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1. Introduction
A number of Italian companies (e.g., banks, fi nancial 
intermediaries1 and companies whose shares are 
listed on a stock exchange) are currently required 
to prepare their fi nancial statements according to 
International Accounting Standards and International 
Financial Reporting Standards (IAS/IFRS).2 The 2008 
Budget Law sets out certain specifi c tax provisions 
aimed at simplifying the income taxation of Italian 
companies that adopt (“Italian adopters of”) IAS/
IFRS.3 This article provides an introduction to the new 
tax regime, focusing on the application of these rules 
to selected fi nancial transactions.

2. Income Taxation of 
Italian Adopters of IAS/IFRS: 
Basic Principles

Italian companies are normally liable for both corpo-
rate income tax (Imposta sul Reddito delle Società, 
IRES, currently levied at the rate of 27.5 percent) and 
regional tax (Imposta Regionale sulle Attività Produt-
tive, IRAP, currently levied at the base rate of 3.9 

percent, subject to possible regional surcharges). IRES 
and IRAP are governed by different legal provisions 
and are levied on different taxable bases, as briefl y 
mentioned below.4

The IRES taxable income of Italian companies is 
determined from the pre-tax accounting profi t (or 
loss) refl ected in the income statements, as adjusted 
for specifi c tax provisions. As a result, the IRES taxable 
income is strongly dependent upon accounting.

Such an accounting dependency is even more 
pronounced with respect to IRAP. Indeed, the IRAP 
taxable income of Italian companies is determined 
based on the aggregation of certain lines of their 
income statements, with very limited required adjust-
ments. The tax treatment of fi nancial transactions for 
IRAP purposes is beyond the scope of this article, as it 
may vary considerably depending upon the industry 
in which the taxpayers operate.

Consolidated fi nancial statements are not used for 
IRES and IRAP purposes. This is also true for Italian 
group companies taxed under the fi scal unit regime 
for IRES purposes; indeed, the overall taxable income 
of the fi scal unit is derived from the aggregation of the 
separate taxable incomes of the companies belonging 
to the fi scal unit.

These preliminary considerations explain why 
Italian corporate income taxes are normally said to 
follow accounting. Consequently, the Italian income 
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tax consequences of a given transaction should be 
ascertained taking into account the relevant account-
ing treatment.

This aspect is even more true with respect to the 
determination of the IRES taxable income of Italian 
adopters of IAS/IFRS. Indeed, since 2008, Italian 
adopters of IAS/IFRS are subject to a specifi c tax pro-
vision whereby “the criteria as to the characterization, 
timing of accrual and classifi cation in the fi nancial 
statement provided by the mentioned accounting 
principles [IAS/IFRS] are respected [also for income 
tax purposes] and prevail over the [income tax] pro-
visions … .”5 This provision was introduced by the 
2008 Budget Law so as to align the IRES rules and 
IAS/IFRS and to make it easier for IAS/IFRS adopters 
to determine their taxable income. As further clari-
fi ed by Decree 1 April 2009 no. 48 of the Ministry of 
Economy and Finance (the “IAS/IRES Decree”), the 
implications follow below:
(1) The accounting treatment of transactions ac-

cording to the substance over form principle 
under IAS/IFRS should be respected for income 
tax purposes.

(2) Unless otherwise stated, adopters of IAS/IFRS 
should disregard the income tax provisions 
dealing with the characterization, classifi cation 
and timing of the accrual of various items of 
income.

(3) The IRES rules that remain applicable (to adopt-
ers of IAS/IFRS) are as follows:
(a) Provisions that set out limitations on the 

deductibility of items, or require a deferred 
deduction over a number of tax years

(b) Provisions whereby certain items of income 
are, partially or fully, exempted or excluded 
from income taxation or that provide for de-
ferred taxation over a number of tax years

(c) Provisions whereby certain items of income 
are included in the business income on a 
cash basis (i.e., upon payment or collection), 
irrespective of the accrual principle

The IAS/IRES Decree includes some provisions 
requiring that, as an exception to the general prin-
ciple, the tax treatment follows the relevant legal 
nature rather than accounting. In particular, the 
legal nature of a transaction is respected for tax 
purposes with respect to, inter alia, repurchase 
agreements, securities lending, transactions involv-
ing equity instruments, transactions involving the 
availability of tax credits (or foreign tax credits), 
business combinations, etc.

3. Tax Treatment of Selected 
Financial Transactions
This section addresses the practical application of 
the above mentioned principles to certain selected 
fi nancial transactions. For each transaction, fi rst the 
accounting treatment is discussed and then the result-
ing tax consequences are addressed.

3.1 Buy-Back of Treasury Shares (and 
Subsequent Re-sale): the Perspective 
of the Issuer and the Shareholder

3.1.1 Accounting Treatment
In light of the substance over form principle, the 
buy-back of treasury shares by the issuer is regarded, 
according to IAS/IFRS, as a cancellation of the un-
derlying instruments, notwithstanding that those 
instruments are not redeemed or cancelled from a 
legal perspective.

In particular, pursuant to IAS 32(33), if an adopter 
acquires its own shares (treasury shares), the con-
sideration paid to purchase those shares should be 
deducted directly from equity, with no gain or loss 
recognized in the income statement. Accordingly, 
treasury shares are not recognized on the asset side 
of the balance sheet of the issuer after a buy-back 
(and are not subject to measurement at any following 
balance sheet date).

The re-sale of (bought-back) treasury shares is cor-
respondingly treated as a new issue of the underlying 
shares by the issuer. Accordingly, the consideration 
received upon re-sale is recognized directly in equity 
as if it were the actual issue price, and no gain or loss 
is recognized on the income statement.

The preceding paragraphs discuss the accounting 
treatment of transactions involving treasury shares 
from the perspective of the issuer. No rule or principle 
under IAS/IFRS specifi cally deals with the account-
ing treatment to be adopted in those events by the 
counterparties of the issuer (i.e., the shareholders). In 
normal circumstances, the accounting treatment of 
those transactions for the shareholders should refl ect 
the relevant legal nature, i.e., a sale or a purchase of 
equity instruments.

3.1.2 Tax Consequences
According to Article 83 of the Italian Income Tax Code 
(ITC), the characterization of these transactions in the 
hands of the issuer as, respectively, a cancellation and 
a new issue of treasury shares should be respected 
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for tax purposes. There is no specifi c rule under the 
IAS/IRES Decree affecting this conclusion.6

The tax treatment applicable to a buy-back of 
treasury shares and the subsequent re-sale for IRES 
purposes should therefore be that of cancellation of 
shares and issue of new shares as set out by Article 
91(1)(c) and (d) of ITC whereby:

upon cancellation of treasury shares, no taxable/
deductible item of income arises in the hands of 
the issuer, as the difference (if any) between the 
purchase price paid by the issuer and the por-
tion of net equity corresponding to the shares 
cancelled should not be included in taxable 
income; and
upon issuance of new shares, no taxable/deduct-
ible item of income arises, as any issue price 
collected by the issuer (including any share 
premium, i.e., the excess of the issue price over 
par value) should not be taken into account in 
determining its taxable income.

The above conclusions are confi rmed by the ac-
companying report to the IAS/IRES Decree.

Uncertainties arise, however, concerning the tax 
characterization of the differential that results in the 
equity of the issuer following a buy-back and re-sale 
of treasury shares (such an amount being equal to 
the difference between the re-sale price of the treas-
ury shares and the price paid upon buy-back). The 
prevailing view is that any such (positive or negative) 
differential is characterized, from a tax perspective, as 
share premium reserve (i.e., a reserve including share-
holders’ contributions).7 A minority view is that any 
positive differential instead could be characterized as 
a reserve of earnings for tax purposes.8 The wording of 
the accompanying report to the IAS/IRES Decree does 
not address this matter extensively, but one may infer 
that it favours the former approach. The adoption of 
one approach or the other may not be tax neutral from 
the perspective of the shareholders (as distributions 
of capital reserves and of reserves of earnings are in 
principle subject to different tax treatment).

The above paragraphs discuss the tax treatment of 
transactions in treasury shares from the perspective 
of the issuer. In the author’s opinion, for the coun-
terparties of the issuer (i.e., the shareholders), the 
mentioned transactions should be characterized, for 
income tax purposes, as a sale or purchase of shares 
(i.e., following the relevant legal nature). This conclu-
sion refl ects the following considerations:
(1) From the perspective of the shareholders, the 

accounting treatment of the mentioned transac-

tions under IAS/IFRS refl ects the relevant legal 
characterization (see paragraph 3.1.1 above).

(2) Moreover, according to Article 3(2) of the IAS/
IRES Decree, no symmetrical income tax treat-
ment is required for adopters of IAS/IFRS acting 
as counterparties in a transaction. Therefore, 
the fact that the buy-back (and the re-sale) 
of treasury shares is treated by the issuer as a 
cancellation (and a new issue) of the shares is 
of no relevance for the shareholders.

(3) Finally, Article 3(3) of the IAS/IRES Decree pro-
vides that the tax treatment of the transactions 
involving equity instruments (other than trea-
sury shares) should respect the relevant legal 
nature (even if this confl icts with the substance 
of the transaction under IAS/IFRS). Needless to 
say, the transactions considered here do not 
involve treasury shares of the shareholders.

Again, the wording of the accompanying report 
to the IAS/IRES Decree does not address the mat-
ter extensively, but one may infer that it supports 
the conclusion mentioned above. Similar views 
have been expressed by other tax commentators 
on this matter.

3.2 Bond Buy-Backs 
(and Subsequent Re-sale): 
The Perspective of the Issuer 
and the Bondholder

3.2.1 Accounting Treatment

In light of the substance-over-form principle, the 
buy-back of the issuer’s own bonds (like that of 
treasury shares) is regarded, according to IAS/IFRS, 
as a redemption of the underlying instruments, not-
withstanding that the instruments are not redeemed 
or cancelled from a legal perspective.

In particular, pursuant to IAS 39(39) and ff., if an 
adopter acquires its own bonds, it should de-recognize 
the relevant liability from the liability side of its balance 
sheet.9 Under IAS 39(41), any difference between the 
price paid upon buy-back and the carrying value of the 
liability should be recognized in the income statement. 
Accordingly, reacquired bonds are not recognized on 
the asset side of the balance sheet of the issuer after the 
buy-back (and are not subject to measurement at any 
following balance sheet date). The magnitude of the 
differential to be recognized on the income statement 
of the issuer upon buy-back may vary depending upon 
whether the bonds are classifi ed as “liabilities at fair 

e d erendiffe

tial fferrent

nc
a

vie
is

an
viepr

di

h
urur
pr

e d
ry sry s
revareva
ffer

diffe
sharshar
ailinailin
rent

eren
resres 
ng vng v
tial

the pr
is 
racter

ce pa
an
zed, f

d upo
ch (po
om a t

on
l i

7 A m
d

mino
ld

rit
b
y vie

h
w th

i
at an

d
y 

I

A

ht f th b t

ch



42

Securities Buy-Backs and Convertibles for Italian Companies Adopting IAS/IFRS

value through profi t or loss”10 (measured at fair value) 
or as “other fi nancial liabilities” (measured at amortized 
cost). In case the bonds are carried at fair value, the 
differential arising upon buy-back should refl ect the 
change in fair value experienced by the instrument 
since the last balance sheet 
date while, if the bonds are 
carried at amortized cost, it 
should refl ect the change 
in fair value experienced 
since the issue date.

The sale of bonds reac-
quired by the issuer is 
treated under IAS/IFRS as if 
the underlying bonds were 
re-issued; accordingly, the 
adopter recognizes a corresponding new liability on 
the liability side of the balance sheet. The specifi c 
rules dealing with the recognition and measurement 
of such liability vary depending upon the category 
in which the instrument is classifi ed for IAS/IFRS 
purposes (i.e., “liabilities at fair value through profi t 
or loss” or “other fi nancial liabilities”). This could 
have an impact, inter alia, on the accounting treat-
ment of any differential between the re-sale price of 
the bonds (i.e., the “deemed” issue price) and the 
relevant redemption amount. For instruments carried 
at amortized cost, this difference should infl uence 
the effective interest rate to be determined under IAS 
39(9) and, consequently, should affect the amount of 
interest expense recognized on the income statement 
of the issuer (over the life of the instruments). If the fi -
nancial liability is instead carried at fair value through 
profi t or loss (FVTPL), the differential in question 
should not affect interest expense, but rather should 
affect changes in the fair value of the instruments to 
be recognized on the income statement of the issuer 
during the residual life of the bonds.11

The preceding paragraphs discuss the accounting 
treatment of transactions in reacquired bonds from 
the perspective of the issuer. No rule or principle 
under IAS/IFRS deals with the accounting treatment to 
be adopted by the counterparty of the issuer (i.e., the 
bondholders) in those events. In normal circumstanc-
es, the accounting treatment of those transactions 
for the bondholders should refl ect the relevant legal 
nature, i.e., a sale or a purchase of bonds.

3.2.2 Tax Consequences
According to Article 83 of ITC, the characterization 
of these transactions in the hands of the issuer as, 

respectively, a cancellation and a new issue of bonds, 
should be respected for tax purposes. There is no 
specifi c rule under the IAS/IRES Decree affecting this 
conclusion, which is also confi rmed by the commen-
tators who have addressed the matter so far.12

The buy-back of bonds, 
in principle, triggers a tax-
able event in the hands 
of the issuer. However, 
the tax treatment of the 
differential (between the 
purchase price of the 
bonds and the relevant 
carrying value) recognized 
on the income statement 
of the issuer upon buy-

back depends upon the characterization of such item 
for accounting purposes. The particulars follow:
(1) IAS 39 does not specifi cally address either 

the nature of the mentioned differential or the 
relevant classifi cation on the income statement 
of the issuer.

(2) The view of the accounting commentators is 
that the differential arising upon extinguish-
ment of a fi nancial liability should be recorded 
in the income statement as “fi nance income.”13 
The few commentators considering the matter 
in more detail believe that, having considered 
the various sub-items composing “fi nance in-
come” (e.g., interest, dividends, capital gains/
losses, etc.), the differential at hand should be 
more akin to “capital gains and losses.”14

(3) The Bank of Italy is also in favour of charac-
terizing this differential as a capital gain/loss. 
Indeed, according to the guidelines issued by 
the Bank of Italy (which must be respected 
when preparing fi nancial statements of Italian 
banks), this differential is to be presented on the 
income statement together with capital gains 
and losses on fi nancial instruments (and sepa-
rately from interest income and expenses).15

The accounting characterization (and classifi cation) 
of this differential as a capital gain/loss should be 
respected for income tax purposes. In the absence of 
any specifi c provision addressing the tax treatment of 
such differential, this item should ordinarily and en-
tirely be included in the taxable income of the issuer 
in the tax year in which it is accounted for in the in-
come statement according to IAS/IFRS. In the author’s 
opinion, the different approach suggested by certain 
commentators16 whereby this differential could be 

The IRAP taxable income of 
Italian companies is determined 

based on the aggregation of certain 
lines of their income statements, 

with very limited required 
adjustments.
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characterized as interest expenses for income tax 
purposes is not correct (due to the considerations 
discussed in the preceding paragraphs).

As far as the tax treatment of the differential be-
tween the re-sale price of the reacquired bonds (if 
any) and the redemption amount of the instrument 
in the hands of the issuer, one should consider the 
following:
(1) The tax treatment of this differential may vary 

based upon the relevant accounting treat-
ment, the latter being in turn dependent on 
the category in which the relevant liability is 
recognized upon re-issue as discussed in points 
(2) and (3) below.

(2) If the bonds are carried at amortized cost (being 
classifi ed among “other fi nancial liabilities”), such 
differential should infl uence the effective interest rate 
to be determined under IAS 39(9) and, consequently, 
should affect the amount of interest expense recog-
nized on the income statement of the issuer (over 
the life of the instruments). This should be respected 
for income tax purposes. Accordingly, the interest 
expense recognized on the income statement of 
the issuer should be deductible subject to ordinary 
limitations applicable to such item of income (as 
set out, inter alia, by Article 96 of ITC, dealing with 
deduction of interest expenses). In broad terms17:
(a) For Italian companies (other than those de-

scribed under point (b) below), net interest 
expense (i.e., interest expense net of interest 
income) is normally deductible up to 30 per-
cent of the EBITDA of the relevant company.18

(b) For banks and fi nancial companies, gross 
interest expense (i.e., interest expense gross of 
interest income) is deductible for an amount 
equal to 96 percent of the relevant amount 
(the remaining four percent, being normally 
nondeductible).

(c) The deduction of interest expense payable 
by issuers other than banks (and companies 
whose shares are listed on a stock exchange) 
is also subject to a specifi c cap established by 
an ad hoc tax provision.19 The general rules 
under points (a) and (b) above apply to the 
portion of interest expense within the men-
tioned cap (any excess over the cap amount 
remaining entirely nondeductible).

(3) If the bonds are carried at fair value by the issuer 
(being classifi ed among “fi nancial liabilities at 
FVTPL”), the differential (between the re-sale price 
of the bonds and the relevant redemption amount) 

should affect the changes in fair value of the instru-
ments to be recognized on the income statement 
over the relevant residual life. In this case, the dif-
ferential should be included entirely in the taxable 
income of the issuer according to the provision 
set out by Article 110(1-ter) of ITC, dealing with 
unrealized gains/losses on fi nancial liabilities.20

The preceding paragraphs discuss the tax treat-
ment of transactions in reacquired bonds from the 
perspective of the issuer. In the author’s opinion, for 
the counterparties of the issuer (i.e., the bondhold-
ers), these transactions should be characterized, for 
income tax purposes, as a sale or purchase of bonds 
(i.e., following the relevant legal nature).21

3.3 Substantial Modifi cation of the 
Terms of Existing Bonds: 
The Perspective of the Issuer

3.3.1 Accounting Treatment
Pursuant to IAS 39(40), a substantial modifi cation of 
the terms of existing bonds (whether or not attribut-
able to the fi nancial diffi culty of the debtor) shall be 
accounted for as an extinguishment of the original 
instruments and the issuance of new instruments. 
Under IAS 39, the terms are considered to be substan-
tially different if the discounted present value of the 
cash fl ows on the new instruments differs by at least 
10 percent from the discounted present value of the 
remaining cash fl ows on the original instruments.22

The difference between the carrying amount of 
a fi nancial liability (or part of a fi nancial liability) 
extinguished and the new liability assumed, shall be 
recognized in the income statement.

3.3.2 Tax Consequences
The accounting characterization of the above mentioned 
transactions in the hands of the issuer as, respectively, 
a cancellation of the outstanding bonds and the issue 
of new bonds should be respected for income tax 
purposes. There is no specifi c rule under the IAS/IRES 
Decree affecting this conclusion. As far as the issuer is 
concerned, the same tax consequences discussed under 
paragraph 3.2.2 above should apply.

3.4 Convertible Bonds: 
The Perspective of the Issuer

3.4.1 Accounting Treatment for the Issuer
From the perspective of the issuer, bonds that are 
convertible at the option of the holder into a fi xed 
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number of issuer shares (“convertible bonds”)23 are 
characterized as compound instruments under IAS 
32. In particular, according to IAS 32(29), a convert-
ible bond comprises two components: a fi nancial 
liability (a contractual arrangement to deliver cash) 
and an equity instrument (a call option granting 
the holder the right to 
convert it into shares). 
Pursuant to IAS 32(28),24

these two components 
need to be accounted 
for separately in the fi -
nancial statements of the 
issuer. This accounting 
treatment reflects the 
substance of the transac-
tion which is the same as 
simultaneously issuing 
plain vanilla bonds and 
warrants.

Pursuant to IAS 32(31, 
32), upon initial recogni-
tion, the issuer must bifurcate the convertible bond 
into its liability and equity components as follows:
(1) The liability component is initially rec-

ognized for its relevant fair value (on the 
liability side of the financial statement). 
This is the present value of the stream of 
cash flows of the instrument (including both 
coupon payments and redemption amount) 
discounted at the market rate of interest that 
would have been applied to an instrument of 
comparable credit quality with substantially 
the same cash flows, on the same terms, but 
without the conversion feature.

(2) The equity component is recognized in the net 
equity of the issuer at the residual amount result-
ing from the difference between the fair value of 
the instrument as a whole and the fair value of 
the liability component under point (i) above. 
The equity component is not recognized at its 
fair value, rather it is measured on a residual 
basis according to IAS 32(31).25 This follows the 
principle whereby equity instruments evidence 
a residual interest in the assets of an entity after 
deducting all of its liabilities.

(3) No gain or loss arises upon initial recognition of 
the two components of the convertible bond.

IAS 32 does not provide guidelines as to the presen-
tation of the equity component in the net equity of the 
issuer. The commentators that have addressed the matter 

have concluded that, until maturity of the convertible 
bond, the presentation of the equity component in 
the retained earnings reserve is not appropriate26. This 
view is in line with the approach adopted in Italian 
market practice where the equity component is nor-
mally recognized on an ad hoc line of the net equity 

(labelled as “other equity 
instruments”)27; the same 
practice is normally fol-
lowed by Italian banks.28

During the life of the 
instrument, the finan-
cial liability component 
is measured in accord-
ance with IAS 39 while the 
equity component is not 
re-measured after initial 
recognition. In the event the 
fi nancial liability compo-
nent is carried at amortized 
cost (being classifi ed among 
“other fi nancial liabilities”), 

the difference between the initial carrying value of the 
liability component and the redemption amount of the 
instrument is amortized on an effective interest basis over 
the residual life of the instrument (so that, at maturity, 
the carrying value of the liability component coincides 
with the redemption amount). Accordingly, the interest 
expense recognized on the income statement of the issuer 
in a given period includes the actual interest payable on 
the instrument and the accrued portion of the mentioned 
differential.29

Upon maturity of the convertible bond, the embed-
ded call option may be out of the money or in the 
money, and this could have different consequences:
(1) Should the call option be out of the money, the bond 

is expected to be re-paid in cash. In this event: 
(a)  the issuer reverses the recognition of the 

fi nancial liability component against the pay-
ment of the principal amount;

(b)  the equity component remains in equity (al-
though it may be reclassifi ed from one line 
item of equity to another, as discussed in 
point (3) below); and

(c)  in normal circumstances, no gain or loss is 
recognized upon redemption in cash of the 
bond at maturity.

(2) Should the call option be in the money, the 
bondholder is expected to require the bond to 
be converted into shares. In this case, pursuant 
to IAS 32(AG39):

In light of the substance-over-
form principle, the buy-back of 
the issuer’s own bonds (like that 
of treasury shares) is regarded, 
according to IAS/IFRS, as a 
redemption of the underlying 
instruments, notwithstanding 
that the instruments are not 

redeemed or cancelled from a 
legal perspective.
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(a)  the issuer reverses the recognition of the fi -
nancial liability component and recognizes 
a corresponding amount in net equity; 

(b)  the equity component remains in equity (al-
though it may be reclassifi ed from one line 
item of equity to another, as discussed in 
point (3) below); and

(c)  no gain or loss is recognized upon conversion 
of the bond at maturity.

(3) With respect to the accounting treatment of the 
equity component under points (1)(b) and (2)
(b) above, based on the view expressed by the 
commentators30 and the practice normally fol-
lowed by Italian adopters on similar matters,31 
it should follow that:
(a) if the bond is converted into shares, the equity 

component is moved into the share premium 
reserve; while

(b) if the bond is redeemed in cash, the equity 
component is moved into the retained earn-
ings reserve.

The accounting treatment of the convertible bond 
by the bondholders is beyond the scope of this 
article. It is worth mentioning that, from the per-
spective of the bondholders, the convertible bond 
is not treated as a compound instrument under IAS 
32. Rather, the instrument is treated as a hybrid (or 
combined) instrument under IAS 39 that includes 
an embedded derivative, for which a separate ac-
counting is required under certain conditions.32 
However, the rules under IAS 39 requiring the 
separate accounting of embedded derivatives and 
fi nancial host instruments may be substantially 
amended in the near future.33

3.4.2 Tax Consequences for the Issuer
The rules under IAS 32 dealing with the bifurcation 
of a compound instrument into a fi nancial liability 
and an equity instrument should be respected for 
tax purposes. There is no specifi c rule under the IAS/
IRES Decree affecting this conclusion, which has 
been confi rmed by commentators who have so far 
addressed the matter.34

Should the fi nancial liability component be carried 
at amortized cost (being classifi ed among “other fi -
nancial liabilities”), the accounting characterization 
of the differential between the initial carrying value 
of such component and the redemption amount of 
the instrument as interest expense (accruing on an 
effective interest basis over the life of the instrument) 
should be respected for tax purposes.

However, some uncertainties arise as to the tax 
treatment of the equity component initially recog-
nized by the issuer in equity. This is for the following 
reasons:
(1) The fact that the equity component is recog-

nized in equity (without fl owing through the 
income statement) does not necessarily result 
in the nontaxation of that component. Indeed, 
as a general rule, items accounted for in equity 
under IAS/IFRS could be relevant for income tax 
purposes under certain conditions (see Article 
2(2) of the IAS/IRES Decree).

(2) Moreover, the interplay between the general 
principle set out by Article 83 of ITC (whereby 
the characterization of an item under IAS/IFRS 
should be respected for income tax purposes) 
and the rule under Article 2(2) of the IAS/IRES 
Decree (whereby the items recognized in the 
equity of an adopter could be relevant for in-
come tax purposes) is not completely clear.

(3) Finally, there is no specifi c income tax provi-
sion dealing with the treatment of the equity 
component.

As to the tax treatment of the equity component, 
two possible approaches could be considered as 
follows:
(1)  A fi rst approach is that the equity component is 

not included in the taxable income of the issuer 
upon initial recognition. Under that approach, 
the tax treatment of this item depends upon the 
conversion of the bond at maturity; indeed, it 
is only upon maturity of the bond that one may 
fi nally ascertain whether the equity component 
is an item of income or an equity contribution. 
In particular:
(a) If the bond is converted upon maturity, the 

equity component should be treated as an 
equity contribution by a shareholder, not be-
ing taxable for corporate income tax purposes 
(in light of Articles 88(4) and/or 91(1)(d) of 
ITC).

(b) If the bond is not converted at maturity, the 
equity component should be treated as an 
item of income, which should then be in-
cluded in the taxable income of the issuer;

(2) A second approach is that the equity compo-
nent qualifi es as an item of income upon initial 
recognition in equity, thus being taxable up 
front in the hands of the issuer.

The former approach is more appropriate for the 
following reasons:
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(1) According to the general principle set out by 
Article 83 of ITC, the characterization of an item 
under IAS/IFRS should be respected for income 
tax purposes. As confi rmed by various com-
mentators, this principle applies to all the items 
recognized in the fi -
nancial statement of 
an adopter (including 
items recognized in 
equity).35 Accordingly, 
the tax treatment of 
the equity component 
should follow the rel-
evant characterization under IAS/IFRS whereby 
this is an equity instrument upon initial recogni-
tion (and not an item of income).36

(2) It is also worth mentioning that, following the 
approach suggested by commentators and nor-
mally adopted in Italian market practice (see 
paragraph 3.4.1 above), the equity component 
is treated (from an accounting perspective) as 
an equity instrument unless and until the bond 
is fi nally redeemed in cash. Only in the latter 
event does the equity component become an 
item of income and is moved to the retained 
earnings reserve.

(3) Moreover, no specifi c income tax provision 
exists whereby the equity component is to be 
considered per se as an item of income for tax 
purposes upon initial recognition. This con-
clusion can be supported in light of the view 
expressed in the past by commentators who have 
addressed a similar issue concerning the tax 
treatment of proceeds collected by issuers upon 
sale of option rights to underwrite new shares 
in connection with a share capital increase.37 In 
this latter case, commentators concluded that 
the proceeds should not be considered taxable 
items of income, but should instead be in the 
nature of an equity contribution.

(4) The approach suggested here is also in line 
with the general tax principle whereby it is 
only upon maturity of an option-type deriva-
tive that one may determine the tax treatment 
of the relevant income. This is a principle that 
normally governs the tax treatment of premium 
received with respect to call and put options, 
as confi rmed by the Italian tax authorities in 
the fi eld of individual income taxation38 and by 
the tax commentators in the fi eld of corporate 
income taxation.39

(5) This approach is also consistent with the one 
prevailing among commentators supporting 
the conclusion that the fair value of options 
granted by an adopter to its employees (and 
recognized in the income statement under IFRS 

2) is treated as a deduct-
ible item of income for 
tax purposes.40 Indeed, 
this conclusion assumes 
that the component rec-
ognized in the equity of 
the adopter (to counter-
balance the recognition 

of the employment cost in the income state-
ment) is regarded as an equity contribution by 
the employees and thus not taxable upon initial 
recognition.41

For the foregoing reasons, an alternative approach 
that treats the equity component as an item of in-
come upon initial recognition (being taxable up 
front) should be rejected. This alternative view also 
cannot be supported based on certain old precedents 
in the Italian tax courts42 under which the proceeds 
collected by an issuer upon the sale of the option 
rights to underwrite new shares were taxable in the 
hands of the same issuer. These precedents mainly 
relied on the argument that the relevant proceeds 
were not characterized as equity contributions under 
Italian corporate law. Needless to say, with respect 
to the income taxation of adopters of IAS/IFRS, what 
matters is the qualifi cation of an item under IAS/IFRS 
(due to the general principle under Article 83 of ITC) 
and the Italian corporate law characterization of the 
same item should be disregarded.

Though the approach suggested here (whereby the 
equity component is not taxable up front in the hands 
of the issuer) is the most rational and appropriate in the 
author’s opinion, it is fair to say that, in the absence 
of any offi cial position of the Italian tax authorities, 
the tax treatment of the equity component is a matter 
which is subject to a degree of uncertainty.

If an adopter were to follow the approach whereby 
the tax treatment of the equity component is contin-
gent on the conversion of the bond, this would have 
the following consequences:
(1) Upon initial recognition of the bond:

(a) the liability component should be treated 
as a stand-alone liability for tax purposes; 
the initial carrying value of that component 
should be the relevant tax basis on the same 
date; and

Italian income tax consequences 
of a given transaction should be 

ascertained taking into account the 
relevant accounting treatment.
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(b) the equity component accounted for in equity 
should not be treated as an item of income 
upon initial recognition (and thus not be tax-
able up front).

(2) During the life of the instrument:
(a) assuming the fi nancial liability component is 

carried at amortized cost, the characterization 
as interest expense of the differential between 
the initial carrying value of such component 
and the redemption amount of the instrument 
should be respected for tax purposes,43 and 
thus deductible in the hands of the issuer 
(subject to the ordinary limitations applicable 
to such expenses for IRES purposes, as briefl y 
mentioned under paragraph 3.2.2 above);

(b) the increase in the carrying value of the liability 
component due to the imputation of the accrued 
differential under point (ii)(a) above should trig-
ger an increase in the relevant tax basis; and

(c)  the equity component should continue not 
to be taxable.

(3) Upon maturity of the bond, the relevant tax 
consequences may vary as follows:
(a) If the bond is not converted, the issuer should 

reverse recognition of the fi nancial liability 
component (against the payment of the relevant 
redemption amount). In normal circumstances, 
no accounting gain or loss should be recog-
nized in the income statement of the issuer and 
no taxable/deductible item of income should 
consequently arise. In this case, the equity 

component should be moved into the retained 
earnings reserve and should then be included 
in the taxable income of the issuer.

(b) If the bond is converted, the liability compo-
nent should be reversed and a corresponding 
amount should be booked in equity. No gain 
or loss should be recognized in the income 
statement of the issuer and, accordingly, no 
taxable/deductible item of income should 
arise. In this event, the equity component 
should be moved into the share premium 
reserve and should not be included in the 
taxable income of the issuer.

4. Conclusions
For Italian adopters of IAS/IFRS, the income taxation 
of fi nancial transactions follows accounting in many 
respects. In particular, the characterization (and the 
classifi cation) of fi nancial transactions under IAS/IFRS 
should normally be respected for IRES purposes.

The Italian tax treatment of any fi nancial trans-
action should however be carefully considered. 
This is because Italian adopters of IAS/IFRS should 
treat a number of fi nancial transactions based on 
the relevant legal nature (and irrespective of the 
characterization under IAS/IFRS) for IRES purposes. 
Moreover, some complexities arise with respect to 
the tax treatment of those fi nancial transactions 
whose characterization (and classifi cation) under 
IAS/IFRS is not addressed in detail.

1 E.g., investment companies (so-called SIMs), 
asset management companies (so-called 
SGRs), fi nancial companies enrolled under 
Article 107 of Decree 1 September 1993 no. 
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fair value through profi t or loss upon initial 
recognition.

11 This is the approach suggested by a paper 
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tion (see the Documento IASABI 29 April 
2005 no. 16, Manuale operativo IAS 32 e 
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in respect of the accounting treatment of 
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FVTPL.
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21 February 2006 no. 3 issued by the Italian 
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Letter 22 September 2008 no. 53 issued by 
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tion (Assonime), at 84.
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15 See the guidelines issued by the Bank of Italy with 
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16 See Rossi, supra note 7, at 170.
17 Please note that a specifi c relief is available 
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component of compound instruments may 

be included in share premium, in a separate 
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no. 115 of the Italian Joint Stock Company 
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whereby “the economic activity underlying 
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at which time the relevant premium is tax-
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39 See F. Caleffi  and D. Muratori, IFA CHAIERS, 
1996, at 302, whereby “option premiums 
paid or received have to be capitalized 
and they are recognized in the taxable 
income only if, and when, the option is 
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L. Miele, Il costo delle stock option al test 
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