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Tax reform legislation enacted

he governor of Puerto Rico has signed several new laws in an effort to balance the budget

for Fiscal Year 2005-2006.

Thelegidationistheresult of abudgetary crisisthat
forced the partia shutdown of government operations.
Thiscontroversiad legidationwill surely bethediscus-
sion of taxpayersand practitionersin theforthcoming
months. All theselawsbecameeffectiveimmediately.

Act No. 88 of May 13, 2006—Royalties

Act No. 88 amends Section 6(k) of the Puerto Rico
Tax Incentives Act of 1998 to impose a 15% tax on
payments made by busi nesses enjoying tax exemption
to nonres dent corporetions, partnershipsandindividuas
for theusein Puerto Rico of patents, intellectud property,
formulas, “know-how” and similar property. The
Secretary of the Treasury can reduce thetax rate on
royalties to not less than 2%. The exempt business

making the payment is responsible for deducting,
withholding and remitting thetax to Puerto Rico Treasury.

Act 89 of May 13, 2006—2.0% Bank Tax

OnAugust 11, 2005, the governor had signed Act
No. 41, amending the Puerto Rico Internal Revenue
Codetoimposean additional 2.5% tax ontheincome
of corporationsand partnershipswith net taxableincome
of $20,000 or more. This law did not modify Code
§ 1016 (c), whichleft amaximum tax rate of 39%.

Act No. 89 correctsthisoversight to reflect amaxi-
mum incometax rate of 41.5% for regular corporations
and partnerships.

Continued on page 2

A CPA’s view

What should have been. ..

But wewill get tothat inaminute. First let’slook
at what real tax reform should have looked like: a
salestax plusreductionsintax ratesand ssimplifica-
tion of filings. Tax rates should have been knocked
down by about haf; going from5%to 17 % on active

The Tax Bamboozle Act of 2006
Yes, that's what it is. We—you and |,

individuals—have been taken for the proverbial ride.

and most of the hard-working, taxpaying

incomeonly. All passiveincome (dividendsand in-
terest) should have been untaxed, in order to pro-
mote investment and savings, as long as those
investments were located in Puerto Rico. Tax de-
ductionsshould have been limited to mortgageinter-
est, education, and medical and child-related.

Continued on page 4
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Tax reform . . .

It also establishesanew tax of 2% applicableto cor-
porations operating under the Puerto Rico Bank Act.

Its provisions apply to tax years commenced after
December 31, 2005, and on or before December 31,
2006. Act 89 also providesthat therateswill revert to
thetax ratesin effect prior to theenactment of Act No. 41
(maximum of 39%), by éimination of the2.5% specid
tax and the 2% bank tax.

Act 98 of May 6, 2006—Extraordinary Tax

Of thelaws signed by the governor, Act No. 98is
themost controversia for taxpayersand practitioners
aike. Itimposesa5% “extraordinary” tax to corpora-
tionsand partnershipswith grossrevenuesin excess of
$10,000,000. The 5% appliesto the net incomereport-
ed for taxable years ended on or before December 31,
2005. If an extension wasfiled for 2005, the extraordi-
nary tax isdetermined on an estimate of the net taxable
incomefor that year, and adjusted upon thefiling of the
return.

Act 98 doesnot apply to thefollowing:

e conduit tax entities, such as special partnerships
and corporationsof individuds,

e exempt, registered investment companies, and

e Not-for-profit organizations, churchesand labor

unions
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Act 98 a so appliesto exempt businesses, athough
only to thetaxableincome derived from operationsthat
arenot covered by their tax grants.

The extraordinary tax can be claimed as a credit
againgt thetax liability for tax yearscommencing after
December 31, 2005. Unused creditscan beusedinequa
partsinthefour tax yearsfollowingtheyear inwhich
the extraordinary tax was paid. Although thiscreditis
availabletoforeign taxpayers, in order to claimit the
taxpayer must beableto show inability to usethecredit,
or deduct theextraordinary tax, in another jurisdiction.
A foreigntaxpayer that isdligibleto clamthetax credit,
but cannot claimit dueto net operating losses, ispermit-
ted to extend the period, with certain limitations, until
thecreditisexhausted.

Act 87 of May 13, 2006—5% tax on IRAs

Act No. 87 amends Sections 1165 and 1169 of the
Code, providing for aspecial tax rate of 5% applicable
todistributionsmadefrom retirement plansand individ-
ual retirement accounts during the period of May 16,
2006, to November 15, 2006. It also providesfor tax
prepayment at thespecial rate, if madewithin said peri-
od.

Act 87 providesthat any distribution made during
the May-November period will be subject to aspecia
tax rate of 5% in lieu of any tax imposed by Code
§1165(b)(1). Thedistributionsmade during thisperiod,
which canbeof al or part of the accumul ated benefits
of the participant, will be considered amountspaid by
reason of separation from service.

Act 87 a'so dlowsparticipantsto prepay during the
period—at therate of 5%—thetax ondl or part of their
accumul ated and undi stributed amounts. Thelaw au-
thorizesdistribution of theamounts necessary to pay the
5% tax. Asaresult, the participant’stax basiswill be
increased by theamount prepaid. Thus, at distribution
only theearning component rel ated to the prepaid amount
will betaxableat the capital gaintax rate applicable at
thetimeof ditribution (i.e., smilar to thetax treatment
granted to after-tax contributions).

Act 87 appliesto participants of plansqualifiedin
Puerto Rico, regardlessof thelocation of theretirement

trust. Although it does not limit its benefitsto defined
contribution plans, thelaw issilent astoitsapplication
to defined benefit plans. In addition, becausethedistri-
bution used for the prepayment of the tax may not be
consdered adistributable event under federal law, it re-
mainsuncertain how dual qualified planswill beableto
comply with theserequirements.

Guidancefrom Treasury isexpected shortly, specialy
onwhether the special 5% tax will be gpplicableto distri-
butions, other than alump sum distribution, on account of
separation from service (i.e., age over 59 %%, hardship,
loan defaullts, etc.).

Act 87 providesto IRA ownersaspecial tax rate of
5% to bewithheld at the source by thefinancial institu-
tion, for any distribution made during the May-November
period. Thisspecial tax ratewill apply inlieu of any other
tax that can beimposed by the Code. Thesedistributions
may not exceed $50,000. Any amount distributed in ex-
cessof the$50,000 limit will besubject totax at thereg-
ular rates. Act 87 waives the 10% penalty on these
distributions. The 10% penalty isgenerally imposed on
distributionsmadetoindividua sunder the age of 60.

Thenew law allowsthe prepayment of a5% tax on
all or part of the participant’ saccumul ated and undistrib-
uted amountsin an IRA. The participant’stax basisis
increased by the prepaid amount, so that upon distribution
only the additional earning component of such prepaid
amountswill be subject to tax.

Act No. 92 of May 16, 2006—Catch-up

Act 92 amendsthedeferrd limitsimposed by the Code
toall cash or deferred arrangementsqualified in Puerto
Rico for participants that at the close of the plan year
have reached the age of 50. The catch-up contributionis
not to exceed $500 for the taxabl e year commenced Jan-
uary 1, 2006, and $1,000 for tax years commenced after
December 31, 2006.

In addition, the catch-up contributions.

e Will not affect aplan’sactual deferral percentage
test;

e can bematched by the employer; and

o Will not affect the $8,000 limit used for theacquisi-
tion of IRAsby plan participants. m
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Tax bamboozle . . .

Property taxes

Real estate valuations for property tax purposes
should have been updated to more current values (we
arenot saying market), and rates adjusted accordingly,
aswell thehomestead exemption. Increasesin revenues
should have been all ocated between the corresponding
municipality and public education.

Budget cuts

In addition, the central government should have cut
itsbudget, asitisout of control. Thesefolkshave no
ideawhat fiscal responsibility is. Itisnot unreasonable
to ask the central government to bring expensesdown
toequal revenues.

Whatitis...

But it takespalitical gumptionto dothis, and besides
that would have been too easy. No, they went out of
their way towork the screws.

Very few issues have been so widely studied and
analyzed likethe salestax and tax reform. The Puerto
Rico Society of Certified Public Accountants, the Puer-
to Rico Chamber of Commerce and other trade and
business associationshad for thelast five years been
submitting studiesand proposal sto the government on
thismatter. Even the House of Representativesworked
on thisbetween years 2000 and 2004. You know what
they didwithdl that information?. ZIP. They proceeded
to createaFrankenstein law with bitsand piecesof ev-
erything and nothing; incoherent and so full of holesand
bumpsthat it closely resemblesour highway system.

Tax “breaks”

For example, future or promised tax “breaks’ are
dependent on the revenues provided by the salestax.
That hasbeen thegovernor’sexplanation of wherethe
real benefitsare. Be patient, for they will be here by
2008, of coursedepending on“centra” collections.

ThelL egidature estimated revenuesto be generated
at $328 million for each percentage point of “ central”
sales tax. Sources indicate that the most they might

generateis$228 million. That'sa$550 million shortfall.
Atthat clip, “breaks’ aregoing to be hard to come by,
and wewill beleft holding thebag.

Redo your taxes

Thenew tax law does contain some actual breaks,
but my math |eads meto believethat they will not be
neutral asfar asthe salestax goes. Look at your tax
return and redo the math with these new “ breaks.” See
how much your incometax will decrease, and compare
that to an estimate of what you will pay in salestaxes.
Estimate your salestax at 7% (total) on aconsumption
level of about 50% of your disposableincome. If you
add thisnew tax to your tax responsibility youwill see
that your effectivetax ratewill jJump up by 3% onthe
average. Congratulations, you are now inanew “tax
bracket”: the consumed tax victim bracket.

Dream

Canwejoinforcesand suethegovernment for dam-
ages, lost profits, and lost faith? Dream on! For now
just dream at what happenswhen strangers manageyour
checkbook. Scary, isn'tit?m

“At just what point did Treasury tell you
‘I can’t give you anything but love, baby’ ?”
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Prepayment tax imposed on capital gains
Acf No. 117 of July 4, 2006, introduced a special prepayment tax of 5% or 10% on the

increase in value of capital assets.

The special tax isavailablefor the period of July 1,
2006, to October 31, 2006.

Individuals, estates and trusts

Act 117 inserted anew 8§ 1014A, under whichindi-
viduds, estatesand trustsmay el ect to prepay athe spe-
cial tax without an actual sale of capital assets, and
without regard to the period during which said taxpayer
owned the assets.

Assets covered
The capital assetscovered arethefollowing:

e stock or proprietary interest in domestic or foreign
corporationsor partnerships; and

o real estatelocated in Puerto Rico.
Corporations & partnerships

In that same sense, Act 117 adopted 8§ 1121A to
provideto corporationsand partnershipsaspecial pre-
paid tax of 10% ontheincreasein value of capital as-
sets. Asinthecaseof individuas, theelection to opt for
thisspecial tax must be made, and the tax paid, from
July 1 to October 31, 2006.

However, the capital assets covered by thisspecia
prepayment tax of 10% availableto corporationsand
partnershipsapply only toreal estatelocated in Puerto
Rico.

Subsequent developments

Any increasein vaueof such capita assetsgenerat-
ed after an election under 88 1014A or 1121A will be
subject to tax under the provisionsof law in effect asof
thedate of thesale. Onthe other hand, any lossredlized
on asubsequent sale of the capital assetsfor which an
election for the specia prepayment tax was made will
be adjusted according to the effective tax rate applica-
bleat thetimeof thesde. Saidlosswill beadjusted by a
fractionwhichwill include asthe numerator the applica-
ble special prepayment tax (5% or 10% ) and thedom-
inator thetax ratein effect onthe date of thesae.

Election form

Theeectionto benefit from the specia tax must be
made by filing aform and paying thetax at theinternal
revenue collector offices.

At presstimethe Puerto Rico Treasury Department
had not promulgated any regulation or administrative
pronouncement on either § 1014A or § 1121A; neither
had it published theform needed for making theelection
and prepaying thetax. m
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Sales tax approved

fter a year and a half of speculation, struggle between the Legislature and the governor,
and a government shutdown, a 7% or 8% sales tax was imposed.

Act No. 117 of July 4, 2006 (known asthe “ Tax-
payer JusticeAct”), amended the Puerto Rico Internal
Revenue Code of 1994 in order to establish asaletax
systemin Puerto Rico. Act 117 diminatestheinfamous
5% (6.6% effectiverate) genera excisetax.

Thesdestax will bedivvied up asfollows:

e 5.5% to the central government, effectiveon No-
vember 15, 2006,

e 1.5%tothemunicipdities, effectiveimmediately,

e an additional 1% tothecentral government, avail-
ableinthe event that the governor determinesan
insufficiency incollectionsfor thegenerd fund.

Exemptions

Thefollowing itemsand transactions are exempted
fromthesdestax:

e taxableitemsintrangt, temporarily introduced to
Puerto Rico for useinfilms, construction, trade
shows, seminars, etc, and re-exported by theim-
porter,

e itemsused inmanufacturing, i.e., raw materia sused
by manufacturing plants,

e itemscurrently exempted from the payment of ex-
cisetaxesunder Section 6(c) of the Puerto Rico
Tax IncentivesAct of 1998,

e itemssold at air or seaterminalsstores,

e itemsacquired by the governmentsof Puerto Rico
and the United States,

e items belonging to nonresident Armed Services
personnel transferred to Puerto Rico,

e admissionticketsto athletic events, shows spon-
sored by schools, universities, collegesand other
educationd inditutions.

Food

Thefollowing are subject to the salesand use tax:
tobacco and itsderivatives, alcoholic beverages, can-
diesand sweets, soft drinks, prepared foods (the mu-
nicipal 1.5% cut appears to apply to all foods, both
prepared and unprepared) and certain baked products.

Medicines

Prescription drugs, over-the-counter medicines, other
medica itemsand persond hygieneitemsaresubject to
the salestax.

Real estate

Also subject to thetax are lease paymentsfor real
property constituting the principal residence of theten-
ant, aswell asthose derived from commercial lease.

Services

Services are subject to the tax, except for thefol-
lowing:

e servicesrendered to aperson dedicated to abusi-
nessactivity,

e designated professional services (attorneys, ac-
countants, architects, etc.),

e services rendered by the government of Puerto
Rico,

e interest, chargesfor the use of money and service
chargesimposed by financid ingitutions,

e S2rviceand insurancecommissions,
e hedthcare, medical and hospital services, and

e servicesrendered by personswhose annual vol-
umeof business does not exceed $50,000.
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Telecommunications

Sometelecommunication and incidentd serviceswill
be subject to the salestax.

Systems

All businesses must havetheir systemsin place by
November 15, 2006. At presstime Puerto Rico Trea-
sury hasnot promulgated regul ations, registration forms,
circular lettersor any other officia guideontheimple-
mentation of thetax.

Municipalities

Somemunicipalitiesaready had asalestax system
in place beforethe enactment of Act No. 117. Because
Act 117 authorizesmunicipalitiestoimposethe s estax
through amunicipal ordinance, some have taken the
position that they do not haveto do so, or that they can
adopt atax lower thanthe 1.5%. In addition, some mu-

nicipalitieshave established procedures and granted ex-
emptionsdifferent fromthoseinAct 117. Moreover,
othersarealowing bus nessesto keep ascompensation
from 3% to 4% of thetax collected. However, Act 117
requiresthat municipal salestaxes be consistent and
comply withitslist of exemptionsand limitations.

Thefollowing areexamplesof what somemunicipal-
itieshavedone:

e Caguas—1% salestax since October 2005,

e Guaynabo—1.5% salestax since July 15, 2006,
e Carolina—1% salestax since July 1, 2006,

e Ponce—1% salestax since July 1, 2006,

o San Juan—1% salestax sinceAugust 1, 2006,

e Bayamon—announced a salestax (unspecified
rae). m

tax on dividends and profits.

Thetax appliesto dividendsavailableand prof-
its made from July 1 through October 31, 2006,
by all domestic corporationsand partnerships, as
well asby foreign corporationsand partnerships
if 80% or more of their incomeisgenerated from
the conduct of atrade or businessin Puerto Rico.

No distribution needed

Under new subparagraph (j) of § 1012, divi-
dends are not required to be distributed to the
shareholders or partnersin order for the tax to

apply.

Special tax imposed on dividends

Acf No. 117 of July 4, 2006, added subparagraph (j) to Section 1012 of
the Puerto Rico Internal Revenue Code of 1994, to impose a 5% special

Nonresidents

Finaly, Act 117 added subparagraph (d) to
§ 1221 of the Code, regarding the taxing of
nonresident foreignindividuals. New subpara-
graph (d) providesaspecia tax of 5% ondiv-
idend and profits of corporations and
partnerships made from July 1 to December
31, 2006. Inthiscase, asinthat of § 1012(j),
distribution isnot required to be madeto the
shareholdersor partners. m
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Reprinted from Economic Pulse Puerto Rico, published by H. Calero Consulting Group, Inc.

A reply to The Economist

An overview of the other side of Puerto Rico’s story

Abstract

Rarely had the prestigious British publication, The
Economist, taken time to look into Puerto Rico’s econo-
my. This time, it focused on severa aspects of which
Puerto Ricans are certainly not very proud. Lower levels
of employment than in the statesand high levelsof public
aid and welfare enrollment are undeniable. However, once
the poorhouse of the Caribbean, Puerto Rico becamethe
shining star of thisarea. Fifty yearsago, theisland under-
went a quiet revolution and has become a world-class
center for pharmaceutical production. Yet, thisside of the
story was not told. Find out other facts The Economist
failed to fairly expose regarding Puerto Rico.

Telling the whole story

The Economist portrayed Puerto Rico as a welfare
island. It isno secret that Puerto Rico hasagood share of
folkswho can’t find or perhapswon'’t look for ajob. Our
labor participation rate has remained below 50% during
the past 40 years but this does not mean that those who
participate in the labor market are not hard working pro-
fessionals and skilled workers who are proud of what
they do. AsUScitizens, needy Puerto Ricans are entitled
to receive welfare payments and some people are dis-
couraged from working. A person can receive an aver-
age $1,315 amonth from welfare, which ismorethan the
average $1,236 amonth he or she could earn working 30
hours a week. The Economist mentioned that the aver-
agelength of schooling in Puerto Rico rosefrom 3.7 years
in1950to 11 yearsin 2000. Yet, The Economist indicated
that many Puerto Ricans have acquired few useful habits
and skills over these past three decades.

It also failed to mention the more than 23,000 college
degrees conferred every year to those Puerto Rican
youngsterswho striveto make abetter living. Thereisno
mention of the over 9,000 science and engineering de-
grees awarded each year and many other degrees on
subjectslike business, information technol ogy, law, medi-
cine, and accounting, among others.

In 1995, there were 165,398 students enrolled in 19
universities with 35 campuses plus 26 technical colleges

aroundtheidand. By 2003, thisnumber jumped to 199,842
students. The Economist forgot to mention that many of
these graduates are young people who are not “in trou-
ble” and who consider education their key to future suc-
cess. The anonymous reporter also failed to mention that
many of our engineering graduates are recruited from
abroad.

Poverty is also down . ..

Despite the fuzzy picture presented by The Econo-
migt, there have been significant accomplishments. In 1970,
the poverty rate in Puerto Rico was 65% of the popula-
tion. Thisrate dropped to 48% by 2000. M oreover, recent
poverty estimates published by the Department of Labor
in 2003 indicate a poverty rate as low as 40%. Are we
satisfied? The answer isNo and theisland strivesto low-
er thisrate.

Not a fair comparison

Puerto Rico’s economy has experienced constant
transformation since the 1950s. This process has not yet
ended. In al fairness, Puerto Rico aims to narrow the
income gap with other statesin the US mainland, includ-
ing Mississippi, but the starting point is not the same. Pu-
erto Ricans have governed themselvesfor alittle over 50
years. All other states got self-government much earlier.

It is important to remember that between 1898 and
1944 Puerto Rico was run by the US. military. Most of
the economic development and growth that led to the
current situation took place right after Puerto Rican
leaders became governors, an event that occurred only
62 years ago.

Overlooking the whole picture

The article focuses only on low-income families and
individuals in Puerto Rico. But, how about focusing on
Puerto Ricans who go to school and go to work every
morning. The Economist implies that Puerto Rican men
arelazy and who areeither “ getting into trouble” or hanging
out in beaches, shopping malls, and Borders' bookstores.
Puerto Rico’s downtowns are described as crowded with
shabby officesand shopsfull of low-incomeandidlehands.
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Concluding that most of the island is that way is false.
Commercial activities in downtowns have almost
disappeared with the advent of sophisticated shopping
malls outside the town centers. The Economist failed to
mention that Puerto Rican tastes and needs have changed
and so has the urban landscape. Throughout the island
youwill find singleand multiple housing unitsranging from
$90,000 to more than $1 million. Border’s visitors are
mostly educated. Describing those who sit there to read
asidleandlazy isplain nonsenseand even not professiond.

The Economist overlooked thefact that illiteracy rates
in the island have dropped from 35% in the 1940's to
8.5% in 2003.

GNP is also on the rise

The Economist also “forgot” to mention therising GNP
per capita enjoyed by the isand in the last 50 years. In
1950, per capitaGNPwas $325 ayear. By 2005, it reached
$13,675 per person, atremendousimprovement for asmall
island with barely natural resources.

Similar positive accomplishments have a so taken place
in other areas. For instance, life expectancy for residents
in Puerto Rico during the 1940swas only 46 years of age.
Many diseases and lack of access to good healthcare
were all too common.

Then, a turnaround took place. In 63 years, life ex-
pectancy jumped to an average 77 years of age. Once
again, The Economist failed to mention this as evidence
of improvementsin our quality of life.

Strong pharma cluster

Perhaps, US tax section 931 and later amended to
section 936 by the US Congressin 1976 did not deliver as
many jobsasoriginally expected. The Economist describes
this section of the US tax code as being too advanced for
Puerto Rico’s stage of development at the time. Because
of this tax advantage, many US pharmaceutical compa
niesbuilt factoriesthat used lots of capital and employed
few workers.

However, economic incentives to US multinationals
triggered agood level of economic activity, enough to make
Puerto Rico one of the most important pharmaceutical
clustersintheworld. Try to imagine Puerto Rico without
the 30,000 direct jobs that the pharmaceutical industry
generatesalone. Add up the 96,000 additional jobs gener-
ated by related businesses that provide ample goods and
servicesin areas such as manufacturing components, food

services, engineering consulting, medical, legal and bank-
ing services, insurance, transportation, communications,
tourism and others.

Itisnot well known that half of the defibrillators and
heart pacemakers sold in the United States are manufac-
tured in Puerto Rico. Moreover, Puerto Rico exported
over $2 hillion in scientific and medical devicesin 2003,
placing it eighthin theworld in total exports. Sixteen out
of the top 20 selling pharmaceutical drugsin the US are
manufactured in Puerto Rico. Since 1997, pharmaceuti-
cal companies haveinvested $1.7 billion in Puerto Rico.

Such investments indicate that worldwide investors
acknowledge thetalent and productivity of Puerto Ricans
dealing with highly complex manufacturing processes.
The manufacturing boom in the 1950s marked a turning
point in the economic history of Puerto Rico. This was
followed by ablossoming banking and financial sector of
which Puerto Ricans are proud. Locally owned banks
account for more than 70% of total assets of commercial
banks, and this share has grown over time.

The challenge ahead

Yes, one could probably say that Puerto Rico has a
good portion of idle hands. But, why did The Economist
forget to mention and failed to give kudos to the profes-
sional and skilled early risersfrom all walksof lifethat go
towork every day and comprise closeto 50% of all work-
ing-age adults?

The fact that public aid has risen to new levelsis a
fact. The Economist says that many things have gone
wrong with the island. It adds that the US government
assumed too big arolein the Puerto Rican economy and
that some Puerto Rican householdswould barely survive
without federal assistance. But, thisis not unique to the
Puerto Rican society. Similar problems have taken place
for decadesin several states, mostly with minoritieslike
blacks and Hispanics.

Thereisstill muchto dointheisland by both the gov-
ernment and the private sector. That is undeniable. How-
ever, theworkersand professionalsin thisisland deserve
abalanced and professional picturefrom The Economist.
Telling al sides of the story is of utmost importance for
those who advocate professionalism in journalism. We
acknowledge our defectsbut it isjust asimportant to pro-
vide readers with the untold story of Puerto Rico’s suc-
cesses. Will The Economist accept the challenge? m
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CONTRACTS

Electronic Transactions Act pending
governor’s signature

oth the Puerto Rico Senate and the House of Representatives have passed Senate Bill
651, which adopts the 1999 version of the Uniform Electronic Transactions Act. At
press time the approved bill was pending the governor's signature to become law.

In general

Most notably, thislegid ation reducesuncertainty as-
sociated with the enforceability of electronic contracts
and sgnatures. Thefundamental factor of thishill isthat
contracts executed electronically or online, such as
through e-mail or by clicking thecommon | Agree* but-
ton,” may not be denied legal effect or enforceability
solely becausethey arein dectronic form, or werefash-
ioned electronicaly.

Thebill adoptstheversion of the UniformElectronic
Transactions Act approved by the National Confer-
enceof Commissionerson Uniform State Lawsin July,
1999, with very minor variations. Consequently, to un-
derstandthebill itisfirst necessary to clearly understand
UETA.All of theprovisionsof UETA mentioned bel ow
have been adopted by thebill, except as otherwise pro-
vided.

UETA

In 1999 the NCCUSL recommended the UETA for
enactment in al states. UETA was designed as model
legidationto complement existing digita sSignaturelaws
at thestatelevel, whileat the sametimeprovideaclear
framework for validating and effectuating electronic
recordsand signaturesin e-commerce.

Under UETA, recordscreated, generated, sent, com-
municated, received or stored by electronic meanscan
bethelegal equivalent of paper documents. Further-
more, el ectronic signatures can bethelegal equivaent
of physica signatures. The use of specific technology to
createavalid signatureisnot necessary; thesigner’s
intent at executioniswhat governs.

Scope

Theapplication of UETA hasageneraly broad scope,
but does not apply to transactions governed by laws
dedlingwith the crestion and execution of wills, codicils,
or testamentary trusts.

The scope of the Puerto Rico bill excludesalarger
number of transactionsfromitsapplication, anong these:

o transactionsgoverned by inheritancelaws,
o transactionsregarding family law,

o documentsrequired to be executed in connection
with court proceedings,

o cancellation of basic utility services,

o noticesof breach, accel eration, repossession, exe-
cutionor eviction, or theright to cureabreachre-
lated to debts secured by the debtor’s principal
residence,

| \g ':
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o hoticeof cancdllation of amedica or lifeinsurance
policy, or itsbenefits,

o noticeof recall of aproduct, or of material failure
of aproduct.

Default rules

UETA isprincipally aset of default rules. Except
where otherwise specifiedin UETA for certain policy
consderations, theeffect of any of itsprovisonsmay be
varied by agreement of the parties. Here arethe more
sgnificant rulesto consider:

Attribution: an electronic Signatureisattributableto
apersonif it wastheact of that person.

Changeor error: if two partiesagreeto useapar-
ticular security procedure, and one party failsto con-
formtothat procedure, the conforming party may avoid
the effect of any changes or errorsthat occurred and
could have been prevented had the other party a so con-
formed. Thissection additionaly providesaprocedure
foranindividua to avoid any changesor errorsresulting
inan automated transaction with an el ectronic agent, if
the el ectronic agent doesnot provide an opportunity for
prevention or correction of theerror.

Time and place of sending and receipt: an elec-
tronic record issent when it entersasystem outsidethe
sender’scontrol, and received when it entersasystem
designated by therecipient for therece pt of such records.

Application

In additionto the general application of UETA, the
same providesseverd specific rulesregarding itsappli-
cationin certain circumstances.

Notarization and acknowledgement: UETA § 11
dlowssatisfaction of any lega requirement for notariza-
tion, acknowledgment, verification, or oath by theuse
of an electronic signature, provided that the same be
attached to, or logically associated with, theunderlying
signatureor record inquestion. ThePuerto Rico bill did
not incorporate 8 11.

Record retention: an electronic record will satisfy
any law that requires arecord to be retained, if the

electronic record isaccurate and remainsaccessiblefor
|ater reference.

Admissibility in evidence: evidence of arecord or
signaturemay not beexcluded fromalegal proceeding
solely becauseitisineectronicform.

Electronic agents. contracts may be fashioned
throughtheuseof “ eectronic agents.” Anéeectronic agent
isdefined as*acomputer program or €l ectronic or oth-
er automated means used independently to initiate an
action or respond to el ectronic records or performanc-
esinwholeor in part, without review or action by an
individud.”

Transferablerecords: the use of electronic negotia-
bleinstruments, referred to as* transferablerecords,” is
permitted. To create and maintain transferable records
under the statute, a system must beimplemented that
would only dlow asingle (unique, identifiableand und-
terable) authoritative copy of thetransferablerecord.
Any person seeking to enforceatransferablerecord must
bein*control” of thesame.

Government agencies: states have the option of
adopting UETA 88 1710 19. These sections authorize
government bodiesto regulatethe use of electronic sig-
naturesand recordsin transactionstowhich they area
party, and encourage themto adopt standardsthat pro-
mote consistency and interoperability. Puerto Ricodid
not adopt these sectionseither.

Electronic Signatures Act

The federal Electronic Sgnaturesin Global and
National CommerceAct (knownas”E-Sign”) became
effectiveon October 1, 2000. E-Signissimilar toUETA
in many ways, and was enacted to resol ve the lack of
uniformity among state laws, and ensure the enforce-
ability of eectronic Sgnaturesand contractsininterstate
commerce, regardlesswhether individual statesadopt
UETA. Stlatesmay opt-out by adopting theuniformver-
sionof UETA, or alternative proceduresand require-
mentswhich areconsistent with E-Sign.

The Puerto Rico L egid ature decided to opt-out by
adopting both theuniform versonof UETA andthe Elec-
tronic Sgnatures Act of Puerto Rico, which provides
additional provisionsconsistent with E-Sign. m
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REAL ESTATE

Legislature passes shopping center
security bill

ecently the Puerto Rico Legislature passed Senate Bill 410, known as the “Code of
Protection and Security for Visitors, Employees and Lessees of Shopping Centers.”
This bill seeks to provide the owners and administrators of shopping centers with an
additional tool in their efforts to provide protection for all those who visit these centers.

Codes of conduct

If it becomeslaw (at presstimeit waspending deliv-
ery to thegovernor), thisnew bill would give shopping
centerstheright to adopt and enforce codes of conduct
for the safety of itscustomers. It providesthat ashop-
ping center may deny admit-

admittance, aswell asthelength of timethey will bein
effect.

Removal

Thebill also authorizes shopping centersto make
someone leavethe premises. The center must first let
the person know (either ver-

tance to, and may require the
remova of, any personwhovi- |
olatesthecode' srules.

A code may contain rules

NO

bally or inwriting) that he or
sheisbeing asked to leave; if
the person failsto do so vol-
untarily, the center may request

reasonably intended to prevent theaid of the Puerto Rico Po-
improper conduct and other ac- licetoremovehimor her.
tivitieswhich could be contrary TRES PASS' N G Crimes

to the image, enjoyment and
rightsof other personsvisiting

Inadopting thishill theLeg-

the center, or that could inter-

A |

islature provided somevalu-

ferewiththeimageor operation

of the center. A legible copy of the code must be posted
onadl entrances, aswd| asin conspicuousplacesthrough-
out the shopping center.

Notices of Denial of Admittance

Thebill aso enablesshopping center toissue Notic-
esof Denial of Admittanceto prohibit the entrance of
particular persons, based on their previous behavior.
Persons who have either violated a center’s code of
conduct, taken actionswhich aredetrimental toitsim-
ageor operations, or allegedly participated in crimes
committed at the center may beissued such anotice.
These noticesmust beinwriting and must contain cer-
tain information such asthereasonsfor the denial of

able discourse regarding the
frequency of crimescommitted at these centers, aswell
asthe possibility of acourt finding that acenter which
doesnot takereasonable measures (presumably, including
those provided inthishill) could be held liablefor the
harm caused to avisiting person, who may bethevictim
of acrime.

The Legidature extrapol ated this possibility based
upon the case of Pabén v. Axtmayer, 90 D.PR. 20
(1964), whichinvolved ahotel guest. In Pabén the Pu-
erto Rico Supreme Court stated that “based upon pre-
vailing circumstancesin our community, and based upon
thedoctrine of forseeability of arisk or harm, it consti-
tutesnegligent behavior by ahotel owner initsobliga-
tion to provide adequate protection to itsguests.” m



Puerto Rico Business Law Developments

Page 13

Right to claim because of difference in area
In Ramirez v. Soto, 2006 TSPR 100, the Puerto Rico Supreme Court revisited the old

problem of the rights of a purchaser when the area of the property purchased turns out

to be less than what he bargained for.

The controversy

L et’sassumethat you are going to purchase aprop-
erty with the understanding that its total areais 450
square meters. Just beforethe closing you are advised
that the actual areaisonly 421 square meters. Dueto
thisdifference, you get aproportiona reductioninprice
fromthe sdller. You a so sign asworn statement where
you admit to your knowledge of thereductionin area
and, therefore, inprice, and you

rescission of the contract, providedthat in
thelatter casethe decreaseinthered estate
isnot lessthan one-tenth of theareagiven
it.

“The same shall be done, even when the
areaappearsto bethesame, if any part of
thereal estateisnot of the character men-
tioned inthe contract.

“Therescissionin such

agree not to make any claims caseshdl only takeplace
aganst thesdller; however you /‘ at thewill of thevendee,
resarvetherighttostateadam whentheinferiorvalueof
against any adjacent property. the thing sold exceeds
Do you actually have the one-tenth of the price
righttoclamfromyour neigh- agreed upon.”
bqrsafter hqvi ng received the The ruling
pricereduction?

Article 1358

Puerto Rico Civil Codearticle 1358 providesthat:

“Theobligationto ddiver thethingsoldin-
cludesthat of placing inthe possession of
thevendeeadl that ismentioned inthe con-
tract, accordingtothefollowingrules:

“If thesdeof red property should bemade
with astatement of itsarea, at therateof a
certain price for a unit of measure or
number, the vendor shall be obliged to
deliver tothevendeg, if thelatter should
requireit, al that may have been mentioned
in the contract; but should this not be
possible, the vendee may choose between
aproportional reductioninthepriceor the

In this case the court re-
solved that Code articles 1358-1361 apply when there
isadiscrepancy dueto an error between the areaagreed
totheactual area; and that their provisionsdo not pre-
vent that the buyer receive aprice reduction plusthe
righttoreclamthemissngarea. m

The Supreme Court did not
decide that the purchaser was
actually entitled to the additional
land, only that he could claim it.
The final decision will have to wait
a future lawsuit.
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INSURANCE

Insurance countersignature requirement
declared unconstitutional

he United States Court of Appeals has recently announced its decision declaring
unconstitutional the countersignature requirements of the Puerto Rico Insurance Code,
as they violate the Privileges and Immunities Clause of the United States Constitution.

Background

Sections 329 and 927 | of the Puerto Rico Insurance Code disallow the sole
sgnature of anon-resident insurance agent or broker, evenif localy licensed. This
requirement forces counter-signature by aresident counterpart.

Unconstitutional

Inthe case of Council of Insurance Agentsand Brokersv. Juarbe,
443 F.3d 103 (2006), the U.S. Court of Appealsfor the First Circuit
affirmed thejudgment of the U.S. District Court for the Digtrict of
Puerto Rico, 363 F. Supp. 2d 47 (2005), which decided that
these requirements are contrary to the U.S. Constitution. On

\ appeal, the Council claimed that non-resident agents and
\'\‘ brokers, someof which arelicensed to sdll insurancein Puerto
\ rts P Rico, were denied to solicit insurance unlesstheinsurance

\i\ 3 “"‘,J" was obtained outside of Puerto Rico or if the non-resident

' i;\- F agent or broker placed the insurance through aresident agent or

\ AN P 4 broker. Citing with approval fromtheU.S. District Court’sopinion, the

4 First Circuit ruled that:

“Thecountersignature requirementsof Sections 329 and 927 [of the
Code] areuncongtitutional to the extent that they deny Puerto Rico-
licensed non-res dent i nsurance agentsthe samerightsand privileges
that they afford Puerto Rico-licensed resident agents. The Commis-
sioner . . . isenjoined from denying to Puerto Rico-licensed nonres-
ident agents the same rights and privileges possessed by Puerto
Rico-licensed resident agentsunder the governing statutes.”

Brokers

At oral argument, the Court of Appealsrai sed theissue of atechnical recon-
sideration that had been raised at thetrial level on the question of whether the
judgment covered brokersaswell.

The parties submitted an agreement that brokersthat are Situated inthe same
position asare the agents should a so be protected by thejudgment. m
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THE ENVIRONMENT

EPA switching industry codes for toxic
release inventory reporting

he U.S. Environmental Protection Agency will amend federal regulations under the

Emergency Planning and Community Right-to-Know Act and the Pollution Prevention Act
to include the use of North American Industry Classification System (“NAICS") codes for
its toxic release inventory reporting requirements.

NAICS - SIC

TheNAICS codeswill eventually replacethe Standard Industrial Classifica-
tion (* SIC”) codescurrently in use. These codesare economic classification sys-
temsthat the federal government usesto collect and analyzeindustry-rel ated

Satistics e e
i \ THIS .
Reporting .l EQUIPMENT i
Thefinal rule, which takes effect August 5, 2006, callsfor affected faciliies |} QQNTAINS 4
(thoseindustriesand federal facilitieswith ten or morefull-time employeesthat ¥ PCB E
manufacture, process, or otherwise uselisted toxic chemicals) to report NAICS \ Polychiorinated Bipsnyls )
codes beginning with thetoxic rel easeinventory reporting formsthat are due at :E_A_E’ffll?f_f_sﬂ

EPA and the corresponding state agency on or before July 1, 2007. Toxicrelease
inventory reportscover environmental rel eases and other waste management in-
formationinvolving certain chemica sfrom affected facilitiesfor the preceding ca-
endar year.

v Note:
Thefina rulemay befound at 68 F.R. 13,872. m

“§ 372.38 -- Exemptions.

“(e) Certain owners of leased property. The owner of a
covered facility is not subject to reporting under § 372.30
if such owner's only interest in the facility is ownership of
the real estate upon which the facility is operated. This
exemption applies to owners of facilities such as industri-
al parks, all or part of which are leased to persons who
operate establishments in any SIC code or NAICS code
in § 372.23 that is subject to the requirement of this part,
where the owner has no other business interest in the
operation of the covered facility.”
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LABOR UPDATE

U.S. Supreme Court:

Arbitrator to decide on validity of contract

as a whole

n Buckeye Check Cashing, Inc. v. Cardegna et al., no. 04-1264 (February 21, 2006), the
United States Supreme Court reviewed the issue of whether a court or an arbitrator
should consider the claim that a contract containing an arbitration provision is void.

Previous decisions

Previoudly, in Prima Paint Corp. v. Flood & Conklin Mgf., 388 U.S. 395
(1967), the Court had held that an arbitration provision is severablefrom the
remainder of thecontract. In addition, it resolved that unlessthe challengeistothe
arbitration clauseitself, theissue of the contract’svalidity isconsidered by the
arbitrator inthefirst instance. And in Southland Corp. v. Keating, 465 U.S. 1
(1984), the Court had stated that the arbitration law appliesin both federal and
state courts.

Buckeye

The controversy in Buckeyewasthat one of the provisionsof the contract was
considered illegal by the respondents. Asaconsequence, they claimed that the
wholeagreement, including thearbitration provision, wasinvalid. The Supreme
Court reaffirmed that regardless of whether the challengeisbrought infederal or
state court, achallenge of thevaidity of the contract asawhole, and not specifi-
caly thearbitration clause, must gofirst tothearbitrator.

v Note:

Thecasedso clarifiesthat stateand territorial courtshaveto defer issuescon-
cerning thevalidity and arbitration agreementsto the arbitrator. A party whois
denied recourseto arbitration may seek enforcement of said agreement infedera
court by meansof the Federal ArbitrationAct. m

“Itistrue, asrespondents assert, that the Prima Paint rule permitsacourt to enforcean arbitra-
tion agreement in acontract that the arbitrator |later findsto bevoid. But itisequally truethat
respondents’ approach permitsacourt to deny effect to an arbitration provisioninacontract that
the court later findsto be perfectly enforceable. Prima Paint resolved this conundrum—and
resolveditinfavor of the separate enforceability of arbitration provisions. Wereaffirm today that,
regardlessof whether the challengeisbrought infedera or sate court, achallengetothevalidity of
the contract asawhole, and not specifically to thearbitration clause, must go to the arbitrator.”
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U.S. Supreme Court rules on retaliatory acts

n Burlington Northern and Sants Fe Railwsy v. White, 2006 U.S. Lexis 4895, the
United States Supreme Court ruled that the scope of the anti-retaliation provision
extends beyond workplace-related or employment-related retaliatory acts and harm.

A Burlington employeefiled acomplaint with the Equal Employment Opportu-
nity Commission because her dutieswere reassigned after shereported to her
supervisor certainincidentsregarding gender-based discrimination and sexua ha
rassment. After theemployer received the EEOC notice, shewas suspended from
her job without pay, although 37 days|ater shewasreinstalled with back pay.

Scope to be applied

TheU.S. Court of Apped saffirmed the District Court judgment favoring both
retaliation clams. It applied theretaliation standard in the same manner asthe
discrimination offense, wherethe action must “ result in an adverse effect onthe
terms, conditions, or benefitsof employment.” However, thedifferent federa cir-
cuitshave used diverse scopesin the application of the aforementioned standard.
Based on those grounds, the Supreme Court defined the proper scopethat should
be applied by the courtswhen aretaliation action or harm occurs.

Supreme Court

The Supreme Court concluded that the anti-retdiation provision doesnot con-
finetheactionsor harmsit forbidsto those related to the employment or occur at
theworkplace. Moreover, it stated that the anti-retaliation provision protectsan
individual not from all retaliation, but from retaliation that producesaninjury or
harm. Theplaintiff must show that areasonable employeewould havefound the
challenged action materially adverse, “whichinthiscontext meansit well might
have ‘ dissuaded areasonable worker from making or supporting a charge of
discrimination.”

Retaliatory action

Inthis casethereassignment of dutieswas considered asaretdiatory action.
But thereassignment of dutiesisnot alwaysactionable; it dependson thecircum-
stancesof the particular case.

The suspension without back pay was al so considered materially adversein
this case, even though the employee wasreinstated with back pay. Thedecision
wasbased inthefact that thefear of economic hardship couldinducean aggrieved
employeeto accept substandard conditionsof employment. m
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BANKING

Powers of banks in Puerto Rico

to be extended

Sena’re Bill 814, pending the governor's signature at press time, adopts what is known
as a "wild card” provision, which will permits banks operating in Puerto Rico to engage
in any activity allowed to national banks.

Banking business

Both the Puerto Rico Bank Act and the National Bank Act contain lists of
activitiesthat banks may engagein. In addition to what isto be expected, like
lending money and receiving deposits, banksmay invest in certaintypes of stock
and may ownreal estatefor particular purposes. Both lawsaso haveacatch-all
provision, thelikesof “any other related activity.” Of course, it isthe government
regulatorswho decidewhat activitiesare so related and which arenot. Inthe case
of Puerto Rico, theregulator isthe Commissioner of Financid Ingtitutions; andthe
Comptroller of the Currency ishisfedera counterpart for nationa banks.

Amendments

Sometimesthetext of thelaw itself limitsthe scope of the power of aregulator
to attach an activity to traditional banking acts. An amendment to thelaw isessen-
tia inthese cases; although on occasions, aswill be seenlater, regulators—partic-
ularly thefeds—can beenormoudly crestive.

In order to keep up with the Joneses, statelegidatures came up with thewild
card clauseidea. Theterm “wild card” wasoriginally used in Poker and other
card gamesto denoteacard that could stand for any other, but hassinceevolved
to depict any unidentified or unpredicted factor. Why should national banksbe
alowed todothingsthat statesdid not let their local boysdo? Since nothing could
be done about that (states have nojurisdiction over nationa banks), the solution
wasto adopt by reference whatever the Comptroller findsto be acceptable, with-
out having to amend the state' sbanking statute every time.

Senate Bill 814

Senate Bill 814 doesjust that. After thelong list of permitted acts, it insertsa
provision that sanctionsthat banks ontheidand may engagein“any activity ex-
presdy authorized to anationa bank by federd law or administrativeruling of the
Officeof the Comptroller of the Currency,” abeit subject to:

othesamelimitationsasfedera law or the Comptroller may impose,
o any locd licensing requirement gpplicableto the activity, and

o giving noticeto the Commissioner of Financid Institutions (who may within
30daysconditiontheactivity).
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Real estate

Oneof theareasin which the Puerto Rico Bank Act and the National Bank
Act arevery specific isownership of rea estate. In the case of Puerto Rico,
banksontheidand may hold real estate only for thefollowing purposes, and no
other:

o establish their officesand branches (although they are allowed to lease out
unneeded space—likethetop 16 floors);

o serve as employee residences (makes you think of the old Royal Bank
bachelors quartersonthetop floor of San Juan branch); and

o receive property in mortgage foreclosure procedures, deedsinlieu of fore-
closure, or in payment of unsecured debt.

Banksmust dispose of thelatter group infiveyears, subject to extension by the
Commissoner.

Can abank own ahotel (other than one repossessed)? It’snot listed. But
keepreading.

Hotels

On December 5, 2005, the Comptroller of the Currency issued Interpreta-
tive Letters# 1044 and 1045, ruling that anational bank can legally develop a
150-room hotel to providelodging for itsout-of-areavisitors. Thesevisitors
wereidentified asemployees, customers, vendors, shareholdersand directors.
Theruling pointed out that the visitorsin question routinely visited thecity on
bank-related business; and that prior to theruling they were housed in commer-
cial hotels. The bank intended to use more than 50% of the occupied roomsto
lodge suchvisitors; andit aimedtolet therest of theroomsto thegenera public.
The 150 roomswere explained as necessary becausethat wasthe smallest num-
ber of roomsthat the hotel management company would agreeto manage.

The Compitroller indicated that the hotel was acceptabl e because such build-
ing “qualifiesasbank premisesand, therefore, ispermissible under 12 U.S.C.
§ 29[ of theNational Bank Act].” “Thehotel would be constructed on existing
bank premises, currently used asaparking lot and adjacent to the bank’s corpo-
rate headquartersin downtown. The bank would remain the sole owner of the
real estate and would bethe sole owner of al improvementsresulting fromthe
development.” “TheBank would . . . contract with anational hotel management
company to managethehotel.”

Thebank’ sbusiness objectiveswere described asreducing itsannua lodging
expensefor vistors, andimproving theoveral quality of their visit.

Condo

A similar ruling—Inter pretative Letter # 1042—sanctioned ownership of a
condominium building to housethe sametypeof visitors(auditorswereadded to
thelist thistime). m
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FDIC joins BIF and SAIF to form DIF

“H)IF" was the “Bank Insurance Fund” and “SAIF" was the “Savings
Association Insurance Fund,” both administered by the “FDIC," which,
of course, stands for “Federal Deposit Insurance Corporation.”

Deposit insurance money to thenew SAIFfund, to beadminis-
tered by the FDIC. FIRREA also created

Astheir namesimply, BIFinsured thede- BIF to keep thefunds apart.

positsin commercia banks, while SAIF did
likewisefor thoseheldinfederd savingsas- Merger

sociations (remember them?).
( 9 The Federal Deposit Insurance Reform

FIRREA Act of 2005 required that the FDIC merge
both fundsnot later than July 1, 2006; which

1989 Financial Institutions ReformRecoy- 't Nasdoneunder thenameof * Deposit n-
ery and Enforcement Act (known as“FIR-  Surance Fund,” or “DIF.” The FDI Reform
REA”). Through FIRREA Congressdid awvay Act wasthesamelaw that raised thelimit on
with the Federal Savingsand LoanInsurance  deposit insurance for retirement accounts
Corporation (theentity that theninsured sav-  from $100,000 to $250,000, and indexed
ingsassociations deposits) andtranferredthe  theamount toinflation. m

BIF and SAIF were the offspring of the
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