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Italy referred to ECJ over discriminatory taxation of outbound dividends (Case C-
540/07, Commission v Italy)

Italy has been referred to the ECJ by the European Commission for the discriminatory
taxation of dividends distributed to companies resident in the EU and the EEA compared to
the taxation of dividends paid out to companies resident in Italy. The Commission’s action
follows the Reasoned Opinion C(2006)2544 that was sent to Italy on 28 June 2006.

Pursuant to the Italian tax legislation in force until 31 December 2007, dividends paid out to
foreign companies, except those within the scope of Directive 90/435/EEC, were subject to a
withholding tax equal to 27% of their amount (this rate was reduced to a lower percentage in
the case of application of a Tax Treaty concluded by Italy and the State of residence of the
beneficiary). However, domestic dividends were taxed on only 5% of their gross amount at
the ordinary tax rate of 33% (the levy on these dividends was, therefore, equal to 1,65% of
their gross amount).

The Commission considered that the Italian tax rules providing for a heavier taxation of the
outbound dividends compared to domestic ones may be in breach of the free movement of
capital (Art. 56 of the EC Treaty and Art. 40 of the EEA Agreement), since they may have the
joint effect of discouraging EU/EEA entities to invest their capital in Italian companies and
make it more difficult for the same Italian companies to raise capital abroad. Moreover, the
Commission held that the Italian rules may be in breach of the right of establishment under
Art. 31 of the EEA Agreement, as the 27% withholding tax is also applicable to dividends paid
out to companies established in EEA States with a participation granting the control in Italian
companies (in which case the Parent-Subsidiary Directive does not apply).

It should be borne in mind that, to remove the incompatibility of the legislation with EC Law,
on 24 December 2007 the Italian Parliament enacted the Financial Bill of 2008 which
provides for, amongst other things, some amendments to the Italian legislation on outbound
dividends. In particular, the Financial Bill provides for the application of a 1,375% withholding
tax (instead of the 27% withholding tax) on dividends distributed to non-resident companies
or entities which are:

 subject to corporate income tax in their State of residence; and
 resident in a EU State or in a EEA State included in a “white list” based on the

exchange of information criterion (to be issued by Ministerial Decree).

The new regime will be applied to profits accrued starting from the tax period subsequent to
31 December 2007. Therefore, with reference to companies and entities having the tax
period equal to the calendar year, the 1,375% tax-rate will apply to profits accrued from 1
January 2008 and generally distributed from 1 January 2009. The amendments do not
completely remove the discriminatory effects produced by the legislation in force until 31
December 2007 as:

 with reference to the profits accrued before 2008, the Financial Bill does not
provides for the refund of the higher withholding taxes suffered on dividends
relevant to such profits in the case they were distributed in the past years nor
allows the application of the 1,375% withholding tax on the related dividends if
they will be distributed in the future years;

 with reference to the profits accrued starting from 2008, so far it is uncertain
whether some EU/EEA entities, such as investment funds and pension funds,
would benefit from the new reduced tax-rate.
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