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People

During the past decades, technology has revolutionized all aspects of human life,

including how business is done. As a result, the virtual currency industry has

emerged in such a way that it may also be used to pay for goods or services due to

its function as a medium of exchange.
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Virtual currency that acts as a substitute of real currency is referred to as “convertible”
currency which includes bitcoins that can be digitally traded between users and can be
purchased for, or exchanged into, US dollars, euros, and other real or virtual currencies. As
such, Cryptocurrency is a type of virtual currency that uses cryptography to secure
transactions that are digitally recorded on a distributed ledger, such as a blockchain.
However, as in any transaction in the normal course of business, the use, sale, or exchange
of convertible virtual currency in a real would transaction may have tax consequences that
may result in a tax liability.

Some governments around the world have adopted policies and rules involving virtual
currency investors, and Puerto Rico and the United States are not the exception.

Puerto Rico

During 2012, Puerto Rico enacted legislation addressing the creation of new tax incentives
focused on the exportation of services (Act 20) and the promotion of the relocation of
individual investors to Puerto Rico (Act 22).

Specifically, Act 22 seeks to provide incentives to individuals that comply with certain
requirements and become residents of Puerto Rico prior to December 31, 2035. Act 22
provides the following incentives:
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e Passive income (interest and dividends): Total income tax exemption (including Basic

Alternate Tax)

e Capital Gains:

o investment appreciation accrued prior to becoming a Puerto Rico resident will be
taxed at a:

o current effective capital gains tax rate under the Puerto Rico Internal Revenue Code
(15%) if recognized within 10 years after the date of Puerto Rico residency
established
5% tax rate if recognized after said 10-year period, but before January 1, 2036
100% exemption on appreciation accrued after becoming a Puerto Rico resident

Special attention has been provided to the capital gains special tax rate because capital
gains from the sale of personal property are sourced to the seller’s residence. As a rule, if an
individual becomes a resident of Puerto Rico, gains from the sale of personal property will be
from Puerto Rico sources, and excluded from US federal taxation under Section 933 of the US
Internal Revenue Code (“US Code”). However, this capital gains exemption only applies to
gains derived from the sale of securities and Act 22 does not provide for a definition of what
constitutes securities for these purposes. Curiously, the term “securities” was not defined
under Act 22.

On July 1, 2019, Act 60, known as the Puerto Rico Incentives Code, was enacted and made
effective with the purpose of consolidating all the grants, incentives, subsidies,
reimbursements or existing tax and benefits, as well as to promote Puerto Rico’s economic
development. One of the objectives of Act 60 is to establish the legal and administrative
framework that will govern the application, evaluation and approval or denial of incentives
from the Puerto Rico Government, as well as to maximize the impact of public funds, among
others. In connection to incentives for individual investors analogous to Act 22, Act 60 now
provides a definition to the term securities and incorporates the term other assets; stating its
eligibility, in addition to securities, for the special tax rate on capital gains. As such, Act 60
defines securities as any note, bond, promissory note, debt evidence, options, futures
contracts, forward contracts, stock, and any other similar instrument or with similar
characteristics, including derivative instruments adopted by circular letter, administrative
determination, regulation or any other pronouncement made jointly by the Secretary of the
Department of Economic Development and Commerce and the Secretary of Treasury; and
other assets as commodities, coins, and digital assets based on blockchain technology.

US Federal Tax Considerations

As with any tax planning when doing business in Puerto Rico, the trading of cryptocurrencies
should consider US federal tax implications. On 2014, the Internal Revenue Service (“IRS”)
issued guidance addressing the federal income taxation of virtual currency, including
applicable examples.

The IRS has taken the position to treat virtual currency as personal property for federal
income tax purposes, therefore, general tax principles applicable to property transactions,
such as like-kind exchanges, apply to transactions using virtual currency. However, as a
result of the new rules brought by the Tax Cuts & Jobs Act (“TCJA”) applicable to like-kind
exchanges stated under Section 1031 of the US Code, only real property (i.e. land and
buildings) remains eligible for like-kind exchange treatment. As a result, personal property
can no longer be exchanged for personal property, as a 1031 like-kind exchange, which
means that owners should now pay attention to potential taxable gains from these
exchanges due to the new limitations on the owners' ability to defer capital gains taxes on
such property.
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As mentioned above, generally, gain or loss from the sale of personal property is sourced
according to the seller’s tax home. Moreover, there are special sourcing rules for property
held before a US resident individual becomes bona fide resident of Puerto Rico. In such
cases, the taxpayer may elect to determine the US-sourced portion of the gain in reference
to the individual’s possession holding period depending on the type of security.

Unlike US federal tax authorities, Puerto Rico tax authorities have not issued any rulings with
respect to this matter. As such, federal pronouncements could be used as guidance in the
absence of local legislation and regulations. Despite this, Puerto Rico has taken a solid first
step to promote the virtual currency industry by including it in Act 60 as an eligible asset
subject to special tax rates on capital gains. This ranks Puerto Rico into a competitive
position considering that beneficiaries of Act 60 and Act 22 (through the request of the
special clause) will be able to source related capital gains to their residency place in Puerto
Rico maximizing the tax benefits granted under such incentives laws.

Planning tips for Puerto Rico

e For current holders of Act 22 grants, consider amending the grant to extend the
coverage of the tax benefits of capital gains related to cryptocurrencies.

e Prepare a log of all selling/trading transactions per year, as well as keep required tax
documentation to properly identify the taxable gains to be reported both at the federal
and Puerto Rico level. This may require software for individuals engaging in voluminous
transactions. The log will be key at the time of income tax return preparation at the
federal level and at the Puerto Rico level.

e  Stay ahead of any new developments from the IRS and the Puerto Rico tax authorities
on the tax treatment of virtual currencies.

Please contact our Tax Department should you require
additional information regarding this or any other tax issue.

We will be glad to assist you.
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