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STATUTORY RULES/LAWS

a. Law

1. Arficle 110 — paragraph 7
— ltalian  Income Tox Law
(Presidential Decree n. 917
dated 1986), as recently
modified by article 59 Decree
Law n. 50 issued on April 24,
2017: toxable income deriving
from cross border transactions

with related companies
belonging to the same
multinational group are

determined at arm’s length that
is at same condifions and price
agreed upon between
independent parties acting in
comparable situations. This is
frue both in case of increasing
and in case of decreasing
amendments to the declared
income consequent to TP issues
by the Italian TA.

2, Article 26 — Decree Law
n. 78 dated 2010: infroducing a
sort of allowance consisting in
the cancellation of penalties
deriving from TP disputes with
the Italian TA for businesses
having at their disposal

proper documentation on TP
showing the way and the
method duly followed to set up
prices in cross transactions with
abroad related parties.

3. Financial Law n. 147 -
paragraphs 281 and following —
issued on December 27, 2013:
TA's income adjustments for TP

are relevant also for the
Regional Tax (IRAP) for financial
years after 31st December 2007,
even if only with limit fo financial
years from 2008 to 2012 the
penalty (from 100 percent up to
200 percent of the higher tax) is
not due for IRAP. Moreover, it
has to be noted that the penalty
from unfaithful Income Tax
Returns referred to financial
period 2016 and subsequent has
been lowered from a minimum
of 90 percent up to the
maximum of 180 percent of the
higher tax due both as Income
Tax (so called IRES) and as IRAP.
4. Financial Law n. 208
dated December 28, 2015 -
paragraphs 145 and 146 and
consequent Ministerial Decree
dated 2017 February 23rd,
infroducing with effect from year
2016 the Country by Country
reporting in application of
Action 13 of BEPS.

5. Art.  31-quater added
with effect from April 2017 to
Presidential Decree n. 600/73
giving the possibility to grant
decreasing adjustments to the
[talian company'’s taxable
income in application of the
arm'’s length principle further to:

qa. a MAP duly set-up
with foreign TAs;
b. the conclusion of

tfax assessments  within  the
International cooperation whose
results have been duly shared
between the different States
involved;
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c. A claim the
company may apply to the
foreign TA after definitive
increasing  fax  adjustments
made abroad in compliance
with the arm’s length principle in
a State with which there is a DTT
in force or a proper ftax
information exchange
agreement.

b. Statutory ordinances

The Italian TA's Measures n.
0360494, dated 2020, November
23rd: detailing the content and
the structure of the proper TP
documentation to be set-up, in
order to avoid penalties.
Ministerial Decree dated 14th
May 2018: giving guidelines to
apply the arm’s length principle
as per article 110 — paragraph 7
— ltalian Income Tax Law and
applying the 2017 OECD's TP
guidelines.

c. Administrative circulars

1. Principles relating to TP in
the determination of the taxable
income of Italian businesses
under confrol of foreign mother
companies, as of September 22,
1980.

2. Principles relating to the
choice among different
methods of the most suitable
one to the specific case in order
to fix the proper transfer price,
as of December 12, 1981.

3. Principles relafing to the
setting-up of proper TP
Documentation to be safe from
penalfies in case of issues by
[talian TA, as of December 15,
2010.

4, Administration Circular
number 21/E dated June 35,
2012, ruling Mutual Agreements
and Arbitration Procedures.

DEFINITION OF RELATED PARTY

Related Parties are defined by
the Ministerial Decree dated
14th May 2018 as follows:

a. associated
enterprises: a resident company
in the territory of the State and
non-resident companies where:
1. one of them, directly or
indirectly, takes part to the
management, control or capital
of the other, or
2, the same entity, directly
or indirectly, takes part to the
management, control or capital
of both companies;

b. participation  in
management, control or
capital:

1. more than 50% of the

shareholding in  the capital,
voting rights, or profits of another
company; or

2, the dominant influence
on the management of another
business, on the basis of share or
contractual fies;

The ‘control’ definition s
borrowed by article 2359 of
Italian Civil Code, according to
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which confrolled companies are
those:

1. in whose Shareholders’
meetings, another entity can
exercise the most voting rights;
2. in  whose Shareholders’
meetings, another entity can
use a sufficient number of voting
rights to exert its dominant
influence;

3. under dominant
influence of another enfity, in
force of particular contfractual
ties;

4, If a company can exert
its remarkable influence on
another, both companies are
related. A remarkable influence
is presumed when in the
Shareholders’ meeting at least
20 percent of the voting rights
can be exercised (10 percent in
case shares are listed at the
Stock Exchange or other
regulated markets).

TREATMENT _OF THE OECD
GUIDELINES

The Italion TA adopted the
OECD Guidelines to a large
extend, being the above listed
Statutory  rules  the  Italian
franslation of OECD Guidelines.
In particular:

o Article 110 of [talian
Income Tax Law provides the
Italian version of the OECD's
Arm’s  Length  Principle in
application of article 9 of OECD
Model.

. Article 26 Decree Law n.
78 dated 2010 is the Italian
application of the OECD’s
requirements of proper TP
Documentation.

. The Italian TA's Measures
n. 0360494, dated 2020,
November 23rd: detailing the
content and the structure of the
proper TP documentation to be
set-up, in order to avoid
penalties.

. Ministerial Decree dated
14th May 2018: giving guidelines
to apply the arm’s length
principle as per article 110 -
paragraph 7 - ltalian Income
Tax Law and applying the 2017
OECD'’s TP guidelines to a large
extend.

The circulars are under revision
from fime to fime, to follow-up
the updating of the OECD
standards.

ACCEPTED TP METHODS AND
PRIORITY

In Italy, the CUP Method, RPM,
and Cost Plus Method, in order
of preference, are the
accepted TP basic methods, if
comparable arm’s length data
can be defermined, which are
to be qualified as @ fully
comparable with the
fransaction under review, after
making appropriate adjustments
with  reference tfo functions
performed, risks assumed and
assets employed.
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In case fully comparable arm’s
length data cannoft be
determined, limited comparable
data shall be used after making
appropriate adjustments under
the application of auxiliary
and/or alternative  profit TP
methods, such as TNMM and
PSM. As per article 4 of
Ministerial Decree dated 14th
May 2018, if one of the TP basic
methods and one of the profit TP
methods may be applied with
equal degree of reliability, one
of the TP basic methods
described shall be preferable. In
any case, if, applying the CUP
method and any other TP basic
or profit method leads to the
same degree of reliability, the
CUP method is to be preferred.
Anyway, the taxpayer may
apply a method other than the
above mentfioned basic and
profit methods if he proves that
none of these methods can be
applied reliably in order to
enhance a confrolled operation
on the basis of the arm’s length
principle and that the different
method applied leads to a result
in line with that achieved by
independent businesses  with
third non related parties.

DOCUMENTATION REQUIREMENTS

a. In general

Article 26 of Italian Decree Law
n. 78/2010 infroduced a sort of
allowance consisting in the

cancellation of penalties for
businesses which have at their
disposal proper TPD, showing the
way and the method duly
followed to set up prices in cross
fransactions with abroad parent
companies.

According to the very recently
infroduced Italion TA's Measures
n. 0360494, dated 2020,
November 23rd, a proper TPD is
arficulated in a ‘Master File' and
a ‘Domestic File'.

The Master File has to collect
and show information about the
multinational group following this
scheme in terms of paragraphs
and sub-paragraphs: 1. the
Organisational  Structure; 2.
Activities carried on: 2.1 main
profit-generating factors, 2.2
flows of fransactions, 2.3
agreements for infragroup
services, 2.4 main markefs, 2.5
operational structure and value
chain, 2.6 corporate
reorganisation  operatfions; 3.
Intangible assets of the muilti-
national group: 3.1 group’s
strategy, 3.2 intangibles, 3.3
agreements referred fo
intangibles, 3.4 TP policies about
R&D, 3.5 relevant transactions; 4.
Intra-group financial
transactions:

4.1 financing method, 4.2
centralised financing functions,
4.5 TP policies about financing
fransactions;

5. Financial reports of the
multinational group: 5.1
consolidated accounts, 5.2 APAs
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and  cross-border advanced
rulings

The Domestic File, focused on
the local entity, has to collect
and show information construed
in paragraphs and sub-
paragraphs as  follows: 1.
General Description of the local
entity: 1.1 operational structure,
1.2 business activity and strategy
pursued; 2. Infra-group
fransactions duly distinguished in
such sub- paragraphs (from 2.1
to 2.n) as the number of
fransactions made with related
parties is. For each operation
2.1, the following details are
required: 2.1.1 Description of
fransactions, 2.1.2 comparability
analysis, 2.1.3 eligible TP method
and reasons why it gives
compliant results tfo the arm'’s
length principle, 2.1.4 results by
the application of the chosen TP
method, 2.1.5 critical
assumptions applied in the
choice of the TP method.

The documentation is
mandatory to be yearly duly set-
up, digitally signed by the
company'’'s Legal
Representative and
electronically sent to TAs within
the expiration date of the
Infernet sending of the Income
Tax Return, currently  30th
November of the year following
that the Income Tax Return is
referred to. In the Income Tax
Return the TP documentation’s
possession has to be duly
communicated to the Italian TA

by filling with a fick an ad hoc
space where profits and costs
related to infra-group
fransactions have to be shown.
According fo the new very
recently infroduced Italian TA's
Measures n. 0360494 dated
2020, November 23rd, this term is
so mandatory that it has to be
fimestamped.

b. Filing deadline

Generally, in case of accesses
and inspections by the lItalian
TA, the ltalian company can
avoid penalties if within 20 days
from the Italian TA's request, a
TPD is submitted as well as, in
case of further deepening by
the Italion TA, further TP
information is added within 7
days after the Italian TA’s
request.

c. Mandatory language

Master File and Domestic File are
required to be written in Italian
language; however, the Master
Fle can be also accepted
wriften into English language.

d. Alignment with new Ch. V of
OECD Guidelines/BEPS Action 13

In  terms of additional TP
documentation have been
infroduced by lItalian Financial
Law n. 208/2015 - paragraphs
145 and 146 and consequent
Ministerial Decree dated
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February 23, 2017 requiring the
CbCR with effect from year 2016
to:

a. [falian resident
controlling companies not
contfrolled in  their furn by
shareholders other than persons,
obliged to consolidated
financial statements, with total
consolidated revenues
amounting to at least
€750 million earned within the
whole multinational group in the
tfaxable period before the
reporting period.

b. [talian resident
confrolled companies only in the
case the controller foreign
company obliged to the
consolidation of financial
accounts is resident in a state
which has not infroduced the
CbCR or has no/is not compliant
with exchange of information
with Italy about CbCR.

The CbCR must be sent to Italian
Tax Office within 12 months of
the last day of the multinational
group’s taxable period under
reporting.

In case of no or of
incomplete/wrong data in the
CbCR, the administrative
penalty provided for can range
from €10,000 to €50,000.

With reference to a
multinational group, the CbCR
has to report aggregated data
of all companies belonging fo
the group for each involved
country and in details: revenues;
gross profits/losses before

income taxes; income taxes due
and definitively paid in each
jurisdiction; the declared stock
capital; not distributed profits;
the number of employees;
tangible assets different from
cash or equivalent means;
necessary information to identify
each enfity belonging to the
multinational group; their state
of  incorporation and of
management, in  case  of
difference from the state of their
fax residence; the nature of
activities run. PE must be
reported with reference to the
state where they are located
duly specifying the entity they
are referred to.

TAX AUDIT PROCEDURE

The ltalian TAs usually examine
the adequateness of
infercompany TP only during the
regular tax audits. The open
tferm for the Italian TA's
inspections with effect from year
2016 is 31st December after 6
years from the year the Income
Tax Return is referred to. In case
of a tax audit, the taxpayer is
generally obliged to cooperate
with the tax auditors.

The final audit report, including
suggestions for any fax
adjustments, is presented to the
local tax office where the
revised fax assessments are to
be prepared. The local tax
office  wusually  follows the
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recommendations of the fax
auditors.

If the taxpayer does not agree
with  the revised assessments,
within 60 days after the nofified
results of the audit, has the
possibility tfo fight against them
by applying for an appeal
procedure.

INCOME ADJUSTMENT,
SURCHARGES, AND PENALTIES

In case of disputes on TP, the
Italian TAs are allowed:

1. To submit to Italian taxation
the higher income discovered
as moved abroad by TP
incorrect habits used by the
domestic company, not
complying with the arm’s length
principle. The higher income
than the one declared is put
under 24 percent tax rate for
IRES (the companies’ Income
Tax which up until the past year
(2016) was at 27.50 percent
rate), as well as to IRAP’s (the
Regional Tox) tox rate varying
from 3.90 percent fo 4.82
percent (according to the
sector of the activity and the
region where it is carried on)
calculated on the net value of
the output; and,

2. To apply on the domestic
company'’s shoulders a penalty
for unfaithful Income Tax Return
amountfing from a minimum of
90 percent to a maximum of 180
percent of the higher income
tax with effect starting from the

past year (being from 100
percent to 200 percent up to
year 2015). Of course, the
before mentfioned penalty can
be saved in case of the
company'’s possession of proper
TP documentation.

ADVANCE PRICING AGREEMENTS

According to arficle 31-ter
Presidential Decree n. 600/1973
which, starting from 2016
replaced article 8 of Decree
Law n. 269/2003 and the old
procedure ruled by it, Italian
companies with international
business can apply for an APA
also  for the definition in
advance of the more suitable
method to be compliant with
the arm’s length principle in the
pricing of Cross border
fransaction within the
multinational group. An APA ties
both the claiming company and
the Italian TA involved for the
period when it is agreed and for
the four, years further, of course
if situations and conditions at the
basis of the APA will not change
during the five years it is in force.
In case they come in force after
further friendly procedures set-
up with foreign TAs as provided
for by the Tax Treaties, they are
binding also according to what
agreed with the involved foreign
TAs.

An APA is formally started by the
faxpayer submitting an ad hoc
claim. The sending of the claim
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is free of charge. Before
submission, both the taxpayer
and or its tax consultants can
have a couple of no name and
pre-filing meetings with the tax
office in order to have a draft of
the claim unofficially examined
and to receive suggestions to
improve/integrate it with any
further required information.

The sole office enfrusted to
receive APA claims is the
Infernational Ruling Office -
Central Department of Tax
Assessments with one seat in
Rome and another in Milan.

Within 30 days after receiving
the claim, if everything is OK with
documents and information
provided, the tax office nofifies
the taxpayer the APA is in force;
otherwise it gives the taxpayer a
proper time to integrate it.

After the conclusion of the
above first stage, the APA
procedure opens with a cross-
examinatfion between the
taxpayer and the tax office:
they can set up the terms and
condifions of the APA and the
tax office can verify the
information provided by the
tfaxpayer and ask for
clarifications in case of need.
The cross examination can
require a couple of or more
meetings between parties
involved, and the tax office is
also allowed to access to the
claiming company’s  offices
where the activity is run. The
whole procedure can take no

more than 180 days to be
finalised. This term can be
suspended in case International
cooperation with other states’
TAs is needed to the receiving
the required information. Of
each cross-examination
meeting/ access to offices,
minutes are duly written, as well
as for the final agreement which
will be mandatory for all parties
involved.

During the 5 years the APA is in
force, the Italian TAs can check
if the company is compliant and
if something is changed in the
fransactions carried on and in
the company'’s structure.
Therefore, periodic
maintenance and updating is
somewhat required. When the 5
years expire, there is the
possibility to renew the APA by
always checking possible new
conditions and basis coming out
in the meantime. The renewal
has to be claimed at least 90
days before the expiration of the
APA sfill in force by starting a
similar procedure to that which
brought 5 years ago to the APA
to be renewed now.

Italian  TAs allow unilateral,
bilateral or mulfilateral APAs,
depending by the number of
foreign related parties within the
multinational group and
consequent foreign State’s Tax
Administrations involved in the
issue.
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EX POST MEASURES TO PREVENT
DOUBLE TAXATION

In case of TP mafters, the
taxpayer could fight against the
consequent risk  of double
taxation, by setting up lawsuits
under the Tax Court.

Within 60 days later than the
receiving of the communication
by the Italian TAs about income
adjustments consequent to TP
issues, the taxpayer, duly
represented by its Tax Lawyer,
can apply to the Provincial Tax
Court (1st degree of litigation) to
contfest the TA's adjustment act.
In case of negative result, that is
the first Court decides in favor of
the Italian TA, or even if the first
degree decision is in favor of the
taxpayer, the Italian TA can fight
against it by applying to the
Regional Tax Court (2nd degree
of litigation). The Lawsuit can go
on up to the 3rd and final
degree of decision under the
Court of Cassation. The final
decision of the Court of
Cassation is diriment between
the fighting parties which can
conform to it or can apply to
internatfional procedures, such
as MAP, to geft fo a solutfion
involving the different interested
countries’ TAs.

In Italy, the appeal to MAP is
justified both by Art. 25 of the
Model Treaty in case exira EU
related parties are involved in
the dispute and according to
the INTRA EU Convention n.

90/436 dated July 23, 1990, in
case of disputes between EU
related parties.

In both cases, the TAs of the
involved counfries consult one
each other to resolve disputes
regarding the TP- related double
taxation; the taxpayer each
time has the duty to cooperate,
giving the necessary and
required information and the
right to be updated on the
reached results.

MAP according fo the EU
Convention is prevented in case
of a judicial lawsuit for the
taxpayer's fiscal fraud. It is
alternative to the 3 degrees of
justice under the National
appeal and has to lead to the
solution of the dispute.

On the contrary, MAP according
fo DTT is not alternative to the
National appeal and can be set
up even if the National Appeal is
in due course. Generally, the
National Appeal is set up at first
and in case it does not lead to
an acceptable solution, a DIT
MAP is submitted.

During the DTT MAP, it is possible
and well worth to suspend the
internal juridical appeal to avoid
that judgers’ decisions come
into force before the finalisation
of the DTT MAP.

If the involved TAs cannot agree
upon a result, the taxpayer
usually can apply for an
arbitration procedure.
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INTERCOMPANY FINANCINGX
POST MEASURES TO PREVENT
DOUBLE TAXATION

With reference to infercompany
financing, there is no specific
rule about TP, and, therefore, it is
necessary to refer to the general
principles on TP.

The most delicate aspect is the
agreed inferest rate which has
fo meet the arm’s length
principle. Italy follows the OECD
Guidelines, and among all the
OECD recommended methods,
the CUP Method is preferred.
Usually for financing
agreements, interest rates are
determined by adding to a fixed
base  (simply Euribor rates
available on the market) an
appropriate spread fo
remunerate the lender.
Therefore, in loan agreements,
the correct sefting up of the
inferest rate at arm’s length
means to pay attention to this
spread that must necessarily
reflect the target market for the
specific kind of fransaction.
Among different aspects to be
tfaken under attention in the
loan agreement between the
lender and the borrower, the first
is the geographic location of the
comparable market: for the
benchmark analysis, the market
of reference has to be the
lender’s market, rather than the
borrower’s. This is provided for by
Italian Income Tax Law and has
been also shared by an

important judgment n. 22010 of
the Supreme Court of Cassation,
dated 25th September 2013.
Once established that the
market to be taken as a
reference is the lender’'s, a
further step is to proceed to
analyse the characteristics of
the loan agreement and to
search in that market proper
rates accordingly.

Variable aspects to be taken
into consideration in a
comparability  analysis  are:
functions and risks borne by

parfies involved in the
fransaction; confractual
conditions ruling juridical
relationships between parties;

economic and market
conditions; strategies. For

instance, with specific reference
fo contractual condifions in an
infercompany loan agreement,
it is important to analyse the:
amount of the financing; reason;
length of the loan; nature of the
confract; currency in which the
loan is denominated; and any
given guarantees. Moreover,
the borrower's peculiarities have
fo be considered with specific
reference to the lender’s
expectations to be paid back. In
fact, the higher the possibility
that the borrower does not
reimburse the loan and/or does
not pay the related interests, the
higher will be the interest rate
applied by the lender onto the
financing.

10
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In case the Iltalion company is
the borrower, the deductibility of
interest expenses is allowed,
according to article 96 of the
Italian Income  Tax Law,
following a specific mechanism
of calculation.

Very briefly, first of all, inferest
expense is compared with
interest income earned by the
company so that the interest
expense up to the amount of
the interest earned is always
deductible.

Each exceeding amount of
interest expense is deductible up
to a cap represented by 30
percent of EBITDA. Therefore, if
the company makes a loss,
almost certainly it is not allowed
to deduct any interest expense.
The excess of non-deductible
interest expense, because of
negative EBITDA, can be carried
forward and wused in future
financial years.

Currently a jurisprudential
dispute in Italy is on about non-
inferest-bearing financing and
possible TP issues.  Mostly,
decisions are in the direction
that, even if free-of-charge, the
infercompany loan could lead
to taxable income’s shifting
between different states.
Therefore, the arm’s length has
to be duly met in setting up the
conditions of the financing.

SAFE HARBOUR
PROVISIONS/EXEMPTIONS FOR
SMEs

In Italy, safe harbours are
expressly provided for
fransactions of immaterial rights,
as the sefting up of the value at
arm’s length in this case is
recognised of particular
complexity. According fo
Administrative Circular

n. 32/9/2267 dated 1980,
royalties granted by the licensee
fo the licensor for the
exploitation of the latfter’s
Intellectual Property/Trade
Mark/Know-How, calculated
according fo a percentage of
the licensee's total sales are
considered fair:

a. up to the 2
percent of the total sales, when:
(i) the transaction is ruled by a
written agreement duly set up
before the payment of the
royalty; (ii) the cost’s inherence
for the licensee is duly
documented and proved;

b. from 2 percent up
to 5 percent, when, in addifion
fo the respect of the conditions
as per the above point a., the
following are duly accounted
for. (i) technical features
(research and testing activities
are required; 1 year/or faster
obsolescence; technical life;
originality; results gotf, and so
on...); (i) contractual features
(exclusivity; sub-licensing; right to
exploit the invention or the

immaterial goods’
development; (i) the licensee’s
real benefit;

11
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c. higher than 5
percent, only in very special
sifuations, such as in case of high
tfechnological level
acknowledged for the
economic field of activity or
other circumstances;

d. Any amounts of
royalfies, paid to licensors based
in low tfaxation level countries
can be granted as deductible
for the licensee only at the
demanding conditions as per
the above point c.

Some simplifications are
provided for SMEs which in the
Domestic File have the possibility
to avoid updating about the TP
method used for infra group
fransactions over the next two
years further to that the set up of
the Domestic File is referred to in
case: i) the benchmarking
analysis is based on information
given by public data bases and
i) the determining factors have
not been significantly changed
over the same period of two
years.

SMEs allowed to the above
simplifications are those with a
business volume or an amount
of revenues not higher than €50
million.

Some simplifications have been
recently provided for by article 7
of Ministerial Decree dated 14th
May 2018 with reference to the
evaluation of cross border low
value added services between
related parties. In order to meet
the requirements of the arm'’s

length  principle, infra-group
services with low added value
can be priced, subject to the
preparation of specific
documentation, by aggregating
all the direct and indirect costs
associated with the provision of
the service itself and then
adding a profit margin equal to
5% of the aforementioned costs.
Low value added services are
those:

a. having a
supportive nature;
b. not belonging fo

the core business of the
multinational group;

c. not requiring the
use of unique and valuable
intangible  assets, and not
conftributing to their creation;

d. not involving the

assumptfion or confrol of a
significant risk by the service
provider, nor causing the same
the arising of such a risk.
Services rendered by the
multinational group to
independent third parties are
never considered low value
added ones.

TP AND PEs (AOA)

Ifaly has infroduced provisions
by article 7 of OECD model by
completely rewriting arficle 152
of Income Tax Law. The PE’s
profits now need to be
determined in relation to the
gains and losses associated with
it, drawing up P&L accounts and

12
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a Balance Sheet based onto the
accounting principles
applicable to the PE.

It has been also infroduced the
principle of the so called
“Functional  separate  entity
approach”, according to which
PE should be considered as a
separate and  independent
entity.

Lastly, it should be noted that by
the 2015 reform, the application
of TP has been definifively
coded for all fransactions and
business between the PE and
the entity fo which it belongs.

13
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