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Highlights of the Tax and Trade Farrness Act of 1997 
(Ley de JustIcla Tnbutana y Comerclal -- Ley No 257 -- LITC) 

Introduction 

by Mark Gallagher 
NEPAl 

July 1997 

Tlus IS a very comprehenslve law that affects almost all the taxes of the central 
government as well as the system of murucipal taxatIOn The law also affects many of the 
vanous exemptIOns and exoneratIOns as well as other condltIons authonzed by several other laws 
and decrees Tlus bnef note Will only htghlight those changes that thts law mtroduces that are 
lIkely to be of the greatest lIDpact on mdividuals, busmess, the fisc, and the natIon For detaIled 
mformatlOn about speCIfic Issues, the reader IS adVIsed to drrectly consult the law Itself and any 
related laws 

In general terms, the Ley de Justicia Tnbutarta y Comerclal (LJTC) lowers tax rates, 
ehmmates exemptIOns and exoneratIOns, reduces protectIOn of domestIc producers operung them 
to mtematIOnal competItIOn, and takes away the power of the executIve branch and OffiCIalS to 
authonze tax breaks that are not explICItly authonzed by law At the same tIme, the law reqUIres 
that all taxes be paId to the MiruStry ofFmance or murucipal governments Tlus IS an attempt to 
adequately account and budget for all the resources of the Central Government 

The LJTC also mcludes separate chapters for speCIal treatment for mvestment m 
hospItals, the treatment of cooperatIves, and temporary treatment of the tounsm sector Of 
perhaps lIttle natlOnal sigruficance, the LJTC reVIses the stamp tax that must be paId on a number 
of officIal transactIOns (hcenses, passports etc) 

Exemptions (the LJTC does not dIfferentIate between exemptlOns and exoneratlOns) 

As an amendment to Common Tax LegislatlOn, the LJTC only authonzes the followmg 
exemptlOns 
- EducatlOn mstitutlOns, as m the Cn Art 125 
- FIre fighters and the Red Cross 
- ForeIgn Governments and theIr dIplomatIc mISSIOns 
- Churches 
- authonzed NGOs 
- ImportatlOn of books and publIshed matenals 
- ImportatIOn and transfer of medicmes and related matenals 

The LJTC speCIfically repeals other exemptlOns not mcluded m the constItutIon or not 
otherwIse establIshed by law SpeCIfic exemptIOns are also ItemIzed for each type of tax 



An Important change IS that the LITC specIfically mentIons that state enterpnses must, In 
general, I pay taxes and that the government Itself must pay Import dunes, although specIal 
regulatIons wIll be prepared to handle the budgetary and accountIng aspects of thIs change 

Income Tax 

In general, the Income tax law changes take effect July 1, 1997 There are two types of 
reforms The first are reforms to the basIC structure of the Income tax and the other IS the 
IntroductIon of the alternatIVe mInimum tax based on assets value ThIS alternatIve mInimum tax 
IS to be applIed to both corporations and mdividuals other than salary earners 

General reforms The major change In the personal Income tax IS that the tax rate 
structure has been adjusted The first taxable mcome bracket applIes a margInal rate of 10% and 
starts at C$50,001 ThIs compares to the pnor floor ofC$25,001 at a 7% marginal rate The top 
marginal rate of 30% IS apphed to Income over C$400,000 The top Income bracket, With the 
30% marginal rate, had started at C$180,001 What thIs means IS that all taxpayers Will now pay 
less Income tax than they had been paying 

As of July 1999, the top marginal tax rate IS to be lowered to 25% ThIS apphes to both 
indIVIduals (personas naturales) and corporatIOns (personas JundICas) 

Under the old law NIcaraguans reSIding In NIcaragua and workIng for foreIgn funded 
organIzatIons were exempt from the Income tax Now they no longer are For Instance, 
NIcaraguan professors at the Umversity of MobIle In San Marcos now are reqUIred to pay Income 
tax whereas before they were exempt ThIs IS also true for NIcaraguans working on USAID 
funded projects 

One Important change IS that although cooperatIves are exempt from paying Income tax 
on then "surplus generatIOns" (excedentes) any dIstnbutIOn of these surpluses to members Will be 
taxed as ordinary, personal Income 

Under the new law, finanCIal InSntutIOns are now authonzed to deduct the Increases In 
theIr reserves for potentIal losses ThIs IS new for NIcaragua but IS conSIstent WIth internatIOnal 
norms and IS consIdered to be an Important step In consolIdating other reforms of the financIal 
sector 

Interest earnings, capItal gams and other earnings from finanCIal mstruments are not 
taxable as personal Income 

I Certam exemptIOns Will apply, for Instance In cases where publIc enterpnses are 
Importing capItal goods paId for WIth donor finanCing 
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All busmesses that are m the IGV system (agentes retenedores) are reqwred to WIthhold 
5% tax as Income tax for all professIOnal servIces (lawyers, archItects, etc) that they pay m fees 
The fees paId to these professIOnals are to be reported to the tax authonties (DrreccIOn General 
de Ingresos) The same IS for fees paid to corporate board members (referred to as "dietas") 
Under the old law only 1 % was withheld 

Alternatzve Mmzmum Tax (pago a cuenta del fR) ThIs IS essentIally a tax on assets but is 
credItable to mcome tax The taxpayer calculates the tax that would be due based on the hsted 
assets and theIr values and he also calculates the tax that would be due on the mcome tax and 
then pays whIchever of these IS greater The tax IS applIed to both mdividuais (except for salary 
earners) and corporatIons 

The asset base mcludes fixed, tangIble assets, lands, bUIldmgs, fixed machmery, 
vehIcles, furmture and office furmture, etc plus mventones Excluded from thIS base is the 
taxpayer's pnncipal reSIdence (casa de habltacIOn) and personal vehIcle (only 1 can be excluded) 

In the event that the alternatIve mimmum tax exceeds the amount calculated as due under 
the mcome tax methods, the surplus can be carned over and applIed to subsequent years (up to 
two years) ThIS gIves breathmg space to firms generatmg actual loses whIle mamtammg the 
concept of the mmimum tax payment 

The applicatIOn to agnculturalland IS not based on value but on area and vanes from 
regIon to regIOn For mstance, In the PaCIfic Zone, the tax calculatIOn comes to C$30 per 
manzana, whIle It IS only C$15 per manzana In the AtlantIC RegIOns In the PaCIfic RegIOn the 
first 30 manzanas are exempt whIle In Managua the first 5 manzanas are exempt and m the 
AtlantIC RegIOn the first 100 are exempt The law does not make clear whether a property is 
afforded thIS exemptIOn or whether thIS IS assIgned to a person If it IS the former, It would be 
pOSSIble to create numerous parcels of land belongmg to one owner who would not be reqUIred to 
pay any taxes at all 

The tax IS not applIed to steep, forested lands 

Value Added Tax (IGV) 

The reform of greatest impact IS the mcorporatIOn of the "fiscal mdustnes" mto the IGV 
system ThIS WIll be discussed under that sectIOn of the paper 

The law establIshes that the 15% rate IS to be apphed umformly except to 6% charged on 
air transport and 5% on cement clInker Exports are taxed at zero rate, WhICh means that they do 
not generate a fiscal debit but the exporter can stIll claim fiscal credIts for all paid IGV on 
purchased mputs 
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The IOV IS not apphed to the transfer (enaJenaclOn) of 
- lIve anImals and fish 
- crude sugar blocks and salt 
- fresh, unprocessed sugar blocks ("panela" or "dulce de rapadura") 
- fresh, unprocessed fruItS and vegetables 
- other basIC foodstuffs 
- used or second hand goods 
- finanCIal transactIons and certam 10surance 
- petroleum and denvatlves 
- property and land transfers and rentals 
- rental of agncultural machmery 

Fiscal Industnes 

The reform of the so called fiscal 10dustnes IS a major breakthrough 10 lOcreaslOg 
competitIOn 10 the economy and gett10g a fairer deal for consumers Actually, thts reform goes 
beyond the so called "fiscal lOdustnes" to lOclude a broad reform of the Consumption ExcIse Tax 
(Impuesto Especlfico al Consumo or IEC) ThIS reform IS all lOclusive except It does not change 
anythlOg regardlOg petroleum and denvatives, whIch remam for the future 2 

The major change IS that now the fiscal lOdustry products, whIch lOclude CIgarettes and 
other tobacco products, rum, whIskeys and other spmts, beer and carbonated soft dnnks, Will be 
treated equally regardless of theIr country of onglO, Ie, the tax rate apphed Will be the same for 
domestIC and Imported products In addItion, these products as well as all other products subject 
to thIs tax, WIll be 10cluded 10 the IOV system, as well 

The followlOg are not subject to thIS tax 
- those speCIfied 10 the constItutIon 
- dIplomatIC corps and 1OternatIOnal organIzatIOns 
- those products that have speCIal customs treatment (free zone and temporary entry) 
- baggage and household effects, accordlOg to customs regulatIOns 
- products paId for WIth grants authonzed through speCIfic lOternatlOnal agreements (multI- or 
bIlateral) 
- Imports of the FIre Flghters and the Red Cross (when related to theIr actIVItIes) 
- those of aSSOCIatIOns or foundatIOns for projects of SOCial benefit subject (subject to 
authonzatIOn by the approprIate government agency) 

2 Dr Robert WelOer, a NEPAl consultant, IS 10 the mIdst of pre par 109 an analYSIS of the 
petroleum and derIvatives market and WIll make recommendatIOns as to lOcreaslOg effiCIency, 
competitIOn and taxatIon of thIs Important sector 
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Commercial RegIme· 

Two Important reforms are mcluded under thIS headmg The fIrst bans the establIshment 
of non-trade barrIers on Imports (NTBs) except m certam cases, mcludmg sarntary or 
fitosamtary Instances, when envIronmental concerns are rrused, or In cases of publIc secunty 
(such as the ImportatIOn of certrun arms) or In cases of "natIonal emergency" Also, m cases such 
as "safe guards" and In cases of recIprocIty (e g, lfa country bans NIcaraguan Imports, NIcaragua 
can ban Imports from that country) WIthIn the rules of the World Trade OrganlzatlOn 

The second reform relates contracts between NIcaraguan conceSSlOnaires, such as 
exclUSIve dlstnbutorsrups, and foreIgn fIrms Accordmg to the ongmallaw that tlus law repeals, 
foreIgn firms were reqUired to pay very steep mdemmzatIOn to NIcaraguan partners should the 
former umlaterally deCIde to eIther end or not contmue WIth the relatIOnshIp Now domestic and 
foreign firms can enter Into relatlOnsrups WIth the complete freedom of chOlce rather than subject 
to restnctIOns Imposed by law It IS not clear what effects thIS change IS likely to generate, 
especmUy smce current contracts are grandfathered, however many observers feel that thIs 
change WIll usher m greater competitIOn Yet, there IS notlung explicIt m eIther the ongmallaw 
nor thIS reform to lead to thIs optImIsm 

Trade Taxes 

ThIS law makes sweepmg changes In the system of Import taxes, lowenng almost all rates 
and umtmg the ITF (FIscal Stamp Tax on Imports) and the Temporary ProtectIOn Tanff (A TP) 
Although the fiscal Industry reforms also represent a change m the taxatIOn of Imported VIs-a-VIS 
domestIc productIOn, It IS dIscussed above and not here 

Umficatwn of ITF and ATP The law repeals the rTF whIle at the same tIme It expands 
the ATP to collect 5% tax on all products that had not already been Included m the ATP and It 
raises the tax on those products already subject to the ATP by five percentage POInts ThIS enters 
mto effect on July 1, 1997 Its net effect In 1997 IS zero, smce what IS taken away by the repeal 
of the ITF IS exactly matched by the expanSIOn of the ATP However, m January of 1998 the 
A TP drops five percentage pomts on all products that have tradItIOnally been In the A TP system 
(Anexo II of the LJTC) 

By January of2000 the ATP drops to a maXImum of 15% and all products that m 1997 
had been paymg 5%, 10% or 15% WIll then be paymg zero For those products whIch m 2000 
WIll stIll be paymg the ATP, they WIll declme to zero by mId-2001 

F or all the products that were paymg ITF but not the A TP the tax Will turn to zero m 
1999, except for those mtermedmte and capItal goods that are not produced m Central Amenca 
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Regular Import Dutles (DAI) By January 1998 the top rate, wInch wIll be applIed to 
final consumptlOn goods, drops to 15% and tlus WIll drop to 10% by January 2000 For 
Intermediate goods produced In Central Amenca the mrunmum rate WIll drop to 10% In January 
1998 and declIne to 5% In January 2000 For pnmary goods produced In Central Amenca the 
rate WIll drop to 5% In January 1998 and remaIn there For capital goods produced In Central 
Amenca the rate drops to % In January 1998 and remaInS there For all other types of goods the 
tanffrate WIll be zero In January 1998 

There are a number of exceptlOns to thiS restructunng F or Instance 
- beans and wInte nce, the rate drops from 25% In July 1997 to 10% by July 2000 
- wInte nce, from 30% to 10% 
- paddy nce, from 20% to 5% 
- yellow com and sorghum, from 20% to 10% 
- chickens, parts and breasts, from 60% to 10% 
- chIcken legs and tInghs, from 200% to 170%, then to 100% by July 2002 

The follOWIng other products each have theIr own schedule of reductlOns 
- clmkers 
- cement (grey) 
- new tires 
- powdered and bqUld milk 
- and sugar from vanous sorts TIns IS subject to a number of treatments dependIng on treatment 
abroad and In mtematlOnal agreements 

MUniCIpal Taxation· 

MUnICIpal taxes are establIshed by the NatlOnal Assembly The mam generator or 
mUnICipal tax revenues has been a tax on gross revenues (SImIlar to a sales tax) of entIties located 
withm munICIpal JunsdlctlOns TIns tax had been 2% of total revenues of a firm or Its local 
operatlOn The LJTC lowers tIns to 1 5% startmg January 1998 and then to 1 0% m January 
2000 At the same time, a number of exemptlOns are added, mcludmg daIry and meat, exports 
and a few other products and servIces An addItional reform makes the tax applIcable m the 
mumcipalIty where the transfer (enaJenaclOn) takes place rather than where the InVOICe IS drawn 
up 

ThIS reform could lead to severe reductIOns m mumcipal revenues, and m some 
munICIpalIties the reductIOns may be drastIC The LJTe proVIdes a number of years for complete 
ImplementatIOn MunICIpalItIes need to begm now to ensure theIr revenues over the commg 
years 
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Tax Fraud and Evasion 

The LJTC changes a number of aspects of the "dehto fiscal" or "fiscal cnmes" law, wIDch 
ment m-depth analYSIS However, one specIfic change IS lIkely to weaken the abIlIty of the 
government to faIrly and effiCIently Impose taxes The LJTC provIdes that should a tax evader 
be caught and finally pay the tax oblIgatIOn and fmes that cnmmal charges Will be pardoned 
Such a proVIsIon eXists m many countnes where tax enforcement IS very weak and It IS anathema 
to voluntary comphance, the back bone of every well functIOmng, modem tax system 
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