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Act 60 Overview
• Puerto Rico's Tax Exemption

– Individuals - Tax exemption on dividends, interest and most capital gains, granted 
in a tax exemption decree that lasts until 2035

– Businesses - Export Service Income subject to a 4% income tax.
• Requirements

– Must meet the residency requirements under both jurisdictions (Puerto Rico and 
United States)

• US Federal Tax Implications
– Although US citizens remain subject to full federal income tax regardless of 

domicile, the US IRC provides special rules for an “individual who is a bona fide 
resident” of PR

– The PR bona fide resident can exclude the income derived from sources within PR 
for US federal tax purposes

– The US citizen is not subject to expatriation tax as a result of becoming a PR bona 
fide resident 8



Act 60 Overview
• Puerto Rico's Tax Rate

– Provides for a 4% maximum tax rate for the net income earned in certain 
eligible services performed in PR and exported to markets outside of PR

– The benefits are secured in a tax exemption decree for a period of 20 
years with the option to extend them for 10 additional years

• Eligible Services
– Services must be provided from PR, and the recipient of the service must 

be outside of PR market
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Act 60 Eligible Activities
• R&D
• Advertising and public relations
• Consulting
• Advise on matters related to trade or business
• Commercial arts and graphic services
• Production of construction, drawings,

architectural and engineering services and
project management

• Professional services
• Centralized management services
• Centers for electronic data processing
• Development of computer programs
• Telecommunications voice and data between 

persons outside of PR
• Call centers
• Shared services

• Storage and distribution services
• Educational and training services
• Hospitals and laboratories
• Investment banking and other financial services
• Creative industries (Act 173-2014)
• Distribution and logistics to centralized 

management services
• Industrial and commercial distribution of products 

manufactured in PR
• Packaging, assembly and bottling of products for 

exportation
• Marketing centers
• International trading company
• Any other service that is later determined as an 

eligible service
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Act 60 – Who Benefits on a Net Basis?
• Securities, commodities & Crypto traders earn tax-exempt income
• Tax exemption benefit inures to privately-held companies owned by 

individuals.
• Puerto Rico tax exemption does not prevent application of US look-

through tax rules
– CFC rules
– PFIC rules
– GILTI rules

• Pass-Thru tax rules preserve Puerto Rico-source income in the hands 
of a bona fide resident of Puerto Rico
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Overview of US Tax Rules
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Statutory Scheme
• A bona fide resident of Puerto Rico is exempt from US tax on income 

derived from sources within Puerto Rico.  Code § 933(1)
• There is no expatriation tax (Code § 877A) due on a move to Puerto 

Rico
• Purpose of exemption is to encourage economic growth in Puerto 

Rico.  Purpose is not served if non-Puerto Rico source income were 
exempt from US tax

– Only Puerto Rico-source income is exempt from US tax
– US-source income and non-US/non-PR-source income are not exempt 

from US tax
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Key Definitions

• The first key definition is “bona fide resident of Puerto Rico”  
– Basic rule is in Code § 937(a), but IRS regulations contain much 

more detailed rules
• The second key definition is “Puerto Rico-source income”

– Basic rule is in Code § 937(b)

14





Bona Fide Residents of 
Puerto Rico
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Regulations Specify 3 Residency Tests
• Presence Test – Is the taxpayer present in Puerto Rico for enough 

time to allow him (her) to be treated as bona fide resident?
• Tax Home Test – If the taxpayer is working outside of Puerto Rico, 

then (s)he will not be treated as a bona fide resident of Puerto Rico
• Closer Connection Test – Has the taxpayer demonstrated that (s)he 

really treats Puerto Rico as his or her permanent home?
• These tests (which apply to all possessions) were developed in 

response to abuses identified in the US Virgin Islands
– See Estate of Sanders, 144 TC No. 5 (Jan 29, 2015)
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The Presence Tests
There are 5 separate presence tests.  Satisfaction of any one test will 
suffice.

1. Taxpayer present in Puerto Rico for at least 183 days
2. Taxpayer present in Puerto Rico for 549 days during 3-year period counting 

from 2nd preceding year to current year
3. Taxpayer present in the US for no more than 90 days during the year
4. If earned income is less than $3,000, & is present in Puerto Rico more than 

in the US during the year
5. Had no significant connection to the US during the taxable year

See Treas. Reg. §1.937-1(c)(1)(i)-(v)
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The Tax Home Test
• This test is a misnomer because it relates in a first instance to where 

the individual works, not lives

– Tax home is the individual’s “regular or principal place of business”

– If the individual does not have a trade or business, then the tax home is 
“the individual’s regular place of abode in a real & substantial sense”

• To meet this test the individual may not have a tax home outside of 
Puerto Rico during any part of the taxable year

• IRS Manual states a taxpayer has only one tax home (principal office)

• Year of move exception allows a tax home through June 30th in the 
year of the move.
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The Closer Connection Test
• Literally, this test asks whether the taxpayer has a closer connection to Puerto 

Rico than the United States or elsewhere
– For these purposes, an individual's connections to Puerto Rico are compared to the 

aggregate of the individual's connections with the United States and foreign 
countries

• There have not been any reported cases in which a court has considered the 
application of this test with respect to a possession

• Most “touchy-feely” of the 3 tests and there are no bright lines as to when it 
will have been met

– See next slide for the list of factors included in the Regulations
– Under certain circumstances, the number of years spent in Puerto Rico could bear 

on whether test is satisfied in any particular year
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The Closer Connection Test
In determining whether an individual has maintained a closer connection to the United 
States/foreign country than to Puerto Rico, the facts and circumstances to be considered 
include, but are not limited to, the following:

21

• The location of the individual's permanent home
• The location of the individual's family
• The location of personal belongings, such as 

automobile, furniture, clothing, and jewelry 
owned by the individual and his or her family

• The location of social, political, cultural, or 
religious organizations with which the individual 
has a current relationship

• The location where the individual conducts his or 
her routine personal banking activities

• The location where the individual conducts 
business activities (other than those that 
constitute the individual's tax home)

• The location or jurisdiction in which the individual 
holds a driver's license

• The location or jurisdiction where the individual 
votes

• The country of residence the individual designates 
on forms and documents

See Treas. Reg. §301.7701(b)-2(d)(1)(i)-(ix)



Puerto Rico-Source Income
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Tax Code Source Rules Generally Apply
• General rule:

– Rules for determining whether income is US-source income or ECI to a 
USTB apply for purposes of determining whether income is Puerto Rico 
source income or ECI with a Puerto Rico Trade or Business

– Income treated as “US-source income” is excluded from Puerto Rico-
source income even if it is ECI with a Puerto Rico Trade or Business

– Office rule can styme efforts to treat hedge fund capital gains as Puerto 
Rico-source income

– Interest and dividend income is sourced to the residence of the payer of 
such income.
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Special Rules for PR Corporations
• GILTI and subpart F income rules still apply to a bona fide resident of 

Puerto Rico
• But a pass-through of Puerto Rico-source income is exempt from US 

tax in the hands of a bona fide resident of Puerto Rico
• Special rules for Puerto Rico corporations:

– If shareholder owns 10% or more of the voting stock of PR corporation, 
then look through PR corporation for source & allocate based on gross 
income

– If creditor owns 10% or more of the voting stock of the PR corporation, 
then look through PR corporation for source & allocate interest based on 
gross income

– Note that there are indirect ownership rules
24



Business Income – General Rules
• Service income is considered to be Puerto Rico-source income if the 

services are performed in Puerto Rico.
– Income can be bifurcated if services are performed within and without 

Puerto Rico.  Only PR-source income is excluded from US tax.
• Income from sale of goods traditionally has been sourced under title 

passage rule.
– 2017 Tax Act relaxes title passage rule, provided that no US office is 

involved with the sale.
• Source rules for patents and other IP look to where the IP is used.  

– Internet services may still look to where servers are located under specific 
circumstances.
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US Business – Founder Moves to Puerto Rico
• Founder sets up a management company in Puerto Rico
• PR management company provides services to US business for a fee
• Fee is subject to 4% tax in Puerto Rico.
• Founder must receive a reasonable salary in Puerto Rico – salary is 

subject to 33% Puerto Rico tax.
• Is the management fee reasonable in amount?
• Can all or a portion of the management fee be recharacterized as a 

disguised dividend from the US company?
• Inversion tax issues
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US Social Security Taxes & NIIT
• Flow-through structures:

– PR source business income subject to US self-employment taxes.
– PR source passive income subject to net investment income tax (NIIT) at 

3.8%.
• PR Corporation:

– Wages received from a PR corporation subject to US employment taxes.
– Dividends paid by the PR Corporation exempt from NIIT.
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Transfer Pricing Study Considerations
• If services are provided to a related entity in the US, the fee must be an arm’s 

length fee that meets the requirement of US IRC Sec. 482
– The IRS has authority under Sec. 6662(e) and (h) to assess transfer-pricing penalties

• The taxpayer must prepare a Transfer Pricing study in order to comply with the 
requirements of US IRC Sections 482 and 6662 enforceable on the US entity

– Penalties will not be imposed if the taxpayer’s controlled transactions satisfy the 
specified method and documentation requirements provided in the regulations

• A benchmarking analysis may serve as a preliminary tool to determine the 
charges among related entities, but not to avoid penalties and sustain 
challenges from the IRS
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Capital Gains from Securities Transactions
• Capital gains from securities sales generally are sourced to the 

residence of the seller
– If seller is a bona fide resident of PR, then gain from securities sales will 

be PR-source.  Code § 865(a)
– Swap income is also sourced to the residence of the payee.  Treas. Reg. §

1.863-7(b)(1)
• If the sale is made from an office or other fixed place of business 

located outside of Puerto Rico, then the source of the sale is that 
office or fixed place of business

– Notice 89-40: Source rules apply regardless of rate of Puerto Rico tax
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Capital Gains from Securities Brought into PR
• Special rules apply to stock, debt instruments, swaps, currencies, 

derivatives and options if sold within 10 years of becoming a bona 
fide resident of Puerto Rico

– If property is publicly-traded, only gain in excess of closing price on first 
day of possessions holding period is Puerto Rico-source income (snap 
shot approach)

– If property is not publicly-traded, only fraction that is attributable to 
holding period within Puerto Rico is PR-source income (day count 
approach)

• Possessions holding period begins when taxpayer does not have a tax 
home outside of Puerto Rico
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Residency Issues Ripe for IRS 
Audits
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“Traditional” IRS Audits
• Selection. Typically individuals are randomly selected for audit based on a 

statistical formula that compares tax returns with “norms” for similar returns to 
identify potential irregularities

• Procedures. Audits are initiated with a written letter mailed to the taxpayer 
and are typically conducted through written requests for information 
supporting the tax return and/or through an in-person interview 

• Statute of Limitations. IRS generally has three years from the date the tax 
return is filed to audit the return

– However, the IRS may go back six years if there was a substantial omission from 
income (25% omission), and there is no time limitation for an audit if the taxpayer 
did not file a tax return
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Residency Audit Issues
• Presence Test – Did the taxpayer produce a diary and/or receipts to prove day 

count in Puerto Rico?
• Tax Home Test – Does the taxpayer have an office available for his or her use 

outside of Puerto Rico?
• Tax Home Test – Did the taxpayer make regular use of an office located 

outside of Puerto Rico?
• Closer Connection Test – Is there a residence in the US available for the 

taxpayer’s use?
• Closer Connection Test – Did the taxpayer spend a substantial portion of the 

year in a particular location in the US near family?
• Closer Connection Test – Did the taxpayer maintain significant connections to

the US following the move?
34



Residency Audit Issues
• Closer Connection Test – Did the taxpayer move back to the US after a short 

period of time? 
• Closer Connection Test – Did the taxpayer continue to manage a business 

located in the US following the move to Puerto Rico?
• Closer Connection Test – How many trips did the taxpayer take to the US 

following the move?
• Closer Connection Test – Did close family remain in the US following the 

move to Puerto Rico?
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Puerto Rico Source Income Issues
• Allocation of Income – If business was conducted in the US & Puerto Rico, 

does the allocation of income between the 2 jurisdictions reflect economic 
reality?

• Puerto Rico Corporations – Was income earned by PR corporation allocated 
between the US & PR was income earned by PR corporation treated as wholly 
earned from within Puerto Rico?

• Hedge Fund & Private Equity Investments – Did the taxpayer apply the 
office or residence rule to determine the source of income?

• Consulting Companies – Was the amount of the consulting fee charged to a 
related party in the US an arm’s length fee?
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Puerto Rico Source Income Issues
• Allocation of Gain – If appreciated property was owned at the time of the 

move to Puerto Rico, has gain been properly allocated?

• Inversions – If US business was allowed to dissipate & new similar Puerto Rico 
business flourished, was a deemed transfer from the US to Puerto Rico?

• Disposition of Partnership Investments – Did the partnership conduct a 
trade or business in the US?

• PFICs, S Corporations & CFCs – Was the income allocated between the US 
and Puerto Rico?
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IRS Audit Campaigns
• IRS introduced audit “campaigns” in January 2017 as an alternative approach 

to “traditional” IRS audits
• Purpose. IRS budget reductions and attrition resulted in it having to focus its 

enforcement efforts on particular issues with risk of noncompliance 
• Selection. Each “campaign” targets a particular tax issue 
• Procedures. Treatment streams vary depending on the campaign issue, but 

could include issue-based examinations, soft letters, and outreach
– Soft letters are sent to taxpayers to encourage voluntary compliance, but are not 

technically an IRS audit (although they signal an audit may be coming)

• Statute of Limitations (same as traditional audit)
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Background – PR Audit Campaign
• Congressional Letter. In December 2019, members of Congress sent letter to 

Treasury secretary expressing concerns about benefits of US tax laws for 
taxpayers that become residents of Puerto Rico

• IRS Report. At the same time, Congress directed the IRS to determine the 
number of individuals that had relocated to Puerto Rico since 2012 and been 
granted tax exemptions under Act 22

– IRS identified 2,331 individuals who had obtained Act 22 benefits from 2012-2019

• Criminal Indictment. In October 2020, a CPA with a large accounting firm was 
indicted on charges related to assisting clients fraudulently obtain benefits 
associated with Act 22
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PR Audit Campaign
• On January 29, 2021, the IRS added “Puerto Rico Act 22, Individual 

Investors Act,” to its audit campaign
• The audit campaign has three areas of focus:

1. Identify individuals who have Act 22 decrees but do not satisfy the 
requirements

2. Determine if individuals are inappropriately claiming non-Puerto Rico-
source income as Puerto Rico-source income in order to avoid US tax

3. Address non-compliance through examinations, outreach and soft 
letters
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Takeaways – Audits Are Coming
• Tax Gap. IRS Commissioner Charles Rettig recently testified before Congress 

that the amount of taxes uncollected in the US could be $1 trillion or more per 
year

– Previous estimates suggested uncollected taxes were much less (i.e., $440 billion)

• Budget Increase. President Biden recently proposed a 10.4% increase to the 
IRS budget, which would increase resources for tax enforcement by $900 
million

• Red Flag. Individuals who received advice from the accounting firm involved 
in the indictment have an increased chance of an IRS audit as the IRS likely 
received the firm’s list of clients who received advice
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Disclaimer
• These materials are provided by Mayer Brown and reflect information 

as of the date of presentation.
• The contents are intended to provide a general guide to the subject 

matter only and should not be treated as a substitute for specific 
advice concerning individual situations.

• You may not copy or modify the materials or use them for any 
purpose without our express prior written permission.
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Thank You!
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