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In a Decree dated March 14, 2012, and published in the Official Gazette on March 19, 
2012, the Italian Ministry of Finance issued regulations addressing the Notional 
Interest Deduction ("NID"), a new tax incentive that allows a notional deduction 
computed as a percentage of "new equity" i.e., the equity generated after 2010. 
 
For the first three fiscal years (i.e., 2011, 2012, and 2013) the NID percentage is set at 
3%. For subsequent years it will be based on the Italian public debt securities' average 
return with increases to account for the risk component. 
 
This Newsalert summarizes the NID (also called the Allowance for Corporate Equity 
or "ACE") and its regulations.  
 

The mechanism  
 
Italian resident companies and Italian permanent establishments ("PEs") of non-
resident companies may deduct from their net tax base (after using any available net 
operating losses ("NOLs")) a notional interest computed on the new equity, i.e., the 
amount of increase in equity over a 2010 base equity amount. For PEs, the equity 
equals the free capital determined for tax purposes i.e., as shown in the tax return 
and to the extent considered congruous using international standards. Note that if 
the fiscal year is longer or shorter than one year the deduction must be taken on a pro 
rata basis. 
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The percentage  
 
The notional interest is computed using a percentage set annually by the Minister of 
Finance. The percentage is set considering the Italian public debt securities' average 
return and a risk factor. For the first three fiscal years of the NID application (i.e., 
2011, 2012, and 2013), the percentage is set at 3%. The amount of the notional 
deduction in excess of the net tax basis can be carried forward to relieve future 
taxable income with no time limitations. 
 

The new equity  
 
The new equity equals any equity increase over the equity at the end of the fiscal year 
in progress at December 31, 2010. The latter amount does not include any profits 
from that year. 
 
Under the regulations, the new equity can be calculated based on qualifying upward 
and downward equity adjustments after 2010.  
 
Under no circumstances, however, can the new equity exceed the company's equity at 
the end of the given fiscal year. 
 

The upward and downward adjustments  

 
The following events qualify as upward or downward adjustments: 
 

 Cash contributions (upward adjustment). Cash contributions include not 
only cash, but also waivers of shareholder loans (including conversions of 
convertible bonds into shares) and offsetting financing receivables in 
connection with a share capital increase. They do not include contributions-
in-kind. Upward adjustments are included beginning with (i) the actual date 
of the cash contribution, (ii) the deed's effective date in the case of a waiver, 
(iii) the compensation's effective date for offsetting financing receivables in 
connection with a share capital increase, and (iv) the date of the conversion 
into shares in the case of convertible bonds. For International Financial 
Reporting Standards ("IFRS") adopters the equity increase attributable to 
warrants or convertible bonds counts starting with the fiscal year in which 
the option is exercised. For PEs the free capital and the relevant increments 
are those reported in the tax return to the extent they are considered as 
congruous under internationally agreed standards. Note that for PEs any 
reference to shareholders means references to the head-office.  

 Setting aside profits (upward adjustment). Note that set-aside profits do not 
qualify to the extent that they derive from valuation processes (e.g., the 
valuation of shareholdings based on the equity method or the recognition of 
unrealized foreign exchange gains). Furthermore, they do not qualify if they 
are used to build reserves that can be neither distributed nor used to increase 
share capital or cover statutory losses (so called "unavailable reserves," like a 
company's reserve for its own shares). The release of formerly unavailable 
reserves qualifies as a capital increase for NID purposes only if the reserves 
were created after 2010.  Set-aside profits count retroactively to the first day 
of the fiscal year in which they are set aside. Accordingly, undistributed 2010 
profits qualify as upward adjustments starting with the first day of the 2011 
fiscal year. 
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 Shareholder distributions (downward adjustment). This category includes 

any equity reductions that imply an assignment to shareholders. For IFRS 
adopters an equity reduction following a share buy-back is relevant up to the 
set-aside profits that qualify for the NID. The equity increase following the 
sale of such shares qualifies according to the same limit. Negative 
adjustments count starting with the first day of the fiscal year in which the 
event causing the negative adjustment occurs.  

Note that for companies or PEs incorporated after December 31, 2010, the 
incorporation equity and free capital counts as new equity, to the extent derived from 
cash contributions. 

Importantly, statutory losses do not qualify as downward adjustments, even though 
(as noted above) the new equity cannot exceed the company's equity at the end of the 
given fiscal year. 

Fiscal unity  

NID in excess of the company's taxable income can be surrendered within a domestic 
fiscal unity to the extent there are available tax profits. Any remainder can be carried 
forward by the company that generated the NID (i.e., the remainder remains with the 
company that generated it) to be used in the future with no time limitations. 

Any excess NID incurred prior to the domestic fiscal unity's creation cannot be 
surrendered within the fiscal unity. Instead it remains available at the level of the 
company which generated it. Similar rules apply to worldwide fiscal unities. 

Consortium relief 

NID in excess of the transparent company's taxable income flows through to the 
partners in proportion to their equity interest. The partners can later apply this 
excess to their own NID. Excess NID generated prior to the consortium relief election 
stays with the transparent company and does not flow through to the partners. 

Sole proprietorships and partnerships  

Imprenditori individuali (sole proprietorships) and partnerships also benefit from 
the NID, even though their total equity at the end of any given tax period qualifies for 
the incentive, irrespective of the equity amount's components (e.g., contributions-in-
kind also qualify) and whether it was generated before or after 2010. 

Importantly, NID in excess of the current year's taxable income can be (i) carried 
forward for sole proprietorships, or (ii) transferred to the partners for partnerships.  

Exclusions 

Companies subject to certain bankruptcy or liquidation procedures cannot benefit 
from the NID. Similarly, companies that qualify for the tonnage tax regime cannot 
benefit from the incentive if they derive the majority of their revenues from the 
shipping business that qualifies for the tonnage tax regime. 

The NID does not apply when computing the income inclusion of foreign controlled 
companies under the applicable controlled foreign corporation ("CFC") rules. 
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(Additional) downward adjustments under the anti-
avoidance provision 

The regulations include an anti-avoidance provision that reduces the new equity after 
transactions (listed below) that may create an undue duplication (or multiplication) 
of equity qualifying for the NID. 

For example, consider where Italian company (A) receives a qualifying capital 
contribution to make an equally qualifying capital contribution to Italian company 
(B). In this situation the same amount of cash infused in company A is used to inject 
capital in B, giving rise to new equity in both A and B. The anti-avoidance provision 
counteracts such situations, so that just one of the two capital increases (B in this 
example) qualifies as new equity. 

Despite the anti-avoidance provision's automatic nature, taxpayers may seek a ruling 
from the Italian tax authorities to avoid the limitations by proving they are not 
receiving undue duplicate benefits. 

The following transactions entail a priori reduction in the new equity: 

 Cash contributions to related entities. Note that, in the Ministry of Finance's 
guidance, only cash contributions to Italian resident related companies 
should reduce the new equity, while cash contributions to non-Italian 
resident companies (even if related) should not trigger a downward 
adjustment because they cannot, under ordinary circumstances,  create 
duplication. 

 Acquisitions of related company shares. Accordingly, acquisitions of 
participations from third parties should not create any adverse consequences 
as far as the NID is concerned.  

 Acquisitions of going concerns from related parties. Conversely, acquisitions 
of ongoing concerns from unrelated parties should not impact the NID 
benefit.  

 Cash contributions from non-Italian resident companies if they are 
controlled by Italian-resident companies (targeting circular transactions).  

 Cash contributions from black-listed companies, i.e., companies resident or 
located in tax havens that do not allow a full exchange of information. 

 Loans and other financings extended to related parties. Exceptions apply for 
banking or financing activities. 

In addition to the above restrictions, the NID may be scrutinized under the anti-
conduit (or anti- sham transaction) and general anti-avoidance provisions. Based on 
the Ministry of Finance's guidance, this scrutiny shall focus on situations attempting 
to multiply the NID benefit illegitimately. 

Conclusion 

The NID will impact how multinational corporations ("MNCs") fund third-party 
Italian acquisitions or invest in their Italian operations.  
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In general, MNCs should consider the NID, and equity financing in place of debt 
financing, in the following circumstances: 

 Acquisitions of shareholdings or going concerns from third parties and 
refinancing of Italian operations. In these situations the NID may prove 
beneficial where, for instance, limitations to the (actual) interest deduction 
(e.g., 30% of EBITDA) exist or where tax leakages occur due to withholding 
tax on interest payments. The NID, indeed, as a notional deduction, can be 
deducted without limitation (e.g., 30% of EBITDA) and does not create 
income inclusion elsewhere that may trigger a direct withholding tax 
obligation. 

 Where excessive debt may create a capital maintenance issue. In this case a 
switch from debt financing to equity financing may allow an interest 
deduction benefit, even though notional and set, for the time being, at 3%. 

 An actual interest deduction could create a tax loss. Under current 
legislation, NOLs (other than those that (i) are generated in the first three 
fiscal years after a company's incorporation and (ii) derive from new business 
activities) can be utilized up to 80% of a given period's taxable income.  This 
limitation does not affect the NID that is not included in the NOL 
computation of, and that, if carried forward, can offset the taxable income of 
a given year without limitation. 

 Acquisitions of single assets, even from related parties. 
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