Italian exit tax remains an
obstacle for European integration

Paolo Ruggiero of LED Taxand takes a closer look at the applicability of the PEX regime and
considers how the exit tax law in Italy could be amended.

ith the Principle of Law No. 10,2021, the Italian tax authorities
W dealt with the computation of the taxable base for exit tax
purposes in cases where the going concern transferred includes
participations that, in principle, may benefit from the participation
exemption (PEX) regime.
The Italian tax authorities reached the conclusions that in these
situations the PEX regime would not be applicable because:

e Asalready pointed out in the Circular Letter February 13 2006, No.
6 (Circular Letter No. 6,/20006), even when the going concern sold
includes participations that meet the PEX requirements, from an
accounting and tax perspective the computation of the capital gains
deriving from the disposal of such going concern should be ‘jointly
determined’ because referred to the assets ‘as a whole’ and not to
cach single asset. Therefore, it is not possible to carve out the part
related to the participations; and

e The same principle should not be applicable just in case of sale but
also in all those situations in which a going concern is transferred,
such as the transfer of residence of an Italian company that does not
allocate the assets to an Italian permanent establishment. Indeed,
according to the Italian exit tax provisions, as set forth by Article
166 TUIR, the capital gains deriving from the transfer of residence
should be jointly determined by comparing the overall fair market
value of the going concern and its tax basis and such provision
shall be understood not only with regard to the quantification
of the taxable amount but also to the substantial unity of the
assets transferred which does not allow an evaluation of the single
components.

The cases affected by the Principle of Law No. 10,/2021 are those
relating to business entities:
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e Tax resident in Italy that transfer their tax residence to
another state, except for those assets which remain effec-
tively connected with a permanent establishment (PE) in
Italy (Article 166(1)(a) TUIR);

e Tax resident in another state that have a PE in Italy and
transfer the business carried on by their permanent estab-
lishment from Italy to another state (Article 166(1)(c)
TUIR); and

e Tax resident in another state that have a PE in Italy and
transfer assets from their Italian PE to their head office or
another PE in another state (Article 166(1)(e) TUIR).
In such cases, it appears that when the participations

are a part of a going concern transferred, the PEX regime
would be unavailable, both in situations where such partic-
ipations are a minority part and where they represent the
majority one. This is the case, for example, of active holding
companies involved in the management and coordination of
its subsidiaries or mixed holding companies that carry out
secondary activities.

Conversely, it seems that the PEX regime should continue
to be applicable in case of transfer of participations on a stan-
dalone basis. With respect to the exit tax regime, the same
conclusion may be also reached in case the Italian company
decides to transfer abroad single assets (i.e. participations)
instead of a going concern.

An analogous solution would appear logical in case of
passive holding companies, i.c. those companies whose sole
purpose is to acquire and hold shares in subsidiaries, without
being involved in their management. Indeed, given that they
do not carry out any economic activity, it could not be iden-
tified any going concern. This would lead to the conclusion
that passive holding companies may benefit of the PEX regime
also when they transfer, for example, tout court their residence.

The applicability of the PEX regime

The fundamental issue raised by the Italian tax authorities
concerns the applicability of the PEX regime when the
participations are included in a going concern that is the
object of the transfer.

A first interpretation was given by the Italian tax author-
ities in the Circular Letter August 4 2004, No. 36 (Circular
Letter No. 36,/2004) where it was stated that the PEX was
also relevant in the cases ruled by Article 166 TUIR and,
therefore, it was applicable for example in case of transfer of
residence by an Italian resident company.

A completely opposite conclusion was reached by the
Italian tax authorities in the aforementioned Circular Letter
No. 6,/2006, in which it was stated that when a going
concern transferred includes participations, the capital gains
attributable to the participations may not benefit of the PEX
regime because the consideration received from the sale
represents an overall amount referable to the going concern
as such and not to the single assets that form it.

This interpretative guidance was partially superseded
by another non-published tax ruling where a tax resident
holding company — at the time of the transfer of its tax
residence abroad — was allowed to apply the PEX regime
to the participations owned because the assets transferred
were predominately comprised of participations fulfilling
the PEX requirements.

Having said that, with the principle of law in question,
the Italian tax authorities come back to confirm its position
taken with the Circular Letter No. 6,/2006. This change of
route was strongly criticised by predominant doctrine for
the following reasons.

The PEX regime was introduced in Italy in order to
align the Italian tax system to those implemented by the
other major states, with the purpose to make Italian holding
companies more competitive and to attract in Italy foreign
holding companies. Therefore, first of all, what is puzzling
is that the position taken by the tax authorities denies such
regime precisely to the active and mixed holding companies.

In addition, given that the participation exemption regime
was introduced with the purpose to avoid economic double
taxation on the profits of the controlled entity, the central role
of this provision should not be relegated to the attic when the
participations are included in a going concern. Indeed, the
PEX regime should have a stronger and more important
value than other provisions, such as the exit tax, because it is
aimed — together with the dividends regime — to coordinate
the taxation of the company with the shareholders’ one.

Ironically, a further consequence could be that the single
sale of a participations may be challenged by the Italian tax
authorities under the general anti-abuse provision because
in case of sale of a going concern such regime should not
have been applied!

According to Assonime, namely the main association of
the Italian joint stock companies, the underlying problem is
the relevance that should be given to the concept of ‘jointly
determination’ of the capital gains to which Articles 86 and
166 TUIR make reference to.

With respect to Article 86 TUIR, the concept of ‘jointly
determination’ should reflect the will of the Italian legis-
lator to tax the assets of a going concern under a single tax
regime. It is in this perspective, for example, that inventory
goods included in the going concern does not give rise to
autonomous profits but are included in the computation of
the capital gains.

However, this does not mean that the concept of unity
should not be superseded when other overriding principles
may come into play with the purpose to avoid distortions
that may harm the coherence of the tax system. This is
precisely the case of the PEX regime.

For such reason, it appears logical to believe that in case
of sale of a going concern the computation of the capital
gains ‘as a whole’ should give way to the need to ensure an
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uniform applicability of the PEX regime and, therefore, the
capital gains referred to the participation should continue to
be subject to its specific exemption treatment.

Obviously, the separate application of the PEX regime
compared to the other assets of the going concern should
not only be valid in cases where the difference between the
market value of the participations and their tax cost would
give rise to capital gains but also when from this comparison
a non-deductible capital losses would arise.

In this respect, there should not be particular issues in
the identification of the value of the capital gains related
to the participations. Indeed, given that a going concern is
neither a sole asset nor a set of non-separable components
but a complex of assets and liabilities, including goodwill,
that can be specifically identified in their existence and eval-
uation, it would be possible to compute the specific capital
gains/losses.

Indeed, the fact the purchase price refers to the overall
going concern, it does not prevent the purchaser to allocate
it from an accounting and tax perspective to each asset and
liabilities transferred, leaving the power to the tax authori-
ties to audit and challenge such allocation.

Therefore, if, from one hand, the selling price should be
deemed to be a sum of the single considerations referred to
cach component of the going concern transferred, on the
other hand, the tax administration should have the authority
to challenge the allocation made by the seller for the quantifi-
cation of the capital gain/losses related to the participations.

With respect to Article 166 TUIR, the Ministerial Decree
July 2 2014 (MD 2014) — that supplemented the applica-
tion of the previous version of Article 166 — in relation to
going concerns of companies transferring abroad their tax
residence provided, from one hand, that the tax deferral
regime should have been applied on the capital gains jointly
determined. On the other hand, it noted that the capital
gains must be split among each asset transferred in propor-
tion to the higher value of each asset and the overall higher
value of the assets transferred.

Even though such a tax deferral regime is no longer
applicable, Article 1(5) MD 2014 establishes a leading prin-
ciple, namely that the parts of the capital gains jointly deter-
mined related to the going concern transferred can be split
as long as another provision could not correctly be applied.
Therefore, it appears logical to assume the same conclusion
in respect of the PEX regime.

In addition, with particular reference to the exit tax
regime, the issue of quantification of the capital gain related
to the participations should be overcome by applying the
transfer pricing rules, as ruled by the same Article 166.

Finally, from a tax policy perspective, it is clear that the
Italian tax provisions promote the protection of the tax
system with the twofold objective to both attract in Italy
new taxpayers, new investments and new business and to tax
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the capital gains accrued in Italy when the taxpayers decide
to leave the country. Having said that, it would not sound
reasonable to deny the application of the PEX regime with
the aim to prevent revenue losses.

Indeed, if it is true that the scope of the PEX regime is
to tax the profits at the time of their production at company
level, the facts involving the participations occurred after
the relocated abroad should be irrelevant for the outbound
country. In other terms, the Italian system taxes the profits
at the level companies if resident in Italy and — except for
controlled foreign corporations (CFCs) — does not tax the
profits of foreign companies provided that they are taxed in
their residence states. At the same time, the Italian system
does not tax the dividends received by Italian resident share-
holders and the capital gains deriving from the disposal of
the participations.

Having that in mind, there would not be any need to
protect the Italian taxing rights when moving a participa-
tions abroad.

Conclusion
In Italy, the parliament is discussing a new tax reform that
should help the economy to recover from the COVID-19

WWW.ITRINSIGHT.COM 3


https://www.itrinsight.com
mailto:pruggiero@led-taxand.it

EXIT TAX

crisis. It would be desirable if the exit tax law could be
amended, so that participation, forming as a part of a busi-
ness going concern, will no longer be taxed both in the case
of transfer of going concern, and in case of transfer of tax
residence outside Italy.

This would be important because — as seen in the Fiat/
CFA case — an Italian holding group may transfer their

tax residence outside Italy in order to merge with other
European groups and form an international player that may
compete in a challenging economy. Taxes should never be
an obstacle but rather should help create a level playing field
in Europe, where European groups may grow and compete
against international groups from jurisdiction such as China
and the US.
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