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The Shareholders’ Equity in the income tax system

ABSTRACT

Shareholders’ Equity is not a legally autonomous entity, as of legal case independently
regulated: however it is defined in relation to other cases expressly provided for, which
are share capital, earnings and reserves. The same standards to evaluate assets are
dictated according to the identification of the net income actually earned and to protect
the integrity of the share capital. Nevertheless, it is possible to find a legal significance
of the equity, if it is considered as funding for the company, with its own rules of
operation.

From a fiscal point of view, the equity is not significant as an autonomous entity subject
to taxation. However, identifying of the concept of equity allows to reach some
clarifications on the legal standards about value created by the company, subject to
taxation.

Value sources, as it is nowadays evaluated, should be found in the enterprise and should
be the value actually realized by the company.

In the economic - accounting perspective, the equity can be considered as the value
system related to the assets of the company (goods), according to the correct
determination of the periodic operating results.

From this standpoint, it is already possible to make some observations about the
existence of a taxable equity and profit different from the accounting ones.

In fact, as it is well known, evaluations of assets and liabilities for tax purposes, respond
to standards different from the accounting standards. This method results in differences

between the profit before taxes and the taxable amount, that go to the so-called taxed



and deducted provisions and the reserves for suspended taxes (that are taxable when
distributed to shareholders). The latter find their accounting expression in provisions or
directly in equity items.

Presence of reserves for suspended taxes and taxed provisions sometimes can make
uncertain the identification of "equity".

Civil accounting standards for the identification of equity, focused on the existence of
current or potential liabilities, do not match to fiscal standards, which include items
distributed without taxation for the company.

The result of the analysis so far achieved can be considered still valid despite the
introduction, with the Financial Law of 2008, of the principle of "reinforced derivation"
of taxable amount, since the new method has not removed all the possible differences
between the accounting assessments and fiscal ones.

It should be noted, for IAS adopter subjects, that the equity must include the fair value
measurements of the assets that are regularly used in the production process.

The fair value reserves are comparable, in an economic point of view, to expected
profits, and that is the reason why the legislator has introduced some precautions to
their availability and distribution.

Fair value measurements recorded as a counterbalance to equity are relevant for tax
purposes. Therefore, from an economic point of view, there is a different tax treatment
between the positive adjustments of assets, and the capital gains from fair value, which
are subject, instead, to be under suspension of tax (IRES) until if you do not have their
distribution to shareholders.

Coming to the general concept of reserve, our legal system is missing of a

comprehensive definition of this notion. However, the doctrine defines "reserve" that



part of the equity in excess of the share capital amount which is not distributed among
the shareholders.

The net income is not just the result of the annual company’s management, but it has to
match any increase of equity compared to the capital actually achieved.

The excess of equity compared with the share capital may or not result from
shareholders’ transactions; the net income results from any the valuations that do not
exceed the statutory limits set by the legislature, supposed to keep capital integrity,
from any form of contingent asset (share premium, economic and monetary adjustments
and also bequests in inheritance) and from capital gains.

On the nature of the premium, from a legal standpoint of the financial statement,
certainly it is not the income referred to the management, that is new value created by
the assets in that period.

The premium completes the equity in excess of the share capital, so that the value of all
old and new shares remains the same.

Consequently, the premium can be considered as a profit available for distribution.
From a fiscal point of view, it does not contribute to taxable amount. In fact, in taxation
area, it cannot be denied the nature of such kinds of profits. Certainly, the necessity for
an explicit law about it, designed to exclude the tax effect of premium, shows that the
concept of net income according to the legislator is "any increase, objectively occurred,
of the equity considered relevant for tax purposes; abstracting from the productive
factor of the increase and, in particular, its direct or indirect traceability to the

company”.



In the perspective of the shareholder, the premium paid in share purchase or
subscription denotes that that value is added to the cost of purchase or subscription and
to the tax value of interests.

The distribution of the premium symmetrically reduces this value.

However, it is not necessary to realize the interest in order to have the taxation of the
amounts received by the shareholder, as a distribution of share premium, and in general
of the capital reserves, that are in excess in respect to the contribution.

Furthermore, distribution of the share premium, in the presence of earnings in the
financial statements, involves the application of the statutory presumption of profit
distribution according to art. 47, comma 1, TUIR.

This presumption should not be applied to purely qualitative changes in equity
(transformation of retained earnings in capital reserves), subject to Article. 47, comma
6, but it should be related only to quantitative changes that result in the distribution of
shareholders' equity items. To purely qualitative changes in equity would be applicable
the article. 37bis and the systematic principle of which it should demonstrate the bypass
would still be found in the tax stratification of equity.

Even any spontaneous payments of the shareholders suffer the tax treatment related to
the share premiums.

One hypothesis not regulated by tax regulation is the one about own shares operations.
From an economic and accounting standpoint, the treatment is not unique: the Italian
GAARP treat the purchase of own shares as a real investment and consider the following
operations (sales, cancellation, assignment to the shareholders) as a legally independent
operations; on the contrary, IAS / IFRS treat these transactions as a matter that concerns

the equity.



“Agenzia delle Entrate” decided that, even under the tax standpoint, the above
mentioned treatment should be applied, regardless of the accounting principles
involved.

When it comes to share capital, it must necessarily refer also to the regulation of
contributions and interests.

The legal prospect about these institutions changes in relation to the concept of the
company.

The reform of company law has clearly distinguished unlimited companies from the
other company forms: while Ltd. were approached to partnerships, thus constituting
forms of organization of a business, unlimited companies have been reconstructed as a
tool to gather funds, where shareholders are considered as sponsors and not as the ones
who participate in common business activities.

However, a current doctrinal believes that all the corporate phenomenon (not just
unlimited companies) cannot be reconstructed as an organizational form of enterprise,
but as a form of investment, in which shareholder’s role assumes absolute pre-
eminence.

Hence the reconstruction of shareholder-company relationship in terms of purely formal
distinction between contributions considered as (auto) financing made by the
shareholder, participations as an investment, share capital as a value invested in the
prospect of a gain for the shareholder.

The reform has fully concerned the company discipline of participations, evaluating the
scope of the partnership agreement.

Statute autonomy may influence the content of the shareholder’s interest both for

administrative rights and property rights, and it can create financial instruments



different from shares and bonds. In this way, the line between capital and debt is much
less clear than in the past.

In tax law, starting from the conception of company as a form of business organization,
the function of production assets, according to the idea that the assets represents all the
assets of the enterprise that produce income: this involves that as the assets are
contributed, they are automatically acquired by the legal taxation regime of corporate
assets and the capital also fulfils the function of determining the taxable amount.

In the case of companies, seems to be important not so much the use of such assets by
the company's business (who detects in the case of an individual company), as the
formal aspect of the property of the company deriving from a social contract.

This assertion is confirmed by the taxation of contributions of goods and credits in
companies, treated as assignation upon payment.

But from the remuneration point of view, the 2003 tax reform seems to emphasize the
concept of participation as an investment, since earnings used to reward money or non-
share capital items, are taxed as net income.

A problem, generated by the reform of company law, has affected the taxation of non-
proportional contributions and contributions in exchange of financial equity
instruments.

Non-proportional contributions, despite the remark that may not occur to the one
transferring (as in the case of the person that contribute but does not become
shareholder), the need to prevent circumvention has induced the legislator to enhance
the contribution by applying the standard of the normal value. For contributions in
exchange of financial equity instruments, the capital gain is subject to taxation, but it is

likely to face the fact that the contribution is non repayable and it is recognized only the



simple remuneration linked to the economic performance of the company: the
ownership of the instrument does not represent any portion of equity or share capital but
it express a mere expectation of future remuneration, insusceptible of economic
assessment.

The consideration received, subject to taxation, is the tax value of the interest attributed
to the transferor and always corresponds to the normal value (in case of both
proportional contribution and a non-proportional transfer), if the company is not listed.
However, if the company is listed, the tax value refers to the higher between the normal
value and the average market price (if the contribution is proportional).

Indeed, the normal value subject to taxation appears to be relevant as basis for assessing
the value that the contributor can take in charge as the cost recognized for tax purposes.
Instead, the cost of the investment is relevant for the purposes of defining the share of
the liquidation of the member.

Between the cases that result in return of contributions, the withdrawal (termination) of
a shareholder is particularly important.

The difference related to the withdrawal is treated as an participation income without
distinction of the equity items that are in it. But the doctrine has always held that such a
distinction was necessary.

Otherwise, the tax nature of amounts received by members, as a way of distribution of
reserves and provisions of a capital nature, is not subject, for the part that exceeds the
amount recognized for tax purposes of the shares. The doctrine believes that this excess
has to be considered something between capital gain and income. In favour of this last

thesis, there is the qualification expressed in art. 86, paragraph 5 bis, TUIR, and the fact



that the dividend would be classified as a tax cliff because the company does not pay
tax on amounts paid to shareholders (these are considered as neutral reserves).

As for “societa trasparenti” the difference referred to the withdrawal could be classified
as a capital gain rather than an income from participation, because there would be no
connection between the actual value and nominal value of the share.

Finally, the allocation of equity items to shareholders arises the issue about relationship
between the tax burden by the company and that which is related to the shareholder.

We must consider that the legislator has extended the discipline of profits related to
investments also to the remuneration of equity instruments, which involves a
participation in the company’s profits.

Emphasis is not placed on the risk profile of participation, which leads the companies to
consider as non-deductible amounts, those assimilated to interests.

The problem can be overcome if we consider that the evolution of our system of
taxation, from the tax of the movable wealth to the IRES, shows a tendency to consider
the shareholders and the companies as legally independent persons, which have
autonomous fiscal capacity, and the wealth they produced, as referred to different
sources.

From this it follows that: 1. There is no double taxation and the procedures to eliminate
it or to mitigate it resolve into mere facilitations 2. The taxable amount related to the
shareholder of any form of remuneration referring to investing in companies can be
completely set apart from the recognition of the deductibility of the same against the
company.

In this context income created by the company is not income that can be referred to the

shareholder and the income saved to reserves is an added value for the shareholder that



need to be realized in order to be subject to taxation; Instead, net income must be
distributed in order to be considered as taxable amount related to the shareholders: that
distribution consists in an actual payment of the distributed income, since the latter is

equivalent to a capital gain that is referred to the cash principle.
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