the Secretary
for the payment of said tax and shall not be liable to any other person for the
amount of any of these payments.

(4) Tax Return.— Every person required to deduct and withhold
any tax under the provisions of this section shall file a return in connection to the
same on or before February 28 of the following year. Said return shall be filed with
the Secretary and shall have that information and shall be made in such manner as
prescribed by the Secretary by regulation.

(5) Failure to Withhold.— If the withholding agent, in violation of
the provisions of this section, fails to make the withholding referred to in
paragraph (1), the amount which should have been deducted and withheld (unless
the recipient of the eligible distribution pays the tax to the Secretary) shall be
collected from the withholding agent following the same procedure that would be
used if it were a tax owed by the withholding agent.

(6) Penalty.— See Section 6041.01 of Subtitle F of this Code for
provisions related to penalties and additions to the tax.

(f)  Non-deductibility of the Tax when Computing Net Income.— The tax
deducted, withheld, and paid under this section shall not be allowed as a deduction
to the withholding agent nor to the recipient of the eligible distribution when
computing net income for purposes of any income tax.

(g) If the amount of any tax imposed by this section or any part thereof is
not paid on or before its due date, the total unpaid amount of the tax shall be

assessed, collected and paid in the same manner as any other tax imposed by this
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Subtitle, and the provisions regarding interest, surcharges, and penalties
established in Subtitle F of the Code shall apply.

(h) Liability of the Eligible Person.— Any liable eligible person, as stated
in paragraphs (1), (2) and (3), shall be liable for the special tax imposed by this
section with respect to any eligible distribution received, to be deducted, withheld
at the source and paid to the Secretary within the date prescribed by this Subtitle. If
with respect to any distribution, the special tax provided by this section or any
portion thereof, is not paid within the period prescribed by this Subtitle, said
distribution shall not be considered an eligible distribution subject to the payment
of the special tax provided in this section to the liable eligible person stated in
paragraphs (1), (2) and (3), unless it is shown that said failure is due to a
reasonable cause, and not to a willful disregard. The fact that a distribution is
considered as non-eligible by reason of the provisions of this subsection, shall have
no effect, in any way of releasing or exonerating the withholding agent from the
requirements and liabilities provided in this section: For purposes of this
subsection, the term “liable eligible person” includes:

(1) The directors of a corporation in office when the withheld tax
was not timely paid to Treasury;

(2) any shareholder that owns more than fifty percent (50%) of the
total combined voting power of all classes of voting stocks in a corporation, or

(3) apartner in any type of partnership or joint venture.

(i)  Exceptions.—

(1) Option.— The provisions pertaining to the special tax imposed
by this section shall apply to every eligible distribution, except those which the
eligible person opts for them not to apply. The option shall be exercised pursuant
to the regulations promulgated by the Secretary. When the taxpayer exercises the

option so that the provisions pertaining to the special tax imposed by this Section
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are not applicable, this shall not have the effect, in any way, of releasing or
exonerating the withholding agent from the duties of making the corresponding
withholding under the provisions of Section 1062.08. The option shall be final and
irrevocable.

(2) Option in the Return.— The Secretary shall allow the taxpayer
to include the dividend as net income subject to taxation and receive a credit for
the tax withheld pursuant to this section, as provided under regulations.

(3) Excess of Withheld Tax.— In the event that the tax withheld in
accordance with subsection (e) is greater that the tax resulting from the application
of the preferred tax rate provided in subsection (b), the net income subject to such
preferred tax rate, may be applied to such excess as a credit against the regular tax.

(4) Transitory Provisions.— Any eligible distribution made by a
corporation or partnership during the period comprising from July 1, 2006 to
December 31, 2006, shall be subject to a special tax rate of five percent (5%) of the
total amount received by any eligible person, in lieu of the special tax established
by subsection (b) and was not regularly distributed to the stockholders or partners
of such entities may be kept in the books of the corporation or partnership in
question in order to comply with any sort of contractual, commercial or statutory
commitment of said entities, to be taken into account at the time any sort of
distribution is to be made by the Board of Directors or managing partners or
directors of said corporations or partnerships, and subject to the discretion of the
former, in terms of the source or origin of the money to be distributed in the future
by any of said entities.

Section 1023.07.— Compensation Paid by International Sports Associations
or Federations.—
(@ Imposition of Tax.— A tax shall be imposed, collected and paid, in

lieu of any other taxes imposed by this Subtitle, a special twenty percent (20%) tax
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on the total amount received by any resident or nonresident individual (including,
but without limitation, players, coaches and technical staff) for any compensation
received for personal services rendered in Puerto Rico as employee or independent
contractor of any team member of international associations or federations or
associations or entities affiliated to such teams described in subsection (c).

(b) For purposes of this Section, the amount of the compensation
attributable to personal services rendered in Puerto Rico shall be determined on the
basis of the proportion there is between the number of days of service in Puerto
Rico over the total number of calendar days covered in the compensation
agreement of said individual with the team, the association or affiliated entity that
includes the days of service in Puerto Rico.

(c) The special tax provided by this section shall apply to compensation
paid by the following international associations or federations:

(1) Major League baseball teams, including without it being
understood as a limitation, the Office of the Commissioner of Major League
Baseball, Major League Baseball Properties Inc., Major League Baseball
Enterprises Inc., Baseball Television Inc., Major League Baseball Advanced
Media, L.P. and their succeeding entities, in it being understood as a limitation, the
National Basketball Association Commissioner’s Office, the NBA TV, NBA Latin
America Inc., the Women’s National Basketball Association, better known as the
“WNBA” or the National Basketball Development League, better known as the
“NBDL” and any succeeding entity in connection with the holding of “NBA”
basketball games in Puerto Rico.

(d) Requirement to Deduct and Withhold at the Source and to Pay and
Deposit the Tax Imposed by this Section.— Any person regardless of the capacity
in which he/she is acting, who has control, receipt, custody, disposal or payment of

the amounts of compensation described in subsections (a) and (b) of this section,
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shall deduct and withhold said twenty percent (20%) tax and shall pay the amount
of said tax thus deducted and withheld in the Internal Revenue Tax Collection
Offices of Puerto Rico or deposit it in any of the banking institution designated as
depositories of public funds that have been authorized by the Secretary to receive
said tax. The tax shall be paid or deposited not later than the fifteenth day of the
month following the date on which the payment subject to the twenty percent
(20%) withholding imposed by this subsection was made. The amounts subject to
the deduction and withholding imposed by this subsection shall not be subject to
the provisions of Section 1062.08.

(e) Failure to Withhold.— If the withholding agent, in violation of the
provisions of subsection (d), fails to withhold the twenty percent (20%) tax
imposed by said subsection (d), the amount that should have been deducted and
withheld (unless the recipient of the income pays the tax to the Secretary) shall be
collected from the withholding agent, following the same procedure that would be
used if it were a tax owed by the withholding agent. The recipient of the payment
shall be required to pay the tax not withheld through the filing of a return within
the term provided in Section 1061.15 and the payment of the tax pursuant to the
provisions of Section 1061.16. Notwithstanding the payment of the tax by the
recipient, the withholding agent shall be subject to the penalties provided in
subsection (h) of this section.

(f)  Tax Liability.— Any person who is required to deduct and withhold
the twenty percent (20%) tax imposed by this Section shall be liable to the
Secretary for the payment of said tax and shall not be liable to any other person
whatsoever for the amount of any payment thereof.

() Tax Return.— Any person who is required to deduct and withhold the
twenty percent (20%) tax imposed by this section shall file a return with regard to

the same no later than February 28 of the year following the year in which the
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payment was made. Said return shall be filed with the Secretary and shall contain
such information and be prepared in such form as established by the Secretary
through regulations. Any person who files the return required by this subsection
shall not be required to file the information return required by subsection (j) of
Section 1062.08.

(h) Penalty— See Section 6041.01 of Subtitle F of this Code for
provisions related to penalties and additions to the tax.

Section 1023.08.— Special Tax on Variable Annuities in Separate Accounts.—

(@ Imposition of Tax.— When filing his/her income tax return, the
taxpayer may elect to treat the amount of the lump sum includible in the gross
income as a long-term capital gain.

(b)  Definitions.—

(1) Lump Sum.— For the sole purposes of this section, the term
“lump sum” means amounts payable during the same taxable year under a variable
annuity contract issued by an eligible insurance company.

(2) Eligible Insurance Company.— For the sole purposes of this
section, the term ‘“eligible insurance company” means an insurance company
organized under the Laws of the Government of Puerto Rico and authorized as
such by the Insurance Commissioner of Puerto Rico, or a foreign insurance
company duly authorized to conduct insurance business by the Insurance
Commissioner of Puerto Rico, when not less than eighty percent (80%) of its gross
income derived during the period of three (3) taxable years ending at the close of
the taxable year prior to the date of payment of the annuity or eligible periodic
payment that constitutes income that is actually related to the operation of a trade
or business in Puerto Rico.

(3) Variable Annuity Contract.— For the sole purposes of this

section, the term “variable annuity contract” means an annuity insurance contract
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or an endowment insurance contract, the funds of which were deposited in separate
accounts subject to the special surtax imposed under Section 1023.010f this Act.
CHAPTER 3.— COMPUTATION OF TAXABLE INCOME
SUBCHAPTER A - DETERMINATION OF NET INCOME,
GENERAL CONCEPTS

Section 1031.01.— Gross Income.—

(@) General Definition.— Except as otherwise provided in this Code, the
term “Gross Income” means any income, gain, or profit from whatever source
derived or earned. Gross income includes, but is not limited to, the following types
of sources:

(1) Gains, profits, and income derived from salaries, wages, or
compensation for personal services (including the compensation received for
services rendered as an official or employee of the Government of Puerto Rico, of
any state of the Union, the United States, or any political subdivision thereof, or of
any agency or instrumentality of any of the abovementioned entities) of any sort
and in whichever manner they are paid;

(2) Gains, profits, and income from professions, occupations,
trades, businesses, commerce, or sales, or of deals in property whether real or
personal that arise from the ownership or use, or the interest in such property;

(A) In the case of gains or income derived from the
production or sale of property in the ordinary course of the business, whether real
or personal, the gross income under this Section shall be the gross gain from the
sale of such products as determined under generally accepted accounting
principles. For purposes of this paragraph, gross income means the total amount
generated from the sale of goods or products minus the cost of the sold goods or

products.
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(B) When, in the judgment of the Secretary, the use of
inventory is necessary to clearly determine the income of any taxpayer, the latter
shall be required to make inventories on the basis provided by the Secretary,
pursuant to accounting principles generally applicable to the trade or business that
show the income more clearly. The taxpayer may use the merchandise inventory
method provided in Section 1040.06, whether or not it has been provided under the
preceding paragraph, subject to the requirements established in Section 1040.06.

(3) Gains, Profits, and Income Derived from the Sale or Other
Disposal of any Type of Property that Does Not Constitute Inventory Held by the
Taxpayer.— In the case of the sale or other disposal of property, the gain or loss
shall be computed as provided in Section 1034.03

(4) Gains, profits, and income derived from pensions, annuities
(including life insurance, annuity or endowment contracts) estates and trusts.

(5) Pensions by reason of divorce or separation, subject to the
provisions of Section 1032.02

(6) Profits derived from the cancellation of indebtedness, except as
provided in paragraph (b)(10) of this Section.

(7) Distributions made by corporations, subject to the provisions of
Section 1034.09

(8) Gains, profits, and income derived from interest, rents,
royalties, dividends, or interest in partnerships, profits from corporations of
individuals, profits from limited liability corporations, securities, or the operation
of any business conducted for profit or earnings;

(9) Gains or profits and income derived from any source.

(b) Exclusions from Gross Income.— The following items shall be

excluded from the definition of gross income:

(1) Life Insurance.— There shall be excluded from gross income:



82

(A) Amounts received under a life insurance contract paid by
reason of the death of the insured, whether in a lump sum or in installments, but if
such amounts were held by the insurer under an agreement to pay interest thereon,
the interest payments shall be included in gross income;

(B) Upon previous authorization from the Secretary, the
amounts received during life, under a life insurance contract by reason of a
terminal illness of the insured, who, as certified by a competent medical authority,
will live less than one year.

(2) Gifts, Bequests, Devises, and Inheritances.— The value of the
property acquired by gift, bequest, devise, or inheritance shall be excluded from
gross income. The income derived from such property shall not be excluded from
gross income under this paragraph or, in case the gift, bequest, devise, or
inheritance consists of income derived from such property, the amount of such
income. For purpose of this paragraph, if under the terms of the gift, bequest,
devise, or inheritance, payment, crediting, or distribution thereof is to be made at
intervals, to the extent that it is paid or credited or to be distributed out of income
derived from property, it shall be treated as a gift, bequest, devise, or inheritance of
income derived from property.

(3) Compensation for Injury or Sickness.— Except in the case of
amounts attributable to, but not in excess of, deductions allowed under Section
1033.15(a)(2)(F) in any prior taxable year, amounts received as sickness or
accident insurance or under workmen’s compensation acts, as compensation for
personal physical injuries or sickness (except the amount received by an employee,
up to the amount that said amounts are directly paid by the employer), plus the
amount of any indemnification received in a legal action or a settlement out of
court for such personal physical injuries or physical sickness, and amounts

received as a pension, annuity or similar allowance for personal physical injury or
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physical sickness, and for occupational or non-occupational disability, including
those resulting from active service in the armed forces of any country.

(4) Death Benefits Received by Heirs or Beneficiaries of Members
of Certain Retirement or Pension Systems.— Amounts received by the heirs or
beneficiaries of the members of the retirement system of the employees of the
Government of Puerto Rico and its instrumentalities, of the system of pensions and
annuities for teachers of Puerto Rico, of the retirement system of the University of
Puerto Rico, of the retirement system of the employees of the Puerto Rico Electric
Power Authority, or of any other system created in the future, as well as of any
retirement system of the federal or state government or instrumentalities or
political subdivisions thereof, as a death benefit of the participant or member of
any of said systems.

(5) Scholarships.— The amounts received from the Government of
Puerto Rico or its agencies, instrumentalities or political subdivisions as
scholarships for studies when the beneficiary is other than a public official or
employee, or when said amounts do not represent the compensation or part of the
compensation of an office or job or are not related to such office or job.

(6) Literary, Journalistic, Scientific, and Artistic Awards, and
Awards for Industrial, Agricultural or Professional Development.— Income derived
from literary, journalistic, scientific, and artistic awards, and awards for the
promotion of industrial, agricultural or professional progress, obtained in
competitions or contests to promote and encourage literature, the arts, journalism,
agriculture, industry, the professions, and the sciences.

(7) Federal Social Security for Old-age and Survivors.— Payments
for benefits received under the provisions of Section 202 of Title Il of the Social

Security Act, as heretofore or hereafter amended.
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(8) Crop Insurance.— The amounts received under any crop
insurance, excluding fire insurance, as a result of losses suffered by the insured.

(9) Foster Care Maintenance Payments.— The amount received by
Foster Homes as monthly maintenance under the Families with Children Service
Program of the Administration for Children and Families.

(10) Income from the Cancellation of Indebtedness.—

(A) Exclusion.— The income derived from the cancellation
discharge of indebtedness shall not be subject to income taxes under this Subtitle,
in whole or in part, if such cancellation of indebtedness is due to any of the
following cases:

(i)  The cancellation occurs as a result of filing for
bankruptcy in an action under the provisions of Title 11 of the United States Code
and such cancellation is approved by a court with jurisdiction.

(i) the cancellation occurs when the taxpayer is
insolvent, in which case the amount excluded by virtue of this clause shall not
exceed the amount by which the taxpayer is insolvent. For purposes of this clause:

()  the term “insolvent” means the excess of
liabilities over the fair market value of assets; and

(1) the taxpayer’s insolvency shall be
determined on the basis of the taxpayer’s assets and liabilities immediately before
the cancellation.

(ili)  The cancelled of indebtedness is a student loan and
the cancellation is made pursuant to a provision of said loan that allows for such
cancellation, in whole or in part, if the taxpayer worked for a certain amount of

time in certain professions or for certain employers (other than the lender).
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(B) Reduction of Tax Attributes.— The amount excluded under this
subparagraph shall be applied to reduce the tax attributes of the taxpayer in the
following order:

(i)  The net operating loss incurred for the taxable year of the
cancellation, and any net operating loss carryover to such taxable year and
available for the taxable year in which the cancellation occurred.

(i) The net capital loss for the taxable year of the
cancellation, and any net capital loss carryover to such taxable year and available
for the taxable year in which the cancellation occurred.

(ili) The tax basis of any asset held by the taxpayer used as
collateral of the debt subject to the cancellation.

(11) Annuities— Except as otherwise provided in Section
1031.02(a)(1), the following amounts with respect to annuities shall be excluded
from gross income:

(A) In General.—

(i)  Amounts received, other than amounts paid due to
the death of the insured and payment of interest in such amounts other than those
received as annuities under a life insurance or endowment contract, but if such
amounts, when added to amounts received before the taxable year under such
contract, exceed the aggregate amount of premiums or consideration paid, whether
or not paid during the taxable year, then the excess shall be included in gross
income,

(i)  Amounts received as an annuity under an annuity
or endowment contract shall be included in gross income, except that there shall be
excluded from gross income the excess of the amount received in the taxable year
over an amount equal to three percent (3%) of the aggregate amount of the

premiums or consideration paid for such annuity, whether or not paid during such
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year, until the aggregate amount excluded from gross income under this Subtitle or
prior income tax laws with respect to such annuity equals the aggregate premiums
or consideration paid for such annuity.

(i) In the case of a transfer for a valuable
consideration, by assignment or otherwise, of a life insurance endowment or
annuity contract, or any interest therein, only the actual value of such consideration
plus the amount of the premiums and other amounts subsequently paid by the
transferee shall be exempt from taxation under Section 1031.01(b)(1) or this
paragraph.

(iv) The preceding clause (iii) shall not apply in case of
a transfer if said contract or interest therein is the basis for determining gain or loss
in the hands of a transferee determined, in whole or in part, by reference to such
basis of such contract or interest therein in the hands of the transferor.

(v) This clause and paragraph (1) of this subsection
shall not apply to that portion of a payment under a life insurance, endowment, or
annuity contract, or any interest therein, which is includible in gross income, under
paragraph (5) of subsection (a) of this Section.

(vi) IVU-Loto Prizes.— The amounts or goods, of any
type, received on account of prizes from draws held as part of the Sales and Use
Tax Oversight Program, known as the “IVU-Loto.”

Section 1031.02.— Exemptions from Gross Income.—
(@) The following income items shall be exempt from taxation under this
Subtitle:
(1)  Annuities.—
(A) Employees’ Annuities.—
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(i)  If an annuity contract is purchased by an employer
for an employee under a plan with respect to which the employer’s contribution is
deductible under Section 1033.09(a)(1)(B), or if an annuity contract is purchased
for an employee by an employer exempt under Section 1101.01, the employee
shall include in his/her income the amounts received under such contract for the
year received, except that if the employee paid any of the consideration for the
annuity, the annuity shall be included in his/her income, as provided in Section
1031.01(b)(11)(A), the consideration for such annuity being considered the amount
contributed by the employees.

(i) In all other cases, if the employee’s rights under
the contract are nonforfeitable except for failure to pay future premiums, the
amount contributed by the employer for such annuity contract on or after such
rights become nonforfeitable shall be included in the income of the employee in
the year in which the amount is contributed. Such amount, together with any
amounts contributed by the employee, shall constitute the consideration paid for
the annuity contract in determining the amount of the annuity required to be
included in the income of the employee under Section 1031.01(b)(11)(A).

(B) Education Policies.— The amount received from
education policies by the insured on the maturity or liguidation of the insurance,
whether the total amount of the policy is received or whether the policy is paid in
annual or monthly installments, shall not be treated as gross income and shall be
exempt from taxation under this Subtitle up to the amount of ten thousand dollars
($10,000).

(2) Certain Fringe Benefits Paid by an Employer to its
Employees.— The following amounts paid or accumulated by an employer in

benefit of an employee:



88

(A) Life Insurance Premiums.— The premiums paid by an
employer for group or collective life insurance policies that cover the lives of
his/her employees who meet the requirements of Section 14.010 of the Insurance
Code of Puerto Rico, as amended, up to the amount of fifty thousand dollars
($50,000) of coverage. The premiums attributable to the cost of insurance coverage
in excess of this limit shall be taxable for the employee in the taxable year when
they are paid.

(B) Flexible Benefit Plan.— The amounts paid or
accumulated by an employer for the benefit of an employee under a flexible benefit
plan shall be exempt from taxation pursuant to Section 1032.06.

(C) Payments for the Care of Dependants.— The amounts
paid or accumulated by an employer for the benefit of an employee pursuant to the
provisions Section 1032.07, provided that said benefits are part of a flexible benefit
plan established according to the provisions of Section 1032.06.

(D) Health or Accident Plan Contributions.— The
contributions made by an employer to the health or accident group plans of its
employees to cover personal injuries or illnesses of its employees, whether through
insurance or that otherwise comply with the provisions of Section 1032.08,
including contributions to a health savings account of an employee pursuant to
Section 1081.04.

(3) Tax Exempt Interest.— Interest on:

(A) The obligations of the United States, any state or territory
of the United States, or political subdivision thereof and the District of Columbia;

(B) the obligations of the Government of Puerto Rico or any

instrumentality or political subdivision thereof;
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(C)  Securities issued by virtue of the Agricultural Loans Act
of 1971, or by virtue of the provisions thereof, as thereafter amended, including
obligations issued by any subsidiary of the Farm Credit Banks of Baltimore
directly or indirectly engaged in financing loans to farms and farmers in Puerto
Rico with said funds, including loans to rural residents to finance rural housing,
loans to cooperatives owned and controlled by farmers, and engaged in marketing
or distributing farm produce, the purchase of materials, or to provide services to
farm businesses and the acquisition of loans or discounts of notes previously
granted;

(D) Mortgages secured under the provisions of the National
Housing Act, approved June 27, 1934, or by virtue of the provisions thereof, as
thereafter amended, which are:

(1) Executed on or before February 15, 1973, and held
on May 5, 1973 by residents of Puerto Rico.

(i) Executed within the one hundred eighty (180) days
following February 15, 1973, and to acquire those which a resident of Puerto Rico
has on said date a contractual obligation.

(E) Mortgages on residential property located in Puerto
Rico executed after June 30, 1983, and before August 1, 1997, and secured or
guaranteed by virtue of the provisions of the National Housing Act, approved
June 27, 1934, as amended, or by virtue of the provisions of the Servicemen’s
Readjustment Act of 1944, as amended,

(F) Mortgages on residential properties located in Puerto
Rico executed after July 31, 1997, that are newly-constructed and have been
simultaneously granted with the first transfer of the mortgaged property to a new
owner. For purposes of this section, the term “newly constructed” shall mean the

newly-built residential property that is secured or guaranteed by virtue of the
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provisions of the National Housing Act, approved June 27, 1934, as amended, or
by virtue of the provisions of the Servicemen’s Readjustment Act of 1944, as
amended;

(G) Mortgages originated to provide permanent financing for
the construction or acquisition of low income housing, such as Act No. 124 of
December 10, 1993, administered by the Department of Housing, and the low-
income housing programs sponsored by the Federal Government;

(H) Mortgages insured by the Secretary of Agriculture of the
United States of America by virtue of the provisions of Congress’ Bankhead-Jones
Farm Tenant Act, approved July 22, 1937, or by virtue of provisions thereof as
hereafter amended;

(I)  Obligations secured or guaranteed under the provisions
of the Servicemen’s Readjustment Act of 1944, or under the provisions thereof as
hereafter amended, which are:

(i) Executed not later than February 15, 1973, and
held on May 5, 1973 by residents of Puerto Rico.

(i)  Executed within one hundred and eighty (180)
days following February 15, 1973, and to acquire those which a resident of Puerto
Rico has on said date a contractual obligation.

(J)  Securities issued by cooperative associations organized
and operating under the provisions of Act No. 239 of September 1, 2004, known as
the “General Cooperative Associations Act of 2004,” or under the provisions of
Act No. 225 of October 28, 2002 , known as the “Cooperative Savings and Credit
Unions Act of 2002,” up to a maximum of five thousand dollars ($5,000);

(K) Deposits in interest-bearing accounts, in cooperatives,
savings associations authorized by the Federal Government, or by the Government

of Puerto Rico, commercial and mutual banks, or in any other organization of a
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banking nature located in Puerto Rico, up to the total amount of two thousand
dollars ($2,000) for each individual taxpayer. In the case of a taxpayer that files a
joint return, the exclusion shall not exceed four thousand dollars ($4,000). If
spouses who live together choose to file separate returns, the exclusion for each
shall not exceed two thousand dollars ($2,000). This provision shall apply to the
portion of the interest paid or accredited on deposits in interest-bearing accounts
that belong to one (1) or more individuals, estates or trusts and are registered in
behalf of a brokerage firm as nominee. It shall also apply to that part of any paid or
distributed amount of an individual retirement account that consists of interest as
described in Section 1023.04;
(L) Obligations issued by:

(i)  the Conservation Trust of Puerto Rico, as created
and operated pursuant to Deed No. 5 of January 23, 1970, executed before Notary
Luis F. Sanchez-Vilella;

(i)  the Housing and Human Development Trust of
Puerto Rico, as created and operated pursuant to Deed No. 135 of May 15, 2004,
executed before Notary José Orlando Mercado-Gelys; and

(ili)  the Monument Trust of San Juan, provided that the
same obtains and keeps an exemption under Section 1101.01 of the Code, whose
purpose is to raise funds for the restoration and maintenance of the San Jose
Church in Old San Juan.

(M) loans granted by a commercial bank or any other
organization of a banking or financial nature established in Puerto Rico to an
employee-owned special corporation, whose proceeds are to be used by said

special corporation for any of the following purposes:
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(i) Financing  the  acquisition, development,
construction, extension, rehabilitation, or improvements to real property located in
Puerto Rico to be used for commercial purposes by the special corporation,
provided that the loan does not exceed the cost of the property or improvements to
be made in relation thereto;

(i)  Financing the acquisition of machinery or any
other tangible personal property to be used for commercial purposes by the special
corporation in connection to its business operation in Puerto Rico, provided, that
the loan does not exceed the purchase price of said property; or

(ili)  Financing the acquisition of capital stock in a
corporation that is to be treated as a purchase of assets of said corporation for
Puerto Rico income tax purposes;

(N) loans granted by a commercial bank or any other
organization of a banking or financial nature established in Puerto Rico to a person
for the acquisition and payment of membership certificates as a regular, special, or
corporate member, as applicable, in a special employee-owned corporation;

(O) loans granted by a commercial bank or any other
organization of a banking or financial nature established in Puerto Rico to a person
for the purchase or investment by and for him/herself of preferred stock in a
special employee-owned corporation;

(P) Loans for Small and Medium Businesses.— The interest
on loans of up to two hundred fifty thousand dollars ($250,000) in the aggregate
per tax-exempt business to small or medium businesses, as said term is defined in
Act No. 73 of May 28, 2008, known as the “Economic Incentives Act for the
Development of Puerto Rico,” for their establishment or expansion; provided, that
the loan meets the requirements established in the Act known as the “Community
Reinvestment Act of 1977,” Pub. Law 95-128, 91 Stat. 1147, as amended, and
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those requirements prescribed by the Commissioner of Financial Institutions
through regulations;

(Q) Loans for Capitalization by Small and Medium
Businesses.— The interest on loans of up to two hundred fifty thousand dollars
($250,000) in the aggregate per tax-exempt business, granted to tax-exempt
business stockholders to be used in the initial capitalization or to meet the
subsequent requirement of tax-exempt business capital for small or medium
businesses, as said term is defined in Section 2(i) of Act No. 73 of May 28, 2008,
known as the “Economic Incentives Act for the Development of Puerto Rico.”

Any person who has any obligations of those listed in this
paragraph, shall submit together with the return required by this Subtitle, a
statement that shows the number of his/her obligations and the revenues earned
therefrom in the manner and submitting the information required by the Secretary.

(4) Dividends.—

(A) Dividends received by corporations from industrial
development income which are derived from interest on:

(i)  Obligations of the Government of Puerto Rico or
any of its instrumentalities or political subdivisions.

(i)  Mortgages secured by the Puerto Rico Housing
Financing Authority acquired after March 31, 1977.

(ili) Loans or other mortgage-guaranteed securities
granted under any general pension or retirement system established by the
Legislative Assembly of Puerto Rico, the municipalities and the agencies,
instrumentalities, and corporations of the Government of Puerto Rico, acquired
after March 31, 1977.

(B) Distributions from Limited Dividend Corporations.— In

the case of an individual, the dividends he/she receives from a limited dividend
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corporation that qualifies under Section 1101.01 (a)(6)(A). The taxpayer shall file
with the return a statement showing the number of shares of the limited dividend
corporation which he/she owns and the dividends received on said shares during
the taxable year.

(C) Dividends from Cooperative Associations.— The income
received by residents of Puerto Rico by reason of distribution of dividends made
by domestic cooperative associations.

(D) Dividends from an International Insurer or International
Insurer Holding Company.— Distributions of dividends from an International
Insurer or International Insurer Holding Company, in accordance with the
provisions of Article 61.240 of the Insurance Code of Puerto Rico.

(5) Priests or Ministers.— The fair rental value of a dwelling house
and appurtenances thereof, as well as the payment for water, electricity, gas, and
telephone services, granted to a duly-ordained priest or minister of any religion as
part of his/her compensation. In order to be eligible for the exemption provided in
this paragraph, the expenses on this account shall be neither lavish nor extravagant,
as determined by the Secretary.

(6) Incentives Received by Farmers.—

(A) In the case of any farmer, the incentives received from
the Government of Puerto Rico for:

(i) the purchase of farm machinery used in the
production of sugar cane, coffee, vegetables, rice and food crops;

(i)  the purchase of fertilizer, herbicide, fungicides,
and material for soil improvement, for apiculture, mariculture, aquaculture, and
others determined or added by the Secretary of Agriculture;

(iii) the purchase of wire, posts, material to fence in

cattle, and others determined or added by the Secretary of Agriculture; and
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(iv) for the construction of cattle, hog, and poultry
facilities and fishing vessels.

(B) These incentives are to be considered as a reduction of
the costs or expenses incurred by the farmer, as the case may be. The Secretary of
Agriculture shall submit a report to the Secretary, annually, on or before January
31 of the year following the calendar year in which said incentives were granted,
including the following information:

(i) Name, account number, and address of each
farmer who has been granted incentives, and
(i)  Anaccount and amount of the incentives.

(7) Improvements by Lessee on Lessor’s Property.— Income, other
than rent, derived by a lessor of real property upon the termination of a lease,
representing the value of such property attributable to buildings erected or other
improvements made by the lessee.

(8) Recovery of Bad Debts, Prior Taxes, Delinquency Amounts,
and Other Items.— Income attributable to the recovery during the taxable year of a
bad debt, prior tax, delinquency amounts, and other items, to the extent of the
amount of the recovery exclusion with respect to such debt, tax, delinquency
amounts, and other items. For purposes of this paragraph:

(A) Definition of Bad Debt.— The term “bad debt” means a
debt on account of worthlessness or partial worthlessness of which a deduction was
allowed for prior taxable year.

(B) Definition of Prior Tax.— The term “previous tax” means
tax on an account of which a deduction or credit was allowed for a prior taxable

year.
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(C) Definition of Surcharge.— The term “surcharge” means
an amount paid or accumulated with respect to which a deduction or credit was
allowed for a prior taxable year and is attributable to failure to file a return or pay
a tax within the term provided by this Subtitle or under any income tax law under
which such tax is imposed, or failure to file a return in connection with a tax or
failure to pay a tax.

(D) Definition of Other Item.— Means an amount paid or
accumulated on account of which a deduction was allowed for a prior taxable year.

(E) Excludible Recovery.— The term “excludible recovery,”
with respect to a bad debt, prior tax, or delinquency amount, means the amount,
determined in accordance with regulations prescribed by the Secretary, of the
deduction or credits allowed, on account of such bad debt, prior tax or delinquency
amounts, which did not result in a reduction of the taxpayer’s tax under this
Subtitle, without including the tax under Section 1022.05, or corresponding
provisions of prior income tax laws, reduced by the amount excludible in previous
taxable years with respect to such debt, tax or delinquency amount under this
subparagraph.

(F) Special Applicable Rules in Case of Tax under Section
1022.05.— In the application of subparagraphs (A), (B), (C), (D), and (E) of this
paragraph, in determining the tax under Section 1022.05, an excludible recovery
shall be allowed for purposes of said section whether or not the bad debt, prior tax
or delinqguency amount resulted in a reduction of the tax under Section 1022.05 for
the prior taxable year; and in the case of a bad debt, prior tax or delinquency
amount not allowable as a deduction or credit for the prior taxable year under this
Subtitle, except for Section 1022.05, but allowable for the same taxable year under
said section, a recovery exclusion shall be allowed for purposes of said section if

said bad debt, prior tax or delinquency amount did not result in a reduction of the
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tax under such Section 1022.05. As used in this subparagraph, references to this
Subtitle and Section 1022.05, in case of taxable years not subject to this Subtitle
shall be held to have been made to appropriate provisions of prior income tax laws.

(9) Stipends Received by Certain Physicians During their
Internship Period.— The stipend received by a physician during his/her period of
internship under a contract signed with the Department of Health of Puerto Rico or
with any municipality or political subdivision thereof to receive medical training
through practice in a hospital. This exclusion shall apply as well to the stipend for
monthly subsidy as to the additional subsidy for the payment of room and board,
and shall be allowed for a maximum period of seventy-two (72) months.

(10) Mustering-out Payments for Military and Naval Personnel.—
Amounts received during the taxable year as mustering-out payments with respect
to service in the military or naval forces of the United States.

(11) Income of News Agencies or Syndicates.— The income of news
agencies or syndicates or other press services, received from newspaper or radio
broadcasting enterprises as rents or royalties for the use or publication of, or for the
right to use or publish in Puerto Rico, literary or artistic property of said agencies
or syndicates.

(12) Prizes from the Lottery of Puerto Rico.— The amounts received
as prizes won in the Lottery of Puerto Rico.

(13) The amounts received from pensions granted, or to be granted,
by the retirement systems or funds subsidized by the Government of Puerto Rico,
from annuities or pensions granted by the Government of the United States of
America, and by the instrumentalities or political subdivisions of both
governments, and from pension, retirement or annuity plans granted by private

sector employers up to the limit provided below:
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(A) In the case of pensioners who, as of the last day of the
taxable year are sixty (60) years of age or more, the exemption shall be fifteen
thousand dollars ($15,000) annually.

(B) Inall other cases the exemption shall be eleven thousand
dollars ($11,000).

(C) The exemption allowed under this paragraph shall apply
only to amounts received on account of separation from employment in the form of
annuity or periodic payments.

(14) The amounts received by pensioners of the retirement systems
of the Government of Puerto Rico and its instrumentalities, the Judiciary, the
University of Puerto Rico, of the system of Pensions and Annuities for Teachers on
account of the Christmas and Summer Bonuses granted by Acts No. 37 and No. 38
of June 13, 2001, and the Medications Bonus granted by Act No. 155 of June 13,
2003, and Act No. 162 of July 15, 2003.

(15) Racetrack Winnings.— The amount from winnings in pools,
pari-mutuels, dupletas, daily doubles, exacta, subscription funds and any other
gaming in racetracks in Puerto Rico.

(16) Gains in the Sale or Exchange of Their Main Residence by
Certain Individuals.—

(A) General Rule.— In the case of an individual, the profits
obtained from the sale or exchange of his/her main residence, up to the sum of one
hundred fifty thousand dollars ($150,000) for each taxpayer. This exclusion shall
apply if—

(i)  the individual opts for this exclusion;
(i)  the individual is sixty (60) years of age or over on

the date of said sale or exchange; and
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(iii)  during the 5-year period that ends on the date of
the sale or exchange, the property has been owned and used by the individual as
his/her principal residence for total periods of three (3) years or more.

(B) Limitations.— Subparagraph (A) of this paragraph shall
not apply to any profit from a sale or exchange, if the taxpayer has previously
taken an option with respect to the exclusion of profit from the sale or exchange of
his/her principal residence account pursuant to the provisions of Section 1081.02
(d)(6).

(C) Election— An election wunder the provisions of
subparagraph (A) of this paragraph may be made at any time before the expiration
of the limitation period for establishing a claim for credit or refund of income taxes
imposed by this Subtitle for the taxable year in which the sale or exchange is made,
and must be made in writing and, once the regulations are issued to that effect, in
the manner that the Secretary may prescribe by regulation. In the case of a taxpayer
who is married, the election may be made only if his/her spouse joins him/her in
said election.

(D) Special Rules.—

(i)  For purposes of this paragraph, if the taxpayer has
shares as member-participant in a cooperative housing association (as such terms
are defined in Section 1033.15(a)(2)(B)), then the requirement of a period of
ownership specified in subparagraph (A)(iii) of this paragraph and the requirement
of said subparagraph shall apply to the house or apartment that the taxpayer was
entitled to occupy as such member-participant.

(i)  For purposes of this paragraph, total or partial
destruction, theft, seizure, or the exercise of the power of requisition or eminent
domain, or the threat or imminence thereof, shall be considered as a sale or

exchange of the residence.
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(iti) In the case of part of a property which has been
owned and used by the individual as his/her principal residence for total periods of
three (3) or more years during the 5-year period which ends on the date of the sale
or exchange, this paragraph shall apply to that part of the profit from the sale or
exchange of said property attributable to the part of the property thus owned and
used by the taxpayer, as determined under the regulations prescribed by the
Secretary.

(iv)  When applying Section 1034.04(m) (regarding the
sale or exchange of residence), the sum obtained from the sale or exchange of the
property shall be deemed as the determined sum without taking this paragraph into
consideration, reduced by the amount of profits excluded from the gross income,
pursuant to an option under this paragraph.

(v) In the case of property owned jointly by husband
and wife, if said property is jointly owned by both spouses, and one of the spouses
meets the requirements of age, ownership, and use of subparagraph (A) with
respect to such property, then both spouses shall be deemed to meet the
requirements of age, ownership and use.

(vi) In the case of sale or exchange of a property
acquired by the surviving spouse by inheritance from the deceased spouse, if-

() The deceased spouse (during the period of
five (5) years ending on the date of the sale or exchange) met the requirements of
ownership and use established in subparagraph (A) with respect to said property,
and

(I1)  there is no election in effect by the deceased
spouse under subparagraph (A) with respect to a previous sale or exchange, then
the surviving spouse shall be considered as satisfying the requirements of age,

ownership and use.
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(vii) For purposes of this paragraph:
()  The determination of whether an individual
Is married shall be made at the time of the sale or exchange, and
(1) a married person not living with his/her
spouse or an individual legally separated from his/her spouse under a decree of
divorce or separation shall not be considered as married.
(17) Certain Income from the Operations of Special Employee-
Owned Corporations.— The following income shall be exempt from income taxes:

(A) Income from Special Employee-Owned Corporations that
are Credited to the Collective Reserve Account and the Joint Stock.— In order for
contributions to the joint stock to qualify for the exclusion granted herein, it shall
be necessary for the benefits of the joint stock to be accessible to all the residents
of the municipality where the Special Employee-Owned Corporation has its main
office established, except for the regular and corporate members of the
corporation; furthermore, the Secretary shall be given proof that the joint stock is
used for the purposes indicated in Section 1507 of Act No. 144 of August 10,
1995, as amended.

(B) The portion of the notices of credit for productivity and
patronage that Special Employee-Owned Corporations capitalize in the regular and
special members’ internal accounts and that may not be distributed or paid until the
regular or special member ends all relations with the Special Employee-Owned
Corporation. Any amount in the notices of credit for productivity and for
patronage that enjoy the exclusion provided in this section, and that is subsequently
distributed to the regular or special member prior to his/her discontinuance of all
relations with the Special Employee-Owned Corporation, shall be subject to a
penalty in the amount of ten percent (10%) of the distributed amount and shall be

included as gross income for that year. The ten percent (10%) penalty shall be
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withheld by the Special Employee-Owned Corporation and immediately remitted
to the Secretary.

(C) Ninety percent (90%) of the income received by a person
from the rental of real and personal property of any kind, used by the Special
Employee-Owned Corporation in its development, organization, construction,
establishment or operations.

(18) Cost-of-living Allowance.— The cost-of-living allowance
received by employees of the Government of the United States of America who
work in Puerto Rico, up to the amount exempt from taxation for purposes of the
income taxes imposed by the U.S. Internal Revenue Code. The taxpayer shall
enclose with the tax return the evidence that proves the amount of cost-of-living
allowance received during the year. The Department shall be responsible for
verifying that the taxpayers have met their tax duties in the four (4) years
preceding the year of filing the return; in case they have not met their tax duty, the
Department may revoke the privilege granted in this paragraph, and the taxpayer
shall have to pay the amount owed plus penalties and surcharges.

(19) Unemployment Compensation.— The amounts received as
unemployment compensation under a law of the United States, a state of the
Union, or the Government of Puerto Rico.

(20) Active Military Service Rendered in “Combat Zone.”— This
exclusion does not apply to military personnel mobilized outside of Puerto Rico to
relieve military personnel sent to the combat zone.

(A) Enlisted Personnel.— The exclusion includes the
maximum basic pay received by enlisted personnel, for active military service

rendered in combat zone.
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(B) Commissioned Officers.— In the case of commissioned
officers, the exclusion provided in subparagraph (A) shall be limited to the
maximum basic pay received by the enlisted personnel.

(C) Definitions.— For purposes of this paragraph:

(i)  The term “commissioned officer” does not include
warrant officers;

(i) The term “military personnel” includes the
Members of the United States Armed Forces, as well as the members of the Puerto
Rico National Guard in active service during a period of conflict and serving in
combat zones.

(ili) The term “combat zone” means an area which the
President of the United States has designated by Executive Order as an area in
which Armed Forces of the United States shall engaged in combat during a period
of conflict.

(21) Income Received or Earned in Connection with the Holding
of Sports Events Organized by International Associations or Federations.—
Any income received or earned by teams that are members of international
associations or federations or entities affiliated to such teams and any income
earned by entities contracted by said teams or associations or entities affiliated to
them to organize and take charge of the operation, promotion or administration of
such games in Puerto Rico. These provisions shall apply to the following
international associations or federations:

(A) Major League Baseball, including, but without limitation,
the Office of the Commissioner of Major League Baseball, Major League Baseball
Properties, Inc., Major League Baseball Enterprises, Inc., Baseball Television, Inc.,
Major League Baseball Advanced Media, L.P., and their successor entities related

to the holding of Major League Baseball games in Puerto Rico.
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(B) The National Basketball Association of the United States,
better known as “NBA,” including but without limitation, the Office of the
Commissioner of the National Basketball Association, NBA TV, NBA Latin
America, Inc., Women’s National Basketball Association, better known as
“WNBA,” or the National Basketball Development League, better known as
“NBDL,” and their successor entities related to the holding of NBA basketball
games in Puerto Rico.

(22) Income Earned by Participants in the Caribbean Series.—
Income earned by the nonresident players, coaches, technical personnel, and
foreign teams, who participate in the Caribbean Series of professional baseball
held in Puerto Rico.

(23) Income Derived by an International Insurer or an International
Insurer Holding Company, subject to the provisions of Article 61.240 of the
Insurance Code of Puerto Rico, including the income derived from the liquidation
and/or dissolution of their operations in Puerto Rico.

(24) Federal Subsidy for Prescription Drugs Plans.— The payments
on account of the subsidy received under the provisions of Section 1860D-22 of
the Social Security Act, as amended or subsequently amended. This exclusion
from the gross income shall not affect the determination of any deduction allowed
under Section 1033.01 of this Subtitle. Thus, a taxpayer may claim a deduction
under Section 1033.01 of this Subtitle even when said taxpayer also receives an
excludable subsidy related to the deduction allowed under Section 1033.01 of this
Subtitle.

(25) The amounts received by an employee in accordance with
Act No. 84 of March 1, 1999, known as the “Act for the Creation of Child Day
Care Centers in the Government,” provided that the expenses are related to a

dependent over which the employee is entitled to claim an exemption under
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Section 1033.18(b). No other deduction under any other provision of this Subtitle
shall be allowed for any amount exempt under this paragraph.

(26) The compensation received by an eligible investigator or
scientist for services rendered to the University of Puerto Rico and to all those
higher education institutions accredited in Puerto Rico for scientific research up to
a sum equal to the maximum established by the National Institutes of Health for
grants for salaries of investigators who receive grants from any of the
organizations that constitute the National Institutes of Health for the applicable
period in accordance to the notices published by the Institutes; provided, that for
the calendar year beginning on January 1, 2008, the amount to be excluded shall be
one hundred ninety-five thousand dollars ($195,000). Any income received by the
investigator or scientist for services rendered to natural or juridical persons other
than the University of Puerto Rico or any other higher education institution is
excluded from this benefit.

(A) Higher Education Institution.— Means a public or private
educational institution duly accredited by the Council on Higher Education in
accordance with Act No. 17 of June 16, 1993, as amended, or by the Middle States
Commission on Higher Education of the Middle States Association of Colleges
and Schools.

(B) Eligible Investigator or Scientist.— Means an individual
who is a resident of Puerto Rico during the taxable year, contracted by the
University of Puerto Rico or any other higher education institution in Puerto Rico,
engaged mainly in conducting eligible scientific research and who has submitted a
scientific research proposal to the National Institutes of Health or to other
organizations of the Federal Government of the United States or Government of
Puerto Rico, and that due to the approval of said proposal, the academic institution

receives a grant for research under the RO1Research Project or its equivalent,
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whose amount covers the costs of the research, including the compensation of said
investigator and of key personnel, purchase of equipment and supplies,
publications and other related expenses; provided, that with the exception of the
cases of multiple principal investigators (PI’s) there shall be more than one
individual eligible for this deduction for grant approved.

(C) Eligible Scientific Research.— Means any research that is
conducted by the University of Puerto Rico or any other higher education
Institution in Puerto Rico that receives a grant under the RO1 Research Project or
other similar project of any of the organizations that constitute the National
Institutes of Health or under similar programs or mechanisms sponsored by any
other organization that promotes competitive scientific research, including but not
limited to the National Science Foundation.

(27) The compensation received by an eligible investigator or
scientist for rendering services related to science and technology research and
development activities to the District established in Section 7 of Act No. 214 of
August 18, 2004, as amended, up to the amount of two hundred fifty thousand
dollars ($250,000). For purposes of this paragraph, the term “cligible investigator
or scientist” shall mean an individual residing in Puerto Rico during the taxable
year, contracted by an institution within the District established in Section 7 of
Act No. 214 of August 18, 2004, as amended, engaged mainly in conducting
eligible scientific and technology research and development. The initial
recommendation of whether the individual is an “eligible investigator or scientist”
for purposes of this paragraph and the number of eligible investigators or scientists
that may avail of the exemption granted under this paragraph shall be made with
the advise of the council of trustees, as such term is defined in Act No. 214, supra.
The initial recommendation shall be submitted for final approval before the

Secretary and the Secretary of Economic Development and Commerce. The
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Secretary may delegate in the Secretary of Economic Development and Commerce
the final determination if the Secretary so provides through Circular Letter,
administrative determination or any other informational document. If the Secretary
does not make a decision within twenty (20) days after the recommendation of the
Council of Trustees was submitted for his/her approval, the Secretary of the
Department of Economic Development and Commerce shall make the final
decision regarding whether or not to accept the recommendations of the Council of
Trustees.

(28) Rents in Historic Zone.— Subject to the requirements of
Act No. 7 of March 4, 1955, as amended, and of any other law substituting or
complementing it, up to the limit provided in said laws, the rents (or payments)
received as the result of the lease of buildings located in the Historic Zone of the
City of San Juan Bautista of Puerto Rico or in any historic zone established in
Puerto Rico by the Institute of Puerto Rican Culture or the Planning Board, which
have been substantially improved, restored, restructured or rebuilt or newly built in
accordance with the rules established by the Institute of Puerto Rican Culture to
harmonize with the characteristics of the historic zone where they are located,
having obtained the appropriate permits from the pertinent agencies and a
certificate from the Institute of Puerto Rican Culture attesting to its conformity
with the work as completed.

(29) Per Diems and Travel Expenses of Legislators.— The amounts
received by the members of the Legislative Assembly of the Government of Puerto
Rico on account of per diems and travel expenses, which represent reimbursements

for expenses actually incurred.
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(30) Per Diems and Travel Expenses of Municipal Legislators.—
The amounts received by the members of municipal legislatures on account of per
diems and travel expenses, which represent reimbursements for expenses actually
incurred.

(31) Income of International Banking Entities.— The income derived
from any activities described in subsection (a) of Section 12 of Act No. 52 of
August 11, 1989, as amended, known as the “International Banking Center
Regulatory Act,” carried out by an International Banking Entity duly authorized to
carry out such activities under the provisions of said Act, including the income
derived from the liquidation or dissolution of operations in Puerto Rico.

(32) Compensation to Citizens and Nonresident Aliens of Puerto
Rico for Producing Film Projects.— Any wages, fees or compensation paid by any
foreign natural person or corporate entity to citizens or nonresident aliens of Puerto
Rico, on account of technical services rendered by them during a cinematographic
production, for the purpose of distributing them to film or television production
companies.

(33) Amounts Paid by an Employer to an Employee on Account of
Travel Expenses, Meals, Lodging, Entertainment and Other Expenses in
Connection with Employment.— The amounts paid by an employer on account of
reimbursable expenses paid or incurred by the taxpayer in connection with the
performance by him/her of services as an employee, which consist of travel
expenses, meals, lodging while away from home, entertainment (except those
amounts considered excessive or extravagant under the circumstances), and other
expenses connected with the employment; provided that such reimbursement is

made under a expense reimbursement plan established by the employer that meets
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the requirements established by the Secretary through regulations to those
purposes.
(34) Miscellaneous Items.—
(A) Income from Sources Outside of Puerto Rico.—

(i)  Nonresident of Puerto Rico During the Entire
Taxable Year.— In the case of a nonresident individual who is a United States
citizen and establishes to the satisfaction of the Secretary that he/she has not been a
resident of Puerto Rico during the entire taxable year, the amounts received from
sources outside of Puerto Rico; however, no deduction shall be allowed to such
individual from gross income properly allocable to or chargeable against amounts
excluded from gross income under this paragraph.

(i) Change of Residence Status During Taxable
Year.— In the case of an individual who has not been a resident of Puerto Rico and
changes his/her residence to Puerto Rico, the amounts received from sources
outside of Puerto Rico attributable to the period of residence outside of Puerto
Rico, however, no deduction shall be allowed to the individual from gross income
properly allocable to or chargeable against amounts excluded from gross income
under this paragraph.

(B) Income from the United States Government or Foreign

Governments and International Organizations.— The income from the United
States Government, foreign governments or international organizations received
from investments in Puerto Rico in stocks, bonds, or other domestic securities
owned by such governments or international organizations, or interest on deposits
in banks in Puerto Rico of moneys belonging to such governments or international

organizations of any source within Puerto Rico;
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(C) Income from States, Municipalities, and Other Political
Subdivisions.— Income derived from any public service enterprise or from any
essential government service performed generated in any state, territory, of the
District of Columbia, or any political subdivision of an state or territory or income
generated by the government from any possession of the United States or political
subdivision thereof;

(D) Receipts of Ship Owner’s Mutual Protection and
Indemnity Associations;

(E) Compensation of Employees of Foreign Governments or
International Organizations.—

(i)  Exclusion Rule— The wages, fees or salaries of
any employee of a foreign government, including consular or other officers or
nondiplomatic representative, received by them for official services rendered to
such foreign government or international organization—

() If the employee is not a United States
citizen;

(1) If, in the case of an employee of a foreign
government, the services are of a character similar to those performed by
employees of the Government of the United States in foreign countries; and

(111 If, in the case of an employee of a foreign
government, the foreign government whose employees are claiming exemption
grants an equivalent exemption to employees of the Government of the United
States performing similar services in that foreign country.

(F) Income from buildings leased or rented to the
government of the Commonwealth of Puerto Rico for government hospitals, health
or nursing homes and facilities complementary to said hospitals and health or

nursing homes, such as dwellings for nurses, cafeteria, laundry services, physical
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and vocational rehabilitation centers; for public schools and physical facilities
complementary to education, such as libraries, bookstores, residences for students
and professors and multiple service centers for cafeteria, meeting and leisure; or in
the construction of buildings to be leased to nonprofit entities to be used as
hospitals, health or nursing homes and complementary physical facilities. This
exemption shall be available only and exclusively to those buildings that had a
leasing contract in effect as of November 22, 2010.

(G) Income derived from the resale of personal property or
services whose acquisition by the taxpayer was subject to taxation under Section
3070.01 of this Code or Section 2101 of Act No. 120 of October 31, 1994, as
amended, known as the “Internal Revenue Code of 1994.”

Section 1031.03.— Adjusted Gross Income.—
(@) Definition.— “Adjusted Gross Income” means the gross income as
defined in Section 1031.01, minus:

(1) Exemptions.— The exemptions provided in Section 1031.02.

(2) Trade or Business Deductions.— The deductions allowed under
Section 1033.01 and 1033.02, which are attributable to a trade or business carried
on by the taxpayer, if such trade or business does not consist of the performance of
services by the taxpayer as an employee.

(3) Interest and Other Expenses Paid for the Purchase of
Investments.— Expenses related to investments in deposit accounts or certificates of
deposit or investment accounts, bonds, notes or other liabilities whose sum has
been invested in such investments, up to the amount of the income derived
therefrom, but there shall not be allow as deduction the sum of the interest and
expenses on investment, which are attributable to investments whose income is

exempt from income taxes under the provisions of Section 1033.17(a)(5) and (10);
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(4) Deductions Attributable to Rents and Royalties.— Deductions
other than those provided in paragraphs (2), (5) or (6) of this subsection, allowed
under Section 1033.01, which are attributable to property held for the production
of rents or royalties;

(5) Certain Deductions of Life Tenants and Income Beneficiaries of
Property.— Deductions other than those provided in paragraph (2) for depreciation
and depletion allowed by Section 1033.07 to a life tenant of property, or an income
beneficiary of property held in trust;

(6) Losses from Sale or Exchange of Property.— Deductions other
than those provided in paragraph (2) allowed by Section 1033.01 as losses from the
sale or exchange of property;

(7)  Alimony.— The deduction allowed by Section 1033.13(w); and

(8) Expenses Incurred or Paid in the Generation of Income other
Than the Trade or Business of the Taxpayer.— Amounts incurred and paid by the
taxpayer related to the generation of income other than the trade or business of the
taxpayer, up to the amount generated during the taxable year as provided in
Section 1033.02 under the regulations promulgated by the Secretary.

Section 1031.04.— Deductions.—
(@) The following deductions shall be allowed on computing net income:

(1) Expenses related to trade or business, as provided in Section
1033.01, which have not been claimed as deduction from adjusted gross income.

(2) Expenses not related to the trade or the main business, as
provided in Section 1033.02.

(3) Interest, as provided in Section 1033.03.

(4) Taxes, as provided in Section 1033.04.

(5) Losses by individuals, by corporations, losses of capital, and

wagering losses, as provided in Section 1033.05.
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(6) Bad Debts, as provided in Section 1033.06.

(7) Depreciation and amortization, that have not been claimed as
deduction in determining the adjusted gross income as provided in Section
1033.07.

(8) Automobile expenses, as provided in Section 1033.07(C)(3).

(9) Contributions by an employer to an employee trust or annuity
plan and compensation under a deferred-payment plan, as provided in Section
1033.09.

(10) Charitable and other contributions by corporations and
partnerships, as provided in Section 1033.10.

(11) Net operating loss deduction, as determined in Section 1033.14.

(12) Deduction for employers in the private sector who employ
severely impaired persons who have graduated from the training workshops of the
rehabilitation programs of the Department of the Family or any other training
workshops for such persons as provided in Section 1033.11.

(13) Bond Premium Deduction.— In the case of a bondholder, other
than an individual, the deduction for amortizable bond premium provided in
Section 1034.08.

(14) Deductions of the Estate and Other Persons on Account of
Decedent’s Deductions.— In the case of persons referred to in subsections (b) and
(c) of Section 1032.03, the amount of the deductions with respect to a decedent to
the extent allowed by said subsections (b) and (c) of Section 1032.03.

(15) Deductions applicable to individuals, subject to the provisions
of Section 1033.15.

(16) Special deductions for salaried individuals, subject to the

provisions of Section 1033.16.
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(17) Deductions of personal exemptions and for dependents, subject
to the provisions of Section 1033.18.

(18) Deductions to corporations for dividends received as provided
in Section 1033.19(a).

Section 1031.05.— Net Income.—

(@) Definition.— “Net income” means the gross income computed in
accordance with Section 1031.01, minus the following items:

(1) The exemptions provided in Section 1031.02 less the expenses
attributable to such exempt income, as provided in Section 1033.20;

(2) The deductions allowed by Section 1031.04, subject to the
provisions of Section 1033.20; and

(3) The income subject to preferred tax rates, as described Section
1032.01, less the expenses attributable to such income, as provided in Section
1033.20.

SUBCHAPTER B - TREATMENT OF CERTAIN INCOME ITEMS

Section 1032.01.— Income Subject to Preferred Tax Rates.—

(@ In General— “Income subject to preferred tax rates” means the
income subject to tax or tax rate different from regular income taxes on
individuals, estates, trusts, partnerships and corporations imposed by Subchapter A
and B of Chapter 2 of this Subtitle, including but not limited to:

(1) Special Surtax on Separate Accounts.— Income subject to
special surtax on separate accounts in accordance with Section 1023.01.

(2) Net Capital Gains.— The net long-term capital gain subject to
the taxes provided in Section 1023.02.

(3) Alternative Tax to Corporations on Net Long-term Capital
Gains.— The alternative tax to corporations on net long-term capital gains subject

to taxation as provided in Section 1023.03.



115

(4) Interest Paid or Credited on Interest Bearing Accounts.— In the
case of any individual, estate or trust who benefits from the provisions of Section
1023.04, the interest received that were subject to the special tax rates under said
section. Nothing provided in this paragraph shall affect in any way the tax imposed
by Section 1023.04 on such interest.

(5) Nonexempt Eligible Interest that are paid or credited on bonds,
notes or other liabilities or mortgage loans described in subsection (b) of Section
1023.05, that are subject to the special tax rate established in Section 1023.05.

(6) Eligible Dividend and Distributive Shares of Partnerships.— In
the case of an eligible person under Section 1023.06, the eligible dividend or
distributive share of a partnership received that was subject to the income taxes
Imposed by said Section. Nothing provided in this paragraph shall affect in any
way the tax imposed by Section 1023.06 on such distributions.

(7)  Compensation Paid by the International Sports Team
Associations or Federations.— The compensation received or earned by any
resident or nonresident individual from a sports team that is member of an
international association or federation, association or affiliated entity, attributable
to personal services rendered in Puerto Rico in connection with the holding of such
association or federation games in Puerto Rico, which is subject to a twenty
percent (20%) tax imposed by Section 1023.07. Nothing provided in this
paragraph shall affect in any way the tax imposed by said Section 1023.07 on such
income. This paragraph shall apply to teams members of the following
international associations or federation:

(A) Major League Baseball teams, including without it being
understood as a limitation, the Office of the Commissioner of Major League
Baseball, Major League Baseball Properties Inc., Major League Baseball

Enterprises Inc., Baseball Television Inc., Major League Baseball Advanced
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Media, L.P. and their succeeding entities in connection with the holding of Major
League Baseball games in Puerto Rico.

(B) National Basketball Association, including without it
being understood as a limitation, the National Basketball Association
Commissioner’s Office, the NBA TV, NBA Latin America Inc., the Women’s
National Basketball Association, better known as the “WNBA” or the National
Basketball Development League, better known as the “NBDL” and any succeeding
entity in connection with the holding of “NBA” basketball games in Puerto Rico.

(8) Special Tax on Variable Annuities in Separate Accounts.—
Income subject to special tax on variable annuities pursuant to Section 1023.08.
9 Special Tax on Additional Lottery Prizes.— The prizes received
on account of additional lottery shall pay taxes as provided in Section 1023.09.
Section 1032.02.— Income on Account of Alimony or Separate Maintenance
Payments.—
(@ Income on Account of Alimony or Separate Maintenance Payments.—
(1) General Rule— Gross income includes amounts received as
alimony or separate maintenance payments during the taxable year.—
(2) Definition of alimony or separate maintenance payments.—

(A) In General.— The term “alimony or separate maintenance
payment” means any payment in cash, if—

(i)  Such payment is received by (or on behalf of) a
spouse under a divorce or separation instrument,

(i) The divorce or separation instrument does not
designate such payment as a payment which is not includible in gross income
under this subsection and not allowable as a deduction under Section 1033.13,

(iii) In the case of an individual legally separated from

his/her spouse under a decree of divorce or of separate maintenance, the payee
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spouse and the payor spouse are not members of the same household at the time
such payment is made, and

(iv) there is no liability to make any such payment for
any period after the death of the payee spouse and there is no liability to make any
payment (in cash or property) as a substitute for such payments after the death of
the payee spouse.

(B) Divorce or Separation Instrument.— The term “divorce or

separation instrument” means:

(i) a decree of divorce or separate maintenance or a
written instrument incident to such a decree,

(i) a valid and binding written separation agreement,
or

(ili) ajudicial decree, order or resolution (not described
in clause (i)) requiring a spouse to make payments for the support or maintenance
of the other spouse, or

(iv) a public instrument executed by both spouses
attesting to an alimony or separate maintenance payment agreement, or in the case
of spouses who are separated and required to file separate returns, as provided in
Section 1061.01(b)(2). Notwithstanding the provision of any law or law to the
contrary, the spouses shall be authorized to enter into and execute such
instruments, and the validity thereof shall not be affected or impaired in any way
for the fact that they are married on the date of the execution thereof.

(3) Payments to Support Children.—
(A) In General.— Paragraph (1) shall not apply to that part of

any payment which the terms of a judicial decree, order or resolution, or public

instrument fix (in terms of an amount of money or a proportional part of the
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payment) as a sum which is payable for the support of children of the payor
spouse.

(B) Treatment of Certain Reductions Related to
Contingencies Involving Children.— For purposes of subparagraph (A), if any
amount specified in the instrument will be reduced:

(i)  on the happening of a contingency specified in the
instrument related to a child such as attaining a specified age, leaving school,
marrying, dying, or a similar contingency; or

(i) at a time which can clearly be associated with a
contingency of a kind specified in clause (i), an amount equal to the amount of
such reduction will be treated as an amount fixed as payable for the support of
children of the payor spouse;

(C) Special Rule Where Payment is Less than Specified
Amount.— For purposes of this paragraph, if any payment is less than the amount
specified in the instrument, then so much of the payment as does not exceed the
sum payable for support shall be considered a payment for the support.

(4) Special Rule on Excess Alimony Payments.— In the case that
the amount of alimony or separate maintenance payments are in excess of twenty
thousand dollars ($20,000) during any calendar year, such payment shall not be
considered alimony or separate maintenance payments, unless it is to be made
during each one of the six (6) post-divorce or separation years.

(5) Applicability.— The provisions of this subsection shall not
apply if the spouses file a joint return in accordance with Section 1061.01(b)(1).

Section 1032.03.— Income in Respect to Decedent.—
(@ Inclusion in Gross Income.—
(1) General Rule.— The amount of all items of gross income in

respect of a decedent which are not properly includible in respect of the taxable
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period in which falls the date of his/her death or a prior period shall be included in
the gross income, for the taxable year when received, of:

(A) the estate of the decedent, if the right to receive the
amount is acquired by the decedent’s estate from the decedent; or

(B) the person who, by reason of the death of the decedent,
acquires the right to receive the amount, if the right to receive the amount is not
acquired by the decedent’s estate from the decedent; or

(C) the person who acquires from the decedent the right to
receive the amount by bequest, devise, or inheritance, if the amount is received
after a distribution by the decedent’s estate of such right.

(2) Income in Case of Sale or Other Provisions.— If a right,
described in paragraph (1), to receive an amount is transferred by the estate of the
decedent or a person who received such right by reason of the death of the
decedent or by bequest, devise, or inheritance from the decedent, there shall be
included in the gross income of the estate or such person, as the case may be, for
the taxable period in which the transfer occurs, the fair market value of such right
at the time of such transfer plus the amount by which any consideration for the
transfer exceeds such fair market value. For purposes of this paragraph, the term
“transfer” includes sale, exchange, or other disposition, but does not include
transmission at death to the estate of the decedent or a transfer to a person pursuant
to the right of such person to receive such amount by reason of the death of the
decedent or by bequest, devise, or inheritance from the decedent.

(3) Character of Income Determined by Reference to Decedent.—
The right, described in paragraph (1), to receive an amount shall be treated, in the
hands of the estate of the decedent or any person who acquired such right by
reason of the death of the decedent, or by bequest, devise or inheritance from the

decedent, as if it had been acquired by the estate or such person in the transaction
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in which the decedent acquired such right and the amount includible in gross
income under paragraph (1) or (2) shall be considered in the hands of the estate or
such person to have the character which it would have had in the hands of the
decedent if he/she had lived and received such amount.

(b)  Allowance of Deductions and Credits.— The amount of any deduction
specified in Sections 1033.01, 1033.02, 1033.03, 1033.07, and 1033.15(a)(2)(A)
and (B) relating to deductions for expenses, interest, taxes, and depletion or credit
specified in Section 1051.01 in respect of a decedent which is not properly
allowable to the decedent in respect of the taxable period in which falls the date of
his/her death, or a prior period, shall be allowed:

(1) Expenses, Interest, and Taxes.— In the case of a deduction
specified in Sections 1033.01, 1033.02, 1033.03, and 1033.15(a)(2)(A) and (B) a
credit specified in Section 1051.01, in the taxable year when paid :
(A) to the estate of the decedent; except that
(B) if the estate of the decedent is not liable to discharge the
obligation to which the deduction or credit relates, to the person who, by reason of
the decedent’s death or by bequest, devise, or inheritance acquires, subject to such
obligation, from the decedent an interest in property of the decedent.
(2) Depletion.— In the case of the deduction specified in Section
1033.07, to the person described in subsection (a)(1)(A), (B), or (C) who, in the
manner described therein, receives the income to which the deduction relates, in
the taxable year when such income is received.
(c) Deduction for Estate Tax.—
(1)  Allowance of Deduction.—
(A) General Rule— A person who includes an amount in
gross income under subsection (a) shall be allowed, for the same taxable year, as a

deduction an amount which bears the same ratio to the estate tax attributable to the
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net value for estate tax purposes of all the items described in subsection (a)(1) as
the value for estate tax purposes of the items of gross income or portions thereof in
respect of which such person included the amount in gross income (or the amount
included in gross income, whichever is lower) bears to the value for estate tax
purposes of all the items described in subsection (a)(1).

(2) Method of Computing Deduction.— For purposes of paragraph
(1):

(A) The term “estate tax” means the tax imposed on the
estate of the decedent (reduced by the credits against such tax) imposed by Subtitle
B of this Code.

(B) The net value for estate tax purposes of all the items
described in subsection (a)(1) shall be the excess of the value for estate tax
purposes of all the items described in subsection (a)(1) over the deductions from
the gross estate in respect of claims which represent the deductions and credit
described in subsection (b).

(C) The estate tax attributable to such net value shall be an
amount equal to the excess of the estate tax over the estate tax computed without
including in the gross estate such net value.

Section 1032.04.— Gross Income from Sources Within and Outside of
Puerto Rico.—

The Gross income from sources within or outside of Puerto Rico shall be
determined as provided in Subchapter E of Chapter 3 of this Subtitle.

Section 1032.05.— Services of a Child.—

(@ Amounts received in respect of the services of a child shall be
included in his/her gross income and not in the gross income of the parent, even

though such amounts are not received by the child.
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(b) All expenditures paid or incurred by the parent or the child
attributable to amounts which are includible in the gross income of the child and
not of the parent solely by reason of subsection (a) shall be treated as paid or
incurred by the child.

(c) Any tax assessed against a child, to the extent attributable to amounts
includible in the gross income of the child, and not of the parent, solely by reason
of subsection (a), shall, if not paid by the child, for all purposes be considered as
having also been properly assessed against the parent.

Section 1032.06.— Cafeteria Plans.—

(@ General Rule.— No amount shall be included in the gross income of a
participant in a cafeteria plan used according to such plan to acquire qualified
benefits solely because, under the plan, the participant may choose among the
benefits of the plan.

(b)  Exception for Highly Compensated Participants.—

(1) Highly Compensated Participants.— In the case of a highly
compensated participant, the provisions of subsection (a) shall not apply to any
benefit attributable to a plan year for which the plan discriminates in favor of:

(A) highly compensated individuals as to eligibility to
participate, or

(B) highly compensated participants as to contributions and
benefits.

(2) Year of Inclusion.— Any benefit described in paragraph (1)
shall be treated as received or accrued in the taxable year of the participant in
which the plan year ends.

(c) Discrimination as to Benefits or Contributions.— For purposes of
subparagraph (B) of paragraph (1) of subsection (b), a cafeteria plan does not

discriminate where qualified benefits and total benefits (or employer contributions
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allocable to benefits exempt by law and employer contributions for total benefits)
available under the plan do not discriminate in favor of highly compensated
participants.
(d)  Definitions.— For purposes of this Section:
(1) Cafeteria Plan.—

(A) The term “cafeteria plan” means a written plan approved

by the Secretary under which:

(i)  all participants are employees, and

(i)  the participants may choose among two (2) or
more benefits consisting of cash and qualified benefits.

(B) Deferred Compensation Plans Excluded.— The term
“cafeteria plan” does not include any plan which provides for deferred
compensation, except profit-sharing or stock bonus plan that includes a qualified
cash or deferred arrangement (as defined in Section 1081.01(e)) to the extent of
amounts which a covered employee may elect to have the employer pay under such
plan on behalf of the employee.

(C) Limitation for Group Health or Accident Plans.— An
employee covered under a Cafeteria Plan that provides for employer contributions
to a group health or accident plan described in subparagraph (D) of paragraph (2)
of subsection (a) of Section 1031.02, shall not exclude such health or accident
benefits, except that such employee shows that he/she is covered by another private
health plan whether as the insured, spouse, or dependent.

(3) [sic] Highly Compensated Participant and Individual.—

(A) The term “highly compensated individual” means an
individual described in clauses (i), (ii), (iii) or (iv) of Subparagraph (B).

(B) The term “highly compensated participant” means a

participant who is:
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(i) an officer,

(i)  a shareholder owning more than five percent (5%)
of the voting power or value of all classes of stock of the employer,

(iti)  highly compensated, in accordance with the
provisions of Section 1081.01(e)(3)(E)(iii),

(iv) a spouse or dependent (within the meaning of
Section1033.18(d)) of an individual described in clauses (i), (ii) or (iii).

(3) Qualified Benefits.— The term “qualified benefit” means the
cost or the value of any benefit which is not includible in the gross income of the
employee by reason of an express provision Section 1031.02(a)(2). Such term
includes any group term life insurance which, as provided in Section
1031.02(a)(2)(A), is includible in gross income of the insured as well as any other
benefit permitted under regulations. However, such term shall not include any
product which is advertised, marketed, or offered as long-term care insurance.

(e)  Special Rules.—

(1) A collectively bargained plan not considered discriminatory for
purposes of this Section, a plan shall not be treated as discriminatory if the plan is
maintained under an agreement which the Secretary of Labor and Human
Resources and the Labor Relations Board finds to be a collective bargaining
agreement between employee representatives and one or more employers.

(2) Health Benefits.— For purposes of subsection (b)(1)(B) of this
Section, a cafeteria plan which provides health benefits shall not be treated as
discriminatory if—

(A) contributions under the plan on behalf of each participant

include an amount which;
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(i)  Equals one hundred percent (100%) of the cost of
the health benefit coverage under the plan of the majority of the highly
compensated participants similarly situated, or

(i) equals or exceeds seventy-five percent (75%) of
the cost of the health benefit coverage of the participant (similarly situated) having
the highest cost health benefit coverage under the plan, and

(B) contributions or benefits under the plan in excess of those
described in subparagraph (A) bear a uniform relationship to compensation.

(3) Certain Participation Eligibility Rules not Treated as
Discriminatory.— For purposes of subsection (b)(1)(A) of this Section, a
classification shall not be treated as discriminatory if the plan:

(A) Dbenefits a group of employees described in Section
1081.01(a)(3)(B)(i)(I), and
(B) meets the following requirements:

(i)  No employee is required to complete more than
three (3) years of employment with the employer or employers maintaining the
plan as a condition of participation in the plan, and the employment requirement
for each employee is the same; and

(i)  Any employee who has satisfied the preceding
employment requirement and who is otherwise entitled to participate in the plan
commences participation no later than the first day of the first plan year beginning
after the date the employment requirement was satisfied unless the employee was
separated from service before the first day of that plan year.

()  Required Reports.—

(1) Recordkeeping.— Every employer maintaining a cafeteria plan

during any taxable year shall keep such records as may be necessary for purposes

of determining whether the requirements of the applicable exclusion are met.
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(2) Additional Information or Documents.— The Secretary may
require by regulations the filing of any information or document related to the plan
as necessary.

(9) [Ineligibility of the Commonwealth and Municipal Governments.— A
cafeteria plan shall not be considered as a cafeteria plan under the provisions of
this Section if it is part of a plan established by the Legislative Assembly of Puerto
Rico, the Government of the Capital City, the municipalities and the agencies,
instrumentalities and public corporations of the Government of Puerto Rico.

Section 1032.07.— Payment for Dependent Care.—

(@) General Rule.— An employee who supports a household that includes
one or more qualifying individuals (as defined in subsection (d) of this Section),
many exclude under Section 1031.02(a)(2)(C) the amounts paid or accrued by
his/her employer to cover those expenses incurred by the employee that are related
to the care of such qualifying individuals.

(b)  Limitation of Exclusion.—

(1) General Rule— The amount which may be excluded under
subsection (a) shall not shall not exceed three thousand dollars ($3,000) for one
qualifying individual or six thousand dollars ($6,000) for two (2) or more
qualifying individuals.

(2) Inclusion.— Any amount paid in excess to the limit established
under paragraph (1) shall be included in gross income in the taxable year in which
the dependent care services were provided (even if payment of dependent care
assistance for such services occurs in a subsequent taxable year).

(c) Payments to Related Individuals.— No amount paid or incurred during
the taxable year to an employee by an employer in providing dependent care to

such employee shall be excluded under this Section, if such amount was paid or
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incurred to an individual with respect to whom, for such taxable year, a deduction
is allowable under Section 1033.18(b).

(d) Definition of Qualifying Individual.— The term “qualifying
individual” means:

(1) A dependent of the employee under the age of fourteen (14) and
with respect to whom the employee is entitled to claim an exemption under Section
1033.18(b);

(2) A dependent of the employee who is mentally or physically
incapable of caring for him/herself; or

(3) The spouse of the employee, if mentally or physically incapable
of caring for him/herself.

(e)  Services Rendered Outside of the Employee Household.—

(1) General Rule.— The expenses referred to in subsection (a) shall
not include any amount paid for services rendered outside of the employee’s
household.

(2) Exception.— Expenses related to the care of qualifying
individuals, which are incurred for services outside the employee’s household shall
be taken into account only if incurred for the care of:

(A) a qualifying individual described in paragraph (1) of
subsection (d), or

(B) a qualifying individual (not described in paragraph (1) of
subsection (d)) who regularly spends at least eight (8) hours each day in the
employee’s household.

(3) Dependent Care Centers.— Employment-related expenses
described in subparagraph (A) which are incurred for services provided outside the
taxpayer’s household by a dependent care center (as defined in subparagraph (D))

shall be taken into account only if—
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(A) such center complies with all applicable laws and
regulations, and
(B) the requirements of paragraph (2) are met.

(4) Definition of Dependent Care Center.— For purposes of this

paragraph, the term “dependent care center” means any facility that:
(A) provides care for more than six (6) individuals other than
individuals who reside at the facility; and
(B) receives a fee, payment or grant for providing services
for any of the individuals (regardless of whether such facility is operated for
profit).
()  Special Rules.— For purposes of this Section.—

(1) Maintenance of a Household.— An employee is considered to
be as maintaining a household during any period only if the employee has
furnished over one half of the cost incurred in maintaining such household during
for such period (or, in the case the employee is married during the period, both the
employee and his/her spouse furnish the cost of maintaining such household).

(2) No Deduction shall be Allowed for Excluded Amounts.— The
employee shall not be allowed to claim any amount excluded from his/her gross
income under this section, as a deduction under any other provision of this Subtitle.

(3) Treatment of Facilities at Place of Employment.— In the case of
facilities provided by the employer at the place of employment, the amount
excludible for the care of qualifying individuals shall be based on:

(A) The use of the facility by the qualifying individual, and
(B) The value of the services provided with respect to the

qualifying individual.
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(4) Information Required with Respect to Service Provider— No
amount shall be excluded from the gross income of the employee in accordance
with the provisions of this Section unless the name, address, and employer
identification or account number of the person to whom payment is made, is
included on the income tax return of the employee, or

(5) Special Rule in the Case of Divorced or Separated Parents.— If—

(A) Paragraph (2) of Section 1033.18(e) to any child with
respect to any calendar year, and

(B) The child is under the age of fourteen (14), the custodial
parent (as defined in Section 1033.18(d)(1)), may treat the child as a qualifying
individual.

Section 1032.08.— Amounts Received Under Accident or Health Plans.—

(@) Amounts Attributable to Employer Contributions.— Except as
otherwise provided in this Section, amounts directly paid by the employer to an
employee for personal injuries or sickness shall be included in gross income of the
employee.

(b) Amounts Expended for Medical Care in Health Reimbursement
Arrangements.— Except in the case of amounts attributable to and not in excess of
deductions allowed under Section 1033.15(a)(2)(F) (relating to medical expenses)
for any prior taxable year, gross income does not include amounts referred to in
subsection (a) of this Section if such amounts are paid, directly or indirectly, by the
employer to the taxpayer to reimburse the taxpayer through Health Reimbursement
Arrangements for expenses incurred by him/her for the medical care (as described

in subsection (c)).
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(c) For purposes of this Section, a health reimbursement arrangement
shall be those which comply with the following conditions:

(1) Shall cover the reimbursement for expenses in medical care of
employees incurred by employees. In the discretion of the employer, the Health
Reimbursement Arrangements may include reimbursement for expenses incurred
for:

(A) Dependents of the employee;

(B) Retired employees; or

(C) If it includes retired employees, the dependents of the
retired employees.

(D) For purposes of this subsection, the term dependent shall
include the spouse and any person described in subsection (d) of Section 1033.18.

(2) Reimbursement shall be paid, directly or indirectly, by the
employer, who shall have the sole control over the health reimbursement
arrangements.

(3) The employee shall not make contributions to the same.

(4)  The reimbursement limit, if any, shall be in the discretion of the
employer.

(5) The health reimbursement arrangements shall not be established
through accounts, shall not accrue interest or dividends, and shall not be
transferrable.

(6) Reimbursements shall not be used to defray expenses incurred
in medical care (as defined in Section 1081.04 (d)(2)(A)) and shall not be
deductible under subsection (a) of this Section, but rather, under this subsection for

the year in which the employer makes the reimbursement.
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(7) The employee shall not be required to have a high annual
deductible health plan as established under Section 1081.04, but at the option of
the employer, he/she may require the employee to acquire said kind of plan to
receive the reimbursement benefits under the health reimbursement arrangement.

(8) A health reimbursement arrangement may include the
reimbursement through direct payment of the premiums of a person eligible to
receive said reimbursements under this subsection.

(9) At the discretion of the employer, the amount of the
reimbursement not used in a year may be rolled over to any other year; or shall
determine that the funds allotted or encumbered may not be rolled over to
subsequent years.

(10) In addition to using the same to defray medical expenses,
prescription and over-the-counter medications, as well as the premiums of an
individual health insurance, employees may apply for the reimbursement of the
premiums paid for Medicare and long term care, and premiums for a preventive
health care or health maintenance insurance such as weight control and tobacco use
control programs and others.

(11) The employer shall establish in a document of health insurance
plan and a summary plan description, the benefits to which employees are entitled
under the health insurance plan and the format of which shall be approved by the
Secretary within a term not to exceed sixty (60) days as of its submittal by the
interested person, whether the employer or an insurance company or health
services organization authorized under the Insurance Code of Puerto Rico.

(12) The employer may provide that the arrangements for retired
employees that, at the time of their retirement, have an available balance, may be
used to defray medical expenses after the retirement of said employees. At the time

of retirement, the employer may also add an amount equal to the balance
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accumulated and not paid on account of sick or vacation leaves to the balance of an
employee’s account. Provided, that the added sum shall be used pursuant to the
provisions of this subsection.

(d)  Compensation for Illness.— Any amounts paid in lieu of wages during
a period in which the employee is absent from work due to injuries or illness shall
be excluded from the gross income.

(e) Payments Not Related to Absence From Work.— Gross income shall
not include the amounts referred to in subsection (a) of this Section, provided that
said amounts:

(1) Are the payment for the permanent loss or function of a limb or
bodily functions, or permanent disfigurement of the taxpayer, his/her spouse or
dependent (as defined in Section 1033.18 (d)), and

(2) Are computed according to the nature of the injury without
taking into account the period during which the employee was absent from work.

(f)  Accident and Health Plans.— For purposes of this subsection:

(1) Amounts received under a Savings Plan as expense
reimbursement related to an accident or health plan for employees, and

(2) Amounts received from the fund for employees to cover
injuries and illness shall be treated as amounts received through an accident or
health insurance.

(g) Rule for the Application of Section 1033.15(a)(2)(F).— For purposes
of Section 1033.15 (a)(2)(F), the amounts excluded from gross income shall not be
considered as a compensation (for insurance or otherwise) for expenses defrayed
for medical care.

(h)  Self-employed Persons shall be Considered Employees.—  For
purposes of this Section, the term “employee” includes an individual who is self-

employed or who works independently, as defined in Section 1081.01 (f)(1)(B).
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Section 1032.09.— Compensation for Services Rendered for a Period of
Thirty-six (36) Months or More and Back Pay.—

(@) Personal Services.— If at least eighty percent (80%) of the total
compensation for personal services covering a period of thirty-six (36) calendar
months or more, from the beginning to the completion of such services, is received
or accrued in one (1) taxable year by an individual, the tax attributable to any part
thereof which is included in the gross income of any individual shall not be greater
than the aggregate of the taxes attributable to such part had it been included in the
gross income of the individual, ratably over that part of the period which precedes
the date of such receipt or accrual.

(b)  Artistic Works or Inventions.— For purposes of this subsection, the
term “‘artistic work or invention,” in the case of an individual, means a literary,
musical, or artistic composition of such individual or a patent or copyright
covering an invention of or a literary, musical, or artistic composition of such
individual, the work by which such individual covered a period of thirty-six (36)
calendar months or more from the beginning to the completion of such
composition or invention. If, in the taxable year, the gross income of any
individual from a particular artistic work or invention by him/her is not less than
eighty percent (80%) of the gross income in respect of such artistic work or
invention in the taxable year plus the gross income therefrom in previous taxable
years and the twelve (12) months immediately succeeding the close of the taxable
year, the tax attributable to the part of such gross income of the taxable year which
Is not taxable as a gain from the sale or exchange of a capital asset held for more
than six (6) months shall not be greater than the aggregate of the taxes attributable
to such part had it been received ratably over that part of the period preceding the

close of the taxable year but not more than thirty-six (36) calendar months.
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(c) Fractional Parts of a Month.— For purposes of this Section, a
fractional part of a month shall be disregarded unless it amounts to more than half
a month, in which case it shall be considered as a month.

(d) Back Pay.—

(1) In General.— If the amount of the back pay received or accrued
by an individual during the taxable year exceeds fifteen percent (15%) of the gross
income of the individual for such year, the part of the tax attributable to the
inclusion of such back pay in gross income for the taxable year shall not be greater
than the aggregate of the increases in the taxes which would have resulted from the
inclusion of the respective portions of such back pay in gross income for the
taxable years to which such portions are respectively attributable, as determined
under regulations prescribed by the Secretary.

(2) Definition of Back Pay.— For purposes of this subsection,
“back pay” means:

(A) Remuneration, including wages, salaries, retirement pay,
and other similar compensation, which is received or accrued during the taxable
year by an employee for services performed prior to the taxable year for his/her
employer and which would have been paid prior to the taxable year except for the
intervention of one of the following events:

(i)  Bankruptcy or receivership of the employer;

(i)  dispute as to the liability of the employer to pay
such remuneration, which is determined after the commencement of court
proceedings;

(iii) if the employer is the Government of Puerto Rico,
the United States, a state, a territory, or any political subdivision thereof, or the
District of Columbia, or any agency or instrumentality of any of the foregoing, lack

of funds appropriated to pay such remuneration, or
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(iv) any other event determined to be similar in nature
under regulations prescribed by the Secretary;

(B) wages or salaries which are received or accrued during
the taxable year by an employee for services performed prior to the taxable year
for his/her employer and which constitute retroactive wage or salary increases
ordered, recommended, or approved by any Federal or Government of Puerto Rico
agency, and made retroactive to any period prior to the taxable year; and

(C) payments which are received or accrued during the
taxable year as the result of an alleged violation by an employer of any law of
Government of Puerto Rico or the Federal government relating to labor standards
or practices, and which are determined under regulations prescribed by the
Secretary to be attributable to a prior taxable year.

(3) Amounts not includible in gross income under this Subtitle
shall not constitute “back pay.”

SUBCHAPTER C - DEDUCTIONS

Section 1033.01.— Trade or Business Expenses.—

(@) In General.— There shall be allowed as a deduction all the ordinary
and necessary expenses paid or incurred during the taxable year in carrying on any
trade or business, including:

(1) Except as provide