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In brief 

According to a recent judgment of the Italian Supreme Court, tax assessments cannot scrutinize the need 

for, nor the convenience of, business strategic choices, which are up to the entrepreneur and to the 

entrepreneur’s freedom to carry out business activities. 

 

In detail 

Facts of the case and the 

‘uneconomic costs’ doctrine 

On September 15, 2017, the 
Supreme Court, Fifth Civil 
chamber, lodged the judgment 
no. 21405 with its register. The 
decision has a primary relevance 
with respect to the Revenue 
Agency’s challenges to alleged 
uneconomic conduct. 

The factual background of the 
proceeding was concerned with 
marketing services provided by 
a Norwegian company to its 
associate Italian company. In 
the context of amendments to 
the service procurement model, 
the companies agreed on 
terminating the previous 
contract so that the Italian 
company could purchase those 
services in the free market. 

More specifically, after just one 
year of intragroup supply of 
marketing and advertising 
services, remunerated on the 
basis of the new telephone 
subscriptions, the companies 
determined that the 
arrangements had not provided 
a satisfying level of benefits. 

Therefore, the companies 
terminated the preexisting 
contract. However, the Italian 
company agreed to bear the 
Norwegian associate company’s 
expenses incurred in supplying 
the advertising services. For this 
purpose, around 20 million 
euros were charged to the 
Italian company, as ‘pure cost’ 
for the expenses borne by the 
Norwegian company towards 
other Italian service providers. 

The Revenue Agency challenged 
the transaction, alleging that the 

new arrangements terminating 
the previous intragroup services 
could not have effect on services 
already provided under the 
previous contract. Therefore, 
the tax authorities objected to 
the charge of expenses incurred 
for services already provided. 
Consequently, the Revenue 
Agency assessed the lately 
charged increase of the original 
consideration as allegedly non-
deductible. 

The second-tier Tax Court, to 
the contrary, found that the 
revised invoice was deductible, 
being undisputedly made in 
connection with the original 
consideration and consistent 
with the terms of that 
arrangement. Only the amount 
of the consideration had been 
increased, on the grounds of an 
arrangement that the Tax Court 
found real and not artificial. 
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In such a context, the judgment at 
hand takes the opportunity to go 
through the definition of ‘uneconomic’ 
costs, firmly highlighting to what 
extent such costs could be maintained 
non-deductible. In cases where tax 
authorities go beyond such limits, the 
assessment cannot be upheld. 

The case at hand fashions a conflicting 
scenario between the freedom to 
conduct a business and the economic 
principle inspiring the business 
choices as an underlying common 
sense. Therefore, if the enterprise is 
not allowed to erode its own taxable 
basis by using a disproportionate cost, 
on the other hand the Revenue Agency 
could not challenge the substance and 
the convenience of entrepreneurial 
choices. In other words, the challenge 
on the need for a certain business 
strategy cannot ground by itself an 
alleged tax deficiency. 

With respect to the non-deductibility 
of disproportionate costs, the 
Supreme Court case law has 
disregarded for more than 10 years, 
taxpayers’ conduct that is ‘manifestly 
and inexplicably uneconomic’ (Sup. 
Ct., 5th Civ., 20th January 2004, no. 
793), shifting to the taxpayer the 
burden of proof, both at the 
assessment stage and during the court 
proceedings (Sup. Ct., nos. 1281, 
11240, 11645 of 2001; nos. 6337, 7487, 
7680, 10802, 13995 of 2002). The 
common sense test is at the essence of 
ascertaining whether the business 
expenses policy is abnormal, that is 
the ‘id quod plerumque accidit’ (what 
more often occurs) criterion, jointly 
with the ‘lack of a rational 
justification,’ in order to piece 
together a picture of objective, precise, 
and consistent clues grounding tax 
assessment (Sup. Ct., 5th Civ., 15th 
September 2008, no. 23635).  

Limits to Revenue Agency’s 

challenges to the deduction of 

allegedly uneconomic costs 

While it is held that business is freely 
carried out by the entrepreneur, also 
by virtue of Article 41 of the Italian 
Constitution, the related 
entrepreneurial choices cannot be 
purely driven by tax consequences, for 
worse (abuse) and for better (i.e., 
waiving a sound deduction of high 
costs for the sole purpose of 
preventing future tax challenges).  

Firstly, given the presumptive nature 
of the challenge to uneconomic 
conduct, a first set of Supreme Court 
case law found that the prohibition of 
double presumption could be opposed 
thereto. In fact, the Supreme Court 
has long held that the nexus between 
proven and unknown facts shall be 
grounded on the ‘reasonably possible, 
according to a normality or cause 
regularity criterion’ and that no string 
of multiple presumptions (binding 
one verified occurrence to infinite 
logic inferences, still not proven) is 
allowed (Sup. Ct., no. 793 of 2004, 
above cited, recalling precedents nos. 
7213 of 1995, 1248 of 1998, 6465 and 
9884 of 2002). 

Secondly, as already pointed out 
above, a more recent Supreme Court 
case law has focused on the 
prohibition for the Revenue Agency to 
“‘objectively check the need for, or at 
least the convenience […] of such costs 
against the business activity.’ And that 
because the control would draw on 
business strategy evaluations which 
are up to the entrepreneur” (Sup. Ct., 
5° Civ., 20° May 2015, no. 10319). 

Regarding the case at hand, with due 
distinction given the peculiar features 
of the factual background (the 
judgment notices that the tax 
authorities “with the sole purpose of 
highlighting a different breach to VAT 
law, deemed the taxpayer as the real 
customer of the supplies”), the 

Supreme Court marks the allegations 
made by the Revenue Agency in terms 
of uneconomic conduct as “from 
having the taxpayer waived benefits 
deriving from a certain contract, not 
being legally obliged to act that way.”  

In response to such understanding of 
the argument urged by the Revenue 
Agency, the Supreme Court held the 
following: “while the Revenue 
[Agency] had no entitlement to 
interfere with the initial choice of the 
taxpayer (by challenging the 
convenience judgment not to benefit 
from advertising services supplied at a 
lower price than the one he would 
have borne purchasing directly from 
free market), at the same time, the 
Revenue [Agency] had no entitlement 
to challenge […] the opposite choice of 
the company, to be charged, at ‘pure 
cost,’ the expenses of its associate 
company in its own interest,” unless 
the tax authority comes forward with 
“further elements revealing purposes 
unrelated to business management.” 

Interactions with the abuse of 

rights and with intragroup 

transfer pricing  

It is worthwhile to briefly recall two 
other cases sharing common features 
with uneconomic conduct: abuse of 
rights and adjustments of transfer 
pricing to arm’s length value. 
Challenges to alleged abuse of rights, 
in fact, require (as in case of 
uneconomic conduct) an intense 
burden of proof on the Revenue 
Agency and is concerned with tax 
consequences of taxpayer’s freely 
made choice between different 
transactions. On the other hand, 
transfer pricing adjustments aim to 
re-quantify fiscally deductible costs, 
consistently with comparable 
transactions in free market. 

In fact, case law connecting and 
comparing transfer pricing and 
uneconomic conduct is increasing. For 
instance, Milan Prov. Tax Court, 3rd 
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chamber, 9th August 2017, n. 5162, 
concerned with uneconomic conduct, 
and holding that choices exclusively 
up to the entrepreneur could be 
challenged from a tax perspective 
solely in case of a ‘manifestly and 
evidently’ uneconomic conduct, that is 
to be clearly highlighted in the reasons 
grounding the deeds of assessment. 
Actually, that judgment decided a case 
of a contractual relationship binding 
two associate resident companies, 
providing for further useful inputs on 
the matter. In fact, the challenge to 
deduction of disproportionate costs is 
found as further limited in that case, 
and, as that judgment clearly recalls, 
Revenue Agency could not adjust 
arm’s length value in intragroup 
transactions among Italian-resident 
companies (as also set forth by the 
authentic interpretation provision of 
Article 5, paragraph 2, of legislative 
decree 14th September 2015, no. 147). 

In the different context of intragroup 
transactions between a resident and a 
non-resident company, instead, the 
same Supreme Court judgment 
commented in the foregoing clearly 
points out that the entrepreneurial 
choice to have expenditure policy 
driven by economies of scale due to 
group internalization cannot be 
challenged by itself. In other words, 
tax assessment is not grounded to the 
extent that the Revenue Agency solely 
objects to the company’s choice to 
have certain services supplied by other 
associate companies (paying lower 
consideration) rather than by anyone 
else in the market.  

Further, pursuant to Article 110, 
paragraph 7, of the Income Tax Code, 
the tax authorities are supposed to 
come forward with evidence of a 
mismatch between the agreed 
consideration between associated 
enterprises and prices agreeable by 
unrelated companies (solely for tax 
purposes). In that event, the Revenue 
Agency could not arbitrarily object to 
free business conduct, whereas the 

challenge would focus on the relevant 
values for exclusive tax purposes 
(inter alia, see Sup. Ct., 5th Civ., 6th 
September 2017, no. 20805, §14.1). 

From abuse of rights standpoint, it is 
clear and common ground that, 
similar to uneconomic conduct, the 
different tax treatment consequent to 
alternative taxpayer’s conduct is not 
sufficient to ground a tax assessment. 
In fact, the prohibition of abuse of 
rights — as held by the same Supreme 
Court in the judgment described in 
the foregoing — cannot encroach on 
“taxpayer’s free choice among 
different transactions even if leading 
to a different tax burden.” Such 
principle is clear in Supreme Court 
case law (Sup. Ct., 5° Civ., 14° January 
2015, no. 439) and is also inspired by 
certain domestic law provisions (such 
as Article 5, paragraph 1, let. b) of law 
23rd March 2014, no. 23) and by a 
close doctrine of the European Court 
of Justice. 

The takeaway 

The analyzed Supreme Court case 
undoubtedly highlights the need for 
confining tax challenges to deduction 
of allegedly uneconomic business 
expenses in light of the role of ‘lex 
specialis’ (special legislation) 
embodied by tax law. Therefore, the 
Supreme Court recalls as a general 
rule that if a certain amount is a cost 
for civil law and accounting purposes, 
it is also deductible against profits 
from a tax standpoint. In view of the 
holding of the Supreme Court in the 
case at stake, tax assessments alleging 
the disproportion of deducted 
business expenses are ill-founded if 
not corroborated by further elements 
capable of revealing ‘purposes 
unrelated to business management.’ 
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