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In brief 

The proposed Mexico tax reform for 2020 (‘Proposed Reform’) would bring significant changes that, if 
approved by October 31, would become effective January 1, 2020. This narrow window of time between 
legislation and effective date requires companies to understand the potential changes, monitor them, and 
be ready to comply beginning January 1. The Proposed Reform would impose a new limitation on 
interest expense deductibility, a provision that is similar to BEPS Action 4. 

 
In detail 
Limitation on interest 
In addition to existing thin capitalization rules, under the Proposed Reform companies would need to 
calculate a second limitation and apply the more unfavorable of the two limitations. The proposed rule 
would restrict a Mexican entity’s net interest expense to 30% of the entity’s adjusted taxable income 
(ATI). ATI is calculated similarly to EBITDA. Notably, inflationary income related to the underlying debt, 
foreign exchange gain or loss, and withholding tax would not be mitigated when there is an applicable 
limitation on the interest deduction. 

ATI subject to the 30% limitation would be calculated as the Mexican entity’s stand-alone taxable income 
net of profit-sharing expense and increased for deductible interest expense and deductible tax 
depreciation/amortization/pre-operating expenses. A MXN 20,000,000 (approximately USD 1M) de 
minimis exception applies for deductible interest at a Mexican group level.  

The excess of the Mexican entity’s net interest expense over the 30% of ATI limitation would not be 
deductible. Under the proposal, taxpayers could carry forward the excess non-deductible amount for the 
subsequent three tax years. 

The proposed limitation would apply to a net interest expense, including third-party debt. The proposed 
legislation defines net interest expense as accrued interest expense on all debts less the accrued interest 
income on all receivables. Interest expense/income that is not deductible or accruable would be excluded 
from this calculation.  
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An exception for debt incurred for certain strategic activities would be exempted from this limitation. This aligns with the 
exceptions that currently exist for the thin capitalization rule. Debt related to activities such as public infrastructure and 
construction projects, as well as exploration, extraction, transportation and hydrocarbon storage, among others, would be 
exempt. Existing loans would not be grandfathered under the proposed rules. 

Currently, three factors must be considered when determining the net tax effect of interest expense under Mexican law:  
• income tax withholding, which is calculated on the nominal interest expense  
• unrealized foreign exchange gain or loss against the Mexican peso 
• inflationary adjustment calculated on a legal entity’s net payable or receivable position. 

Certain foreign exchange income or loss related to debt is excluded from the interest definition for purposes of 
determining the net interest expense. Applicable withholding tax would not be reduced due to any non-deductibility of the 
interest expense. Finally, the computation of inflationary income is not adjusted for the non-deductible interest limitation. 
For example, even if a portion of the interest expense is limited under this proposed rule, the taxpayer still would accrue 
100% of the related inflationary income. 

 

The takeaway 
The computation of the interest expense limitation, if passed, must be done on an annual basis and included in the annual 
income tax return.  Mexican companies should review their forecasted ATI, net interest expense, and comparison with thin 
capitalization rules to prepare for the potential impact of the proposed limitation on deductibility of interest expense.
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Let’s talk 

For a deeper discussion of how this issue might affect your business, please contact: 

International Tax Services, Mexico 

Lissett Tautfest 
+52 555 263 5756  
lissett.margarita.tautfest@pwc.com 

Mario Alberto Gutierrez (MX) 
+52 5552636000 
mario.alberto.gutierrez@pwc.com 

Carlos Orel Martinez 
+52 5552636000 
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